
A Thesis Presented to

THE FACULTY OF COMMERCE

UNIVERSITY OF THE WiTWATERSRANP

JOHANNESBURG

SOUTH AFRICA

In fu lf i lm e n t  o f the requirements fo r  the Degree o f

DOCTOR OF PHILOSOPHY

BRIAN CYRIL BENFIELD 

December, 1987



DECLARATION

I declare th is  thes is  to  be my own work. I t  is  submitted fo r  the 

degree o f Doctor o f Philosophy at the U n ive rs ity  o f the

M itwatersrand, Johannesburg, and has not been submitted fo r  any 

degree o r examination a t any o ther U n iv e rs ity . Save as
acknowledged, th is  work has not been prepared under trie  aegis o r  w ith  

the assistance o f any body, o rgan isa tion  or person ou tside o f  the 

U n ive rs ity  o f the M itw atersrand, Johannesburg.

Brian C y r il Ben fie ld  

Johannesburg 
December 1987



1 ‘ ‘ '.if;,!-;-.-/1 -jf '.wiss-l-outM A frican

■;r(.i/r/ ; ?r .ii.ii ' ' r  i iJi'juitv Vionerdl Manager of

>■ -ifi-i " " i i 't  n  i'i- in :,iinn i.f; i.imi|K)ny o f South A fr ic a



The great l i f e  

employed by I t  
and the United 

years, provided me i 

workings of industry  
ever wish to  ob ta in  m

assurance indusf 

and whom I have *

S ta tes. Tins i 

me wit?) ox-t* -mi c ie a re t t  in 

.oR'wrce and na tiona l 
, snort a ]-trnu<l and a t su

and the many outstanding people 

South A fr ic a , Europe, England 

i»d i t s  people have, over 15 

v jn ts  in to  the tru e  

mies tn a t one could 

an ea rly  age.

My fa th e r , Mr C >. 

source o f in s p ira t io n ,

■I.:, MIA, w!iu, apart t r ^ i  being a greet 

;» "iiTj'-s p roo f-read ing .

Mrs a Sirkenstou-. v  

pamstaKin g ly type:

n r o ,  OVI?r

' . ’liZ -la r :



CONSPECTUS

This study s ta r ts  w ith  a b r ie f  reference to  the h is to ry  and 

development o f l i f e  assurance in  South A fr ica  and elsewhere in  the 

w orld . I t  then discusses the essen tia l precepts o f the l i f e  

assurance product, how a l i f e  o f f ic e  develops, how i t  spreads i t s
r is k s  and how i t  is  managed, regulated and tjovprnwi.

The im portant ro le  o f the l i f e  -assurance in d u s try  w ith in  the 

framework o f the free  en te rp rise  economy emerges throughout the

work. In a d d it io n , the investment a lte rn a tiv e s  open to  the

in d u s try , the management o f  these p o r t fo lio s  and the p r in c ip le s , 

ob je c tive s  and co n s tra in ts  app licab le  to  them are discussed at 

leng th .

This work a lso examines and records the changing pn ilosophies now 
curren t in  the l i f e  assurance in d u s try  in  South A fr ic a  and ends w ith  
a succ inct chapter which sets out a suggested approach to  management 

p ractices fo r  South A fr ica n  l i f e  assurers.
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CHAPTER 1

OBJECTIVES, SOURCES AND STRUCTURE

1, OBJECTIVES OF THIS STUDY 

This work began under the t i t l e  o f 'Product Design and Investment 
Stra tegy o f the South A fr ica n  L ife  Assurance In d u s try 1. I t  was 

intended th a t i t  should study the evo lu tion  o f investment p o lic y  by 

South A fr ica n  l i f e  assurance o ff ic e s  in  th e ir  attempts to  meet new 

demands by the insu rin g  p u b lic  fo r  more f le x ib le  l i f e  assurance 
products covering an ever extending range o f needs a t lower cost In 
in f la t io n a ry  tim e s . However, as the research proceeded and the work 

developed, two , , tings became c le a r . F ir s t ly ,  there is  a dearth o f 

m ateria l regarding the l i f e  assurance in d u s try  in  South A fr ic a . 
Secondly, no d iscussion o f the investment co ns tra in ts  or techniques 

o f the industry  can oe complete w ithou t wide reference to  the 

in te r - re la t io n s h ip  o f the many o ther fa c to rs  which surround ana 

impact upon the investment problem.

Having moved in to  the area o f these numerous o ther in flu e n ce s , and 

having been re g u la r ly  fru s tra te d  in  the search fo r  m a te r ia l, i t  

became c le a r th a t research in to  the m atter o f the investment problem 

alone would be inadequate. There was an obvious need fo r  add itiona l 

work to  be done in  the c rea tion  o f a mathematical model o f a 
developing l i f e  o f f ic e  as both an investment and o f f ic e  management 

to o l.  In a d d it io n , i t  became apparent th a t  no South A frican  work 
had been done in  the area o f l i f e  reassurance, an important 
determinant o f the long-term  p r o f i t a b i l i t y  o f a l i f e  o f f ic e .

Several a d d itio n a l chapters grew out o f these needs, among which were 
Chapters IV and V which may now be considered to  be among the most 

im portant co n tr ib u tio n s  o f th is  work.



2 . INFORMATION SOURCES AND RESEARCH UNDERTAKEN

Once having embarked on the search fo r  re levan t and up-to -da te  l i f e  

assurance in fo rm a tio n , i t  was discovered th a t,  w h ils t  much 'po p u la r '

in fo rm ation  in  the form o f newspaper and magazine surveys or

'year-books 1 is  a va ila b le , very few academic works have been w r it te n  

on the su b je c t. Most o f the works discovered were a c tu a ria l in  
nature and covered only lim ite d  parts o f the operation o f a l i f e  

o f f ic e .  flo s in g le  ana comprehensive manual or te x t book on both the 

establishment and the day to  day management o f a l i f e  o f f ic e  could be 
found. Hence, i t  was necessary to  glean in fo rm a tion  from numerous 
d ispara te  sources and to  attempt to  t ie  these together in  a lo g ic a l

sequence in  one comprehensive work.

The on ly  South A fr ica n  work o f note which traversed as wide and as 

s im ila r  a t e r r i t o r y  as th a t o f th is  th e s is , was the thes is  o f 

Dr M B ernste in , published eleven years ago in  1976. Where our paths 
have crossed, B e rns te in 's  co n tr ib u tio n s  have been duly
acknowledged. Nevertheless, tne o isccrn ing  reader w i l l  note
im portant d iffe rences  in  approach and emphasis, always in  the hope of 

fu r th e r  i l lu m in a tio n  and e d if ic a t io n .

The questionnaire  used in  Chapter XI and which formed the basis o f 

research in to  South A fr ica n  l i f e  assurance corporate p o licy  and

p ra c tic e , was drawn up w ith  the assistance o f two ac tu a rie s , one
economics professor and two investment ana lysts , w ith  a view to  

subsequent la rg e ly  q u a n tita t iv e  ra the r than q u a lita t iv e  a n a lys is .

Having been sent to  tw en ty -s ix  South A frican  l i f e  o f f ic e s ,  the high 

response to  the questionnaire  o f nineteen o ff ic e s  was p leas ing . I t  

has given the research grea te r r e l ia b i l i t y  than any s im ila r  research 

undertaken in  South A fr ic a  which could be discovered.

3. STRUCTURE OF THE STUDY 

The work has been d iv ided  in to  three lo g ic a l p a rts : the L ife

Assurance Industry  and i t s  Management; Investment and the L ife  

Assurance In d u s try ; and Em pirical Research, Analysis and 

Conclusions.



Chapter I I  b r ie f ly  touches on the h is to ry  o f l i f e  assurance and i t s  

world-w ide development. Chapter I I I  sets out the essentia l precepts 

o f l i f e  assurance and sys te m a tica lly  describes each o f the basic 

types o f  l i f e  assurance products and th e ir  con s tru c tio n .

Chapter IV proved to  be a mammoth task due to  the hundreds o f hours 
which had to  be spent on the development o f the computer models and 
the extent o f the o ther o r ig in a l work which was requ ired . I t  is  

hoped th a t th is  chapter might prove to  be one o f the most useful to  

students o f  the technique o f l i f e  o f f ic e  management.

Chapter V, as ta r  as can be es tab lished , is  the f i r s t  South A frican  

work o f i t s  k in d . reassurance is  a re la t iv e  new-comer to  the l i f e  
assurance world but has given the sm allest o f l i f e  o ff ic e s  the 
a b i l i t y  to  stand on an equal fo o tin g  w ith  the  la rg e s t and most 

p ow erfu l. I t  has also o ffe red  o ff ic e s  an e n t ir e ly  new spectrum o f

o p p o rtun ities  fo r  the maximisation o f p r o f i t a b i l i t y .

■ '  VI sets out the background to  l i f e  assurance le g is la t io n  and

on in  South A fr ic a  and attempts to  b ring  developments over
th t  ^uSt f i f t y  years in to  perspective .

Chapter V II describes and h ig h lig h ts  the ro le  o f the l i f e  indus try  in  
the economy o f the country and in  the form ation o f ca p ita l and 
employment.

Chapters V I I I ,  IX and X were the o r ig in a l core to  th is  work and cover 

the spectrum o f investment considerations ranging from l i f e  o ff ic e  

investment a lte rn a tiv e s  to  the p r in c ip a ls  which govern such

investments and the essentia l elements fo r  the ana lysis and 

management o f investment p o r t fo lio s .

In  the la s t  section  o f the work, Chapters XI and X II endeavour to  

analyse the em pirica l research undertaken, draw conclusions and, w ith  
as much h u m ility  and lack o f pretence as poss ib le , to  make

suggestions about l i f e  o f f ic e  management p ra c tic e , reassurance 
technique and accounting, a c tu a r ia l and investment approaches.
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THE L IF E  ASSURANCE INDUSTRY AND ITS MANAGEMENT

CHAPTER I I  

LIFE ASSURANCE: A BRIEF HISTORY

L ife  Assurance products as we know them today were f i r s t  a va ila b le  in  
1762 when the "Equitab le  Society o f London", a mutual so c ie ty , used 

s c ie n t i f ic  p r in c ip le s  to  determine premium ra tes which d if fe re d  

according to  the age o f the l i f e  assured a t in c e p tio n .1

The e a r lie s t  types o f modern day l i f e  assurance took the form o f 

non-renewable term assurance plans fo r  which the premiums were 

negotiated between insured, broker and unde rw rite rs . At the end o f

the given term cover could be renewed, again on fre s h ly  negotiated 
terms and co n d itio n s . As noted in  Section 2 below, th is  a l l  changed 
in  1762 when term and w h o le - life  assurance plans (more fu l ly  

described in  C h ipter i l l s  were o ffe red  a t a c tu a r ia lly  ca lcu la ted 

premium ra tes wnich were constant fo r  the dura tion  o f the co n tra c t. 
Modern endowment assurance and annuity products were subsequent 

cevelopments.

1. UmRKiCE V i A'<T10UITY 

Certain forms o f l i f e  assurance a lready ex is ted  in  a n t iq u ity .  I t  is  
recorded th a t in  the time o f the Babylonian Empire about B.C.2500, 

members o f caravans shared common losses caused by robbery or a ttack 
and, w h ile  i t  is  not q u ite  c le a r whether compensation fo r  loss o f 

l i f e  was inc luded, i t  seems Improbable th a t tha k i l l i n g  o f valuable 

slaves (as w ith  tne loss o f other commodities and c h a tte ls )  would 

have been om itted from any such arrangements. Regulations on
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Insurance were found in  the ancient lega l code o f Hammurabi, the 

Babylonian king o f B .C .1792 whose su rv iv in g  set o f laws were once 

considered the o ldes t promulgation o f laws in  human h is to ry . They 

were insc ribed  on a d io r i te  S te lla  in  the Babylonian Temple o f  Marduk 

and are now preserved in  the Louvre.

Excavations have shown th a t there was a type o f ' i f e  assurance in  the 

c it y  o f M ile te  in  Asia Minor in  the year B .C .2052 For example, 
c it iz e n s  o f the town paid 3 600 drachma in to  a common fund and in  

re tu rn  received 30 drachma per month fo r  l i f e .  On h is  death any 

balance remaining reverted to  the fund except fo r  150 drachma which 
was paid to  the next o f k in  to  cover funera l expenses. I t  is  known 

th a t the basic p r in c ip le  o f l i f e  assurance had already been mastered 
during the time o f ancient Greece. The Eianoi and the Thlasoi in  

ancient Athens were benevolent s o c ie tie s  estab lished and maintained 
by co n tr ib u tio n s  from members. They la te r  developed in to  so c ie ties  
p rov id ing  fo r  the payment o f b u r ia l expenses and the immediate needs 
of deceased members' dependants.3

The Romans also understood the basic p r in c ip le  o f l i f e  assurance. 

The Collegium Cultorum Dianae e t A n tino i e t Lanuviun was apparently a 

mutual soc ie ty  estab lished to  ensure th a t s u ff ic ie n t, money was 
ava ilab le  fo r  a s u ita b le  funera l on a member's dea th .4

Romans custom arily  bequeathed annu ities  to  th e ir  dependants. The 
e a r lie s t  form o f m o r ta lity  ta b le  dates back to  A.0.208, when Domitius 
Ulpianus perfected some tab les  by which a f a i r l y  accurate estimate 
could be made o f the length o f human l i f e .

The Romans are known too to  have adopted from the Greeks a form o f

loan agreement under which money advanced to  finance a s h ip 's  voyage 

was repayable w ith  in te re s t on ly i f  the voyage was successfu lly  

completed. This form o f agreement became known as Bottomry Bond. 

The Bottomry Bond was revived by the medieval mediterranean t-a d e rs , 

and i f  the "sh ip  should s u ffe r  shipwreck or perish by any other 
m isfortune" there was no repayment of the amount advanced. I f  the

voyage was successful the lender was then e n t it le d  to  reward by



v ir tu e  o f the r is k  to  which he had been exposed. These Bottomry 

Bonds are known to  have ex is ted  e a rly  in  the fourteen th  century and 

one dated 1329 has been preserved in  Venice.

Since cargoes often consisted o f slaves ( i . e .  c h a tte ls ) , the taking 
out o f  insurance on the safe transpo rt o f human beings became 

recognised and i t  was out d short step from the insu rin g  o f human 
cargo to  the insu rin g  o f sh ip 's  o f f ic e rs  against death or capture by

p ira tes  during the voyage.

I t  would appear too , th a t some o f the Roman m il i ta r y  so c ie tie s  also 
established funds to  provide ro r thu payment o f sums o f money in  the 

event o f members dying w ith in  a spec ified  pe rio d . Also provided fo r  

were lump-sum payments on su rv iva l to  a spec ified  date or the payment 
o f an annuity fo r  the l i f e  o f the member.5

2. ENGLAND

England is  regarded as the o r ig in a l home o f modern-day insurance, the 
merchant g u ilds  having p rovided, in  many instances, fo r  a good

funera l fo r  a member who d ie d , and fo r  the continued sustenance of 
h is widow and c h ild re n .6

The e a r lie s t  modern-day l i f e  assurance con tract o f which we seem to
have a rccord was issued on June 18, 1583 and is  reg is te red  in  the 
Chamber o f Assurances in  the Royal Exchange in  London. I t  was a 

term p o lic y  fo r  a period o f twelve months, the sum assured being 

f3 8 3 .6 .8 , on the l i f e  o f one W illiam  Gybbons, "c it iz e n  and s a lte r  o f

London" and a premium o f £30.13.4 was payable.7 Very much l ik e

short term insurance today, premiums in  those days were not

ca lcu la ted  on any ac tu a ria l basis but were bargained fo r  between the 
insured, the broker and the unde rw rite r.

The p o lic y  was issued by Richard Martin and underw ritten  by a group

of sixteen merchants, as at th a t time there were no insurance 
companies. The reason why we have a record o f th is  e a rly  insurance 

p o lic y  is  tha t when Gybbons died a f te r  the con tract had been in  force 
fo r  three hundred and s ix ty  f iv e  days, the merchants promptly



-7 -

decided not to  pay o u t. The m atter went to  court and the appeal 

court ru led in  favour o f Gybbons' e s ta te . The reasoning o f the 

in su re rs , th a t the term "year" in  the p o lic y  was to  mean twelve LUNAR 
months o f tw enty-e igh t days each, was overru led by the court which

established th a t a "year" obviously was meant to  mean a period o f 
twelve CALENDAR months.

The f i r s t  modern m o rta lity  tab le  was published in  1693 by the famous 

Dr Edmund h a lle y , Astronomer Royal- This was the f i r s t  m o rta lity  
ta b le  based on a s c ie n t i f ic  c a lc u la tio n  by an im portant c it iz e n  and 

i t  showed the p ro b a b ility  o f l i f e  and death in  the C ity  o f Breslau in
S ile s ia  (now Wroclaw in  Poland). I t  a lso contained an annuity
de term ina tion , an important development fo r  modern l i f e  assurance. 
Known as tne Bresleu Tables o f M o r ta lity , they paved the way fo r  l i f e  

assurance la te r  to  become much more o f a science than an a r t .  (See 
Chapter I I I ) ,

The recoros show th a t the f i r s t  l i f e  assurance company ( l i f e  o f f ic e )  

to  become reg is te red  in  Enyland was the 'Hand-in-Hand1 Society which 
was founded in  1696 t>y one hundred in co rp o ra to rs .8 'The Society

o f Assurance fo r  Widows and Orphans' estab lished in  1699 appears to

nave been the f i r s t  o f f ic e  open to  the general p u b lic . A death

b ene fit o f C500 on the death o f a member was i t s  ob ject and a 
co n tr ib u tio n  o f f iv e  s h i l l in g s  from each o f two thousand members was 

requ ired . This soc ie ty  jp p a re n tly  never a tta ined  the required 
membership and survived fo r  on ly twelve years. I t  paved the way,

however, fo r  the 'Amicable Society fo r  Perpetual Assurance on L iv e s ', 
founded in  1706 and operating on s im ila r  lin e s  by v ir tu e  o f a cha rte r 

from Queen Anne. In  the beginning th is  Society charged an annual 
premium o f 66.4.0 irre s p e c tiv e  o f age, fo r  a death b e n e fit the size 
of which depended on the number o f deaths amongst members during the 

y e a r .9 There was a f ix e d  number o f shares {2 (100) o ffe red  to  the 

pub lic  and persons between the ayes o f twelve and fo r ty - f iv e  were 

e l ig ib le  fo r  membership. The co n tr ib u tio n s  received during the 
yea r, less outgoings, were to  bo d iv ided  at the close o f the year 

between the representatives o f members who had died during the 

yea r. In J.770 the soc ie ty  claimed th a t during i t s



h is to ry  i t  had paid 3 643 claimants the to ta l sum o f £378 1P4 and 
th a t the sums paid on death in  the seventeen years p r io r  to  1770 had 

averaged £154 each.

This concept 'o f  o f fe r in g  a death b e n e fit equal to  the fund a va ilab le  

d iv ided  by the number o f deaths during a p a r t ic u la r  period was not 

insurance as we know i t  today. Furthermore, the plan d if fe re d  

s u b s ta n tia lly  from today 's  l i f e  assuranci- in  th u t premium was a fixer! 

amount per £100 death b e n e fit ,  ir re s p e c tiv e  of the age a t en try  o f 
the l i f e  to  be assured.

One o f the e a r lie s t  schemes o f mutual assurance in  England was set up 

by the workers o f  the U n ive rs ity  P rin tin g  House, Oxford in  1707. I t  

was agreed th a t each should deposit one s h i l l in g  upon every th ird  

Saturda, and a lso a t Christmas, Easter and the Wayz-joose (a trade 

p ic n ic  day) to  be placed in  a chest, th& keys of which were kep*; by 

two nominated workmen. On the death o f a memoer ’ ie ro  was paid to  

h is  widow or n e x t-o f-k in  a sum depending on the lens’."  c" time he had 

been a subscribe r. Sums up to  h a lf  the to ta l amount paid in  by a 
member could be advanced a t in te re s t but repayment by weekly 

insta lm ents was compulsory during the ensuing year.

'The S ociety fo r  the Equitab le  Assurance on Lives and S urv ivorsh ips ' 

was another o f the several l i f e  o ff ic e s  established in  England in  the 
e a rly  18th cen tu ry . Established in  1756, th is  company s t i l l  e x is ts  
today and is  known as the 'Old E q u ita b le '.

The p o lic ie s  issued by the 'O ld E qu ita b le ' in  1762 marked the 

beginning o f l i f e  assurance as we know i t  today. For the f i r s t  time 

a c tu a r ia l p rinc ip les; wore applied and premiums ca lcu la ted  according 

to  age a t incep tion  o f he p o lic y . W h o le -life  and term assurance fo r  

periods o f one or more years wore o ffe red  -;nd an essen tia l d iffe re n ce  

to  previous p o lic ie s  was tha t premiums remained constant fo r  the 
d u ra tion  o f the c o n tra c t.10 Tim f i r s t  such p o lic y  issued by the 

soc ie ty  was granted to  Gdward-Rowe Mores, a graduate o f Oxford and a 

fe llo w  o f the Society o f A n tiq u a rie s , and the d e s c rip tio n  in  the 

minutes shows " th a t he - was aged th ir ty - tw o



years, th a t  h is  s ta te  o f health  was anJ always has been exceedingly 

good and th a t he was not given to  d rin k  and other intemperance". 

The annual premium was (3 .1 7 .6  toge ther w ith  an entrance fee o f

fO .15.0 and a deposit o f £1 .0 .0 .

A s c ie n t i f ic  va lu a tio n  o f the  p r o f i t a b i l i t y  o f  the Society was f i r s t  

made in  1776 by one W illiam  Morgan, company actuary a t the tim e. 

The in v e s tig a tio n  revealed th a t premiums were too high fo r  the
m o rta lity  a c tu a lly  experienced, and a dec is ion  was taken th a t the 
re s u lta n t surplus would be d is tr ib u te d  to  e x is t in g  p o licyho lde rs . 

Premiums were reduced by one ten th  and a bonus equal to  one te n th  o f 
the premium paid was d is tr ib u te d  to  members in  the  form o f cash or as 

a reduction in  fu tu re  premiums due. This f i r s t  exercise in  the 
d is tr ib u t io n  o f accumulated surplus resu lted  in  the development o f 

the f i r s t  w i th - p r o f i t  p o lic ie s  and the p lac ing  on a s c ie n t i f ic  basis 

o f the major l i f e  assurers opera ting  in England a t th a t tim e , such as 
the 'Royal Exchange Assurance', the 'W estminster' and the 'P e lic a n ',

a l l  in the year I7 3 3 . i l  During the next f i f t y  years a large
number o f  l i f e  o ff ic e s  commenced business in  the United Kingdom and 

the un iform  reversionary bonus system, a method fo r  d is tr ib u t in g  

accumulated surp lus, became f irm ly  entrenched. Tables 2.1 and 2.2 

show the con tinu ing  growth o f  the United Kingdom in d u s try  in  modern 

times and i t s  enduring world-w ide s ig n ific a n c e .

Apart from poor new business years in  1974 and ."377 as shown in  Table 
2.1 , new business growth has remained f irm  and has sometimes been 

excep tiona l. Using the la te s t  a va ila b le  s ta t is t ic s ,  the Table shows 
th a t linked  business (Chapter I I I )  f i r s t  became s ig n if ic a n t in  1972, 

w ith  1979 and 1933 having been exception.’.! fo r  th is  class o f business 
a t 42,7 per cent and 71,3 per cent re sp e c tive ly , and having been 

instrum enta l in  making those years the best years o f to ta l Industry 
growth a t 33,4 per cent and 47,9 per cent, re sp e c tive ly .

Table 2.2 also Ind ica tes a steady decline  in  the importance o f 
in d u s tr ia l business (See Chapter I I I  below) in  both the United 

Kingdom and worldwide (15,5 per cent to  8,4 per c e n t). However, 

w h ils t  the importance o f business conducted by United Kingdom
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o ff ic e s  in  A u s tra lia , New Zealand and A fr ica  has been de c lin in g  since 
1971, i t s  business in  Europe has increased in  s ig n ifica n ce  over the 
same period  (5 ,2  per cent to  26,4 per ce n t).

3. UNITED STATES AND ELSEWHERE 

The f i r s t  organ isa tion  in  the United States o f America estab lished 
fo r  the purpose o f p rrw iriinn  be n e fits  payable on death was a 

'C orporation fo r  the R e lie f o f Poor and D istressed Presbyterian 
M in is te rs  and o f  Poor and D istressed Widows and C hildren o f 

Presbyterian M in is te rs 1.12 Established in  1759, i t  is  s t iU  in  

existence today, now known the 'P resbyterian M in is te rs ' Fund'. 
The fund apparently granted su rv ivo rsh ip  annu ities  commencing on the 
death o f the po licyh o ld e r and payable fo r  the l i f e  o f the 

b e n e fic ia ry . Annuities could be purchased fo r  between $10 and $35 

per annum, the annual premium being one f i f t h  o f the annuity payable

Chartered in  1794, 'The insurance Company o f North America' was one 

o f approximately t h i r t y  l i f e  assurance companies which had been 

founded during the la s t f if te e n  years o f the eighteenth cen tu ry , f iv e  

o f which had the power to  issue l i f e  assurance p o lic ie s .  'The 

Pennsylvania Company fo r  Insurance on Lives and Granting A n n u itie s ', 

estab lished in  1809, was the f i r s t  commercial company to  be organised 
in  America fo r  the sole purpose o f issu ing  l i f e  p o lic ie s  and 

a n n u itie s . I t  was also the f i r s t  American company to  operate on a 

s c ie n t i f ic  basis, re q u ir in g  an a p p lica tio n  form, a medical 

exam ination, and a premium which varied  by age a t in c e p tio n .13

In 1842 'The Mutual L ife  Insurance Company o f New York' was chartered 

as the f i r s t  American company to  operate as a mutual so c ie ty , issu ing 

fo u r thousand p o lic ie s  during i t s  f i r s t  f iv e  years o f ex istence. A 
year la te r  the 'Mew England M utual' was estab lished and two years 

la te r  'Mutual B ene fit o f New Jersey' was es tab lished . Many l i f e  
o ff ic e s  were subsequently founded and by 1869 there were 110 active 
in  the United S ta te s .14

In Europe the f i r s t  country to  enjoy the presence o f l i f e  assurance 
companies appears to  have been Holland where the 'Hollandsche

Aw- ii- v- ** v



S o c ie te it van Levensverzekerlngen' was founded in  1807 on sound 

a c tu a ria l p r in c ip le s .15 in  France, the f i r s t  l i f e  assurance

company was founded in  1819, w h ils t  in  I t a ly ,  the 'Compagnie di

Ass icuraz ion i d i M ilano ' was founded in  1826. By 1850 l i f e

assurance business was being transacted in  Germany, A u s tr ia ,

S w itzerland, Canada, and A u s tra lia  but i t  would seem th a t in  other
parts such as Russia, Japan and Turkey l i f e  assurance s ta rte d  much 
la t e r . 16

4. SOUTH AFRICA

In 1826. d ir e c t ly  as a re s u lt o f  the a r r iv a l n f thp ;R?n S e ttlo rs , 

two B r it is h  o ff ic e s  set up branch operations in  the Cape Colony.
These were the 'u n ite d  Empire and Continenta l L ife  Assurance
A sso c ia tio n 1 and the 'A llia n c e  B r it is h  and Foreign F ire  and L ife

Assurance Company1. In 1831 the f i r s t  loca l company to  set up
operation was known as the 'South A fr ica n  L ife  Assurance Company'.

Established s h o r t ly  th e re a fte r  on May 17, 1845 was the 'Mutual L ife  

Assurance Society o f the Cape o f Good Hope', founded by
John F a irb a irn  w itn  an i n i t i a l  fund o f f5  000. F a irb a irn , la te r  known 

as the fa th e r o f  South A fr ica n  jo u rn a lism , was elected f i r s t  

Chairman. Now w ide ly  known as the  'Old M utua l1, th is  company is
today both the o ldest and the la rg e r t l i f e  o f f ic e  in  South A fr ic a .
The value o f the assets o f the soc ie ty  reached f l - m i l l io n  in 

188717, f100-mi 11 ion in  1955, R1 300-rail lio n  in  1975, 

R2 823-mil 1 ion in  1979, and in  excess o f  R26 0 0 0 -m illion  in  1987.

Founded by a Scotsman named W illiam  E l l io t ,  former employee o f the

'Gresham L ife  Assurance Society of England ',the second o ldes t South 

A frican  l i f e  o f f ic e  in  existence today is  the Southern L ife  
A ssoc ia tion . The Southern was formed as a mutual soc ie ty  and the
inaugural meeting o f foundation po licyho lders  was held on

January 26, 1891. With the concurrence o f  the R eg is tra r o f

Insurance, the soc ie ty  was demutualised in  October, 1984 in order to

perm it i t  to  merge w ith  the second la rg e s t p ro p rie ta ry  company in 

existence a t the tim e, 'Anglo American L ife  Assurance Company



L im ited ' . The name o f the "  ja n is a tio n  then became the Southern 
L ife  Assurance Company Lim ited and a t the time formed the fo u rth
la rg e s t o f a l l  l i f e  o ff ic e s  in  South A fr ic a  and the second la rges t 

p ro p rie ta ry  o f f ic e  w ith  assets in  excess o f R6 6 0 0 -m illion  in  1986.

In 1987 Sanlam was the second la rg e s t l i f e  assurance company in  South 

A fr ica  Founded on June, 8, 191B as the 'Suid-A frikaanse Nasionale 
Lewensassuransie Maatskappy1, U  was a reg is te red  company wholly 

owned by Santam, a short term general in s u re r. Mr A lfre d  MacDowall, 

a lso a Scot by b ir th  and member o f the S co ttish  In s t i tu te  u f  Bankers,
was the f i r s t  General Manager and Secretary. Mr George Patterson

served as f i r s t  Actuary and a Hr Joe H a rris , another Englishman, was 
f i r s t  Agency Manager. On January 28, 1953, Lhe shareholders

resolved to  convert in to  a company w ithou t share c a p ita l.  This 

meant th a t the company became a mutual soc ie ty  w ith  con tro l (a t leas t 

th e o re t ic a lly )  in  the hands o f  i t s  p o licyho lde rs .

By 1975 Sanlam's to ta l net assets had grown to  R973-mi11 io n , by 

September 1S79 these stood a t R1 9 4 0 -m illio n  and by 1987 the market 
value o f i t s  assets exceeded 320 000-m il l io n .

The operations o f the 'L ib e r ty  L ife  Association o f A fr ic a  L im ited '

and the 'M anufacturers ' L ife  Insurance Company o f  Toronto Canada', 
were merged in  1972 and in  1974 the 'Sun L ife  Assurance Company o f 
Canada' was merged w ith  the L ib e rty  Group. By the  end o f  1974, the 
'L ib e rty  L ife  Association o f A fr ic a  L im ite d ',  which had been founded 
in  Johannesburg in  1958, was one o f the fou r ia rges t l i f e  assurance 

companies in  South A fr ic a  and from approximately 1975 has remained 

the la rg e s t p ro p rie ta ry  l i f e  o f f ic e  in  South A fr ica  w ith  assets 

exceeding R6 0 0 0 -m illion  in  1985. In September, 1986 L ib e rty  

announced i t s  a cq u is itio n  o f the Prudentia l Assurance Company o f SA 
L im ited , nence assuring i t s  p o s itio n  as South A fr ic a 's  la rg e s t 
p ro p rie ta ry  o f f ic e  w ith  assets exceeding RIO 0 0 0 -m illio n .

By 1926 there  were th i r t y - fo u r  l i f e  companies operating in  South 

A fr ic a . Of these nine were domestic insu re rs  and tw e n ty -five  were 

o f fo re ig n  o r ig in .18 in  1970 th is  number had increased to  a
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to ta l o f f i f t y - s i x  l i f e  companies operating in  South A fr ic a , 

fo r ty - tw o  o f which were loca l and on ly  fourteen o f which were 

fo re ig n . By 1987 because o f the continu ing p o lic y  o f the F inancial 

In s t itu t io n s  O ffice  not to  issue any more l i f e  licences , (Chapter VI) 

the to ta l number o f l i f e  o ff ic e s  in  South A fr ic a  had declined to  
t h i r t y ,  almost e x c lu s ive ly  as a re s u lt o f mergers and take-overs. 

The fo re ig n  insurers  had reduced la rg e ly  to  the s ix  reassurance 
companies operating in  Couth A fr ic a , some o f whom had an element o f 

loca l sharehold ing. The reduction in th e ir  number stemmed mainly

from the tra n s fe r o f th e ir  in te re s ts  to  South A fr ica n  insurers  which 
commenced during the e a rly  1960s. In 1970 the Franzsen rnmmission 
recommended th a t the remaining branches o f fo re ign  insurers  be 

converted in to  loca l subs id ia ries  w i t , in a given pe riod , and th is  has 

subsequently led to  the almost complete e lim in a tio n  o f the in te re s ts  

o f fo re ign  insurers in  d ire c t-w r it in g  l i f e  companies in  South 

A f r ic a .19

5. tfORLDWISE DEVELOPMENT DURING THE PAST TWO DECADES 

This section deals b r ie f ly  w ith  the p r iv a te  l i f e  assurance indus try

in the world in  general (excluding Eastern Bloc cou n trie s ) and i t s

economic s ig n ifica n ce  in  terms o f premiums. Tke fig u re s  used in  
Tables 2 .3  ano 2.4 were taken from p u b lic a ti.n s  o f supervisory 
a u th o r it ie s  ano insurance associa tions and published by the Swiss 
Reinsurance Group in  th e ir  "Sigma" <»nd "Experiodica" pub lica tions  
from time to  tim e .

The countries were compared on the basis o f gross premiums from

d ire c t  domestic business o f loca l and fo re ig n  insurance companies. 
In the cases o f Great B r ita in ,  France, Canada, I ta ly  and Switzerland 

(countries w itn  a re la t iv e ly  high amount o f fo re ign  business) only 
premiums from domestic business were taken in to  account. For a l l

other f i f t y  countries i t  was la rg e ly  not possib le  to  separate the 
re la t iv e ly  in s ig n if ic a n t fo re ign  business. The fig u re s  quoted cover 

countries  w ith  a to ta l premium o f a t le a s t $ 100 -m illion . In 1984 

th e ir  number was f i f t y - f i v e ,  w ith  a to ta l share o f about 99 per cent 

o f the world premium volume.
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When comparing re s u lts , i t  should be borne in  mind th a t p riva te  

insurers  operate under g re a tly  varying cond itions which apply to  both 

the insurance in dus try  and other economic secto rs . Nevertheless, 

me fig u re s  compiled provide an exce llen t in s ig h t in to  world-wide 

l i f e  assurance a c t iv i t y  in  modern tim es.

Table 2.3 i l lu s t ra te s  th a t ,  w ithou t exception, accelerated growth in 

the l i f e  in d u s try  in a l l  countries was experienced during the most 

recent decade quoted. S ig n if ic a n t among the countries shown is  

Japan. Since the Second World War Japan's l i f e  assurance indus try  

has grown fa s te r than the l i f e  in d u s try  in  any o ther country in  the 
world and Table 2.4 shows th a t a t 27,24 per cent i t  now accounts fo r  
more than a quarte r o f a l l  l i f e  assurance sold throughout the free

Also s ig n if ic a n t in  Table 2.3 is  tne growth o f the South A frican  l i f e  
assurance in d u s try . When compared w ith  OCED and world to ta ls ,  the 
South A fr ica n  l i f e  indus try  led during the 1960/70 decade and 

remained hign up in  the rankings during the 1970/80 decade. (Table 

2.6 shows tna t th is  growth continues, and th a t between 1980 and 1986
S.A. premium growth averaged 26,5 per cent per annum).

From Table 2.4 premiums per cap ita  in  each country may be noted and 

po in t to  the leve l o f development o f the na tiona l insurance 
markets. Tne average premium volume per cap ita  o f popu la tion , 

ind ica tes the assurance "d e n s ity " or exten t o f the assurance 

p ro te c tio n  o f the population in  each country and th e ir  w illin g n e ss  to 
e ffe c t p r iv a te  l i f e  assurance. Although these fig u re s  are affected  

by currency f lu c tu a tio n s  and by population growth ra te s , i t  is  c lea r 
th a t South Korea, Taiwan and Japan show leading growth pa tte rns .

The ro le  o f the l i f e  assurance indus try  w ith in  the o ve ra ll economy o f 

a country or economic area can be il lu s t ra te d  by means o f the ra t io  

o f premiums to  gross national product (GNP). This value is  not 

a ffected  by currency in fluences . I t  should be noted th a t the 

highest leve l o f both development and growth is  reg is te red  in  the
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most h ig h ly  in d u s tr ia lis e d  co u n trie s . Apart from Ire land w ith  the 

s u rp r is in g ly  high ra t io  o f premiums to  GNP o f 5,9 per cent in  1985 

(up from 3,6 per cent in  19133), these are the USA, Great B r ita in ,

Denmark, S w itzerland, Sweden, West Germany, Netherlands, Canada, 

Japan, F in land , Norway, South Korea, Taiwan and South A fr ic a , each
w ith  re g is te red  values in  excess o f 2 per cent o f GNP. The high

South A fr ica n  f ig u re  o f 5,54 per cent o f GNP in 1985 is  c lo se ly

follow ed hy th a t o f South Korea which a t 5,51 per cent is  the th ird  
highest in  the w orld . These countries are fo llow ed by Japan a t 5,0
per cent, B r ita in  a t 4,3 per cent and Switzerland Sw itzerland a t 3,8
per cent o f GNP. In a l l  o f these countries  and almost a l l  other

in d u s tr ia lis e d  na tions , L ife  premiums as a percentage o f GNP have 

risen s te a d ily  during the IPGU's. Indeed, th is  may be said to  be a 
c h a ra c te r is t ic  o f a l l  developing na tions.

I t  may also be noted from Table 2,4 th a t in  on ly a few countries did 

l i f e  business account fo r  50 per cent or more o f to ta l business.
(Great B r ita in ,  Ire la n d , S w itzerland , Sweden, F in la n d , Japan, Soutn 
A fr ic a , South Korea, In d ia , Taiwan, P h ilip p in e s , Thailand, Chile  and 

Zimbabwe.) Here again, these were gene ra lly  the more h igh ly  

in d u s t r ia l i  sed na tions, w ith  South Korea showing the highest 
percentage l i f e  business a t 79,7 per cent and South A fr ic a  second at
76,7 per cen t. No doubt varying fa c to rs  are responsible fo r  these 

high shares o f l i f e  business, such as l i t t l e  developed social
s e cu rity , or l i f e  assurors who arc the main c a rr ie rs  o f pension

schemes. in  the m a jo rity  o f countries covered however, less than
h a lf o f to ta l domestic business was accounted fo r  by l i f e  assurance, 
the world average being approximately 45 per cent in  1985.

Chapter V II deals w ith  the ro le  which the South A frican  l i f e

assurance indus try  now plays in  the ca p ita l and employment form ation

process o f the country. Indeed, when viewed in  the l ig h t  o f  i t s  

high percentage of premiums to GNP, the ro le  o f the l i f e  indus try  in  
South A fr ic a  may be considered to  be indispensable to  the continued 

economic w e ll-be ing  o f the Country. (Tables 7.1 , 7.2, 7.3 and 7.4 in 

Chapter V II below underscore th is  p o in t . )  Tables 2.5 , 2.6 and 2.7

fu rth e r illu m in a te  the ou ts tand ing ly  successful h is to ry  o f th is
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TABLE 2.3 OWHTH SATES IH LIFE CLSBCSS . ( • >

. 1 
*

Average Annual Growth Rates in  S xdy Premiums)

1960/70 1970/80

17,3
Reat o f Europe 20,1
North America 9,9

21,6 23,2
Rest o f OECD 9,8 11,3

OECD 8,4 14,4
Non-OECD countries 18,3
South Africa 16,0

World Total 14,5

Souccut SICHA/Swino Re 4/82 - Private Publication

i Annual Reporta o f the Registrar o f Insurance.



TABLE 2 .4 LIFE ASSURANCE: COUNTRIES AND PREMIUMS

Ccuntry

:  Share in

Inaurance 
Business 
( I .e .  In e i.

ptemium

wJrld
1981

North America
37,5 2,6 2,9

Canada *

253,1
2,77 2,4 2,4

Great B rita in 7,63
W Germany 41,0 6,35 3,4

34,4 170,4 3,28 1,1
Netherlands 46,7 2,5

15,5 15,6 27,1 0,3
Belgium 27,3 102,7 1,1
Denmark 47,1 1,9
Ireland S3,2 3,7

28,7 7,5 9,B
Luxembourg 24,1 59,5 91,9

—

0,6

Rest o f Europe
Switzerland 53,3 679,9 1,51 2,9

57,1 1,9 1,9
Finland 3,4 2,8 3,0
.Norway *7,5 1,7 2,1
Austria 27,3 1,0 1,2

14,9 0,2 0,3
Portugal 4,9 3,9 0,2 0,2 0,3
Turkey 0,1 0,1 0,1

. ! »

0,2 0,2 0,1

Japan 71,3 357,1 411,6 646,3 27,24 3,7 4,1 5,0

Oceania
Australia 31,0 175,5 166,6 155,8 1,7 1,7 1,7
New Zealand 2 117,3 1,6 1,7

Sourcei SIGMA /  Swiss Re ft/00 -  5/(17 1 31.3.85/86
Private PubUcotiomi 2 30.S.84/85

3 21.3.85/86
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TABLE 2 .4  CONTINUED LIFE ASSURANCE: COUNTRIES AND PREMIUMS

Country

Insurance 
Business 
( i.e . In d .

1981

Premium

Capita 
(US -$)

Market

Other Countries 
South Africa * 83,0 3,6 5,54
South Korea 34,0 l ’ s6 2,2 5,51

1,8 0,51 0,8 0,8 0,7
24,1 36,8 0,9 0,9 2,1

Philicpihso 55,5 4,3 0,6 1,1 0,8
Venezuela 12,1 15,2 0,3 0,4 0,3
Malavo.; *1,8 0,13 0,7 0,8 1,2

24,3 3,7 0,12 0,3 0,3
4,5 0,4 0,6

29,5 0,3 0,3 0,3
52,5 13,2 0,5 1,0 1,1
12,8 2,3 0,1 0,1 0,1

Indorco.a 0,8 0,1 0,2
Singulars T9,5 39,3 0,7 0,9 0,9

21,9 1,0 1,1 0,8
Alger.a * 7,4 0,2 0,2
Coiutttiie 2,6 0,3 0,3 0,3
Zimbabwe ♦ *9,3 19,1 2,5 1,7
Panama -if ,* 1,4 1,7
Pakistan * 0,7 0,9 0,2 0,3 0,3

1,5 4,7
0,9 1,8

Dominie.Repub. 
Morocco

28,1
17,7 1,8

7,3
1,9 0,01 0,2 0,3 0,3

23,7 2,1 1,7 0,01 0,6 0,6 0,6
Kuwait * 11,2 13, V 0,01
Argentina 6,5 2,5 0,2 0,1 0,1

6,1 0,7 0,7
2,9 0,4 0,2 0,001 0,1 0,1

Ivory Coast * 7,0 0,2 0,9
Tunisia * 5,3 1,1 1,1 0,1 0,1 0,1

1,3 1,0 0,0

Countries 8,8 - - - 0,17 -

4,56

31.3.05/86
30.6.84/85
21.3.85/86

Provisional or Estimated



SOUTH AFRICAN LIFE OFFICES -  1987

NAHE

AA L ife  Assurance Association lim ited
African L ife  Aaeurunce Company Limited
AUiud Innuidnce Company Limited
Anchor L ife  Annurance Company Limited
A tlan tic  4 Cimtinsntal Aoouronce company of SA Limited
AY808 Mutual. Asauronco Society
Charter L ife  Umitad
Colonial Mutual L ife  Aaeur,ince Society Limited
Commercial Union Assurance Company o f SA Limited
Cl'uoBdot L ife  Aaau ranee Corporation Limited
Federated L ife  Assurance Company Limited
Guardian National Insurance Cctrpany Limited
IGI L ife  Aaaurance Company Limited
Lifegro Assurance Limited
Liberty L ife  Association o f Africa Limited
HntrnpniitMn Horoa Trust L ife  Limited
HomenUiD L ife  Assurers Limited
S8S Insurance Company Limited
New Era L ife  Insurance Company Limited
Norwich Union L ife  Insurance Society
Prosperity Insurance Company Limited
Pro tea Assurance Cortpany Limited
Rentmaeater Veraekeroora Bepark
Sage L ife  Limited
South African Mutual L ife  Asouranco Society

The South African Trade Union Aaaurance Society Limited 
Southern L ife  Asouranco Ctmpany (Pty) Limited 
Standard Gene^jl Inauronca Conpany Limited '
UBS Inouronce Company Limited

Cologne Reinauvonce Conpony of SA Limited 
GerJing Global Reinouranee Company of SA Limited 
Hollandia L ife  Reoaauraneo Company Limited 
Mercantile A General Reinouranee Company of SA Limited 
Munich Reinrnjranuu Corrpffiy of SA Limited 
Swiao-SA Roinauranoe Company Limited

Source: Annual Reports of the flogibtrar of Inourance.

L ife  Officeo1 Aaoottiatiun of SA Annual Review 1986. 

The South African L ife  Aaaurance Year Book.





TABLE 2 .7 TWENTY LARGEST SOUTH AFRICAN LIFE OFFICES -  1987

RANKING BY:

Assets
Net Premium 

Income
R M illions

Net Premium

1 1 Old Mutual I 19 030,0 2 362,0 3un

San lam 9 558,3 Sep

3 3 Liberty 7 637,8 911,8 Dec

4 4 Southern S 6 609,0 Her

5 Lifegro 2 747,6 Dec

7 Prudential 217,3 Dec

6 Federated Dec

8 Metropolitan Sep

10 Commercial Union Dec

10 9 Sege L ife  + Dec

11 11 Norwich Union Dec

12 12 Colonial Mutual S 584,1 80,7 Dec

13 14 Allianz 289,7 34,1 Dec

14 Momentum * S 186,0 20,4 Dec

15 AA Mutual L ife 155,4 38,5 Apr

Standard General 9 Dec

Charter L ife  o Dec

20 Protea Dec

is IGI a 85,0 30,0 Mar

20 19 African L ife 13,1 Mar

Source: Financial H all. Top Companies Supplement -  Hay 1987
South African L ife  Assurance Year Book -  1986/87 
10A Annual Review Reports

I Estimates as at December 31, 1986
*  Total assets pertain to SA long-term business at market value.

Includes single premiums, annuities 4 pensions 4 ind us tr ia l 4 funeral premium. NPI i 8 
net of reinsurance.
Formerly at book value.



industry  in  South A fr ica  fay showing the number and s ize  o f  l i f e  
o ff ic e s  now operating in  the country and th e ir  co n tr ib u tio n  to  socia l 

and economic s ta b i l i t y .

Table 2 .5  shows th a t there  were t h i r t y  d ire c t  l i f e  assurance 

companies and s ix  l i f e  reassurance companies a c tiv e ly  operating in  

South A fr ic a  in  1987. When Table 2.6 is  read w ith  Table 2.7. i t  is 
c le a r th a t  the top f iv e  South A fr ica n  l i f e  assurers account fo r  

approximately 75 per cent o f the South A frican  market. The remaining 
25 per cent o f the market is  there fo re  d iv ided  among the remaining 

tw e n ty -fiv e  l i f e  assurers. This fa c t ,  together w ith  the
a u th o r it ie s ' known reluctance to  issue new l i f e  licences , may well 
serve to  reduce the number o f l i f e  o ff ic e s  operating in  South A fr ica  

yet fu r th e r  (See Chapter VI :x.:ow) and ensure the con tinuation 

throughout the next decade o f ths Established merger and a cq u is itio n  
trend in  the South A fr ica n  l i f e  assurance in d u s try .

Taole 2.6 is  o1" p a r t ic u la r  s ig n ifica n ce  (See Chapter V II below fo r  
more reasons) as i t  h ig h lig h ts  the co n s is te n tly  s o lid  growth o f the 

South A fr ica n  l i f e  assurance industry  in  recent years, not on ly in 

terms o f premium and Investment income but also in  torms o f b ene fit 
payments to  South A fr ica n  p o lic y  holders which in  1985 exceeded the 
to ta l State Health and Welfare budget.20 in the la s t  f iv e  years 

alone, both to ta l income and to ta l assets have more than tre b le d  In 
s ize , (from R4,104-mi 1iio n  to  R lZ .d Z f-m illio n  and from 
R l4,540-m il1 ion to  R54,541 -m illion  re sp e c tive ly ) and to ta l payments 
to  po licyho lders  have more than quadrupled over the same period from 

R 935-m iriion to  R3 996-m ill io n .

From humble beginnings in the very e a r lie s t  tim es, the L ife  Assurance 

Industry  w o rk  w ide, p a r t ic u la r ly  in  the In d u s tr ia lis e d  na tions, w ith  

South A fr ic a  no exception, has become an element o f major soc ia l and 
economic consequence. I t  grew out o f man's e lem eitcry need fo r  

economic se cu rity  and peace o f mind, and has become soph is tica ted  in 
i t s  answers to  the needs o f modern so c ie ty . I t  is  the epitome o f 

free  e n te rp rise  answering the needs o f so c ie tie s  around the vorld and 

through the  ages. No known State socia l se cu rity  system has proven 
to  be so enduring.
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CHAPTER I I I  

THE ESSENTIAL PRECEPTS OF LIFE ASSURANCE

This is  a d e sc rip tive  chapter in  which are sec c U  the essentia l 

concepts o f l i f e  assurance. Only cursory reference is  made to  the
numerous modern endeavours at the s o p h is tica tio n  o f these fundamental 
concepts and the needs to  which they are app lied . This 

s im p lif ic a tio n  perm its a b e tte r  understanding o f the essentia l nature 

o f l i f e  assurance and o f tho chapters which fo llo w .

The p o te n tia l earnings power o f every in d iv id u a l is  one o f the 

greatest assets th a t any fa m ily  or business can own. Earnings power 

is  worth many times more than the b u ild in g s , motor vehic les or other 
assets th a t are norm ally considered va luab le . When an in d iv id u a l 
d ies , p a r t ic u la r ly  a t a young age, the la rg e s t loss suffered is  tha t 
o f h is  or ner fu tu re  earnings p o te n t ia l, but other losses may also be 
incurred because o f m eaica l, fu n e ra l, lega l or estate duty costs 

fo llo w in g  the death. L ife  assurance serves to  p ro tec t the assured's 
fa m ily , c re d ito rs  and others against f in a n c ia l loss a ris in g  out o f 
the death or d is a b i l i t y  o f the assured. L ife  assurance may also 

provide fo r  the re tirem ent o f the assured ,‘nd thereby p ro tec t him and 

h is fam ily  against the decreased earnings capacity o f old age.

The essentia l d iffe re n ce  between l i f e  assurance and o ther forms o f 
insurance which are designed so le ly  to  p ro te c t against an uncertain 

p e r i l ,  is  tha t l i f e  assurance fre q u e n tly  has the added fu n c tio n  o f 

accumulation and thereby creates an esta te  fo r  the assured upon 
death, d is a b i l i t y  or re tirem en t. The l i f e  assurance con tract can 

the re fo re  not be said to  be one o f indem nity, as, when settlem ent is  
made, the b e n e fic ia rie s  under the p o lic y  are not obliged to  

demonstrate a d ire c t f in a n c ia l loss as a re s u lt o f the death,



d is a b i l i t y  or re tirem ent o f the assured. The assured's value as a 
producer may have long since ceased, ye t the b e n e fic ia rie s  have the 

r ig h t  to  p a r t ic ip a te  f u l l y  in  the p o lic y  in  accordance w ith  i t s  

terms, w ithou t regard to  actual monetary lo ss . In a l l  o ther forms 

o f insurance, the happening o f an unfavourable contingency which 

gives r is e  to  a loss is  unce rta in . In l i f e  assurance, the 
contingency is  death, which is  un iversa l and c e rta in . As the 
happening o f the contingency insured against is  c e r ta in , l i f e  

p o lic ie s  provide fo r  c e rta in  payment, the uncerta in  element in  the 

contract being the time when such payment must bp made.

1. THE LEVEL PREMIUM

A landmark in  l i f e  assurance h is to ry  was a rrived  a t w ith  the 

development o f the leve l premium method o f premium payment. As 

ind icated in  Chapter I I ,  ea rly  l i f e  assurance contracts were based on 

premium payments which were u n s c ie n t i f ic a l ly  assessed and which were 
reassessed a t the end o f each contract ye a r. I t  was intended tha t 

the premium ca lcu la ted  fo r  each year would be s u f f ic ie n t  to  cover the 
m o rta lity  r is k  incurred  during th a t p a r t ic u la r  year and also meet the 

expenses invo lved in  adm in istering the p o lic y  during the year.

This process resu lted  in  the premium increasing each year as the l i f e  
assured grew o ld e r and also meant th a t the p o lic y  had to  be renewed 
each year a t the d is c re tio n  o f both the l i f e  assured and the 
assurance company. This basis o f con tract led to  the two fo ld  

d i f f ic u l t y  o f premiums r is in g  ra p id ly  as age increased and the fa c t 
th a t the assured could on ly renew h is p o licy  i f  h is health continued 

to be good. This double problem n a tu ra lly  led to  the frequent 

fa ilu re  o f po licyho lders  to  renew th e ir  con tracts each year and 
there fo re  to  a s ig n if ic a n t loss o f revenue by the l i f e  o ff ic e s . 
Thus follow ed the development in  1762 o f the concept o f charging a 

leve l premium fo r  the duration o f the con tract the guaranteeing 

o f the renew ab ility  o f the p o licy  ir re s p e c tiv e  o f whether the l i f e  
assured continued in  good health  or n o t. (See Chapter I I  above).



In o rder to  c a lc u la te  a le ve l premium payable fo r  the  du ra tio n  o f the 

p o lic y  i t  became necessary to  charge a h igher premium than otherw ise 

required a t younger ages. The a d d itio n a l premium was then used to  

create a growing investment reserve from which to  draw in  la te r  years 

o f the p o lic y  to  o f fs e t  the costs o f the h igher premiums th a t would 

norm ally have been required in  the la te r  yea rs .

Thus, an investment reserve was d e lib e ra te ly  created and assumptions 

were made regard ing the ra te  o f in te re s t  th a t could be earned on such

B e rn s te in l, used Table 3.1 to  i l lu s t r a t e  how a le ve l whole l i f e  
premium could th e o re t ic a l ly  be e s ta b lis h e d . This Table shows, a t 

various decennial ages, the th e o re tic a l whole l i f e  leve l premium fo r  
l i f e  assurance cover o f 1 000 monetary u n its  compared w ith  the 

expected number o f deaths per annum per 1 000 liv e s  a t these ages. 

Ignoring  expenses and p r o f i t  margins, the Table th e re fo re  shows the 

th e o re tic a l year by year premium requ ired  to  be e x a c tly  s u f f ic ie n t  to  
meet the expected death c laim s a r is in g  each y e a r. The expected 

deaths per year shown in  the Table are based on the  u ltim a te  

m o r ta lity  Tables o f  South A fr ic a n  Assured Lives 1956-1962. The 

th e o re tic a l whole l i f e  le ve l premium, shown as the a lte rn a t iv e  to  the 

year by yea r premium ra te s , was c a lcu la te d  on the assumption th a t a 

ra te  o f in te re s t  o f fo u r per cent per annum could be earned on the 

"reserve" created by the accumulation o f premiums pa id .

I t  w i l l  be observed tha t a t ago t h i r t y  fo r  example, the year by year

premium ra te  is  lower than the le ve l premium o f R10,61 fo r  more than 

the f i r s t  twenty yea rs, but th a t  th e re a fte r  the  yea r by yea r premium 

ra te  r ise s  steep ly  and, a f te r  f i f t y  yea rs, is  ne a rly  ton tim es th a t 

o f the o r ig in a l ly  charged le ve l premium ra te .  The "break-even"

p o in t is  reached sooner fo r  o ld e r ages than fo r  younger ages.

In the same work Bernsteinl? produced Table 3 .2  to  demonstrate

th e o re t ic a l ly  the  leve l o f reserves created by a l i f e  o f f ic e  from 

le ve l annual premium on whole l i f e  assurance c o n tra c ts . F lowing 

from the  Table 3.1 assumptions, th is  Table shows th a t the  longer a



p o lic y  is  in  fo rce  the  la rg e r are the  reserves and thus more 

adequately compensate fo r  the  increased m o r ta lity  costs in  la te r  

yea rs. Higher ages a t e n try  re s u lt  in  the e a r l ie r  b u ild  up o f 

reserves due to  h igher le ve l annual premiums and s h o rte r l i f e  

expectancies in  the o ld e r  age groups. Thus, a f te r  twenty years a 
t h i r t y  year o ld  a t in ce p tio n  has accumulated a reserve value o f 

R251 361 per R1 000 o f l i f e  cover, w h ils t  a f i f t y  yea r o ld  at 

inception  has accumulated a reserve o f R429 490 a f te r  the  same 

p e r io d .

2. LEVEL PREMIUMS AMP MORTALITY RATES

In order to  c a lc u la te  the th e o re tic a l amount requ ired  to  meet 

expected death cla im s and c rea te  the  necessary reserve fo r  su rv iv o rs , 
where:

tVx and t+ lV x  are the th e o re tic a l reserves held by the 

company a f te r  t  and ( t + l )  years re s p e c tiv e ly  fo r  a person aged 

x a t in ce p tio n  o f a c o n tra c t.

qx+t and px+t are re s p e c tiv e ly  the  p ro b a b il i t ie s  o f a 

person (x + t)  years o ld  dying in  o r s u rv iv in g  th e  fo llo w in g

i  = ra te  o f in te re s t  earned on funds.

Px = net premium used in  a v a lu a tio n  fo r  person aged x a t 
in ce p tio n ,

the fo llo w in g  equation is  m athem atica lly tru e :

(tVx + Px) (1 + 1) = dx+L -i- ( t+ lV x ) Px+t

V e rb a lly , th is  equation means th a t the  reserve held a f te r  t  years fo r  

a person aged x a t in c e p tio n , plus the  le ve l premium p a id , 

accumulated a t in te re s t ra te  i , provides s u f f ic ie n t  to  meet expected 

death cla im s and to  c rea te  the necessary reserve fo r  s u rv iv o rs . 

This re la t io n s h ip  is  more p a r t ic u la r ly  tru e  fo r  a group o f
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*

Theoretical 
tW e  Life

Premium

Expected Deaths Per Year Per 1 000 Lives o f Age

« X̂ IO X+30 X+40 X460 X.70

7,10 1,43 7,88 19,30 44,62 ;XO,29 212,63
10,61 1,59 2,91 100,29 ;>12,63
16,70 7,88

7,88 19,30
44,81 19,30
76,44 44,62 401,48

'])

TABLE J.2 TABLE 'IF BÊ BVES AIXUMHTrO FIT! WHLE LIFE ASSURANCES*

Inception

Rcoervco Aaamuloted per R1 000 Sun Assured After

20 Years 30 Years 40 Years 50 Years

71,578 174,047 304,940 452,777 603,471
30 251,361 410,610

337,480 681,743
429,490 765,191

60 814,737

Scureoi Heferenco 1 4  2

*  Based on 54 .1956 -  62 Ultimate Mortality Table and a AS per umun rate of carpand interest.
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po licyho lde rs  a l l  aged (x+ t) years a t the beginning o f the year. 
Total reserves held in  respect o f these liv e s ,  plus the to ta l 

premiums due, accumulated a t in te re s t ra te  i , w i l l  be s u f f ic ie n t  to  

meet the expected death claim s and to  create the necessary reserves 

fo r  the su rv ivo rs .

In the above few paragraphs the reasons fo r  the accumulation o f funds 

by l i f e  o ff ic e s  have been summarised. The development o f the leve l 

premium system led subsequently to  l i f e  o ff ic e s  acting  as 

in te rm ed ia ries fo r  the c o lle c t io n  o f the savings o f the pub lic  and 
s u ita b ly  to  inves ting  these to  provide reasonable be n e fits  when they 
were most needed. I t  a lso led necessarily  to  l i f e  assurance 

companies becoming invo lved w ith , and to  th e ir  developing expertise  
in ,  the whole question o f the investment o f f  ->ds. More la t t e r ly  
growing demand fo r  endowment assurances w ith  t h t . r  la rg e r investment 

element nas fu rtn e r empnasisthi the investment aspect o f the nature o f 

l i f e  assurance opera tions. As might n a tu ra lly  have been expected, 
growing investment expertise  has had i t s  e ffe c t  on the assumptions 
used in  the d£velopmer»t o f modern l i r e  assurance products and th e ir  

premium ra tes .

3. FiJtiDAMENrAL TYPES UF LIFE ASSURANCE

There are three uusic typus o f l i f e  assurance: Term assurance,
Whole L ife  assurance am, Endowment assurance. Figures 3 .1 , 3.2, 
3 .3 , and 3.4 set out a much s im p lif ie d  graphic d e scrip tion  o f each of

(a) Term Assurance

This type o f l i f e  assurance (uCQ fig u re  3 .1) was the very f i r s t  type 
o f assurance as we know i t  today (See Chapter 11) and provides cover 
fo r  a given term o f years a t a re la t iv e ly  low annual or monthly 

premium. l-rumium rates are higher fo r  o lder ayes than fo r  younger
ages at e n try , are higher to r  longer periods o f cover, and are 
re sp e c tive ly  lower or higher fo r  suns assured which decrease, remain 

le v e l , or increase during the term o f the c o n tra c t. Benefits are 

payable in  the event o f death on ly , and no investment po rtion  Is  set



up fo r  re tu rn  to  the p o licy  owner a t the end o f the term o f the

p o lic y . W hilst premiums fo r  th is  type o f p o lic y  are apparently low, 

one would be mistaken to  suggest th a t they are "cheap" as there is  no 
prospect o f any form o f re tu rn  to  the p o licy  owner or h is bene fic ia ry  
i f  death does not occur during the term o f the co n tra c t. In 

a d d itio n , no loan, surrender, paid-up, or c o lla te ra l se cu rity  values 
are usu a lly  a va ilab le  under th is  type o f plan b u t, on the payment o f
a small a d d itiona l premium, an option to  reiew the enver la te r  or

convert the plan to  a whole l i f e  or endowment plan may be inc luded.

Term assurance, p a r t ic u la r ly  decreasing term , is  a lso used in  thu 
construction  o f Whole L ife  and Endowment p lans. From Figure 3.4 i t  

w i l l  be noted th a t the d iffe re n ce  between the invested po rtion  o f
premiums (a llo c a tio n  amounts) plus guaranteed growth is  made up by
decreasing term assurance in  order to  a rr iv e  a t the guaranteed sum 

assured. In th is  way, term assurance, which is the o ldest basic 

form o f l i f e  assurance used today, forms an essentia l Ingred ien t in 
most other more re cen tly  developed basic p lans. When even greater 

amounts o f term assurance are, added, the plan is  said to  be a 

're - in fo rc e d ' whole l i f e  or endowment plan.

Level term assurance is  most o ften used when a low-premium, high l i f e  

cover plan is  d e s ired . Decreasing term is  fre q u e n tly  used to  
provide cover fo r  the repayment o f a reducing debt (e .g . house
mortgage bond) in  the event o f untim ely death, and increasing term

may be used as a low-premium method o f p rov id ing  increasing l i f e  

cover. In a l l  cases, term assurance, when purchased on i t s  own,
provides b e ne fits  in  the event o f death during i t s  'te rm ' on ly . I t  

is  le f t  to  the whole l i f e  and endowment assurance plans ( i . e .  
combinations o f term assurar e and investment amounts) to  provide the 

m a tu rity , loan and other bene fits  so commonly associated w ith  l i f e  
assurance.

(b) ■ ,e L ife  Assurance

As the name im p lies , th is  type o f plan (See F igure 3.2) does not 

provide cover fo r  a fixe d  term but fo r  the whole o f the l i f e  o f the
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assurud. Premiums are alfo-.ted by age at en try  and are lower when 
payable fo r  the whole o f l i f e  than when payment is  lim ite d  to  a given 

age. W hilst rates may be higher than fo r  te r m assurance, cover is

fo r an in d e f in ite  period and loan, surrender, paid-up, and c o lla te ra l 

se cu rity  values usiw : ly  p re va il a f te r  a few ye a rs ' premiums have been 
pa id . The plan can include an option to  convert ‘ t  to  an endowment 
and can sc made to  include the r ig h t  of p a rt ic ip a tio n  in  Company
p ro f its  ( i . e .  W ith -P ro fits  p la n ).

(c ) Endowment Assurance
As w ith  term assurance (See Figures 3.3 and 3.41. endowment assurance 
provides cover fo r  a given term , but matures a f te r  a given number o f 

years o r a t a predetermined age. However, as a large investment 

portion  ^a llo ca tio n  amount in ' l i ^ e d '  p lans) is  included, premiums 

per 51 OCC ; f  sum assured are higher tnan fo r  term assurances. As a 
re s u lt *' s.on irvestmment and the y ie ld  or bonuses declared thereon 

.nder ' I v i t j o '  or 'w ith -p ro f i t  ’ plans, m a tu rity  values fre q u e n tly  fa r  
tc tu  premiums paid over the term o f the con tract and loan, 

surren. ra id -,:)  an-o c o lla te ra l s e cu rity  values are a va ilab le  a fte r  

a few y e a r , ' :-n rriu ' 'Mve been paid.

I t  w i l l  be noted from the ' l in k e d 1 endowment example in  Figure 3.4

tha t no investments have been made in  the f i r s t  yea r. This is  
ca lle  a 'fro n t-e n d  loaded' p o licy  as a l l  i n i t i a l  expenses have been 
re c ', . ''r c.'d frcm a va ilab le  premiums in  the f i r s t  ye a r. Therea fte r, 
the investments made plus growth in  excess o f the 4,5 per cent per 

annum guaranteed minimum, taken together w ith  the b u i l t - in  decreasing 

term assurance, give r is e  to  an increasing death claim  value.

Retirement Annuit ie s :  Over the past twenty years i t  has become
popular in  South Arnica to se ll endowments in  the guise o f

■Retirement A n n u it ie s '.  '. im ila r  in  construction  to  most endowments, 

retirem ent annu ities  d i f f e r  in  tha t th e ir  encashment, loan and 
m a tu rity  ru les vary and in  th a t th e ir  co n tr ib u tio n s  (premiums) are 

la rg e ly  income tax deductib le  in  the hands o f the
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owner (10 per cent o f premiums paid fo r  term , whole l i f e  and 
endowment p o lic ie s  are usua lly  income lax rebateable up to  a maximum 

o f R75 per taxpayer per tax  y e a r) . Unlike endowments in  th e ir  usual 

form, w ith  re tirem ent annu ities  surrender, loan, and c o lla te ra l 

se cu rity  values do not become ava ilab le  and, under age f i f t y - f i v e ,  no 
encashment is  pe rm iss ib le . At m aturity  a maximum o f o ne -th ird  o f 

th e ir  value may be taken in  cash, the remainder having to  be applied 
to  the purchase o f a l i f e  a n n u ity .3 Numerous other d iffe rences in 

rules p e rta in , but these do not a lte r  the essentia l 'endowment' 

character o f re tirem ent a n n u itie s .

In recent tim es, a l l  o f the above "bas ic" l i f e  assurance types have 

been a va ilab le  w ith  automatic in f la t io n  adjustments to  both premium 
and b e n e fits , these adjustments fre q u e n tly  being re fe rred  to  as 

"upgrades", "updates", "adaptions", e tce te ra . These basic plans may 
be sold in any combination and when whole l i f e  or endowment plans are 
combined w ith  decreasing term assurance p lans, they are genera lly 
re fe rred  to  as "re in fo rce c  whole l i f e "  or "re in fo rced  endowment"

Both whole l i f e  and endowment plans may be sold as n o n -p ro fit ,  

w ith -p ro f l t  or linked  con tracts and sometimes may be sold as 

combination w i th - p r o f i t / l i ik e d  co n tra c ts . Combination

w ith -p ro f it / l in k e d  contracts are sometimes re fe rred  to  as 
'q u a s i- lin k e d 1, 'market re la te d 1 or ' smoothed' con tracts :

( i )  N on-P rofit C ontracts. This class o f business has a fixe d  

premium and b e n e fit s tru c tu re , and does not provide fo r  the 

policyowner to  p a rt ic ip a te  in  the p r o f i t  experience o f the l i f e  
o f f ic e .  Also known as w ith o u t-p ro f it  or n o i,-p a rtic ip a tin g  business, 

premiums fo r  th is  class o f business are often lower than those fo r  
w ith -p ro f i t  business w ith  a concomitant reduction in  benefits  which 
may be expected by the policyowner.

( i i )  W ith -P ro fit C ontracts. This class o f business e n t it le s  the 

policyowner to  share in  the declared p ro f i ts  o f the l i f e  o f f ic e  by 

way o f bonuses. These bonuses may be "revers ionary" or "te rm in a l"



or both. Reversionary bonuses, once declared, form pa rt o f the sum 
assured and are payable a t the same time and under the same

circumstances as the su- assured. They also form pa rt o f the
ca lcu la tio n  o f any loan nr surrender values. Terminal bonuses are

paid on ly a t the timv o f a claim  u rfs im j from death, d is a b i l i t y  or
m aturity  and do not form pa rt o f the surrender or loan value 

c a lcu la tio n  during the course o f the l i f e  o f the p o lic y .
W ith -p ro fit  con tracts have an extra  premium loading to  pay fo r  the 

r ig h t  o f the policyowner to  p a rt ic ip a te  in  company p r o f i t s .  The 

fu tu re  ra te  o f bonus 's  usua lly  not guaranteed and w i l l  depend on the 
p r o f i t  experience o f the l i f e  o ff ic e  as i t  emerges over a period o f

( i i i )  Linked C ontracts. This class o f business provides fo r  the 

systematic a llo c a tio n  o f a po rtion  o f the premium paid to  a given 
real or no tiona l investment p o r t fo l io .  Sometimes known as
'in ve s tm en t-linked ' or 'u n it - l in k e d ' business, u n like  w ith -p ro f i t  

con tracts , there is  usua lly  no a d d itiona l premium charge under th is  
class o f business fo r  p a r t ic ip a tio n  in  the net gains made under the

s p e c ific  investment p o r t fo l io  to  which the p o lic y  con tract is

lin ke d . Various forms o f management charges may, however, be made

against the investment p o r t fo l io  before the net performance can be 

es tab lished. This net p o r t fo l io  performance is  then used in 
es ta b lish in g  loan, surrender, m a tu rity  and a l l  o ther values. Where 
the f u l l  net p o r t fo l io  growth is  not a lloca ted  to  the p o lic y  but 
retained fo r  dec la ra tion  in  a la te r  year when p o r t fo l io  performance 

fo r  tha t year is  perhaps below average, such contracts are sometimes 
re fe rred  to  as being 'q u a s i- lin k e d ' or 'smoothed' in nature.

4. SUPPLEMENTARY BENEFIT:

Also known as a n c il la ry  bene fits  or " r id e rs " ,  supplementary b e n e fits , 

as th e ir  name im p lies , may be added to  any one or combination o f the 
above basic p o lic ie s  -n order fu r th e r to  enhance the value o f such 
c on trac ts . These b e n e fits , which are usua lly  selected and included
at the incep tion  o f modern l i f e  assurance con trac ts , may be grouped 

as fo llo w s :



(a) Accident Benefits

I f  se lec ted , th is  b e n e fit w i l l  pay an a d d itio n a l amount in  the event 

o f the accidental loss o f l i f e  or limb by the assured. Premiurns 

vary w ide ly and are a ffected  by the d e fin it io n s  given to  "acc iden t" 

and what constitu te -: the loss o f a limb o r eye, and the range o f 
a c t iv i t ie s ,  events, or occurrences which are s p e c if ic a lly  excluded 
from cover. The a d d itiona l sum assured payable is  in fluenced by 

Section 36 o f the Insurance Act and, a t present, may not exceed the 
sum assured o f the basic plan to  which th is  supplementary b e n e fit is  

a ttached.

(b) C ap ita l D is a b il ity  be n e fits

Also re fe rre d  to  as 'accelerated death b e n e fits ' or 'occupational 
d is a b i l i t y  b e n e f its ',  th is  supplementary b e n e fit ,  i f  se lected , w i l l  

ensure th a t the sum • rod under the basic p o lic ie s  to  which i t  is  
attached, is  paid out ‘ ne p o lic y  owner in  the event o f the l i f e
assured becoming permanent.y d isab led . Premiums are a ffected  by age 

a t e n try , the term o f tne co n tra c t, what co n s titu te s  d is a b i l i t y ,  the 

occupation o f the assured, and the s p e c if ic a lly  excluded events, 
a c t iv i t ie s ,  o r  occurrences.

In th is  category one may a lso inc lude  a s im ila r  but somewhat less 
c o s tly  supplementary product known as 'w aiver o f premium b e n e f its '.  
This b e n e fit ensures the continued payment o f ;."i. Turns by the l i f e

o f f ic e  on beha lf o f the p o lic y  owner in  the even,, o f the permanent 

d is a b i l i t y  o f e ith e r  tne l i f e  assured, or the payor o f premiums, 
depending on which has been assured, i f  they are not one and the same 
person. waiver o f premium rates are a ffec ted  by s u b s ta n tia lly  tno 

same fa c to rn  as those fo r  ca p ita l d is a b i l i t y  bene fits  but to ta l

premiums per f(I UGG o f b e n e fit ate usua lly  lower than fo r  ca p ita l
d is a b i l i t y  bene fits  due to  the lesser value o f these b e n e fits .

Ic ) 'Dread Disease' Bom-

Sometimes known as "Special Drawing R ights" o r “ 1iv in g -b e n e f its " , 

th is  -.upplemerfary b ene fit is  a recent Innovation to  the South 

A frican  l i f e  assurance market and, as fa r  as can be es tab lished, is



not y e t sold in  any other pa rt o f the w orld . The b e n e fit (a form o f
ca p ita l d is a b i l i t y  b e n e f it ) provides fo r  the payment o f a l l  or part

o f the death cla im  value under the p o licy  i f  the l i f e  assured is  able

to  demonstrate to  the s a tis fa c tio n  o f the l i f e  o f f ic e  th a t he has,

fo r  example, been diagnosed fo r  cancer, undergone surgery fo r  cardio

vascular disease, suffered a s troke , had a heart a ttack or been the

v ic tim  o f urban te rro r is m . The unique concept o f indemnifying 
oneself against the so-ca lled  'dread-diseases1, was introduced to  

South A fr ica  and apparently to  the world by a South A frican  l i f e

assurer in  1983, By la te  1985 several o ther South A fr ica n  companies

had done s im ila r ly  under various marketing names, these la te r  
versions o f the b e n e fit o ften  includ ing  indemnity against other 
classes o f disease or occurrence.

Another d is a b i l i t y  product a c tiv e ly  marketed by the l i f e  indus try  in  

South A fr ic a  during the past decade is  commonly known as 'Permanent 
Health Insurance B e n e fits 1 (PHI), 'Income C ontinuation Plan1 (ICP), 
or ' Income S ecurity  P lan ' (IS P ). In order to  avoid c o n f l ic t  w ith  
Section 36 o f the insurance A c t /  th is  product is  not usua lly  sold 

as a supplementary b e n e fit attached to  a basic p o lic y  but frequen tly  

as an independent p o lic y . The PHi plan provides a monthly Income to  
the assured in  the event o f e ith e r temporary or permanent d is a b il i t y  
causing in a b i l i t y  to  continue usual or s im ila r  employment. Premiums 
here are a ffected  by age a t e n try , dura tion  o f cover, excluded events 
or occurrences, nature c f  occupation and the length o f the 'w a itin g  
p e rio d ' between the onset o f the disease or in ju ry  and the 

commencement o f the payment o f b n e f its ,

(d) Guaranteed A s s u ra b ility  Benefits
This b e n e fit permits the purchase o f a given amount o f fu r th e r l i f e  

assurance a t regu la r fu tu re  in te rv a ls  (usua lly  every three years) 

w ithou t the necessity o f the l i f e  assured having to  submit evidence 

o f continued good hea lth . Some companies have enhanced th is  b ene fit 
by s ta tin g  th a t they w i l l  require  ne ithe r evidence o f health nor 
evidence o f occupation or recrea tion  ( i . e .  no evidence o f 

'a s s u ra b il i ty ')  a t the time a Guaranteed A s s u ra b ility  Benefits (GAB) 

option is  exercised, and th is  b e n e fit the re fo re  can be extremely
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va lusb is to  people who have d e te r io ra tin g  hea lth , who en te r more 

hazardous occupations or who undertake more dangerous recrea tiona l 

a c t iv i t ie s .

S. THE USES OF LIFE ASSURANCE 

The permutation o f needs provided fo r  by the l i f e  assurance products 

mentioned in  the previous sub-section seams to  be lim ite d  on ly by the 
a p p lica tion  o f mind and Ingenu ity o f the l i f e  assurance companies' 

marketing and sales s ta f f  and the p ub lic  w ith  whom they d e a l. Some 
o f the more common needs provided fo r  by one, or a combination o f the 
basic and supplementary plans lis te d  above, are discussed below. I t  

should be noted th a t in  almost every case, the need provided fo r  Is 

one or more o f l i f e ' s  age old v ic iss itu d e s  o f dying too soon, l iv in g  
too long , o r su ffe rin g  some form o f d is a b i l i t y .

Although the U fa  assurance con tract is  not one o f indem nity, th is  

fa c t does not preclude the requirement basic to  a l l  insurance o f an 

"insu rab le  in te re s t"  e x is tin g  <st the time a p o licy  is  e ffe c te d . 

Persons are considered to  have an un lim ite d  insurable in te re s t in  
th e ir  own liv e s ,  w h ils t close fam ily  blood re la t iv e s  are s im ila r ly  

considered to  have no monetary l im i t  to  the extent o t ;h e ir insurable 
in te re s t in each o th e r. However, others w ishing to  assure the liv e s  

o f th ird  p a rt ie s , requ ire  to  demonstrate a t the time o f e ffe c tin g  the
p o licy  th a t they may s u ffe r loss In the event o f death or d is a b il i t y
o f the l i f e  to  be assured. This is  p a r t ic u la r ly  true  o f c re d ito rs , 
business partners anc employers.

(a) Domestic (Household) Heeds
In the home the o r ig in a l and most common use o f l i f e  assurance was to
pro tect the fam ily  against the fin a n c ia l loss incurred on the ea rly
death o f a breadwinner, or the d is a b i l i t y  o f such person, be i t  

to ta l ,  p a r t ia l ,  temporary or permanent. The savings element o f l i f e  

assurance has also boon w ide ly  used to  supplement the re tirem ent 
savings o f liv e s  assured who l iv e  beyond the period during which l i f e  

assurance is  required to  p ro te c t th e ir  fa m ilie s . During the past 

two decades i t  has become common practice  fo r



endowments to  be sold in  the form o f re tirem ent a n n u itie s , w ith  the 

necessary terms and conditions pe rm ittin g  the p o lic y  owner to  take 

advantage o f income tax regu la tions th a t ensure th a t the Receiver o f 

Revenue e f fe c t iv e ly  con tribu tes to  h is  re tirem ent savings. The 

inherent disadvantages o f re tirem ent annu ities  during the e a r l ie r
l i f e  o f th e ir  owners, such as lack o f loan, surrender and c o lla te ra l
se cu rity  values, and access to  on ly one th ir d  o f the ca p ita l at

re tirem ent have, however, o ften  been overlooked.

Products ensuring the fu tu re  a s s u ra b ility  o f p o lic y  owners such as 
plans w ith  automatic annual premium and sum assured increases
("upgrades") ana (GAS), as w e ll a- plans to  ensure s u ff ic ie n t

l iq u id i t y  to  pay estate duty upon ceath o f the assured, have today 

been recognised as being h igh ly  des irab le  inc lus ions  in  most l i f e  

assurance p o r t fo l io s .  Frequently, younger breadwinners w ith
dependants s ta r t  th e ir  p o r t fo l io  w ith  a low premium term assurance 

plan to  proviae fo r  the immediate danger o f untim ely death, often 

ensuring tha such term plan includes accident b e n e fits , ca p ita l
d is a b i l i t y  b e n e fits , fu tu re  a s s u ra b ility  (GAB) p rov is ions , and an

option to  convert to  e ith e r  whole l i f e  or endowment plans or to  a 

combination o f a l l  three types o f p lans, as th e ir  f in a n c ia l pos ition  

improves in  la te r  years and the need to  provide fo r  retirem ent

bene fits  becomes more s ig n if ic a n t.

The p rov is ion  o f l iq u id i t y  fo r  the payment o f  estate duty on the 
death o f the assured is  o ften  found to  be necessary. Persons who 

have dependants, and whose estates w i l l  exceed approximately R40Q 000 

in  value on death, are often reouired to  pay estate duty, depending 

on th e ir  m arita l sta tus and other ..instances a t the date o f 

d ea th .5 Whole L ife  assurance is  fre q u e n tly  used to  provide the 
cash required to  pay the estate duty, p a r t ic u la r ly  in  cases where the 
assets o f the estate are held p r im a rily  in  f ix e d  assets which cannot 

re a d ily  be liq u id a te d  at true  market value, or o f  which the heirs do 
not p re fe r to  dispose. In a product which had become popular 

fo r  th is  usl was the packaged combination o f whole l i f e  and 

decreasing term assurance commonly known as "Reinforced Whole L ife " ,  

i t s  p o p u la rity  apparently stemming from the



re la t iv e ly  low premiums required fo r  high le ve ls  o f l i f e  assurance 

cover and the fa c t th a t ,  u n like  term assurance, loan and surrender 

values became a va ilab le  over tim e . By 1985, the a ttrac tiveness  o f 

th is  type o f plan had la rg e ly  been replaced by the in tro d u c tio n  o f 

'Universal L i f e ' endowment/wholelife plans which o ffe red  maximum 
f l e x ib i l i t y  in  regard to  the ra t io  o f l i f e  cover to  investment 
po rtion  and to  encashment dates.

(b j Business Assurance Needs

Host businesses have more than one active  partner or shareholder and
there is  an obvious need fo r  partners to  pro tect themselves against

the sudden death or d is a b i l i t y  o f any one o f the other partners as
such death or d is a b il i t y  may cause heavy losses to  the undertaking.
P a r t ic u la r ly  In new ana developing companies, partners fire dependent 

on each o th e r 's  respective s k i l ls  and general business "In p u t" fo r  
the success o f th e ir  e n te rp rise , > oy need the re fo re  tu  provide

both fo r  the replacement o f t ie  loss caused by a departed partner and 
the money required to  pur,:h jau juch pa rtn e r'-, shares in  the business 

from h is e s ta te . I f  they do not purchase the departing p a rtn e r's  

shares, su rv iv irv ; partners cay f in d  themselves in  business w ith  one 

,-,f th e ir  c o q ie titu rs  who was able to  buy the shares, nr w ith  the 
departed p a rtn e r 's  son, w ire or re la t iv e .

Key partners (o r employees, are the re fo re  o ften  Insured under what is 

commonly ca lled  a "Keyman" p lan, designed to  provide the en terprise  
w ith  cash to  cover the loss experienced by the death or d is a b i l i t y  o f 

a Key mun. The premiums paid by the company fo r  such assurance are 
tax deauctable in  terms o f Section l l(w )  o f the Income Tax Act.

Partners often insure the liv e s  o f the other partners in  order th a t 

on the death, d is a b i l i t y  or re tirem ent o f a pa rtne r, they may have 
adequate resources to  purchase the shares o f such departed pa rtne r. 

A 'b u y -a n d -s e ll' agreement, signed a t incep tion  o f the business, is  a 

most necessary ingred ien t to  the success c f such arrangements and 

ensures th a t departed p a rtne rs ' shares are sold to  remaining partners 

a t a pre-determined value or at a value established by a 
pre-determined method or form ula.



Section l l( w )  o f  the Income Tax Act also perm its the deduction o f 

premiums paid in to  plans p rov id ing  fo r  the deferred compensation o f 

employees. The idea is  th a t pre -tax  money is  set aside fo r  the

be n e fit o f an employee a f te r  the atta inm ent o f a ce rta in  age (often

age f i f t y - f i v e ) .  This has the advantage o f a llow ing  an employee to
accumulate a cash lump sum to  boost h is re tirem ent income using 

untaxea earnings. In 1936 the Income Tax Act perm itted the payment 

o f a sum o f up to  R30 000 rax free as a re tirem ent g ra tu ity ,  any 
balance being taxed over the fo llo w in g  three successive tax years. 
Older employees often p re fe r the c rea tion  o f such deferred 
m mpensition schemes to  the re ce ip t o f  sa lary increases which are 

subject to  high le ve ls  o f tnc-rginal income ta x a tio n .

Businessmen and in s t i tu t io n s  may also wish to  insure th e ir  debtors 

u . ' in s t  death or d is a b i l i t y  p r io r  to  the repayment o f th e ir  debts. 
Tnis is  not an unusual p ra c tice  and is  o ften  undertaken by fin a n c ia l 
in s t i tu t io n s  which have advanced large amounts to  th e ir  c lie n ts  and
wno thus have an insurable in te re s t in the c l ie n ts ' liv e s .

!n a l l  o f the above uses o f l i f e  assurance products, the tra ined  

a -v iso r is  required to  se lec t the product or products, as o u tlined  in  

Sections 3 and 4 above, which are most su ited  to  the assured's needs 

and a b i l i t y  to  pay premiums.6 In a l l  cases these products provide 
fo r numan needs which have ex is ted  in one form or another since the 

beginning of time and which can be expected to  remain e s s e n tia lly  
unchanged fo r  the res t o f tim e . This fa c t makes the l i f e  assurance 

industry  unique in  an age o f rapid product and in dus try  obsolescence.
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CHAPTER IV

MANAGING THE DEVELOPMENT OF A L IF E  OFFICE

The in te n tio n  o f th is  Chapter is  to  produce an o u tlin e  o f the 
essentia l fa c to rs  which d is tin g u is h  a l i f e  o f f ic e  from other
commercial undertakings, and to  describe those c ru c ia l variab les 
a ffe c tin g  a l i f e  o f f ic e  as i t  develops, h ig h lig h tin g  the fundamental 
c o ns tra in ts  and dangers i t  faces. A general overview is  provided o f 
the most important fin a n c ia l and managerial considerations fo r  a 

growing l i f e  o f f ic e  tha t w rites  Doth ' l in k e d 1 ana 'w i t h - p r o f i t ‘ 
business. The chapter is  ended w ith  a computer generated model o f a 
nypotnetica l L ife  o f f ic e .

1. LIFE ASSURANCE COMPANIES AND OTHER COMMERCIAL UNDERTAKINGS 

W hilst l i f e  assurance companies are s im ila r  to  other fin a n c ia l 

trad ing  conpanies in  tna t they must nave on o f fe r  an acceptaole range 

o f gooes and serv ices, production and handling systems, competent 

adm in is tra tion  and working and investment c a p ita l, two fundamental 

d iffe rences are no tao le . These are in  the s truc tu re  o f the l i f e
o ff ic e  and in i t s  netnod u f opera tion .

(a) The L ife  O ffice  Balance 'jheet

The f i r s t  essentia l d iffe re n ce  oetween a l i f e  o ff ic e  and other 
fin a n c ia l tra d in g  companies arises from the separation o f shareholder 

and po licyho lde r in te re s ts  in  the balance sheet and the special ro le  

o f the company's actuary or "v a lu a to r" . The va lua to r acts in  an 
independent ro le , h is f i r s t  re s p o n s ib il ity  being to  p ro tec t the 
po licyh o ld e rs ' in te re s ts . The F inancia l In s t itu t io n s  O ffice  in
P re to ria  is  the regu la to ry  body which con tro ls  the a c t iv i t ie s  o f l i f e  

assurance companies and the R egistrar o f Insurance together w ith  his 

s ta f f  w i l l  in te rp re t the Insurance Act w ith  wide d isc re tio n a ry  
powers. (See Chapter ' ' I  below) This



body lays down the minimum basis on which po licyho lde r l i a b i l i t i e s  

may be valued, but a l i f e  company's va lua to r has the d isc re tio n  to  

place higher values on such l ia b i l i t i e s .

The balance sheet o f a ty p ic a l p ro p rie ta ry  l i f e  company is  shown 

below and has on the l i a b i l i t y  side the separation o f shareholders' 

funds and p o licyh o ld e rs ' in te re s ts , the la t t e r  commonly believed to 

be represented by the ' L ife  Fund'. The 'L ife  Fund' ,  however, has 

been re fe rred  to  as an 'accounting a r t i f ic e  ’ and merely represents 
the accumulated balance o f a l l  previous revenue accounts. I t  is  the

a l l
cla im s, expenses and other items trans fe rred  to  o r from i t .  Indeed, 

i t  is  merely the 'balancing item ' on the l i a b i l i t y  side o f a l i f e  
o f f ic e  Balance Sheet and should not be seen as anything more than 

th a t.

LIFE OFFICE BALANCE SHEET

LIABILITIES 

Shareholders' Funds

I n i t ia l  Capital 
A dd itiona l Capital 
D is tr ib u ta b le  Reserves

"P o licyho lde rs ' In te re s ts "

LIFE FUND 

Gross Balance on Revenue Account 

Transfers to  Shareholders' Funds

Investments 
Prescribed Assets 
Current Assets 
Less Current L ia b i l i t ie s

TOTAL NET LIABILITIES TOTAL NET ASSETS

T h e o re tic a lly , the L ife  Fund is  held in  t r u s t  fo r  the b e n e fit o f the

po licyho lders  when p o lic ie s  become claims e ith e r  through death,
d is a b i l i t y ,  surrender or m a tu rity . However, in  p rac tice  i t  may not 
always be e xa c tly  equal to  the actual value o f b e ne fits  due to

p o licyh o ld e rs . I t  can be e ith e r  greater or less than th is  amount.



The company's va lua to r w i l l , from time to  tim e, place a value on the 

ac tu a ria l l i a b i l i t i e s  o f  the l i f e  o f f ic e  w ith  respect 'he payment 

o f fu tu re  po licyh o ld e r b e n e fits . I f  fo r  any reason th i 'und is
less than the a c tu a ria l l i a b i l i t i e s  to  i t s  p o ll .ue is , the
defic iency  has to  be held covered by shareholders1 funds.
Conversely, i f  the va lua to r determines tha t there is  an excess in  the
value o f the L ife  Fund over the a c tu a ria l l i a b i l i t i e s ,  then a L ife  
Fund surplus arises which may or may not be tra n s fe rred  ( in  whole or 

in p a rt)  to  shareholdi r s ‘ funds. The amount o f  th is  surplus is

decided by the actuary a fte r  he has made a va lua tion , whereas any

tra n s fe r to  shareholders' funds and any amount paid out as dividends 
is  decided by the d ire c to rs . Dividends paid can consume a l l  or pa rt 

o f the surplus o f to ta l net assets over a c tu a ria l l i a b i l i t i e s  but 

should not exceed i t ,  and prudently  should not exceed the surplus o f 
to ta l net assets over the to ta l o f ac tu a ria l l i a b i l i t i e s  and paid up 
shareholder c a p ita l.

The p ra c tice  o f South A fr ica n  p ro p rie ta ry  o ff ic e s  in  recent times, 

p a r t ic u la r ly  those lis te d  on the Johannesburg Stock Exchange, has 

d if fe re d  though. Some have tra n s fe rred  a l l  emerging L ife  Fund 

surolus to  'D is tr ib u ta b le  Reserves' or 'P rov is ion  fo r  D iv idends ', or 

some s im ila r  shareholders' fund, and have th e re a fte r tra ns fe rred  to
Shareholder Dividends a l l  or po rtion  the reo f. This has served the 
dual purposes o f allow ing the analysts to  es ta b lish  earnings and
dividend y ie ld  ra tio s , and more c le a r ly  to  id e n tify in g  the in te re s ts  

in  the company o f the shareholders and po licyho lders  re spec tive ly . 

However, i t  is  not s t r i c t l y  co rrec t to  see the L ife  Fund as
representing p o licyh o ld e rs ' in te re s ts  on ly . I t  a lso contains

reserves which may conceivably be trans fe rred  to shareholders in  the 

fu lln e ss  o f time as explained above.

(b) The Operation o f a L ife  O ffice

The other fundamental d iffe re n ce  between a l i f e  o f f ic e  and other
commercial en te rprises is  found in  the method of operation o f a l i f e

o f f ic e .  When an o rd inary tra d in g  company has made a sale i t

receives cash, perhaps w ith  a l i t t l e  time delay, but f a i r l y  s h o rtly  
a f te r  the transaction  is  completed i t  is  able to  use th is  cash to



pay i t s  expenses, reduce i t s  overdra fts  and con tr ib u te  towards 
p r o f i t s . When a l i f e  o f f ic e  has made a sa le , a d if fe re n t pos ition  

a rise s . Instead o f a c o n tr ib u tio n  to  p r o f i t s ,  an immediate

de fic iency  ( s h o r t fa l l)  is  created and more o f the shareholders' 

ca p ita l has to  be used to  cover l i a b i l i t i e s  to  po licyho lde rs . 
A d d it io n a lly , there  w i l l  o ften  be a cash de fic iency  (negative cash 
flow ) during the f i r s t  year or two o f the l i f e  o f a p a r t ic u la r  
p o lic y , and shareholders are u n lik e ly  a c tu a lly  to  earn a re a lisa b le  

p r o f i t  on any in d iv id u a l transaction  fo r  many years in to  the

fu tu re . (See Section 2 (a) below) Such p r o f i t  w i l l  be small at
f i r s t  and w i l l  emerge slow ly over the fu tu re  l i fe - t im e  o f the p o licy  
which could be- ten , twenty or even f i f t y  years. I t  is  th is  second 

fundamental d iffe re n ce  which makes l i f e  o ff ic e s  completely d if fe re n t 

from almost a l l  o ther types or e n te rp rise  and which has been the 
cause o f great d i f f ic u l t y  fo r  and misunderstanding by shareholders 
unaccustomed to  the l i f e  business. Usually such shareholders also 
have in te re s ts  in  other tra d in g  companies and f in d  i t  beyond 

comprehension th a t th e ir  l i f e  assurance company, perhaps p u b lic ly  
recognised as a h igh ly  successful and growing opera tion , fa r  from 

being in  a p o s itio n  to  pay div idends, is  demanding o f more and more 

shareholder c a p ita l.

This fea tu re , which involves an immediate d e fic iency  on the sale o f  a 
po lic y , slow recovery o f c a p ita l, and a long delay in  p r o f i t s ,  means 

th a t any new or developing l i f e  o f f ic e  is  very ca p ita l hungry. 
Since p ro f i ts  are so long delayed, i t  is  a lso extremely d i f f i c u l t  to 

gauge whether the H ie  o f f ic e  is  tra d in g  successfu lly  or slowly 
working towards insolvency.

The launching o f a new l i f e  o f f ic e  has been likened to  the launching 

o f a spacecra ft. I f  i t  is  given too much acce le ra tion  i t  w i l l  burn 
up ca p ita l and reserves very q u ic k ly , over-shoot i t s  f l ig h tp a th  and 

then burn up spec tacu la rly . Give i t  too l i t t l e  acceleration and the 
expense drag w i l l  p u ll the o f f ic e  down to  ea rth , burning a t r a i l  o f 

money in  the process. There is  a very narrow c o rr id o r through which 

the managers and d ire c to rs  must steer the o f f ic e  and very care fu l aim 

is  requ ired . An e rro r in  d ire c tio n  in  the ea rly  years



could lead to  the o ff ic e  au tom a tica lly  veering outside the lim its  

many years la t e r . 1

A developing l i f e  o f f ic e  must there fo re  ensure th a t i t  keeps i t s  

leve l o f new business production under con tro l in  order th a t the
finance which the shareholders are prenared to  provide is  not
exhausted, and secondly, i t  must ensure an economical operation which 
w i l l  provide the shareholders' expectations in  the long run.

2. CRUCIAL VARIABLES 

The progress o f a l i f e  o f f ic e  w i l l  be a ffected  by a wide range o f 

forces over both the short and long term . Many o f these w i l l  be the 

?ame as or s im ila r  to  tnose a ffe c tin g  other commercial en te rp rises. 

However, there are tnose which w i l l  have q u ite  d if fe re n t and c r i t ic a l

e ffe c ts . These are ca p ita l co n s tra in ts , growth ra tes , p r o f i t

sources, premium form ulations and in f la t io n .

Throughout th is  chapter r t a l i s t i c  a rith m e tica l models are used as 

more generalised mathematical models would not serve to  emphasise the 

essentia ls  considered important in  the ana lys is .

(a) C apita l Requirements: Model 1

The f i r s t  and most c ru c ia l o f a l l  l i f e  o f f ic e  variab les is  the extent
o f the a v a ila b i l i t y  of shareholder c a p ita l.  In order b e tte r to  
i l lu s t r a te  the re a lly  s ig n if ic a n t d iffe rences between l i f e  companies 
and other commercial e n te rp rises , i t  is  useful to  explore f i r s t  the 

reasons fo r  the cash d e fic ie n c ie s  or s tra in s  re fe rred  to  in  section 1 

above and which are experienced by a l l  l i f e  o ff ic e s  when a sale is

The demands on sharenoldcrs ' funds w i l l  la s t longer than those 

experienced during the form ative stage o f any new company when

ca p ita l is  needed fo r  the crea tion  o f an adm in is tra tion  system, the

establishment o f a sales fo rce , and while  the o f f ic e  is  bu ild in g  up 

new business to  a level where expenses w i l l  be f u l l y  supported by 

generated premium flow .



TABLE 4 .1 MODEL I :  'SAVINGS PLAN' SURPLUS PROJECTION

ITEM 'r EAR 1 YEAR 2 YEAR 3

MONTH MONTHS MONTHS MONTHS
1 2 to 12 13 to 24 25 tc. 36

R R R R
Premium 20,00 20.00 20.00 20,00

Less
Commis'.*n 10.C0 10.00 0,50 0,50

130 JO 1.50 1,50 0,50
M ortality -Tosts 0,20 0.20 0,40 0,40

Investment Income 0.20 1,40 2,30

Cash Flow -J l’OJO 8.50 19,00 21,40

Actuarial Reserves 1C,50 10,00 10,00 20.40

Increase in 
Shortiail or 
Surplus ' Merv.nlv) -130,00 \0 0 1,00



- 5 4 -

Table 4.1 shows a s im p lif ie d  version o f a 'savings p o lic y ' endowment 

and i t s  e ffe c t on the revenue account over the f i r s t  three years o f 

i t s  l i f e .  Assumed in  th is  example is  a monthly premium o f R20; 

commission o f RIO per month fo r  the f i r s t  twelve months and f i f t y  
cents per month th e re a fte r; expenses o f R130 in month one, R l,50 per 
month fo r  the next twenty-three months; and f i f t y  cents per month 

th e re a fte r ; m o rta lity  costs o f twenty cents ppr month fo r  the f i r s t  
twelve months and fo r ty  cents per month every month th e re a fte r ; 

investment income o f twenty cents per month fo r  the f i r s t  twelve 
months; iU ,40 per month fo r  the toUovsiny twelve months and R2,80 
per month every month th e re a fte r. Cash flows can then be ca lcu la ted 

as in Table 4.1 which shows the p o s itio n  fo r  the f i r s t  three years 

only as th is  is  s u f f ic ie n t  to  i l lu s t r a te  trends.

As is  ev iden t, in  the f i r s t  month a cash d e fic iency  (s tra in )  o f R12Q
and negative ac tu a ria l surplus o r s h o r t fa ll o f R130 is experienced. 

In the f i r s t  month the l i f e  o f f ic e  has to  pay out the heavy expenses 
o f acqu iring  the new business, inc lud ing  the in i t i a l  commission paid

to  the in te rm ed ia ry , who is  fre q u e n tly  paid in  aavance fo r  a f u l l
year, w h ils t i t  has received on ly  a s ing le  monthly premium. The

l i f e  o f f ic e  w i l l  usua lly  also acquire a l i a b i l i t y  to  set up a c tua ria l
reserves and th is  w i l l  increase the o v e ra ll s h o r t fa ll during the 

f i r s t  year to  more tnan tne amount o f the net cash s tra in .

in the seconu year tne example shows a p o s itiv e  cash flow  o f R19 a 
month and there fo re  some recovery o f il.e ca p ita l consumed in  ihe 

f i r s t  year. Depending on the type o f p o licy  so ld , a l i a b i l i t y  to 
Increase the ac tu a ria l reserves w i l l  probably be incurred but

sometimes, p a r t ic u la r ly  w ith  'fron t-end -load ed ' p o lic ie s  under which 
a l l  i n i t i a l  expenr.es are recovered against premium income in  the

f i r s t  year, a surplus may arise  which may be adequate to  cover the 
s h o r t fa ll which had been generated in  the f i r s t  year.

In * ' ind subsequent years the example shows a small but

grown .ice o f p r o f i t s .  The cash flow  is  p o s itive  and the

bulk ot .  premium now has to  be a lloca ted  to  the reserves and
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Invested s u f f ic ie n t ly  w e ll so th a t the long term commitments to  the 
po licyho lde r can be met, A small balance o f the premium w i l l  be 

le f t  and then, subject to  the o f f ic e  being able to  con tro l expenses, 

and to  the e ffe c ts  o f the other fac to rs  discussed in Chapter I I I ,  

Section 2, a small surplus can be a n tic ip a te d . This forecast 
surplus would be expected to grow over the term o f the p o licy  and 
Figure 4.1 shows the monthly cash s tra in s  and surpluses (s h o r t fa lls )  

to  which th is  'savings p o lic y ' gives r is e  during the f i r s t  few years 

o f i t s  currency. S ta rtin g  w ith  a s h o r t fa ll o f R130 In month one, 
th is  improves to  a monthly s h o r t fa ll o f 1U.50 u n t i l  month th ir te e n  

when a monthly surplus o f R9 is  shown fo r  the fo llo w in g  twelve 
months. Thereafter a monthly surplus o f 81,00 improves over tim e .

I t  should be remembered th a t a l i f e  o f f ic e  w i l l  not ju s t  w r ite  a 
block o f business in  year one aitu then close down and le t  the p r o f i t  
emerge slow ly over the fu tu re  yea rs , A fu r th e r  block o f business 
w i l l  be w r it te n  in  every subsequent year and th is  w i l l  impose 

a d d itiona l s tra in s . In the case o f a growing l i f e  o f f ic e  the 
recovery o f surplus from the block o f business w r it te n  in  year one 

w i l l  not be s u f f ic ie n t  to  cover the to ta l s tra in  o f the business 

w r it te n  In year two, and so fu r th e r  funds w i l l  be required from 
shareholders in  year two. S im ila r ly , in  year three a fu r th e r s tra in  

'"111 be recorded together w ith  a fu r th e r  need fo r  shareholders' 
funds, and tne time when p ro f i ts  a c tu a lly  emerge from the L ife  Fund 

in t in u a lly  being pushed fu r th e r  back.

E xtrapo la ting  from the example in  Table 4 ,1 , Figure 4.2 shows what 

happ- ■>$ to  the accumulated s tra in  o f a l i f e  o f f ic e  which w rites  not 

one, a: in  Table 4.1 above, but one thousand 'savings p o lic ie s ' at 

the beginning of year one and increases I ts  new business by 10 per 

cent per annum every year th e re a fte r. An amount o f R138 000 Is 
required from shareholaers in  year one and the to ta l o f th is  amount 

increases each year u n t i l  the surpluses emerging on a l l  the blocks o f 

business w r itte n  in  the past are adequate in  to ta l to cover the 
s tra in  on the curren t ye a r's  new business. In the example used th is  

s ta r ts  appening in year twelve and grows ra p id ly  th e re a fte r. Only 
the re su lts  o f the ex te rpo la tion  undertaken in  th is  example have been



given here as the considerable amount o f c a lcu la tio n  which was

required to  produce Figure 4.2 need not be repeated here fo r  the

i l lu s t r a t io n  o f the p r in c ip le  under d iscussion.

(b) Growth Rate

When a l i f e  o f f ic e  is  growing a t a compound ra te , the s tra in  o f each
successive ye a r's  new business w i l l  grow corresponding ly. The 
recoveries from past yea rs ' business w i l l  finance a lower and lower 

percentage o f each ye a r's  new business, and the o f f ic e  w i l l  require
the commitment of increasing amounts o f shareholders' c a p ita l.

E sse n tia lly  the o ff ic e  w i l l  be tra d in g  p ro f ita b ly  and indeed may well 
be achieving increased p r o f i t a b i l i t y ,  since a la rg e r than budgeted 

volume o f business w i l l  lead to  a lower expense cost per p o licy  than 

those assumed in  the premium ra te  c a lc u la tio n .

Conversely, i f  new business fa i ls  to  grow a t a ra te  equal or close to  

the o f f ic e 's  predetermined ta rg e ts , demands on shareholders' cap ita l 
w i l l  be less in  the ea rly  years, and w h ils t the o f f ic e  may appear to

be doing w e ll,  in  r e a l i ty  the s itu a tio n  could be serious since the

o ff ic e  could in  fa c t be s u ffe rin g  losses as actual expenses could be 

exceeding the expense allowance assumed in  the p o licy  premium 

c a lc u la t io n . These real losses could be masked fo r  a considerable 

period because the demands on shareholders' funds are apparently less 
than fo re ca s t. E xte rpo la tiny  fu r th e r  from the example in  Table 4.1 , 

Figure 4.3 i.emonstratcs tno leve ls  o f ca p ita l demanded by three 

separate o ff ic e s , P, I) and R, each w r it in g  the 'savings p o lic y ' used 
Vi the r rovious examples.2

Assume o ff ic e  P achieves a new business leve l exactly  on a 

p redeU rnveo ta rg e t o f one thousand p o lic ie s  in  year 1 w ith  10 per 
cent f.;-r .‘“ iium growth th e re a fte r and i t  is  able to  maintain actual 

expense'- -.xactly equal to those budgeted fo r .  Assume o ff ic e  Q grows 

fa s te r • ,.) fo recas t, w r it in g  one thousand f iv e  hundred p o lic ie s  in 
year one and achieving a 20 per cent per annum growth th e re a fte r. 

Actual eApenses per p o licy  there fo re  become progress ive ly  lower than 
those budgeted fo r .  Assume o ff ic e  R experiences slower growth than 
fo re ca s t, w r it in g  only f iv e  hundred
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p o lic ie s  in  year 1 and achieving only 5 per cent per annum growth 
th e re a fte r. Actual expenses per p o lic y  there fo re  become

progress ive ly  higher than those budgeted fo r .  As above, in  view o f 

the considerable amount o f c a lcu la tio n s  required here, on ly the 

resu lts  o f  these have been given and are shown in  Figure 4.3.

The shareholders o f  l i f e  o f f ic e  P can expect to  be fin a n c in g  the L ife  
Fund fo r  approximately twelve years up to  an amount o f R800 000. 

The demand fo r  th is  ca p ita l is  re la t iv e ly  great in  the ea rly  years, 

dec lin ing  th e re a fte r u n t i l  year twelve, whereafter ca p ita l is

cannot be expected u n t i l  approximately year eighteen. Thereafter 

p ro f i ts  w i l l  grow s tro n g ly .

In the cate o f o f f ic e  Q, considerably more ca p ita l w i l l  be required 

(R1 800 000) and financ ing  w i l l  be fo r  a longer period (th ir te e n
ye a rs ). As the o f f ic e  is  trad ing  more p ro f ita b ly  the recovery, when 
i t  does occur, w i l l  be much more rapid and p ro f i ts  w i l l  acce lerate

fa s te r than in  the case o f o f f ic e  P.

O ffice  R, although re q u iring  less ca p ita l i n i t i a l l y ,  is  s u ffe rin g  
rea l losses. Unless the performance o f th is  o f f ic e  is  improved, 

shareholders w i l l  be financ ing  i t  in d e f in ite ly .

Lim ited C a p ita l: Most l i f e  o ffic e s  have a given amount o f
shareholder ca p ita l a va ilab le  during any one pe riod . I f  th is  is 
assumed to  be RI 200 000 then, using the above examples, w ith  the 

resu lts  o f the ca lcu la tions  shown in  Figure 4 .3 , i t  is  c le a r th a t

o ff ic e  Q would run out o f ca p ita l at around year e ig h t. By
in te rp o la tin g  from the re su lts  o f o ff ic e  P and o f f ic e  Q, the maximum 

upper l im i t  fo r  new business production could roughly be ca lcu la ted 
as being equiva lent to  one thousand two hundred p o lic ie s  in  the f i r s t  

.-ear and 14 per cent per annum growth th e re a fte r . The re su lts  o f 
th is  ca lcu la tio n  are shown In Figure 4 .4 , in d ica tin g  tha t at 14 per 
cent per annum new business growth, shareholders w i l l  be financ ing  
the company fo r  th ir te e n  years.
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I f  on the o ther hand the o ff ic e  is  to  balance actual expenses w ith  

those allowed fo r  in  the oremium, and thereby l im i t  the dra in  on 

shareholders' funds, the o f f ic e  w i l l  need to  w r ite  a minimum o f
approximately e igh t hundred p o lic ie s  in  the f i r s t  year w ith  7 per 
cent per annum growth th e re a fte r.

Although these examples are f a i r l y  elementary in nature, they do
i l lu s t r a te  the importance which d ire c to rs  and managers o f a l i f e

o f f ic e  must place on keeping the o f f ic e  w ith in  the ' co rr id o r fo r  

development' found between these two l im i ts .  Obviously, i t  is  
preferab le fo r  managers to  t r y  to  s teer towards the maximum

production l im i t  ra the r than the min:nun;, p rov id ing  the q u a lity  o f

the business does not d e te r io ra te . In th is  case the o ff ic e  is  
trad ing  p ro f ita b ly  and p r o f i t  expectation is  being reached or

improved upon fo r  each p o lic y . As the company is  trad ing  p ro fita b ly  
i t  would oe much eas ie r to  a t t ra c t  a d d itio n a l ca p ita l or obtain 
assistance from a reassurance company. I t  is  not appropriate to  
deal w ith  the m attr inanc ia l assistance from reassurers here as
th is  is  done in  the g chapter. I t  would s u ff ic e  to  say th a t

the use o f reassure. finance could be useful to  cover an in te rim

period o f years wh’ Ie the ca p ita l o f the l i f e  o f f ic e  is  being
expanded, or to  liv e  the l i f e  o f f ic e  time during which to readjust

marketing s tra tegy.

fc ) Surplus and P ro f it  Sources
When the L ife  Fund exceeds the value o f po licyho lde r l i a b i l i t i e s ,  the 

surplus generated may have arisen from several d if fe re n t sources:

( i ) ' U nderw riting ' or ' m o r ta lity ' p ro f i ts  are said to  have been

made when actual death and d is a b il i t y  claims experienced are lower

than those an tic ipa ted  in  the premium ca lcu la tio n  bas is . M o rta lity  

p ro f its  normally emerge s te a d ily  w ithou t wide f lu c tu a t io n ,  provided
the l i f e  o f f ic e  has taken care to  reassure the sum at r is k  o f each
p o licy  in  excess o f a ce rta in  p re-estab lished le v e l.

This is  re fe rred  to  as the company’ s ' re te n tio n ',  and in  th is  way 

companies can ensure th a t they are not exposed to  losses from a few



I f  on the other hand the o f f ic e  is  to  balance actual expenses w ith  

those allowed fo r  in  the premium, and thereby l im i t  the dra in  on 

shareholders' funds, the o f f ic e  w i l l  need to  w r ite  a minimum o f

approximately e ig h t hundred p o lic ie s  in  the f i r s t  year w ith  7 per 

cent per annum growth th e re a fte r .

Although these examples are f a i r l y  elementary in  nature, they do
i l lu s t r a te  the importance which d ire c to rs  and managers o f a l i f e
o ff ic e  must place on keeping the o f f ic e  w ith in  the 'c o rr id o r fo r  
development1 found between these two l im i ts .  Obviously, i t  is  

preferab le fo r  managers to  t r y  to  steer towards the maximum

production l im i t  ra the r than the minimum, p rovid ing the q u a lity  o f

the business does not d e te r io ra te . In th is  case the o f f ic e  is  
trad ing  o ro f ita b ly  and p r o f i t  expectation is  being reached or
improved upon fo r  each p o lic y . As the company is  trad ing  p ro fita b ly  
i t  would be much easier to  a t t ra c t  a d d itiona l ca p ita l or obtain 
assistance from a reassurance company. I t  is  not appropria te  to  

deal w ith  the m atter o f fin a n c ia l assistance from reassurers here as 

th is  is  done in  the fo llo w in g  chapter. I t  would s u ff ic e  to  say th a t 

the use o f reassurance finance could be useful to  cover an in te rim  

period o f  years w h ile  the ca p ita l o f the l i f e  o ff ic e  is  being
expanded, or to  give the l i f e  o f f ic e  time during which to  readjust 
marketing stra tegy.

(c) Surplus and P ro f it  Sources

When the L ife  Fund exceeds the value o f po licyho lde r l i a b i l i t i e s ,  the 

surplus generated may have arisen from several d if fe re n t sources:

( i )  ' U nderw riting ' or 'm o r ta lity ' p ro f i ts  are said to  have been 
made when actual death and d is a b i l i t y  claims experienced are lower 
than those an tic ipa ted  in  the premium ca lcu la tio n  basis. M o rta lity  

p ro f its  normally emerge - o ad ily  w ithou t wide flu c tu a tio n , provided 
the l i f e  o ff ic e  has tak n care to  reassure the sum a t r is k  o f each
p o licy  in  excess o f a ce rta in  p re-estab lished le v e l.

This is  re fe rred  to  as the company's ' re te n tio n 1, and in  th is  way 
companies can ensure th a t they are not exposed to  losses from a few
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abnormally large cla im s. (See Chapter V fo r  a discussion o f  the 
ro le  o f reassurance in  the p r o f i t a b i l i t y  o f a l i f e  o f f ic e . )  Newly 

estab lished and small l i f e  o ff ic e s  w i l l  usua lly  only hold a low 

re ten tion  in  order to  s ta b il is e  the emergence o f p ro f i ts  and to  

p ro tect th e ir  solvency. The payment o f isassurance premiums w i l l  
n a tu ra lly  reduce the p r o f i t a b i l i t y  o f the o f f ic e ,  but a s ig n if ic a n t 

portion  o f th is  extra  expenditure can be recovered by tne l i f e  o ff ic e  

through the medium o f commission paid to  i t  by the reassurer, and 

through an arrangement which allows the l i f e  o f f ic e  to  p a rt ic ip a te  in 
any p ro f i ts  experienced by the reassurer. (A study o f reassurance 
tre a ty  arrangements is  a necessary p re re q u is ite  fo r  the ch ie f 
executive wishing to  maximise the p r o f i t a b i l i t y  o f h is l i f e  o f f ic e  - 

See Chapter V.)

( i i )  In the c a lcu la tio n  o f premium ra tes , an allowance is  made fo r  
the heavy i n i t i a l  expenses expected, and a major fa c to r determining 
whether a surplus arises fo r  the l i f e  o f f ic e  in  th is  area is  whether 

the o f f ic e  can keep w ith in  these l im i ts .  In the long term , the 
o f f ic e  would budget fo r  a small surp lus to  a rise  re g u la r ly  by 
charging in  the premiums fo r  more than the a n tic ipa ted  expenses. In 

an in f la t io n a ry  period however, th is  margin is  d i f f i c u l t  to  re a lis e , 
and in  p ra c tice  actual costs may exceed the margins provided. The 

effect, o f in f la t io n  on p r o f i t a b i l i t y  is  examined In Section 2 (e) o f 
th is  Chapter.

(111) As is  evident from Table 4 .1 , a l i f e  o f f ic e  is  l ia b le  to  large 

losses i f  a s ig n if ic a n t ly  large number o f p o lic ie s  lapse in  the ea rly  

years before the in i t i a l  expenses and commissions have been 

recovered. I t  is  there fo re  essentia l tha t a l i f e  o f f ic e  should 
monitor i t s  premium ' pers is tency ' . p a r t ic u la r ly  in  the esMy years in 

order to  ensure tha t i t  is  not los ing  only ch-2 p o te n tia l fo r  the 
emergence o f fu tu re  p r o f i t s ,  but a lso the money consumed In the 

a c q u is itio n  o f the new business wnen i t  was f i r s t  w r it te n .

( fv )  A major source o f p r o f i t  or surplus fo r  a l i f e  o f v ice is  the 

earnings obtained d ire c t ly  or in d ire c t ly  from Investments. In 

tra d it io n a l p o lic ie s , l ik e  whole l i f e  and endowment assurances, the



o f f ic e ,  when f ix in g  i t s  p o licy  terns and cond itions , gives a long 

term in te re s t ra te  guarantee to  the p o licyh o ld e r. The o f f ic e  w il l

record a p r o f i t  or a loss i f  i t  can achieve, over the l i f e  time o f
the p o lic y , an investment earning above or below the guaranteed

ra te . Surpluses from investments re la te  to  the s ize o f assets and
reserves and hence the bulk o f the surpluses are earned towards the
end o f the p o licy  con tract when reserves have been b u i l t  up.

(v) In the case o f 'l in k e d ' business (See Chapter I I I  fo r  a

descrip tion  o f 'U n ku d ' business) po licyho lders  b e n e fit d fre c t ly  from 
the investment performance o f the l i f e  o f f ic e  which norm ally receives 
a 'management fe e ' re la ted  to  the s ize and growth o f the fund . The

management fee is  g ften the p r in c ip a l source o f surplus in  these 
con tracts , and the re fo re  b e tte r investment performance means d ire c t ly  
be tte r o f f ic e  p r o f i t s .

(d i Premium Formulations and P ro f it  P ro jec tions : Model I I

The tra d it io n a l method o f f ix in g  premium rates is  to ca lcu la te  the

discounted value o f the to ta l outgo ( i . e .  b e n e fits , commissions and

expenses) o f the p o lic y , Inc lud ing  an allowance fo r  m o rta lity  ( i . e .  

expected death and d is a b i l i t y  claims -  See Chapter I I I  above) and 
in te re s t, and assuming tha t i t  is  not lapsed or surrendered, th is
value is  then d iv ided  by thp discounted value to  the o f f ic e  o f a
premium o f one rand per annum over the term o f the p o lic y . A

sp e c ific  margin fo r  p r o f i t  can be b u i l t  in to  the c a lcu la tio n  but
genera lly the allowance fo r  a p r o f i t  margin is  made by using
assumptions th a t are more conser/a tivo  than those the o ff ic e
an tic ipa tes  fo r  the fu tu re .3

Though th is  method o f premium ca lcu la tio n  may be su ita b le  fo r  an

established o f f ic e  w ith  no financ ing  s tra in  problems, i t  is  qu ite  

unsuitable fo r  a developing l i f e  o f f ic e  as there is  no measure o f the
expected p ro f i t  on a con tract in  absolute terras such as re turn on
shareholder c a p ita l.  In add ition  there is  no in d ica tio n  o f the
amount o f financ ing  s tra in  incurred when a p o licy  is  w r it te n , and

there is  no measure o f the loss or extra  p r o f i t  th a t could a rise  i f  

the actual experience d if fe rs  from th a t an tic ipa ted  by the o f f ic e .



TABLE 4.2



An adequate premium would be th a t which, a llow ing fo r  expected

lapses, commissions, c la im s, expenses, frequency o f premium, and a l l  

other variab les discussed in  th is  Chapter, is  l ik e ly  to  leave the 

l i f e  o f f ic e  w ith  an adequate re tu rn  on shareholder c a p ita l.  Though 
there are many methods o f ca lcu la tin g  the adequacy o f a premium, the 
return on shareholder ca p ita l seems today to be one o f the more
im portant fac to rs  (See Chapter XI below). Another important 

consideration in  f ix in g  p o licy  premiums and cond itions is  whether an 

adequate amount o f p r o f i t  is  l ik e ly  to  bo obtained on each sa le . 
For example, the re turn on ca p ita l o f a ce rta in  type o f term 

assurance may be high but tne amount of p r o f i t  per sale may be so low 

tha t i t  is  not worth ty in g  up a salesman's tim e, making a marketing 

e f fo r t ,  or s e ttin g  up an adm in is tra tion  system fo r  such a poor re turn 
on e f f o r t .  In  such a case i t  would be b e tte r  to  d ire c t e f fo r ts
towards .1 :roduct which has a lower re tu rn  on ca p ita l but a la rge r
po ten tia l p r o f i t  per sa le .

C a lcu la ting  the amount o f p r o f i t  per p o lic y  can be obtained from a 

o ro je c tio n  o f the type shown i r  Table 4.2 using the fo llo w in g  

assumptions. The p o lic y  type is  a "savings p lan" endowment w ith  a 
term o f twenty years; the average premium is  assumed a t R50,00 per 

irsnt1* er p o lic y ; commission has been Cc.lculated a t 50 per cent o f 
annual premium in  the f i r s t  year and 2,5 per cent renewal each year 

th e re a fte r; expenses are a t 50 per cent o f annual premium in  the
f i r s t  year and 7,5 per cent every year th e re a fte r; claims and 
surrenders nave been allowed fo r  a t appropria te ly  re a l is t ic  rates and 
investment income has been ca lcu lated on net premium income during 

the period i t  is  assumed to have been held; m o rta lity  has been 

ca lcu la ted on the 5A 56-b2 Select tab le  and lapses have been assumed 
at 25 per cent in  the f i r s t  year, 10 per cent in  the second year and 

4 per cent every year th e re a fte r; l i a b i l i t i e s  are ca lcu la ted as 
typ ica l fo r  the p o licy  type and I t  is  assumed th a t 1 200 p o lic ie s  are 

sold a t the beginning o f the f i r s t  year w ith  a to ta l in i t i a l  annual 

premium o f R720 000.

The re su lts  o f these assumptions are set out in  Table 4 .2 . I t  w i l l  

be observed th a t a t the end c f  year one premiums in  force have been



assumed to  to ta l R589 272. A t 50 per cent commission th is  means 
tha t a to ta l o f R294 636 would have been expended in  commissions and, 

bases on 60 per cent o f the f u l l  i n i t i a l  premium o f K720 000, 
expenses are ca lcu la ted at R432 000. Using the SA 56-62 Select

M o rta lity  Table, claims are assumed a t R7 236, and no surrender 
values are assumed a va ilab le  in  the f i r s t  yea r. Investment income 
o f R8 388 is  assumed to  have been earned on net premiums in  hand. 

The 'L ife  Fund1 is  there fo re  equal to  the net re s u lt of premiums 

received plus investment income less commissions, expenses and claims 
paid. In year one th is  amounts to  minus RI36 212. To th is  amount 
must be added the a c tu a ria l l i a b i l i t y  reserve created in  the year o f 
R222 136, crea ting  a to ta l s h o r t fa ll at the end o f year one o f minus 

R358 398. The cumulative s h o r t fa ll to  date w i l l  there fo re  be the 
same amount.

At the end o f year two, i t  w i l l  be noted tha t a surplus o f f<131 250 
has been generated fu r  the year and th is ,  added to  the previous years
accumulated s h o r t fa l l ,  reduces the accumulated s h o r t fa ll to  minus

R227 148. A t the end o f year th re e , due to  increased claim s, 
surrenders ana l ia b i l i t i e s ,  the s h o r t fa ll has been increased by

R4 467 but every year th e re a fte r the s h o r t fa ll is  reduced u n t i l  i t  
becomes a surplus o f R45 615 at the end o f year e ig h t. Every year 

th e re a fte r the accumulated surplus improves u n t i l  a t the end o f year 
twenty a fte r  a l l  p o lic ie s  have been matured, a surplus o f R755 873 

has been accumulated by the l i f e  o f f ic e .  This reoresents an
investment re turn o f 15,4 per cent per annum on the ca p ita l invested 
in  the ea rly  pa rt o f the l i f e  o f th is  plan.

The assumptions in  the p ro je c tio n  can be subsequently varied in  order 

to  show the e ffe c t on the o f f ic e  i f  the assumptions in  the premium 
c a lcu la tio n  do not m a te ria lise . In th is  way the maximum and minimum 
l ik e ly  re t irn s  tha t the o ff ic e  can a n t ic ip , .e  may be determinoa.

(e) In f la t io n :  P r o f i ta b i l i t y  and Policy Construction

In f la t io n  has a h igh ly  degenerative e ffe c t on a l i f e  o f f ic e .  In

cr - 'tr ie s  where high in f la t io n  is  p reva len t, people are d is in c lin e d



to  e ffe c t  long term savings plans and the only plans which tend to  be 

sold are term assurances, o ften w ith  a prov is ion  to  increase both sum 

as'ured and premium au tom atica lly  in  l in e  w ith  in f la t io n  each year. 

This e ffe c t o f in f la t io n  on po licyho lde r a tt itu d e s  can considerably 

shrink the market fo r  savings type plans and the re fo re  a dec line  in  
average premiums and gross premium rece ip ts  is  o ften in e v ita b le .

In f la t io n  can a lso have the e ffe c t o f making once p ro fita b le  business 

h igh ly u n p ro fita b le , An example o f th is  may be found in  the old 

In d u s tr ia l L ife  p o lic ie s  sold by companies l ik e  the A frican  L ife  
Assurance Company in the ea rly  nineteen hundreds, during both world 
wars and the la te  nineteen fo r t ie s ,  when in f la t io n  was not a t the 
leve ls  experienced during the nineteen f i f t i e s  and la te r .  A p o lic y , 

the premium fo r  which was two s M llin g s  per week in  1949, and which 
provided fo r  the manual c o lle c t io n  o f premiums by a sa la ried  member 
o f the l i f e  o f f ic e  each week, w i l l  today prove to  be h igh ly  

u n p ro fita b le . The mere cost o f premium c o lle c t io n , le t  alone other 
o ff ic e  a d m in is tra tive  expenses, would fa r  exceed the premiums 

c o lle c te d . In such a case, i t  is  o fte n .w ise s t fo r  the l i f e  o f f ic e  
to  o f fe r  tnc p o licy  owner a generous surrender value and to
th e re a fte r term inate the p o lic y .

Unless a l i f e  o f f ic e  can face the marketing challenge posed by 
in f la t io n ,  losses car. be sustained on a l l  e x is tin g  p o lic ie s  in  due 

course. To prevent th is  an o f f ic e  would have to  become increas ing ly  

more e f f ic ie n t  so as to  maintain the cost per p o licy  a t a constant 
value. A lte rn a tiv e ly , i t  must receive accelerated investment

earnings and other management charges th a t can compensate fo r  the 
e ffec ts  o f in f la t io n .

The in f la t io n - lin k e d  plans which have been promoted by the l i f e  
o ffice s  in  recent years can be seen as another attempt to  overcome
the challenge o f in f la t io n .  The automatic annual increases in  

premium and sum assured not only have the e ffe c t o f p ro tec ting  the
po licy  owner against the ravages o f in f la t io n  on his l i f e  assurance 
prov is ions , but al?o have the e ffe c t o f maintaining the l i f e  o f f ic e s ' 

real average premium size and management charges.



Another possible e ffe c t o f in f la t io n  is  tha t monetary growth can be 

fas te r than budgeted expansion and there fo re  increase financ ing  

s tra in s . This w i l l  fu r th e r  aggravate the problems discussed in 
Sections 2 (a) to  2 (d) above. In f la t io n  demands th a t the o ff ic e  

irust expand in  order to  keep i t s  expense ra tio s  under c o n tro l. This 

growth creates greater demands fo r  ca p ita l and th is  expansion leads 
to a fu r th e r delay in  the emergence o f p r o f i t s .  This fa c t makes i t  
less a ttra c tiv e  fo r  shareholders to  put up more ca p ita l and the 

o ff ic e  is  put in  the unenviable p o s itio n  o f having to  keep on

c<panding In order to conta in  expanse ra t io s , ana a t the same time 
attc'Tipt tu  pui audde biidruiio loers o f tne a ttrac tiveness  o f provid ing 

extra ca p ita l and fu rth e r d e fe rring  p r o f i t s .  This is  o ften an 
impossible task.

J. ASSESSING THE DEVELOPMENT OF LIFE OFFICES

Probably the cost important s ing le  piece o f in form ation on the

progress o f any L ife  O ffice  is  the v a lu a to r's  (a c tu a ry 's ) va luation 
re p o rt. This report w i l l  show the size o f the present value o f the 
l i a b i l i t i e s  which have been assumed by the L ife  O ffice  in the course 

of w r it in c  and n a in ta in in j i t s  assurance p o lic ie s . A fte r 
Lonsi<:ermg tne ac tu a ria l p ro b a b ilit ie s  o f having to  pay death, 

■ iis a b illty  and m a tu rity  claims in  the fu tu re , the va lua to r makes 
assessment o f the present v jlu e  o f such fu tu re  bene fits  and, a fte r  
deducting the present value o f fu tu re  premiums net o f expenses and an 
iMowance fo r  fu tu re  bonuses, these arc then re fe rred  to  as the 
'a c tu a ria l l i a b i l i t i e s '  o f the L ife  O ffice .

The oresent value o f these l ia b i l i t i e s  is  compared w ith  the current

value o f the to ta l not assets o f the o f f ic e  and comment can then be

passed on the solvency o f the o f f ic e .  I f  the to ta l value o f a l l  

assets exceeds to ta l ac tu a ria l and curren t l i a b i l i t i e s ,  then the 

o ff ic e  can be said to  have a 'su rp lu s ' from which trans fe rs  may be 
i.tide to  shareholders in  the case o f p ro p rie ta ry  o ff ic e s , or which may 
be uFed fo r  other purposes, o ften  fu rth e r reserves, by mutual 

o ff ic e s . For mutual o f f ic e s ,  which have no shareholders from whom 

to c a ll fo r  add itiona l ca p ita l in  time o f need, these add itiona l 
reserves are o f p a r t ic u la r  Importance,



In analysing h is va lua tion  re p o rt, the company va lua to r w i l l  wish to  

have regard not, on ly to  the solvency o f the l i f e  o f f ic e  a t the 

va luation date, but also to  curren t investments and matching
requirements, the nature o f the p o lic ie s  so ld , th e ir  guarantees, 

th e ir  expense le ve ls  and th e ir  m o rta lity  experience. He would also 
wish to  prepare an analysis o f the causes o f surplus or s h o r tfa ll 
tha t have arisen in  order to  evaluate whether performance has been 
be tte r or worse than th a t p rev iously predicteo and an tic ipa ted  in  the 
premium rates and l i a b i l i t y  va lua tion  bases.

more shareholders1 funds i t  is  im portant fo r  shareholders to  know 

whether th is  is  because o f new business s tra in ,  poor tra d in g  resu lts  
or unfavourable investment experience.

In a d d it io n , shareholders would want to  know o f changes in  the 

va luation basis a r is in g  from the va lu a to r 's  changing assumptions 
a r is in g  from such th ings as changing m o rta lity  experience and

in te re s t expectations, e tc . ,  and the p rov is ion  fo r  any add itiona l 

contingencies.

(a) Day to  Day Evaluation

The performance o f an o f f ic e  can be analysed in  great depth at 
frequent in te rv a ls . However, the danger o-r th is  approach is  th a t 

too many s ta t is t ic s  may be produced and underlying trends may not be 

d is tingu ished . Conversely, to  await the f in a l year-end or triennium  
re su lts  would be equally unsa tis fac to ry  because o f the long delay 
before id e n t if ic a t io n  o f d e te rio ra tin g  re su lts  and the tak ing  o f 
co rre c tive  a c tio n . I t  is  there fo re  important to  generate s ta t is t ic s  

re g u la rly  (usua lly  monthly) which monitor those main in fluences on 
the re su lts  o f the o f f ic e  which were discussed above.

There are several measurements which a L ife  O ffice  may wish to 
implement fo r  the regu la r m onitoring o f i t s  emerging re su lts  but 

these w i l l  undoubtedly cover the fo llo w in g  main areas:



( i )  Production of Hew Business. This can be measured d a ily  in  
terms o f both submitted and accepted new business and by in d iv id u a l 

in term ediary, branch, region and the company as a whole. (Analysing 

by in d iv id u a l and by geographic lo ca tio n  can be an extremely useful 

day to  day management t o o l .)

Another important measurement to  be applied to  new business, is. art 
analysis o f what percentage o f the new business is  coming from 

brokers, from company agents and d ire c t ly  from the p u b lic . In order 

to  i l lu s t r a te  th is  p o in t, Table 4.3 shows an example o f how broker 
support nay hp analysed. W ithin the hrnkor =n analysis

o f which brokers are supporting the company, an estimate o f the 

percentage o f th e ir  to ta l business which is  coming to  the o f f I t  and 
whether these brokers are Independent or members o f in s t i tu t io n a l 

brokerages, w i l l  be o f great s ig n ifica n ce  to  the sales and marketing 
arms o f the o f f ic e .  Too much dependence on support from any 
p a r t ic u la r  source is  not considered healthy fo r  any l i f e  o f f ic e ,  and 
o ffic e s  w i l l  draw th e ir  own conclusions regarding the appropriate 
management steps to  be taken in  each esse. Table 4.3 i l lu s t ra te s  a 
hypothetical example o f the nature o f analysis required under th is  

heading by the broker d iv is io n  o f a l i f e  o f f ic e .  I t  w i l l  be

observed th a t in  th is  example, the o f f ic e  concerned has w ritte n

R500 000 in f i r s t  year annualised new business premium during the 
month. This has been provided as to  45 per cent by broking 
in s t itu t io n s  A, B, C, 0 and E. T h ir ty  per cent was received from 
broking houses F, 6, H and I ,  and a cotal o f 25 oer cent was received 

from independent brokers J , K and L and o the rs . Some o ff ic e s  may be 

s a tis f ie d  w ith  th is  mix o f support, w h ils t others may wish to  be more 
w ide ly represented by small independent brokers country-w ide.

( i i )  Q ua lity  o f Mew Business. Concurrently w ith  measuring the 

volume o f new business w r it te n ,  l i f e  o ff ic e s  are obliged frequently
to  measure the q u a lity  o f such new business, not only in  terms o f 
m o rta lity  experience but also in  terms o f premium persistency 

experience. Early lapses in va ria b ly  lead to  losses and i t  1s 
there fo re  im portant th a t o ffic e s  on ly accept new business which has



BROKER SUPPORT ANALYSIS

■M BUSINESS 
(API)

In a tltu tiana:

8 60 000 30 R 600 GOO
56 000 32 600 000
96 000 46 900 000
36 000 21 420 000
20 000 11 180 000

Becking Houses:

R 50 000 21 R 480 000
34 000 20 420 000
78 000 40 720 000
16 000 10 180 000

Independents: (Support AOOVE 5Si

Independents: (Support UNDER 5S)

OTHER R 14 0

10 R 540 000 9
7 360 000 6
5 300 000 5

6 R 300 000 5

R500 000 259 R6 000 000 1003
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a high expectation o f premium pers is tency. Trsre are several 
measures which may in d ica te  the persistency expectation o f a

p a r t ic u la r  p o licy  and i t  is  important th a t these measurements are 

applied at the very in i t i a l  new business le ve ls  w ith in  the l i f e  

o f f ic e .  In te rm ed ia ries, th e ir  consultants and managers should apply
s t r ic t  con tro ls  on the q u a lity  o f business which they are prepared to  
accept. Ind ica tions o f th is  q u a lity  l i e  in  very many areas but

include such th ings as the age o f the l i f e  to  be assured, his

occupation, m arita l s ta tus , size o f premium on the p o licy  applied fo r
and the method by which he intends to  make h is  premium payments. 

For example general indus try  experience is  th a t monthly cash over the 
counter cases have an extremely poor persistency expectation w h ils t 

deb it orders e le c tro n ic a lly  processed on curren t accounts and c re d it 
cards have the best.

The u ltim a te  measurement o f the q u a lity  o f new business w r it te n  is  o f 
course the actual premium persistency experienced,. In order to  
measure FIRST YEAR premium persistency experience on any one p o lic y , 
one must w ait to  see whether the second annual premium or the
th ir te e n th  monthly premium w i l l  be received. ( I f  not received, the

p o licy  becomes a f i r s t  year lapse .) In order to  measure the AVERAGE 

f i r s t  year premium persistency o f an e n tire  fin a n c ia l ye a r's  new 
business th e re fo re , one has to  w a it u n t i l  the th ir te e n th  premium on 
the la s t  p o licy  sold in  th a t year has been paid, i . e .  a t least 
tw e n ty -five  months a fte r  the commencement o f the fin a n c ia l year. 
This is  an unacceptably long period o f time between the measurement 

o f re su lts  and the tak ing  o f any necessary co rre c tive  a c tio n . Many

o ffic e s  have there fo re  developed th e ir  own formulae fo r  the
p ro jec tion  o f expected f i r s t  year premium persistency experience, 
based on actual experience in  the ea rly  months o f the l i f e  of 

p o lic ie s  c u rre n tly  in  fo rce . Whatever measurements o ffic e s  choose 

to  apply to  the q u a lity  o f the new business th a t is  w r it te n , i t  is  
important th a t these measurements are applied c o n s is te n tly  and a t the 
e a r lie s t  stages o f the new business process. The emerging TREND

w il l  then qu ick ly  ind ica te  curren t new business q u a lity .  Table 4.4 

i l lu s t ra te s  the essentia l in form ation necessary to  id e n t ify  such
trends on a monthly basis. I t  shows the percentage



TABLE 4.4
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of new business premium projected to  renmin in  force a f te r  i t  was
w ritte n  in  1984, 1985 and 1986. The 1982 and 1983 figu res  represent
the actual ( f u l ly  exposed) average persistency o f f i r s t  year premium 
w ritte n  in  those years.

When review ing the q u a lity  o f new business w r it te n ,  reference to  

m n-b 'd ity  and m o rta lity  experience is  also necessary. Hence these 
facto rs  also need regular measurement as they w i l l  not only ind ica te

the underw riting  standards being app lied , but w i l l  show how adequate
are the provis ions which haw been made fo r  tht-se fa c to rs  In  the 

premium ra tes .

( i i i ) Management and S ta f f in g . A monthly measurement o f the number 

of ,'Hople employed in  both a d m in is tra tive  and sales capacities 
throughout the organisation and i t s  branch network is  an important 
in d ica to r o f the long term success p o te n t ia l. Lack o f depth in  
management, u n f il le d  vacancies or d ec lin ing  sales force numbers are 

warning lig h ts  v-hicn are ignored a t the p e r il o f a developing l i f e  

o f f ic e .  Indeed, even fo r  estab lished l i f e  o ff ic e s , these are 
important in d ica to rs , A.ja!n, analysis by branch, region, and 

company w i l l  ass is t management in  deciding on what steps should be 
taken and where.

( iv )  Q ua lity  o f Management and S ta f f in g . There are several 
measurements which may be employed to  measure the q u a lity  o f the 
human resources employed by a l i f e  o ff ic e  and as the company grows 

la rg e r, these measurements should become less sub jective  and much 
more o b jec tive  in  nature.

The o f f ic e  may fo r  example obtain an in d ica tio n  o f the q u a lity  o f a 

oranch manager by measuring the number o f men in  his employ, the 

length o f th e ir  employment w ith  the o f f ic e ,  th e ir  personal production 

and persistency leve ls  and, most im portant o f a l l , the sta te  o f th e ir  
commission accounts. A monthly measurement o f the amount o f money 

spent by each branch and regional manager by way o f commission 

advances during the development o f new salesmen is  essentia l to  a 

sound management o f the branch network. A comparison must be made 
between the amount o f commission due and the



amount o f fin a n c ia l support given in  each case. Unsuccessful 

management o f the development financ ing  o f the broker and agency 

d iv is io n s  o f the o f f ic e  can lead to  serious fin a n c ia l embarrassment
w ith in  a very short period indeed.

The development o f the necessary management expertise  is  there fo re  a 
fu r th e r Important day to  day in d ica to r fo r  management to  watch and 
the heads o f the re levant d iv is io n s  should have as one o f th e ir  
monthly p r io r i t ie s  the m onitoring o f the formal and on the job 

t ra in in g  received by the s ta f f  under th e ir  c o n tro l.  In a d d itio n , 

acco u n ta b ility  systems must be developed fo r  the pena lisa tion  o f 

unsuccessful development financ ing  and the reward o f i t s  success, 
pre fe rab ly  on a monthly basis.

(v) Expense C o n tro l. I t  is  important tna t a l l  d iv is io n s  and 
branches o f the l i f e  o f f ic e  have a c le a r understanding o f the expense 
budget to  which they are expected to  adhere and th a t these are 
monitored fre q u e n tly , p re fe rab ly  every month. When the expense 

budget is  agreed at the beginning o f each fin a n c ia l year, a 
comparison o f the proposed expenses to  the expected co n tr ib u tio n  o f 
the various d iv is io n s  and branches must obviously be made. I t  has 
been found tha t w ith in  the branch network, a good guide to  branch 

p r o f i t a b i l i t y  is  a comparison o f expenses to  new business annualised 
commission income not o f f i r s t  year lapses, surrenders and claim s. 

Likewise, in  the adm in is tra tive  d iv is io n s  o f the company, expense
ra tio s  may be linked  to  such th ings as number o f cases processed, 

en tries  made or transactions recorded. Other measures o f
adm in is tra tive  and management p ro d u c tiv ity  have been developed and 

used w ith  some success, but the ove rrid ing  consideration is tha t 
these measurements should be applied re g u la rly  and co n s is te n tly  so 

th a t trends can bo id e n t if ie d ,  and tha t a l l  members o f s ta f f  should 
be aware o f the s ign ificance  o f each item measured.

( v i ) A dm in is tra tive  E ff ic ie n c y . O ffices need to  develop measures

to  in d ica te  progress in  adm in is tra tive  e ff ic ie n c y . These w i l l  vary 

from o ff ic e  to  o f f ic e  and from one a d m in is tra tive  department to  
another. However, each department should have standardised ta rge ts



in those areas which are measurable. A dm in is tra tive  e f f ic ie n c y  is  

one o f the more d i f f i c u l t  areas to  measure but many o ff ic e s  have 

successfu lly  implemented such measures, however Im perfect, to  the 

e ve rlas ting  b e n e fit o f the o rgan isa tion . The meeting o f deadlines 

fo r  the in s ta lla t io n  o f new computer programmes is ,  fo r  example, one 
means o f measurement. Measurements o f the number and d a ily

d is tr ib u t io n  o f p o lic ie s  processed in  the new business, p o licy  
a lte ra tio n s  and claims departments is  another measure. The number 

o f e n tr ie s  made or transactions dea lt w ith  in the b i l l in g ,  

commissions and accounting departments can also be used. A ll of 

these measurements can be re la ted  to  the s ta f f in g ,  f lo o r  space and 
overheads o f each department and the company norms should be made 

known to  a l l  w ith in  each department.

( v i i )  M onitoring o f Investment A c t iv i t y . P ro jections o f cash flows 

fo r  investment purposes should be made a t the beginning o f each year 
and these compared w ith  the actual flows experienced. O ffice  p o licy  
w ith  regard to  the manner in  which the monies are dealt w ith , the 
speed w ith  which they are dea lt w ith  and the avenues in which they 

are invested must oe established and means fo r  monitoring actual 

resu lts  in  each o f these areas should be developed. Investment 

performance is  a major determinant o f o f f ic e  p r o f i t a b i l i t y .  (See 
Section 2 (c) above).

A regu la r (p re fe rab ly  monthly) report on what Investments were 
traded, what p ro f i ts  and losses where rea lised  and what re su lts  have 

oeen a tta ined  should be produced fo r  sc ru tin y  by the actuary, 
Investment manager and others w ith in  the organisation who are 

concerned w ith  investment re s u lts . Actual in d iv id u a l p o r t fo lio
performances compared w ith  previous years, p ro jec tions  and recognised 

market ind ices should be produced fo r  each o f the major investment 
avenues as discussed in  Chapter V I I I ,  and c r i te r ia  fo r  new 
investments set in  the l ig h t  o f changing economic, p o l i t ic a l and 

investmen* circumstances as experienced from time to  tim e. These 

measurements and reports should be so designed as to  make i t  possible 
fo r  management to  make competent decisions in  regard to  company 
p o licy  and the fundamental p rin c ip le s  as discussed in  Chapters V II I ,  
IX and X.



( v l i i ) F inancial R esu lts . The balance sheet and revenue account, 

an example o f which is  shown in Table 4 .7 , are among the most

important measurements o f company re su lts  which may be taken at 

regular in te rv a ls  during the fin a n c ia l year. Table 4.7 is more

f u l ly  discussed in  the 'Explanatory Notes' a t the end o f th is  
Chapter. The Table summarises the net re su lts  achieved in  each and
every ar a w ith in  th , l i f e  o f f ic e  and show progress against the 
budgeted and the previous ye a r's  experience. However, when read in 
is o la t io n  o f the seven above mentioned repo rts , th is  report may be 
qu ite  m isleading. Like a l l  commercial tra d in g  company revenue and 

balance sheets, a thousand sins may be hidden from s ig h t and thus the 
importance o f the fu r th e r illu m in a tio n  provided by the reports 
emanating from areas ( i )  -  \ v i i )  above.

( ix )  Analysis o f Product P r o f i t a b i l i t y . In order to  analyse 

whether ones products are generating the amount o f p r o f i t  i n i t i a l l y  
envisaged in the time expected (See Section 2 above), one should 
analyse trends and the period i t  has taken fo r  new products to  break 
even. Jsu a lly , an actuary w i l l  be required fo r  th is  purpose and 

w il l  check tne s ize o f tne in i t i a l  investment fo r  each product to

determine I f  one is  a c tu a lly  spending less or more money fo r  each 
p o licy  than expected and compare the p r o f i t a b i l i t y  o f one's own 
product lines  w ith  indus try  norms where poss ib le . In a d d itio n , an 
analysis o f tne q u a lity  o f one's earnings w i l l  es ta b lish  not only how 
much p r o f i t  (or loss ) eacn product is  generating but also where i t  is 

coming from, In each product one should determine the re la t iv e
s e n s it iv i ty  o f p ro f i ts  to  persistency, surrender and paid-up values,
actual expenses, in te re s t rates and m o rta lity  experience. This, 

taken together w ith  an analysis o f the mix o f products so ld , w i l l  

give every o ff ic e  an in d ica tio n  o f the source o f i t s  p ro f i ts  and

The above nine categories o f measurement cover the main areas which 
w i l l  have the most impact on the f in a l re su lts  emerging from any l i f e  

o f f ic e ,  but they are not exhaustive and each l i f e  o f f ic e  w i l l  have 

i t s  own measurements both w ith in  and w ithout these categories. (See 
Chapter X I).



(b) S tra teg ic  Planning and Managpnent Policy
The long term nature o f the L ife  Industry tsnds to  cause the 

assumption to  be made th a t every l i f e  o f f ic e  w i l l  be open fo r  new 
business in d e f in ite ly  and perhaps, tn a t every l i f e  o ff ic e  shou'id 

w r ite  as much new business a:> possib le .

MthoufiH the p rv a ry  re s p o n s ib ility  o f the d ire c to rs  and managers of 

a l i f e  o ff ic e  is  -.0 ensure tha t o b liga tions  to  both po licyholders and 

sharehu'ders arv m th is  does not necessarily  mean th a t the
l i f e  c - f ic e  mu. w  -ojst open in - ju f iv . ite ly  or t l ia t  there  is  an 
o b iiga t 3n to  v .- ite  u .e r increasing levu ls  o f new business. A fte r
having .:ro v  :eu -o r sa tis fa c tio n  o f po licyho lde r expectations,

shareholders neo. ,v \ , i . i r l y  to  review tn a ir  p o s itio n  and to  e s tab lish  
which )urL.- or jc t:o n  v-ould best serve tn e ir  in te re s ts . Various
course: :c- ' : ou • o l . For exampw, tne l i f e  o f f ic i  jn be kept

open, a .u s in o ^ j .an .e  financed jno enhanced p ro f its  can be 
re cen . . e c ite  %rj d is ta n t rutL.ru. A lte rn a tiv e ly , the l i f e  
o ff ic e  ... r  be '.apt '.xvr out w ith  re c v ic te d  le ve ls  o f  new business 

heing /  ' ton t r a t  • -jw l;u'‘ inoss s tra in  is  lim ite d  and smaller

p r o f i t :  v '-w  r  -H e r  date. Yet again, the o ff ic e  can be

close- : • uv. _ . d s f ’ j  business administered at re la t iv e ly
low . c t ru-" , r  rc ;;ced surpluses taken in  the shortest

poss

Tnc- • .men cou' .-J to  * j l lo w  is  important as i t  w i l l  serve to
<_rvc- J t j  :::un,;jemeri‘  i? the development and execution o f

pci y . T.’iere are, hc«w:v, , inherent dangers awaiting the
^r.^s p e -.tjr  -i tne uui-'.t to  '.no, . > the co rrec t course.

/  adop tir a Ion ; term v ii . the damjor is  th a t althouyh new 

Vjslness -.r.- it li and iiru tit.-, cut ;>o projected to  emerge in  the tu tu re , 

tne Iroraeoijt'j roqu ir-iw u ii to r  inancinij is  g reat. Each yoar sees a 

yrea te r (itnand fo r  ca p ita l und, w h ils t new business growth appears 
good, the date on whim  . iro r its  begin to  emerge is  put fu r th e r and 

fu rth e r out in to  the fu tu re . The short term view may be ju s t  as 

dangerous in tha t the temporary concerns fo r  add itiona l ca p ita l and 
the la U  o f immediate emergence o f p ro f its  may



be over-emphasised and lead to  decisions being made th a t disregard 

the bene fits  o f a healthy long term fu tu re .

C le a rly , i f  the o f f ic e  is  able to  produce and abide by a plan which

w il l  s a tis fy  p re va ilin g  shareholder expectations in  the longer term,
shareholders w i l l  best be served by keepiny the o ff ic e  open. I t  is  
u n lik e ly  th a t a l i f e  o f f ic e  w i l l  be unable to  devise a plan which 
w i l l  improve p r o f i t  expectations b u t, in  such event, consideration 

should be given to  the p o s s ib i l i ty  o f c los ing  the o f f ic e  and to  
running o f f  e x is t in g  business. The plan required 1 commonly known 

as a 'Surplus P ro jection  P la n '.

(c) Surplus P ro jection  Plan: Hodel I I I
Most modern commercial en terprises tend to  develop three to  f iv e  year 
business p lans. These do not appear, however, to  be as important as 
the one year "budgets" demanded by most boards o f d ire c to rs .
Indeed, many ord inary commercial undertakings seem able to  operate 
very successfu lly  w ithou t longer term p ro jec tion  p lans. L ife
o ffice s  are very di Fferent in  th is  regard due to  the long-term  nature

of th e ir  business. As explained in  Section 2 above, i t  is  almost

impossible fo r  l i f e  o ff ic e s  to decide on management p o licy  w ithout 
having made a care fu l assessment o f the long-term im p lica tions  o f 
these dec is ions. For th is  reason a surplus p ro jec tion  plan based on 

the actual re su lts  o f the recent past and on numerous assumptions 

about the fu tu re , is  a most essentia l ingred ien t to  the successful 
management o f any l i f e  o f f ic e .  in  order to  demonstrate this nature 
o f a surplus p ro jec tion  p lan, a p a r t ic u la r  example was developed fo r  
the s p e c ific  purpose o f th is  work and was extens ive ly  te :te d  in  a

real l i f e  o ff ic e  over several y e ir s .

Tables 4 .5 , 4.6 and 4.7 fo llo w  consequentia lly  upon each other and
represent Model 111. They show how a l i f e  o f f ic e  may develop a
corporate surplus p ro jec tion  plan to  account fo r  the fu tu re  

expectations o f po licyholders and shareholders a lik e .  The program? 

and configura tions shown were developed on an IBM 512kb personal 

computer and research has not revealed any s im ila r  work published in



South A fr ica  to date. The assumptions made and a more complete 

analysis o f the examples shown appear in  the Explanatory Notes at 

Appendix 1 to  th is  Chapter. Because o f the complex and de ta iled  

nature of a surplus p ro je c tio n  p lan , and as i t  is  on ly the essentia l 

purpose o f th is  plan which need be h igh ligh ted  at th is  p o in t, only 
cursory reference is  made to  i t  here. The serious student o f l i f e  

assurance should, however, moke a carefu l study o f the appendix as 

the surplus p ro jec tion  plan co n s titu tes  an important element in  the 
management o f a l i f e  o f f ic e .  Indeed, i t s  p reparation, te s tin g  and 

refinement absorbed a considerable po rtion  o f the time taken on th is

Table 4 .5  shows one ye a r's  analysis o f expected tra d in g  and
investment re su lts  by company new business d iv is io n . The general
management o f eacn company d iv is io n  w i l l , w ith  the assistance o f 
tn e ir  s ta f f ,  develop such an ana lysis fo r  submission to  the ch ie f 
executive. he w i l l  then combine the d iv is io n a l to ta ls  in to  company 
tc tu " anu go on to  develop a surplus p ro je c tio n  report s im ila r  to  
•."at shown in  the example o f Table 4 .6 . In such a p ro je c tio n  he 

snould id e a lly  show several years o f actual re su lts  in  order to 

■ ilio a te  the reasonableness o f h is p ro jec tions  over the next f iv e  to  
ten years. N a tu ra lly , h is p ro jec tions  w i l l  be subject to  an

'expanding funnel of doubt' the fu r th e r in to  the fu tu re  his
pro jection  attempts to  go. However, w ith  experience, and provided 
•:.dnagement is  able to adhere to  ta rge ts  set each year, a f a i r l y  high 
level ..vrridence can be obtained form such pro jec tions  fo r  a t

least the ensuing year or two. Having established the d e ta ils  
required fo r  the generation o f the surplus p ro je c tio n  report as shown 

in Table 4 .6 , the balance sheet and revenue account fo r  any 

p a rt ic u la r  year can be generated and shown as in  the example o f Table 

4 . 7 . This la s t report then becomes the primary reporting  too l fo r  
consideration a t Board meetings during the course o f a fin a n c ia l year 

as i t  contains the summation o f a l l  th a t has gone before in  each area 
and d iv is io n  o f the company.

These three reports , taken in  conjunction w ith  each o the r, u ltim a te ly  

provide a basic means fo r  measuring whether a l i f e  o ff ic e
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TABLE 4 .6 MODEL H I ;  SURPLUS PROJECTION

ABC PROPRIETARY LIFE

IWK IJS2/B3 I

fiu  ausiisss ( k m !  

liy SJS. (Mel o( km.)

fBfilOIS PS81, INCEME 
UMeSTNB/r IIIEM 
CAPiTAL 54IMS Uelhsid) 
MUITf USIIE-iT 
SWEUT (lll»lloi.,SIC.)

OEAIti ilAUS

mrama

SUMDCESS
TBTAL WIUISEJ Mlf-EXIS 
CMiissm

turn am so 

UFE FUI6 WHEASE 
TOTAL LIFE FlilO 
ICT ACT, UTILITIES 
SUWL'JS 31 LIFE FTO 

P/KOIDU SIIUUS 

SUSfLlBiSBBTFALLITO MTE 
FIXED IlflEREn 60j.(ioM lot 
AOJUST.SmifS TO CATE

830 2.3:9

»,2U 72.114 I

«,!» 14,513 IM« m.JM U3.7M ai.M? »l.«; «92,5?4 

U.IH «,JIJ 67,585 M,;?» 122,50? 165,773 223,821 512,157

!,:» M7J *,«: (9,791 12,CM 15.29? 14,615 16,17? 17,695

2,56t 2.510 3,147 3,525

2,«C 2,442 !,?28 3,221

I «,!« ?7,M? 77,335 IH.fil 164,354 215,517 2e3,8«4 375,372 476,121 153,632 681,970

1 ?,ra 16.6.'5 13,401 I9,:i2 24,,'SI 33,444 (5,177 6«,?89 62,334 111,151 159,554

) J,K5 5,1 5 4,474 !.8« 11.7:9 15,52! 20.5J5 27,212 34,123 <7,942 63,418

3 1,490 1,826 2,43? ],!?! 4,445 4,606 8,160 10,734 H,?<3 i?,?36 24,504

I 1,536 1,748 2,634 2,372 2,743 3,218 3,750 4.549 5,050 5,130 1,568

) 14,600 18,779 24,751 32,871 43,714 59,212 77,103 103,555 138,316 184,874 IV.1U

) 14,284 16,433 22,194 2»,M» 48,451 54.592 73,494 99,474 134,252 191,294 2'4,:47

4 9,100 10,900 12,149 15,552 18,442 22,395 26,674 32,249 36,4:8 <6,453 15,726

1 2,324 3.314 2,422 2,J43 3.413 4,482 5,41? ?,121 1,115 11,781 15.340

31,914 40,238 49,324 42,316 81,315 161,422 139,670 193,781 242,400 320,415 424,387 541,119

14,557 18,354 21,242 34,717 44,657 57,952 75,947 100,093 132,172 17V04 259,,45 521,751

106,241 124,725 153,989 188,765 233,341 391,274 317,121 447,204 606.174 777,882 1,016,527 I,138,218

105,729 125.010 152,74? 185,179 225,802 274,778 341,440 124,277 331,356 670,974 853 «3? 1,615,549

441 1:83) 1,239 3,526 7,540 14,415 25,491 42,927 68,920 187,065 162,510 242,769

1,558 1,721 1,904 1,896 1,191 2,891 2,115 2,305 2,420 2,541 2,468 2,302

<1,1171 12,005) 15471 1,430 5,549 12,415 23,496 49,422 44,400 104,4o4 159,922 251,907

(2,7811 (I,MO) (1,1251 (944) 11331 (4751 (5541 (247) (201) (150) (1131 (841

(3,104) (3,565) (1,492) ?S4 4,111 11,930 23,130 41,355 44,280 164,314 151,801 231,822

SWRE HOLOEft CAPITA 
SSI,4 N8HISTMB.IIESV, 

TOTAL Her ASSftS

7,580 ?,:80 7,501 7,501 7,500 7,510 7,508 7,500 7,510 7,500

2,799 2,791 2,780 2,780 2,781 2,760 2,780 2,780 2.780 2,738

4,374 1,775 8,588 11,041 15,194 22,218 33,410 50,155 74,480 114,514

BPBISMIEU 8US. 95,41% 74.79Z 41,45% 32,87% 33,27/ 21,5% 24,2!% 25,57% 26,??% 16,44% 14,41% 14,51% 12,17% 11,55% 16.ZX

Cl«1[S510lflBI.8U8 91.14% 54.84% 57.44% 41,74% 52,61% 45,10% 45,00% 45.10% 45,16% 45,60% 45,10% 45.16% 43,11% 45,81% 45,61%

BPEHSEMIET P6S1.IHC. 14,60% 28,11% 35,85% 24,93% 24,49% 23,14% 21,21% 17,77% 15.48%. 13,87% 12,28% 18,88% 1.64% 8.57% 7,11%

KPBISES/TdWl IMCOiE 11.84% 8.94% 11.17% 15.41% 15,37% 13.12% 13.34%. 12.33% 11,35% 10.59% 9,47% 8,59% ?.?7% 7,68% 4.K
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TABLE 4.7 MODEL I I I ;  PROJECTED BALANCE SHEET AND REVENUE ACCOUNT 
FOR THE 12 MONTHS ENDED 30 JUNE 1966

B A L A N C E  S H E E T :  
(Thousands o f  Rands)

THIS YEAR TO 
a c t-a  b g t-b

LAST YEAR TO 
DATE-c X a/c

SHARE CAPITAL 
LIFE FIND!
U n realised P /-L  on 
e q u it ie s  h e ld  since 30 /4 /85

7500

TRANSFER FR01 REVENUE ACC01M: 
NCN DISTRIBUTABLE RESERVES 
CURRBfT L1A81LIT1ES/PR0VISIEKS 
GENERAL RESERVES

%
i i :

T O T A L  F U N D S 14D7D? 140709 100.00 124034

iNVESTHEKTS 
FIXED ASSETS 
CURRENT ASSETS

'MS

T O T A L  A S S E T S 140709 140709 100.00

R E V E N U E  A C C O U N T  i (Thousands o f  Rands) 
GROSS PRENiLMS iS in g le  800 800 

R e currin g  41291 41291 
Pensions 7500 7500 i i i' i

GROSS PREMIUM 11ICCME 'A l ' 
LESS: REASSURFflCE PREMIUMS 7 i i : : :

T O T A L  I N  C 0 H E 41451 m.a

OUTGO! PAWBfTS TO POLICYHOLDERS:
ccmissims -B'l
(WERKEADS 'C : %

IS!
m i

135.1
119,3

T O T A L  O U T G O 37884 100,0 124.8

m  1NC01E FRCH OPERATICNS 'A 3 ' 3597 100,0 5078 70 ,8

Inuestnen t Income: "A2" 
Realisad P /-L  on lin k e d  p o r t f o l io  
R ealised P /-L  n o n - lin k e d  p o r t f o l l

17083 100.0 13237
1752

188

NET INCOME FROM IWESTNBTtS 'A 4 ' 17D83 m.o 15177

TOTAL NET INCCME BEFORE TAX i(A3»A4) 
DEDUCT: TAX 100.0

20255

1RMSMR 70  LIFE FUND : 

EXPENSE RATIO [(B .‘ C )/(A H A 4 )1

18354 18354 100.0 18315 100,2

34 ,9 34 ,9  33,8



should be kept open and i f  so w ith  what expected re s u lts . They are 
instruments which t ie  together the m arketing, adm in is tra tion , 

s ta ff in g  and fin a n c ia l management o f a l i f e  o f f ic e  in one

comprehensive plan and provide a basis fo r  measuring the degree o f 

fin a n c ia l success o f current p o licy  and management dec is ions, and fo r  
planning fu tu re  development.

(d) Conclusion

The form at, s ty le  and in te rp re ta tio n  of the reports discussed in

Sections 3 (a ) , (b) and (c )  above fo r  any p a r t ic u la r  l i f e  o f f ic e  v fiU  

undoubtedly be unl'iue and w i l l  re f le c t  the s tru c tu re , s ty le  and 
c u ltu re  o f the o f f ic e  concerned. Of course they can never be
in te rp re ted  w ith  one hundred per cent confidence but they do provide
the answers to  the fundamental questions tha t l i f e  o ffic e s  must ask: 
when p ro f i ts  are expected to  emerge; what financ ing  may be

required; whether i t  is  prudent to  close the o ff ic e  or to  continue 
w rit in g  business and, i f  so, a t what le v e l; how p r o f i t a b i l i t y
improvements can be made, and whether i t  is  worthwhile delaying the
emergence o f fu tu re  p r o f i ts .

Forecasts o f the kind shown in  Table 4.6 are seldom e n t ire ly  accurate 

and to  attempt to  p red ic t the experience u n t i l  the la s t p o licy  has 
run o f f  would be complete f o l ly .  L ife  o ff ic e s  can hope only to  make 
in te l l ig e n t  estimates o f the long term fu tu re  and i t  would there fo re  
be rash fo r  conclusions about the long term v ia c i l i t y  o f an o f f ic e  to 
be made a t one po in t on ly . The re s u lt o f any p a r t ic u la r  year may 

have l i t t l e  s ign ificance  in the long term, but a consistent trend 
over a series o f years would begin to  take on a p o s itive  meaning and 

provide the d ire c to rs  and management o f the o f f ic e  w ith  the means by 
which to  make competent p o licy  and management dec is ions. The 

s ign ificance  o f the surplus p ro jec tion  plan can there fo re  not be over 
estimated as w ithou t i t ,  cogent decisions about the long term fu tu re  
would be w e ll nigh im possible.



- 8 6 -

CHAPTER IV: SOURCE REFERENCES

1. Le Grys, 0 J (1979). The F inancia l Management o f a 
Developing L ife  O ff ic e . London" P riva te  P ub lica tion .

2. The examples used are adapted from those used by Le Grys In 
the work re fe rred  to .

3. Le Grys, op. c i t . , p .24.



APPENDIX: EXPLANATORY NOTES

The hypothe tica l example o f Model I I I  shows a re la t iv e ly  small l i f e  
o ff ic e  a c tive  in  most areas o f the South A frican  l i f e  assurance 
market. I t  includes a small Group L ife  and Pensions department w ith  
the F ie ld  Force and Broker D iv is ions s ig n if ic a n t ly  la rg e r.

I f  not otherwise noted below, the fo llow ing  assumptions have been 
made in  these examples. Lapses by premium have been assumed a t 25 
per cent in  the f i r s t  year, 10 per cent in  the second year and 4 per 
cent per annum every year th e re a fte r. An even mix o f basic linked 
endowments, conventional w ith -p ro f i t  whole l i f e  and term assurance 
plans has been assumed, together w ith  a fu r th e r 15 percent by premium 
o f supplementary bene fits  fo r  the F ie ld  and Broker D iv is ions . In 
a l l  cases, m o rta lity  has been assumed a t the SA 56 -  62 se lect live s  
le v e l. A ctuaria l l i a b i l i t i e s  have been ca lcu la ted as typ ic a l fo r  
the p o lic y  classes concerned and have taken account o f expected 
fu tu re  management fees on linked  business.

Table 4.5 d iv ides the imaginary company in to  i t s  fou r main areas o f 
new business a c t iv i ty  w ith  to ta l Income and outgo items apportioned 
between them. This apportionment is  based as fa r  as possible on the 
actual measured experience in  each o f the d iv is io n s . (N a tu ra lly , 
due to  the v ic iss itu d e s  o f accounting, th is  apportionment cannot
always be abso lute ly accurate in  p ractice  and o ften  assumptions w il l  
need to  be made.)

From Table 4.5 one can deduce tha t the company's F ie ld  D iv is ion has 
in recent times been showing considerable growth (the 1984/5 actual 
of R 8,87-m illion  Gross New Business being 15 per cent higher than the 
R 7,7 -m illion  budget) and has thus been producing a s h o r t fa ll ra ther 
than a surp lus. The budget fo r  the forthcoming year snows th a t a 
considerable s h o r tfa ll is  expected to  a rise , a ttr ib u ta b le  la rg e ly  to 
the continu ing growth in  new business (up 29 per cent from
R 8,87-m illion to R ll ,5 -m il l io n )  and to  a re la t iv e ly  small po rtion  o f 
the e x is tin g  L ife  Fund being a ttr ib u ta b le  to  th is  d iv is io n .  The 
ac tua ria l l i a b i l i t i e s  a ttr ib u ta b le  to  each d iv is io n  are ca lcu la ted by 
the actuary each year, and p ro jections made o f fu tu re  l i a b i l i t i e s
based on the expected net premium income and mix o f p o licy  types to  
be sold during the forthcoming pe riod . In h is assumptions, the 
actuary w i l l  a lso make reference to  such fac to rs  as expected 
investment performance and surpluses a r is in g  a f te r  payments to
policyholders o f cla im  b e n e fits .
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ftlso evident from the r ig h t  hand to ta l column in  Table 4.5 is  tha t
imaginary company "ABC Proprie ta ry  L ife "  expects, la rg e ly  as a re su lt 
of the growth in  i t s  F ie ld  D iv is io n , to  produce an ove ra ll s h o r tfa ll 
o f RO,44-mi 11 ion fo r  the 1985/6 year.

The values derlvnri in  the Total column o f Table 4.5 are now used in 
the generation o f the values shown in  Table 4 .6 . This Table
underscores the statements made in  Chapter IV regarding the 
inappropriateness o f attempting to  make p o licy  decisions based on the 
resu lts  fo r  one p a r t ic u la r  year. The re su lts  o f the p a rt ic u la r 
years shown in  th is  example have l i t t l e  s ign ificance  in  the long term
but con tribu te  to  a trend over a period o f years which begins to  take
on a p o s itiv e  meaning when viewed in  the context o f the surplus 
p ro jec tion  plan over a number o f years. Here, a r is in g  la rg e ly  
because o f the a d d itiona l expenditure required fo r  the development o f 
the o ff ic e  in  the e a r lie r  years and the large percentage growth in 
gross new business, three years o f s h o r t fa ll are expected to  a rise  
between 1984 and 1987. (1984/5 - R3,906-m in ion; 1985/6 -
R3,505-m illion; 1986/7 -  R l,6 9 2 -m illio n .)  Therea fte r, very 
s ig n if ic a n t and ra p id ly  r is in g  surpluses are expected to  emerge. 
These ra p id ly  r is in g  surpluses are o f course la rg e ly  a ttr ib u ta b le  to 
th a t expansion o f the o f f ic e  which i n i t i a l l y  resu lted in three years 
o f s h o r t fa lls .  The fig u re s  in  Table 4.6 show th a t gross new 
business in  the 1982/83 f in a n c ia l year increased by over 150 per cent 
on the previous year (R 2,026-m illion to  R5,0790-mi 11 ion) and tha t the 
fo llow ing  fin a n c ia l year the increase was over 179 per cent 
(R5,070-m illion to  R 14,162-m niion). The 1984/85 fin a n c ia l year 
shows an actual increase o f 62 per cent over the previous yea r's
gross new business (R14,162-m illion to  R 22,95-m illion) but gross new 
business fo r the 1985/86 fin a n c ia l year is  projected as increasing by 
only 17,8 per cent. Thereafter, gross new business is  pro jected to  
grow a t on ly 35 per cent per annum compound.

I t  is  observed from the “ Adjusted Surplus to  Date" row tha t the vast 
increase in new business during the three year period from 1982 to  
1985 led to  s h o r tfa lls  a r is in g  during the three years between 1984 
and 1987. This lag e ffe c t on surplus generation is  very common and 
arises because surplus generated by the business w r itte n  before the 
1982/85 increase in  new business is  being consumed by tha t new
business in the e a r lie r  pa rt o f the growth phase, w h ils t the surplus 
which is  generated by the increased new business does not emerge
immediately but takes a year or two to  emerge and thus to  expunge the 
s h o r t fa ll i t  has brought about in  e a r l ie r  years. This is  yet
fu r th e r evidence o f the fa c t th a t the re su lts  o f a p a r t ic u la r  year
connot be used as the basis fo r  making fundamental decisions about 
the fu tu re  course o f the l i f e  o f f ic e .

From the Pensions Premium Income row shown in Table 4 .6 , i t  is
evident tha t the p a r t ic u la r  l i f e  o f f ic e  in  th is  example had no
Pensions D iv is ion  at the s ta r t  o f the period shown but th a t in  the
1982/83 fin a n c ia l year commenced operations w ith  a lump sum being
taken over from some e x is tin g  pension fund (R15,589-nn'liion). In 
the years th e re a fte r , there is  no apparent lump sum takeover but 
actual premium growth to  the end o f the 1984/85 fin a n c ia l year looks
reasonably successful at approximately 60 per cent per annum. The
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MODEL H I :  SURPLUS PROJECTION 

ABC PROPRIETARY LIFE

HEU 6JSINESS ( fc ii i )

HEti 8US. (Nil el l u l l . )

NE1 PIOI, IRCCNE

rmsitNS Mm, metre 

siMis»an nm  
WflWL « 1NV ( In lin e )  

eouiti uaiiE-up 

SIHOK (In ilv i.iE IC p)

7SM. IMOIE

lO IH (WINS

WlliUTlES

«(DI!IES

SUMENMIS
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3,920 :,071 19,191 21,1% 21,OM 16,610 99,291 61.H1 89,199 121,293 163.796 221,917 290.92?

1,910 1,119 10,360 29,286 12.256 27,306 16,979 99,915 67,385 79,971 122,809 165,793 223,029

18,292 13,912 16,911 28,812 33,901 96,825 64,142 07,996 119,901 141,111 218,877 296,302 409,804

8 11,109 4,398 4,949 7,100 8,250 9,971 9,903 10,981 12,079 11.287 14,415 14,077

4,513 6,063 0,37 6 53,233 17,M3 13,312 19,379 23,345 28,91) 33,853 44,914 56,944 72,92)

1,421 1,435 3,229 1,949 0 2,090 2,240 2,509 2,818 3,147 3,575 3,548 4,421

11,548) 1,743 (1,1411 (4,149) 8 2,900 2.201 2,420 2,462 2,920 1,221 3,543 3,897
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1,950 1,135 4,474 9,941 11,720 15,529 20,175 27,262 26,123

1,438 1,821 2,439 3,292 4,441 6,001 9,100 10,934 14,743

1,509 1,749 2,036 3,372 2,743 3,219 3,730 4,349 1,090

19,770 24,731 32,871 43,314 59,212 77,403 103,553 139,310 

I 29,949 46,431 34,582 73,484 99,474 134,292
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1 4,731 141 (285) 1,239 3,524 7,540 14,491 23,481 42,927 49,820 107,913

1 1,999 1,338 1,720 1,004 1,894 1,991 2,191 2,193 2,305 2,420 2,541

1 3,433 (1,117) (2,691) (147) 1,431 1,548 12,491 25,484 49,422 44,400 104,444

0) (3,211) (2,709) (1.500) (1,123) (844) (433) (471) (334) (247) (200) (130)
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3,333 3,897 5,77 11,911 14,439 I 

11,429 16,284 I

302,157 467,912 

341,842 732,272 

17.483 19,453
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4,952 3,544

443,032 884,970 

111,151 ISC,034 

47,842 43.419

18,930 24,904

181,294 244,747 

44.438 53.724

239,445 321,751 

,014,327 1,323,279
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HTML NET ASSETS 12,447 10,422 10,698 4,374 6,773 8,196 11,044 13,194 22,216 33,410 30,433 74,480 114,194
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pro jec tions  from 1985 onwards are based on a 10 per cent per annum 
compound growth ra te  and would seem conservative at th is  ra te . 
Normal sa la ry  increases o f members o f those pension funds w ith  which 
the l i f e  o f f ic e  already deals should account fo r  at leas t a 10 per 
cent per annum growth. At 10 per cent per annum growth in  pension
premium income, th is  p ro jec tion  obviously does not take account o f 
the natura l growth in  the number o f co n tribu to rs  to  the funds being 
dea lt w ith  by the l i f e  o ff ic e  and obviously is  not p re d ic tin g  the
absorption o f completely new pension funds. The Board o f D irectors
o f th is  company would probably wish to  know why such assumptions have 
been made. S im ila r ly , the assumptions made regarding the growth in 
investment income, ca p ita l gains, and w rite  up o f equity values might
be questioned in  the l ig h t  o f actual experience to  date and expected
fu tu re  developments.

Assumptions w ith  regard to  Death Claims, M a tu r itie s , Annuities and 
Surrenders w i l l  have to  be made in  conjunction w ith  the company 
actuary and w i l l  be a ffected  by numerous fac to rs  includ ing  the 
ex is tin g  mixture o f p o licy  types on the books o f the company, the 
average number o f years each category o f p o licy  has been in  fo rce , 
the size o f the premiums in  each category, the growth o f new business 
in each category and the h is to ry  o f each category to  date
Assumptions regarding surrenders w i l l  not on ly be affected by the
company's h is to ry  o f such claims to  date but also by the economic 
clim ate which is  expected to  p reva il in  the fu tu re . I t  is  usually 
understood th a t an economic decline  in  the sector or sectors in  which 
the l i f e  o f f ic e  operates, w i l l  lead to  a grea te r surrender experience 
than du-ing tin a s  o f economic upswing.

Assumptions regarding Commission are d ire c t ly  re la ted to  assumptions 
regarding new business (approximately 45 per cent o f Gross New 
Business from 1986 onwards) but w i l l  vary according to  the expected 
product m ix, p o lic ie s  o f a longer term a ttra c tin g  higher commission 
as a percentage o f premium than those o f a shorter term.
Pro jections regarding the growth o f Expenses are o f course affected
by a wide range o f fac to rs  includ ing  assumptions regarding the rate
o f increase in  the cost o f s ta f f ,  computer hardware (Im ports) and 
software requirements, p r in t in g ,  communications, promotional
a c t iv i t ie s  and the l ik e .

One o f the more d i f f i c u l t  areas on which to  make assumptions is  tha t 
o f Taxation. W hilst th is  is  c u rre n tly  a d ire c t function  o f 
investment income, the e r ra t ic  changes to  the taxa tion  formula fo r  
l i f e  o ff ic e s  in  recent years has rendered these p ro jections h igh ly  
suspect and accounts fo r  the very e r ra t ic  changes in  taxa tion  evident 
in Table 4 .6 . In a d d itio n , any major s h i f t  in  product mix between 
Pensions, Retirement Annuity and Endowment business w i l l  a lso a ffe c t 
these assumptions due to the fa c t th a t investment income from pension 
and annuity business is  not taxed.

Probably the most d i f f i c u l t  o f a l l  fac to rs  on which to make 
pro jec tions  are the l i f e  o f f ic e 's  not A ctua ria l L ia b i l i t ie s .  These 
arise  from h igh ly  interdependent fac to rs  which are extremely 
numerous. Indeed, the formula fo r  th is  row o f values included in 
the computer programme designed to  generate the Table 4.6 example, 
runs to  several f u l l  screen lin e s  and is  by fa r  the most complex o f



a ll  the formulae used. In te r a l ia ,  the formula fo r  th is  row o f 
values takes in to  account past and present leve ls  o f new business and 
pers istency, the re su lta n t increase in  premium flo w , income from a l l  
other sources other than premium, and a l l  payments to  po licyholders 
w ith  th e ir  respective weights, dependent on known and an tic ipa ted
product s ix .  A ll the assumptions contained in  th is  row are h igh ly
v o la t i le  and require  the input o f not only the company va lua to r but 
also those members o f senior management aware o f the o f f ic e 's  past,
present and expected fu tu re  trends.

The P o licyholder bonuses p ro jections are somewhat less complex to  
ca lcu la te  at given bonus rates and in  the example in  Table 4.6 i t  is 
c lea r from the slow ra te  o f increase in  to ta l bonuses payable tha t
the o f f ic e  has not and is  not planning to  w r ite  large volumes o f
conventional w ith -p ro f i t  business in  the fu tu re  and indeed, w i l l  very 
l ik e ly  be reducing the value o f th is  class o f p o lic y .

The row re fe rr in g  to  an adjustment in  the value o f Fixed In te re s t 
investments shows th a t th is  o ff ic e  is  assuming th a t the book losses
suffered as a re s u lt o f r is in g  in te re s t rates are expected to  decline
in  the fu tu re . This could msan th a t the o f f ic e  is  assuming e ith e r a 
f a l l  in  fu tu re  in te re s t rates or a reduction in  the re la t iv e  size 
and/or term to  m a tu rity  of th e ir  fixed  in te re s t p o r t fo l io ,  or both. 
Such assumptions are o f course affected by the assumed Part I  asset 
requirements which w i l l  a lte r  by changes in  expected product mix 
between the retirem ent annuity and pension business, and ordinary 
assurance business.

The "Adjusted Surplus To Date" row shown in  Table 4.6 is  underlined 
because o f i t s  p e rtin e n t nature. This is  the lin e  which shows the 
surplus from dhich trans fe rs  to  shareholder funds may be made. Some 
would argue that such trans fe rs  might be made from the row which 
shows "Surplus To Date", but prudent management would wish f i r s t  to  
take account o f a l l  contingent l i a b i l i t i e s  includ ing  p o te n tia l Fixed 
In te re s t Investment losses, and not to  undermine the ca p ita l or 
reserves o f the o ff ic e  by ignoring  these. Nevertheless,, as fa r  as 
le g is la tio n  and the R egistrar o f Insurance is  concerned, the "Total 
Net Assets" is  o f s ign ificance  and may not be perm itted to  become 
negative a t any tim e. Indeed, in  1985, changes to  the Insurance Act 
made i t  a crim ina l offence fo r  l i f e  o ff ic e s  to  declare dividends 
under such circumstances or which would lead to  such circumstances.

The ra tio s  shown at the bottom o f Table 4.6 are valuable ind ica to rs  
which may be used by the l i f e  o f f ic e 's  d ire c to rs  and management in  
determining th e ir  fu tu re  p o licy  and s tra teg ies  and in  comparing th e ir  
o ff ic e  re su lts  w ith  Industry Norms. W hilst Exnenses to  New Business 
is an exce llen t guide to  O ffice progress, (aduc ing  from 83,61 per 
cent in 1981/2 to 33,27 per cent l it  1985/86 and to  under 20 per cent 
f iv e  years la te r )  the Industry in  South A fr ica  Is accustomed to  
publish ing and drawing conclusions from the Expenses to  Total Income 
ra t io .  From Table 7 .1 in  '"a p te r  V II we note th a t in  1985 th is
fig u re  was 12,5 per u,- ihe Industry as a whole bu t, as th is
ra t io  Includes a l l  income , , om Pensions premium and investment income 
merely under a d m in is tra tion , i t  can be m isleading.



Table 4.7 shows the pro jected Balance Sheet and Revenue Account fo r
the "ABC P rop rie ta ry  L ife  Assurance Association1' as at the end of 
th e ir  forthcoming fin a n c ia l year. N a tu ra lly , using the same bases 
as werr established in  Tables 4.5 and 4 .6 , a balance sheet and 
revenue account can be produced fo r  any fin a n c ia l year. As Table 
4.7 is  the culm ination and summation o f a l l  the l i f e  o f f ic e 's  
a c t iv i t ie s ,  i t  is  possib ly the most Important o f a l l  documents to  be 
placed before management, d ire c to rs  and shareholders a lik e .  With 
some knowledge o f the operations o f the o ff ic e  concerned, one can
deduce from th is  report much about what is  happening w ith in  the
organ isa tion . By showing both the agreed annual budget and la s t 
yea r's  equiva lent figu res  as at the same date, much l ig h t  is  thrown 
on current operating re su lts  and exce llen t in d ica to rs  become 
ava ilab le  o f current management success in  executing company 
p o licy . Without Budget and Last Year To Date fig u re s , such a report 
is in f in i t e ly  reduced in  value.

I f ,  as in  uhis example, Reassurance Premiums are seen to  be growing 
fa s te r than gross Recurring Premiums, (137,3 per cent as compared to 
126,0 per cent) the in d ica tio n  may be th a t average sums assured per
l i f e  assured are growing and consideration may need to  be given to  an 
increase in r is k  re ten tion  lim its  (See Chapter V). A ll other 
deviations from budget should be observed, noted and understood and 
the d iffe rences between th is  year to  date and la s t year to  date 
figures should be monitored. The percentage change in  premium 
income should be monitored. As most premiums these days are paid 
monthly, the f u l l  e ffe c t o f an increase in  new business leve ls  is  not 
fu l ly  appreciated u n t i l  the fo llo w in g  fin a n c ia l year. This means 
that an o ff ic e  may s t i l l  experience an increase in  premium flow  in 
the current year, even 'n  the absence o f a current year increase in  
new business. Conversely, a curren t large increase in  new business 
w il l  not immediately be fu l ly  re fle c te d  in  curren t gross premium 
rece ip ts .

L in i la r ly ,  Payments to  Policyholders, (here r is in g  33,8 per cent from 
RIO ,91-m illion to  R14,6-mil 1 io n ) include death, m aturity  and
surrenoer cla im s, and w i l l  re f le c t  an increase over previous years ' 
figures io t  only a r is in g  from an increase in  previous years ' new 
business but also from a na tura l ageing o f the p o lic ie s  on the books 
of the o f f ic e .  (Older p o licy  groups having a higher claims
expecta tion .) Here again, an undue growth in these figu res  may 
arise from higher than an tic ipa ted  surrender claims or inadequate 
reassurance p rov is ions. They may also ind ica te  poor underwriting 
standards i f  an increase in  these figures is  brought about by higher 
than expected death and d is a b il i ty  cla im s.

Commissions payments w i l l  usua lly  bear an immediate re la tio n sh ip  to  
current new business le ve ls  and w il l  give a f a i r ly  accurate p ic tu re  
of the current product mix which is  being sold by In term ediaries. 
A lso, as the financ ing  o f new agents is  o ften included under th is  
category, i t  w i l l  in d ica te  the success or otherwise o f sales
management in  the contro l o f  interm ediary financ ing  debts.

In almost a l l  cases, "Overheads" represents among the most
immediately co n tro lla b le  areas o f "outgo" o f any l i f e  o ff ic e  and 
therefore often a t t ra c t  the most management a tte n tio n . However,
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TABLE 4.7 MODEL I I I :  PROJECTED BALANCE SHEET AND REVENUE ACCOUNT 
FOR THE 12 MONTHS ENDED 30 JUNE 1986

B A L A N C E  S H E E T :  
(Thousands o f  Rands)

THIS YEAR TO LAST Y&AR TO 
CATE-c 1 a /c

SHARE CAPITAL
LIFE FIND: !M 34? 
U n rea lised  P /-L  on
e q u it ie s  h e ld  since 30 /4 /3? 0

TRANSFER FR01 REUSIUE ACCOltfT: 18354 
NCN DISTRIBUTABLE RESERVES 
CURRBfT L1A81LIT1ES/PR0V1S1R1S 
GENERAL RESERVES

T O T A L  F U N D S 140709 140709 100.00 124034

IWESTMENTS 
FIXED ASSETS 
CURRENT ASSFS

T O T A L  A S S E T S 140709 140709 m o .00

R E V E N U E  A C C O U N T  i (Thousands o f Rands) 
GROSS PREMIUMS :S in g lr  BOO 800 

R e curring 4I2P I 41291 
Pensions 7500 7500

I!!:!

GROSS PREMIUM INCDIE 'A l '  
LESS: REASSURANCE PREM11MS 5 100.0

T O T A L  I N C O M E 4148! 41481 100.0 34952

OUTGO: PAYMENTS TO POLICYHOLDERS: 
COMISSIOiS •S ':  
CVERHEADS 'C : % % 1 0 0

T O T A L  O U T G O 100,0

NET INCOME FROM OPERATIONS ’ A3' 100.0 5078

Investment in c o ie t 'A 2 ' 
Realised P /-L  on lln h e d  p o r t f o l io 's :  
Realised P /-L  n o n - lin R 'd  p o r t f o l io 's :

lOv.O 13237
1752

NET INCOME FROM INVESTMENTS 'A 4 ' 17083 17083 100.0

TOTAL NET INCOME BEFORE TAX :(A3*A4) 
DEDUCT: TAX S 100.0 119,8

TRANFFER TO LIFE FUND : 18354 100.0 100,2

EXPENSE RATIO [ ( B tD A A lW ) ]



because a large portion  o f company overheads are fo r  " f ix e d "  items 
such as branch networks, computer hardware, e tc . ,  i t  is  not always 
easy to  make immediate cuts in  th is  area w ithout s ig n if ic a n t impact 
on operations.

The Revenue Account shown in  Table 4.7 shows "Net Income from 
Operations" separated from "Net Income from Investments" and th is  
provides add itiona l in s ig h t in to  these two important operating 
d iv is io n s  w ith in  the o rgan isa tion . By separately id e n tify in g  the 
income a r is in g  from curren t operations, one can re a d ily  estab lish  
th is  area 's co n tr ib u tio n  to  the “ Transfer To L ife  Fund” occurring 
each month. As a major portion  o f Investment income is  usua lly  
a ttr ib u ta b le  to  po licyholders ( i n i t i a l l y  in tne form o f add itional 
a c tua ria l l i a b i l i t i e s ) ,  i t  could be unsound in  ce rta in  circumstances 
fo r Income from Operations to  be negative or fa l l in g  in  value fo r  any 
length o f tim e, but not necessarily  so. I f  th is  is  caused by a 
large increase in  surrenders and m a tu ritie s  under Paywnf s to  
Policyholders, e a r lie r  than an tic ipa ted  p ro f its  may be being 
re a lise d , as appear to  be the case here, (M a tu rities  up 45 per cent 
to  R 3,95-m illion  and Surrenders up 56 per cent to  R l,5-m ill io n ;  
the payment o f  these usua lly  releases more l i a b i l i t y  reserve than the 
amount a c tu a lly  paid ou t.

Separating rea lised  p r o f i t  or loss from to ta l investment income is  
also a s ig n if ic a n t measure fo r  the con tro l o f a l i f e  o ff ic e  and i t s  
investment team. N a tu ra lly , the usual investment reports emanating
from th is  department w i l l  throw more lig h t  on these f ig u re s , but in 
the format shown in  Table 4 .6 , the co n tr ib u tio n  o f the respective 
elements o f the investment operation is  brought in to  sharp r e l ie f .

This example is  made more in te re s tin g  by the fa c t tha t in  the 
previous fin a n c ia l year, (1984/5) ruu lised  ca p ita l gains to ta lle d  
R1 940 000 (R l,7 5 2 -m illio n  + RO,188-mi 1 l io n )  w h ils t a w r ite  down o f 
equity values o f R4 540 COO was executed. In  a d d itio n , properties  
were revalued by R2 782 000. (See Table 4 .6 .) As the 1985/86 
projected year shows no budget fo r  each o f these three items, the 
p ro je c tio n s , espec ia lly  as shown in Table 4.7 fo r  -ut Income from 
Investments", become more acceptable w h ils t ,  w ithou t th is  background 
in fo rm ation , the uninformed observer may have questioned these
fig u re s .

F in a lly , i t  w i l l  be noted th a t the “ Expense Ratio" is  a simple ra t io  
o f to ta l commissions and overheads paid to  to ta l gross premium and 
investment income. As mentioned above, th is  simple formula is  often 
used by the L ife  O ffice  Association and fin a n c ia l jo u rn a lis ts  in 
estab lish ing  the o f f ic e s ' average expense ra t io  and helps management 
in a comparative sense. However, i t  is  o f lim ite d  s ign ificance  and 
may be c r i t ic is e d  from many points o f view, not le a s t o f which is  tne 
fa c t th a t sudden great success in  a ttra c tin g  pensions premium income 
fo r example, or a sudden re a lis a tio n  o f large ca p ita l gains, due 
la rge ly  to  'l in k e d ' po licyho lders , appears to  lead to  an apparent, 
but not n e e s s a r ily  re a l,  improvement in  expenses. This ra t io  is 
thus not a tru e  in d ic a to r o f the v ia b i l i t y  or e ff ic ie n c y  of an o ff ic e  
and can be misleading i f  not f u l ly  understood.



Tables 4 .5 , 4.6 and 4.7 may be s ig n if ic a n t ly  
value by the add ition  o f more d e ta il and s ta t i 
they h ig h lig h t the s ig n if ic a n t features wi 
l i f e  o f f ic e  and are qu ite  adequate to  f a c i l i t a  
by an experienced team.

I t  w i l l  be noticed th a t, in  thu in te re s ts  o f s 
has not included trans fe rs  from thu L ife  Fund 
nor have dividend payments from such funds been

enhanced in  management 
s t ic a l data. However, 
th in  the operation o f a 
te  e ffe c tiv e  management

im p lic i ty ,  th is  exaraj.'e 
to  Shareholders' Funds, 
shown.



CHA°TER V

fflE  FUNDAMENTALS OF L IF E  REASSURANCE

Of necess ity , the examples o f  a developing L ife  O ffice  in  Chapter IV 

made l i t t l e  reference to  the question o f Reassurance. This 
necessity having arisen from the need to  keep the examples simple in 
order th a t the fundamental features o f a l i f e  o ff ic e  could be more 

c le a r ly  conveyed. The in tro d u c tio n  o f the element o f reassurance 
makes the m atter considerably more in te re s tin g  and s ig n if ic a n t ly  
expands the area o f manoeuvrability fo r  l i f e  o ff ic e s .

The models in  Chapter IV assumed th a t the l i f e  o f f ic e  would carry tne 

f u l l  r is k  associated w ith  the m o rta lity  and m orb id ity (d is a b il i ty )  
expectations o f the p o r t fo l io  o f liv e s  ( r is k s )  on i t s  books. The 
models fu r th e r assumed th a t the l i f e  o f f ic e 's  p o r t fo l io  o f r isks  did 
not include any p a r t ic u la r ly  impaired or sub-standard l iv e s ,  tha t the 
o ff ic e  was equipped w ith  adequate expertise fo r  the underw riting and 
assessment o f  such r is k s , and th u t i t  would carry the f u l l  burden o f 

i t s  own new business financ ing  s tra in .  The professional reassurance 
companies are in  a p o s itio n  to  l ig h te n  the burden o f the l i f e  o ff ic e  

in  each o f these areas and thereby to  considerably a lte r  the resu lts  

which might otherwise hava emerged.

L ife  reassurance, in  i t s  sim plest ■corm, provides the means whereby an 
insurer may e n te rta in  an app lica tio n  fo r  an amount o f insurance which 
i t  could not prudently ca rry  e n t ire ly  a t i t s  own r is k .  From the 
elementary need o f l i f e  o ff ic e s , p a r t ic u la r ly  smaller o ff ic e s , to  

" la y -o f f"  a po rtion  o f th e ir  la rg e r r is k s ,  has grown the complex 
system o f r is k  tra ns fe rs  c h a ra c te r is tic  o f reassurance today. It: 

fa c t, the reassurance transaction may be described as the exchange of 
one payment or series o f payments in v o lv i1' ' ’ contingencies, fo r 
another payment or series o f payments invo lv ing  coi. 'ngencies.



A fundamental p r in c ip le ,  necessary to  the working o f the in s t i tu t io n  
o f reassurance, is  tha t the raassurer fo llow s  tnc- fortunes o f the 

o rig in a l l i f e  o f f ic e .  I f  the o rig in a l l i f e  o f f ic e  (ceding company) 

is  forced to  pay a claim which l ie s  outside the contemplated cover 

o r ig in a l ly  provided or which is  in  fa c t fraudu len t, the reassurer 
pays h is share. The rear.aurer also expects to  p r o f i t  i f  the 

fortunes tu rn  out b e tte r than o r ig in a l ly  a n tic ip a te d . In other 
words, the contingencies must present the same aspect to  both p a rties  

to  the reassurance tra n sac tion . From th is  fundamental p r in c ip le  has 
grown a wide and s ig n if ic a n t ro le  fo r  the l i f e  reassurer throughout 
the w orld .

1. THE HISTORY OF LIFE REASSURANCE

Reassurance is  perhaps one o f the most neglected areas o f l i f e  

assurance thought. Research has not revealed i t  to  have been the 
subject o f any South A frican  paper and, apart from a number o f short 
notes in  various ac tu a ria l p u b lica tio n s , i t  appears to  have been 
ignored fo r  long stretches o f tim e. The c la ss ic  f u l l  paper was 
presented to  the In s t itu te  o f Actuaries by Foster in  1946.1

This dearth o f in form ation has made i t  d i f f i c u l t  to trace the h is to ry
o f l i f e  reassurance but i t  would appear from Foste r's  work th a t 
reassurance has been transacted fo r  a t leas t 150 years. In 1849 a 
Reassurance Agreement was concluded between ce rta in  Scottish o ff ic e s , 

which was followed in  1873 by a supplementary Agreement. A fu r th e r 
Agreement between Scottish  o ffic e s  was made in  1887 and was in
operation u n t i l  1900.

In the e a r lie s t  times i t  would appear th a t a propos ition  from one 

company to  e ffe c t an assurance w ith  another company was luoked upon 
w ith  coldness, i f  not suspicion, and th is  seems to  have been due in 

part to  the frequency w ith  which companies o ffe red  reassurances to  

others w ithout any in te n tio n  o f re ta in in g  any amount fo r  th e ir  own 
account. In view o f the increase in  number o f proposals fo r  large 
sums assured the managers and actuaries o f several o ffic e s  drew up 

"regu la tions" to  be observed in  the transaction  o f reassurance 

business, but there is  no evidence th a t they were fo rm a lly



adopted.2 These "re gu la tions" included a p rov is ion  tha t a copy of 
the o r ig in a l p o licy  should be endorsed w ith  a guarantee, f u l ly

indemnifying the p rin c ip a l o f f ic e  tu  thu extent o f the sum reassured 
against sU contingencies fo r  which i t  might be l ia b le ,  but there was 

a proviso tha t the reassurer wouli not be lia b le  fo r  any bonus 
additions to  the sura assured, other than these, i f  any, to  be a llo te d  
in  accordance w ith  the ru les o f the reassurer. i t  v ib s  provided th a t 
reassurances could not be surrendered unless the p rin c ip a l p o licy  had 
been surrendered.

Between 1849 and 1899, various new sets o f "regu la tions" were 
introduced to  take account o f changing experience, p rac tice  and
le g is la t io n  u n t i l  in  1900 an agreement known as t r :  Reassurance 
Agreement 1900, which is  s t i l l  in  operation today, was made between 

fo r ty - f iv e  B r it is h  l i f e  o ff ic e s , s e ttin g  out the rules governing 
reassurance transac tions . I t  was understood tha t va ria tions  in  the 

Agreements applicab le e ith e r  to  in d iv id u a l reassurances or to  the 
business exchanged by any two o ffice s  could be made by mutual 
agraement. The Agreement provided th a t f u l l  information be given by 

the p rin c ip a l o f f ic e  regarding the r is k .  E x is ting  previous papers

are required, as well as new repo rts , d e ta ils  o f i t s  re ten tion  as

regards o ld  and new assurances, and terms o f acceptance o f the new as 
well as previous assurances on the same l i f e .  I t  provided th a t no 
sub-reassurance should be e ffected  w ithou t the previous consent in 
w r it in g  o f the p rin c ip a l o f f ic e .  The other main provisions o f the 

1900 Agreement are set out in  Appendix: Main Provisions o f the 

Reassurance Agreement -  1900 to th is  Chapter. I t  w i l l  be noted tha t 
they genera lly regulate the code o f conduct and method o f 
adm in istra tion o f reassurances. The 190D Agreement also Introduced 
an a lte rn a tiv e  to  o r ig in a l premium reinsurance on the ceding 
company's ra tes . At th is  stage there were no pr, •'esslcnal 
re insurers in  today's sensti o f o ffic e s  which transact reassurance 
only and do no d ire c t business whatsoever.3

In 1918 the f i r s t  professional reassurer estab lished him self in  the 

United Kingdom and subsequently other markets but rapid progress 
began only a f te r  the second World War. In 1928 a second 
professional reassurer entered the market and subsequently there



have been numerous new entrants based p r im a rily  in  Western Europe,
the United Kingdom and the USA. As a whole, professional reassurers 
are expanding fa s te r than the d ire c t w r it in g  companies, which 

re f le c ts  the world-wide nature o f ITheir operations. In 1980 more 

than 50 per cent o f UK based reassurers1 business was being
transacted overseas.4

In South A fr ic a , the Swiss Reassurance Company, o r ig in a l ly  based in 

Zurich, established i t s e l f  as a reassurance company in  1950, 
previously having operated in  South A fr ica  through i t s  Zurich o ff ic e  
on ly. Nine years Ic.ter the M ercantile  and General Reassurance 
Company came to  South A fr ica  as a branch o f i t s  London o ff ic e  and

registered as a South A frican  company in  1975. As w iU  be noted
from Table 2.5 in  Chapter I I ,  there are today s ix  reassurance
companies operating in  South A fr ic a , a l l  now reg is te red  as local
companies, but a l l  o f which maintaii "e t ie s  w ith  th e ir  o rig in a l
parent o ffic e s  overseas.

The ea rly  reassurances were la rg e ly  arranged u,i a fa c u lta t iv e  ( i .e .  
in d iv id u a l^  case fo r  case) basis w ith  freedom fo r  the ceding o ff ic e

to  o f fe r ,  and freedom fo r  the reassurance company to  accept, decline 
■r ra te  up these r is k s . Nowadays, a very substan tia l volume o f 

reassurances w rit te n  tend to b^ tre a ty  or no n -fa cu lta tive  in  the 
sense th a t the reassurer binds him self to  accept business o ffe red  ;:1/ 
the cec:ng o f f ic e  under ce rta in  terms and cond itions.

F irs t  i'e d  in  1927, a major development has been a continu ing trend 
towards 'r is k  premium' reassurance. Under th is  arrangement the 

reassunir covers the m - t a l i t y  r is k  on ly, on his own terms, as 
opposed i  the u d i i /  riM'.surdri'X's which were on the basis o f the 
o rig in a l premium ..har-joiJ \>j the ceding o f f ic e ,  w ith  the reassurer 

p a r t ic ip a tin g  in  rv .ks  .mii p r o f i ts ,  not only m o rta lity  but also

in te re s t, laose, iiurn-ndur ana paid-up exppr'-.jices.

A th ird  developmnt has been in  the philosophy o f reassurance. No 

longer is  the reassurur so le ly  thi; provider o f a means through which 
ceding o ff ic e s  can spfuud th e ir  r i'.k s  ( i . e .  Reassurance capac ity ). 
The reassurer is  today in  a strong po s itio n  to  provide



inform ation on technica l and adm in is tra tive  systems and advice on a
wide range o f top ics as a re s u lt o f h is extensive experience o f

impaired liv e s ,  d if fe re n t classes o f business and d if fe re n t markets 

throughout the w orld . A yet fu r th e r development, has been the

w illingness  o f reassurers to  become involved in  the new business
financ ing  arrangements o f ceding o ff ic e s .

2. THE NEED FOR REASSURANCE 

A small or new l i f e  o f f ic e ,  and to  a lesser extent established 

o ff ic e s , have to  face, among th e ir  other many problems, those o f: 
How to  pro tect th e ir  account against adverse m o rta lity  flu c tu a tio n s ; 

how to  deal w ith  impaired liv e s ;  how to  m itig a te  the financ ing
s tra in  involved in  the issue o f new business; and how to  t ra in  th e ir  
ow n.s ta ff in  the underw riting and adm in is tra tion  o f the o f f ic e .

These fo u r aspects w i l l  now be discussed seriatum.

(a) F luctuations in  M o rta lity  Experience
Protection is  required against the p o s s ib i l i ty  th a t actual m o rta lity  
experience departs s ig n if ic a n t ly  from th a t provided fo r  in  the 

premiums and va luation reserves. I t  is  obvious th a t complete
ce rta in ty  can on ly he achieved by removing a l l  sources o f p r o f i t  as 
well as r is k  bu t, a ce rta in  flu c tu a tio n  about the expected m o rta lity  
re su lt w i l l  be acceptable, as indeed w i l l  be a possible but low 

p ro b a b ility  o f insolvency. Management, having taken, the necess.-ry 
decisions as to  the acceptable flu c tu a tio n  o f possible actual claims 
exceeding those expected, and the acceptabl- p o s s ib i l i ty  o f u ltim a te  

ru in , must then obtain the necessary reassurances as e f f ic ie n t ly  as
p o ss ib le .5

Under the broad heading o f e f f ic ie n c y , management would consider the 
fo llow ing  aspects:

( i )  The p ro f i t  margin which w il l  be lo s t  in  the cession o f 
premiums to  the reassurer.



( i i )  The extent o f the add itiona l expenditure to  be incurred as a 
re su lt o f the reassurance agreement.

( i i i )  The extent o f expenditure o f management resources on the 
agreement.

(1v) The extent o f the se cu rity  and c o n tin u ity  o f cover provided by 
the agreement.

(v) The extent o f the f le x ib i l i t y  o f the agreement to  take account 
of such th ings as changing products, reassurance needs and growth in 

the transactions o f the o f f ic e .
( v i)  The extent to  which the reassurer is  able to  o ffe r  add itiona l 

services such as advice on the basis o f experience gained 

in te rn a tio n a lly , and a second underw riting opinion on d i f f i c u l t  

sub-standard cases.

(b) Impaired Lives
Since the second World War professional reassurers pioneered the way 
to ra te  a wide range o f impairments and have gathered together the 
experience o f many companies to  enable them to  accept risks  which the 
comoanies had i n i t i a l l y  f e l t  i t  prudent not to  do. This inform ation 

and knowledge is  now being imparted to  the companies by the 
reassurers and companies are now fe e lin g  able to  ra te  and accept fa r  

greater impairments as a re s u lt.

Extensive research has been undertaken in to  the experiences o f large
groups o f d ia b e tics , people s u ffe rin g  from high blood pressure and 

coronary cond itions, forms o f cancer, obesity and the l ik e .  Today, 
o ffice s  fe e l able to  ra te  and re ta in  these r isks  themselves. An

example o f the progress achieved is  fo r  s ta b ilis e d  d iabe tics  who were

declined l i f e  assurance p r io r  to  the second World War, but fo r  whom 

normal rates are now ava ilab le  fo r  endowments on middle-aged 

proposers on a small In su lin  dosage. Mad the professional 
reassurers not involved themselves in  research 1n th is  way, i t  would 

be in te re s tin g  to  speculate on the l ik e ly  chance o f acceptance, le t  

alone load ing , fo r  some forms o f impaired liv e s  today. Indeed, the 
work o f the reassurors in  th is  area has been o f inestim able value to  

the Industry and i t s  c lie n ts  a lik e .
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(c ) O ffice  Solvency and New Business Financing 
As demonstrated in  Chapter IV, one o f the major problems faced by a 

new l i f e  o f f ic e  or one which is  embarking on a programme o f rapid 

expansion, is  th a t o f cash and va lua tion  s tra in .  In a d d itio n , 

smaller o ffic e s  would not wish to  accept sums at r is k  on any one l i f e  
which would be so high as to  endanger the short term solvency of i t s

N a tu ra lly , the amount o f r is k  on any one l i f e  should not be so high

as -  w h ile  not a c tu a lly  endangering the solvency o f the o f f ic e  -  to 
lead to  an unacceptably high p ro b a b ility  o f an embarrassingly large 
flu c tu a tio n  in  surp lus. In a d d itio n , reassurors can be used to bear 

part or a l l  o f the investment r is k  o f the ceding f ic e  fo r  a l l  but 
the linked  or market re la ted  classes o f business.

Unless the l i f e  o ff ic e  has adequate ca p ita l and free  reserves to  
support the s tra in  a r is in g  from th e ir  established leve l o f new
business, financ ing  assistance w i l l  be requ ired . To go to the

market fo r  add itiona l ca p ita l may be ne ithe r convenient nor 

acceptable to  shareholders and hence the p o s s ib i l i ty  o f reassurance 
arrangements. The forms th a t th is  may take are as numerous as there 
are minds which have been applied to  the m atter. The essentia l 
nature o f these transactions however, is  to  tra n s fe r a l l  or pa rt o f 
the s tra in  to  the reassurer. Modifying the commission terms between 
tne company and the reassurer is  o ften the method used in  such 

tra nsac tions . An example o f th is  method based on a f if te e n  year 

term p o lic y  fo r  RIO 000 sum assured on a 50 per cent quota share 
basis is  shown in  Table 5.1 below:
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TABLE 5 . 1 .  MODIFIED TERMS REASSURANCE

IM . 100 per cent To Reassurer Net O ffice  A/c

Annual
Premium R 30 R 15 R 15

Commission - 9 -18 + 9

Expenses -10 - -10

A ctuaria l
Reserve -30 -15 -15

Strain -19 -13 - 1

In th is  manner, i f  RlOO l)OQ 01)0 o f sums assured is  w r it te n , instead 
o f a va lua tion  s tra in  o f R190 000, we obtain a va luation s tra in  o f 
only RIO 000. However, i t  should be noted tha t th is  method o f 
financ ing  costs money, l ik e  d l l  o thvr nietnods o f financ ing  through 

borrowed funds. Under the arrangement m odified commission terms 
d6iiiunslrdluG in  the aoove sam ple , tnu ceding o f f ic e  has in e ffe c t 

mortgaged 50 per cent o f a l l  m o rta lity  and other p ro f its  which can be 
expected to c-serge fm s  th is  p o livy  in  fu tu re  years. Hence, the 
fu tu re  expanued p r o f i t a b i l i t y  u f the ceding o ff ic e  is  affected 
accordingly.

I t  is  in te re s tin g  to  note tha t the technique o f co-insurance o f term 

plans is  very h igh ly  developed in  the North American market but tha t 

since the  in i t i a l  reassurance commission is  obtained by the ceding 
o ff ic e  a t the expense o f under-recovery o f renewal premiums, some 
d ire c t-w r it in g  l i f e  o ffic e s  operating such arrangements have been 

compelled by th e ir  insurance a u th o r itie s  to  sat up reserves against 
these fu tu re  under-recoveries.6

(d) Underwriting and A dm in is tra tive  Assistance

Many valuable but sometimes unquantifiab lu  benefits  accrue to  the

ceding o f f ic e  under th is  heading. Indeed, many very large o ffice s



which have no th e o re tica l need to  reassure due to  th e ir  vast free 
reserves and c a p ita l,  w i l l  s t i l l  tend to  reassure parts o f th e ir  

p o r t fo lio  in order to  ensure th a t they obta in  the benefits  a r is in g  
under th is  heading.

As p reviously mentioned, the reassurers' access to  s ta t is t ic a l
in form ation inc lud ing  th a t o f liv e s  s u ffe rin g  impairments, th e ir  
a b i l i t y  to  keep the o f f ic e  advised o f new product development 

in te rn a tio n a lly  and th e ir  w illingness  to  provide a second opinion in  
d i f f v - u l t  underwr ing m atters, make th e ir  service o f continued 
a ttra c tio n  to  even the most established o f o ff ic e s .

For new or small l i f e  o f f ic e s ,  reassurers are o ften  indispensable as 

a re s u lt o f th e ir  w illingness  and a b i l i t y  to  provide underw riting 
fa c i l i t ie s  a t various centres throughout the area in  which the o ff ic e  
is  opera ting , in  provid ing tra in in g  f a c i l i t ie s  fo r  under-w riting  and 
adm in is tra tive  s ta f f  and, in some instances, in  the prov is ion  o f
large computer capacity fo r  adm in is tra tive  purposes.

Because reassurance always costs money, i t  may be thought tha t there 

are cases where reassurance is  t .  the disadvantage o f the o ff ic e  

which might do b e tte r to  decline the proposal ins tead . One such 
case which is  o ften mentioned is  the acceptance and then reinsurrance 
in  f u l l  o f a new p o lic y . In the short term, especia lly  i f  the margin 
in the product or extra  premium is  inadequate, i t  may be true  th a t to  
decline the proposal would be more p ro fita b le , but there are sound 
long term rr.aons fo r  tak ing  th is  a c tion . The f i r s t  is  the a b i l i t y  

s e le c tiv e ly  to  reinsure c e rt in  risks  on ly. For example, under the 
ris k  premium method (See Section 3 (b )) a l l  the m o rta lity  r is k  is 
reinsured w ith  the ceding o f f ic e  re ta in in g  a l l  other r is k s . In 

England, America, South A fr ica  and parts o f Europe, a sp e c ific  

recapture p rov is ion  is  sometimes included in  reassurance 

agreements. This gives the ceding o ff ic e  the r ig h t  to  reclaim

reassurances already in force fo llow ing  a change in  i t s  re ten tion
lim its  (See Section 6 below) and is  a fu r th e r  strong po in t in  favour 

o f reassuring ra the r than d e c lin in g .
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Secondly, i f  an o ff ic e  has followed a p rac tice  of reassuring ra ther 

than dec lin ing  sub-standard cases, i t  w i l l  be in a p o s itio n  to  
examine the experience o f i t s  reassured ...I'rUlio. In th is  way i t  

can obta in  a substan tia l body o f data a t rr cost to  i t s e l f ,  from

which i t  can accurate ly assess the probabl- • ".sequences o f a change 

in underw riting standards or re ten tion  l im its .

F in a lly , the a b i l i t y  o f l i f e  o ffic e s  to  reassure: risks  is  the great 

le v e lle r  o f a l l  l i f e  assurance in te rm ed ia ries. Reassurance a ffords 
the in te rm ed ia ries representing a l l  l i f e  o ff ic e *  the opportun ity to  
earn commission on business whirh would otherwise be beyond the 
capacity o f the o ff ic e  concerned or which would otherwise have been 
uninsurable. In p a r t ic u la r ,  the a b i l i t y  to  insure sub-standard 
liv e s , increasing the range o f liv e s  to  whom insurance can be 

o ffe re d , does much to  promote goodwill between p o licyho lde r, l i f e  
o ff ic e  and interm ediary a lik e .

At th is  po in t one may note th a t there s t i l l  e x is ts  a number o f areas 
where s ta t is t ic s  are e ith e r absent a ltoge ther o r, i f  ava ila b le , are 
sketchy.7 The main areas involved here a re :

( i ) Lives su ffe rin g  from the less common impairments

( ID Hazardous occupations

( i i i ) Guaranteed issue p o lic ie s

(Tv) C redit l i f e  assurance
(v) Permanent health insurance

(v i) Guaranteed in s u ra b il ity  options
( v i i ) Continuation options

M i n Renewable and conve rtib le  term assurance

(i%) A f f in i t y  group schemes
'x ) 'Dread Disease 1 insurance (e .g . Special Drawing Rights)

These are some o f the areas where the professional reassurers w i l l  

undoubtedly become actors in fu tu re  years. Indeed, there ex is ts  

such vast marketing p o te n tia l in  these areas that innovative 
reassurers are bound to  e x p lo it them in  due course. (No mention has 

been made here o f the important assistance reassurers can o f fe r  in

i A t - i t i  11 *  -  j _
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respect o f group l i f e  business, p a r t ic u la r ly  w ith  regard to  medical 

free-cover l im its ,  ra tin g  o f risks  and p ro tection  against

accumulation o f r is k  on in d iv id u a l l iv e s . )

3. FORMS OF REASSURANCE

Before considering the various types o f reassurance a va ila b le , an

examination should be made o f the two ways in which reassurance is
most commonly arranged:

(a) frequent Reassurance Arrangements

( i ) Facu lta tive  Agreement. Under a fa c u lta t iv e  reassurance 
agreement each r is k  is  in d iv id u a lly  assessed by the reassurer, who 

has the option o f e ith e r accepting or d ec lin ing  each reassurance.

( i i )  Automatic Treaty Agreement. Under an automatic reassurance 
tre a ty , the ceding o f f ic e  contracts to  cede, and the reassurer to  

accept, a l l  amounts o f reassurance above ce rta in  well defined l im its  
fo r  the classes o f business spec ified  in  the t re a ty .  Reassurance

there fo re  occurs au tom atica lly when the ceding o f f ic e  accepts a
proposal re qu iring  reassurance. An example o f a modern automatic 
reassurance tre a ty  a c tu a lly  in  force in  the South A frican  L ife  

Assurance Industry is  included a t Appendix: Specimen - L ife  
Reassurance Agreement.

The tre a ty  w il l  set out the classes o f business to  which i t  applies

and the way in  which the amount and type o f reassurance is  to  be
determined. I t  w i l l  a lso specify the basis o f reassurance, the
commission ib le  and contain p rovis ions fo r  the treatment o f

a lte ra tio n s , surrenders, lapses and paid-up p o lic ie s . I t  w i l l  
usually contain an a rb itra t io n  clause in  case o f dispute between the 
ceding o f f ic e  and the reassurer. A ty p ic a l a rb itra t io n  clause would 
provide fo r  disputes to  be heard by a panel o f three a rb itra to rs , one 
appointed by each o f the p a rtie s  and the th ird  by some independent 

body. In South A fr ic a , th is  is  o ften the Chairman o f the Management 

Committee o f the L ife  O ffices Association. In va riab ly  there w i l l  be 

an upper l im i t  on the amount o f reassurance which can be placed on 
any one l i f e ,  or from any c lass, as well as



an upper bound on t/- :  degree o f  sub-standard m o rta lity  which can be 
included under the tre a ty , liv e s  su ffe rin g  higher m o rta lity  than th is  
requ iring  fa c u lta t iv e  treatm ent. In a d d itio n , there w i l l  usua lly  be 

an "E rro rs  and ommissions" clause p ro tec ting  the ceding o ff ic e  should 

a case be fo rgo tten  or inadve rten tly  l e f t  o f f  the schedule o f tre a ty  
reassured p o lic ie s .

Under most reassurance agreements, each reassurance is  evidenced only 

by a simple statement g iv ing  d e ta ils  o f the p o licy  and the 
reassurance. The reassurer may also receive copies o f  the
app lica tion  forms and r ia im  nanor,, although fo r  small reassurances 

th is  d iv is io n  may be waived. The tre a ty  may also be cancelled by 

e ith e r party  by g iv ing  appropriate no tice  in  w r it in g .  Cancellation 

could n o t, o f course, a ffe c t reassurances already placed.

There is  a th ir d  type o f arrangement which is  sometimes used, ca lled 
"Fac-ob" or " fa c u lta t iv e  o b lig a to ry " . Under th is  arrangement 
reassurance is  Facu lta tive  on the pa rt o f the ceding o ff ic e  but 
o b liga to ry  on the pa rt o f the reassurer. That is ,  the ceding o ff ic e  
decides fa c u lta t iv e ly  which p o lic ie s  i t  w i l l  re insure , and 

immediately on n o tify in g  the reassurer i t  is  au tom atica lly held 

covered. This arrangement has some o f the advantages and
disadvantages o f Doth the other methods w ith  the add itiona l 
disadvantage th a t p o lic ie s  om itted from reassurance by e rro r are not 
autom atica lly held covered as under the tre a ty  method, but n a tu ra lly  
can s t i l l  be submitted fa c u lta t iv e ly  to  the reassurer.

Each o f  these methods has i t s  own advantages and disadvantages. The 

fa c u lta t iv e  method has the advantage th a t both the ceding o f f ic e  and 
the reassurer re ta in  freedom o f a c tio n . A disadvantage is  th a t each 

o ffe r  must be assessed separately re su ltin g  in  delays, extra work and 

extra expense. The tre a ty  method elim inates much o f the delay and 
expense and in a d d itio n , where co-insurance is  used, the commission 

payable under the tre a ty  would usua lly  be higher than th a t under a 
fa c u lta t iv e  arrangement.

In p ra c tice , one finds  th a t most South A frican  L ife  O ffices have 
tre a ty  reassurance arrangements which cover th e ir  standard r is k
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business. Sub-standard liv e s  or the excess on very large sums 

assured, are most frequen tly  reassured fa c u lta t iv e ly .

(b) Tuo Types o f Reassurance

There are two main categories o f reassurance, namely p roportional 
reassurance and non-proportional reassurance. With p roportional 
reassurance, the re la t iv e  proportions o f a claim  to  be paid by the 
ceding o ff ic e  and reassurur are f ix e d , but not necessarily  constant, 
at the time the r is k  is  reassured. hi non-proportional reassurance, 
the respective shares depend upon the amount o f the c la im .8

( i )  P roportional Reassurance. Commonly there are fou r types o f 
Proportional Reassurance:

Co-insurance: This form o f reassurance is  o ften ca lled  "O rig ina l
Terms" or "O rig ina l Premium Reassurance". Under th is  arrangement, 

th e  reassurer receives the o f f ic e  premium ra te  o f the ceding o ff ic e  
on the portion  r ja^surea . In tu rn , the reassurer must pay, in  
respect o f the reassured p o rtio n , a l l  c la im s, bonuses, surrender and 

paid-up p o licy  values and any other benefits  to  which the

po licyho lder is  e n t it le d ,  at the rates declared by the ceding 

o f f ic e .  A s lig h t m od ifica tion  o f th is  involves reassurance on the 
same basis as the o r ig in a l p o lic y , but at premium ra tes, bonuses and 

surrender values determined by the reassurer ra the r than the ceding

Co-insurance is  one o f the e a r lie s t  forms o f reassurance having 
developed long before the a r r iv a l o f the professional reassurers. 

I ts  unique e ffe c t is  to  tra n s fe r not only portion  of the m o rta lity  

r isk  to  the reassurer, but also a portion  o f an investment r is k ,  new 
business s tra in  and cost o f op tions. This is  extremely valuable in 
reducing new business s tra in ,  m o rta lity  and ea rly  lapse r is k .

Risk Premium Reassurance: This form o f proportiona l reinsurance is

also known as "Yearly Renewable Term Reassurance". In essence, 

under th is  method the ceding o ff ic e  e ffe c ts  a one year term p o licy  
fo r  the amount o f the reassurance on the l i f e  whose p o licy  is  to  be
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reassured. This term p o licy  is  renewable w h ile  the o r ig in a l p o licy  
remains in  force and the annual amount o f reassurance is  usually 

determined by reference to  the death s tra in  a t r is k  on some agreed 

basis und=r the o r ig in a l p o lic y . I n i t i a l l y ,  the o f f ic e  w il l

re insure a l l  the death s tra in  at r is k  in excess o f i t s  chosen 
re ten tion  (See Section 6 below). Therea fte r, the reassurance may
decrease annually by the increase in the reserves re la t iv e  to  the

in t ia l  sum reassured, or by the increase in  the reserves re la t in g  to  

the to ta l sum assured. The former method is  ca lled  the Reducing 
Retention Method and the la t te r  the Constant Retention Method.

Risk premium reassurance is  -ep lacing co-insurance as the most 
commonly used form o f reassurance throughout the world and is 

v i r tu a l ly  the exclua .u domain o f the professional reassurers, 
representing almost h a lf th e ir  to ta l sums in  fo rce .

The centra l advantage o f r is k  premium reassurance is  tha t only the

m o rta lity  r is k  is  reassured. The ceding o f f ic e  re ta ins the whole o f 
the o f f ic e  premium and the p o licy  reserves and pays the reassurer a 
premium s u f f ic ie n t  to  cover the expected reassured m o rta lity  r is k  fo r  
one year on ly, In times o f high in te re s t rates and where in te re s t

surplus is  one o f the major sources o f surplus, th is  form o f 
reassurance is  o f p a r t ic u la r  advantage to  the ceding o f f ic e .  In 
a d d itio n , th is  method has the advantage th a t i t  is  a d m in is tra tive ly  
more simple and more f le x ib le  than co-insurance. The awkward 
problem o f d if fe re n t bonus scales and s im ila r  adm in is tra tive  
d i f f ic u l t ie s  are p ra c t ic a lly  elim inated and the system works equally 

well using e ith e r  the constant or reducing re ten tion  method.9

This method also ensure tha t the reassurer w i l l  receive a share of 

the m o rta lity  surplus w ithout any corresponding increase in  his 
l i a b i l i t i e s  a r is in g  from a concomitant increase in  bonus rates by the 

ceding o f f ic e .  W lth -p ro fit  or p r o f i t  sharing arrangements are qu ite  
common in  these circumstances to  compensate the ceding o ff ic e  w ith  

th is  p r o f i t ,  i t  being possible to  negotiate arrangements under which 
the ceding o ff ic e  may receive very high proportions o f the emerging 
m o rta lity  p r o f i t .  Losses are ca rried  forward u n t il



e x tin c tio n  and fo r  th is  reason, there is  usua lly  a p a rt ic ip a tin g  

l im i t  spec ify ing  the maximum amount to  count on any one l i f e .  This 

prevents one very large claim  from d e fe rring  p r o f i t  commission fo r  
many y e a rs .10

Substandard liv e s  may also be reassured in  the same manner as

standard liv e s ,  the premium being a simple m u ltip le  o f the standard
premium. Where an extra  premium is  received by the ceding o ff ic e  

fo r  some occupational or recreational r is k ,  the re insurer generally 

receives a share in  proportion to  the in i t i a l  amount reassured.

This has a bearing on nations as a whole where r is k  premium is
tra d it io n a l ly  ured fo r  reassurances placed in te rn a tio n a lly , in  tha t 
the ou tflow  o f premiums from a country is  reduced to  the bare minimum 
required to  p ro tec t loca l l i f e  assurers against th e ir  m o rta lity

r is k . Most Governments are anxious to  safeguard th e ir  balance o f 
payments from ca p ita l outflows and to  re ta in  funds fo r  investment in 
local ca p ita l markets. The r is k  premium method achieves such 
objectives oy leaving the p o licy  reserves In the hands o f the ceding 
companies.7

A possible disadvantage o f the r is k  premium method is  th a t the sum 

reassured and reassurance premium must be reca lcu lated every year to  
re f le c t the reduction in  the r is k  reassured. However, w ith  the use 
o f computers, these ca lcu la tions  are undertaken very speedily and at 
re la t iv e ly  1i t t l e  cost.

Modifieo Co-insurance: This method has some o f the features o f both

ris k  premium and co-insurance. '. t  can most simply be described as 
co-insurance in  which the reserves re la t in g  to  the e n tire  p o licy  (not 
ju s t the retained p o rtio n ) are held by the ceding o f f ic e .  The 
annual reassurance premium w i l l  bo normal co-insurance premium less a 
reserve adjustment. This reserve adjustment is  the increase in 
ac tua ria l reserves over the past year on the reassured portion a fte r  
allow ing fo r  in te re s t earnings at an agreed rate and may be p o s itive  

or negative. In genera l, i t  w i l l  be la rges t m the ea rly  years,
decreasing to  zero and becoming negative as duration increases.
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This has the advantage th a t, as well as the m o rta lity  r is k ,  part o f 
the new business s tra in  and lapse r is k  is  transfe rred  to  the 
reassurer, while  the investment r is k  can to  an extent be re ta ined . 

The amount o f investment r is k  which is  re ta ined is  ‘letermined by the 

agreed reserve adjustment in te re s t ra te used. The s e ttin g  o f th is  

rate is  a very complex pa rt o f a ne g o tia tio n . Usually i t  takes the 
form o f a formula, ra ther than a s ing le  f ig u re , tak ing  account o f the 
rates assumed in  premium ca lcu la tions  and va lua tions, the earnings 

rate in  recent years, the bonus ra te  and the e ffe c ts  o f ta xa tio n .

As car. he imagined, the adm in is tra tion  o f modified co-insurance 
arrangements is  considerably complex and the system runs the r is k  o f 

the loca l insurance a u th o rity  deciding th a t the negative reassurance 
payments in  the ea rly  years co n s titu te  a loan from the reassurer 
which would require  corresponding reserves to  be set up, thus 
n u l l i fy in g  i t s  p r in c ip le  advantage.

Quota Share and Surplus Reassurance: Any o f the above methods can

be used in  conjunction w ith  e ith e r o f these arrangements. Under 
quota share, a fixe d  proportion o f every p o licy  Is  reassured. I t  is 
nore coitmon fo r  surplus reassurance to  be used, under which only tha t 

portion  o f any new p o licy  which exceeds the re ten tion  l im i t  set by 

the o f f ic e  is  reassured.

Quota share has the advantage tha t i t  is  simple and cheap to  
aam inister and, since i t  is  not possible to  exercise se lection 
against the reassurer, higher commission rates are often ava ila b le . 

A disadvantage is  th a t there w i l l  be a la rg e r number o f reassurances 

fo r  very small amounts unless a minimi' ; •.-issurance l im it  has been 

se t. For very large p o lic ie s , the amo-.-nt retained may s t i l l  exceed 

the re ten tion  l im i t  and thus separate reassurance arrangements have 
to be made fo r  th is  excess.

Surplus reassurance elim inates th is  la s t  problem, but at the cost o f 

s l ig h t ly  reduced commission ra tes . Surplus reassurance also has the 

advantage tha t the o ff ic e  re ta ins a l l  amounts below it s
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re ten tion  l im i t  w h ile  under quota share arrangements, i t  is  obliged 
to  reassure a po rtion  o f even those p o lic ie s  which i t  could prudently 

re ta in  in  f u l l .

( i i )  Non-Proportional Reassurance.

Catastrophe Reassurance Arrangements: I t  can happen th a t a s ing le

accident or catastrophe w i l l  g ive r is e  to  a large number o f claims on
the same o f f ic e .  This is  a natural re s u lt o f the tendency fo r
o ffice s  and sales forces to  concentrate th e ir  sales e f fo r ts  in  
p a r t ic u la r  geographic areas or amongst p a r t ic u la r  socio-economic 

groups. This r is k  has been g re a tly  enlarged by the rapid growth o f 

g ro u p -life  business. Lives assured under group l i f e  contracts 
cannot be assumed to  be independent and so give r ise  to  an 

accumulation r is k .  Some pro tection  from th is  r is k  can be arranged
through catastrophe reassurance.

Under th is  arrangement, i f  as a re s u lt o f a s ing le  catastrophe more 
th a t a spec ified  number o f claims are lodged exceeding in  aggregate 

the agreed catastrophe l im it  o f the ceding o f f ic e ,  the reassurer w il l  

be l ia b le  fo r  a spec ified  proportion o f the excess loss, there 
usua lly  being an upper l im i t  on the reassurer's l i a b i l i t y .

I t  is  possible to con tro l the accumulation r is k  to  some extent 

through carefu l underw riting and agency c o n tro l.  However, in  a 
country l ik e  South A fr ica  where h a lf o f the population is
concentrated in  one geographic area, p ra c tica l considerations l im it

the effectiveness o f attempting to  avoid excessive concentration by
stim u la ting  sales in  regions where the o ff ic e  is  not already over
concentrated. Thus, given tha t the catastrophe hazard ex is ts  and 
cannot be removed through p ra c tica l considerations, the o ff ic e  

concerned must assess the size o f i t s  r is k  and determine whether i t  

can sa fe ly  be ca rried  it,her i t  requires p a rt ia l or to ta l
reassurance.

Stop-Loss Reassurance: .c has been argued th a t stop-loss is  the
most e ffe c tiv e  means o f l im it in g  the adverse e ffe c ts  o f random
flu c tu a tio n s  in  m o r ta lity .2 Under th is  scheme, the reassurer's



l i a b i l i t y  commences when the aggregate claims experienced on the 
e n tire  reassured p o r t fo l io  exceed a pre-determined le v e l.  Thus i t

is th a t the ceding o f f ic e  can make i t s e l f  completely immune from 
to ta l claims in  excess o f i t s  stop-loss l im i t .  O ften,'however, the 

reassurer pays only an agreed percentage o f the excess loss, usually 
up to  an upper l im i t .

Supporters o f th is  method argue th a t th is  provides the only complete 

p ro tection  against adverse flu c tu a tio n s  in  m o r ta lity . T rad itiona l 
surplus reassurance o ffe rs  p ro tec tion  against adverse swings only i f  

they re s u lt from the la rg e r p o lic ie s . I f  the excess claims re su lt 
from a large number o f small p o lic ie s , th is  reassurance w i l l  be 
in e ffe c tiv e . S im ila r ly , under quota share reassurance, since the 
reassurer meets only a constant percentage o f a l l  claim s, i t  is  
always possible fo r  the l i a b i l i t y  o f the ceding o f f ic e  to  exceed any 
level i f  to ta l claims are s u f f ic ie n t ly  h igh. Catastrophe 

reassurance o ffe rs  reassurance p ro tection  from a large loss re su ltin g  
from a s ing le  event, but o ffe rs  no p ro tection  against ove ra ll adverse 
swings. Only under the "complete non-proportional" arrangements
such as stop-loss reassurance, can the ceding o f f ic e  decide in 

advance the maximum amount fo r  which i t  can be l ia b le .  Under th is

arrangement, the reassurer con tracts , in  re turn fo r  a fixed  premium,
to meet the ex-ess over an agreed re ten tion  o f aggregate claims
occurring during the period o f cover in  the categories o f p o lic ie s
specified  in  the "> 'a c t.

The period o f cover Is usua lly  one year, but may be three years. In 

addition there is  o f  -n a provis ion th a t i f  the reassurer declines to 

renew the con tract when i t  expires he must accept risk-premium
reassurances on r isks  above a ce rta in  s ize , but the premium ra te  may 
not be guaranteed. The stop-loss re ten tion  is  almost always 

expressed as a percentage o f the expected claims and the reassurance

premium as a percentage o f the gross or net premiums o f the ceding
o ff ic e  under the reassured p o r t fo l io .  In th is  case, expected claims

re fe r to  the to ta l claims expected on a r e a l is t ic  basis, end need
bear no re la tio n sh ip  to  t  -- expected claims on the va luation basis.



There is  also usua lly  a l im i t  on the amount o f r is k  which can be 
included on any one l i f e  and conventional reassurance methods are 

genera lly used to  l im i t  the amount a t r is k  on a s ing le  l i f e .  In 

general, the reassurer l im its  his l i a b i l i t y  to  some percentage o f the 

excess loss, commonly 90 per cent, w ith  an overrid ing  l im i t  on his 

to ta l l i a b i l i t y .  This method is  common fo r  n o n - life  reassurance but 
is  f a i r l y  rare in  l i f e  reassurance.

Because o f the wide f lu c tu a tio n s  in  claims under stop-loss 

arrangements and the d i f f ic u l t ie s  reassurers have in  obta in ing  a 
s u f f ic ie n t  spread o f r is k s , i t  is  usual fo r  the gross reassurance 
premium to  include a very substan tia l contingency load ing . Often 
th is  loading takes the form o f a percentage o f the variance or 
standard devia tion o f expected claim s. The gross premium may be o f 

the order o f 300 per cer-t to  500 per cent o f the net premium, but 

th is  could be increased i f  the tre a ty  includes a substantia l 
proportion o f sub-standard liv e s  or very large p o lic ie s .

The main advantage o f stop-loss reassurance is  i t s  f l e x ib i l i t y .  I t  
can be ta ilo re d  to  s u it the requirements o f the ceding o ff ic e  almost 

e xac tly . I t  o ffe rs  almost complete immunity from adverse m o rta lity  
f lu c tu a tio n s , although a t q u ite  a high p r ic e , allows the ceding 

o ff ic e  to  increase considerably i t s  in d iv id u a l re ten tion  lim its  and 
can be arranged to  permit a reduction in  both the adm in istra tion and
expense o f reassurance. On the other hand, i t  must be remembered
tha t stop-loss is  esi -s it ia lly  a short term arrangement. I t  can be 

cancelled by e ith e r pa'-'y and the unexpected term ination o f the cover 
by the reassurer co u .; leave the ceding o ff ic e  in  an awkward 

p o s it io n . Even t i  uugn there is  o ften a prov is ion  fo r  the ceding 
o ff ic e  to  e ffe c t r i  > ir-.-mium reassurance on selected r isks  in the 
event o f cancel 1 at I or , '•v.b may invo lve some delay and considerable 
a dm in is tra tive  d l f f l n ' l t . p s .  Secondly, i t  is  very rare fo r  complete 

stop-loss p ro tection  u  t o ffe re d . The war r is k  and nuclear hazard

are almost always exclu.iod and there is  commonly a l im i t  on the
amount o f r is k  which c..,! be included on any one l i f e .  In a dd ition , 

there is  usua lly  an ove rrid ing  l im i t  to  the reassurer's l i a b i l i t y .  
Therefore, the stop-loss contract ra re ly  provides the
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"complete" p ro tection  which is  claimed fo r  i t ,  although the cover 0y 
be complete fo r  most p ra c tica l purposes.

In add itio n  to  a l l  o f the above, and because under stop-loss the 

reassurer does not fo llo w  the fortunes o f the c e d in g -o ffice , the 
reassurer would usua lly  require  much s t r ic te r  contro l o f the

p o r t fo lio  o f the ceding o f f ic e  than is  usual because o f the nature o f 
the cover. Often, contractual o b lig a tio n  on the part o f the ceding

o ff ic e  not to  vary i t s  underw riting standards w ithout the consent o f 
the reassurer is  included.

The reassurer reserves the r ig h t  to  reassess the premium chargeable 

i f  there is  any s ig n if ic a n t change in  the composition o f the 
p o r t fo lio  o f r isks  o f the ceding o f f ic e  and, because o f the
uncerta in ties  innerent in  h is ca lcu la ti-M * and the higher expenses 
involved i r  adm in is tra tion , the reassurer is forced to  include large 

expense and contingency loadings in  the premium, often re su ltin g  in  
gross premium which may be three or four times the pure r is k  premium.

Excess of Loss: This method is  not usua lly  applicable to  l i f e

reassurance, although I t  is  sometimes used in  connection w ith  

d is a b il i ty  insurance. Excess o f loss is  a type o f ind iv idua l p o licy
stop-loss agreement. The amount o f cla im  o f an ind iv idua l p o licy
above the excess o f loss l im i t  is  pa id, in pa rt or in  f u l l ,  by the 
reassurer. This arrangement is  very useful in  general insurance 
f ie ld s  such as f i r e  and th ird  party l i a b i l i t y  insurance, where the 
amount o f the cla im  on any p o licy  is  a random variab le  and can be 100 
or more times the expected c la im .

The number o f d if fe re n t types o f reassurance arrangements which can 

be devised are obviously l im it le s s .  The d i f f ic u l t y  arises In 
f in d in g  a secure recissurer who Is  prepared to  accept unconventional 
arrangements as they have developed a reputation fo r  being extremely 
conservative, perhaps to  the eve rlas ting  c re d it o f th e ir  indus try .

4. THE PLACING OF REASSURANCE

The l i f e  o f f ic e ,  having decided which o f those needs mentioned In 
Section 2 above are most important to  i t ,  and which o f the loca l



reassurers is  able to  match these requirements most c lo se ly , w i l l  
then consider the rcassurcr w ith  which i t  wishes to  d e a l. 

N a tu ra lly , l i f e  o ffic e s  are not lim ite d  in  th e ir  dealings w ith  
reassurers and may deal w ith  several reassurers simultaneously. 

Treaty reassurance may be in  operation fo r  various classes of 
business w ith  more tnan one reassurer, w h ils t fa c u lta t iv e  

reassurance, p a r t ic u la r ly  o f sub-standard liv e s ,  may be transacted 
w ith a i l  reassurers both lo c a lly  and in te rn a tio n a lly .

The w illingness  o f the m assurer to  provide the various in fo rm ation , 
underw riting , tra in in g  and adm in is tra tion  f a c i l i t ie s  desired by the 
ceding o ff ic e  w i l l  be o f importance, but so too w i l l  be the

reassurer's w illingness  to  negotia te the p a r t ic u la r  type o f tre a ty  
desired by the ceding o ff ic e  and the leve ls  o f p r o f i t  sharing which 

the l i f e  o f f ic e  expects.

The m a jo rity  o f reassurance tre a tie s  contain a series o f sections or 
a r t ic le s ,  genera lly in  s im ila r  u rder, covering the main provisions 
and lim ita t io n s  o f the reassurance arrangements. A specimen o f a 
modern tre a ty  is  included in  Appendix: Main Provisions o f the

Seass.urunce Agreement -  1900 to  th is  Chapter. Of p a r t ic u la r  note 
sr.ould be those sections dealing w ith  the payment o f dubious or 
disputed claim s, the ca lcu la tio n  and d is tr ib u t io n  o f p ro f i t  sharing 
commissions and sections dealing w ith  e rro rs  and omissions, 
a rb itra t io n  and inspection and a u d it.

Many reassurance tre a tie s  w i l l  confirm  th a t reassurers w i l l  fo llo w  
the decision o f the ceding o f f ic e  w ith  regard to  the payment or 

repudiation o f cla im s. I f  the ceding o f f ic e  decides th a t i t  wishes 

to pay a c la im , however dubious, the reassurer w i l l  usua lly  fo llo w  
and meet i t s  share o f the l i a b i l i t i e s  accord ing ly. However, i f  the 
ceding o ff ic e  decides to  contest the case in  a Court o f Law, most 

often reassurers w i l l  bear th e ir  proportionate share o f legal costs 
involved and share p ropo rtiona te ly  in  any reduction o f claim  value.

The generous extent to  which South A frican reassurers are prepared to  
return p ro f its  enjoyed on the reassurance tre a ty  is  c le a r from the
Appendix specimen, and the gentlemanly nature o f the contract
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becomes evident from the tone o f the agreement in  general and the 
clauses re fe rr in g  to  e rro rs  and omissions and a rb itra t io n  in 

p a r t ic u la r . L .fe  assurance is  a long term business and there fo re

reassurers and ceding o ff ic e s  a lik e  tend to  go to  great length to

ensure the maintenance o f harmonious re la tionsh ips  under even the 
most try in g  o f f ic e  circumstances.

A question which is  o ften asked is  "What is  the best, or cheapest, or 

the most e f f ic ie n t  form o f reassurance?" This is  a question w ith  no 

s ing le answer. The answer w i l l  depend on the circumstances o f the 
o ff ic e  and the ob jectives o f the management, hence trie c r i te r ia  hy 
which one judges "b e s t". A number o f possible op tim isation c r i te r ia

have been in ves tiga ted . The most obvious is  the variance o f
retained cla im s. This is  qu ite  commonly used and has been

extensive ly inves tiga ted . An a lte rn a tiv e  is  the expected gain in 
u t i l i t y  to  the o ff ic e  u, ie rta k in g  the reassurance arrangement. This
u t i l i t y  function  is  a fa m ilia r  concept to  economists and Bayesian
s ta t is t ic ia n s ,  but has only recen tly  been applied to  l i f e

assurance. A th ir d  common c r ite r io n  is  the ru in  p ro b a b ility . I f  
an o ff ic e  has a r is k  reserve o f size u, then the p ro b a b ility  tha t the

r is k  reserve w i l l  ever become negative is  ca lled  the ru in
p ro b a b il i ty .11

I t  is  not possible to  designate any one o f these c r i te r ia  as be tte r 
than the o the r. They each have weaknesses and strengths and the
selection o f the appropriate c r ite r io n  is  a h igh ly  complex decis ion.

5. SUB-STANDARD REASSURANCE 

The underwriting o f assurances o* sub-standard liv e s  poses a number 

o f problems, p a r t ic u la r ly  fo r  small companies th a t ma. not possess 
much experience o f such business. Although the l i f e  underwriters 
have the advantage o f re lia b le  m o rta lity  ta b le s , care must be 

exercised in  the se lection  o f ind iv idua l liv e s  and in  p a r t ic u la r  in  
id e n tify in g  those su ffe rin g  from any impairment which necessitates 
refusal or the quotation o f special terms. Where an o ff ic e  wishes 

to  reassure a sub-standard l i f e ,  arrangements may be made fo r  a 
tre a ty  reassurer to  examine proposals and medical evidence and to  
decide on the terms to  be quoted.
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Today i t  is  common prac tice  to  include a l l  o f a company's business 

w ith in  one tre a ty  whether on o rig in a l term - or the r is k  premium 

basis, although retentions and automatic tre a ty  cover may be a ltered 
fo r  sub-standard liv e s .

There are two essentia l ways o f dealing w ith  assurance fo r  impaired 

liv e s .  An add itiona l premium may be charged or a debt on the p o licy  
may be imposed. This extra  premium or debt (o ften  referred to  as a 
l ie n ,  and ra re ly  imposed today) may be dea lt w ith  in  various 
d if fe re n t ways and may reduce over ihe l i f e  o f the p o lic y .

Underwriting is  a very imprecise science and i t  is  su ite  common to  
fin d  two experienced underwriters in disagreement about the 
appropriate leve l o f extra  premium fo r  a p a r t ic u la r  r is k .  I t  is  not 
su rp ris ing  th e re fo re , th a t increasing competition in  both the d ire c t

market and the reassurance market has led to  the p ractice  whereby a 

number o f d ire c t o ffic e s  w i l l  o f fe r  th e ir  substandard cases to 
several reassurers. The cases w i l l  eventually be placed w ith  those
reassurers who o ffe r  the most com petitive terms. This p rac tice  has 

become known as the "shopping o f r is k s " .12 Because o f the extra
work in vo lv ing  senior people on the reassurer s ta f f  and the reduced 
completion r a t io ,  the expenses per completed case are correspondingly 
h igher. In simple fin a n c ia l terms i t  is  u n lik e ly  tha t th is  business 
is h igh ly  p ro fita b le  to  the reassurer except in the context o f

pro tec ting  a valuable tre a ty  connection or in  the hope o f developing
a new tre a ty  connection w ith  the ceding o f f ic e  concerned, which in 
turn would be pleased to  be able to  accommodate i t s  sales 
interm ediary and his c l ie n t .

6. FIXING RETENTIONS 

Actuaria l techniques are more h igh ly  developed in  l i f e  assurance than 

in other classes o f insurance business and various mathematical

models have been devised to  a rr iv e  at appropriate re ten tion  lim its  
fo r  a l i f e  fund. One example is  Rosenthal's formula fo r  ca lcu la ting  
"chance flu c tu a tio n s  funds", i . e .  an amount s u f f ic ie n t w ith in  a 

certa in  l im i t  o f p ro b a b ility  to  cover any va ria tio n  in  the m o rta lity  
experience in  any year from expected losses due so le ly  to



change f lu c tu a t io n .13 Nevertheless, in  p rac tice  re ten tions are 
genera lly s t i l l  f ixe d  in a more or less ad hoc fash ion .

The weakness o f a l l  the models developed to  date is  the assumption o f 

an independence o f r is k ,  which is  not tru e  o f most l i f e  p o r t fo lio s .  
Even i f  in  some cases the degree o f in te r - re la t io n s h ip  between the 

insured liv e s  o f o p o r t fo lio  may be very sm all, i t  cannot be ignored.

Consequently, companies (a f te r  ob ta in ing a c tua ria l advice) s t i l l  f ix  

th e ir  re ten tions in  the l ig h t  o f those fac to rs  which are common to
other classes o f business ami in  essence are the ca p ita l and free 
reserves o f the company, and the size o f the r is k  p o r t fo l io .  Other 

facto rs  which may be taken in to  account are the types and mix o f 
business transacted, the margin th a t can be b u i l t  in to  premiums to

provide fo r  m o rta lity  r is k ,  the p rice  the company is  prepared to  pay 

fo r reassurance, the p ro b a b ility  o f ru in , the claims d is tr ib u tio n  
function as modified by the purchase o f reassurance, the reserves at 
the beginning o f  the period, the to ta l number o f expected claim s, the 

expected value o f each cla im  and the general contingency loading in
the premium. Past m o rta lity  experience, cash flow  and cost o f bonus
are also considerations, together w ith  the pragmatic consideration o f 
the re ten tion  maintained by other d ire c t o ffic e s  o f a s im ila r  s ize , 
product mix and m a tu rity .

In assessing leve ls  o f re te n tio n , d ire c t o ff ic e s  w i l l  be concerned
w ith  maximising the retained p r o f i t  from th e ir  business, w h ils t 
preserving the solvency o f th e ir  companies and some degree o f 
s ta b i l i t y  in  th e ir  bonus declarations and dividend payments to

po licyho lders . The r is k  theory techniques which e x is t and which 
have been re fe rred  to ,  o f fe r  some guidance in  s e ttin g  these leve ls  
but, as is  so often the case w ith  such methods, very sweeping and 
questionable assumptions have to  be made and there fo re  the f in a l 
establishment o f leve ls o f re ten tion  must be made by senior

management on the basis o f a l l  these fac to rs  combined w ith  th e ir
years o f experience and " fe e l"  fo r  the business.



7 . THE ROLE OF PROFESSIONAL L IF E  REASSURERS IN  SOUTH AFRICA

Throughout th is  chapter reference has been made tc  the important ro le  

played by reassurers In tra n s fe rr in g  th e ir  expertise  in  underw riting , 

a dm in is tra tion  and product development to  the d ire c t l i f e  o ff ic e s . 

Much o f th is  expertise is  obtained by the reassurer's contact w ith  
the re s t o f the local and in te rn a tio n a l l i f e  assurance community. 
The reassurer's w illingness  to  finance loca l developing l i f e  o ffic e s  

has been o f considerable economic value to  the industry and country 
as a whole and, as most o f these arrangements are h igh ly  
c o n fid e n tia l, the f u l l  extent o f these bene fits  to  our country w il l  
probably never be known.

In a d d itio n , fo r  the same reason a l i f e  o f f ic e  f in d s  i t  necessary to  
reassure part o f i t s  business, a reassurer w ith  s im ila r  constra in ts  

w il l  f in d  i t  necessary to  reassure pa rt o f i t s  own business. This 
is  known as retrocession. This retrocession may be placed w ith  
other professional reassurers or e rn a tiv e 'y  o ffe red  to  l i f e  

o ffice s  as re c ip ro s ity  fo r  busines1 .-d by them.

Where th is  is  not possible or des irab le , the reassurer may endeavour 

to  place th is  business on a simple and cheap basis often w ith in  the 
world-wide professional reassurance market. As tn is  is  most 
frequently  done on a fu r th e r  r is k  premium bas is , bene fits  to  the 

nation as a whole are fu r th e r optim ised by th is  spreading o f risks  

across many o ffic e s  and in te rn a tio n a l boundaries.

The investment p ractice  o f  a reassurer w i l l  tend to  be more cautious 

than tha t o f a d ire c t l i f e  o f f ic e  as the average duration o f 
l i a b i l i t i e s  is  sho rte r, and the p o te n tia l va ria tio n  in  re su lts  is  
greater and there fo re  there ex is ts  a much greater need fo r  l iq u id i t y  
to  deal w ith  large claims.

This leads to  an investment philosophy o f c lo se ly  matching the 
l i a b i l i t i e s  w ith  a high degree o f l iq u id i t y ,  invo lv ing  s very high 

proportion o f fixe d  in te re s t and part-one asset se c u ritie s .
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Apart from the very p o s itive  ca p ita l and employment formation e ffec ts  

o f th is  investment, the nature o f the investments held by reassurers 

means th a t the b ene fit accrues more la rg e ly  to  the State and i t s  
be n e fic ia rie s  than in  the case o f ord inary l i f e  o ff ic e  investments.

In order to  b e tte r appreciate the p o s itio n  o f l i f e  reassurers in 

South A fr ic a , a va lU b ln  b td lib U c a l inform ation has been co lla te d  in  
Table 5 .2 . Figure 5.1 is extracted from the data in  Table 5.2 below 

and il lu s t ra te s  the success w ith  which professional l i f e  reassurers 
have grown in  South A fr ica  since the "late 196Q's, in d ica tin g  the 
level o f development and s ign ificance  o f th is  important segment of 
the Industry . From sums reassured o f  only RSSQ-million in  1970, 

th is  industry  had grown nearly four fo ld  to  R3,050-m illion sums 
reassured on ly f iv e  years la te r .  Ten years la te r  in 1984, the 
industry nad grown a fu r th e r ten fo ld  to  R24,632-m illion sums 
reassured.

S im ila r ly , by net premium income, the reassurance industry  in South 
A fr ica  grew ten fo ld  in  the years 1970 to  1981, and more than doubled 

again between 1981 and 1984 from R57,3-m illion to  R120,7 -m illio n , 

(The f a l l  to  R114,9 -m illio n  in  1985 was the re s u lt o f certa in  

reassurers reducing th e ir  group l i f e  exposure a fte r  experiencing 
pers is ten t losses between 1980 and 1984).

In 1986 the L ife  O ffice s ' Association sta rted  keeping s ta t is t ic s  on 
the l i f e  reassurers in  South A fr ic a . These showed tha t a t the end 

o f December 1986 benefits  paid to ta lle d  R91 127 000. (These being 

almost e n tire ly  fo r  reassured death and d is a b il i t y  c la im s). Assets 
held to ta lle d  R407 452 000 of which over 55 per cent were invested in 
prescribed se cu ritie s  and under 17 per cent in  lis te d  e q u it ie s .24

These s ta t is t ic s  demonstrate the yrowi j  Influence of the South 

A frican reassurers and the increas ing ly  high regard in  which they are 
held in  th is  country. Should the concentration tak ing  place w ith in  
the industry  (See Chapter I I  above) one day cease and new



l i f e  o ff ic e s  once again come In to  being, l i f e  reassurance can be 

expected to  play an even more s ig n if ic a n t and important ro le  in  South 

A fr ic a .
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TA8LE 5.2  THE GROWTH OF LIFE REASSURANCE IN SOUTH AFRICA 

SOUTH AFRICAN LIFE REASSURERS

- "

TOTAL 5Un5 REASSURED 

AHO NET PREMIUM INCOME

Net Premiums Sums Reassured Net Premiums Sums Reassured
R -M illion R -M illion % Growth % Growth

1986 146,5 32 150 27,5 20,Q *
1985 114,9 26 793 -4 ,8 8.8
1984 120,7 24 632 31,9 24,7

1983 91.5 19 748 19.3 36,2
1982 76,7 14 497 33,9 34,8
1981 57,3 10 755 35,5 31,5
1980 42,3 8 176 19,5 19,8
1979 35,4 6 825 22,9 16,2
1978 28,8 5 875 22,6 24,9

1977 23,5 4 704 25,7 25,4
1976 18,7 3 750 12,7 23,0
1975 16,6 3 050 22,1 24,0
1974 13,6 2 460 15,3 29,5

1973 11,B 1 900 26,9 30,1
1972 9,3 1 460 43,1 26,9
1971 6,5 1 150 22,6 35,3

1970 5,3 850

SwHs-South A frican  Reinsurance Company Lim ited 

Mercantile 5 General Reinsurance Company o f SA Lim ited 
Annual Reports o f the Registrar o f Insurance

Estimates



1984

a  5 /A 5 S U  f?EQ‘—BiU J ONS +  PREMIUMS—MIIJ-ICfNE3

FIGURE 3.1

SOUTH AFRICAN LIFE REASSURANCE 
INDUSTRY GROWTH PATTERN



-1 2 6 -

V1APTER V : SOURCE REFERENCES

1. Foster, G T (1946). Some Observations on L ife  Reassurance.
Journal o f the In s t itu te  o f Actuaries Vol. LXXII, Part I I I  Mo. 
SjS. London! Cambridge U n ivers ity  Press.

2. Ackman, R C (1975). Ordinary L ife  Reinsurance. Transactions
o f the In s t itu te  o f Actuaries o f A u s tra lia  and Mew ZeaTanT.

3. Cumpston, J R (1976). Risk Premium Reinsurance. 
Transactions or the In s t itu te  o f Actuaries o f  A u s tra lia  and 
New Zeal ami.

4. Smart, I C (1970). L ife  Reinsurance. Paper presented to  the
In s titu te  o f Actuaries Students Society, London.

5. Woov.:y, J C (L '7 6 ). Reinsurance o f L ife , Health, and Annuity 
Cove-.ges. Part 9 (Study Notes), Education and Examination 
Committee o f the T ie ty  o f A ctuaries. New York.

6. C la r*, C (1978). The Role o f the L ife  Reassurance. Paper
presented to  the In s t itu te  or Actuaries students ‘ Society on 
October 31, 1978 and the Faculty o f Actuaries Students' 
Society on November 12, 1979, London.

7. C arter, R L (1979). Reinsurance. Kluwer Publishing in 
Association w ith  M ercantile and General Reinsurance Company 
L im ited, Middlesex, England.

8. Howe, R W A and Douglas, R W (1984). Developments in  L ife  
Reinsurance. Paper presented to  the In s t itu te  o f Actuaries 
Students' Society, November 20, 1984, London.

9. Steeds, A J (1954). L ife  Reassurance. Journal o f the 
In s t itu te  o f Actuaries Students' Society. V o l. 1 2 ,T a r t  i n , 
marcn igsa.

10. Tuma, F L (1933). The Economics Theory o f Reinsurance. 
Journal o f the insurance In s titu te  o f London.

11. C arter, R L (1972). Economics and Insurance. London: 
P H Press.

12. C arter, R L and Dickinson, G M (1977). Economic E ffects o f
R estric tions on In te rna tiona l Trade in  Reinsurance. Papers 
presented to  Tfim l In te rna tiona l Reinsurance Seminar at
Cambridge, A p ril 1977.

13. Rosenthal, 1 (1947). L im its  o f Retention fo r  Ordinary L ife
Insurance. The Record. American In s t itu te  o f Actuaries. Vol. 
XXVI, Part I ,  Mo. 73.



APPENDIX:

MAIN PROVISIONS OF THE REASSURANCE AGREEMENT -  1900

A 'watershed1 in  the development o f l i f e  reassurance took place in 
1900 when fo r ty - s ix  B r it is h  L ife  o ffic e s  signed the 'Reassurance 
Agreement -  1900', lay ing  out the basic ru les under which reassurance 
was to  be transacted in  fu tu re . This agreement remains in  operation
today and is  reproduced here because o f the important concepts i t  
contains anu which are s t i l l  va lid  today:

1. The o f f ic e  placing the reassurance is  known as tne "P rinc ipa l 0 
f ic e " .  The o ff ic e  to  which the reassurance is  o ffered is  known as 
the "Guaranteeing O ff ic e " .

2. The P rincipa l O ffice  must d isc lose :

(a) The amount o f assurance i t  already holds on the l i f e ;
(b) I ts  proposed re ten tion  o f the new assurance;

(c) The terms applying to  the new assurance;
(d) The terms o f any e x is tin g  assurance;
(e) A ll m ateria l fac ts  a t the time the reassurance o f fe r  is  made, 
and also fac ts  which emerge in  the in te rv a l before completion. I t  
must a lso :

( i )  Furnish copies o f a l l  papers conta in ing such in form ation;

( i i )  Give p a rtic u la rs  o f previous proposals and e x h ib it papers i f
required, and a llow  copies to  be taken.

3. The Guaranteeing O ffice  may not retrocede any part o f the 
r isk  w ithout the consent o f the P rincipa l O ffice .

4. The Guaranteeing O ffice  is  not on r is k  u n t i l  i t  has intimated 
acceptance, nor u n t il the Princip-.l O ffice  is  on r is k .  A fte r 
acceptance by the Guaranteeing O ffice  i t  goes on r is k  at the same 
time as the P rincipa l O ffice receives the f i r s t  premium.

The P rinc ipa l O ffice  must not complete the r is k  a fte r  t f r  expiry o f 
one month from the date o f the Guaranteeing O ffic e 's  acceptance, 
unless the Guaranteeing O ffice is  provided w ith  s a tis fa c to ry  evidence 
tha t the l i f e  to  be assured remains e l ig ib le  fo r  assurance.
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5. I f  before commencement o f the r is k  the Guaranteeing O ffice
receives inform ation making i t  desirab le  to  withdraw i t s  acceptance, 
and accord ing ly informs the P rinc ipa l O ffice  in  w r it in g ,  the 
Guaranteeing O ff ic e 's  acceptance sha ll be void a fte r  the expiry o f 
one week from the time o f such in tim a tio n , or immediately the
P rinc ipa l O ffice  withdraws i t s  own acceptance or obtains an
acceptance o f the reassurance elsewhere, whichever happens f i r s t ,  
unless in  the meantime the r is k  o f the Guaranteeing O ffice has
commenced by reason v f the P rinc ipa l O ffic e 's  r is k  having commenced.

6. Upon becoming aware o f the commencement o f the r is k ,  the
P rinc ipa l O ffice  shall pay the f i r s t  reassurance premium'Immediately 
or issue a notice to  the Guaranteeing O ffice  s ta tin g  the amount and 
date o f the r is k .

7. The reassurance contract sha ll be evidenced:

(a) By a Guarantee endorsed on a copy o f the P rincipa l O ffice 's
p o lic y ; or

(b) By s p o licy  o f the Guaranteeing O ffice  endorsed to  the e ffe c t
th a t i t  is  issued as a reassurance o f the P rinc ipa l O ff ic e 's  p o lic y .

8. The Guaranteeing O ffice  sha ll pay the P rinc ipa l O ffice a 
proportion o f the stamp duty on the o r ig in a l p o lic y .

9. wnere the Guaranteeing O ffice  receives a premium fo r  the
reinsurance a t the P rinc ipa l O ffic e 's  ra te , the Guaranteeing O ffice 
shall fo llo w  the P rinc ipa l O ffice in :

(a) Extra premiums charged and licences allowed, but the
Guaranteeing O ffice sha ll be f i r s t  consulted;

(b) Commutations or a lte ra tio n s  o f premium or adjustments o f the 
sum assured or premium on account o f misstatement o f age, but the 
Guaranteeing O ffice  must f i r s t  consent to  any a lte ra tio n  invo lv ing 
the remission or reduction o f any premium or m od ification o f special 
terms imposed in  lie u  o f extra premium;

(c) Bonuses and th e ir  current cash values;

(d) Surrender values, paid-up p o licy  values.

10. When the reassurance is  a t the Guaranteeing O ffic e 's  own rate
o f premium, the Guaranteeing O ffic e 's  conditions sha ll p reva il fo r 
bonuses, surrender values, paid-up p o licy  values, and a lte ra tio n s  or 
commutations o f premiums.

The P rinc ipa l O ff ic e 's  conditions sha ll p reva il fo r  extra  premiums 
charged, and licences allowed, and fo r  adjustments on account o f 
e rrors in  statement o f age.

m a w  h»,y **•-
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11. Where the rates are the same, the rates and conditions o f the 
P rinc ipa l O ffice sha ll be hold to  govern the reassurance.

12. • The premiums in  respect o f the reassurance sha ll be payable
on the same dates as the premiums on the o r ig in a l assurance.

13. The P rinc ipa l O ffice  may surrender the whole or any pa rt o f 
any reassurance.

54. The ra^es o f commission in  d e fa u lt o f special arrangements
shall b°:

(a) 10 per cent o f the f i r s t  premium and 5 per cent o f the
renewal premiums; or

(b) One per cent o f the sum assured and 2,6 per cent o f renewal
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APPENDIX: SPECIMEN -1

LIFE REASSURANCE AGREEMENT

ABC LIFE ASSURANCE ASSOCIATION LIMITED 

1 Commissioner S tree t, Johannesburg 

(he re ina fte - ca lled  the "Ceding O ffice ")

m  REINSURANCE COMPANY OF SOUTH AFRICA LIMITED 

1 Adderley S tree t, Cape Town 

(he re ina fte r ca lled  the "Reassurer")

THE FOLLOWING ARTICLES QUALIFIED BY THE ATTACHED APPENDICES 
WILL FORM THE B « IS  OF THIS AGREEMENT

See Section 3 (a) o f th is  Chapter



ARTICLE 1 

ARTICLE 2 

ARTICLE 3 

ARTICLE 4

ARTICLE 5 

ARTICLE 6 

ARTICLE 7

ARTICLE 8 

ARTICLE 9 

ARTICLE 10 

ARTICLE 11 

ARTICLE 12 

ARTICLE 13

SCHEDULE 1 

SCHEDULE 2 

SCHEDULE 3
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INDE X TO THE AGREEMENT 

Scope

Retention and Automatic Cover 

Currency; L ia b i l i t y

Reassurance Premiums and Commissions; Expenses 
P ro f it  Commission

P ro f it  Commission

Documentation

A lte ra tio n s ; Cancella tions; Non-Forfeiture and 
Reinstatements

Accounts

Errors & Omissions; Inspection o f Records 

A lte ra tio n s  to  Agreement; Duration o f Agreement 

A rb itra tio n  

Retrocession

Conditions rekating to  A rt ic le s  

Risk Premium Rates 

Advice o f Claim



ARTICLE 1 

ARTICLE 2 

ARTICLE 3 

ARTICLE 4

ARTICLE 5 

ARTICLE 6 

ARTICLE 7

ARTICLE 8 

ARTICLE 9 

ARTICLE 10 

ARTICLE 11 

ARTICLE 12 

ARTICLE 13

SCHEDULE I 

SCHEDULE 2 

SCHEDULE 3

INDEX TO THE AGREEMENT 

Scope

Retention and Automatic Cover 

Currency; L ia b i l i t y

Reassurance Premiums and Commissions; Expenses 
P ro f it  Commission

P ro f it  Commission

Documentation

A lte ra tio n s ; Cancella tions; Non-Forfeiture and 
Reinstatements

Claims

Accounts

Errors S Omissions; Inspection o f Records 

A lte ra tio n s  to  Agreement; Duration o f Agreement 

A rb itra tio n  

Retrocession

Conditions rekating to  A rt ic le s  

Risk Premium Rates 

Advice o f Claim



ARTICLE 1

SCOPE:

This Agreement re fe rs  to  a l l  in d iv id u a l l i f e  assurance business and 
supplementary benefits  set cut in the F irs t  Schedule which the Ceding 
O ffice accepts in the Republic o f South A fr ic a , Transkei, C iske i, 
Venda, Bophuthatswana, and any other countries granted independence 
by the Government o f South A fr ic a , a t the general conditions and 
rates o f premium in  force a t the date o f the Agreement, or a t such 
general conditions and rates o f premium subsequently adopted by the 
Ceding O ffice  and, where to  be reassured on o r ig in a l terms, approved 
by the Reassurer.

L ife  assurance business w r itte n  in other te r r i to r ie s  may hp included 
in th is  Agreement by arrangement between the Ceding O ffice and the 
Reassurer.

Reassurances accepted by the Ceding O ffice  w i l l  not be included 
hereunder unless the parties  hereto m utually agree otherwise.

ARTICLE 2

RETENTION AND AUTOMATIC COVER

The Ceding O ffice  agrees to  cede and the Reassurer agrees to  accept 
a l l  business included in  the Agreement up to  the lim its  spec ified  in 
Schedule 1.

In determining the re ten tion  o f the Ceding O ffice the actual amount 
a t r is k  untier previous po’n c ie s  on the same l i f e  w iU  be taken in to  
account.

I f  the Ceding O ffice  reduces i t s  re ten tion  on any l i f e  below the 
amount stated in Schedule 1 the automatic cover granted by the 
Reassurer w i l l  be reduced propo rtiona te ly .

The Ceding O ffice  w lU  n o tify  the Reassurer immediately o f any 
increase in  re ten tion  and such increases w i l l  apply to  p o lic ie s  where 
r isk  is  assumed on or a fte r  the date from which the increase takes 
e ffe c t. No cession previously made hereunder w i l l  be a ffec ted .

Should the Ceding O ffice  receive a proposal fo r  an amount in  excess 
o f i t s  re ten tion  and the automatic cover granted by the Reassurer the 
excess may be o ffe red  fa c u lta t iv e ly  to  the Reassurer and i f  accepted 
the rou tine  procedures set out in th is  Agreement w i l l  apply unless 
agreed otherwise.



ARTICLE 3

CURRENCY:

A ll cessions under th is  Agreement w i l l  be effected in  the same 
currency as the o rig in a l p o licy .

LIABILITY:

The l i a b i l i t y  o f the Reassurer w i l l  commence simultaneously w ith  ihat 
of the Ceding O ffice and, subject to  any special provisions th a t may 
be made regarding the method o f ca lcu la tio n  o f the amounts a t r isk  
fo r r is k  premium cessions, w i l l  cease a t the same time as the 
l ia b i l i t y  o f the Ceding O ffice  ceases.

A ll p o lic ie s , other than p o lic ie s  o f a temporary assurance nature and 
supplementary accident and d is a o il i ty  b e n e fits , w i l l  be reassured on 
the r is k  premium basis, and the amount at r is k  reassured in any 
p o licy  year w i l l  be the d iffe rence  between the o r ig in a l sum assured 
and the reserve thereon a t the beginning o f the p o licy  year less the 
Ceding O ff ic e 's  re ten tion  which sha ll be a constant amount in each 
year. The amount o f reserve sha ll be ca lcu la ted on the basis set 
out in  Schedule 1.

A ll p o lic ie s  o f a temporary assurance nature and supplementary 
accident or d is a b il i ty  benefits  w i l l  be reassured on the o r ig in a l 
terms basis and the Reassurer agrees to  fo llo w  to  the extent o f i t s  
l i a b i l i t y  the general .ind itions o f the Ceding O ffice .

Notwithstanding the foregoing the minimum in i t ia l  sum reassured w il l  
be the amount spec ified  in  Schedule 1.

ARTICLE 4

REASSURANCE PREMIUMS:

The basic rates o f premium applicab le to  cessions reassured on the 
r isk  premium basis hereunder are set out in  Schedule 2. The premium 
fo r each p o licy  year w i l l  be the product o f the ra te  according to  the 
age next b irthday at the commencement o f the p o licy  year and the 
amount a t r is k  fo r  tha t year. I f  a p o licy  is  issued by the Ceding 
O ffice at a ra te  o f premium fo r a higher or lower age than the actual 
age at en try , tha t higher age w i l l  be used to  ca lcu la te  the r isk  
premiums. I f  a cession covers the m o rta lity  r is k  on more than one 
l i f e  the rate o f premium w il l  be the to ta l o f the respective rates 
fo r the ind iv idua l liv e s .

For a l l  cessions reassured on the o r ig in a l terms basis hereunder the 
Ceding O ffice  w i l l  pay to  the Reassurer the annual rate o f premium 
applicab le to  the o r ig in a l p o licy .
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On a l l  cessions the due proportion of any extra  premiums payable
under the o r ig in a l p o licy  fo r  any reason whatsoever w i l l  be payable
to  the Reassurer.

Where a debt or lie n  has been 1n.,med on the o rig in a l p o lic y , 
reassurance premiums w i l l  be ca lcu lated on '.he f u l l  amount at r is k  
w ithout deducting the amount o f any such debt or 1 'en.

A ll premiums w i l l  be payable to  the Reassurer annually in advance
whatever the mode o f payment o f Die premiums under the o rig in a l

COMMISSION AND EXPENSES:

The Reassurer w i l l  pay to  the Ceding O ffice commission a t the rates 
shown in  Schedule 1. The Reassurer w i l l  also pay i t s  share o f stamp 
duty in  respect o f p o lic ie s  reassured on the O rig ina l Terms basis.

Apart from th is  no commission, taxes or proportion o f any expenses 
w il l  be paid by ".ici Reassurer except a : provided in  A r t ic le  5 and 
A r t ic le  8.

PROFIT COMMISSION:

At the end o f each year the Reassurer sha ll prepare a statement in 
the form o f the schedule set our hereunder in respect o f r is k  premium 
business reassured under th is  Agreement in  the preceding caldendar

ARTICLE 5

SCHEDULE

Income under the Agreement Outgo under the Agreement

1, Premium Income fo r  the 
current year.

2. Claims by death occurring
during the current year 
( inc lud ing  the Reassurer's 
share o f lega l expenses).

2. Unexpired r is k  reserve 2. Commission fo r  the current
brought forward being 50 
per cent o f the Premium 
Income fo r  the preceding

3. Loss carried  forward ( i f 3. Allowance fo r  expenses,
being 12,5 per cent o f the 
Premium Income fo r  the 
current year.



4. Unexpired r is k  reserve being 
50 per cent o f the Premium 
Income fo r  the current year.

5. Loss brought forward ( i f  
any).

6. P ro f it  ( i f  any).

In the event o f the above-mentioned schedule showing a p r o f i t  fo r  the 
year, f i f t y  per cent (502) o f such p r o f i t  shall be payable to  the 
Ceding O ffice  by the Rcassurer. In the event o f a loss being shown 
such loss sha ll be carried  forward together w ith  any other losses to 
subsequent years u n t i l  extinguished and no p r o f i t  co,mission shall be 
payable during th a t period.

Items applicab le to  amounts in  excess o f Two Hundred Thousand Rand 
(R200 000) i n i t ia l  sum reassured under any one reassurance shall be 
excluced from the above Schedule.

I t  is  understood th a t i f  a fte r  the statement has been approved and 
the P ro f it  Commission paid fu r th e r claims are n o tif ie d  or reversed 
re la t in g  to  deaths or disablements occurring in  the year to  which the 
statement re la te s , the statement sha ll be recalculated and the 
necessary refund made.

I f  the Agreement is  cancelled fo r  new business p ro f i t  commission 
shall continue to  be paid in  terms o f th is  A r t ic le  only fo r  as long 
as one thousand r is k  premium cessions remain in  force in  terms o f 
th is  Agreement.

ARTICLE 5

DOCUMENTATION:

Subsequent to  assuming r is k , the Ceding O ffice w il l  supply the 
Reassurer w ith  s u f f ic ie n t  inform ation to  enable the Reassurer to  
complete i t s  records in respoct o f a l l  business ceded under th is  
Agreement,

Notwithstanding the foregoing fo r  a l l  p o lic ie s  w ith  a Valugard Option 
the Ceding O ffice  w i l l  provide the Reassurer w ith  new business and 
renewal bordereaux at monthly in te rv a ls  in  a format agreed between 
the Ceding O ffice  and the Reassurer.

For a l l  cessions a copy o f the proposal and medical papers w i l l  be 
sent to  the Reassurer on request.
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ARTICLE 7

ALTERATIONS:

The Ceding O ffice  w i l l  n o tify  the Reassurer o f any a lte ra tio n  to  the 
o r ig in a l p o licy  which a ffe c ts  the Reassurer's l i a b i l i t y .  In the 
event o f a p o licy  reassured under th is  Agreement being reduced in 
amount, the cession w i l l  be reduced propo rtiona te ly  from the same 
date but a reduction o f the sum assured under one o f the Ceding 
O ffic e 's  p o lic ie s  not reassured hereunder w i l l  not a ffe c t any cession 
on rhe same l i f e .  The Reassurer w i l l  refund to  the Ceding O ffice 
any unearned reassurance premiums less commissions a r is in g  as a 
re su lt o f the a lte ra tio n .

Notwithstanding the foregoing i f  an a lte ra tio n  to  the o rig in a l po licy  
resu lts  in  the amount a t r is k  on a r isk  premium cession being reduced 
below the amount spec ified  in  Schedule 1 the cession shall 
au tom atica lly be cancelled.

CANCELLATIONS:

In the event o f the cance lla tion  o f the o r ig in a l po licy  fo r  any
reason other than the death o f the l i f e  assured, the Reassurer w il l
refund to  the Ceding O ffice  any unearned reassurance premiums less
commissions a r is in g  as a re s u lt o f the ca n ce lla tio n .

REINSTATEMENTS:

Should a p o licy  which has lapsed be re insta ted  in  accordance w ith  the 
p o licy  conditions, the cession hereunder w i l l  be autom atica lly 
re instated and the appropriate arrears o f premium, and in te re s t i f  
received by the Ceding O ffice , w i l l  be payable to  the Reassurer.

ARTICLE 8

CLAIMS:

In the event o f a claim  on a p o licy  reassured hereunder the Ceding 
O ffice w i l l  n o tify  the Reassurer immediately. A ll payments made by 
the Ceding O ffice  w ith in  i t s  p o licy  conditions in respect o f death or 
supplementary accident or d is a b il i ty  b ene fit claims w i l l  be binding 
on the Reassurer to  the extent o f i t s  l i a b i l i t y .  I f  more than 90% 
o f the r isk  is  reassured the Ceding O ffice undertakes to  consult w ith  
the Reassurer before adm itting l i a b i l i t y .  I f  a claim  is  se ttled  fo r  
less than the f u l l  s; ,n assured under the p o licy  at the date o f the 
claim the Reassurer w i l l  pay to  the Ceding O ffice  i t s  p roportion o f 
the cost o f the claim  a fte r  deduction o f the reserve applicab le to 
the cession. In add ition  the Reassurer w i l l  be l ia b le  fo r  i t s  
proportion o f any legal costs and expenses incurred in the 
in ves tiga tion  o f claims but excluding any expenses incurred by the 
Ceding O ffic e 's  employees.



Where a debt or l ie n  has been imposed on the o r ig in a l p o licy  the 
Reassurer's l i a b i l i t y  w i l l  be determined by deducting from the
current amount at r is k  a due proportion o f the debt or l ie n .

The Ceding O ffice  w il l  provide the Reassurer w ith  d e ta ils  o f the 
claim as set out on Schedule 3. The Reassurer w i l l  c re d it the
Ceding O ffice  w ith  i t s  share o f the claim  a fte r  production o f proof
o f c la im  and n o t if ic a t io n  o f payment by the Ceding O ffice . Copies 
o f the fu l l  claim  documents need only be sent on request. A ll 
claims w il l  be se ttle d  in the accoui.. unless the l i a b i l i t y  o f the 
Reassurer exceeds the ount stated in Schedule 1 in which event a 
separate remittance w il .  be made. Any settlement by separate 
remittance may be subject to  the amount o f the claim  being set
against any balances outstanding and due to  the Reassurer.

ARTICLE 9

ACCOUMS:

Statements o f account s e ttin g  out a l l  premiums, commissions, claims 
not paid by separate remittance and other items applicab le to 
cessions e ffe c te d , renewed, a lte red  or cancelled during the period 
covered oy the account w i l l  be prepared in  accordance w ith  the 
d e ta ils  set cut in Schedule i .

Settlement o f the balance due as shown in  the statements o f account 
w il l  be ratio in accordance w ith  the d e ta ils  set out in Schedule 1. 
A lte rn a tiv e ly  tne balance may be set against any other balances 
outstanding between the Ceding O ffice  and the Reassurer.

i f  fc r  any reason fo r  which the c re d ito r  party is  not responsible, 
amounts remain unpaid fo r  more than three months a fte r  the due dates 
spec ified  m th is  Agreement, in te re s t sha ll be allowed on the sums 
unpaid, in te re s t being ca lcu la ted at an e ffe c tiv e  ra te  equal to  ,5£ 
(one n a if per centum) below the y ie ld  on Ten Year Government Stock as 
at the 31st March in the relevant calendar year in  which the sums 
unpaid were a c tu a lly  due.

ARTICLE 10

ERRORS AND OMISSIONS:
Any u rro r or omission which occurs w i l l  not a ffe c t the v a l id ity  o f 
th is  Agreement and the mistake w il l  be re c t if ie d  upon discovery.

INSPECTION RECORDS:
The Reassurer may inspect at the o ff ic e  o f the Ceding O ffice  a ll 
records and documents relevant to  the business under th is  Agreement.
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PRTICLE 11

ALTERATIONS TO AGREEMENT:

Any a lte ra tio n s  in  the terms and conditions of th is  Agreement w i l l  be 
e ffected by means o f replacement or add ition  o f pages to  the 
Agreement which w i l l  embody sin.h a lte ra tio n s  as may be agreed upon 
and w i l l  be taken as being part ov th is  Agreement and equally 
b ind ing . such replaced or added paws w i l l  be recorded in  an 
Addendum mentioning the e f f e c t ! . :  dutc of change and duly signed by 
the p a rties  to  th is  Agreement.

DURATION OF AGREEMENT:
This Agreement w i l l  t  .ke o f tv  ’ trc r  the date stated in  Schedule 1 
and is  un lim ited  as t  i t s  Juration tu t  may be made inapp licab le  to  
fu tu re  p o lic ie s  in  whole . r  r> pa"t by e ith e r party g iv ing  three 
months notice to  tha t o ft c t : M -tte r, rece ip t o f which w i l l  be
immediately acknowledge : t l'v  ..tm-r o a rty . During the period o f
notice the Reassurer i l l  continue :.u p a rtic ip a te  in  a l l  p o lic ie s
fa l l in g  w ith in  the t: "vis .*•' t n s  -‘ greement. The Reassurer w il l  
remain l ia b le  fo r  a l l  s -jns  u i s t in j  a t the date o f u-xpiry o f the 
notice u n t il th e ir  nu- • .1 e x p ir , uniesu tne p a rties  mutually decide 
otherwise.

ARTICLE 1C

ARBITRATION:

A ll disputes a r i i i :  • the abo. Igrec-ant or concerning i t s
in te rp re ta tio n  or . .1: • . nnther ' sing :.efore or a f te r  its
te rm ina tion , w i l l  : •  r- ■ : j  j«, two -b it r . - iu rs ,  one to  be chosen
by each party .

I f  one party h. . i;.; t-*. jn  A rb itra to r  hi ::;a_ then serve notice
upon the other r t j  r,. r ing  tha t part.. -.■> appoint another
A rb it ra to r .  n.oss .vit • two calendar Bionf:, a fte r  the date of
serving such no" i .o ai.otr - A rb itra to r  has : .on appointed, the 
A rb itra to r who t>“ un . :,ointe<i w i l l  a t thu 'equost o f the party
appointing him ; rocr-d  • nrar and duten:-no the matters in
d iffe rence as so A rb itra te

I f  both p a r t iu ; have ou: appointed A rb itra to rs , the A rb itra to rs
shall before proceeding t  hear the m atte r, in d iffe rence  appoint an 
Umpire. I f  no Umpire lus been appoint*.! w ith in  one calendar month 
a fte r  the date of appointment o f the la s t A rb itra to r to be appointed,
then the Umpire w i l l  br appointed by the au th o rity  s tipu la ted  in
Schedule 1 upon the request o f e ith e r party to  th is  Agreement.

The A rb itra t io n  w i l l  be held at the place stated in  Schedule 1 and
the award w il l  be de livered in  w r it in g .  The award w i l l  be f in a l and
binding on both p a rtie s .



The cost o f  the reference and award w i l l  be decided in  the same 
manner as the matters in  d iffe re n ce . The A rb itra to rs  and Umpire may 
d ire c t to  and by whom and in  what manner the cost or any part thereo f 
w i l l  be paid w ith  power to  tax or s e tt le  the amounts to  be so pa id .

The A rb itra to rs  and Umpire w i l l  each be an o f f ic ia l  in  a l i f e  
assurance o ff ic e  or be a partner in  a firm  o f consulting actuaries.

Any A rb itra t io n  under th is  A r t ic le  shall be subject' to  the provisions 
o f the A rb itra t io n  Act 1U65 of the Republic o f South A fr ica  or any 
subsisting s ta tu to ry  m odifications thereo f and sha ll be deemed to  be 
a reference to  a rb itra t io n  thereunder.

This A rb itra t io n  Agreement w i l l  be construed as a separate and 
Independent con tract between the Ceding O ffice and the Reassurer and 
A rb itra t io n  hereunder w i l l  be a cond ition  precedent to  the 
commencement o f any action at law.



CONDITIONS RELATING TO ARTICLES

ARTICLE 1

BUSINESS COVERED BY THIS AGREEMENT:
A ll in d iv id u a l l i f e  assurance business and supplementary accident and 
d is a b il i ty  benefits accepted on standard underw riting requirements
and at Standard Rates o f premium.

ARTICLE 2

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

AUTOMATIC COVER GRANTED BY REASSURER:

Five Thousand Sand (R 5 OOQ)

ARTICLE 3

BASIS OF CALCULATION OF AMOUNTS AT RISK FOR RISK PREMIUM CESSIONS: 

M o rta lity  : A24/29 U ltimate

In te res t : 3,5:;

MINIMUM INITIAL SUM REASSURED:
Five Thousand Rand (R 5 000)

ARTIr I.E 4

COMMISSION PAYABLE GY WE REASSURER:
Percentage o f Premium Payable as Reassurance Commlssioi 

Vear 2Risk Premium 
cessions:
Basic Premiums:

Extra Premiums 
imposed on 
account o f health 
residence or 
occupation

O rig ina l Terms 
Reassurances: 
Basic and Extra 
Premiums:

(3,25n+10)S 
maximum 95%

(3,25n+10)%

maximum

Nil

(l,083n+10)X 
maximum 38,33%

(l,083n+10)% 

maximum 38,33%

Thereafter

Nil



MINIMUM AMOUNT AT RISK FOLLOWING ALTERATION: 

Three Thousand Rand (R 3 000)

ARTICLE 8

AMOUNT ABOVE WHICH CLAIMS '-ILL BE PAIU 13Y SEPARATE REMITTANCE:
Ten Thousand Rand (R 1U 000)

ARTICLE 9

PREPARATION OF RENEWALS:
Monthly by the Reassurer

PREPARATION OF ACCOUNTS:

Monthly by the Reassure*'

SETTLEMENT OF ACCOUNTS:
(a) I f  balance in  favour o f the Ceding O ffice :

«1tR tne account

{a} I f  oalsnce in  favour o f the Reassurer:
W ithin f if te e n  days o f rece ip t o f the account by the Ceding O ffice .

ARTICLE 10

DATE OF EFFECT OF AGREEMENT:
1st August 1S86

ARTICLE 11

AUTHORITY FOR APPOINTMENT OF UMPIRE:

The Chairman o f the L ife  O ffic e s 1 Association o f South A fr ica  o r , i t  such 
person is  not a d is in te res ted  pa rty , the Deputy Chairman or Vice-Chairman,

PLACE OF ARBITRATION:
Johannesburg
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SCHEDULE 2

L ife  Reassurance Risk Premium Rates 

(Rate o f premium per R1 000 sum a t r is k )

Age Next B irthday Premium %o Age Next B irthday Premium %o

Up to  Age

30 6b
j i
32 67
33 68
34 69

35 70
36 71
37 72
38 73
39 74

40 75
41 76
42 77
43 78

79

45 SO
46 81
47 82
48 83
49 84

50 85
51 86
52 87
53 88
54 89

55 90
56 91
57 92
58 93
59 94

60 95
61 96
62 97
63 98



SCHEDULE 3

FROM:

OUR REFERENCE

NAME OF LIFE ASSURED:

YOUR NO:

OUR NO:

THE LIFE ASSURED DIED ON 

THE POLICY MATURES ON 

DATE OF BIRTH

WE REFER TO OUR ADVICE DATED

SUM AT RISK UNDER THE REASSURANCE 
(EXCLUDING BONUS)

AMOUNT OF ACCRUED BONUS 
FOR CLAIMS BY DEATH
OUR PERIODIC PREMIUMS ______  ______

HAVE BEEN ON A TRUE |~ | INSTALMENT | | BASIS

CAUSE OF DEATH

REMARKS

THIS CLAIM HAS NOW BEEN SETTLED
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CHAPTER VI

LEGISLATION AND REGULATION OF THE LIFE ASSURANCE INDUSTRY

This chapter deals w ith  the development o f the legal regu la tion  o f 
the a c t iv i t ie s  o f l i f e  o ffic e s  and the emergence o f voluntary 
regulation from w ith in  the l i f e  assurance in d u s try . A tten tion  is
also b r ie f ly  given to  the important question o f tne le g is la tio n

Governing the taxation o f  l i f e  o ffic e s  in  South A fr ic a .

1. THE ESSENTIALS OF LIFE ASSURANCE LEGISLATION

The nature o f l i f e  assurance le g is la t io n  has changed much over the
past one hundred years. There has been a tendency to  increased 

legal regu la tion  o f the a c t iv i t ie s  o f the industry  and i f  one 
compares the various Acts o f Parliament on l i f e  assurance, i t  appears 

tha t the provisions o f those Acts over time have come to  cover the 
fo llow ing  four essentia l minimum requirements. In a l l  cases, the

sole purpose o f the le g is la t io n  has been the p ro tection  o f the 
in te res ts  o f po licyholders in  one form or another.

a) The most important provision in  a l i f e  assurance Act re fle c ts
the desire  on the part o f the le g is la tu re  to  pro tect the in te re s ts  o f
policyholders and th e ir  b e n e fic ia rie s . A large number of
s tip u la tio n s  are aimed a t ensuring tha t a company is  run on sound
p rin c ip le s  and include matters such as the proper re g is tra tio n  o f
l i f e  assurance companies, the maintenance o f adequate reserves
against expected fu tu re  claims, the soundness o f premium ra tes, the 

n o n -fo rfe itu re  o f p o lic ie s  in  the event o f arrear premiums or

mis-statement o f age, and other legal pro tections concerning
questions such as the cession o f p o lic ie s  and insolvency o f the
assured.

b) In oroer to  ensure tha t a company is  run on sound p rin c ip le s ,
le g is la t io n  requires th a t the company reg u la rly  report on i t s



-1 4 5 -

tnvestment a c t iv i t ie s . This provis ion usua lly  ca??s fo r  d isclosure 
o f inform ation in  regard to  the kinas o f investments he ld , methods of 

investment, ra tio s  o f investments, y ie ld s , e tc .

c) A th ird  set o f provis ions in insurance Acts re la t in g  to  the
soundness o f l i f e  companies deals w ith  the Important question o f the 
p rin c ip le s  underlying the valuation o f assets and actuaria l
l i a b i l i t i e s . Unless both assets and l ia b i l i t i e s  are valued on
standardised bases, i t  is  d i f f i c u l t  to  assess the true  pos ition  of 

each l i f e  o ff ic e  and to  make inter-company comparisons.

d) L ife  assurance acts in  time have also extended th e ir

provisions to  cover the d isc losure o f Che fin a n c ia l a ffa irs  o f 
companies in  reports o f a s ta tu to ry  nature -nd form at.

I t  is  Important to  the l i f e  assurance industry  in  p a rt ic u la r and to  
the economy in general th a t le g is la t io n  should not seek to  impose
grey u n ifo rm ity  on l i f e  o ff ic e s , ne ithe r should i t  seek to  "co n tro l"
the a c t iv i t ie s  o f these en te rprises. I t  is  in  the divergencies o f 
the methods and practices o f l i f e  o ffic e s  in  a free  en te rp rise  system 

tha t a po licyho lder finds  his greatest b ene fit and pro tec tion ,
provided always tha t l i f e  o ffic e s  are subject to  Informed public 

sc ru tiny .

2. EARLY LEGISLATION IN THE FOUR PROVINCES

L ife  assurance le g is la t io n  in  South A fr ica  goes back to  the previous 

century when what la te r  became the fou r Provinces were two B r it is h  
co lonies, (Cape and Natal) and two Boer Republics (Orange Free State
and Transvaal). "Insurance le g is la t io n "  must be distinguished from

“insurance law": The former re fe rs  to  Parliamentary s ta tu tes
containing sp e c ific  provisions fo r the running o f l i f e  assurance 
companies in the country concerned, whereas "insurance law" is  part 
o f the common law as I t  has developed over the cen turies. For

example, in  the Cape in 1897,1 and the Orange Free State In 
1902,2 the Courts were d irected to  adm inister English law In every 
s u it,  a c tion , and cause having reference to  questions o f f i r e ,  l i f e  

and marine insurance, the law o f insurance being part o f the general
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m ercantile law o f the tim e. Consequently, there being no insurance 
company le g is la t io n  per se, p r io r  to  the f i r s t  l i f e  assurance 

s tatutes l i f e  assurance companies were subject to  no sp e c ific  
le g is la t io n  other than the m ercantile law applying to  other 

commercial undertakings at the tim e .3

•It is  in s tru c tiv e  to  consider to what extent the fou r essentia l 
provisions o f l i f e  assurance le g is la t io n  enumerated above were 

fu l f i l l e d  in  the ea rly  as compared to the la te r  le g is la t io n  in  South

Cape: Two major L ife  Assurance Acts were passed in  the Cape
Province. The f i r s t  o f these was the "L ife  Assurance Act ho. 13 of 
1891" passed by the eighth parliament o f the Cape o f Good Hope. I t  

was to  "amend the law re la t in g  to  l i f e  assurance companies w ith  a 
view to  encouraging persons to  Insure, and to  p ro tecting  persons 
Assured," and ca lled  fo r  an " in ve s tig a tio n  in to  the fin a n c ia l 
conditions o f a company by a duly q u a lif ie d  actuary every f iv e  
years", an abstract o f h is report being required to  be deposited w ith 
the Treasury in the prescribed form. The importance attached to  
disclosure by th is  le g is la t io n  is  well ind icated by the fa c t tha t the 

M in is te r to  wnom the Governor o f the Colony assigned the management 
of tne Act was required to  lay th is  report before Parliament, 

together w ith  the prescribed revenue accounts and balance sheets of 
l i f e  assurers.

The 1891 Act protected p o lic ie s  which had enured fo r  three or more 
years from execution in the event o f insolvency o f the assured, 
allowed women married in community o f  property to e ffe c t assurance on 

th e ir  own liv e s , allowed husbands to  cede th e ir  p o lic ie s  to  th e ir  

wives, and allowed the assured to  agree w ith  the assurer on the 
payment o f premiums by the app lica tion  o f the p ro f its  o f the po licy  
to  such premiums.

Hansard (May 1891) reports tha t the Hon. Mr Botha, moving the second 
reading, said th a t . . .  "the aim o f the B i l l  was to  compel companies 
to  give proper statements to  the Government o f th e ir  business



s

and th a t the B i l l  p r in c ip a lly  meant fu r th e r p ro tection  o f 
p o licyh o ld e rs ".

The other insurance le g is la t io n  enacted in  the Cape was the Insurance

and Loan Companies Act, No. 30 o f September 1908 to "Amend the Law
re la tin g  to  Stamps and Companies tha t issue Loans in consideration o f 
Premiums". This Act was b r ie f  and provided fo r  a depos-it o f f5  000 
to  be made w ith  the Treasury, £10 000 i f  i t s  head o ff ic e  was not in 
the Cape Colony, and fo r  a £500 penalty fo r  transacting  business i f

the deposit had not been made. I ts  only other provis ion was fo r  the
returns to  be furnished " in  s''ch form and manner as may be required 
by the Governor".

L ife  o ffic e s  in  the Cape Colony were there fo re  subject only to  the 

two reou'rements o f making deposits w ith  the Treasury and o f making 
d isclosures through the submission o f s ta tu to ry  f in a n c ia l re tu rns. 
In a d d itio n , the le g is la t io n  had been s p e c if ic a lly  framed not to
in h ib it  l i f e  companies, but ra ther to  encourage the pub lic  to
purchase and maintain l i f e  assurance p o lic ie s  as is  evident from the 
stated purpose o f the lo91 Act "to  encourage persons to  insure".

N atal: Four b r ie f  Acts were passed in  Natal between 1904 and

190b, a l l  less onerous and less complex than those passed in  the
other provinces. The only provis ion o f The Lodging o f Securities by
Assurance and Insurance Compan-fes Act, No. 47 o f 1904, was the
lodging o f a £10 000 deposit by l i f e  o ff ic e s . This Act was amended 

by Act No. 43 of 190b, which provided th a t no agent could act fo r  an 
insurer before the deposit was made. This was followed by the Act 
to Amend the Law o f Insurance, No. 1 o f 1907, which stated th a t "no 
p rovision in re s tra in t o f m ilita ry  service . . .s h a l l  be ava ilab le  as a 
defence o f any claim under the p o lic y " . The L ife  Insurance 
Protection Act, No. 38 o f 1908, was "To provide fo r  the be tte r 

p ro tection  o f fa m ilie s , by securing to  them the provisions made by 
L ife  Assurance". I t  provided fo r  the lodging o f investments w ith 

the Treasury by l i f e  assurance companies, fo r  the pro tection  o f
p o lic ie s  in  the event o f insolvency o f the assured, and fo r  women
married in  Community o f Property to  e ffe c t p o lic ie s  which were not 
subject to  the con tro l o f th e ir  husbands.
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L ife  o ffice s  in  Natal were therefore subject only to  the requirement 
o f lodging deposits w ith  the Treasury, w h ils t po licyholders were 
encouraged to  own l i f e  assurance through the fa c t th a t th e ir  p o lic ie s  
would enjoy s ta tu to ry  p ro te c tio n . Unlike In the other provinces, no 
d isclosure o f company fin a n c ia l a ffa irs  was ca lled  fo r .

Transvaal: Law No. 12 o f 1892 was repealed by Law No. 8 of 1898
which introduced "Regulation of the Business o f Assurance Companies 

in the South A frican  Republic". This Act provided tha t no p o licy
could be issued in "c o n f lic t  w ith  the provisions o f the m ilita ry  or 
commando law" and th a t no company could refuse to  pay a claim  i f  the
person assured died w h ils t in  the m il i ta ry  or commando service.
P o lic ies were protected in  no other way. From each l i f e  assurer the
Act ca lled  fo r  a £.10 000 deposit w ith  the Treasurer General, an 
annual licence fee o f f2Q, and annual fin a n c ia l statements were 

required to  be lodged w ith  the Treasurer General who la te r  presented 
these to  Parliament in  summary form each year.

L ife  o ffice s  in  the Transvaal were subject therefore only to  the 
making o f deposits and fin a n c ia l d isc losures, and policyholders 

enjoyed ce rta in  s ta tu to ry  protections o f th e ir  p o lic ie s , thereby 
encouraging them to  insure.

Orange Free S ta te : Chapter CHI o f the old Law Book ("Wetsboek")
provided fo r  the "Regulation and Admission o f Insurance Companies", 
and required a CIO 000 deposit w ith  the Treasurer General, and an 
annual licens ing  fee o f 3 pence per £1 o f new premium received in  the
previous year. In a d d itio n , d e ta ils  o f p o lic ie s  issued, lapsed and

paid during the year were to  be reported together w ith  any other 
f in a n c ia l inform ation required by the State President and in  the form 
he required. The proceeds o f a l l  p o lic ie s  had to  be payable in  the
Free State and no p o licy  provis ion was to  be in  c o n f lic t  w ith  any
m ilita ry  or commando laws.

Law No. 12 o f 1894 was "To Regulate Rights under P o lic ies  o f L ife  
Insurance", and provided p rim a rily  fo r  the p ro tection  of 

po licyho lde rs ' b e n e fi: ia r ie s  in  claims procedures and insolvencies.
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In the Free State th e re fo re , L ife  O ffices were subject to  making 
deposits on ce rta in  f in a n c ia l d isc losures, w h ils t th e ir  po licyholders 

enjoyed s ta tu to ry  p ro tection  o f th e ir  p o lic ie s  as elsewhere in  the 

other provinces, thus encouraging persons to  insure.

In a l l  these cases th e re fo re , the le g is la t io n  in  the fou r South 
A frican Provinces sought to  obtain deposits, p rotect p o lic ie s , or 
demand fin a n c ia l d isclosures. Nowhere were investment a c t iv i ty

reports required nor were any attempts made to  "co n tro l"  the
a c t iv i t ie s  o f l i f e  o ff ic e s . In a d d itio n , there were no regulations
governing the va luation o f assets or l i a b i l i t i e s .

3. THE INSURANCE ACT OF 1933 

The Insurance Act No. 37 o f 1923 was the f i r s t  insurance le g is la t io n  
passed by the Parliament o f the Union o f South A fr ica  and was to 

"Consolidate and Amend the Laws in  Force in  the several Provinces o f 
the Union re la t in g  to  Insurance" p r io r  to  th is  date. As th is  Act was 
only passed 13 years a fte r  Union and f if te e n  years a fte r  the most
recent assurance le g is la t io n  in 1908 in Natal, i t  must be assumed
tha t no great urgency had been attached to  i t  and tha t the various 

p rov inc ia l laws had proved adequate up to  th a t time.

The 1923 Act ca lled  fo r  a "ch ie f o ff ic e  and P rinc ipa l O ffice r in  the 
Union" »nd provided th a t no company could transact insurance business 
in the Union unless i t  had been reg istered in  accordance w ith  the 
regulations, was licensed as provided by law, had made the deposit 

required by the Act, and, in  the case o f l i f e  assurance, bond
investment and in d u s tr ia l companies, had furnished the Treasury w ith  
a c e r t i f ic a te  by an actuary tha t the conditions on which business was 

proposed to  be effected were a c tu a r ia lly  sound. A deposit w ith  the
Treasury o f a maximum o f f.25 000 was required, but the company
concerned could expect to  bo "e n tit le d  to  receive the Income derived 
from the se cu ritie s  deposited or from the se cu ritie s  in  which the 
money has beer in ve s te d ".4

At the end o f each fin a n c ia l year, o ffic e s  were required to  lodge 
w ith the Treasury various prescribed accounts, a l l  o f which were
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subject to  an annual a u d it. A ll new l i f e  o ffic e s  were required to 
fu rn ish  the Treasury annually, fo r  a period o f fou r years, w ith  an 

actuaria l report on the soundness o f any a lte ra tio n s  or additions to 
the o r ig in a l conditions on which business was to  be transacted. In 

add ition , an actuary was required to  investiga te  the f in a n c ia l
condition o f every l i f e  o ff ic e  at leas t once every f iv e  years and to  
lodge w ith  the Treasury an ac tua ria l report and statement o f the
company's business. A ll documents deposited w ith  the Treasury were 
ava ilab le  fo r  public inspection and the Treasury was required to  
puoUsh a summary o f these re tu rns . The Act d e a lt a lso w ith  the
amalgamation and tra n s fe r o f insurance business, and provided fo r  the 
winding-up o f companies in the case o f insolvency, but only on 

p e tit io n  by the po licyholders.

The 1923 Act was derived from the United Kingdom Assurance Companies 
Act o f 1909 and was based on "freedom w ith  p u b lic i t y " ,5 the concept 
of allow ing insurers wide d isc re tio n  in  the conduct o f th e ir
businesses but rt-viuTlng tha t a l l  th e ir  a c t iv i t ie s  and the resu lts
thereof be fu l ly  closed p u b lic ly . The Act therefore concerned
i t s e l f  p r im a rily  w ith  re g is tra tio n  and the form, method and extent o f 

the disclosures required. I t  also provided p ro tection  o f p o lic ie s , 

inc lud ing  in  the case o f insolvency o f the assured. There were no 
regulations governing the investment o f funds or the valuation o f 
assets or l ia b i l i t i e s .  Therefore, two o f the fou r essentia l 
requirements set out at the beginning o f th is  chapter haa bien
provided fo r .

4. THE VIEWS OF ARNDT: CONTROL

Perceived de fic ienc ies  in the 1923 Act were set out in  publications 
by Professor E H D A rndt, who stated tha t . . .  "an insurance contract 

is a mere piece o f paper unless not only the o c tu a r ia lly  determined 
funds ore being he ld, but also unless such fundi, have been w ise ly  and 
safe ly in ve s te d ".6

Arndt believed tha t the 1923 Act was d e fic ie n t in ,  in te r  a l ia ,  not

laying down a desirab le  d is tr ib u tio n  o f insurance funds between
various types o f investments, in tha t the deposit o f flO  000



required by the Act fo r  new l i f e  o ffice s  was inadequate and should be 
adjusted according to  the s ize o f the company, in th a t sound 

investment p o lic ie s  were not prescribed, and in th a t there could be 
no inves tiga tions  by the au th o ritie s  in to  the a f fa irs  o f insurance 
companies nor could fu r th e r inform ation be required.

Arndt re a lly  sta rted  the debate surrounding the question o f insurance 
company le g is la t io n  in  South A fr ica  in  an a r t ic le  he wrote fo r  the 
South A frican  Journal o f Economics in  September, 1934, e n tit le d  

"Safety fo r  Savings". In th is  he questioned the adequacy o f the 
"contro l and supervision" o f fin a n c ia l in s t itu t io n s  and his 
subsequent booklet "Insuring  our Insurance"? became the basis on 
which the 1943 Act was dra fted .

Professor o f Banking at the U n ivers ity  o f P re to ria , Arndt long 

harboured a passion fo r the in troduc tion  o f "co n tro l" le g is la t io n  on 
l i f e  o ffic e s  and other fin a n c ia l in s t i tu t io n s . This may not be so 
surp ris ing  when i t  is  remembered th a t at the time o f h is w r it in g ,  

there was a great ana popular movement in  Europe and elsewhere in the 
world towards socia lism  and sta te  in te rven tion ism .

In his 1933 analysis o f the investment p o lic ie s  o f l i f e  insurersS, 

Arndt used s ta t is t ic s  gleaned from the 'Summaries o f Returns 
deposited w ith  the Treasury by Insurance Companies during the year 
ended 31st December 1936'. Simply by comparing such th ings as the 
percentage o f to ta l assets held by South A frican and fore ign l i f e  
o ffice s  in  cash, Government S ecu rities , Railway se c u r itie s , loans to  
po li /ho lde rs , loans to  M u n ic ip a lit ie s , mortgages, property, e tc . ,  

Arndt detected "phenomenal divergencies" (p .15) which he considered 
required le g is la t io n  to regulate. The investment p ra c ti.e s  o f
foreign companies appeared to  be "out o f l in e "  ( p .15) w ith  those o f
South A frican  insurers , although Arndt was prompted to  admit tha t i t  

was remarkable how l i t t l e  the fo re i--. -o r ,ies had sa c rifice d  on
th e ir  investment y ie ld  fo r  the sake o . considerably higher degree
of l iq u id i t y  than the South A frican  companies.



From these "divergencies" o f p ra c tice , Arndt concluded th a t the Union 
le g is la tio n  was most su p e rfic ia l and "hopelessly out ■ o f d a te ".9
He was most c r i t ic a l  o f the fa c t th a t insurers were allowed to  make 

th e ir  own decisions about the d is tr ib u tio n  o f assets in  th e ir  

investment p o rtfo lio s  and went on to  demonstrate tha t an assurer such 
as the A frican L ife  Assurance Company had in te re s ts  and in te rlo ck in g  
d irecto rsh ips 1n no less than one hundred and s ix  Southern A frican 
companies, mines, farm? and in d u s tr ie s .

Through th is ,  Arndt believeu he had demonstrated how the savings o f 

po licyholders could be abused. Instead, he had inadverten tly  
demonstrated the important ro le  l i f e  o ffice s  played in  m ob ilis ing  
savings fo r the creation o f important in fra s tru c tu re  and employment 
opportun ities in  the country (See Chapter VII below). At a time 
when South A fr ica  as a young country desperately needed these 
in fra s tru c tu ra l developments through innovative financing and
entrepreneuria l f l a i r ,  Arndt p u b lic ly  cast suspicion on 

r I W Schlesinger, founder o f A frican  Consolidated Investments. 
Simply because he suspected tha t A frican L ife  had invested sums o f 
money in  the equity ana mortgage loans o f other o f the A frican 
Consolidated Investments group* Arnat convinced him self tha t the 
p ractice was bad.10 Notwithstanding the fa c t th a t the y ie ld s  on
tne A frican  L ife  funds as ca lcu la ted by him self over the period from 
1925 to  1935 were b-’t te r  than thosti o f the other l i f e  o ffice s  w ith 
vhich he compared them (Old Mutual, Southern L ife  and Sanlam), Arndt 
was in s is te n t th a t i t  was the duty o f the le g is la tu re  to  express 
i t s e l f  on these p o in ts . He believed tha t 11 had to  provide guidance 

fo r those responsible fo r  the adm in istra tion and investment o f l i f e  
assurance funds and fo r  the p ro tection  o f those whose funds were
being invested, "and above a l l  the p o licy  o f re ly ing  on p u b lic ity

only must be abandoned fo r  tha t o f d ire c t Government supervis ion ' 
(p .50).

Arndt f e l t  th a t e x is tin g  le g is la t io n  revealed a to ta l lack o f 
appreciation on the part o f the Government fo r  what he viewed as the 

v ita l socia l and economic Importance o f Insurance, and the tremendous 
re s p o n s ib ility  which rested upon the le g is la tu re  to



safeguard, the savings o f the community. He expressed surprise tha t
there was no designated pub lic  o f f ic ia l  devoting his whole time to

th is  matter and openly advocated in te rven tion  and control by the 
State o f a l l  l i f e  o f f ic e s .11 He believed tha t i t  was the duty of
the le g is la tu re  th a t the savings o f po licyholders were conserved to  
the maximum possible degree by form ulating sound investment p o lic ie s  
fo r the guidance o f a l l  insurance companies. (The remarks o f
Adam Smith quoted ea rly  in  Chapter VII below are o f p a rt ic u la r  note

Arndt was well connected in Government c irc le s  and was a personal
friend  and confidant o f the M in is te r o f Finance a t the tim e,

M in is te r J h hoh ,-..r. He there fo re  had great influence in  the 

s tru c tu rin g  o f tne 1943 A ct. Indeed, from the 1937 d ra ft insurance 
B i l l ,  i t  was clea r th a t h is ideal v t i 11 pervaded th ink ing  in  some-
quarters fo r ty -s ix  years la te r ,  and fo r  th is  om- cm Id not but admire 

the forcsfulnesb w ith  which he had made h is views known. (See
Section 8 below)

iii some convoluted way, Arndt saw l i f e  o ffic e s  not merely as business 

in s t itu t io n s  provid ing a service l ik e  a l l  o thers, but as in s t itu t io n s  
which were able to  persuade unthinking members o f the public to

s a c r ific e  th e ir  hard earned me*"*, fo rc ing  them to  save s tipu la ted
amounts annually in return v some dubious b ene fit a t some
ill-d e f in e d  fu tu re  date. He did not th ink  tha t ind iv idua l 
policyholders could ever be in  a pos ition  to  make up th e ir  own minds 
about whether to  accept the benefits  o ffered or whether to  believe
tha t one day benefits would indeed be received. Today, w ith  the 
benefit o f many years o f h inds igh t, the le g is la tu re  is  aware tha t
policyholders o f the time u ltim a te ly  received benefits  as promised, 
or b e tte r.

In the free market economy o f today, and w ith  the b ene fit of 
h inds igh t, i t  is  perhaps easy to  be amazed at some o f A rn d t‘ s
conclusions. There has never been concern about the number of

liq u id a tio n s  o f le g a lly  constitu ted  l i f e  o ffic e s  in South A f r c a ,  nor 
were any apparently imminent at the time when Arndt was w r it in g .  
Nevertheless, he f e l t  th a t State in te rven tion  and contro l
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was "an imperative n e c e s s ity "^  when i t  came to  the investment of 
l i f e  assurance funds. Forgetting th a t the primary reason fo r  the 
existence o f l i f e  o ffice s  was the provis ion o f immediate death claim
bene fits , and th in k in g  only o f the accumulation o f m aturity  benefits ,

Arndt believed th a t too much was a t stake to  leave the investment o f 
these funds to  the d isc re tion  o f ind iv idua l entrepreneurs. Today i t  
Is well known th a t i t  nas been the d iscre tiona ry investments o f l i f e  
o ffice s  which have yie lded the best real re su lts  fo r  po licyho lders , 
and not those prescribed by Government. This is  discussed fu rth e r 
in  Chapters VU and V i l l  below.

I t  is  a lso a matter fo r  surprise th a t in  his 1941 work Arndt 

acknowledged th a t in  the case o f mutual l i f e  assurance companies, 
po licyholders were an " unorganized body, completely ill-equ ipped  to 
manage the a f fa irs  o f th e ir  company" (p .91). Nevertheless, 

elsewhere in  the same work he recommended th a t p rop rie ta ry  l i f e
o ffice s  should be transformed in to  mutual companies once they had 
grown larye and tha t the shareholders, the very people who had b u i l t  
then up and who nad acquired invaluable expertise , should be "paid
o f f  and discharged on reasonable te rm s".12 A s u rp ris in g ly  s im ila r 
view was expressed by FranzsanlS th i r t y  years la te r .

Arndt made the novel suyjustion tha t any new Insurance Act should 
repeal and replace a l l  Company Acts o f Incorporation, Memorandums and 
A r t ic le :  o f Association and C onstitu tions, and replace them w ith 
"uniform  provis ions" (p. tiS). He went so fa r  as to  propose th a t the 

Government be burdened w itn  su"h th ings as the e lec tion  o f d ire c to rs , 
.he appointment o f managing d ire c to rs  and the establishment o f th ° i r  

remuneration. He was also o f the persuasion th a t the State should 
be burdened w ith  the re s p o n s ib ility  o f e lim ina ting  any "undesirable 
prac tices , as well as possible u n fa ir p riv ile g e s  th a t may be enjoyed 
by some in s t itu t io n s  to  the detriment o f others" (p .89). So 

fo rce fu l were A rnd t's  views tha t these very same issues were s t i l l  
being proposed fo r ty - s ix  years la te r  in  the 1987 D ra ft B i l l .  (See 
Section 8 below)
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Arrr.it recommended the appointment o f a "Superintendent o f Insurance" 

who •ould have the r iq h t  to  inspect and examine l i f e  o ff ic e s , revoke 

licences nd wind up companies, S im ila r ] / ,  no tra ns fe rs  or

amalgamation, should be able to take place w ithout h is p r io r

approval, anu m a t a l l  l i f e  assurance agents should be licensed by 
him. Current le g is la t io n  prevents amalgamations or more than 25 
percent o f the shares in  a l i f e  o ff ic e  changing ownership w ithout 
p r io r  approval o f the Registrar - obviously in  accordance w ith  
A rnd t's  th in k in g . (See Section 5 below)

In the South Arican Journal o f economics u f September 1341
Professor S H Frankel was also c r i t ic a l  u f Arndt in  a review o f his 
book, 'In su rin g  our Insurance1. Frankel sa id : "Professor Arndt has 
fo r  many years put forward the view th a t there is  in s u ff ic ie n t  
con tro l o f the Union ', .-nurance Cor. -.oies in order to  safeguard the 
p u b lic 's  savings . . .  . I t  iu crest to  note th a t a Select
Committee is  now const'..,/ .' the . u-.rence B i l l  and th a t the 
Committee has alreauy publia'X 'u Viu evidence submitted to  i t  by
Professor Arndt . . .  . He argues tn .,t the investment p o licy  o f
Insurance Companies requires greater c o n tro l, and t  v laying down o f 

regulations concerning the proportion of assets which should be 

invested in  Government se c u ritie s .

" In  the v i." iio n  o f tne reviewer, v. ie  the ob ject o f the author is 

laudable, i t  is  neue:. my to  re  i. / r  th a t too great r ig id i t y  in
c o n tro llin g  investment owl Icy may nave a boomerang e f fe c t .  I

in c lin e  to  the view tha t there is  in  general no be tte r guarantee fo r  
the safety o f investment than the ‘ osted investment a b i l i t y  o f the 
d irec to rs  o f Insurance Companies. Hard and fa s t ru les are not 
necessarily the best way o f p ro tecting  the investor in  a time o f 

rapid change such as the twentieth century has witnessed. In times 
of economic chaos f l e x ib i l i t y  may be a b e tte r safeguard".

One may today muse on what the sta te  o f the l i f e  assurance industry 

in South A frican would have been i f  a l l  o f A rnd t's  recommendations
were incorporated in to  the 1943 A ct. One is  also dumbfounded by the
naivety o f A rnd t's  arguments and the s im o lis t lc  manner in  which,
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by comparing the "divergencies" o f the investment practices o f l i f e  
o ffice s  in  South A fr ic a , he attempted to  prove the necessity o f State 

in te rven tion  in  entrepreneuria l decision-making.

5. THE INSURANCE ACT NO. 27 OF 194315 

The Insurance le g is la t io n  applicable in  South A fr ica  today is  tha t o f 
the Insurance Act. no. 2/  of 1943, being the f i r s t  le g is la tio n  m 
South A fr ica  which introduced a l l  o f the fou r essentia l components 

enumerated in  section 1 above.

Hnwpvpr, i t  went fu r th e r Ann snnghr tn  -imnnee un ifo rm ity  on l i f e  

o ff ic e s , seeking to  contro l the a c t iv i t ie s  o f these enterprises and 
to e lim inate "divergencies" in th e ir  p rac tices . Dubbed by Beak as 
"co n tro l"  le g is la t io n ,16 i t  incorporated many o f the 
recommendations which had been made by A rndt. For example, the 1943 

Act provided fo r  the f i r s t  time fo r  the appointment o f a R eg istra r o f 
Insurance whose re s p o n s ib ility  was to exercise a l l  such powers and 
perform such duties as were assigned to  him under the Act. The 
Registrar o f Insurance was placed under the control o f the M in is te r 
of Finance to  whom appeals were to  be made as provided under the
Act. Actual day to  day adm in istra tion o f the Act was to  be carried

out by the newly created f in a n c ia l In s titu t io n s  O ffice  in  P re to ria . 
The Act has seen numerous Amendments and the most important
provisions o f the current le g is la t io n  are discussed buow.

Prescribed Asset Requirements! An important new provis ion o f the
1943 Act was tha t L ife  o ffice s  were required in  terms o f Sections 17 

and 18 o f the Act, to  hold fixed  proportions o f th e ir  assets in
se cu ritie s  prescribed oy Part I o f the Third Schedule to  the Act,
these often being referred to  as "Part I Assets". They include 
various types o f deposits as well as b i l l s ,  bonds or secur> ''es 

issued only by the Government or other spec ified  pub lic  bodies 
Ostensibly th is  provis ion was to  provide greater po licyholder 
se cu rity .

Today assets held by an insurer have to  include Part I Assets w ith  an 

aggregate book value o f not less than 53 per cent o f the amount



of the net South A frican l ia b i l i t i e s  o f an o f f ic e  in  respect o f i t s  
long-term insurance business transacted on pension and retirem ent 

annuity funds, and 33 per cent o f the amount o f i t s  net South A frican 

l ia b i l i t ie s  excluding those fo r  pension and 'retirement annuity funds. 

These are a rb itra ry  percentages, not based on a s c ie n t i f ic  
ca lcu la tio n .

Although the ob jective  o f in troducing Part I Assets in  the 1943 Act 
was to  provide secu rity  fo r  po licyho lders , what subsequently 

transpired was th a t in  times o f r is in g  in te re s t ra tes, e x is tin g  
investments in Part I assets were exposed to  ca p ita l depreciation. 
In a d d itio n , y ie ld s  on Government and semi-Government se cu ritie s  have 
generally always been below free market y ie ld s , thereby fu rth e r 
penalising l i f e  assurers and policyholders a lik e  and defeating the 

o rig in a l in te n tio n  o f th is  p rov is ion . (See Chapter X below)

Valuation o f L ia b i l i t ie s  and Assets: The 1943 Act introduced fo r
the f i r s t  time a minimum valuation basis fo r  l i a b i l i t i e s  under 
unmatured p o lic ie s .

The ob ject o f a legal minimum valuation basis was to  ensure th a t an 
insurer does not value h is  l i a b i l i t i e s  at less than a ce rta in  minimum 
amount. However, l i f e  o ffic e s  are not constrained to  use the 
minimum valuation basis provided the l ia b i l i t i e s  on the basis chosen 
are not lower than they would have been had they been calculated on 
the minimum basis. The minimum valuation basis introduced by the 

1943 Act is  todfiy considered unduly s tr in g e n t as i t  applies
u n re a lis t ic a lly  low in te re s t rates fo r  ce rta in  types o f business and 

an extremely conservative in i t ia l  expense allowance. N a tu ra lly , 
th is  aggravates the new business s tra ins  re ferred to  in  Chapter IV, 
and severely c u r ta ils  the capacity o f a l i f e  o ff ic e  to  w r ite  new 
business. The Act also lays down the basis o f va luation o f Part I 
Assets, e q u itie s , properties and other assets. In terms o f Section 
15 (g) o f the Act, the Registrar has the power, w ith  the consent o f 

the M in is te r o f Finance, to  authorise or d ire c t insurers to  show any 
asset at such other value as shall in  the opinion o f the Registrar

represent i t s  real value iv  he considers i t s  va luation to
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be unduly low or high on c r i te r ia  o f h is own making. These c r i te r ia  
may change from time to  time a t the d isc re tio n  o f the R eg ic tra r.

Public O ff ic e r , Auditor and V aluator: In terms o f Section 7 of the

Act, reg istered insurers are required to  estab lish  and maintain a 
p rinc ipa l o ff ic e  and appoint a pub lic  o f f ic e r .  They must appoint an 
auditor fo r  a l l  business except tha t the aud ito r does not have to 
c e r t i fy  any statements o f l i a b i l i t i e s  attested to  by thu Valuator.

Sect*-vi 11 provides tha t w ith in  j  period o f s ix  months from the 
fin a n c ia l yta r-end , an insurer is  obliged to  fu rn ish  the Registrar
w ith a revenue account, p r o f i t  end loss account and balance sheet.

Every registered domestic l i f e  insurer in  South A fr ica  is  required to  
have a va luator resident in  the Republic. The va luator must be an

actuary, but in  special circumstances the Registrar may approve a
person who in  h is op in ion , has s u ff ic ie n t  ac tua ria l knowledge. The 
valuator has to  s a tis fy  him self as to  the accuracy and adequacy of
the In su re r's  statement o f l i a b i l i t i e s  re la t in g  to  unmatured
p o lic ie s . Section 12 provides th a t once every three years l i f e  
assurers are obliged to  fu rn ish  the Registrar w ith  a statement of 

l i a b i l i t ie s  as a t the close o f the fin a n c ia l year. The Registrar is
also e n tit le d  to  c a ll fo r  such statements at more frequent in te rv a ls .

Ownership, Amalgamation and Winding Up; Section 27 of the Act
p ro h ib its  more than twenty f iv e  percent o f a l i f e  o ff ic e  being 

purchased by any person w ithout the p r io r  approval o f the R egistrar, 

and Sections 25 and 26 void amalgamations or trans fe rs  between 

companies f f  these occur w ithout s im ila r  p r io r  approvals. Section 
30 provides tha t the Registrar may apply fo r  the winding up o f a l i f e  

o ff ic e  i f  he considers i t  desi i able fo r  any reason, the courts being 
required to  exercise d isc re tion  and act in the in te re s ts  of
po licyho lders .

Soundness o f Premium Rates: The 1943 Act, also introduced the

s tip u la tio n  tha t no l i f e  assurer was permitted to  use any tab le  o f



premium rates unless such tab le  had been a ttested  as a c tu a r ia lly

sound by the va lua to r. Before using such ra tes, the insurer is

required to  inform  the Registrar o f i t s  in te n tio n  to  use them and to 
fu rn ish  him w ith  a copy thereo f and a c e r t i f ic a te  from the valuator 
to the e ffe c t th a t the rates are a c tu a r ia lly  sound. (Section 34 of 
the A c t).

Protection o f P o lic ie s :

Sections 37 to  52 incorporate most o f the provisions fo r  the 
p ro tection  o f p o lic ie s  found in t iu  previous South A frican
le g is la t io n , includ ing those re la t in g  to  m ilita ry  service, married
women and insolvency.

n i- fo r fe ltu re  P rovis ions: Section 62 o f the Act deals '1 th  days o f
grace during which policyholders need not pay th e i mi urns and
s t i l l  remain f u l ly  assured. I t  also defines no,. fe itu re
provisions to  conserve a p o licy  under vhich a t leas t three years'
premiums have been pa id , i f  premiums f a l l  in to  a rrears. These
provisions must be embodied in  rules which have to  be submitted to

the R eg is tra r, They may provide fo r  conversion to  a reduced paid-up
po licy  or fo r  th>- value o f the p o licy  to  be maintained in  force fo r  a 
period to  be determined in  accordance w ith  the ru le s .

Schedules and R e f la tions : There are three Schedules to  the Act

tha t set out the provisions re la tin g  to  deposits made w ith  the 
Treasury. They det 1 the minimum valuation basis fo r  l i a b i l i t y
ca lcu la tion  and s t ip u la te  the kind o f assets to  be held by insurers 
in terms of Sections i? and IB. As these are somewhat technical in 
nature they have not boor: pcated huiu.

The Regulations to  the Act u m t . i i r ,  in ta r  a l ia , reference to  the
mdximimum commission payable tu  interm ediaries and what services 
interm ediaries are required to  provide in  return to r  such
commissions. They also proscribe the manner in  which various 

statements and accounts must be submitted by the assurer to  the 
R eg is tra r.



From the aforegoing we f in d  tha t the 1943 Act as amended f irm ly  
covers a l l  o f the fou r components considered essentia l to  any l i f e  

assurance A ct, v iz . the p ro tection  o f po licyho lder in te re s ts , the 
reporting  o f investment a c t iv i t ie s ,  the va luation o f assets and 

l ia b i l i t i e s ,  and the d isclosure o f fin a n c ia l in form ation. In 
addition i t ,  in te r  a l ia ,  prescribes investment ra t io s , regulates 
commission payments, con tro ls  ownership and amalgamation and places 
the State in  a pos ition  to  apply fo r  the winding up o f a company, 
notwithstanding the desires of shareholders or po licyho lde rs .
Whether the provisions and "con tro ls " o f the current Act and the 

disclosures ca lled  fo r  are adequate or unduly onerous, remains the 
subject o f a continuing debate between the industry and the 
a u th o ritie s  and have often been the subject o f enquiries.

6, ENQUIRIES INTO THE INDUSTRY

D ire c tly  and in d ire c t ly ,  the South A frican L ife  Assurance Industry 
has been the subject o f numerous enquiries and in ves tiga tions . Two 
important commissions o f enquiry should be re fe rred  to  here. These 
were the Franzsen Commission o f Enquiry in to  Fiscal and Monetary 
Policy in  South A fr ica  and the Louw Commission o f Enquiry in to  the 
Long-Term Insurance Industry.

(a) The Franzsen Commission^
The tnree reports o f the Franzsen Commission embodied numerous 
recommendations, some o f whicn were accepted and made law while 
others were fu r th e r studied by the Louw CommissionlS twr years

Some o f the more important proposals o f the Franzsen Commission tha t 
had a bearing on the l i f e  assurance industry  and which were embodied 
in subsequent le g is la t io n  are set out below:

Determination o f Taxable Income: The Commission recommended the
a b o lit io n  o f what up to  tha t time had been the p ractice  o f exempting 
one-th ird  o f dividends received by l i f e  o ffic e s  from taxable 

investment Income, and suggested th a t management and secre ta ria l fees 
received from subs id ia ries in  which an assurer held 10 per cent
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or more o f the equity should be included in  adjusted gross income. 
I t  a lso believed th a t there were good reasons why the taxable income 

base o f 30 per cent should be increased (See section 10 below), but 
in view of the above-mentioned increase in  taxable Income, should be 

kept In abeyance while  the e ffe c t o f the broadening o f the tax base 
was ascertained in  the l ig h t  o f revealed a c tua ria l surpluses one year 

a fte r  the broadening o f the tax base and subsequently tested at 
f iv e -y e a r ly  in te rv a ls  th e re a fte r .19

Industry Size and S truc tu re : The Commission considered th a t the

number o f insurance companies active in  South A fr ica  was very large 
and th a t a ra tio n a lis a tio n  was des irab le . I t  recommended th a t no 
new re g is tra tio n s  of insurers be perm itted fo r  the time being, save 
in  those cases where re g is tra tio n  was considered to  be In the public 
In te re s t. In a dd ition , i t  recommended th a t a short-term  Insurer 

should be permitted to  extend i t s  business in to  long-term insurance 
only by means o f a take-over o f an e x is tin g  l i f e  a s s u re r .20

The Commission recognised the fa c t th a t during the i n i t ia l  years o f 
ths growth o f a l i f e  company shareholder ca p ita l was important as 
cover against unforeseen ris k s , but th a t as reserves accumulated the 
importance o f shareholder ca p ita l decreased as d id  the r isk  run by 

shareholders. Therefore i t  recommended th a t the y ie ld  on the 
cap ita l o f p roprie ta ry  l i f e  assurers should be lim ite d  to a 
percentage o f the cap ita l or p ro f its  o f the company and tha t the 
matter be investigated by the Technical Committee on Insurance.

This recommendation was fo rtu n a te ly  not adopted is  i t  would severely 
have c u rta ile d  the a b i l i t y  o f  a p ro p rfta ry  o ff ic e  to  optim ise  
p ro f i ts ,  and the reaction o f the L ife  O ffices Association to  th is  
was th a t w ith  free  com petition, a s ig n if ic a n t share o f such p ro fits  
would be transfe rrea  to  po licyholders by way o f Improved benefits , 
lower premiums and b e lte r bonus ra tes , and th a t i f  l im ita t io n s  on 

p ro f its  to  shareholders were necessary, they should be applied to  the 

proportion o f surplus a llocated to  shareholders and not to  y ie ld  on 
cap ita l .21 (See Section 9 below)

 an. »



Prescribed Assets: The Commission recommended th a t the required
minimum investment by insurers in  approved se cu ritie s  should not be 
regarded as an add itiona l source o f funds to  the State and tha t 
in te re s t rates paid by the State should take account o f market 

cond itions. Almost eleven years la te r  the a u th o ritie s  acknowledged 
th is  recommendation and fo r  th is  and other reasons allowed in te re s t 

rates on approved s e c u r itie s , previously determined by the Treasury, 
to be determined by the market forces o f demand and supply.

Foreign in su re rs ; Although i t  genera lly condoned the operation of 
fo re ign enterprises in  South A fr ic a , the Commission recommended tha t 

only lo c a lly  incorporated insurers should be permitted to  carry on 
insurance business in  the Republic. Branfches o f fore ign insurers 
should be domesticated and converted in to  loca l subs id ia ries w ith in  
three years because o f what was seen as the d e s ira b il ity  o f obtaining 
local ju r is d ic t io n  over a l l  insurers and hence to  'v o id  the evasion 
o f exchange contro l and tax le g is la t io n . "his recommendation was 
adopted but today there are many assurers and economists who do not 
support i t ,  p a r t ic u la r ly  in  the l ig h t  o f the "disinvestment"
campaigns o f the 1980s. The withdrawal o f the expertise o f fo re ign 
insurers and the curta ilm ent o f the in flow  o f th e ir  funds to  South 

A frica  is  today 2 matter fo r  serious reg re t.

Banks and Insurers: The Commission objected to  associations between
banks and insurance companies because competition between f in a n c ia l 

in s t itu t io n s  could be reduced i f  banks were permitted to  control

insurers or v ice-versa. Apart from fears o f "cond itiona l s e ll in g " ,  
the p ractice  o f forc ing the sale o f insurance in  return fo r  approval 
o f an overdra ft or loan fa c i l i t y ,  the Comission f e l t  a bank 
c o n tro llin g  an insurer gains access to  a guaranteed stream o f premium 
receipts and thus enjoys an u n ju s tif ie d  advantage in  the competition 

fo r  funds, thereby becoming less sens itive  to  monetary measures. 

The recommendation was tha t a bank and i t s  associates should not be
permitted to hold more than an a rb itra ry  10 per cent o f an in su re r's
shares and v ice -ve rsa .22

Following representations, subsequent le g is la t io n  has set the
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maximum holding o f an in s u re r's  shares by a bank (and vice-ve-’sa) at 
30 per cent. Y ■ aver, in  p ractice  some in s t itu t io n s  have found ways 

to circumvent tho e ffe c ts  o f th is  and the le r is la t lo n  is  therefore of 
l i t t l e  real value today.

(b) The Louw Commission
In order fu r th e r to  investiga te  ce rta in  o f the Franzsen Commission 
recommendations and to  address numerous other m atters, a commission 
o f in q u iry  in to  the long-term insurance industry  was appointed on 
September 7, 1971 and i t s  one hundred and f i f t y  page report was
published over f iv e  years la te r  in  1977. The find ings o f th is  
Commission covered a broad range o f subjects such as the contro l o f 
the indus try , fin a n c ia l soundness, investments, the fu tu re  o f the 

long-term Industry, taxa tion  and miscellaneous m atters. I t  also
examined the modern linked l i f e  assurance concept (See Chapter I I I

above) and made various recommendations in  th is  regard. Apart from 
the in troduc tion  o f a Standing Committee1, which has never met, none 
of the recommendations o f th is  commission have ye t been Drought in to  
law. Nonetheless, much o f the Commission’ s work had m erit and i t s  

p rinc ipa l recommendations were as fo llo w s ;

( i )  The only form o f linked p o licy  tha t should be marketed is  a 

po licy  under which benefits are linked to  the value o f specified
assets a c tu a lly  held by the insurer and a llocated to  a special 
p o r t fo lio  fo r  th is  purpose.

( i i )  Insurers should on ly be allowed to  include un lis ted  secu rities  
and fixe d  properties in  linked p o rtfo lio s  subject to  the rules of 

valuation being approved by the R eg is tra r.

( i l l )  The notional un its  deemed a llocated to  linked p o lic ie s  should 
not exceed the number o f notional un its  represented by the assets 
ac t. i ly  held by the insurer and included in  the linked p o r t fo lio .

(1v) Under a linked p o licy  insurers should be p roh ib ited  from 
guaranteeing the amount payable on m aturity  or surrender. (This was 

one o f the most s ig n if ic a n t and con trovers ia l o f the recommendations 
o f the Commission.)
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(v) No linked p o lic ie s  should be sold under which a c o n f l ic t  o f 
in te re s t could a rise  between the insurer and the insured because o f 

the way investment proceeds are a lloca ted .

( v l ) An anomaly which e x is ts  in  respect o f the d if fe r in g  valuation 

requirements fo r  new conventional l i f e  business and fo r  new linked 
business should be examined by a proposed "Standing Committee" when 
considering the d e ta ils  o f a prescribed valuation basis fo r  linked 
business.

In a somewhat technical reaction , the L ife  O ffice  Association 
rejected the Commission's d e f in it io n  o f linked l i f e  assurance as 

being too narrow and f e l t  th a t o v e ra ll,  the Commission's 
recommendations would place a burden on insurers which would outweigh 
any benefits  to  po licyh o ld e rs .21

(c) Committee on F inancial Soundness and Valuation Matters 
Several o f the recommendations o f the Louw Commission were included 
in the terms o f reference fo r the Committee on F inancial Soundness 
and Valuation Matters a p p o in ts  by the Actuaria l Society o f South
A fric a . In October 1931, th is  Committee recommended a basis fo r  

valuing assets and l ia b i l i t i e s  o f linked p o lic ie s  which could be 
considered fo r  eventual inc lus ion  in  the regulations o f the Insurance 
A c t.23

The Committee's report was complex but in  essence i t  disagreed w ith  

the recommendation o f the Louw Commission th a t m aturity  and other
guarantees be disallowed fo r  linked business. I t  d id , however,
recognise the dangers o f such guarantees and recommended instead tha t 
minimum reserves be huld to  fund such guarantees. This was allowed

fo r in  th e ir  recommended Vnked valuation basis. I t  also 

recommended a revised pub lic  'Insolvency Test V aluation ' and an
add itions! 'Reasonable Benefit Expectation' valuation to  be reported
to the Registrar on ly . These valuations being devised to  be tte r
assess the true  solvency pos ition  o f every o f f ic e .  As y e t. tnese 
recommendations have not been adopted.



7 . THE VIEWS OF BEAK: LAISSEZ-FAIRE

Born In England in  1910, George Beak q u a lif ie d  as a Fellow o f the 

In s t itu te  o f Actuaries and came to  South ca in  1935. A t the

outbreak o f the second World War he jo i i  • ,e South A frican
A irfo rce , but in  1943 he was given ea rly  release to  become the f i r s t
Registrar o f Insurance and to  set up the F inancial In s titu t io n s
O ffice  (FIO) in P re to ria . In th is  ro le  he was, in te r  a l ia , to  become 

responsible fo r  d ra ftin g  the 1952 Pension Funds Act, and i t  was here 
tha t he foresaw th a t the 1943 Act would require  fa r  greater and 
be tte r q u a lity  s ta ff in g  at the FIO. A fte r nine years as the F irs t  
Registrar o f Insurance, Beak was appointed Secretary and Actuary to  
the L ife  O ffices' Association in  1952. He re tire d  as Secretary in 
1970, but remained on as Actuary u n t il a fte r  the work o f the Louw 

Commission was completed in  1976. In a paper to  the Actuaria l 

Society in  1973,24 Beak presented the views o f a man who had had 30 
years o f experience and intense involvement w ith  the 1943 A ct. A fte r 
discussing the many developments w ith in  the insurance industry  in  
South A fr ic a , he said the fo llo w in g :

"Vigour and va rie ty  are, however, not e a s ily  reconciled w ith  the 

s p ir i t  o f r e s tr ic t iv e  u n ifo rm ity  embodied in the Act, and i t  
therefore seems probable th a t the Financial In s titu t io n s  O ffice  finds 

the adm in istra tion o f the Act more d i f f i c u l t  and onerous now than i t  
was in the e a r lie r  years.

" I t  seems the re fo re , th a t, under the conditions tha t now preva il and 
are l ik e ly  to  continue, the Insurance Act is  creating d i f f ic u l t ie s  
fo r  the adm inistrators o f the Act and fo r  insurers a lik e .

"Leg is la tion  o f th is  k ind , which ex is ts  in  a great many countries, is

aimed at improving the secu rity  o f po licyho lders , but i t  in e v ita b ly
destroys some o f the freedom o f insurers. I t  imposes on the
industry a certa in  degree o f un ifo rm ity  which is  l ik e ly  to  be
disadvantageous to  p o licyh o ld e rs ".25 Beak suggested th a t th is  

being so, a strong case existed fo r  s h ift in g  the emphasis away from 
the p r in c ip le  o f "c o n tro l11 towards the p r in c ip le  o f what he ca lled 
"freedom w ith  a safety n e t" . His idea was tha t a system should be



constructed th a t would ensure th a t the Insurer would bear the fu l l  
re s p o n s ib ility  fo r  the conduct o f his business, subject only to  the 
requirement th a t "the insurer must demonstrate to  the Registrar tha t 
he is  in  fa c t acting in  a responsible way" (p .63).

Beak's b e lie f was tha t absolute safety in  insurance le g is la t io n  did 
not appear a tta inab le  or even desirab le in  view o f the p ro h ib itiv e  
cost and adm in is tra tive  d i f f ic u l t y  tha t tha t would c e rta in ly  

e n ta il . His view was tha t the continuing development o f the South
A frican economy was re su ltin g  in  increased complexity and va rie ty  and
tha t these natural developments accorded i l l  w ith  the present type o f 
"co n tro l" le g is la t io n  which, "on the one hand re s tr ic ts  the a b i l i t y  
o f insurers to  provide the pub lic  w ith  the best possible service and, 
on the other hand, places a heavy re s p o n s ib ility  on the adm inistering 

a u th o r ity " .26 (Again, one is  reminded o f Adam Smith's quote in 
Chapter V II below.)

This much respected man, a fte r  nine years at the head o f the 
F inancial In s t itu t io n s  O ffice  in P re to ria  and a fte r  over twenty years 
o f experience w ith  the L ife  O ffice s ' Association, pointed the way 
back to  "freedom w ith  p u b lic ity "  but w ith  add itiona l safeguards, away 

from the "co n tro l"  provisions o f the antiquated 1943 A ct. He 
believed i t  was necessary th a t a pragmatic a tt itu d e  to  the problem be
adopted, g iv ing  greater weight to  current circumstances than to  any
general theory, and try in g  more ways to  give po licyholders a 
reasonable measure o f p ro tection  while s t i l l  allow ing insurers 

freedom to  develop and improve on the services they o ffe re d . He 
believed tha t "to  design good insurance le g is la t io n  is  an a r t rather 
than a sclent

George Beak died in  September, 1984, and i t  was a curious and 
concerning oversight tha t th is  man's valuable experience and 

con tribu tion  to  the development o f our insurance le g is la t io n  had gone 
unheeded in  1987. I t  was completely ignored in  the d ra ft insurance 
B i l l  which appeared th a t year and which bore the hallmarks o f Arndt 
but none o f the wisdom o f Beak's experience.
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8. THE 1987 DRAFT BILL

Up to  the end o f 1986, the L ife  O ffice Association o f South A fr ica  

and i t s  members had long been awaiting a d ra ft copy o f a completely 

new 1 Long Terra Insurance B i l l ' .  I t  was believed tha t th is  B i l l  
would have taken in to  account the re s u lts , recommendations and 
i..omments o f the various commissions and enquiries re ferred to  above, 
and other papers w r itte n  and communications made between the Industry 
and the a u th o ritie s  which had taken place in  the past and which were 
numerous. I t  was also believed th a t i t  would take in to  account the 
central government's philosophy o f deregulation and promotion o f free 
en te rp rise .

The d ra ft had been imminent fo r  nearly four years and i t  was believed 
to  have been delayed on many occasions due to  i t s  complex nature, the 
wide and far-reaching ram ifica tions o f the l i f e  industry on the 

social and economic s truc tu re  o f the country, and the ra p id ly  
changing South A frican  l i f e  assurance environment. Not the leas t o f 
the FIO's d i f f ic u l t ie s  in  d ra ftin g  the proposed new le g is la tio n  had 
been the inadequate s ta ff in g  o f  the O ffice in  P re to ria , the leve l o f 
turnover o f i t s  senior personnel and the lack o f a v a i la b i l i ty  o f 
funds to  a ttra c t adequately q u a lif ie d  s ta f f .  Indeed, the Registrar 

fe l t  obliged to  make reference to  these d i f f ic u l t ie s  in his 37th 
Annual Report to the M in is te r o f Finance and again in his 38th, 39th 
and 40th Annual Reports.28 In May 1986, the State Actuary 
resigned and l e f t  h is post in  what was apparently a f in a l gesture o f
exasperation >.ith the inadequate s ta ff in g  and remuneration pos ition
p reva iling  in the Financial In s t itu t io n s  O ff ic e .29 His post was 
not able to  be f i l l e d  again before February 1987.

In add ition  to  the above concerns i t  seemed in  1986 tha t the ro le  o f 

the Registrar o f Insurance as contemplated by the 1943 Act may 
e ffe c tiv e ly  have undergone a fundamental change. Whereas the 1943
Act saw the purpose fo r  the appointment o f a Registrar as being
p rim a rily  the p ro tection  o f po licyholder in te re s ts , th is  no longer 
appeared to  be the case. Certain events seemed to  imply tha t the
ro le  o f the Registrar had become more one o f app lica tion  and



regu la tion  o f "c o n tro ls " , than merely one o f the p ro tection  o f 
po licyho lder in te re s ts .

Examples o f th is  were the fa c t th a t the Annual Reports o f the 

Registrar c f Insurance did not allude to  the soundness or otherwise

o f insurance operations in  South A fr ic a , but recorded th a t in  1982

only one insurance company was investigated in  terras of the 
Inspection o f F inancial In s titu t io n s  Act, 1962. However in  1982, 

seven companies were investigated w i:h  regard to  the alleged 
contravention o f Section 23G o f the Act, dealing w ith  conditional 
se llin a  o f insuranrp. This anneareH tn  ind ica te  2 nre-occ'Jn2 t io n  

with the app lica tion  o f “ con tro ls " ra ther than w ith concern about 
f in a n c ia lly  sound operations or the in te re s ts  o f po licyho lders . Two 
fu rth e r events also seemed to  confirm th is  changed approach.

In May 1986 the f i r s t  o f these occurred. An event o f mammoth
proportions and ram ifica tions  which reverberated throughout South 
A fr ica  took place. This was the Registrar suing fo r  the liq u id a tio n  
o f the short term business o f the AA Mutual Insurance Association, at 
the time the second la rgest short-term  insurer in  the country. This 
action appeared -no confirm the changed ro le  o f the Registrar as 
described above, as i t  could hardly have been construed to  be in  the 
best in te re s ts  o f the p ro tection  o f AA Mutual's po licyholders.

When the d i f f ic u l t ie s  o f the AA Mutual were brought to  h is  a tten tion  
in A p r il 1986 and various suggestions ,r,ade fo r  the Company to  be
salvaged in  the in te res ts  o f i t s  po licyho lders , the Registrar made no

firm  recommendations and appeared u n w illin g  to  brook any wavering 

from the Act. He would provide no period o f grace and, w ithout
delay brought the case to  the Supreme Court in  P re to ria , claim ing
subsequently tha t the Act required him to  do so .30

The other event which seemed to  confirm  a changed ro ie  fo r  the 
Registrar happened in  January, 1987 when the Registrar o f Insurance 
c ircu la te d  fo r  comment the long awaited d ra ft b i l l  which was "To 

Consolidate and Amend the Law Relating to  Long-Term Insurance; and



To Provide fo r  Matters Incidenta l Thereto.” . I t  was intended th a t 
th is  B i l l  would repeal and amend almost a l l  o f the 1943 Act and 

contained fa r-reach ing  divergencies from the previous le g is la t io n ,  

and from the essentia l components o f a l i f e  assurance Act as 
id e n tif ie d  at section 1 above. i t s  proposals were nothing lik e  
those which had been expected and included the fo llo w in g :

a) The Registrar may l im i t  the amount fo r  which a l i f e  o ff ic e  

shall assume an o b liga tion  under a l i f e  p o lic y . (This was 
apparently o r ig in a lly  meant to  provide fo r  " in d u s t r ia l" business but 
the d ra ft b i l l  was worded in  such a way tha t th is  would have covered 
a l l  l i f e  business).

b) The Registrar may a t any time d ire c t an insurer to  e ffe c t such
a lte ra tio n  to  i t s  Memorandum or A rt ic le s  o f Association as he may 

deem desirab le  in  order to  remove anomalies or undesirable
divergencies in  the a c t iv i t ie s  o f d if fe re n t insurers . "Undesirable" 
in th is  case was not defined and the l i f e  o ffic e s  perceived th is  
provision as an unhealthy and unwarranted attempt by the F inancial
In s titu t io n s  O ffice  to  be placed in  a pos ition  to  regulate the

d is tr ib u tio n  o f company p ro f its  between policyholders and 
shareholders. (See Arndt 1941 - pp.89 and 90 fo r  the same choice o f 
words.)

c) Whenever the appointment o f an actuary or aud ito r is
term inated, tha t aud ito r or actuary shall fo r th w ith  submit a report 

to the Registrar In which i t  is  stated whether to  his knowledge any 
ir re g u la r ity  in  the a ffa irs  o f the insurer is  contemplated, has taken 

place or is  tak ing  place, p a rtic u la rs  o f the ir re g u la r i ty ,  and the 

reason fo r  the term ination o f his services. L ife  o ffice s  f e l t  tha t 
th is  requirement would create opportun ities  fo r  vindictiveness and 
would cast aspersions on personal and professional in te g r ity .

d) The aud ito r or actuary may request every d ire c to r or servant 
o f an insurer to  provide him w ith  any book or document or information 

re la tin g  to  the business o f the insurer which he may deem necessary 
fo r  the performance o f h is func tions . In a dd ition , he



sha ll report any ir re g u la r ity  to  which he has reason to  object to  the 
insurer and sha ll fo rth w ith  report such ir re g u la r i ty  to  the Registrar 
i f  steps are not taken to  re c t i fy  the ir re g u la r ity  to  his 

ra t ls fa c t io n . These provisions were f e l t  by l i f e  o ffice s

e ffe c tiv e ly  to  put the actuary and aud ito r in  a more powerful
pos ition  than the company ch ie f executive.

e) The va luation o f assets and l ia b i l i t i e s  undertaken by the 
actuary may be acceptcd or rejected by the R eg is tra r. I f  he re jec ts  
such va lua tion , he may order an insurer to  c r rry  out an "Improved" 
valuation or appoint an independent actuary to  carry out tha t 
valuation and a l l  costs incurred shall be recovered f r om the 

in su re r. The word "improved" has been placed between inverted commas 
as i t  is  the word used in  the d ra ft b i l l  and surprised many l i f e  
o ffice s  as i t s  meaning in  th is  context was completely uncertain.

f )  I f  the Registrar him self is  o f the opinion tha t any account, 
return or document submitted to  him by an insurer does not comply
w ith  any provis ion o f the regulations in  question, or is  in co rre c t,
the re g is tra r may order the insurer to  amend the document o r, i f  the 
insurer fa i ls  to  comply w ith  such order to  his s a tis fa c tio n , the 

Registrar may amend the document him self or re je c t i t .  I f  re jected , 
i t  shall be deemed not to  have been furnished to  the R egistrar.

The above divergencies front the essentia l components o f a l i f e  
assurance Act and from previous le g is la t io n , ce rta in  other 
d i f f ic u l t ie s  w ith  e x is tin g  le g is la t io n  and the absence o f the 

propped "Regulations1, which were to  accompany the d ra ft b i l l ,  meant 
th a t the le g is la t iv e  debate, s tarted in  1934 by Arndt, was once again 
to  the fo re .

I t  was therefore not su rp ris ing  tha t the l i f e  assurance industry  in  
South A fr ica  in  1987 was pressing fo r  a return to  the ro le  o f the 
Registrar as the custodian o f the In terests o f po licyholders rather 
than the policeman o f the Insurance A ct. The adoption again o f the 

essentia l p rin c ip le s  o f "freedom w ith  p u b lic i ty " f i r s t  embodied in



the United Kingdom Assurance Companies Act o f '.909 and the South 
A frican Insurance Act o f 1923 was being ca lled  fo r .  Less contro ls 

but greater d isclosures, i t  was f e l t ,  would be tte r serve the public 

in te re s t as consumers and competitors a lik e  would ensure £hat no 

insurer was long permitted practices which co n flic te d  w ith  known 
sound operational bases.

Indeed, such an arrangement would remove from the Registrar and 
F inancial In s t itu t io n s  O ffice  the onerous and often impossible burden 
o f being the body required to  shoulder re s p o n s ib ility  fo r  the

solvency o f a l l  South A frican insurers .

Whatever the eventual outco.iu o f th is  debate, i t  seems ce rta in  *hat 
the South A frican l i f e  insurar e industry  would have moved inexorably 
away from the p r in c ip le  o f "free-lorn w ith  p u b lic ity "  and away from the 
essentia l components o f a l i f e  assurance A r t, i f  promulgation o f the 
1987 d ra f t  insurance B i l l  went ahead in  i t s  o r ig in a l form. Indeed, 
the in troduc tion  o f such le g is la t io n  would f l y  in  the face o f South 
A frican and in te rn a tio n a l experience over the past four decades, the 
d ire c t experiences o f Beak and the mood o f the country in  1987.

9, RE iULATIOH AND CONTROL FROM WITHIN THE INDUSTRY

Over the past f i f t y  years, l i f e  assurers in  South A fr ic a , mindful of 
th e ir  re s p o n s ib ilit ie s  and averse to  a growing tendency o f State 
in te rve n tio n , have organised themselves in a manner which has
established ce rta in  norms and codes u f conduct w ith in  the l i f e

industry . These may be seen as self-imposed regulations anti
contro ls o f the industry , and are most recognisable in  the L ife  
O ffice s ' Association o f South A fr ic a .

Established in 1935, i n i t i a l l y  w ith  the prime ob jective  o f

co-operation on employment p rac tices , the L ife  OjPices’ Association 
o f South A fr ica  (LOA) is  generally recognised as the spokesman fo r 
the l i f e  companies both in  the p riva te  and public sectors. I t  Is a 
voluntary association o f l i f e  assurers and I ts  members are 
responsible fo r  a l l  but a very small percentage o f l i f e  assurance
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business conducted in  South A fr ic a , the independent Homelands and 
South West A fr ic a .31

Formed as a voluntary body concerned w ith  the in te res ts  o f the 

Industry and i t s  po licyho lders , i t  has become important in the 
defence against undue le g is la t iv e  in terference in  the a f fa irs  of the 
industry .

The Association is  not a law-making body and has no s ta tu to ry

s ta tus . Members are e n tit le d  to  dissent from resolutions adopted by 
the Association w ith  the exception o f ce rta in  decisions taken by the 
Association which are entrenched. These entrenchments, which the 
LOA fee ls  to  be p r im a r ily  designed to  advance and pro tect the common 
in te res ts  o f po licyholders and l i f e  assurance companies, have also 
been designed to  avert fu r th e r le g is la t iv e  in te rve n tio n . Member 

o ffice s  bind themselves to entrenched agreements and thus these 
agreements may be considered in  the same l ig h t  as s ta tu to ry  
regulation o f the industry .

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

The L ife  R eg is try : This re g is try , established in  the Cape in 1906,

was taken over by the LOA s h o rtly  a fte r  the Association was formed.
Member o ffic e s  provide the inform ation fo r  the re g is try  to  which a l l  
members have access in  order to  ensure th a t there is  f u l l  d isclosure 
o f medical d e ta il in new business app lica tion  forms. Encoding o f 

information ensures the c o n fid e n tia lity  o f data contained in  the
re g is try .

The In te rm ed ia ries ' R egister: This re g is te r was o r ig in a lly
established by the LOA to  enable member o ffic e s  to  estab lish  the name 
o f the representa tive 's  previous employer. This purpose is  s t i l l  

maintained but the oper?' ■'f the re g is te r has been extended to  

ensure th a t the s e ll- ' . issurance shall not be undertaken by
people who are either a re g is te r or who have been debarred,

as a re su lt o f uni. . conduct, from continuing to  se ll



l i f e  assurance. The re g is tra tio n  o f interm ediaries in  th is  way 
represents a free en te rprise  a lte rn a tiv e  to  licens ing  by the S tate.

Proposal and Medical Report Forms: This agreement has as i t s  object

the assurance th a t the proponent sha ll understand c le a r ly  w ith  which 
o ff ic e  he is  going to  do business and tha t he does not form the 
opinion tha t someone e lse , fo r  example a broker, is  the underw riter. 
This agreement has avoided State in te rven tion  in  th is  m atter. 
Medical report forms have la rg e ly  been standardised to  make fo r  

un ifo rm ity  between l i f e  o ffic e s  and fo r  the convenience o f medical

Replacement o f P o lic ie s : This agreement seeks to  discourage, in  the
in te re s ts  o f the po licyho lder, the cance lla tion  o f an e x is tin g  
p o licy , issued by one o ff ic e  in  favour o f a new po licy  issued by 
another o f f ic e .  This agreement on what is  commonly ca lled 
" tw is t in g " , aims at stopping the proponent su ffe rin g  a loss through 

having to  pay tw ice fo r  the front-end adm in istra tion and other cosis 
includ ing commission and stamp duty involved in  in i t ia t in g  a 
p o licy . South A fr ica  is  the on ly country in  the world where th is  
arrangement is  known to  work.

L im ita tion  o f D is a b ility  B e n e fits : The p r in c ip le  behind th is
agreement was to  prevent abuse o f m u ltip le  d is a b i l i ty  b ene fit claims 
and to  encourag-. a ffected policyholders to  re turn to  work, thereby 

reducing indigene nd m alingering. A number o f o ffice s  have 
expressed doubts aoout the e ffica cy  o f th is  agreement in  the long 
term, but the agreement has averted le g is la t io n  on the m atter.

Claims R eg is te r: lo  prevent the payment o f fraudulent claims, th is
agreement provides member l i f e  o ffice s  w ith  access to  inform ation 

which enables them to  avoia undue losses through payment o f claims 
which are ro t genuine.

Reversed Commission Agreement: This agreement provides th a t in  the

event o f an o ff ic e  being unable to  recover a debt on a broker's 
commission account, the benefit o f annualisation o f commission shall 
be withdrawn by fellow-memuers o f the LOA.
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Suic lde: O ffices have adopted a recommendation tha t they put a
condition In th e ir  p o lic ie s  provid ing th a t death benefits  w i l l  not be 
paid in  the event o f su ic ide w ith in  two years o f a po licy  being

Stop Orders: Member o ffic e s  have agreed not to  pay more than 2,5

per cent co lle c tin g  commission to  stop order a u th o ritie s  other than 
the Railways to  whom they may pay 3 per cent.

Public Relations Agreement on S ta t is t ic s : Members have agreed to
fu rn ish  the LOA w ith  ce rta in  s ta t is t ic s  on a h a lf-y e a r ly  basis. The 
inform ation they give is  then co lla ted  and published in  the 

A ssociation 's Annual Review.

Benefit I l lu s t ra t io n s : Member o ffice s  have agreed tha t fo r  purposes
of i l lu s t ra t in g  fu tu re  surrender, m aturity  or death claim benefits , 
these sha ll be based on assumptions th a t are re a l is t ic  and in  the 
opinion o f the member's va lua to r, have a reasonable expection o f 
being f u l f i l l e d .

As indicated above, the LOA is  not a body empowered to  force the 

compliance by i t s  members w ith  i t s  various agreements. However, a 
view which has long pertained in  the LOA, but which has not always 
been unanimous, is  th a t i t  is  be tte r to  undertake s e lf-re g u la tio n  
than to  encourage the a u th o ritie s  to introduce le g is la t io n . These 
agreements may therefore be viewed in  the same l ig h t  as le g is la t io n , 

but introduced by the .r-ius try  i t s e l f  fo r  i t s  own regu la tion , 
frequently  in the hope ,■* averting fu r th e r "c o n tro l" le g is la t io n  by 
government.

Ombudsman fo r  L ife  Assu. ,u ce : In 1984 a number o f l i f e  o ffice s
volunteered to  fund an . o f Ombudsman fo r  L ife  Assurance and
appointed a re t ire d  ju .i e to th is  p o s itio n . His purpose is  to  
receive complaints frc v  ;• .licyho lde rs , communicate w ith  assurers, 
review the evidence arx fa c ts , and im p a rt ia lly  to  make
recommendations to  the parties  concerned. In most instances the l i f e  
o ff ic e  concerned w i l l  abide by the recommendations o f the



Ombudsman. The O ffice  o f Ombudsman may there fo re  be seen as yet 
fu r th e r regu la tion  o f the Industry by i t s e l f .

10. LIFE OFFICE TAXATION

Any discussion concerning le g is la t io n  which a ffec ts  bouth A frican 
l i f e  o ffic e s  cannot bo considered complete unless i t  includes 
reference to  ta xa tio n . A fte r the Insurance Act, the Income Tax Act
is the most important piece o f le g is la t io n  a ffe c tin g  the South 
A frican l i f e  assurance industry (Chapters V II and X below). 

Although the complex d e ta ils  o f th is  m atter are outside the purview 

of th is  work, th e ir  elemental aspects are discussed below.

Before 1959 L ife  O ffices in  South A fr ica  were taxed on much the same 

basis as other commercial undertakings. Taxation imposed on the 
current basis was f i r s t  introduced by the Income Tax Act No, 78 of 
1959.

L ife  assurers are subject to  the normal ra te  o f company taxa tion  on 
th e ir  "taxable income", defined as a prescribe^ percentage o f th e ir  
investment income. There is  no r e l ie f  fo r  expenses, but investment 
income from pension and annv ty  business is  not taxed. Mutual and 

p rop rie ta ry  l i f e  o ffice s  are taxed in  the fame manner, and the 1959 
Act deemed tha t the taxable income o f a l i f e  assurer was an amount 
equivalent to  30 per cent o f the investment income o f taxable 
business.

When the system was f i r s t  introduced in  1959, dividend income was 
e n tire ly  exempt from ta xa tio n . in  1962 th is  was changed to  only
one-th ird  being exempt from ta x , and in  1971 again a ltered so tha t
a l l  dividend income was taxable.

In March 1982 the National Budget raised the percentage o f l i f e  

assurance Investment income subject to  tax from 30 per cent to  42 per 
cent. At the same time the company taxa tion  rate was Increased from 

42 per cent to  46,2 per cent, meaning th a t the e ffe c tiv e  rate o f tax 

applicable to  l i f e  o ffice s  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 cen t). In



1987 i t  Is 20 per cent, being 40 per cent o f 50 per cent, the company 
rate o f ta xa tio n . As l i f e  assurers pay th e ir  po licyholders benefits 
based on investment re turns net o f tax pa id , the e ffe c t o f the 

taxation o f l i f e  assurers is  to  tax the savings o f po licyho lde rs , 
p a r t ic u la r ly  in  the case o f linked l i f e  assurance business, rather 

than the shareholders as in  a l l  other commercial undertakings.

I t  has also frequently  been ind icated th a t apart from the provisions 

of the Income Tax Act, l i f e  o ffic e s  s u ffe r another in d ire c t form o f 

taxation 1n terms of the Insurance Act under which they are obliged
to invest substantia l proportions o f th e ir  investment p o rtfo lio s  in 

prescribed assets (See Chapter X below). As these investments do 
not always y ie ld  the optimum ava ilab le  investment re tu rn , savers, 
p a r t ic u la r ly  those saving fo r  th e ir  re tirem ent, and pensioners, are 
most a ffec ted .

The theo re tica l basis fo r  the taxa tion  o f 1i f e  o ffic e s  which was 
Introduced by the Income Tax Act o f 1959 is a pragmatic so lu tion  to  a 
somewhat complex problem. Because o f th e ir  very nature l i f e
assurers require treatment d if fe re n t to  other en te rp rises. The very
long period which arises before benefits are received makes i t  

im practical and probably unacceptable to  the fis c u s , to  tax the 
benefits u ltim a te ly  in po licyho lde rs ' hands. I t  therefore becomes 

necessary to  tax the Insu re r, as representative of the po licyho lder, 
in an appropriate manner. These fac to rs  combine to  make the 

taxation o f l i f e  assurers and l i f e  assurance benefits  d if fe re n t from 
other companies and savings media.

Other compelling reasons why l i f e  assurers require special tax 

treatment re fe r to  th e ir  great social importance in  the p ro tection  o f 
fam ilies  anti th e ir  c r i t ic a l  importance from the national economic
point o f view in  the s tim u la tion  o f personal savings and the creation

o f c a p ita l.  These are dea lt w ith  in  Chapter VII below.



(a) Constituents o f Taxable Income
The taxable income o f l i f e  assurers can be divided in to  two 

constituen ts :

( i ) P ro fit  earned by the insurer in  i t s  own r ig h t,  equal t o :
premium income (P) + investment income ( I )  - operating expenses (E) -
benefits paid (8) -  increase in  po licyholder l i a b i l i t i e s  (1L).

This constituen t would be taxed in  the same way th a t short-term  
insurers and banks, e tc , are taxed . In  the case o f a mutual insurer 
th is  amount would consist only o f p ro f its  w ithheld from
policyholders.

( i i )  P ro fits  earned by po licyho lders . In order to  maintain
consistency w ith  other forms o f investment media, the gains 
a ttr ib u ta b le  to  policyholders as a body, should also be taxed in  some 
way. These gains may be expressed as:
benefits received by policyholders (3) - premiums paid by

policyholders (P) + increase in  l i a b i l i t i e s  due to  policyholders
(IL ) .

(b) The Pure Company Approach
Those who advocate taxing l i f e  assurers on a basis comparable to
other f in a n c ia l in s t itu t io n s , would derive the formula o f (a) ( i )  
above. This, however, f a i ls  to  deal w ith  the question of
po licyholder ta x a tio n . Taxation would there fo re  s t i l l  need to  be 
levied on benefits paid to  the ind iv idua l po licyho lder, as in  the

case o f other savings media, in order to  avoid these benefits being 
to ta l ly  ta x -fre e . This is  most lo g ic a lly  done a t the time benefits 
are received by the policyho lders , but th a t means very s ig n ific a n t 
tax d e fe r ra l, which is  probably unacceptable to  the fis cu s .

A lte rn a tiv e ly , each po licyho lder could be taxed each year on the
increase in the surrender value o f h is p o lic y , less premiums paid in 
tha t year. This introduces a cash-flow problem to  policyholders 
because tax becomes payable many years before the benefit is  due. 
I t  a lso introduces numerous other p ra c tica l d i f f ic u l t ie s  such as



laying down a s ta tu to ry  ra ther than l i f e  o ff ic e  basis fo r  ca lcu la ting  
surrender values, and the fa c t tha t the taxable amount w il l
frequently  be negative where values are less than premiuit^ paid.

(c) The Trustee Approach
In order to  overcome the d i f f ic u l t ie s  o f co lle c tin g  tax from 
policyho lders , the l i f e  assurer is  taxed as in (a) ( i i )  above as 
representative ( " tru s te e ")  o f the body o f po licyho lders . The tax 
payable should th e o re tic a lly  be equal to  the to ta l amount o f tax 

which would be co llec ted  i f  each po licyho lder were in d iv id u a lly  taxed 
on h is share o f the (B - P + IL) as h is own rate o f ta x . In
practice th is  may be replaced by tax ing  the aggregate (B -  P - l )  at
the estimated average tax ra te  applicable to  po licyho lders , w ith  an
appropriate adjustment to  allow fo r any de libera te  encouragement o f
long-term savings.

I t  can be shown th a t the to ta l taxable income o f l i f e  o ffice s  should 
be ( I  -  E) where I and E represent investment income and expenses 
a ttr ib u ta b le  to  po licyho lders . In order to  confirm  th is ,  formulae 
(a) ( i )  and (a) ( i i )  may be added together as fo llow s:

P + I - E - B - I l + B - P + I L  = I - E

The tax payable in  respect o f the body o f po licyholders may therefore 
conveniently be expressed as:

( I -  E) x average po licyholder tax ra te .

This formula may e ith e r be used in  p ra c tice , or e lse as a c r ite r io n  
agains; which to  measure a pragmatic fc  mula such as is  cu rre n tly  
used in  South A tilc a  ( i . e . ,  I  x a rb itra ry  tax ra te ).

The appropriateness o f the " I  -  E" formula fo r  taxing l i f e  o ffic e s  is  
e a s ily  demonstrated and w idely acceptable. However, the elements 
making up the formula and the rate a t which tax should be lev ied , can 
be debated and go beyond the scope o f th is  work. S u ffice  i t  to  say 

tha t the constituents o f "E" may be divided in to
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s e ttin g  up, s e ll in g , adm inistering and investing  costs. The 
constituents o f " I "  could include in te re s t income, dividend income, 

ren ts , and poss ib ly , rea lised  cap ita l gains.

Because the p ra c tica l app lica tion  o f the " I  - E" method involves a 
considerable volume o f work fo r  both insurers and revenue 
a u th o r itie s , the current "pragmatic" basis, which has been used w ith 
much success fo r  nearly th i r t y  years, appears to  be the most 
e ffic ie n t, method o f taxing l i f e  companies. Indeed th is  w ith  some 
improvements was the m a jo rity  recommendation o f the 1987 Margo 
Commission.32 N a tu ra lly , smaller and developing l i f e  o ffice s  
would be pleased to  see the in troduc tion  o f some greater r e l ie f  fo r  
th e ir  development expenditure, and l i f e  o ffice s  and savers a like  
would be re lieved to  see a return to  the 1959 tax le v e ls , which even 
today, would be considered excessive when compared w ith  the average 
personal tax ra te  o f approximately 20 per cent.

(d) P roprie tary O ffices
The manner in  which the trustee  approach taxes po licyho lder in te res ts  
should bring about th e o re tica l consistency w ith  company ta xa tio n , as 

described in  (a) ( i )  above. In theory, the re fo re , mutual insurers 
should be taxed e n t ire ly  under the " tru s te e " approach and p roprie ta ry  
insurers under a combined system as shown above.

This, however, would imply a d iv is io n  of the company in  a manner 
which would have to  be consistent fo r  a l l  companies, and which would 

be d if fe re n t from the methods cu rre n tly  adopted by many companies in  
determining the s p l i t  between shareholders' and policyho lders ' 
funds. I t  would therefore ra ise numerous com plexities, some o f 
which may not have been foreseen.

(e) Untaxed Business
I t  should be noted tha t approved pension fund and retirem ent annuity 
business, as well as ordinary annuity business is  excluded from the 
ca lcu la tion  o f po licyho lder ta x . This s itu a tio n  perta ins as the 
benefic ia ry  is  taxed on the proceeds o f these types o f business, at 

h is own rate o f ta x .



1 1 . RECAPITULATION

This chapter has endeavoured to  demonstrate how over a period o f 
nearly one hundred years l i f e  assurance company le g is la t io n  and
regulation has grown in  South A fr ic a , at each step gaining greater

control o f the a c t iv i t ie s  o f l i f e  o ffice s  and a t each step fu r th e r 
in h ib it in g  th e ir  d iscre tiona ry  decision-making. Early le g is la t io n  

in the provinces of South A fr ica  tended to  be concerned w ith
protecting the in te re s ts  o f po licyholders and th e ir  bene fic ia ries  and 
the 1923 Act enshrined fo r  twenty years the important p r in c ip le  o f 
"freedom w ith  p u b lic ity "  fo r  l i f e  o ffic e s .

However, the 1943 Act, g rea tly  influenced by the th in k in g  o f Arndt,

la id  the foundation fo r  a huge and ever increasing encroachment by
the State in to  the realm o f d iscre tiona ry entrepreneurial
decision-making. A fte r several subsequent enquiries, the
le g is la t iv e  pos ition  had not improved, despite the views and
experiences o f Beak and the l i f e  assurance Industry as a whole.
This pos ition  was confirmed by the 1987 D r ; B i l l  which continued to  
show strong signs o f A rnd t's  interven , in fluence . The real 
cost o f th is  encroaching State con tro l hi en estimated, nor is
i t  ever l ik e ly  to  be known. However, the expensive im p lica tions o f

Part I Asset investment requirements have been discussed in  th is
Chapter and in  Chapters V II and X below.

In addition the "defence mechanism" employed by the L ife  O ffices ' 
Association in  the form o f self-imposed regulation has meant fu rth e r 
contro ls but has nevertheless been seen as preferable to  fu r th e r 

State encroachment through the medium o f the 1943 Act and i t s
regulations and amendments. The voluntary establishment o f the 
o ff ic e  o f Ombudsman fo r  L ife  Assurance was ye t another m anifestation 
o f the desire on the part o f the industry to  avert any fu r th e r State 
in te rven tion  in  South A fr ic a .

Considering the impeccable record o f the industry always having met 

or bettered i t s  promises to  po licyho lders , frequently  be tte ring  the 
rate o f in f la t io n  on net Investment y ie ld  to  po licyho lders , and i t s



v i t a l ly  important ro le  in m ob ilis ing  and maximising the saved wealth 
o f the Nation, i t  seems d i f f i c u l t  to  ju s t i f y  the apparent d rive fo r  

ever more ta xa tio n , State in te rven tion  and re s tr ic t iv e  le g is la t io n .
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INVESTMENT AND THE LIFE  ASSURANCE INDUSTRY

CHAPTER VII

THE INDUSTRY : FORMATION OF CAPITAL AND EMPLOYMENT

This chapter explains the important ro le  played by the l i f e  assurance 
industry in the economy. The basic concepts o f ca p ita l and 
employment formation are dealt w ith  as is  the ro le  which the l i f e  
industry plays in  the a ttra c tio n  o f savings and how i t  mobilises 
these funds to  the benefit o f thu na tio i as a whole. Key empirical
evdence re la tin g  ' ) the past f if te e n  years has been co lla ted  and 
analysed in th is  cnuoter, leading •> a perspective on the fu ture role 
o f the l i f e  assurance irtiJt/stry in  thu South A frican  national economy.

1. SOME BASIC CONCEPTS

has been said tha t the most important invention o f the human race 
was the invention of p lant and animal husbandry. When man tamed a 
few plants and animals, there being some evidence tha t th is  was 

re a lly  done by the women fo lk  while  the men were out hunting, he
assured him self o f a steady food supply and was able to  set about the

work of creating c iv i l iz a t io n s .

The cruc ia l discovery was tha t by saving some o f the seeds fo r  next
year's  p lanting and by saving some o f the lambs and calves to  breed 
and sustain the flo c k , the continuation and expansion o f the wealth 
o f the tr ib e  was assured. In subsequent times, a shudder o f fear 
went through any community tha t was forced by famine to  eat i t s  seed 
corn or to  s laughter the yearlings .
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The same applies to  in d u s tr ia l soc ie ties and business firm s . Every 
year, some part o f to ta l output has to  be saved and reinvested in the 

replacement, modernisation and expansion o f the in d u s tr ia l machine. 
This is  the process o f cap ita l form ation. I t  Is sometimes also 

referred to  as 'net investment' .  Any nation tha t neglects i t s  
cap ita l formation w i l l  f in d  i t s e l f  susceptible to  sca rc ity ,
in f la t io n ,  unemployment and dec lin ing  standards o f l iv in g .

I t  Is  in  ca p ita l formation th a t we fin d  the main-spring fo r  the 
achievement o f national ob jectives such as f u l l  employment, greater 
independuice from other nations in  regard to  energy requirements, 
expansion o f basic indus tries  and th e ir  exports, the improvement o f 
p ro d u c tiv ity , the growth and development o f an in fra s tru c tu re , and 
economic and p o l i t ic a l s t a b i l i t y . 1

The ro le  and sign ificance o f savings, investment and cap ita l

formation in  the economy o f a nation has been dealt w ith  by most 
w rite rs  since Adam Smith's c lass ic  discussion o f these fundamental 
economic processes in h is "Wealth o f Nations". I t  is  in te re s tin g  to  
reca ll what Smith said about them and, although they are well known, 
these quotations bear re p e tit io n  because o f the essentia l tru th s  tha t 

they express and th e ir  relevance to  th is  Chapter.

"Capita ls are increased by parsimony and diminished by p ro d ig a lity  
and nisconduct. Whatever a person saves from h is  revenue he adds to 
his c a p ita l. . . .  As the cap ita l o f an ind iv idua l can be Increased
only by what he saves from h is annual revenue or his annual gains, so 

the ca p ita l o f soc ie ty, which is  the same w ith  tha t o f a l l  the
ind iv idua ls  who compose i t ,  can be increased only in  the same manner
. . .  . I t  1s l ik e ly  to  increase the fa s te s t, the re fo re , when i t  is
employed in the way tha t a ffords the greatest revenue to  a l l  the 
inhabitants o f the country, as they w i l l  thus be enabled to  make the 
greatest savings . . .  . Every ind iv idua l necessarily labours w

render the annual revenue o f society as great as he can . . . .  He 
intends only h is only gain, and he is  in  th is ,  as in  many other 
cases, led by an in v is ib le  hand to  promote an end which was no part 
of h is  in te n tio n  . . .  . "he Statesman, who should attempt to  d ire c t



p riva te  people in  what manner they ought to  employ th e ir  ca p ita ls , 
would not only load him self w ith  the most unnecessary a tte n tio n , but 

assume an au th o rity  which could safe ly be tru s te d , not only to  no 

single person, but to  no Council or Senate whatever, and which would 
nowhere be so dangerous as in  the hands o f a man who had the fo l ly  
and presumption enough to  fancy him self f i t  to  exercise i t . "2

The question o f ca p ita l formation has been dea lt w ith  at length by 

many economists since Adam Smith but i t  is  outside the purview o f 
th is  work to discuss th e ir  w r it in g  fu r th e r here. S u ffice  i t  to  say 
tha t cap ita l formation is  w idely recognised by economists as the 
mainspring to  a l l  economic growth and development.

Capital form ation, or net investment, arises out o f the savings o f a 
nation and raises the capacity o f an economy to  produce. I t  is  
therefore not only income-creating, but also capac ity-crea ting . The 
process o f net p o s itive  real Investment, over a period o f time, 
increases the leve l o f income and output -  a p o s itive  real rate o f 
economic growth - and the concomitant capacity o f a nation to  o ffe r  
employment and a r is in g  standard o f l iv in g  to  a l l  o f i t s  inhab itan ts.

In sho rt, one might say tha t w ithout savings, a nation can expect no 

economic growth; i t  can, however, expect dec lin ing  employment and 
standards o f l iv in g .  This puts in to  perspective the s ign ificance o f 
the l i f e  assurance industry in  the encouragement and m ob ilisa tion  o f 
a major part o f the na tio n 's  savings.

2. LIFE ASSURANCE: CAPITAL AND EMPLOYMENT 

The ro le  o f the l i f e  assurance industry is  c r i t ic a l  to  the process o f 

cap ita l formation, not only through it s  d ire c t investment a c t iv it ie s  
but also through i t s  risk-bearing  fu n c tio n . The importance o f the 
Industry in providing r e l ie f  from fea r o f f in a n c ia l loss , due to  a 
host o f contingencies, has led to  the insurance product fa c i l i ta t in g  
the flow  o f savings in to  physical and human cap ita l by insuring human 
investment against physical p e r ils  and u n ce rta in ties . A ra tiona l 
inves to r, in s t itu t io n  or in d iv id u a l, would not th ink  o f making a 

f in a n c ia l commitment i f  a venture were not properly protected against 
insurable ris k s .



I r  the modern economy the Insurance technique -  the spreading o f
economic loss by the pooling o f risks  - fa c i l i ta te s  the conduct o f
v ir tu a l ly  every commercial and in d u s tr ia l a c t iv i ty .  For example,

even sucn a common-piace transaction as the granting o f a home 
mortgage bond would not take place in  the form fa m ilia r  to  us i f  i t  
were not possible to  insure the property against f i r e  and other 
natural d isas te rs , and the. mortgagee against loss o f Income due tu
death or d is a b il i ty .

L ife  assurance companies play an important ro le  as f in a n c ia l

Intermediaries in  a l l  o f these m atters. Through th is  function , they 
provide an e f f ic ie n t  mechanism fo r  channelling p riva te  savings to  the 
u ltim ate cap ita l inves to r. Furthermore, because o f the long-term 

nature o f many l i f e  assurance and pension o b lig a tio n s , l i f e  assurance 
companies are able to  commit the bulk o f th e ir  in ve s tib le  funds to
long-term financ ing , v ita l fo r  cap ita l form ation.

3. LIFE ASSURANCE AMD SAVINGS

The l i f e  industry a ttra c ts  a s ig n if ic a n t proportion o f the personal 
savings o f the na tion . A closer examination o f l i f e  assurance

products reveals how they a ttra c t savings o f a contractual nature and 

provide an important source o f fin a n c ia l c a p ita l.

The "Whole L ife "  and "Endowment" classes o f p o lic ie s  w ith  substantia l 
cash values remain the major l i f e  assurance product, despite an
increased re liance on term assurance both here in  South A fr ica  and in 
every other Western na tion . These classes o f po licy  create a 
reservo ir o f funds which represent accumulated premiums and 
investment income and which act as the reserves to  meet fu tu re  
o b liga tions . (See Chapter I I I  above). This pool o f funds arises 
because premiums paid during the ea rly  years o f the contract exceed 
the amounts immediately needed fo r  benefits and expenses. In la te r
years, when m o rta lity  costs exceed period ic  payments, the s h o r t- fa ll
is made up by e a r lie r  premium surpluses and the Investment income 
derived therefrom. In add ition  to whole l i f e  and endowment 
p o lic ie s , other basic forms o f reserve generating ind iv idua l 
contracts, such as retirement annu ities , also produce in v e s tib le



reserves. Even "Term" and "Permanent Health" insurance, held on
e ith e r an ind iv idua l or group basis, generate reserves but the

savings element in these types o f contract is  in s ig n if ic a n t compared 

w ith th e ir  p ro tection  features.

The other major product which generates large amounts o f in ve s tib le  
funds is  group pension plans. Insured pension plans gen.rate a
large reserve o f in ve s tib le  funds and represent an important vehicle 
through which p riva te  savings are accumulated.

Man's need fo r  personal f in a n c ia l security  fo r  h is dependants and
himself in  the event o f death, disablement or re tirem ent, is  the
fundamental reason fo r  the success o f che l i f e  assurance industry in 
the a ttra c tio n  o f personal savings. High leve ls o f in f la t io n  during 
the past two decades and the increasing s k i l l  o f l i f e  o ffic e s  to
invest funds at real rates o f re tu rn , have been add itiona l reasons
for th is  success. (See Chapters V I I I ,  IX and X below.)

4. LIFE ASSURANCE AND EMPLOYMENT

Life  assurance company investment in  i t s  own equipment and o ff ic e

build ings provide the physical ca p ita l base tha t supports the ever
increasing work force o f the indus try . In South A frica  in  1987 i t
d ire c t ly  employed over forty-thousand people. This represented,
however, only a fra c tio n  o f i t s  impact on the employment o f physical 
and human c a p ita l.

At leas t part o f i t s  con tribu tion  to  employment arises out o f i ts  
r isk  bearing function , which g rea tly  narrows the degree o f

uncertainty surrounding most forms o f economic a c t iv i ty .  However,
the pervasive f in a n c ia l security  created by the a c t iv i t ie s  o f the
industry is  p rim a rily  an INTANGIBLE influence which cannot be
measured in  the customary terms o f Rands, jobs or physical u n its .

Narrower in  scope, but somewhat more susceptib le to  q u a n tific a tio n , 
is  i t s  con tribu tion  to  employment through i t s  ro le  as a f in a n c ia l 
intermediary in d ire c tin g  the flow  o f in v e s tib le  funds in to  a whole



spectrum o f ca p ita l p ro je c ts . Even in  th is  area conceptual problems 
and data lim ita tio n s  prevent es tab lish ing  a stra igh t-fo rw ard  
re la tio n sh ip  between f in a n c ia l flow , investment and the creation o f 
employment. I t  is  d i f f i c u l t  to  estab lish  how mch o f the in ve s tib le  

funds in  a given year is  channelled in to  new cap ita l projects and how 
much goes to  support or re-finance e x is tin g  p ro je c ts . In the la t te r  
case the financing a c t iv i ty  o f the industry tends to  support current 
employment le ve ls , whereas in  the former case, such a c t iv i ty  tends to 
generate new employment oppo rtun ities . Even i f  th is  p a rtic u la r
d i f f ic u l t y  could somehow be overcome, determining the amount o f 
PERMANENT d ire c t and in d ire c t employment created as the re su lt of 
financing say the bu ild ing  o f a new fa c to ry , presents even more 

formidable d i f f ic u l t ie s .  Although we lack a precise measure o f the 
employment impact o f the investment flows o f the industry , the 
general p r in c ip le  th a t investment is  required to  create employment 
s t i l l  perta ins.

5. EMPIRICAL EVIDENCE AND ANALYSIS

Tables 7.1, 7.2 and 7.3 were co lla ted  over a period o f s ix  years and 
i l lu s t r a te  a number o f in te re s tin g  fac ts  w ith  regard to  the South 

African economy and i t s  l i f e  assurance indus try . These facts  are 

highly s ig n if ic a n t and have regard to  l i f e  o ff ic e  income and personal 
savings, net domestic investment, benefits paid to  po licyholders, the 
cost e ffic ie n c y  o f the indus try , the support the industry has le n t to 
government, loca l au tho rity  and public corporation stock debt and the 
changing d is tr ib u tio n  o f l i f e  o ff ic e  assets between various forms of 
investment. These are discussed in  the order in  which they appear 
in the Tables below.

(a) O ffice  Income and Personal Savings
From Table 7.1 (Rows 1, 2, 4) one observes tha t the to ta l premium and 
investment income o f the l i f e  assurance industry  in  South A fr ica  has 
exceeded to ta l personal savings at a l l  times since 1981, as has 
premium income alone. In 1972 premium Income represented 35,27 per 
cent o f to ta l personal savings. However, th is  changed dram atically 
ten years late-* when in  1981, premium income represented 121,03 per 
cent o f personal savings, and f iv e  years la te r  in  1986, i t  
represented nearly 700 per cent o f personal savings.



Figure 7.1 g raph ica lly  displays the data contained in  Table 7.1 fo r 
the fou r important factors o f net domestic Investment, personal 

savings, premium income and to ta l income o f the l i f e  industry over 
the past 15 years. The importance o f the South A frican l i f e
assurance industry  in the na tio n 's  cap ita l and employment formation 
process is  c lear from th is  graph.

The exceptional s ta b i l i t y  o f the premium and to ta l income o f l i f e  
o ffice s  re la tiv e  to  personal savings and net domestic investment is  
evident. The consistent and non-cyc lica l nature o f these two l i f e  
assurance s ta t is t ic s  provides much evidence not only o f the 
importance o f the industry in  the c -^ i,. -1 and employment formation 
process, but also o f i t s  so lid  and s ta b il is in g  influence on the whole 
economy. W hilst personal savings fluc tua ted  widely between
R1 153-m illion in  1974, R4 306-m illion in  1980 and approximately 
R1 500-m illion in  198'’  and 1986, the premium and investment income of 
l i f e  o ffic e s  continued to  grow smoothly and cons is ten tly . The 
declin ing ra te o f real personal savings since 1980 has therefore been 
considerably worse than Figure 7.1 would Imply. This decline has 
been p a rt ly  ameliorated by the growth o f premium income, but the 
extrapolation o f both graphs on any reasonable basis serves only to 
emphasise the fu tu re  importance o f the South A frican l i f e  assurance 

industry . The fa l l in g  rate o f real personal savings is  alarming but 
is nevertheless a real and measured phenomenon in  a l l  economies tha t 
experience lengthy periods o f doub le -d ig it in f la t io n .

D eclining personal savings are the re su lt o f numerous fa c to rs , not 
least o f which must be s tru c tu ra l. Negative real rates o f salary 
increments a r is in g  from high rates o f in f la t io n  have led to  a decline 
in d iscre tionary income and therefore savings. This has been 
fu rth e r aggravated by the incidence o f often high rates o f in te re s t 
on borrowing as well as r is in g  marginal rates o f personal income tax 
on money incomes. Personal d ire c t taxation rose from 7,6 per cent 
of national current income in  1979 to  11,9 per cent in  1986, a 
fif te e n  per cent growth ra te .3 Accordingly, d iscre tionary savings 
must be expected to  decline and to  be re flec ted  in  such areas as 
declin ing bu ild ing  society and banking deposits. Personal savings
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and Ind iv idua l wealth accumulation may there fo re  be expected to  be 
increasing ly concentrated in the form o f contractual savings, as also 
in  hard assets such as houses.

The perceived e ffic ie n c y  o f the l i f e  assurance Industry in  investing 
personal savings in  such a manner as to  beat In f la t io n ,  together w ith 
a heightened awareness o f the need fo r  l i f e  assurance cover and 
d is a b il i ty  b ene fits , have led to  the Industry a ttra c tin g  an increased 

flow o f personal savings. The fu tu re  growth o f l i f e  assurance 
premiums in  South A fr ica  w il l  therefore depend on the continued 
a b i l i t y  o f the industry to  Invest funds at real rates o f investment 
y ie ld .  I t  w i l l  a lso depend, however, upon actual and expected 
salary increases and upon the competitiveness o f other forms of 
selected investments. U n til the res t o f the "savings sector" in  
South A fr ica  is  able to  produce more com petitive savings media, i t

w i l l  continue to  a t t ra c t  less and less o f what remains o f 
d iscre tionary savings.

(b j Net Domestic Investment
A sudden increase in net domestic investment (Row 6) in  1980 and 1981 

arose la rge ly  from a strong in flow  o f short term fore ign cap ita l and 
banks were able to  extend c re d it on a large scale by considerably
expanding th e ir  'iq u id i t y  base. The withdrawal o f foreign funds 
which fo llow ed, led to  a dramatic reversal o f  th is  upward trend, 
fu rth e r emphasising the need fo r loca l ra the r'than  fo re ign  c a p ita l. 
Were i t  not fo r  the long term contractual nature o f l i f e  assurance 

savings, to ta l real national savings and hence cap ita l form ation, 
would sure ly have been severely c u rta ile d ,

(c) Benefits Paid

As mentioned in  Section I above (Row 7), the con tribu tion  to  cap ita l 
formation by the l i f e  industry is  not only through i t s  d ire c t 

investment a c t iv i t ie s  but also through i t s  risk -bea ring  fu n c tio n . 
The r e l ie f  which th is  provides from fear o f f in a n c ia l loss and the 
peace of mind which i t  consequently creates, provides the necessary 
s tru c tu ra l s ta b i l i t y  to  fa c i l i ta te  economic and social growth and 
development. The growing value o f benefits paid to  policyholders



compound in  recent years, while the o f f ic ia l  ra te  o f in f la t io n  was 

less than h a lf th is  f ig u re . Benefits paid in  1972 to ta lle d  

R iM -m illio n . I t  took f iv e  years u n t il 1977 fo r  th is  number to 
l i t t l e  more than double to  R477-m111ion. This number had doubled 
again during the next four years to  R935-million in  1981, more than 
doubled again w ith in  the next three years to  R2 173-m illion in  1981, 
almost doubling yet again to  nearly R4 000-m illion  two years la te r  in 
1986. This was more than the to ta l South A frican State Health and 
Welfare budget fo r  the same yea r. Of these b e n e fits , b7 fa r  the 
m ajority were paid In the form o f death, d is a b il i ty  and pension 
benefits , surely the most Important personal f in a n c ia l requirements 
fo r national social and economic s ta b i l i t y .

(d) Cost E ffic iency
Figure 7.2 (Rows 8, 9) g raph ica lly  represents the improving 
e ffic ie n cy  o f the South A frican l i f e  assurance industry as re flected  
in Table 7 .1 . Hot only has the expense ra t io  o f the industry fa lle n  
from 18,3 per cent in  1973 to 11,6 per cent in  1986, but investment 
income as a percentage o f to ta l 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 in f la t io n  and escalating taxation over 
the same period. This may be seen as fu r th e r evidence o f the
important ro le  o f the l i f e  assurance industry in marshalling and 
m obilis ing the na tion 's  savings in  the most cost e ffe c tiv e  manner.

Moving from Table 7.1 to  7.2 and 7.3, we note the s ign ificance and 

changing p ro f ile  o f how l i f e  o ffice s  invest th e ir  funds.

(e) Government and Local A u thority  Support

Table 7.2 and 7.3 (Rows 10, 11, 12) show the increasing dependence o f 
government and local au th o ritie s  on the l i f e  industry to  take up i t s  
stock debt. Table 7.3 shows th a t government, loca l au th o rity  and 
public corporation stock between them cons is ten tly  represent between 
25 per cent and 35 per cent o f to ta l l i f e  o ff ic e  Investments.



In 1972, the government depended on l i f e  o ffice s  to  take up 7,08 per 
cent o f i t s  to ta l domestic marketable stock debt. By 1984 th is  
dependence had increased to  20,7 per cent, fa l l in g  back to  16,77 per 

cent in  1986. In 1972 local a u th o ritie s  were dependent on l i f e  
o ffice s  to  take up 17,61 per cent o f th e ir  stock. By 1982 th is  has
risen to  31,25 per cent fa l l in g  back to  25,45 per cent in 1986.
Since 1981, they have cons is ten tly  hold approximately 15 per cent o f 
public corporation debt.

This high dependence on l i f e  o ffice s  forced by le g is la tio n  to  hold 
these types o f investments (See Chapters VI above and X below), w i l l
be o f concern shoulo the Part I. asset requirement o f l i f e  o ffice s  one 

day be abolished. I t  is  f a i r ly  ce rta in  th a t such a move w il l  lead 
to  an increase in  the cost o f such funds to  the government and its  
para-sta ta l bodies, a cost borne by the policyholders o f l i f e  o ffice s  
ever since the in troduction  o f the Part I asset requirements
recommended by Arndt and incorporated in  the 1943 Act, as was
mentioned in Chapter VI above.

( f ) Asset D is tr ib u tio n
Table 7.3 (Rows 13-21) re fle c ts  the changing investment clim ate and
mood o f the l i f e  o ffice s  in  South A fr ic a . In some cases i t  is  a 
s ta r t l in g  re f le c tio n  o f the changing South A frican investment
environment as viewed by the l i f e  industry .

Holdings o f government stock (Row 13) as a percentage o f to ta l assets 
have been fa i r ly  consistent a t between 12 per cent and 15 per cent o f 

to ta l assets over the f if te e n  year period shown. The increase to  

approximately 20 per cent between 1982 and 1984 re f le c t in g  the very 
high rates o f fixed  in te re s t Investments which pertained during the 
period.

Since 1980, l i f e  o ff ic e  investment in  loca l au th o rity  stock (Row 14)
has declined from an average o f about 6 per cent to  an average o f 
about 3 per cent of assets. However, investment in public
corporation stock (Row 15) has risen from an average o f between 6 per 

cent and 8 per cent to  approximately 12 per cent over the same
period.



i

i



FIG' RE

LIFE OFFICE EXPENSE RATIO 
EXPENSES AND COMMISSION TO TOTAL INCOME



The increasing s ign ificance  o f investment in the equ ities  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 o f 
assets, th is  has risen cons is ten tly  since 1980, reaching the level o f 
36,4 per cent in  1986. This also re fle c ts  the great growth which
took place in  Johannesburg Stock Exchange values, p a r t ic u la r ly  during
the past two years under review.

T ra d itio n a lly  l i f e  o ffice s  considered property mortgages and po licy 

loans as safe and appropriate vehicles fo r  the investment o f cheir
funds. (See Chapter X below) However, Table 7.3 (Row 18) 
dram atica lly demonstrates how th is  perception has changed over the
past f if te e n  years. Whereas investments in  mortgages and po licy 
loans represented 26,9 per cent o f l i f e  o ff ic e  assets in  1972, and 
remained th e ir  s ing le la rgest investment avenue u n t il 1976, these had 
fa lle n  to  less than 5 per cent in  1986. However, d ire c t investment 
in properties (Row 19) ra ther than v ia  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  in d ica tive  o f the
growing fa ith  in  th is  medium o f investment over the long term.

Reference to  the obviously small l i f e  o ff ic e  need fo r  cash l iq u id ity  
demonstrated in Table 7.3 (Row 21) is  made in  Chapter X below. At 
no time since 1972 have l i f e  o ffice s  held more than 9,8 per cent of 
th e ir  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 6 per cent 
since 1982. As explained in  Chapter X below, un like  most other
fin a n c ia l in s t itu t io n s ,  l i f e  o ffice s  cons is ten tly  commit well over 
ninety per cent o f th e ir  assets to  Investments o f a long term nature, 

thereby con tribu ting  to  long term cap ita l and employment form ation.

6. THE FUTURE

Looking to  the fu tu re , l i f e  assurance companies w i l l  no doubt
continue to  make important con tribu tions to  the formation o f cap ita l 
and employment through th e ir  r is k  bearing and f in a n c ia l investment
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functions. These con tribu tions w i l l ,  as noted above, presumably 
occur against a background o f continuing innovations in  financ ia l 

security products, marketing techniques and investment p ractices. 

S ig n ifica n t w ith in  the r is k  bearing ro le  w il l  be a tendency towards 

product design and marketing d is tr ib u tio n  based on a life -c y c le  
concept.

L ife  sales should also get an extra boost over the next several years 
from demographic and soc io log ica l developments producing a rapid 
increase in  persons in  South A fr ica  in  the prime insurance buying 
ages and groups. Moreover, developing pension le g is la t io n  w il l  
u ltim a te ly  re su lt in the encouragement o f vast numbers o f previously 
excluded ind iv idua ls  to  save through q u a lif ie d  pension products.

The degree tv  which the industry  contributes to  cap ita l formation and 

the adequacy o f the na tio n 's  capita", formation in  to ta l ,  w i l l  
obviously depend on important broad economic p o licy  considerations. 
The South A frican economy, i t s  fin a n c ia l system and it s  l i f e  
assurance industry do not function e f f ic ie n t ly  in  periods o f high and 
accelerating rates o f in f la t io n  or when competition and innovation 

are blunted by undue government in terference in  the market place.

To be consistent w ith  a high ra te  o f cap ita l and employment 
form ation, economic p o licy  must be managed to  control In f la t io n  and 
avoid a l l  but absolutely necessary government in te rve n tio n . Such 
po licy in  turn requirns wide-spread recognition tha t encouraging 
economic growth through priva te  savings and investment is  as much a 
national p r io r i ty  as the more p o l i t ic a l ly  popular human concerns o f 
cons titu tiona l reform, income se cu rity , income re d is tr ib u tio n , 
consumer r ig h ts , environmental safeguards and health care and 
maintenance, which have been the d r iv in g  forces in  the r is in g  share 
of government in  the economy.

Whatever dispensation is  u ltim a te ly  a rrived at among these competing 
p r io r i t ie s ,  the f in a l determinants o f the adequacy o f our na tion 's

* v    i „ I, fk iS h i A  r



cap ita l creation and employment formation may be expected to  show the 
l i f e  assu-ance industry to  have been among the most important o f
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CHAPTER V I I I

INVESTMENT ALTERNATIVES IN THE ASSURANCE INDUSTRY

The purpose o f th is  Chapter is  to  ou tlin e  the various instruments 
availab le  fo r  investment in  the money, c a p ita l, equity and property 
markets and the re la t iv e  s ign ificance o f these fo r  the l i f e  assurance 
industry .

1. ORGANISED MARKETS

S ecurities may be traded on a fo rm a lly  organised exchange (market) 
developed fo r  the purpose o f trad ing  s p e c ific  se c u ritie s , or in  a 
re la t iv e ly  informal and loosely organised "over-the-counter" market, 
which deals p rim a rily  in  those investments not l is te d  or traded on
the organised exchanges. The primary purpose o f a secu rities  market 
is  to  provide fo r  the o rderly  tra n s fe r ' o f both product and 
information between buyer and s e lle r .  E ff ic ie n t secu rities  markets
fa c i l i ta te  continuous m odifications and tra n s fe r o f p o r tfo lio

holdings, so as to  meet the changing needs o f investo rs. Securities

markets are c la s s ifie d  according to  geographical lo ca tio n , nature o f
claims traded, and time to  m aturity o f claims traded. Their
essentia l components are dealt w ith  below.

2. THE HONEY MARKET

Investments in the money market are debt instruments w ith m aturities  
o f under a year, usually ninety days or less. Because the minimum

investment required*to purchase money market instruments is  generally 
very la rge , the market is  dominated by commercial banks, 

the national and local governments, f in a n c ia l in s t itu t io n s ,  l i f e  
assurance and pension "unds and, more recently , mutual funds. These 
large investors purchase money market instruments to  convert
temporary cash surpluses in to  h igh ly l iq u id  in te rest-bearing
investments.

*
JM P  ..a t 4 ...A  .’.- ta k



Although the various money market instruments have ind iv idua l 
d iffe rences, they are close substitu tes fo r  one another in  many 

investment p o rtfo lio s  and the rates o f return on these secu rities  
tend to  flu c tu a te  c lose ly  w ith  short term in te re s t ra tes. The 
princ ipa l money market instruments used in  South A fr ica  are Treasury 
b i l ls ,  negotiable c e r t if ic a te s  o f deposit, commercial paper and 
bankers' acceptances.

Treasury b i l ls  are the most frequently issued marketable secu rities  
o f the South A frican Government. Although these se cu ritie s  do not 

o ffe r  the highest y ie ld  among short term debt instruments, they are 
very l iq u id  because they can be qu ick ly  converted in to  cash w ithout 

undue risk  o f cap ita l loss; in  fa c t, they are absolutely safe 

because they are f u l ly  guaranteed by the Government.

A negotiable c e r t if ic a te  o f deposit is ,  in  essence, a rece ipt issued
by a bank or f in a n c ia l in s t i tu t io n  in  exchange fo r  a deposit o f funds 
and which may be transfe rred  (negotiated) from one owner to
another. The bank agrees to  pay the amount deposited, plus
in te re s t, to  the bearer o f the rece ip t on the date specified on the
c e r t i f ic a te ,  usually from one month to  a year from time o f deposit.

When a well known corporation or f in a n c ia l in s t itu t io n  w ith  a good 
c re d it ra tin g  wishes to borrow money fo r  a short period o f tim e, i t  
issues a promisory note. Such notes are usually Issued in  very 
large denominations and reach m aturity at a date not exceeding nine 
months from th e ir  time o f issue.

Drafts which have been drawn on a bank by a customer and which bear 
the bank's promise to  pay them at m aturity are ca lled bankers' 
acceptances. The acceptance re fle c ts  the ob liga tion  o f both the
bank and the drawer to  pay the face amount. Normally used to  
finance fore ign trade, bankers' acceptances are among the safest of 
a l l  money market instruments. They have become o f increasing 
importance in  South A frica  as, in te r  a l ia , they set a standard fo r

short term in te re s t rates and serve as a short term haven fo r  funds

before they are invested in  longer term avenues.



3. THE CAPITAL MARKET 

The cap ita l market is  the composite o f a l l  markets where long term 
secu rities  o rig in a te  and are traded. The new issues market, a part 
of the cap ita l market, acts to  tra n s fe r savings to  those w ith 
productive ideas by means o f the sale o f new issues to  the investing 
p u b lic . The investment banker is  the backbone o f the new issues 
market, although other specialised f in a n c ia l in s t itu t io n s  such as 
pension funds and insurance companies also supply funds fo r  th is  
purpose.

While muney market se cu ritie s  purchased to earn a modest ra te  o f 
in te re s t on temporary cash balances are o f short duration and low 

r is k , cap ita l market investments are o f lower l iq u id it y  and higher 
risk  and therefore generally give higher returns than those on the 
money market. Capital market instruments include a va rie ty  o f paper 
w ith e ith e r a fixed  term to  m aturity  or fo r  perpe tu ity . Capital 
market investment a lte rna tives  include various kinds o f bonds and 
cap ita l assets. The true nature o f a bond is  best revealed by 
defin ing i t  as a contract to  pay money. Under th is  con tract, the 

issuer agrees to  pay the p rinc ipa l sum and a specified rate o f 

in te re s t fo r  the use o f the "borrowed" money. Bonds are issued by
Government, m u n ic ip a lit ie s , loca l a u th o r itie s , large p riva te  and 
sem i-private companies.

The South A frican Government issues a va rie ty  o f debt instruments in 
the cap ita l market, such as the issues sold w ith m aturity terms of 
one year (or less) and longer. These se cu ritie s  are backed by the 

f u l l  fa i th  and c re d it o f the Government, and therefore they are 
regarded as the highest grade issues ava ila b le . Long term 
Government se cu ritie s  include Treasury notes, Treasury bonds and 

savings c e r t if ic a te s .  Although the various Government se cu ritie s  
are free from the r isk  o f d e fa u lt, there are fundamental d ifferences 
between them in  regard to  not only the period to  m aturity but also 
the minimum denomination needed fo r  purchase, methods o f payment of 
In te re s t, procedures fo r  sale by the Government, special tax 
provis ions, e tc .



4 . MARKETS IN EQUITIES

Equity is  the in te re s t o f ordinary shareholders in a company, or the 

market value o f a deb tor's  property in  excess o f a l l  debts to  which 

i t  is  l ia b le .  The word is  derived from the Latin aequitas or aequus 
meaning leve l or equal.

The equity cap ita l o f a company absorbs p ro fits  or losses as they 
arise from the operations o f the company. I t  consists o f the issued 
ordinary share cap ita l and the reserves o f the company which may be 
e ith e r d is tr ib u ta b le  or nond is tributab le to  shareholders. 
N uritiis lribu ldb ie  reserves w i l l  usually include any share premium and 
other proceeds o f a cap ita l nature specified by the Memorandum and 
A rtic le s  o f Association o f the company. Accumulated retained 
earnings normally make up the d is tr ib u ta b le  reserves.

A shareholder enjoys benefic ia l ownership in  the shares he owns o f a 
company, and through th is  hr owns a proportionate share o f the net 
asset value, earnings and dividends o f th a t company.

Ordinary shareholders have r ig h ts  which are specified in the 

Memorandum and A rtic le s  o f Association o f the company which usually 
allow them to  p a rtic ip a te  in both the p ro fits  and net assets a fte r  
a ll c re d ito rs  and other parties  who have special p riv ile g e s  have been 
given th e ir  r ig h ts . Shareholders are not protected against loss o f 
th e ir  con tribu tion  to  common stock or equity o f a company but, in  the 
case o f lim ite d  l i a b i l i t y  companies, any loss to  ordinary 
shareholders is  lim ite d  to  the extent o f the nominal value o f th e ir  
con tribu tions.

(a) Fundamentals

I f  one owns a percentage o f the shares o f a company, one owns th a t 
same percentage o f the company's net worth. Shares (or e qu ities ) 
d i f fe r  considerably: each p a rt ic u la r issue o f shares carries w ith  i t  
ce rta in  r ig h ts  and re s tr ic tio n s  fo r  i t s  shareholders as owners o f the 
company. In a company there may be both preference and ordinary 
shareholders. Although both are owners in the company, the 
p a rtic u la r nature o f each kind o f ownership depends on the type of 
shares held.



Ordinary shareholders simply have an equity in the company. Perhaps 
the most important p r iv ile g e  ordinary shareholders enjoy is  th a t in 
the event o f extraordinary business success they are usually the only 
group to  p a rtic ip a te  in the increased earnings via the increased 
dividends. They are not personally l ia b le  fo r  debts incurred by the 
company, but in  the event o f business fa ilu re  or liq u id a tio n , 
ordinary shareholders are the la s t to  be pa id. They do, however, 
re ta in  residual r ig h ts  to  any assets tha t may remain a fte r  a l l  the 

cred ito rs  have been p a id .

An in d ire c t method o f acquiring ordinary shares is  to  purchase 
non-equity investment which gives the holder the r ig h t to  convert a l l  
or part o f h is investment in to  ordinary shares under specified terms 
and cond itions. The convertib le  investment is  usually in the form 
of a debenture or a preference share. There are usually a number o f 
provisions included in the terms o f a convertib le  secu rity  to  protect 
the holders:

( i )  On a sc rip  issue in  the cap ita l in to  which shareholders (or 
stockholders) have conversion r ig h ts , these righ ts  must be adjusted 
to provide a s im ila r proportion (o f the c a p ita l)  to tha t preceding 
the issue.

(11) On a r ig h ts  issue in  the cap ita l in to  which stockholders have 
conversion r ig h ts , the stockholders receive a s im ila r o ffe r
proportionate to  th e ir  po ten tia l holding assuming conversion a t the 
e a r lie s t moment.

( i i i ) That there is  s u f f ic ie n t  authorised unissued ca p ita l to

sa tis fy  the conversion r ig h ts  o f the stockholders.

( iv )  That in  no f in a n c ia l year u n t il the conversion r ig h t is  
exercisable w il l  the company d is tr ib u te  dividends in  excess o f i t s  
earnings fo r  ordinary shares in  tha t year.

(v) A general p ro tective  provis ion against any d ilu t io n  or

weakening o f the r igh ts  o f the ca p ita l in to  which the r ig h t o f 
conversion is  h e ld .l



One o f the most a ttra c tiv e  features o f equity shares is  th a t the 
investment is  marketable in  tha t i t  can be more e a s ily  purchased or 

sold than many other forms o f investment. In a study o f the 
s u i ta b i l i t y  o f equity investment fo r  South A frican L ife  Assurers, 

Esterhuizen concludes tha t th is  kind o f investment is  a ttra c tiv e  
f i r s t l y  because o f the be tte r resu lts  tha t are obtainable from th is  
investment sector than from fixed  in te re s t stock, and secondly tha t 
equity investment serves as a good hedge against currency 
deprec ia tion .2 (See Chapter X below.)

(b) Three Categories o f Equity Investment 

( i )  D irect Equity Investment. An investo r may purchase an equity 

by making use o f the services o f a stockbroker who w i l l  act as an 
agent fo r  the buyer o r, a lte rn a tiv e ly , the investor may approach a 
registered holder o f a p a rtic u la r investment w ith h is o ffe r  to  
purchase.

( i i )  S ecurities which are C onvertib le . Ordinary shares may be 
acquired in  an in d ire c t way through the purchase o f non-equity 
investments which give the owner the r ig h t to  convert a l l  or part o f 

his investment in to  ordinary shares under specified terms and 
conditions. These are usually debentures or preference shares and 
the provisions which apply to  the conversion o f these Investments 
were set out e a r lie r  in th is  Chapter.

From an in su re r's  po int o f view, the d e s ira b il ity  o f investment in 
convertib le  debentures depends on the a ttra c tio n  o f the conversion 
price and i t s  p ro b a b ility  o f attainment as well as on the coupor
ra te . From a taxation po in t o f view, investments can be made in
In te res t bearing assets or dividend paying equ ities  since both forms
o f income are subject to  the same taxa tion  ra te . However, where an
o p tim is tic  assessment o f the prospects o f an ordinary share in to  

which the debt is  convertib le  at some fu tu re  date is  taken, the 
higher y ie ld  generally ava ilab le  on th is  class o f security  p r io r  to 
conversion can be use fu lly  employed to  upgrade the y ie ld  on the 
assurer's overa ll p o r t fo lio  while at the same time o ffe rin g  an



option to  accumulate an equity p a rtic ip a tio n  in  the company a t the
conversion date.

(111) Warrants or Options. A warrant gives the holder the r ig h t or 

option to  subscribe fo r  a given number o f ordinary shares a t a
spec ific  p rice , over a spec ified  period, or upon a given date. I t  
is  a hybrid secu rity  in tha t a r ig h t o f th is  nature is  ne ither a debt 
o f the company nor part o f i t s  equity c a p ita l. I t  is  simply a 

contract between the company and the registered holders o f the 
warrants, and is  o ften used as "a sweetener" when s e llin g  debentures 
or preference shares in order to  lower the cost o f ra is ing  finance 
fo r high r isk  investments.

L ife  assurance o ffice s  are seldom, i f  ever, in terested in  warrants or 
options as they merely confer a r ig h t which does not provide an 
income re tu rn . Also, the t ru s t  nature o f a L ife  o f f ic e 's  funds

elim inates the consideration o f such high r is k  investments.

(c) C haracte ristics o f Equities

( i )  V o la t i l i t y . The examination o f any p o r tfo lio  o f quoted 
ordinary shares w i l l  i l lu s t r a te  th a t the nature o f equity investment 
is th a t i t s  value fluc tua tes  constan tly . The v o la t i l i t y  o f a share 
or p o r t fo lio  may be measured by expressing the deviation from a 
moving average o f the share p rice wer a period o f tim e, as a 
percentage o f the re la t iv e  moving average value. This serie  o f 
deviations can be charted along a zero axis to  give a v o la t i l i t y  
pattern which is  used by students of share p rice behaviour, or 

technical analysts, in order to  p ro ject buying or se llin g  
in d ica to rs . The degree o f v o la t i l i t y  w i l l  vary from share to  share 
as well as w ith in  the p rice behaviour o f the share i t s e l f .  From an 
in ve s to r's  point o f view, v o la t i l i t y  is  analogous to  p ro f i t  or loss 
and is  one o f the more dramatic measures o f r is k ,  i t  being necessary 
tha t these very short term trends be co rre c tly  an tic ipa ted . Long 
term ir -e s to rs  l ik e  l i f e  assurance o ffice s  rea lise  the importance of 
Investment tim ing when reference is  made to  v o la t i l i t y .  (See 

Chapter IX below).



( i i ) MarketabiTit.y. Ordinary shares can more e a s ily  be purchased 
or sold than many other forms o f investment and th is  makes them most 

a ttra c tiv e . Like a l l  other commodities, share prices are subject to  
the basic laws o f supply and demand and the m a rke tab ility  o f a share 

is  re la ted to  such facto rs  as the issued c a p ita l,  companies w ith  a 
la rger issued share ca p ita l being more marketable than those with 
less shares in  issue; the contro l o f the company, share prices being 
more v o la t i le  when owned la rge ly  by many "weak" shareholders rather 
than a few "strong" owners; the fu tu re  prospects o f the company,
investors being more w ill in g  to  se ll those shares o f companies which
have a poor outlook than those w ith  good fu tu re  prospects; the
absolute value o f the share p rice , the higher priced share being 
beyond the means o f the smaller investor who tends to  invest in  lower 
priced shares.

( I l l ) Growth Prospects. The a b i l i t y  o f equity returns to  grow
provides investors w ith  an Incentive to  invest in  low -yie ld ing 
secu rities  compared w ith  h igh -re tu rn , fixed  in te re s t investments. 
To maintain the real value o f the shareholder's equ ity , a company's 
re ta ine r must continue to  grow fa s te r than the ra te o f in f la t io n .  
Growth companies are usually In ten t on financing th e ir  own expansions 
from a high leve l o f retained earnings. This generally resu lts  in
low dividends, but such investments inva ria b ly  y ie ld  substantia l 
cap ita l gains over a period.

( iv )  Voting R ights. Certain classes of shareholders may be
e n title d  to  vote fo r  or against any proposal put forward by the Board 
of D irectors o f the company. However, certa in  classes of 
shareholders may not be e n tit le d  to  vote on issues l ik e ly  to  a ffec t 

the company, and i t  is  c lear th a t the absence o f a voting r ig h t
attached to  any ordinary share w il l  reduce i t s  value.

(v) Taxation. The South A frican l i f e  assurance industry pays tax 

on gross income, includ ing dividend income from ordinary shares at an 
e ffe c tive  rate o f fo r ty  percent o f the ra t .  ' .c.xab1on applicable to  
companies, (See Chapter VI above), the costs re la tin g  to  the
production o f th is  Income not being allowable as an expense



deduction. Capital gains, on the other hand, are not taxable, 
Irrespective  o f the ra te  c>f turnover o f investments or the motive fo r  
the investment. The l i f e  industry has a great incentive to  attempt 
to secure cap ita l gains, p a r t ic u la r ly  In l ig h t  o f the greater demands 
o f holders o f linked insurance p o lic ie s .

(d) Accepted Procedures o f Evaluation and Selection
There are esse n tia lly  three main schools o f thought on the matter o f
security  value and the behaviour o f security  p rices. Advocates are 
normally c la s s ifie d  as (1 ) fundamentalists, (2) technic ians, and 
(3) random-walk th e o ris ts  (e f f ic ie n t  market hypothesis;.

fundamentalists argue th a t, at any time, the p rice o f a security  is 
equal to  the discounted value o f the stream o f income from the
s ecu rity ; tha t in  the main the p rice  is  a function o f a set o f
an tic ipa ted  returns and an tic ipa ted  ca p ita lisa tio n  rates 
corresponding to  fu tu re  time periods. Prices change as
a ntic ipa tions change and a major source o f a lte red  a n tic ip a tio n  is  
new in form ation. Where we have something less than complete
disseiuiratic-.i o f inform ation, the actual price o f a security 
generally diverges from i t s  th e o re tica l value. Fundamentalists 

would buy the stock i f  i t s  market yrice  is  below i t s  theo re tica l
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 th a t the value o f the 

stock is  p rim a rily  dependent upon supply and demand, having very

l i t t l e  to  do w ith  such th ings as earnings and dividends. Underlying 
supply and demand are influenced by ra tiona l and ir ra t io n a l forces. 
Inform ation, moods, opinions, and guesses (good or bad) as to  t-ie
fu tu re , a l l  these facto rs  In te rm ix . The re su lt is  a p rico  movement 
tha t fo llow s trends over appreciable lengths o f tim e. However 
caused, these s h ifts  are detectable sooner or la te r  in  the action o f 
the market i t s e l f .  Technicians assess supply/demand strength

through a va rie ty  o f to o ls , generally in the form o f charts wherein 

price and volume re la tionsh ips are compared, Consensus and
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reinforcement from various ind ica to rs  serve as the basis fo r  price 
p red ic tions.

Random-walk th e o ris ts  are d ire c t ly  at odds w ith the technicians and 

certa in  strong forms o f the random-walk theory challenge fundamental 
analysts a lso . The random-walk th e o ris ts  argue th a t one cannot 
forecast fu tu re  stock prices on the basis o f past h is to ry  alone. 
They believe th a t the secu rities  markets are pe rfe c t, or at le a s t, 
not too im perfect. In such a market, security  prices should re fle c t 

a ll the inform ation availab le  to  market pa rtic ip a n ts  and a l l  p rice 
changes should be independent o f any past h is to ry  about a company 
tha t is  generally ava ilab le  to  the p u b lic . The major complaint is  
aimed at the technician who t r ie s  to  p red ic t fu tu re  p rice movements 
so le ly from the h is to r ic a l record.d

However, tra d it io n a l methods o f equity selection do not adequately 
recognise r is k ,  and r is k  has in the past been evaluated by tiiu  l i f e  
assurance industry on an esse n tia lly  a rb itra ry  basis. The modern 
techniques o f p o r t fo lio  se lection and management, which recognise and 
q u a lify  r i« k , seem rather more appropriate fo r use in  the investment 

o f funds. These techniques are discussed in  Chapter IX.

(e) S u ita b il ity  as a L ife  O ffice Investment
I t  has been argued tha t equity investment t.: most su itab le  fo r  the 
l i f e  assurance industry fo r a number o f imp.T-.unt reasons.

F ir s t ly ,  be tte r resu lts  are obtainable from th is  investment sector 
than from fixed  in te re s t stocks in many cases; secondly, equity 
investment serves as a good hedge against in f la t io n .  Considering 
tha t a large portion o f l i f e  assurance today is  equ ity -lin ke d , the 
reason fo r  the a ttra c tio n  o f equity investment to the Industry bears 
closer a tte n tio n . This is  to  be found in  the area o f cap ita l 
growth.

Overall re tu rn , comprising both cap ita l appreciation and dividend 
income, is  considered from a growth point o f view to  be superior to  

the s ta t ic  returns available on fixed  in te re s t s e cu ritie s . In
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a dd ition , as l i f e  assurance companies are not taxed on cap ita l gains, 
equity investment has proved to  be an essentia l ingredient in  the 
linked insurance market as i t  is  one o f the investment avenues which 
is capable o f providing short-term , non-taxable growth.4

A careful and successful se lection o f equ ities  can produce 
investments th a t can maintain real cap ita l values over the 
long-term . W hilst the industry has d iv e rs if ie d , la rge ly  due to  the
s ig n if ic a n t natural increase in  assets which has occurred over recent 
decades, the demand fo r  investment performance and d isclosure has
placed an increasing burden on the investment func tion , and equity 
investments have contributed g rea tly  to  thu a b i l i t y  to  meet the 
challenge o f cons is ten tly  producing competitive re tu rn s .

( f )  Equity Investment: Three Problems
Three essentia l problems concerning equity investment are experienced 
by the l i f e  assurance industry:

In re la tio n  to  the annual turnover o f shares on the Johannesburg
Stock Exchange, the industry is  a substantia l net purchaser o f
equ ities , and the a v a ila b i l i ty  o f s u ff ic ie n t new equity investments 

has frequently  been inadequate to  s a tis fy  demand, leading to  the 
"weight o f funds" theory being believed by some to  be the cause o f 
equity p rice r ise s : the large amount o f money ava ilab le  fo r  equity
investment is  said to support the market at unnatura lly high levels 
due to  i t s  sheer volume. Furthermore, i t  is  evident tha t the 

m ajority of the ind iv idua l equity holdings o f most l i f e  companies and 
pension funds is  too large to  be considered marketable. This fact 
reinforces the evidence which suggests tha t the industry purchases 
equity investments fo r  th e ir  long-term earning power. This lack of 
m arke tab ility  severely constrains those insurers who may wish to  take 
a short-term  trad ing  pos ition  in the case o f an an tic ipated fu tu re  
f : l l  in  va lues.5

The major problem o f equity investment is ,  however, the 

q u a n tifica tio n  o f the leve l o f r isk  which the industry can a ffo rd  to 

bear on i ts  ove ra ll investments. In the South A frican context, the



problem 1s magnified by th e ir  s ig n if ic a n t ly  high proportion o f d ire c t 
mining and other mining re la ted companies quoted on the Johannesburg 

Stock Exchari; % This suggests th a t a higher leve l o f r is k  on equity
investments helu by South A frican l i f e  assurance companies w i l l  have 

to  be borne than s im ila r in s t itu t io n s  in other countries because 
o f the dominance o f the mining sector on the Johannesburg Stock
Exchange. This is  because mining includes such additional r is k  as 
exposure to  in te rna tiona l commodity unce rta in ties , v o la t i l i t y  o f 
mining share p rices, the f lu c tu a tin g  dividend pattern of mining 
shares, and the p o l i t ic a l r is k .  This fa c to r is  manifested through
sharply f lu c tu a tin g  share prices during periods o f loca l p o l i t ic a l
unrest, the v o la t i l i t y  mainly being caused by substantia l overseas 
shareholders who are p rice -se tte rs  in  th is  sector.

This increased leve l o f r is k  s trongly suggests th a t a more lib e ra l 
a ttitu d e  towards r is k  acceptaiw" is  prevalent among South A frican
insurers than th a t which is  foun<; r  other count: :es l ik e  the UK and 
the USA. The necessity to  develop a .uthod to  u ian tify  r is k  and the
evolvement o f a p rac tica l method o f monitoring i t s  performance is
cruc ia l to  an industry which is  required to  specify fu tu re  investment 

returns in advance. The matter is  examined in  some dL .a il in  
Chapter IX.

5. THE FIXED PROPERTY MARKET

Property has certa in  spec ific  cha rac te ris tics  which d is tingu ish  i t  
from a l l  other investment avenues. T h e a r e  i t s  ta n g ib i l i ty ,  
uniqueness, size of investment, long term nature, long term growth 
po ten tia l and in f la t io n a ry  hedge and the c y c lica l nature o f the
market. I l l iq u id i t y  contains an element o f prestige and requires a 
high leve l of expertise not only fo r  the In i t ia l  investment decision 
but also fo r  the subsequent management process.

Investment in  fixed  property has i t s  own peculiar problems but L ife  
o ffice s  and pension funds have found th is  medium o f investment
increasing ly a ttra c tiv e  over the past two decades. The p o s s ib il ity  

o f high y ie ld s  and non-taxable ca p ita l appreciation are a ttra c tiv e  
advantages which frequently o ffse t the disadvantage, i l l i q u id i t y ,  and



in terference by forces other than those o f the normal market, such as 
rent contro l o f res iden tia l p roperties.

(a) H is to rica l Background
A fte r the end u f World War Two, f in a n c ia l in s t itu t io n s  d ire c t ly  owned
less than 10 per cent o f the in d u s tr ia l,  o ff ic e  and commercial 
properties o f South A fr ic a . The properties in which they had 
invested included those th a t they occupied. The market was 
dominated by few -  but some large -  local l i f e  assurers and by 
B r it is h ,  Canadian, and Austra lian companies.

T ra d itio n a lly , in s titu t io n s  bu ild  o ff ic e  blocks in  the major central 
business d is t r ic ts  throughout the country. Gradually, however, th is  
trend has changed and in  the la te  1250's and ea rly  1960's, investment

swung to  the in d u s tr ia l secto r, w ith in s titu t io n s  entering in to
in d u s tr ia l lease-backs, p rim a rily  in  the P re to ria , Witwatersrand and 
Vereeniging areas. This coincided w ith  the growth o f
in d u s tr ia lis a tio n  in the country, a development in which South 
A frican f in a n c ia l in s t itu t io n s  played a s ig n if ic a n t p a rt. The 
secondary in d u s tr ia l sector obtained th e ir  fa c to rie s  and d is tr ib u tio n  
centres la rge ly  by way o f lease-back finance .6

The same period saw the emergence o f .he chain s to re , not only in  the 
major c it ie s  o f South A fr ica  but also in  rura l areas. Most o f th is  
development was likew ise financed by fin a n c ia l in s titu t io n s  a,M th is  
:«:thod o f financing remains w ith  us today. Ore major area o f 
investment which has remained re la t iv e ly  small is  tha t o f res identia l 
development, espec ia lly  f la ts .  There are, however, good reasons fo r  

th is ,  which w i l l  emerge la te r .

Property development in other countries also have th e ir  e ffe c t on the 
South A frican property market. As pioneer? o f the modern shopping 
centre, the United States has taught a number o f loca l developers new 
ideas and concepts.

S tatutory constra in ts have had, and w i l l  continue to  have, th e ir  

e ffe c t on in s t itu t io n a l property investments. The existence o f rent



contro l In the res iden tia l market, or the th re a t thereo f, may well 
serve to  keep in s t itu t io n a l and p riva te  investors out o f th is  market.

(b) Policy Considerations
The long term, re la t iv e ly  i l l iq u id  nature o f property investment 
demands tha t questions o f po licy  are c a re fu lly  considered before 
decisions are made on th is  type o f investment.

( i )  Geographical Spread. H is to r ic a lly , investors have tended to
invest in  one o f the three major areas o f development in  South
A fric a . These are the P re to ria - Witwatersrand- Vereeniging area, 
the Western Cape and Durban and i t s  environments. More recently , 
however, because o f the spread o f re ta il in g  in  p a rtic u la r  and service 
areas in  general, investment in  d ire c t property has spread to  
secondary in d u s tr ia l c i t ie s  such as Port E lizabeth, East London, 
Bloemfontein, P ietersburg, Welkom, Potchefstroom, Secunda, 
Klerksdorp, Evander, Nigel and Upington.

(11) Spread by Tenant. I t  is  as well not to  invest too heavily in 
one p a rt ic u la r tra d e r. In the past, in s t itu t io n a l investors have 
been c r it ic is e d  fo r  supporting one re ta i le r  more heavily than 
others. W hilst i t  would seem prudent to  spread investment by
tenant, fund managers who invested substantia l portions o f th e ir  
property finance w ith  the large re ta i l  chains over the past decade 
can hardly be described as having been shorts ighted. Perhaps the 
c r i te r ia  used in  acquiring equ ities  should be applied more rigorously 
to property when investing in  shopping centres or re ta il in g  
operations.

( i i i )  Spread by Build ing Type. Id e a lly , investors should own a 

spread o f Investment properties by bu ild ing  type . As w ith a ll 

p o r tfo lio s , d iv e rs if ic a tio n  is  necessary fo r  r is k  reduction. 
Property, however, is  s l ig h t ly  d if fe re n t in  tha t certa in  L ife  O ffices
who do not have in-house property d iv is io n s , are re luctan t to  invest 

in management-intensive build ings and are, the re fo re , often 
re s tr ic te d  to  lease-backs or investment in  property u n it tru s ts .
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(c) Investment C r ite r id
The essentia l investment c r i te r ia  fo r  each section o f a property
p o r tfo lio  may be set out as fo llow s :

Office Accommodation: In the cen tra l business d is t r ic ts ,  the

increasing use o f black and coloured c le r ic a l labour, who use public 
transport to  get to  and from work, w i l l  continue to  entrench these 
industries and users in  central business d is t r ic ts .  However, 
decentraliscd o ff ic e  developments have been made use o f by those
tenants who have smaller numbers o f c le r ic a l workers and who have 
been fur t  imple, smaller in d u s tr ia l f irm s , advertis ing  agencies, 
construction industry professionals, computer companies, e tc .
Developing computer technology, the home computer term inal and the 
decentralised branch o ff ic e  linked to  a centra l computer, w i l l
undoubtedly lead to  fu rth e r d e cen tra lisa tion . Nevertheless, the 

adequacy o f road systems and parking always continues to  constrain 
th is  category o f property investment.

Residential Accommodation: Rent contro l or the th rea t o f i t s
reim position has been the main reason fo r  in s t itu t io n s  to  remain 
re la t iv e ly  small Investors in  th is  secto r. In add ition , adverse 

p u b lic ity  has to  be faced when rents are increased in  lin e  w ith 
market forces as one can e a s ily  be accused o f "m ilk ing the poor". 
This Is  a sector which could be o f in te re s t only under very spec ific  
conditions favourable to the Investo r.

Residential Sectional T i t le : A number o f In s t itu t io n s  have entered

th is  market w ith  considerable successes in  certa in  instances. 
However, the decision must be made as to  whether a short term cap ita l 
p ro f i t  is  preferable to  an escalating y ie ld  from a long term 
investment.

Commercial Property: Major l i f e  assurers and pension funds

tra d it io n a lly  concentrated th e ir  property Investments in th is  area. 
Provided tha t shopping centres are well located, designed, and have 

the correct tenant mix, w ith  a major food re ta i le r  as an anchor 
tenant, they w i l l  prosper. Most leases in  shopping centres are o f
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short duration w ith  high escalations. Leases w ith  the chain stores 
and food re ta ile rs  have often had a tu rn -over clause attached to

Shopping has also tra d it io n a l ly  formed part o f o ff ic e  development as 
th is  has normal!} been a p rerequ is ite  o f local au th o rity  planning 
departments. However, the ra t io  o f o ffic e s  to  shops should not be 
so high as to  threaten investment y ie ld  margins.

In d u s tr ia l Property: This sector o f the property market tends to

fo llow  the ei.uiiuwi'. L^c'ie mvre c lose ly  than other sectors o f tha t 
market. The purpose fo r  which the in d u s tr ia l bu ild in g  is  to  be used 
is an important consideration in  the investment decis ion. Buildings 
created fo r manufacture are usua lly  purpose-built and f a ir ly
inexpens ' e ly constructed, frequently  in somewhat undes •
loca tions. This type o f in d u s tr ia l bu ild ing  would be
a ttra c tiv e  than warehousing and d is tr ib u tio n  centres which a ffo rd  
excellent investment p o te n tia l.  These are usually very f le x ib ly  
designed so th a t should the o rig in a l tenant grow out o f the premises, 
or get in to  d i f f ic u l t ie s ,  re - le t t in g  is  usually not d i f f i c u l t .  The 

location is normally good, o ffe rin g  access to  major road and ra i l  
networks. Use is  usually lim ite d  to  storage and packaging, clean 

operations in the main, and there fo re  the build ings together with 
th e ir  a n c illa ry  o ffice s  remain in  good cond ition .

*

S pec ia lis t B u ild ings: Apart from a few notable exceptions, i t  would

be prudent fo r  in s t itu t io n s  tu  avoid Investment in  th is  type of 
development. They are purpose-built and have a very high r isk  
fa c to r. Those c la s s ifie d  as unsuitable would include c lin ic s  and 
nursing homes, bowling a l l ie s ,  entertainment centres, free  standing 
cinemas, m u lti-s to rey  warehouses, manutdctun'ng bu ild ings , and 
service s ta tio n s . There are, however, s p e c ia lis t bu ild ings which 

are regarded as being sound investments, o .g . hotels and parkin 
garages in  central busii-.-ss d is t r ic ts .

Other Policy Considerations: The decision-making structu re  o f
f in a n c ia l in s t itu t io n s  is  p a r t ic u la r ly  important in  the area o f



property investment. I t  is  often incomprehensible to  developers,
brokers and re ta ile rs ,  tha t some in s t itu t io n s  f in d  i t  impossible to  
make a decision on property acqu is itions in  under two to  three 
months. W hilst one may recognise th a t any investment decision
requires sc ru tiny , and th a t at Board level invaluable advice is  often 
ava ilab le , the fa c t remains th a t in  re la tiv e  terms laymen in  the l i f e  
o ff ic e  are judging an investment which should be le f t  to  a senior 
member o f the investment team, usually the property manager. 

Whatever the case, a l l  the decision makers should be located under 
one roof i f  the in s t i tu t io n  is  serious about successful investment 
p rac tice . (See Chapter oelow).

Access to  high q u a lity  property expertise is  important when making a 
property investment decis ion. Valuations o f land value, open market 

rental va luation, 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 tra ined and 
academically q u a lif ie d  w ith  many years o f loca l property experience.

Other research in to  the proposed property investment is  required in  

the area o f t i t l e  deeds (in  search o f po ten tia l owner's servitudes),

bond documentation ( is  the purchaser e n tit le d  to  cancel a bond?),
what are the planned fu tu re  road developments, what are ex is ting  
leases, and what are loca l town planning r ig h ts  fo r  such things as 
allowable bu lk , zoning, parking, and height re s tr ic tio n s ?  Other 
in-house research may be carried out w ith  regard to  the s p e c ific  type 
o f property, i t s  s u ita b i l i t y ,  environment, pos ition  and design.

Competent property adm in istra tion is  another essentia l ingredient fo r  
the maximisation o f y ie ld .  This can be carried  out e ith e r in-house 

or by employing the services o f reputable estate agents. Important 
issues to  consider in th is  area include the drawing and renewal o f 
leases, enforcement o f escalations and turnover, timeous co lle c tio n  
of re n ta ls , maintenance and repairs and the le t t in g  o f vacant areas.

The in te l l ig e n t use o f tax she lte r le g is la tio n  is  another important 

po licy  consideration. There are various vehicles availab le  fo r



holding d ire c t investment in  fixe d  p roperty. Pension funds and
retirement annuities pay no income ta x , w h ils t a gross investment

Income applicable to  non-pension fund business is  taxed a t a rate 
equivalent to  20 per cen t. At times i t  w i l l  s u it an in s t i tu t io n  to

vary the vehicle in  which an investment is  held.

As no tax r e l ie f  is  availab le to  l i f e  insurers in respect o f property 
expenses, and gross ren ta ls  are included in  investment income, these 
in s titu t io n s  often hold th e ir  property investments in  subsidiary 
companies. For the l i f e  o ff ic e  w ith  a high proportion o f "taxable" 
business, investments held by quoted or unyuuleu vumpanies ueuume 
re la t iv e ly  more a ttra c tiv e  from the tax po int o f view. O ffices w ith 
a high proportion o f pension fund and retirem ent annuity business and 
therefore w ith  a low overa ll tax ra te , p re fe r to  hold property e ith e r 
d ire c tly  or via property u n its . This is  o f greater a ttra c tio n  than 
property held v ia  subsidiary property companies, as tax is  payable at 

the ordinary company rate before dividend income flows through to  the 
insu re r. To the extent tha t the income from an unquoted property 

company is  transferred to  the l i f e  assurer as in te re s t on loan 
account, these tax considerations f a l l  away.

(d) Methods o f Investment
The methods by which property investment is  acquired vary according 
to a number o f fa c to rs , most o f which are d icta ted by market forces 
but some o f which are the re su lt o f a set o f decision making 
parameters.

Many South A frican l i f e  assurers and ce rta in  la rger pension funds 
have th e ir  own in-house property d iv is io n . These d iv is ions  not only 
make decisions as to  property acqu is itions but also manage the 
ex is ting  p o r t fo lio .  I t  is  sometimes debatable whether such a 
d iv is ion  is  as e f f ic ie n t  as an outside management company, as i t  may 
not be as much in  touch w ith  the market, p a rt ic u la r ly 'w ith  regard to  
re n ta ls , as the Independent agent. For th is  reason, many in-house
property departments s t i l l  make use o f brokers, these operating under 
various guises Including property brokers, estate agents and property 
economists.
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Property may be acquired through property u n it tru s ts  which have the 
advantage o f being re ad ily  ava ilab le  on the stock exchange and 
therefore e a s ily  so ld . Constraints imposed by the re g is tra r  of 
f in a n c ia l in s titu t io n s  on property u n it tru s ts  ensure ample

p rotection fo r  not only the p riva te  investor but also the 
in s t itu t io n a l Investo r. The somewhat e r ra t ic  h is to ry  o f quoted 
property companies makes th is  method o f property acqu is ition  somewhat 
less a t t ra c t iv e .  However, gearing may be an advantage and shares 

may be purchased a t lower than net asset value in many instances.

(e) Conclusion
The foregoing has suggested some o f the fundamental po licy 
considerations adopted by f in a n c ia l in s t itu t io n s  when attempting to
make successful property investments. However, perhaps the most 
c ruc ia l ingredient in  successful investment management is  v is io n .

Large bodies o f w idely dispersed investment decision makers seldom 
have v is io n . A re la t iv e ly  small management team senior le v e l, 
who can make bold decisions qu ick ly  and who have a " fe e l"  fo r  the 
market environment in  which they operate, is  the team which is  l ik e ly  
to enjoy long term success in th is  increasing ly important area of 
Investment p o r t fo lio  management.

6. SUMMARY

The money market, cap ita l market, equity market and fixed  property 
market represent the four p rinc ipa l avenues fo r  the investment o f 
l i f e  assurance funds. We have noted the general categories w ith in  

these avenues, th e ir  ch a ra c te ris tics , evaluation, se lection and
s u ita b i l i ty  as l i f e  o ff ic e  investments. This analysis and
evaluation permits an appreciation o f the availab le  a lte rn a tive
investment avenues, h ig h lig h ts  th e ir  s ign ificance  and opens the way 
fo r a study o f investment p o r t fo lio  management and objectives in the 
fo llow ing  two Chapters.
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CHAPTER IX

ESSENTIALS OF INVESTMENT PORTFOLIO ANALYSIS AND MANAGEMENT

This Chapter deals w ith  the essentia l considerations o f investment 
p o r tfo lio  analysis and management. The d e ta ils  o f the various 
theore tica l concepts discussed do not f a l l  w ith in  the scope o f th is  
work and have been fu l ly  dea lt w ith  by the va ious authors referred 
to . The ob jective  has been to  bring these various concepts in to  
perspective, notwithstanding the fa c t tha t few o f the p o r tfo lio  
management theories re ferred to  are ever consciously applied by l i f e  
o ffice s  in South A fr ic a . (See Chapter XI below.)

1. INVESTMENT AND ITS ELEMENTS

At the centre o f any study o f investment is  the ind iv idua l 
investo r. Study o f the theory in  p ractice  is  concerned w ith  the 
in ves to r's  attempts to  make reasonably log ica l decisions about
Investment a lte rna tives  w ith  widely d if fe r in g  leve ls o f r is k  :nd 

reward.

In the analysis o f Investment p o rtfo lio s  two basic assumptions are 
made: tha t the investor is  a r is k  averter and tha t a l l  his
investment decisions are designed to  maximise wealth, accomplished 
through the process o f reward maximisation and r is k  m inim isation. 
This Is usually achieved by p ro tecting  cap ita l against loss, L-y

increasing Income or cap ita l apprecia tion, and by reducing r is k .
These princ ip les  co ns titu te  the conventional wisdom o f the average 

Investor, who normally attempts to  make a l l  h is f in a n c ia l, consumer 
and investment decisions in the l ig h t  o f the wealth-maxinvisation 

p rin c ip le .

A w  r & a - -



The p r in c ip le  o f wjalth-maxiraisation can be il lu s tra te d  by means o f
an elementary example, as fo llo w s : Assume the1 . r investment is

expected to  y ie ld  a return o f F rands per year fo r  •) . r *  s. At the 

time o f investment the return F], yie lded a t the vnu o f the f i r s t  
year is  valued a t F i / ( l+ i ) ,  where 1 is  the ra te  o f d iscount. The 
return F2 yie lded  at the end o f the second year is  valued at 
F2/(l+1)2 at the time o f investment; and so on.

I f  we add th is  series o f discounted values we fin d  the present value 
V o f the expected stream o f returns over the n y e a r:. This 
approximates to  F / i , and comes mathematically closer, to  F /i the 
longer the period o f investment n and the la rg e r the discount rate i .

I f  F = R1 000,00 and i  = 10% (0,10) then V = R10 000,00.

Assume th a t the investo r can increase income by 10 per cent but tha t 
he must accept a 12 per cent r is k  leve l instead o f the assumed 10 per 
cent r is k  leve l in  urder to  do so. In th is  case, the in ves to r's
income increases to  R1 100 and the present value, V, becomes
R9 166,67 instead o f the previous R10 000. Although the in ves to r's  
expected income has increased, the present value o f h is asset has 
decreased because o f the higher discount ra te  relevant to  the higher 
r is k . In th is  case, the investor would have been be tte r o f f  w ith 
the R1 000 at 10 per cent investment because th is  maximised his 
wealth based on the d iff '-e n c e  on the two a lte rn a tive s . The new 
a lte rn a tive  o f R1 100 w ith a r is k  ra te  o f 12 per cent would be the
poorer choice, p rim a rily  because o f the add itiona l r is k  associated
w ith the income. The R100 additional income does not f u l ly  
compensate the investor fo r  the add itiona l r is k  o f the investment.

In the analysis o f a l l  investment p o rtfo lio s  the re fo re , i t  is  always 
assumed tha t investors would ra ther have more wealth (or reward) than 

less. A ll tha t fo llow s is  based on th is  premise.

(a) Investment
Investment may be defined as the "purchase by an ind iv idua l or
in s t itu t io n  o f an asset tha t produces a y ie ld  th a t is  proportional



to  the r is k  assumed over some fu tu re  investment p e rio d ".*  More 
broadly, one might say tha t an investment is  the purchase o f any 
asset th a t o ffe rs  the expectation o f income and/or cap ita l gains, and 
tha t i t s  purpose is  to  increase the in d iv id u a l's  wealth.

The-e are, however, investment considerations involved in  almost a l l  
ind iv idua l and in s t itu t io n a l economic and f in a n c ia l transactions. 
I f  investors consume less and save more, there is  a possible pos itive  

e ffe c t on investment, depending on the propensity to  save. I f  
investors purchase durable goods th a t a c tu a lly  increase rather than 
decrease in  value, there is  an element o f investment there too . The 
fa c t th a t th is  work is  concerned only w ith  f in a n c ia l investment does 
not mean tha t other a lte rna tives  o f real or consumer investments do 
not e x is t or are less important.

(b) Elements o f  Investment
A ll investment is  concerned w ith  the three fundamental questions o f 
y ie ld ,  r is k  and reward, and tim e:

Y ie ld : The reward (y ie ld )  o f an investment usually includes both
income and cap ita l appreciation (o r losses) brought about by changes 
in the market value o f the se cu rity . Y ield is  then expressed as a 
percentage o f the in i t ia l  investment, and in  the case o f fixed 
in te re s t s e cu ritie s , y ie ld  is  the compounded rate o f return on the 
purchase price o f the investment over i t s  l i f e  tim e. This is
usually referred to  as "y ie ld  to  m a tu rity " . The y ie ld  on equ ity ,
however, assumes no m aturity  date. Therefore, the equity y ie ld  is

simply the p rice : '  ‘ e share divided in to  the current d iv idend.
This is  known as u..-. "current y ie ld " .  Since there is  such a

fundamental d ifference between the ca lcu la tion  o f fixe d  in te re s t 
(bond) y ie ld s  and equity y ie ld s , errors o f judgement are often 
made. A means o f comparing bond y ie ld s  and equity y ie ld s  is
therefore required and is  demonstrated in  section 9.2 below.

Risk and Reviard: I t  is  assumed th a t the investo r always attempts to
minimise r is k  and maximise reward but there is  a d ire c t corre la tion

between reward and r is k .  ' Higher rewards are usually accompanied by
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higher r is k  and therefore investors should attempt to  keep the risk  
associated w ith  reward p ro p o rtio n a l. Not a l l  se cu ritie s  w ith  a 

given leve l o f reward have the same degree o f r is k .  A knowledge o f 
the amount o f reward and r is k  associated w ith  each secu rity , as well 
as an acceptable means o f measuring both, w i l l  enable the investor to  
make be tte r investment decisions over the long term.

Time: An important part o f the d e fin it io n  and assessment o f any

investment is  the time period . The time period selected by an 
investor fo r  a p a rtic u la r investment depends on his expectations fo r 
the fu tu re . I t  should meet his expectations w ith regard to  both 
reward and r is k .  An investor may decide to  invest fo r  an in d e fin ite  
period in  equ ities  or in  fixed-period  bonds. Changing economic 
conditions would suggest, however, th a t investors should also change 
investments from time to  tim e. I t  would appear tha t most investment 
decisions made by investment managers these days are made w ith  a 
three-year cycle in  mind.2 The investment review and analysis 
process then become a succession o f three-year forecast periods with 
a constant re-evaluation o f expected y ie ld  and r is k  factors in  the 
lig h t  o f changing circumstances.

(c) Investment versus Speculation
The d ifference between investment and speculation is  p rim a rily  a 
d ifference in the amount o f y ie ld  or reward expected, the amount of 
risk  assumed, and the length o f the holding period. Usually, a 
speculation is  fo r  a much shorter period o f time than fo r  an 
investment.

A second d is t in c t io n  is  tha t the expected y ie ld  in  a s ingle 
speculative security  purchase is  much greater than the expected y ie ld  
from the purchase o f an investment se cu rity . The r isks  involved in 
the short-term  movements o f market prices are su b s ta n tia lly  greater 

than those o f the long-term movements. The cha rac te ris tics  o f price 
movement in the market, in  the short run, appear to  be random in 
character. In sp ite  o f the technical analysis o f the market through 

the analysis o f p rice and volume changes, the speculator is  accepting 
su b s ta n tia lly  greater risks  than the investo r, la rge ly  because y ie ld  
is so unce rta in .3



The challenge o f both investment and speculation is  to  make certa in  
tha t the expectation o f reward or y ie ld  is  proportional to  the r isk  
involved. However, the acceptance o f higher risks does not 
necessarily lead to  higher y ie ld s . I f  the r is k  is  kept proportional 
to the y ie ld ,  then the investor or speculator has a c lea r choice 
between high y ie ld , high r isk  se cu ritie s  or low y ie ld  low r isk  
s e cu ritie s . Experienced p o r t fo lio  managers often begin to  rank 
investments according to  th e ir  personal perceptions o f the r isk  
associated w ith  each se cu rity .

A macro-economic analysis o f fu tu re  national economic trends as well 
as a micro-economic analysis o f the fu tu re  prospects o f each company 
and industry are important ingredients in  the investment process. 
The focal po in t o f the analysis is  to  estimate the fu tu re  expected 
y ie ld  over a three-year holding period, and the v a r ia b i l i ty  o f the 
y ie ld . This requires an estimate o f fu tu re  earnings and dividends, 
and fu tu re  price-earnings ra t io s . This valuation appraisal is  one 
o f the most important aspects o f the investment process.4

Working and accurate inform ation sources as well as a know"1 edge o f 
the market structu re  and the e f f ic ie n t market concept must be 
understood. The behaviour o f the market i t s e l f  should be understood 
and one should have an understanding o f the kinds o f random and 
unexpected events which can cause wide p rice va ria tio n s .

The la s t  step in  the investment process is  the se lection o f several 

investments expected to  produce an acceptable re su lt based on the 
needs o f the inves to r. Any s ing le  security  is  u n lik e ly  to  meet an 

in ves to r's  r isk  and reward requirements, and therefore 
d iv e rs if ic a tio n , which can be demonstrated to  reduce r is k  w ithout 

reducing reward, is  essential .5 Understanding the theory and 
practice o f p o r tfo lio  construction is  therefore ye t another essential 
ingredient in  the investment process.

2. YIELD: NATURE WO MEASUREMENT

When measuring the reward (y ie ld )  tha t a p a rtic u la r investment 
o ffe rs , one cannot take in to  account dividends or in te re s t earnings
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only. Included in  any ca lcu la tion  o f y ie ld  must be the lik e ly
impact o f expected cap ita l gains or losses. Once th is  has been
done, the precise measure o f y ie ld  then makes i t  easier to  estimate
and judge the magnitude o f y ie ld s  o f comparable Investments.

The essentia l formula fo r  measuring y ie ld  over a one year period is 
simply as fo llow s:

Pi -  Po + Di

where Po is  the in i t ia l  purchase price  o f the investment. Pi Is 
the p rice  or resale value o f the investment at the end o f the year, 

and Di is  the dividend received by the investor during the year 1.

(a) Approximate Yield Over a Number o f Years
I f  one wishes to  make an approximation o f the annual y ie ld  earned or
expected over several years, the fo llow ing  formula may be used:

[ (P i - P0) +  N] + D

L t P o  + P i )  4 - 2 J  '

where N is  the numoer o f years the investment was or is  to  be held.

I f  we assume tha t the purchasj p rice  o f the investment was R100 and
tha t p rice  a fte r  5 years was R180 w ith an annual dividend o f R4, the 
above formula produces the fo llow ing :

The approximate annual y ie ld  fo r  each o f the f iv e  years o f the 
Investment period was or w il l  be 14,286 per cent.

(b) Compound Yield Over a Number o f Years

The more accurate method o f estim ating y ie ld  is  by making use o f the 
present value formula,which takes account o f compounding. The rate 

o f discount th a t causes the present value o f the stream o f expected 
fu tu re  expected income to  equal the in i t i a l  p rice o f the investment, 

is  equal to  the y ie ld  o f the investment. The equation fo r  measuring 
th is  y ie ld  is  well known:

PO ,  ♦  _ S 2  +  ♦  - J M  t  D 5 J J 5
(1 *  r ) 1 (1 + r ) (1 + r r  (1 + r ) (1 + r ) 5



Where r  is  the discount ra te  o f return earned on the investment or 
compound y ie ld  earned on the investment over the period fo r  which i t  
was he ld . Using the example quoted in 2(a) above, the above formula 
would read as fo llow s:

P.100 ■ - R- i _  ♦ - 5 *  + _ R 4  + - J U  + R4J J 1 M
(1 + r } 1 (1 + r ) 2 (1 + r )  (1 + r ) 4 (1 + r f

Solving fo r  r  in  the above produces an expected y ie ld  o f 15,70 per 
cent. This is  the annual compound y ie ld  which may be expected from
th is  p a rtic u la r investment over the period which i t  is  held.

(c) Sujimary
I t  is  c lea r then, th a t y ie ld  does not re fe r only to  dividend and 
in te re s t income, but is  o f such nature th a t i t  includes expected or 
realised cap ita l gains or losses. Any ca lcu la tion  o f y ie ld  which 
does not take account o f the investment p rice  movement is  therefore 
incomplete and inaccurate.

There are numerous methods fo r  measuring y ie ld ,  only two o f which are 
mentioned above. No reference has been made to  the less frequently 

used q u a rte rly  y ie ld s  method, linked return method, and geometric 

mean method.6 The method most commonly used by investment 
analysts and most widely accepted fo r  measuring y ie ld ,  is  the present 
value method described above.

Important also to  the method o f ca lcu la tin g  y ie ld ,  is  the length o f 
the period during which the investment has been held or fo r  which the 
forecast is  to  be made. Estimates o f y ie ld  over unspecified periods 
may be inaccurate and m isleading.

3. RISK: NATURE AND MEASUREMENT 

One commonly understands " r is k "  to  mean being exposed to  in ju ry , 
hazard, loss, exposure or damage. This may be an in tu it iv e ly  c lear 
meaning but i t  is  prone to  be in te rpre ted  in  d if fe re n t ways by 
d if fe re n t people. I t  is  therefore desirab le , however d i f f i c u l t  or
suspect, to  develop a surrogate fo r  the verbal d e fin it io n  o f r isk  

which is  amenable to  q u a n tif ic a tio n . One should immediately state
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th a t, w h ils t the attempts a t r isk  q u a n tif ica tio n  which we shall study 
in th is  section have become qu ite  soph is tica ted , they are by no means 

in fa l l ib le .  As Ginsberg puts i t ,  "The problems o f an investor are 
esse n tia lly  problems o f uncerta in ty , and these, because o f th e ir  

nature, cannot be reduced by s ta t is t ic a l exercises as can, fo r
example, the problems o f m o rta lity  ra tes. An investor has mainly 
his hum ility  and h is experience and common sense to  guide him, helped 
by a number o f ana ly tica l sign posts".?

The concept o f r isk  re la tes to  expected, rather than rea lised , 
returns on ir - 's tm e n t. The r is k  one assumes by investing in  a
pa rtic u la r  securuy includes the p o s :1 b ility  o f one not re a lis in g  the 
expected re tu rn . Uncertainty th=>n is  centra l to  r isk  tak ing .
However, in a formal sense, there iu  a d iffe rence  between r isk  and 
uncertainty which must oe elucidated.

The theory o f p ro b a b ility  provides the necessary too ls  fo r  dealing
with ' uncertain values. According to  th is  theory, although we cannot
be ce rta in  how much return we shall receive from an investment, we 

can p red ic t w ith  some degree o f accuracy how much i t  is  l ik e ly  to 
be. The p ro b a b ility  o f an event taking place, or the re la tive
chance o f i t s  occurrence, i t s  subjective p ro b a b ility  is  qu ite
d iffe re n t, and there in  l ie s  the major d iffe rence  between r is k  and 
unce rta in ty .8

Uncertainty re fers to  a s itu a tio n  fo r  which at leas t some o f the 
possible fu tu re  outcomes and th e ir  subjective p ro b a b ilit ie s  are 
known. In con trast, in  s itua tions  invo lv ing  r is k , a l l  the fu ture 
outcomes, together w ith th e ir  associated ;> i babi 1 it ie s  v f 
occurrences. Although s itu a tio n s  invo lv ing  u -Te .ta in ty  are often
closer to  re a lity  than those involv ing r is k ,  i t  is  d i f f i c u l t  to  model 
uncerta in ty . Risk, however, may be determined by s ta t is t ic a l

to o ls . Conceptually, r is k  is  often defined as the v a r ia b i l i ty  or
dispersion in a subjective p ro b a b ility  d is tr ib u t io n ;  i t  is  measured 
by the variance or standard deviation o f re turns. Henceforth, 
uncerta in ty and r is k  w il l  be used as synonymous terms. In fa c t,
r i l l ;  is  frequently defined as uncerta in ty regarding the expected

J S  an iBto .Jk
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rate o f return from an investment. The use o f variance or standard 
deviation in  the measurement o f r is k  is  discussed in  Section 3 (b)

(a) The Many Faces o f Risk
Risk is  a part o f any fin a n c ia l investment decision and must be 
analysed along w ith  other facets o f a po ten tia l investment. There 
are various types o f r isk  a ffe c tin g  an investment decis ion. Thus, a 

comprehensive analysis o f r is k  fo r  Investment decisions is  one which 
attacks the problem simultaneously from various points ô ? view:

(1) Fixed In te rest R isk. The risks  associated w ith  flxad  
in te re s t investments are s ig n if ic a n tly  d if fe re n t from tnose a ffec ting  

equity shares. Unlike tha t o f e qu ities , a bondholder is  promised 
in te re s t income and the repayment o f cap ita l by the issuing 

a u th o rity . In th is  case, the major risks  undertaken by bondholders 
are found in  the areas o f In te res t ra tes, In f la t io n ,  M aturity, 
D efault, C a p a b ility , and L iq u id ity .

In te res t Rate Risk (Money Rate R isk ): In the event ot an increase
in the market rate o f in te re s t, the p rice o f an old bond w ith  a lower 
coupon ( in te re s t)  ra te  must f a l l  s u f f ic ie n t ly  to  o ffe r  investors 
y ie ld s  th a t compare w ith  new issues w ith  higher coupon ra tes. In 
con trast, when the market in te re s t rate declines, prices o f bonds 
outstanding r is e , because old bonds w ith  a higher coupon rate w il l  
command a premium to  make them as a ttra c tiv e  as new bonds w ith  a 
lower coupon ra te . A chamj* in  the p rice o f a bond due to  a change 

in the market ra te  is  the " in te re s t rate r is k "  or the "money rate 

r i d " .

In f la t io n  Risk: When i t  issues a bond, the issuing au thority
promises to  pay fu tu re  in te re s t and cap ita l w ith  current rands. I f  
a contract is  made under which a lender receives a return on a R1 000 

bond o f R100 at the end o f ' ,  the nominal re turn is  10 per
cent. I f  during the ye 1 p rice leve l is  found to  have
risen by 5 per cent, thci . return would be only 4,762 per
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[ ( ^ ^ ■ )  - R1000] /  RIOOO = 4,762%

M aturity R isk: M aturity r isk  re fers to  the contrasting perceptions

o f r is k  by lenders and borrowers. As a general ru le , because
borrowers fear increases in  fu tu re  in te re s t ra tes, they p refer to 
burrow 1ony by o ffe rin g  Inducements to  the lendeis. However, the
longer the period fo r  which lenders part w ith  th e ir  l iq u id  funds, the
more they are uncertain about the prospect o f re a lis in g  a cap ita l 

loss and the higher the m aturity r is k .

Default R isk: Uncertainty about the rece ipt o f in te re s t and
repayment o f cap ita l is  the basis fo r  de fau lt r is k .  Although 
payment o f both in te re s t and cap ita l on time is  promised by the 
issuing authorities,adverse f in a n c ia l conditions may cause some 
borrowers to  occasionally f a i l  to  f u l f i l  th e ir  promises. Because 
th is  p o s s ib il ity  always ex ists fo r  corporate and loca l au tho rity  
bonds, when these types o f bonds are purchased investors are subject 
to  d e fau lt r is k .

C a lla b il ity  R isk: Under certa in  circumstances, the issuer o f a bond
may force the bondholders to  redeem th e ir  bonds before they reach 
m aturity . I f  a bond is  ca lled during a period o f fa l l in g  market 
in te re s t ra tes, the bondholders w il l  probably be forced to  reinvest 
the proceeds at a lo v^ r ra te . This is  known as the " c a l la b i l i ty  
r is k "  but is  almost unhea \  > in  the South A frican context.

L iq u id ity  R isk: A bond may also be subject to  the l iq u id ity  r is k .
L iq u id ity  re fers to the c c . t  o f trade, research and inform ation, as 
well as the p rice concession one must grant in order qu ick ly  to 
convert the bond in to  cash. In general, the less l iq u id  a security  
the higher w il l  be i t s  l iq u id it y  r is k .

( i i )  Equity Share Risk. Investment in equ ities  always exposes the 
investor to  two important classes o f r is k : the r is k  tha t the
v a r ia b i l i ty  in  return w i l l  be caused by facto rs  th a t a ffe c t the 

prices o f a l l  e q u itie s , i . e .  n r k e t  or systematic r is k ,  and factors 
tha t are sp e c ific  to a p a rticu la . company or industry i . e .  non-market 
or un-systematic r is k .
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Systematic or market r is k  is  pecu lia r to  the stock market as a 
whole. I t  re fe rs  to  tha t portion o f the to ta l v a r ia b i l i ty  o f the 
return o f an equity return caused by facto rs  which simultaneously 
a ffe c t the average return o f a l l  other shares. This is  due to  the 
p o s s ib il ity  o f ind iv idua l share returns f lu c tu a tin g  as a re su lt o f 
changes in the overa ll market s itu a tio n , e .g . a war, a general slump 
on the stock market, e tc .

Most shares are e ith e r less or more v o la t i le  than the market in 

general. While th is  fa c t does not change the nature o f the 

systematic r is k ,  i t  does a ffe c t the degree o f risk iness o f a 
p a rtic u la r share. This important concept is  developed in  Section 3
(b) below.

In contrast to  the systematic r is k ,  the un-systematic r is k  re fers to 
tha t portion o f the v a r ia b i l i ty  of the return o f an equity which is  
the re su lt o f unexpected events or developments w ith in  the firm  or 
the re la ted industry , e .g ..

Risks inherent in  equity investment may be set out as fo llow s:

In f la t io n  R isk: In in f la t io n a ry  times, investors must make

provision fo r  the manner In which in f la t io n  erodes the monetary value 
o f th e ir  fu tu re  re turns. I f  one invests R1 000 in a share which 
pays a dividend o f 7 per cent, at the end o f the year one receives 
R70 in dividends, representing a 7 per cent real rate o f return i f  
the general p rice  leve l remained unchanged during the year. I f  an 
in f la t io n  rate o f 10 per c*i t  were experienced, the real rate o f 
return would on ly have been 6 ,2 :'i per cent.

The In te res t Rate R isk: Gen ly  speaking, share prices tend to  be
inverse ly re la ted to  market •.-tr'-ost ra tes. A r ise  in the market 

in te re s t rate exerts a downward ; .-ussure on share prices, because the 
return on such a lte rn a tiv i -vestments as bonds becomes more 
favourable, re su ltin g  in  a sn iv t o f funds from the share market to 

the bond market. An incrru^e in  the market in te re s t rate also
raises the cost of borrowing funds fo r  the purchase o f equ ities  on
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margin, thereby reducing the prospective demand fo r  shares. The 
reverse is  true  when market in te re s t rates dec line.

This may not be as true in  the South A frican market as i t  is  in  the 
more developed In te rna tiona l f in a n c ia l markets. The "weight o f 
funds" theory suggests tha t in South A frica  the volume o f funds 
available fo r  investment so fa r  o u t-s tr ip s  the a v a ila b i l i ty  o f 
su itab le investments tha t the market prices o f most se cu ritie s  are 
a r t i f i c ia l l y  supported in the longer term, almost irrespective  o f 
in te re s t rate and other s truc tu ra l changes. This matter w il l  be 

referred to  again in  our study o f the "e f f ic ie n t market hypothesis".

Tangible and In tangib le  R isks: This is  a d i f f i c u l t  d is t in c t io n  to
draw. Tangible risks  are associated w ith  market flu c tu a tio n s  caused 

by varia tions  in the national economic cond itions. On the average', 
the market declines during a recsssion and advances during a period 
of rapid economic growth. Furthermore, h lu to ry  suggests th a t the 
stock market Is  usually more v o la t i le  than the economy.

In contrast to  tangib le  r is k , in tang ib le  r is k  is  related to  

p o l i t ic a l ,  social and p sych o lo g ic ' fac to rs  which cause fluc tua tions  
in the stock market. As the stock market has a character o f i t s  
own, sometimes i t s  e r ra t ic  behaviour can be explained only in  terms 
of such i l lu s iv e  variables as mass psychology, business confidence, 
general uncertainty and the serious impact on the market o f shocking 
news. In tangib le  risks  are fa r  less l ik e ly  to  be pred ictab le  than 

those which are tang ib le .

Business R isk: Business r is k  concerns the p ro b a b ility  o f incurring
a loss or re a lis in g  a lower than expected p ro f i t  due to  unfavourable 
operating conditions. Generally, th is  type o f r is k  can be measured 
in  terms o f operating earnings or p ro f its .

There are two kinds o f business r is k : external and in te rn a l.
External r isk  resu lts  from operating conditions imposed on the firm  

by outside forces beyond i t s  co n tro l. An o il  embargo, an 
in te rna tiona l monetary c r is is ,  a world-wid3 recession, a fa ilu re  of
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economtc po licy  or c iv i l  commotion, are a l l  examples o f external 
business r isks .

Internal business r isk  is  associated w ith  the e ffic ie n cy  w ith  which 

the business o f a firm  is  conducted, Risks associated w ith  the 
operating s k i l ls  o f management, the product d iv e rs if ic a tio n  obtained, 
the m aturity o f the f irm , and the e ffic ie n c y  o f assets u t i l is a t io n ,  
are a l l  examples o f In te rna l business r is k .  Shareholders o f a
company always take the r is k  tha t the company may be poorly managed.

F inancial Leverage R isk: Financial leverage re fe rs  to  the use by a
firm  o f borrowed funds to  increase i t s  turnover and earnings. This

leverage resu lts  because the in te re s t charges on the debt are a fixed
expense. That is ,  these fixe d  charges do not vary w ith  the earnings 
o f a firm  before in te re s t and taxes. They must be paid regardless 
of the amount o f  earnings availab le  to  pay them. Financial leverage 
r isk  re fers to  the p o s s ib il ity  tha t the company may not be able to 
pay the fixed  fin a n c ia l charges on borrowed funds because of 
in s u ff ic ie n t earnings in any one period.

Operating Leverage Risk: Operating leverage r is k  is  another

dimension o f the in te rna l business r is k .  I t  can be defined in terms 
of the way in  which a given change in  the volume o f sales a ffects  
operating p ro f i ts .  The degree o f operating leverage is  the
percentage change in operating p ro f i t  tha t resu lts  from a given 
change in  sales volume.

Companies w ith higher fixed  costs, and therefore higher break-even 

points, are more l ik e ly  to  re a lise  a loss under unfavourable
conditions than those companies which may have lower fixed  costs and 
lower break-even po in ts .

Industry Risk: S t r ic t ly  speaking, industry r is k  is  a combination of
external and in te rna l business r is k . Sometimes a l l  the firm s in a 
given industry experience v a r ia b i l i ty  o f return due to  some common 
force which does not s ig n if ic a n tly  a ffe c t the m a jo rity  o f firm s

outside tha t industry . For instance, motor manufacturers su ffe r
cyc lica l f lu c tu a tio n s  from sharply lower p ro f its  whenever motor sales



reach the bottom o f th e ir  business cycle . S im ila rly , steel 
producers experience lowe. p ro fits  whenever fore ign competition 

becomes form idable.

Lost Opportunity R isk: Another form o f r is k  inherent in  the nature
o f a l l  investment and applicable both to  fixed  in te re s t investments 
and equity share investments is  the lo s t opportunity r is k .  Suppose 
a fte r  a careful investiga tion  o f a l l  ava ilab le Investments one 
chooses to  invest in the shares o f company ABC. Subsequently one 
discovers th a t, while one's shares have appreciated 15 per cent, the
price o f XYZ company shares have appreciated 25 per cent over the
same period. Therefore, although one may have realised a
s ig n ific a n t and pos itive  return on the investment made, by investing 
in  ABC company one lo s t the opportunity o f re a lis in g  a la rge r return
by investing in  XYZ company. Thin r is k  is  inherent in  the nature o f
a l l  investments.

(b) The Measurement o f Risk and Return

( i )  Measurements o f R isk. Unless i t  can be s a tis fa c to r ily  
measured, r isk  cannot be dea lt w ith  e ffe c tiv e ly . Three s ta t is t ic a l 
too ls are commonly used to  measure r is k :

Beta analysis
Alpha and Error Term
Standard Deviation (Signs) or Variance

The f i r s t  two s ta t is t ic a l to o ls , i . e .  Beta, and Alpha and Error Term, 
are measures o f systematic and unsystematic re tu rns■ Standard 
deviation or variance is  a measure o f systematic and unsystematic 
r is k s . The techniques o f measurement o f r is k  and return present 

here are based only upon the "Market Model", which asserts tha t the 
re la tionsh ip  between returns on ind iv idua l secu rities  and returns on 
the market p o r tfo lio  is  lin e a r. This is  in  contrast w ith  the 
"Capital Asset Pricing Model" (CAPM) which states th a t, in 
equ ilib rium , investors w il l  p rice cap ita l assets so th a t the expected 
return on a secu rity  is  equal to  the r isk le ss  rate o f in te re s t plus a 

premium th a t is  proportional to the r is k  measure. Beta. A fu rth e r 
discussion o f these two concepts occurs la te r  in th is  Chapter.
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( i i )  Measurement o f Return.
Beta C o e ffic ie n t: I f  we assume th a t, during a two year period,
quarte rly  percentage returns on a given investment, Rs, were
related to  the market return Rm the fo llow ing  tab le  o f notional 
values might be constructed:

FIGURE 9.1 MARKET AND INVESTMENT RETURNS

1l q2 q3 q4 % % q7 q8

Market
Return (R^) 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 in to  graph form in  fig u re  9.2 
which reveals tha t the changes in  the return o f th is  investment did
not always coincide w ith  those o f 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 quarte r) the return o f the 
investment was 6,0 per cent. Using the leas t squares regression
method, we can s im p lify  the representation o f the re la tionsh ip
between the two returns by f i t t i n g  a lin e a r regression lin e  through 
the points p lo tted  and shown in Figure 9.2 . In the investment
world, the lin e  o f best f i t  (which approximates the re la tionsh ip

between - -c u r ity  and market re tu rns) is  commonly ca lled the
"ch a ra c te ris tic  1 i r e " .9

From Figure 9.2 i t  w i l l  be noted th a t the c h a ra c te ris tic  lin e  is  

represented by the lin e a r equation Rs = 2,5 + 0,5 Rm. I t  
measures the average v a r ia b i l i ty  o f the return o f the investment
re la tiv e  to  the market rate o f re tu rn , and is  measured here by 

A Rs/  A Rm = 0,5 i .e .  the slope o f the cha ra c te ris tic  l in e ,  which, 
because o f the lin e a r equation, remains unchanged over i t s  e n tire

Sft **a Jfe
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range. A slope o f 0,5 im plies tha t fo r  every change 01',  say, 10 per
cent in  the market rate o f re tu rn , the rate o f return o f the
investment w i l l  change on averace by 5 per cent.

The equation- fo r  a s tra ig h t 1i ie  takes the form Y = a +bX, where "b" 
is  the slope o f the l in e .  This is  why the slope o f the 
ch a ra c te ris tic  lin e  is  ca lled i t s  "B e ta", and in  Figure 9.2 we have 
b = 0 . 5 . More s ig n if ic a n t ly  as Beta (represented as 8 s ) measures 
the average v a r ia b i l i ty  o f t ie  ra te  o f return o f the investment 
re la t iv e  to  the market re turn i t  measures the systematic return o f 
an investment.

In the case under considerat on, the investment has a Beta o f 0,5
(B s  = 0 ,5 ), meaning th a t, .is compared to  the market, i t  is  a 
slow-moving investment. A :;low-iroving investment generally has a 
low beta, meaning tha t 6$ is  sm aller than 1 (6s < 1 ), whereas a 
fa s t moving investment would have a high . meaning Beta is 
greater than 1 (8 $  > 1). An investmei v.V has the same 
v o la t i l i t y  as the market i t s e l f ,  would have a Be. i ,0  (6S = 1).

Alpha and E rror 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 re tu rn . A too l must now be developed fo r
measuring unsystematic re tu rns. i . e .  measurement o f changes in  the 
return o f a share due to  facto rs  unique to  the company or industry.

Unsystematic return is  the sum o f two va ria b le s :- alpha (as ) and 

e rro r term ( e s ) .  The alpha, which measures the part o f the return 
o f an investment not associated w ith  the overa ll movement o f the 
market, is  the so-ca lled Y in te rcep t shown in  Figure 9.2. Given 

tha t the market re turn equals zero, the investment generates a return 
equal to  2,5 per cent. Therefore, the value o f alpha is  2,5 (as = 

2,5 ).

In d if fe re n t time periods, an investment w ith  a fixed  beta may have 

d iffe re n t values o f a  ,  and indeed, alphas can be h igh ly unstable 
fo r  any given stock. I t  should be remembered, tha t when alpha is

-it
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used as a measure o f unsystematic re tu rn , the estimated alpha fo r  one 
Investment may be d iffe re n t from the estimated alpha fo r  another w ith 

s im ila r cha ra c te ris tics .

The remaining component o f the unsystematic re tu rn , known as the
e rro r term, is  best demonstrated by re fe rr in g  to  the ch a ra c te ris tic
lin e  in  Figure 9.2. This reveals tha t the return o f the investment 
cannot always be accurately predicted by the equation Rs = 2,5 + 
0,5 Rm. For example when the market return was 6 per cent the
investment return was expected to  be 5,5 per cent:

Rs = 2,5 + 0,5 Rm

= 2,5 + 0,5 (6) = 5,5 per cent

Instead, the investment returned only 2,5 per cent. S im ila rly , when 
the market return was 7 per cent, instead o f  the expected 6 per cent', 
the investment returned 10,5 per cent. Each deviation o f the actual
from the expected return (the ve rtic a l distance between the actual 
return and the cha ra c te ris tic  l in e )  is  ca lled  an e rro r term. The 
e rro r term represents the residual portion r-f the unsystematic return 
of an investment.

Variance: Variance is  used to  measure the fluc tua tions  o f both
systematic and unsystematic re tu rns. Based on the assumptions set
out below, the fo llow ing  example i l lu s tra te s  the re la tionsh ip  between 
expected return and variance o f a p a rt ic u la r  equity expected to 
perform in  the fo llow ing  manner:

Conditions A ffec ting  P robab ility  o f Possible

Unfavourable

Highly unfavourable

the Share

Highly favourable

Favourable

Return (P i) 

2556 

25%

25%

25%

Return (R i) 

50%

20%

0

-30%
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Althuugh one cannot accurately forecast conditions a ffe c tin g  the 
share, given the above fig u re s , one can determine what the average 
expected annual return w i l l  be, from the fo llow ing  equation:

iS fiy  = Z piRl

= expected return on share
= subjective p ro b a b ility  tha t i t h  rate o f return 

w il l  be achieved 
= number o f possible rates o f return

= 0,25 (, 50) + , 25 ( , 20) + ,25(0) + ,25(-30)
= ,125 + ,05'+  0 -  ,075
= ,10 (o r 10%).

The above ca lcu la tion  shows the expected return on a share is  
weighted average o f the possible re tu rns, w ith  the p ro b a b ilit ie s  o f 
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 ( < 6  = I  P , ( R ,  -  E (R  ) }  2 
5 i  = 1 1 1 5

Where E(a2) = expected 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 is  a measure o f the v a r ia b i l i ty  or r is k  associated 
w ith an investment. The la rge r the variance, the grentei the r isk  

o f holding the investment.

Where E(Rs) 
Pi

k

E(Rs)
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I t  is  now possible to  ca lcu la te  and compare the expected return and 
expected variance o f a number o f d if fe re n t investments, and then to  

make a decision as to  which investment to  purchase. This decision 
w il l  be based on the r is k  preference o f the ind iv idua l investo r.

In Summary: The concept o f an " in d iv id u a l investment re tu rn" may
thus be stated as: Investment Return = Systematic Return +
Unsystematic Return. The Systematic Return o f an investment is 

correlated w ith  the market return and is  determined by m u ltip ly ing
the beta o f an investment ( 8 s )  by the Market Return, Rm- The
Unsystematic Return, which depends on facto rs  unique to  the industry 
and to  the company i t s e l f ,  is  measured by alpha (as ) and the e rro r
term ( e s ). The to ta l return on the se cu rity , Rs can be stated

Rs s 6s Rm + 0 s + es

The above equation is  the general equation fo r measuring the to ta l
return o f an investment. When using i t  fo r  p red ic ting  fu ture
returns on the investment i t  is  customary to  modify the equation as 

fo llow s:
E(Rs) = as + (J s E(Rm) + e$

E(Rs) = Expected Return on the Investment.
E(Rm) = Expected Return on Market.
SsE(Rm) = Expected Systematic Return.

( i i i ) Total R isk. Remembering tha t the equation fo r  determining
the to ta l return on an investment is :

rs a as + 8$ Rm + es

The to ta l r is k  o f a se cu rity , measured by i t s  variance (c2s ),

should equal the sum o f the variance o f alpha, the variance o f beta 
m u ltip lie d  by the market re tu rn , and the variance o f the e rro r 
term. Thus:

Var(Rs ) = Var(Og) + Var(BsRm) + Var(es )



However, because the alpha fo r  a given security  is  the Y in tercept 
and is  a constant fo r  such se cu rity , i t s  v a r ia b i l i ty  is  0. Thus:

Var(Rs ) = o + Var(BsRm) + Var(es )

Symbolically, the above equation can be rew ritten  as:

Verbally: Total r is k  = Systematic Risk + Unsystematic Risk.

Restated, one may say tha t the r isk  o f art ind iv idua l investment is 
the sum o f the square o f the Beta o f the investment, times the
variance o f the Market's return + the variance o f the e rro r term.

P o rtfo lio  theory asserts tha t the variance o f the e rro r term,cre2 , 
which r»rresents the unsystematic r is k  o f the secu rity , can be 
elim inated by se lecting a large number o f se cu ritie s  w ith  diverse
ch a ra c te ris tics . This process is  d iv e rs if ic a tio n  and occurs through
the construction o f an e f f ic ie n t  p o r t fo lio .

4. PORTFOLIO ANALYSIS

Investment managers generally wish to  construct an e f f ic ie n t
p o r tfo lio  o f se c u ritie s . The ob jective  o f constructing such a
p o r tfo lio  Is to  reduce the p o r t fo lio  r is k  below the aggregate risks 

o f a l l  the investments Included in  1 t. This is  achieved by
selecting investments tha t do not flu c tu a te  in  the same way. In a
d iv e rs ifie d  p o r t fo lio ,  the fluc tua tions  o f some investments p a rtly  
compensate fo r  those o f others, so tha t the v a r ia b i l i ty  o f the return 
o f the p o r t fo lio  becomes s ig n if ic a n t ly  less than the v a r ia b i l i ty  of 
the Ind iv idua l components of the p o r t fo lio .

I f  the return on the shares o f one company move in  the opposite 

d irec tion  to  those o f another, the two companies have a negative 
co-variance. Ostensibly, co-variance is  the essence o f  p o r tfo lio



r is k . >  expected return o f a p o r t fo lio  is  the weighted average o f 
the expo return o f the secu rities  in  the p o r t fo l io .  However the 

r isk  o f o f u l ly  d iv e rs ifie d  or e f f ic ie n t  p o r t fo l io ,  as measured by 
i t s  variance, 1j smaller than the weighted average o f the variance of 

i ts  ind iv idua l components.

P o rtfo lio  r isks  can also be analysed in  terms o f systematic and 
unsystematic r is k .  Enlarging a p o r tfo lio  by choosing appropriately 
selected investments leads to  a reduction and eventual e lim ination o f 

unsystematic r is k . However, under normal circumstances,
d iv e rs if ic a tio n  cannot a ltogether e lim inate systematic nsK ,

The r is k  o f a well i iv e rs if ie d  p o r t fo lio ,  which by d e fin it io n  is  not 
affected by unsyste: a t ic  r is k , Is simply the beta square o f the 

p o r t fo lio .  Bp , n u lt ip lie d  by . ie variance o f the market re turn, 
which is  %  , or 8 ; , Thi s p o r t fo lio ,  c h a ra c te r is t ic a lly  known as 
an e f f ic ie n t  p o r t fo lio ,  commands an in tu it iv e  appeal fo r  most
investors and can be expressed as fo llow s : a* = .11

Anyone holding such a p o r tfo lio  should not be concerned w^th

unsystematic r is k  as there would bk no unsystematic r isk  attached to  
i t .  In such circumstances, an investor can cons is ten tly  beat the 

market only i f  he or she can successfully devise a technique tha t 
w il l  out-perform a given market index -  e .g . the JSE Actuaries Index
-  the index being a surrogate fo r  an e f f ic ie n t  p o r t fo lio .

An in ve s to r’ s ob jective should always be to  combine investments in to  
a p o r tfo lio  tha t w i l l  maximise y ie ld  and minimise r isk  in a way th a t 
w il l  meet his spec ific  investment requirements. This means th a t the 
investor needs to know the expected y ie ld  from each investment, the 
expected v a r ia b i l i ty  o f tha t y ie ld ,  and how the y ie ld s  o f the 
Investments are correlated to  each o ther.

The theory o f p o r tfo lio  management was f i r s t  developed in 1952 by 

Harry M Markowitz,12 He demonstrated th a t, once the leve l o f r isk  
the investor is  w ill in g  to  assume is  established, a computerised 
theore tica l model can be "?d us a basis fo r  the systematic selection 
o f the optimum p o r t fo lio  tha t would maximise the ra te  o f re tu rn .



The Markowitz model, in  re la tin g  each investment to  every other 
investment in  the p o r t fo lio ,  required a soph is tica tion  and volume o f 
work well beyond the capacity o f most investment analysts. I ts  

application therefore remained lim ite d  u n til 1964 when 

W illiam Sharpel3 published a model which considerably reduced the 
number o f the mathematical ca lcu la tions required. He assumed, fo r 
the sake o f s im p lic ity , th a t the return on an investment could be 
regarded as being i.n e a rly  related to  a s ing le  index lik e  the market 
index. Theo re tica lly , the market index could consist o f a l l  the 
secu rities  trad ing  on the market. However, a popular average, l ik e  
the standard and Poor buu moex in  tne unitea States, or the J5E 
Actuaries index in South A fr ic a , can be treated as a surrogate fo r  

the market index. Acceptance o f the idea o f a market index would 
obviate the need fo r  ca lcu la ting  thousands o f co-variances between 
ind iv idua l s e cu ritie s , as any movement in equ ities  could be 
a ttr ib u te d  to  movements in  the s ing le underlying fa c to r being 
measured by the market index. The s im p lif ic a tio n  o f the Markowitz 
model became known as the "Market Model".

The Market Model provided the conceptual foundation fo r  the Capital 
Asset Pricing Model in  tha t i t  sh ifted  the a tten tion  from variance, 
which measures to ta l r is k , to  beta, which measures systematic or 
non -d ive rs ifiab le  r is k .

In fa c t, th is  s h if t  in r is k  consideration was characterised by the 
"beta revo lu tion" and eventually led to  development o f the Capital 
Asset Pric ing Model (CAPM). Once beta was accepted as a measure o f 

the s e n s it iv ity  o f an equity to  changes in  the market o r, more 
appropria te ly, as the measure o f systematic r is k ,  the next

development introduced ris k -fre o  return in to  the general 
discussion. The re la tionsh ip  between risky  and r is k - fre e  returns 
was c a re fu lly  established around beta as the key variab le  in  ti­

l t  is  un ive rsa lly  assumed th a t, in  an e f f ic ie n t  market, assets w ith 
the same r isk  should have the same expected rate o f re tu rn . Based 

on th is  assumption, an ivestor holding a r isky  p o r tfo lio  w ith  the



same ris k  as tha t im p lic it  in  the Market p o r t fo lio  (6 = 1) should 
receive the same return as tha t o f the Market p o r t fo l io .  For th is  

purpose the Market p o r t fo lio  is  broadly defined as one tha t contains 
a ll the secu rities  traded on the market and measured by a suitab le 
market inoex such as the JSE Actuaries' Index. S im ila rly , an 
investor holding a r isk less  p o r tfo lio  should earn the return o f a 
risk less asset. A more aggressive investor who invests h a lf o f his 
money in a r isky  p o r tfo lio  and the other h a lf in  a risk less  p o r tfo lio  
should receive an average o f the returns on the market p o r tfo lio  and 
o f r isk less  assets. More s p e c if ic a lly , i f  100 per cent o f to ta l 
inves tib le  funds is  invested in the risky  p o r tfo lio  (Market
p o r t fo lio ) ,  the r isk  o f the p o r t fo lio  measured by i t s  beta would be 

1,0. I f ,  however, the investor invests a l l  h is money in  a risk less 
p o r t fo lio ,  the beta o f the p o r t fo lio  would be zero. I f  th r  investor 
invests in both the risky  and the r isk less  p o rtfo lio s , the beta of 

the composite p o r t fo lio  would be between 0 and I  (Q <0p<l), the 
exact values re fle c tin g  the proportion in  which the funds are divided 
between the risky  and r isk le ss  p o r tfo lio s .

Thus, the expected re turn on a p o r tfo lio  consisting o f both r is k - fre e  
and risky  assets could be expected to  be greater, than the return on 
r is k -fre e  assets: £(Rp) = (1 - w)flf + w£(Rm)

E(Rp) * Expected return on a p o r tfo lio
Rf = Rate o f return on a r is k - free asset

E(Rri) = Expected return on Market
VI = Proportion o f money 

p o r tfo lio
invested in the risk

1 -  w = Proportion o f money invested in r is k -fre e

The CAPM says th a t, in  equ ilib rium , Investors w il l  p rice cap ita l 
assets so th a t the expected return on a p o r t fo lio  is  equal to  the 

r is k - fre e  rate plus a r isk  premium th a t is  proportional to the r isk  
measure, be ta .14 Symbolically:
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The in troduc tion  o f the market model was the f i r s t  extension o f the 
Markowitz co-variance approach through the assumption tha t returns on 
various investments are re la ted through common corre la tions w ith  some 
basic underlying fa c to r . By e xp lo ita tion  o f the linear- s tructure 
provided by the market model, i t  was possible to  p a r t it io n  to ta l 
va ria tio n  in to  the two component parts o f systematic and unsystematic 
r is k . The l i n v r i t y  assumption o f the market model, however, is  an 
assumption only and there is  strong em pirical evidence to the 
c o n tra ry .15 Once the lin e a r ity  assumption is  brought under f i r e ,  
so too is  the neat dichotomisation o f r is k  th a t re su lts . Regardless 
o f the v a l id ity  o f the market, however, the assumption th a t fo r  
e f f ic ie n t  p o rtfo lio s  a l l  but the systematic component o f r is k  w il l  

have been d iv e rs if ie d  away, must stand or f a l l  on i t s  own account.

The CAPM seeks to  explain what would be the equ ilib rium  im plications 
of r is k -re tu rn  tra d e -o ffs  in  an e f f ic ie n t  market, where a l l  investors 
attempt to  maximise the same one-period ob jective function in  mean 
and variance o f rate o f re tu rn , subject only to  d if fe re n t degrees o f 
r isk  aversion.

Investment analysts are generally in agreement th a t modern p o r tfo lio  
analysis theory is  not yet well developed enough to  deserve
recommendation, and may yet prove to  be d e fic ie n t in  many respects. 
However, the Markowitz p o r tfo lio  se lection approach may be
recommended in  i t s  o rig in a l co-variance form at. The f u l l  
co-variance model provides a useful framework fo r  investment 
p o r t fo lio  analysis. Naive app lication o f th is  approach, however, as 

w ith  any approach, can lead to unsatisfacto ry re su lts . I f  care is
taken to  allow fo r  e rro r and bias in  estim ation, and i f  the



im p lications o f trad ing  costs and taxa tion  are accounted fo r ,  even 
approximately, then useful resu lts  can be achieved in  normative 

a p p lic a tio n ,16

5. PORTFOLIO MANAGEMENT 

Successful p o r tfo lio  management in  an e f f ic ie n t  market depends net. 
only on the p o r tfo lio  manager's s k i l ls ,  but on the q u a lity  o f the 
information he or she receives from investment analysts. Investment 
analysis and p o r tfo lio  management are in tim a te ly  re la ted . 
Investment analysis re fe rs  to  the determination o f the present value 
of a security  or the determination o f i t s  expected return and degree 
o f r is k .  P o rtfo lio  management re fe rs  to  ihe handling o f a pool of 
inves tib le  funds so th a t ic  y ie ld s  an appropriate return consistent
with the r isk  associated w ith  the p o r t fo l io .  N atura lly , p o r tfo lio
management includes p o r tfo lio  construction, the se lection o f
investments to  be included in  « p o r t fo l io .  As previously  mentioned, 
selection o f investments is  the prime re sp o n s ib ility  o f the
investment analyst who makes selections on the basis o f investment 
values determined by fundamental ana lysis. The approach which a
p o r tfo lio  manager may take to  the management o f the p o r tfo lio  under

his control w i l l  be fundamentally affected by his personal approach

to the e f f ic ie n t  market hypothesis (EMH).

In the la te  1950s and ea rly  1960s, an important controversy developed 
concerning the process by which the prices o f equ ities are
determined. 17 I n i t i a l l y ,  a number o f academics challenged the 
hypothesis th a t the market wai in e f f ic ie n t ,  and tha t conditions o f
d isequ ilib rium  could e x is t in  the market, and tha t successive changes
in the prices o f common equ ities  were dependent on each other and 
could be accurately pred icted. Later, a great deal o f s ta t is t ic a l
work was done on the sub ject, the outcome o f which was the
establishment o f the EMH.

The ro o t: o f the EMM date back to  1905 when Karl Pearson and 
Lord Rayleigh published “ The Problem o f the Random W alk".18 in

th is  a r t ic le  i t  was demonstrated th a t the most e f f ic ie n t way to  f in d  
a drunk man in  a vacant f ie ld  a fte r  a lapse o f time was to  s ta r t  the



search at the point at which he was le f t .  However, the idea o f 
market e ffic ie n c y  d iffe rs  s ig n if ic a n tly  from tha t contained in  the 
1905 study.

The concept o f e ffic ie n c y  was not system atica lly applied to  the stock
market u n til 1959 when Roberts and Osborne published research
suggesting th a t changes in  stock prices were random.19 The work 
of Roberts and Osborne had major e ffec ts  in  the academic world. 
Tests o f the randomness o f equity p rice changes, as surveyed by
various academics, supported those o f Roberts and Osborne.

The controversy surrounding the market e ffic ie n c y  issue cannot be 
comprehended w ithout a c lear d e fin it io n  o f an e f f ic ie n t  market. The 
market is  said to  be e f f ic ie n t  i f  i t  s a tis fie s  the fo llow ing  fiv e
conditions:20

( i )  Because transaction costs are n e g lig ib le , the outcomes do not
m ate ria lly  d i f fe r  from the outcomes resu lting  from decisions made in 
a world w ith  no transaction costs.

( i i )  Investors who desire to  buy or s e ll equities are able to  do so
immediately w ithout s ig n if ic a n t ly  a ffe c tin g  the prices o f those 
equ ities .

( i i i )  Investors behave in  a ra tiona l manner by investing th e ir  money
in investments y ie ld in g  highest returns fo r  a given equ ity .

iv ) There is  an e ffe c tive  information flow , meaning tha t new

information spreads qu ickly among investors.

(v) Equity prices change qu ick ly  in  response to  changes in  new 
inform ation, meaning tha t the market p rice o f an equity re fle c ts  a ll 
tha t can be known about the related company.

Most o f the above conditions re fe r to  the operational e ffic ie n c y  o f 

the market. The market is  generally assumed to  be opera tiona lly
e f f ic ie n t and consequently tes ts  o f market e ffic ie n c y  have
concentrated on the la s t two points above.
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Before attempting to  construct a p o r t fo lio ,  the p o r tfo lio  manager 
should determine his r is k  preference. This w il l  be influenced by 

many factors including the overa ll wealth o f the fund, income, 
psychological mcke-up, a ttitu d e  towards equity investment, 
a lte rn a tive  investment holdings, and so on. L ife  assurance and 
pensions p o r tfo lio  managers usually p refer a beta o f less than 1 and, 
th is  determined, the p o r tfo lio  manager must now decide on the ideal 
number o f investments to  be included in  h is p o r t fo l io .  On the one 
hand, p o r tfo lio  theory states tha t the more d iv e rs if ie d  the p o r tfo lio  
the less w i l l  be i t s  degree o f unsystematic r is k .  On the other 
hand, resources and other real world cos: ^actors impose severe 
constra in ts on the number o f investments th a t can be included in  a 
manageable p o r t fo lio .  Furthermore, i t  is  desirable to  include 
investments in  a number o f industries in  the p o r t fo lio ,  as e ffe c tive  
d iv e rs if ic a tio n , not merely d u p lica tion , helps to  reduce the 
unsystematic r is k  o f the p o r t fo lio .

Managers o f most reasonably sized p o rtfo lio s  have access to  computers 
tha t can be programmed to  perform e f f ic ie n t ly  the task o f investment 
se lection . A q u an titive  technique th a t can be used fo r  th is  purpose 
is  lin e a r programming, and the problem o f selection is  solved by the
method o f o p tim isa tio n .21 This technique enables the p o r tfo lio
manager to  maximise the expected return o f the p o r tfo lio  subject to  a 
set o f constra in ts such as the required beta o f a p o r t fo lio ,  no more 
than a certa in  percentage o f to ta l funds to  be invested in  a s ingle 
equity or industry , e tc . Although th is  technique is  f a i r ly
involved, i t s  im plications are f a i r ly  e a s ily  comprehensible. 
However, lin e a r programming may not be a s u ff ic ie n t ly  powerful too l 
fo r  many large p o r t fo lio  managers, and use has been made o f quadratic 
programming as an a lte rn a tiv e .22

The f in a l step in p o r t fo lio  management is  a re-organisation o f the
p o r tfo lio  re su ltin g  from any one or a combination o f the fo llow ing 
fa c to rs :

Unsatisfactory performance; a change in  the in ves to r's  risk  
preference; a change in  market conditions; or changes in the 
charac te ris tics  o f the assets themselves.



A p o r t fo lio  constructed fo r  an investor can be considered ideal only 
i f  i t  is  developed against the background o f the p reva iling  economic 
outlook fo r  the  na tion , industry , and company and i f  i t  is  consistent 
w ith the r is k  preference o f th a t investo r. I t  fo llo w s , there fo re , 

tha t any change in one or more o f these factors would ca ll fo r  a 
re-organisation o f the p o r t fo lio .

Regardless o f the causes tha t in i t ia te  the p o r t fo lio  re-organisation 

process, active p o r tfo lio  management involves at leas t the steps 

already spec ified . The p o r tfo lio  manager begins by re-evaluating 
the r is k  preference or the u t i l i t y  function o f the inves to r. A 
c r i t ic a l  evaluation w i l l  help the manager to  id e n tify  the p o r tfo lio  
beta. Having established a revised set o f constra in ts th a t w il l  
best achieve the in ve s to r 's  goals, the next major step in  active 
management revolves around the investment analyst. He or she must 
re -ca lcu la te  the expected returns o f a l l  the investments from which a 
selection is  to  be made by c a re fu lly  analysing the conditions tha t 
are lik e ly  to  a ffe c t the economy, the industry and the company. The 
analyst must also generate the beta fo r  each investment, e ith e r 
through personal calculations, or by obtaining i t  from a stock broking 
service.

6. CONCLUSION

An attempt has been made in the above to  discuss the technique and 
growing soph istication o f active p o r t fo lio  analysis, construction and 
management. The theo re tica l under-pinning o f p o r t fo lio  management 
and the cap ita l market theory, which asserts tha t every investor 

should s tr iv e  to  construct and maintain a well d iv e rs if ie d  p o r tfo lio  
which carries no unsystematic r is k ,  have been ind icated.

We have seen too th a t, w ith  active modern p o r t fo lio  management, i t  is 
d i f f i c u l t  to  construct a p o r tfo lio  which w il l  d iv e rs ify  away a l l  or 
most o f the unsystematic r is k  while simultaneously maximising an 
in ve s to r's  expected return fo r  a given value o f beta. As is  
evident, the actual process o f p o r tfo lio  construction and management 
is in f in i t e ly  more complicated than i t  appears on the surface. 
S ta rting  w ith  an in-depth analysis o f a large number o f investments



in order to  determine th e ir  expected returns and ris k s , and ending 
w ith an optimal p o r tfo lio  requires the s k i l ls ,  dedication and to ta l 

commitment o f numerous analysts, computer programmers and a highly 
sophisticated p o r tfo lio  manager capable o f p u tting  a l l  these things 
together. Obviously, few investors have these resources and hence 
tne great public in te re s t 1n making ever increasing use o f the 
developing expertise and f a c i l i t ie s  o f l i f e  assurance and tru s t 
companies.
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CHAPTER X

THE INVESTMENT OF LIFE ASSURANCE FUNDS

Even though the investment objectives and p o lic ie s  o f L ife  Offices 
show marked differences (Bernstein 1976), the investment process in 
a ll r.ses is  very s im ila r . Since th is  is  bound to  be the case, we 
need to  spend some time on the p rinc ip les  and common objectives which 
generally apply.

As evidenced in  Chapter V II,  the l i f e  assurance investor represents a 
powerful force in  our in d u s tr ia l and f in a n c ia l community, p laying a 
dominant role in  the investment and f in a n c ia l markets. The 
investment managers o f these in s t itu t io n s ,  because o f the funds they 
co n tro l, c o lle c tiv e ly  possess a la ten t power over the management o f 
these in s t itu t io n s , even though th e ir  ob jective  may not be power or 
control but the earning o f a sa tis fa c to ry  y ie ld  a t minimum r is k . 
The accumulation o f sizeable funds is  essentia l to  the fu lf ilm e n t of 
the ob liga tions o f l i f e  o ffice s  and these funds require to  be 
prudently invested according to  sound p rin c ip le s  and ob jectives.

1. BAILEY'S FIVE CANONS OF INVESTMENT (1862)

From as early as 1762 when the l i f e  assurance industry was founded on 
sound s c ie n t if ic  p r in c ip le s , the actuary occupied himself exclusive ly 
w ith actuaria l matters, content to  accept guidance from other experts 
regarding the rate o f in te re s t tha t should be assumed in  his 
ca lcu la tions. The need to  estab lish  a c lear set o f investment 
objectives to  secure the solvency o f the l i f e  o ff ic e , to  protect 
policyholder in te re s t, and to  re ta in  a competitive edge, began to  be 

realised some one hundred years la te r .

Jik
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In 1862, Bailey1, a B r it is h  actuary, was the f i r s t  to  set out basic 
p rinc ip les  fo r  the investment o f L ife  Assurance funds. These became 

known as "B a iley 's  Canons" and fo r  many years were accepted as being 

subs tan tia lly  co rrec t. His f iv e  Canons are as fo llow s:

( i ) The f i r s t  considerati n should inva riab ly  be the security  of 

c a p ita l.

( i t ) The highest practicab le rate o f in te re s t should be obtained, 
but th is  p rin c ip le  should always be subordinate to  the security o f 
c a p ita l.

( i i i ) A small portion o f the to ta l funds (the amount varying 
according to  the circumstances o f each ind iv idua l case) should be 
held in  re ad ily  convertib le  secu rities  fo r  the payment o f current 
claims and fo r  such loan transactions as may be considered desirab le .

(1v) The remaining and much la rg e r portion  may safe ly be invested 
in secu rities  tha t are not read ily  conve rtib le . I t  is  des irab le, 
according to  the second p r in c ip le , th a t i t  should be so invested, 
because such secu rities  , being unsuited fo r  p rivate ind iv idua ls  and 
trustees, command a higher rate o f in te re s t in  consequence.

(v) As fa r  as is  p racticab le , the cap ita l should be employed to  
aid the l i f e  assurance business".

B a iley 's  "Canons" were widely debated w ith in  the actuaria l profession 
fo r  several decades, the emerging c o n f lic t  e ssen tia lly  being between 
the p rin c ip le s  concerning the security  o f  ca p ita l and the p rinc ip les 
concerning the maximisation o f Income.

2. THE EVOLUTION OF BAILEY'S VIEWS

(a) Security o f Capital
Bailey i n i t i a l l y  strongly emphasised the cap ita l security aspect of 
investment. This was o f paramount importance to  him and he set his

face against Stock Exchange securities  or irredeemable or long dated 
Government s e cu ritie s . In h is  era, Government secu rities  were



almost e n tire ly  undated Consols and th e ir  cap ita l value was subject 
to "very inconvenient flu c tu a tio n s  in  value"2 w ith  changes in 
preva iling  in te re s t ra tes. In add ition , investment in  equ ities  were 
not seen by Bailey as su itab le  because o f the very considerable risks

involved in th is  avenue o f investment in  his tim e. His express
preference was fo r bonds, mortgages, luans and bank deposits.

Mortgages, Bailey f e l t ,  were the ifk u l l i f e  assurance investment as
the cap ita l was free fr<m flu c tu a tio n  in  market value, and the
borrower's own stake in  tl.e  venture jo ted as add itional se cu rity , as

Later (1891) Bailey, in  a d itiu s s ic n  on a paper by A G MacKenzie,3 
relaxed his views and w r.te : " . . .  i t  being now hardly possible, as 
in former times, to  o b t- in  investments in which the p rinc ipa l is
secure w ith  a reasonable -ate  o f in te re s t, insurance companies must 
act as p riva te  investors would. Namely, they must go to  the Stock 
Exchange and not have a l l  th e ir  eggs in  one basket, but they must be 
prepared to  run risks o f f lu ., .ations in  market value?'1.

In 1912, May4 commented : B a iley 's  Cc :ns were "as true today,
as ever they were". •!. ..v .. r ,  he qua! i t  :-d B a iley 's  f i r s t  Canon,
which placed security o f -W  as a i r s t  consideration, by
suggesting tha t the :ocur v;. ;iect o f ;apitaT be considered in
regard to  the to ta l : dr:.f j  io  and not to  each ind iv idua l
Investment: " I t  abs.^ui-; . impossible to  assure oneself o f the

safety o f the c a p itJ  dt ur single investment, and i t  is  only in 
regard to  the safuty of the cap ita l as a who".2 tha t one has a 
reasonable chance 3 f successr‘.  May was thus or= o f the e a r lie s t 
known w rite rs  to  jgest d iv ^ - - i f  ica tion  as a techniqus o f spreading 
r is k , and added th is  as an additional investment r r in c ip le  to  those 
la id  down by Bailey.

In 1933 PemnanS agreed th a t the avoidancu o f cap ita l loss or
depreciation was more important than the rate o f in te re s t earned by
the Investment, and pointed out tha t investment was becoming more 
complicated and m odifications to  B a iley 's  Canons were necessary. He
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suggested tha t fore ign policyholder l i a b i l i t i e s  be represented by 
assets held in  the same currencies as those l ia b i l i t ie s  so tha t 

currency re-va?uatfons would not create gains o r losses.

Bailey 's  Canons were s t i l l  being endorsed as la te  as 1937 by 
A C MurrayE who added yet another p r in c ip le , namely th a t an active 
investment po licy  should be followed. Murray meant th is  to  mean 
tha t investment should constantly be considered and monitored In 
re la tio n  to  the economic conditions p re va ilin g . This p rin c ip le  has 
been c r it ic is e d  in the lig h t  o f investment departments becoming

buying and s e llin g , they would not e f fe c tiv e ly  be carrying out th e ir  
re s p o n s ib ilit ie s .

In 1937 H E Raynes7 produced what is  regarded as the f i r s t  paper 
presenting a firm  view tha t ordinary shares could and should be used 
as l i f e  assurance investment, despite the uncertainty o f th e ir  
cap ita l values. He, too , believed th a t the de fau lt r is k  could be 
reduced by d iv e rs if ic a tio n , while the r is k  o f having to  liq u id a te  

assets p r io r  to  m aturity (usually at a loss) could be reduced by 
considering the l iq u id ity  aspect o f any given p o r t fo l io .  The 

cap ita l security  aspect, there fo re , should not be considered in 
iso la tio n  when form ulating investment p o licy .

(b) Maximisation o f Income
The importance o f y ie ld  rather than security  o f cap ita l was f i r s t  
recognised by Sharp In the discussion which followed Murray's 
paper,8 when he suggested that, security  o f "well-chosen" income 
would provide security o f cap ita l au tom atica lly. He suggested tha t 
the highest practicab le rate o f In te res t should be obtained, 
subordinate always to  the security  o f income.

In 1948, PeglerS had already reformulated B a iley 's  f i r s t  two 
princ ip les  as fo llow s:
" I t  should be the aim o f M fe  o ff ic e  investment p o licy  to  invest its  

funds to  earn the maximum expected y ie ld  thereon".



Pegler's use o f the terra '‘expected y ie ld "  was to  avoid the
im p lication th a t a l l  investments should be placed a t the highest
possible y ie ld s , since these were usually associated w ith  the highest

Subsequently, in 1954, ClarkelO developed three d if fe re n t concepts
of y ie ld :

( i )  The apparent y ie ld ,  which was the dividend paid in  respect of 
the la s t f in a n c M  year, expressed as a percentage o f the current 
price or the inv c.ment.

( i i )  The expected y ie ld ,  which was calculated on the cost , r ice o f 
the investment, and was an estimate o f the fu tu re  dividend payment 
combined w ith  i t s  p ro b a b ility  o f rece ip t, expressed as a percentage
of the cost price o f the Investment. I f  the an tic ipa ted  dividend 
payment is  assumed to  be 10 cents per share, p ro b a b ility  o f rece ip t
0.9 and cost p rice o f investment 100 cents per share, then

Expected y ie ld  -  — -  9,0$.

(111) The rea lised y ie ld ,  which was calculated on the cost p rice  o f 
the investment when i t  was f in a l ly  rea lised . I f  the la s t annual 
dividend payment received before the sale o f the investment is  10
cents per share and the cost price o f the investment 100 cents per
share, then

Realised y ie ld  = = 20%.

C larke's f i r s t  investment p rin c ip le  was to secure the maximum 
realised y ie ld .  Since th is  was not possible at the time o f 

'investment, he proposed th a t the nearest approach was to  maximise
expected y ie ld  w ith  the minimum deviation from the rea lised y ie ld ,
1.e. w ith the minimum e rro r . Minimising the e rro r meant maximising 
the d iv e rs if ic a tio n  o f the underlying Investments. (Seo Chapter 
V III above.)

MsHS.



While early w rite rs  were concerned w ith  income maximisation, th is  
p r in c ip le  was discarded in favour o f income se cu rity . The

maximisation o f expected y ie ld  was generally regarded as a fa r  more 
acceptable p rin c ip le .

(c) Hatching and fmmunfsati'on
The funding o f any asset should be re la ted to  the expected term of 
the asset (or economic l i f e  in  the case o f a machine or piece o f 
productive equipment). This is  also true  in the case o f a L ife  
O ffice where policyholder l i a b i l i t y  has to  be supported by assets o f 
approximately tne same term. That is  to  say tha t the abacL must be 
selected to  "match" the l i a b i l i t y .  Since L ife  O ffices have to  earn 
at least the rate o f in te re s t assumed in  the premium ca lcu la tions, 
the matching p rin c ip le  is  im portant. I f  assets and l ia b i l i t ie s  are 
well matched, the L ife  O ffice is  la rge ly  insulated agains't 
f luc tua tions  in  in te re s t ra tes.

.’e g le r l l  described the matching p rin c ip le  as fo llo w s . I f  in te re s t 
rates r is e , a fund invested "long" w il l  s u ffe r depreciation, but i f  

the assets are matched w ith  the l ia b i l i t i e s ,  the present value o f the 
la t te r  w il l  d im inish ii,  the same proportion and the balance w i l l  not 
be a ffe c te d . However, where a decline in  the value o f an asset is  
due to  in t r in s ic  facto rs  a ffe c tin g  th a t p a rtic u la r  asset, no
cot responding f a l l  in  the value o f the l i a b i l i t y  occurs.

In 1952, Redingtonl2 used the term "immunisation" to  s ig n ify  tha t 
Investments could be made immune to  a general change in in te re s t 
ra tes. Before considering the p ractica l d i f f ic u l t ie s  o f
Implementing the matching/immunisation p r in c ip le , i t  must be 
mentioned th a t th is  technique prevents the escalation o f p r o f i t  as 
well as losses, and may not therefore be in  accordance w ith the 
p rin c ip le  o f maximising expected re tu rns. So„,c o f the complications 
o f implementing an immunisation po licy  according to  Redington are the 
fo llow ing :



( i )  I t  is  d i f f i c u l t  to  re la te  the d if fe re n t y ie ld s  applicable to  
various assets to  a single rate o f in te re s t used fo r  valuing 
l i a b i l i t i e s .  Furthermore, the d if fe re n t ia ls  between y ie ld s  may not 

remain stable over time.

( i i )  Certain investments, instead o f having a fixed  m aturity date, 
are repayable a t the borrower's option w ith in  a stated fixed 
period. In the case o f l i a b i l i t i e s ,  policyholders are often granted 

options such as, fo r  example, guaranteed surrender values or 
conversion options.

( i i i )  Investments l ik e  equ ities can be regarded not only as being 
irredeemable but also as having an indeterminate income.

( iv )  During a period o f h is to r ic a lly  low in te re s t ra tes, l i f e  

o ffice s  would be loathe to  invest "long" in th e ir  e ffo r ts  to  im unise  
should they foresee the p o s s ib il ity  o f in te re s t rates r is in g  in  the 
near fu tu re .

At any point in the l i f e  o f a p o licy , the benefits secured can be 

analysed according to  th a t part secured by past premium payments, and 
a fu tu re  balance o f the benefits s t i l l  to  be secured by fu tu re  
premium payments. The former part can be associated w ith  a paid-up 
p o licy , and th is  part can be Immunised. This technique is  known as 
"paid-up immunisation". The problem associated w ith  paid-up 
immunisation is  th a t a l i f e  o ff ic e  could f in d  i t s e l f  holding assets 

of a shorter mean term than would normally be considered. This 
shorter mean term would re su lt in  a lower overa ll return and would 
c o n flic t w ith  the o f f ic e 's  desire to  maximise the expected re tu rn .

3. TWO MAJOR OBJECTIVES OF INVESTMENT

Having established the class ica l p rinc ip les  o f sound l i f e  assurance 
fund investment, certa in  snec ifica tions in  the general app lica tion  o f 
these p rinc ip les  have arisen . The investment objectives adopted by 
each l i f e  o ff ic e  re f le c t the source o f i t s  funds and also the 

commitment i t  has made about the funds placed in  i t s  custody by 

policyholders.
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(a) L iq u id ity
Liquidating investments p r io r  to  m aturity in order to  meet
policyholder comiltments or unexpected po licyho lder claims,
surrenders, or loans, usually means su ffe ring  an investment loss. 
The need fo r  l iq u id ity  in  l i f e  assurance investment management is 
therefore im portant. L iq u id ity  is  provided through the re g u la rity  
of rece ip t o f premium income, which is  usually s u ff ic ie n t to cover
management expenses and cash disbursements in the form o f death
benefits and other payments to  policyholders. The remaining funds 
can be invested in  secu rities  tha t provide a great degree of
l iq u id ity  through the flow  o f investment income. Examination o f the 
South A frican experience as shown in  Table 7.1 o f Chapter VII above 
reveals the adequacy o f income over outgo in  tha t to ta l income has 
always been well in  excess o f (approximately 2,5 times) operating 
exftnses and benefit payments. Over tim e, the premium flow o f l i f e  
o ffice s  in  both America and England has also proven (w ith some 
exceptions) to  be more chan double the outflow  o f c la im s.13 Table 
7.3 in  Chapter V II fu r th e r confirms the lack o f need fo r  investment 
l iq u id ity  w ith  cash reserves re fle c t in g  investment climate rather 
than any other motive. Indeed l i f e  o ffice s  often become f u l ly  
invested fo r  long periods.

The s k i l l  in  forecasting m o rta lity  rates and improving l i f e  
expectancies has la rge ly  removed the precautionary motive fo r
l iq u id ity  on the part o f 'l i fe  o ffic e s . Even in cash emergency
s itua tions l ik e  the 1918/19 influenza epidemic in  the United States,
premium flow  adequately covered the sharply increased claims, while 
during the Great Depression (1930 -  1932), l i f e  o ff ic e  income 
continued to  exceed outgo by more than 50 per ce n tH .

In more recent times the USA experience has been worse than th a t o f 
most other countries. The flow o f income was disrupted in  1966 and 
again in  1969-70. During those periods, new business diminished, 
po licy  loans increased, forward loan commitments proved too high, and 
mortgage payments declined. In order to  stem the outflow  o f  funds, 

forward commitments were reduced by 80 per cent, the l i f e  companies 
borrowed from banks and some secu rities  were sold a t a loss. These

it  i i J f r  i i ,T"rr yunirndf- mMfc)



d if f ic u l t ie s ,  however, were caused more by Government interference in 
the market mechanism than by any basic flaw  in established investment 
p rinc ip les  and ob jectiveslB .

With regard to  the speculative motive, l iq u id ity  could th e o re tic a lly  
provide l i f e  o ffice s  w ith  greater f le x ib i l i t y  in  th e ir  investment 
p o lic ie s , but the sheer weight o f in ve s tib le  funds accumulated by 
l i f e  o ffice s  over ju s t a few weeks could prejudice investment 
performance and thus turn prices against the insurers to  the

embarrassment o f Investment managers.

Thus, the precautionary as well as the speculative motives fo r 
liq u id ity  do not appear to  be p a rt ic u la r ly  strong. The data in 
Table 7.3 o f Chapter VII showing cash as a percentage o f to ta l l i f e  
assurance assets c e rta in ly  confirm th is ,  the increase in  the la s t
three years being a ttr ib u ta b le  to higher c a ll deposit rates and
expectations o f r is in g  fixe d  in te re s t investment rates.

(b) D ive rs ifica tio n
An important reason fo r  r isk  avoidance is  the tru s t  nature o f l i f e  
assurance funds. I f  a l i f e  assurance company is  to  se ll financ ia l
security to  i t s  po licyholders,the co-movement o f investment returns
must be an important consideration in  the construction o f any
investment p o r t fo lio .  As discussed in  the preceding Chapter, the 
measure o f the co-movement between investment returns is  the
co-variance, which can be defined as the mean value o f the product o f 
the deviations o f two rates o f return from th e ir  respective expected 
values. Investment po licy  should, there fo re , assume an appropriate 

dispersion o f funds among a wide range o f assets which a l l  enjoy a 
low co-variance.

As an ob jective , d iv e rs if ic a tio n  exacts a p rice  in  the form o f a 
decline in  the expected p o r t fo lio  re tu rn , and the cost o f having to  
seek, manage and contro l a wider array o f investments. There is  
l i t t l e  evidence to  ind icate tha t p o r t fo lio  d iv e rs if ic a tio n  is
de libe ra te ly  sought as an Investment ob jective by South A frican l i f e  
o ffic e s . In p ractice , i t  appears as i f  the spread o f assets held in



a l i f e  fund exceeds tha t which may have been held on d iv e rs ific a tio n  
grounds a lone .16 As the size o f the l i f e  o ff ic e  funds availab le  

fo r investment is  very large compared w ith  the size o f ind iv idual 
investments ava ilab le , market imperfections compel them to  invest in 
more than a lim ite d  mix and spread o f assets. According to  Clayton 
and 0sbornl7, the accrual o f funds, together w ith a desire to  keep 
the® fu l ly  invested, ensures tha t p o r t fo lio  d iv e rs if ic a tio n  is 
obtained w ithout conscious e f fo r t  or any s ig n ific a n t reduction in 
expected y ie ld .

A fu rth e r reason fo r  the promotion o f unintentional d iv e rs ific a tio n  
is  the lim ite d  trad ing  o f p o r t fo lio  assets in  South A fr ic a . The 
le g is la tiv e  requirement in South A fr ica  to  invest in Part 1 assets, 
as described in  Chapter V I, has re s tr ic te d  turnover in  these 
pa rtic u la r  assets. Many o f the la rge r corporate investments have 
been d ire c t ly  negotiated so tha t the development o f a secondary 
market in such investments may not always be possible should the
assurer become disenchanted w ith  the merits o f the investment in  
question. In a dd ition , says Esterhui2en,15 the desire to  hold a 

s u f f ic ie n t ly  s ig n if ic a n t representation o f equity holdings in  a 
market o f contracting supply, discourages the South A frican industry 
from any marked trad ing in  equ ities .

4. INVESTMENT PRINCIPLES AND OBJECTIVES IN PRACTICE 

The present value o f the antic ipated net premium in flow  from current
p o lic ie s , discounted a t the actuaria l ra te  assumed in  premium
ca lcu la tions, represents the present value o f the l i f e  assurers' 
l ia b i l i t i e s .  An assurer is  te chn ica lly  solvent i f  i t  possesses
adequate and appropriate assets which, together w ith th e ir  fu tu re  
earnings rates, exceed the expected net claims a ris in g  from its
current outstanding l ia b i l i t i e s .  The p rin c ip le s  o f capita l 
ce rta in ty  (secu rity ) and income ce rta in ty  are therefore s ig n ific a n t 
from the point o f view o f solvency. These two objectives conform
w ith the requirements associated w ith  the t ru s t  nature o f the
in d us try 's  investment funds, but do not appear to  support the
hypothesis tha t l i f e  assurers attempt to  maximise the expected return 
on th e ir  investments and thus other, non-return investment p rinc ip les



such as matching, l iq u id ity ,  and d iv e rs if ic a tio n , are considered only 
in th e ir  capacities as risk-reducing a ttr ib u te s .

Thus, the most important investment p rin c ip le  to  emerge has been the 
maximisation o f expected income. This c r ite r io n  has not been
modified to  any extent by the d iv e rs if ic a tio n  po licy  o f the industry 
since th is  behaviour has not appeared as a conscious ob jective . 
(See Chapter XI below.) The term "maximisation" denotes an 
unobtainable perfec tion . In p rac tice , assurers w il l  attempt to 
"optim ise" the expected y ie ld  where the la t te r  term shall mean the 
u t i l is a t io n  o f the "best possible means" o f achieving th is  ob jective . 
Clayton and Osborn summarised the p rac tica l app lica tion  o f investment 
p rinc ip les and objectives as fo llow s: "To sum up, the needs o f l i f e  
assurance companies in  re la tio n  to  th e ir  l i a b i l i t ie s  are such tha t 
they respond in the fo llow ing  manner. They fo llow  a po licy  o'f 
keeping fu l ly  invested at a l l  times. They are income-conscious 
Investors who purchase assets to  hold fo r  income and do not normally 
behave as traders in  s e cu ritie s . Subject to  the constra in ts imposed
upon them by th e ir  s u s c e p tib ility  to  taxation and currency risks ,
they choose th e ir  investments w ith  the aim o f maximising expected
y ie ld s , although th is  ob jective is  modified in  p ractice by the desire 

fo r some p o r tfo lio  d iv e rs if ic a tio n  w ith in  th e ir  equity ho ld ings".18

Statutory bases fo r  the valuation o f assets and l ia b i l i t ie s  are la id  
down in  South A fr ic a . P rincip les o f matching and immunisation 
assume tha t the value o f assets and l ia b i l i t ie s  changes as the rate 
of in te re s t changes. In South A frica  th is  would not necessarily be 
true due to the sta tu to ry  maximum valuation bases o f assets and
minimum valuation basis o f l i a b i l i t i e s .  I f  rates o f in te re s t 
increase su b s ta n tia lly , fixed  in te re s t securities  and equ ities  would 
be depressed in value, but companies would not be able f u l ly  to  
adjust the value o f th e ir  l i a b i l i t ie s  i f  the corresponding 
adjustments resulted in a lower than minimum permissible valuation of 
such l ia b i l i t i e s .  The Insurance Act s tipu la tes  tha t quoted equities 
may not be valued at a p rice exceeding tha t which is  quoted on the 
Johannesburg Stock Exchange. A sudden and substantia l f a l l  in

equity p rices, however temporary, could cause South A frican l i f e



assurance companies to  fin d  themselves te ch n ica lly  inso lvent as they 
may not be able to  decrease th e ir  l ia b i l i t i e s  correspondingly. A 

South A frican l i f e  assurer would thus have to  be more concerned w ith 
cap ita l security than would his B r it is h  co un te r-pa rt.19 More has 
been said about th is  aspect in Chapter VI.

Matching is  acceptable from an income and cap ita l security  point o f 
view when considering non -p ro fit and w ith -p ro f it  business. The 
growth o f linked l i f e  assurance business has a ltered the v a l id ity  o f 
these p r in c ip le s , and where linked business is  transacted w ithout the 
provision o f investment guarantees, the p rinc ip les  o f matching and 
immunisation are fa r  less important because the company's l ia b i l i t ie s  
equal the value o f the linked assets a t a l l  times.

Where minimum investment guarantees are provided, matching is  of 
importance only inso far as the value o f the linked assets at m aturity 
may not be less than the guaranteed minimum m aturity value. In 
contrast w ith the e a r lie r  in fa tua tions w ith cap ita l secu rity , 
there fo re , more emphasis has been given to  the investment aspect of 
l i f e  assurance as well as to  i t s  real contractual value. Since 

exact matching and immunisation prevent p ro fits  as well as losses, 
the p rin c ip le  has generally found few d isc ip les other than those 
assurers who have a large content o f s ing le  premium business on th e ir  
books. Matching is  important fo r  th is  type o f business so tha t the 
company can ensure both tha t i t  w i l l  have the necessary l iq u id ity  to 
meet these substantia l m a tu rities , and th a t the value o f i t s  assets 
at the time o f m aturity w il l  be at least equal to  the minimum 
guaranteed m aturity value.

5. THE SOUTH AFRICAN LIFE ASSURANCE INDUSTRY

(a) Investment Policy
Investment return is  important in th a t i t  has the e ffe c t o f lowering 
the cost o f the l i f e  assurer's products and thereby improving its  
competitiveness. The marketing and sales functions o f each l i f e  

o ffic e  are constantly in  contact w ith  the environment and require an 
investment performance which s a tis f ie s  the needs o f prospective and 
current policyholders. The In te rna l adm in istra tion o f the company,
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i ts  investment and actuaria l functions, require returns necessary to  
maintain the smooth operation and solvency o f the company.
Investment p o licy  is  therefore both in te rn a lly  and exte rna lly  
motivated.

In p ractice  (See Chapter XI beUy) investment po licy  in  South A frica  
is constrained by the investment p rin c ip le s  o f the l i f e  o f f ic e ,  the 
external regulation o f the industry , investment conditions pertaining 
from time to  time, and the a ttitu d e  towards r is k  and reward by the 
body o f policyholders a t whom the l i f e  o ff ic e  aims i t s  marketing 
a c t iv i t ie s .

Table 7.3 o f Chapter VII re fle c ts  the investment po licy  o f the l i f e  
assurance industry in  South A fr ica  over the period 1972 - 1986. 
From th is  Table i t  is  evident th a t over the period considered, the 

asset d is tr ib u tio n  pattern o f the industry has in general remained 
fa ir ly  consistent. However, investment patterns have show subtle 
changes as a re su lt o f events such as the e ffe c t o f monetary po lic ies  
on in te re s t rates and ra p id ly  appreciating property values. Much 
greater amounts o f cash are being held on deposit and at c a l l ,  while 
reater amounts are also being invested in  fixed  property. The 
requirement, in  terms o f the South A frican Insurance Act fo r  our 
industry to Invest in government stock as well as in other prescribed 
assets as ou tlined In the fo llow ing  section, has produced a p ic tu re  
quite d iffe re n t from what i t  would have been had South A frican 
le g is la tio n  been s im ila r to  th a t o f the USA where l i f e  assurance 

companies tend to  regard government stock as a residual investment as 
well as a measure against which to  adjudge a lte rn a tive  forms o f 
investments.20

The proportionate ly high investment in ordinary equ ities  in South
A frica  resulted from the opening o f the reverse y ie ld  gap in 1962.
The opportunity o f being able to  pa rtic ip a te  in  an expanding economy, 
e ffe c tiv e ly  neu tra lis ing  the e ffects  o f in f la t io n ,  was the major 
motivating fa c to r in  the d rive towards greater equity investment, 
"The irredeemable nature o f equities created matching problems, and
consequently considerable q u a n titie s  of redeemable fixed  in te re s t



securities  were purchased to  counteract th is  irredeemable q u a lity  o f 
e q u itie s ", noted Esterhuizen.Zl

South A frican l i f e  assurers do, however, enjoy re la tiv e  freedom o f 
action regarding the investment o f th e ir  "d iscre tionary" funds 
remaining a fte r  meeting the sta tu to ry  leve ls o f investment in  Part 1 
assets described in Chapter VI. There ere, however, certa in  
problems and constra in ts facing the industry and these are discussed 
in the fo llow ing  section.

(b) Four Investment Problems
South A frican l i f e  o ffice s  are subject to  four p a rtic u la r problems 
when dealing w ith  the investment o f th e ir  funds.

(1) Leg is la tive  Constra in ts. As noted in  Chapter VI, the f i r s t  
major attempt at insurance le g is la tio n  in  South A frica  was 
promulgated in  the form o f the Insurance Act No. 37 of 1923. This 
was la te r replaced by the Insurance Act No. 27 of 1943 which remains 
in force w ith  certa in  subsequent amendments. This Act specifies
certa in  minimum investments by L ife  O ffices in prescribed assets 

often referred to  as "Part I Assets". (See Chapter VI above)

At present, L ife  O ffices are required to  hold not less than 53 per 
cent o f th e ir  net South A frican l ia b i l i t i e s  re la tin g  to  th e ir  pension 
and retirement annuity funds, and not less than 33 percent o f the 
remainder o f th e ir  South A frican long-term l ia b i l i t i e s ,  in  Part 1 
Asset Investments.

As mentioned and il lu s tra te d  in  Chapter VI, the tru s t-fu n d  nature o f 
l i f e  assurance assets was apparently the in i t ia l  d riv ing  force behind 
the broad aim o f Government le g is la tio n  to  protect these funds 
against poor management and to  ensure a s u ff ic ie n t level o f l iq u id ity  
(See Chapter VI above). In more recent times, considerations o f the 
importance o f th is  avenue o f investment to  the financing o f tne 
in fra -s tru c tu ra l development o f the country have influenced 
le g is la tio n  in th is  area. In Chapter VI we noted tha t th is  fa c t was 
also stressed by the Franzsen Commission in  i t s  th ird  report.
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There are numerous c r i t ic s  o f the Part I Assets investment 
requirement le g is la t io n , and the main areas o f th e ir  arguments re fe r 
to fou r matters;

(a) The re la t iv e ly  low rates o f return on Part I Assets, when 
compared w ith  other investment!,, prejudices the overa ll y ie ld  
obtained by l i f e  o ffice s  and therefore th e ir  policyholders. This is  
an obvious constra in t to  p ro f i t  maximisation.22

(b) Prescribed Part I  Assets investments provide l i t t l e  protection 
against in f la t io n  and r is in g  in te re s t rates have led to  capita l

(c) In fra -s tru c tu ra l expenditure is  e f fe c tiv e ly  and substan tia lly  
being subsidised by those persons least able to  a fford i t ,  namely, 
the pensioners.

(d) Lower prescribed asset investment returns place additional 
s tra ins on employers and employees a like  in  the area o f pension and 
retirement annuity business, where higher prescribed asset holdings 

are required.

( i i ) Taxation. Section 28 ( i )  o f the Income Tax Act states tha t 
long-term insurers are taxed a t the comoany rate o f tax on 40 per 
cent o f th e ir  adjusted gross income. Adjusted gross income Is taken 
as gross investment Income (Includ ing income from the le t t in g  of 
p roperty), less investment income in  respect o f approved business. 

Approved business consists o f business w ith  approved pension and 
retirement annuity funds and annuities in the course o f payment.23

Taxable income also includes any fees fo r  managerial or secre ta ria l 
services but normally excludes any form o f cap ita l gains. In the

determination o f taxable income, there fo re , no allowance Is  made fo r 
expenses incurred in  the production o f th a t Income. This led to  the 
formation o f Income-earning properties in to  separate companies, each 

taxed in the normal way and paying dividends to  the l i f e  o ff ic e  out



o f a fte r- ta x  p ro f its .  Subsequently, nominee companies were formed 
in order to  channel to ta l net income before tax d ire c tly  through to 

the l i f e  company.

Maximisation o f the investment y ie ld s  o f a l i f e  o ff ic e  n a tu ra lly  
refers to  thp e ffe c tive  y ie ld  a fte r  ta x , As there is  no tax nn 
cap ita l gains, realised or other, the choice between two a lte rn a tive  
investments o ffe rin g  the same expected y ie ld ,  w ith  a l l  other facto rs  
considered equal fo r  both investments, must be that Investment 
o ffe rin g  the greater po ten tia l fo r  cap ita l appreciation.

The 1982 increase in  l i f e  company taxa tion  from 30 to 40 per cent of 
adjusted gross income was deplored by the industry and many others. 
An increase in  the rate o f taxation applying to  l i f e  companies simply 
means, a lower ' return fo r  l i f e  o ffice s  and th e ir  policyholders, less 
protection from fn ffa t/o n , fu rth e r subsidy o f in fra s tru c tu ra l 
development by pensioners and others leas t able to  a ffo rd  i t ,  and 
even greater stra ins on employers and employees w ith  regard to
pension and retirement p rovis ion. "No other country in  the world 

has yet developed a more sa tis fac to ry  a lte rn a tive  to  our current
system and level o f l i f e  o ffic e  ta xa tio n , and i f  any a lte rna tive
system was both log ica l and s c ie n t i f ic ,  i t  would tend to  become so 
complicated as to  be almost incapable o f application in
p ra c tic e " .24 (See Chapter VI above.)

( i i l } Erosion o f Returns. In a m ild ly  in f la t io n a ry  c lim ate,

investment in  equ ities  was t ra d it io n a lly  accepted as a hedge against 
the erosion o f real investment returns and, p r io r  to  the 1973/74 o il 
c r is is ,  the e ffe c t o f in f la t io n  on investment returns was not 
considered to  be o f c ruc ia l importance. In more recent times, 
however, sharply increasing p rice leve ls have led to  tra d itio n a l
investment avenues being c r i t ic a l ly  examined in  the l ig h t  o f the 
structu ra l changes which have taken place in  the investment arena.

Any fixed  in te re s t investment gives p rotection • inst in f la t io n  so 
long as i t s  coupon rate exceeds the average rate o f in f la t io n
experienced over the term o f the investment. In s t itu t io n a l and



priva te  investors a like  w il l  na tu ra lly  make every attempt to  optimise 
th e ir  real rate o f y ie ld .  £sterhu1zen,25 in some extensive 

empirical research, demonstrated tha t the absolute dividend payments 
from in d u s tr ia l equities over the short, medium and long term have 
consistently shown superior growth rates to  those recorded by fixed 
infcprpst. security  re turns. He also showed tha t growth in  in d u s tr ia l 
equity income returns also exceeded the rate o f in f la t io n  over
periods o f both low and high in f la t io n  between 1962 and 1977. Since 
then, in f la t io n  has continued to  increase in South A frica  from 11,12 
per cent per annum in 1977, n  rose to  18 per cent in 1^85, fu rth e r 
emphasising the s ign ificance o f these fac to rs .

Ind icating tha t the dividend payment on equities constitu tes only a 
part o f the to ta l equity y ie ld ,  Esterhuizen26 also studied the 
growth or decline o f the cap ita l element to  give a more va lid
comparison between equity and fixed  in te re s t performances and 
in f la t io n , and concluded th a t, in  periods o f high in f la t io n ,  neither 
fixed In terest nor equity investments maintained any pos itive  real 
re tu rn , cut t kat in d u s tr ia l equity investments appeared to  be the 
best a lte rna tive  under the circumstances. In November 1987 Brcwn (a
Johannesburg stockbroker) had the resu lts  o f a s im ila r study fo r  the
period 1966 to  June 1987 published. Over th is  period i t  seems that 
in d u s tr ia l shares generally kept up w ith  in f la t io n ,  w ith  gold shares 
performing even b e tte r. Nevertheless, w ith o f f ic ia l  rates of 
in f la t io n  as high as 18 per cent during the pe iiod , careful selection 
was necessary fo r  successful investment re su lts . During the period, 
fixed  in te re s t y ie ld in g  Investments were nearly always below the rate
ot in f la t io n .  The question o f investment erosion is  more fu l ly

discussed under 'In f la t io n  R isk1 in Chapter V III  above.

( iv )  Marketing Factors and Investment P o licy . The South A frican
l i f e  assurance sales fra te rn ity ,  have come to believe and
consequently have brought th e ir  c lie n ts  to  believe, tha t recent 

investment performance by l i f e  o ffice s  is  an important ind ica to r o f 
future Investment re turns.

W hilst th is  may one day prove to  be co rrect, thera are no guarantees



of th is  and a c o n flic t has thus arisen between the short-term  market 
performance demands of the sales and marketing d iv is io n s , and the 

antic ipated long-term security expectations of a l l  policyholders. 
The investment depaitment must thus tread a careful miodle path 
between the higher risks  associated w ith  high short-term  returns and 
the generally more secure but lower levels o f long-term returns. 
Attempts to  resolve these c o n flic ts  have necessarily led to  a greater 
South A frican l i f e  o ffic e  involvement w ith  equity investment.

Expected fu tu re  p o r tfo lio  performance, most frequently based on past 
achievement, is  a c r i t ic a l  facto r in  the establishment o f competitive 
premium rates. Furthermore, quotations showing il lu s tra t io n s  o f 
fu ture death claim and m aturity b ene fits , based on assumed leve ls  o f 
future investment performance net o f taxation and a l l  management 
changes and past actuaria l performance, are often c r i t ic a l  to  a 
successful sales operation in  a h igh ly competitive environment.

Consequently, South A frican l i f e  o ff ic e  investment po licy  can no 
longer be a r  re consideration o f such matters as security o f capita l 

and income, matching and immunisation, l iq u id ity ,  d iv e rs if ic a tio n , 
le g is la tio n , taxation and in f la t io n .  I t  must now also take in to  
accoi n t the fa r  more in ta n g ib le , immeasureable, and f ic k le  character 
of human nature encountered in the sphere of i.arketing and sales. 
(See Chapters XI and XII below.)

6. CONCLUSION

The trus t-na tu re  o f the funds held by the l i f e  assurance industry has 

brought about a conservative a tt itu d e  on the part o f these companies 
towards the investment o f th e ir  funcs.

The importance o f earning a s u f f ic ie n t ly  high y ie ld  on investments 
sh ifted  emphasis away from the security  o f c a p ita l, considered in  the 
opinion o f e a r lie r  w rite rs  to  be o f paramount importance, to  an 
emphasis on security o f income. Later, by combining income return 
with i t s  p ro b a b ility  o f rece ip t, optim isation o f expected y ie ld  
became the prime investment p r in c ip le . Optimising o f returns did
not support the fundamental c r ite r io n  o f cap ita l security  in  i t s



e n tire ty  and therefore a ttention had to  be given to  such p rinc ip les 
as matching, l iq u id it y  and d iv e rs if ic a tio n  in  th e ir  capacities as 

risk-reducing fa c to rs .

As compared w ith returns experienced in  the balance o f the p o r t fo lio ,  
the re la t iv e ly  lower returns obtainable on prescribed assets 
p re ju d ic ia lly  a ffe c t the overa ll return to  both l i f e  assurers and 
policyholders. This le g is la t iv e  constra in t to  the investment 
a c t iv it ie s  o f South A frican l i f e  assurers continues to  be the source 
of much discontent.

Present taxation le g is la tio n  is  considered f a i r ,  but ind ications o f a 
desire on the part o f the a u tho rities  to  change the status quo could
lead to  major fu ture investment complications and i t  is  hoped that
good sense w il l  p re v a il.

Attempts to invest in such a manner as la rge ly  to  o ffse t the eroding 
e ffects  o f in f la t io n  have been made more d i f f i c u l t  by the requirement 
to  invest in lower y ie ld in g  prescribed assets and, on a rand-cost 
averaging basis, i t  has been shown tha t an investment in  equ ities  has 
performed be tte r than an investment in  Government stock over the past 
ten years, but tha t the to ta l equity return during th is  period of 
rap id ly  increasing prices has fa ile d  to  maintain i t s  real value.

The selection o f equity investments and th e ir  performances d ire c tly  
a ffects  the overa ll performance of l i f e  assurers and the

competiveness o f th e ir  products. I -  has therefore become 
increasingly important fo r  regard to  be had to  th is  marketing
oriented consideration, as improving investment returns means lower 

priced products and thus advancing market penetration.

_  T * r  M tJ £ .
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CHAPTER XI

THE SOUTH AFRICAN LIFE ASSURANCE INDUSTRY t A SURVEY

During May 1986 a Questionnaire {included as an appendix to  th is  
Chapter) was sent .0 the Chief Executive o f each o f twenty-six South 

"j A frican l i f e  o ffic e s . In order to  ensure anonymity and
i c o n fid e n tia lity , companies were not asked to  id e n tify  themselves nor

■ % even to  ind icate whether they were proprie ta ry  or mutual o ffic e s .
! In add ition , in  order to  ensure maximum response and o b je c tiv ity , the

Questionnaire was designed fo r  ease o f completion and q u a n tita tive , 
, rather than q u a lita tiv e  analysts.

Nineteen o ffice s  responded w ith  a l l  but one re turn ing f u l ly  completed 
I  • Questionnaires. This excellent response (over 70 per cent) was

I  fu rth e r enhanced by the fa c t tha t in  th e ir  rep lies  most o ffices
|  v o lu n ta rily  id e n tif ie d  themselves, making i t  possible to  establish
|  that four o f the f iv e  la rgest l i f e  assurers in  South A frica  had
|  responded and th a t the to ta l Business o f a l1 respondents accounted

fo r approximately 85 per cent o f a l l  l i f e  assurance business 
conducted in South A frica  in  1986.

Under the above-mentioned circumstances and constra in ts , the survey 
results are considered to  be as comprehensive and objective as one 
could expect and the addition o f more responses would be u n like ly  to 
have s ig n ific a n t impact on the find ings.

The Questionnaire was divided in to  fiv e  parts and i t  was suggested 
that these should be d is tribu ted  to  the relevant heads o f the 

d iv is ions In the respondent's company. From the varying handwriting

suit,
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on most o f the rep lies  received, i t  was clea r tha t th is  had indeed 
been done in  most cases.

The f iv e  Sections o f the Questionnaire dealt w ith  corporate po licy , 
adm in istra tion, reaujurance, accounting and a c tu a r ia l, and Investment 
p ractices. Each o f these elements o f the l i f e  o ff ic e  operation were 
examined by means o f c a re fu lly  selected and de libe ra te ly  worded and 
ordered Questions. Indeed, the structu re  and layout o f the 
Questionnaire i t s e l f  became the subject o f a circumspect study before 
i t  was f in a lis e d .

The care taken in the construction o f the Questionnaire paid
dividends and produced very sa tis fac to ry  find ings as a re su lt.

1. CORPORA!L POLICY 

The purpose o f the Section on corporate po licy  was to  establish the
c la r i ty  w ith  which l i f e  companies id e n tify  th e ir  overa ll corporate 
objectives, and how th e ir  new business, marketing and sales 
objectives are designed to  m e t these ob jectives. In add ition , th is  

Section determines the e ffic ie n cy  w ith  which new l i f e  assurance 

products or packages are developed to  serve the needs o f the market
and what management information is  used to  measure progress towards 
the attainment o f the above ob jective6:

Question 1: Corporate Policy

Which o f the fo llow ing  most characterises your fundamental corporate 
objective?

The optim isation/maxim isation o f: [  NO. OF
RESPONSES]

1.1 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 on shareholder capita l

1.7 Total investment y ie ld

[ 5] 

C 5] 

C 3] 

[ 4] 

[ 4] 

[ 9] 

C 4 ]



C to . of
RESPONSES]

1.8 Security o f capita l

1.9 Policy owner benefits

1.10 Other ..................... .

C l ]  

[ 12] 

[ 1]

The question here was phrased e x p lic i t ly  and the word 'fundamental 1 
was emphasised to  e l i c i t  from respondents one or perhaps two 
answers. Unlike certa in  subsequent questions, no maximum number of 
anwers was requested in order tha t I t  could be established ju s t how 

c le a rly  defined and concentrated were the corporate objectives of 
respondents.

As only one o ffic e  gave an 'o th e r ' response, ("the provision o f the 
means fo r  the reduction/e lim ination o f fin a n c ia l worry by members of 
trade unions and employee organisations") i t  may reasonably be 
assumed tha t the objectives lis te d  in  the question comprehensively 
cover the ob jectives o f a l l  l i f e  o ffice s  in South A fr ica .

Only four o ffice s  selected only one corporate ob jective . Two of 

these gave optim isation o f return on shareholder cap ita l as th e ir  
ob jective and two gave policyowner benefit optim isation as th e ir  sole 
ob jec tive . I t  is  in te res ting  to  note tha t both o f the two la t te r  
companies id e n tif ie d  themselves as p roprie tary o ffice s  lis te d  on the 
Johannesburg Stock Exchange. I t  is  not c lear whether th is  sole 
ob jective w il l  ever appear as such in th e ir  annual published accounts 
or whether the companies concer ,2d have simply not yet decided tha t 
the optim isation o f return on shareholder cap ita l should be one o f 
th e ir  fundamental corporate objectives.

What was surp ris ing , was the large number o f o ffice s  which gcve 
th ree, fo u r, fiv e  and more responses to  th is  question. One can only 
assume tha t these o ffice s  have not yet c le a rly  Id e n tif ie d  th e ir  
fundamental corporate ob jective or tha t they genuinely fo llo w  these 
m u ltip le  ob jectives, some o f which may be in  c o n flic t w ith  one 

another. I f  th is  la t te r  position is  indeed tru e , i t  would seem tha t 
the d irecto rs  and management o f a number o f l i f e  o ffice s  have an



extremely d i f f i c u l t  task on th e ir  hands. Nevertheless, as not a ll
the objectives are in  c o n f lic t ,  i t  could conceivably be th a t many 
o ffice s  esse n tia lly  do have the same fundamental objective o f the 
optim isation o f return on shareholder cap ita l and the maximisation of 

policyowner benefits . This conclusion can be drawn from the fa c t 
tha t nine respondents (c le a r ly , none o f which was a mutual company) 
said th a t the optim isation o f return on shareholder cap ita l was one 
o f th e ir  ob jectives, and twelve said tha t the maximisation of 

policyowner benefits was th e ir  ob jec tive . Thi? would probably
include the mutual companies in  many cases.

Question 2: New Business

Please Indicate your prevalent considerations when a rr iv in g  at 
corporate new business ob jectives. (Tick no more than two)

[NO. OF • 
RESPONSES]

2.1 A percentage increase over la s t year's
new business [11]

2.2 Percentage o f expected to ta l SA market
(market share) [  4]

2.3 Percentage o f expected expenses
(e.g. improving expense ra t io s ) [  9]

2.4 Maximum growth permitted by corporate 
f in a n c ia l s tructure ( i .e .  new business
s tra in  considerations; [  4]

2.5 Adm inistrative capacity constra in ts [  2]

2.6 Required premium flow /asset growth [  6]

2.7 Surplus generation requirements [  0]

2.8 Other:..... ..........................................................  [  0]

As was antic ipated in  the f i r s t  question, i t  was feared tha t too many 
answers may be given by respondents to  th is  and subsequent questions 
fo r the answers to  be meaningful. For th is  reason respondents were 
requested in most instances to  t ic k  no more than two, in  the hope 
tha t th is  would concentrate th e ir  a tten tion  on the re a lly  important 
determinant o f corporate new business ob jectives.
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Only two o ffice s  selected one answer only. In both cases they 
indicated tha t th e ir  prevalent consideration when a rr iv in g  at 

corporate new business objectives was a percentage increase over la s t 
yeo: 's new business. This was also the most popular choice o f a ll
other respondents [1 1 ], w ith  a percentage o f expected expenses (e .g.
an improvement in expense ra tio s ) a close second choice, w ith nine 
responses.

This is  a very s ig n ific a n t f in d in g . South A frican l i f e  assurance 
companies are more concerned w ith  a tta in in g  an improvement over la s t 
year's new business and expense achievements than in  maintaining 
th e ir  market share or in  producing those leve ls o f new business whicn 
optim ise the generation o f company surplus.

This is  a fu r th e r example o f the lack o f c la r i ty  referred to  in 
Section 1. above. Although a m a jo rity  o f o ffice s  said tha t th e ir
fundamental corporate ob jective was the optim isation o f e ith e r the
return on shareholder cap ita l or policyowner benefits , no even one 
company suggested tha t tho generation o f surplus, the one item which 
would improve both return on shareholder cap ita l and policyowner 

benefits , was considered when a rr iv in g  a t new business ob jectives.

Question 3: Marketing

Which o f the fo llow ing  most characterises your corporate marketing 
objectives? (Tick no more"THan two)

C NO. OF 
RESPONSES]

3.1 Establish most favourable public image
across the whole spectrum o f the S A market [  2]

3.2 Estab?fsh most favourable pub lic  image In a
spec ific  segment/s o f the S A market [14]

3.3 Provide po licy  benefits designed fo r  the
en tire  spectrum o f S A needs [  1]

3.4 Provide po licy  benefits fo r  a spec ific
segment/s o f the S A market [14]

3.5 Provide po licy  benefits fo r  spec ific  S A
needs u 3]

3.6 Take account o f competitor actions/reactions [  2]



The m ajority o f respondents see themselves as providing benefits fo r 
and marketing to  a sp e c ific  sr.. ent or segments o f the South A frican 

ife  assurance market. Only two o ffice s  (obviously the la rge r ones) 
see themselves as wishing to  maintain a favourable image across the 
e n tire  spectrum o f the South Arican l i f e  market and ye t only one o f 
these wishes to  provide benefits designed fo r  the e n tire  spectrum of 

South A frican needs.

Question 4: Sales

Which o f the fo llow ing most characterises your corporate sales 
objectives? (Tick no more' than two)

( NO. OF
RESPONSES]

4.1 Desire to  achieve maximum percentage of
sales through brokers C 1]

4.2 Desire to  achieve maximum percentage of
sales through own agents C 4]

4.3 Desire to  achieve balanced percentage
of sales between agents and brokers [10 ]

4.4 A ll sales are made through brokers [  4]

4.5 A ll sales are made through own agents [ t ]

4.6 Desire to  make some sales d ire c t ly  to
the public (e .g . d ire c t mail) [12]

4.7 Desire to  make no sales d ire c t ly  to  the
public [  1]

4.8 Desire to  make a ll sales d ire c tly  to  the
public [  0]

C learly, a large m a jo rity  o f l i f e  o ffice s  have discovered tha t they 
are most comfortable in the pos ition  o f maintaining both th e ir  own 
sales (agency) force and broker new business d iv is io n s . One o f f ic e ,  
which maintained an agency force o f i t s  own, sought to  maximise sales 
through brokers w h ils t another, which also maintained a broker 
d iv is io n , sought to  maximise i t s  sales through agents.

Only three respondents maintain an agency force only, and only four 

obtain th e ir  new business exclusive ly from brokers.
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A s ig n ific a n t find ing  here is  tha t a large number o f respondents [12] 
have the desire to  make some sales d ire c tly  to  the public through the 

medium o f d ire c t m a il, e tc . Whilst i t  is  known tha t very few l i f e
o ffice s  engage regu la rly  and cons is ten tly  in  d ire c t marketing
a c t iv i t ie s ,  i t  is  evident tha t many more would now lik e  to  and
apparently no longer fear c o n flic t w ith  th e ir  agency or broker
interm ediaries, once considered an important reason fo r  not 
undertaking d ire c t marketing.

Question S: Product Development

Which of the fo llow ing  most characterises present product/package 
introductions by your company?? (Tick no more than two)

New products introducted as a re su lt o f:

5„1 Independent research and development 
lo c a lly

[ NO. OF 
RESPONSES]

[  3]

5.2 Independent research and development 
overseas [  0]

5.3 Ideas developed from sales team input [  3]

5.4 Ideas developed from actuaria l team input [  4]

5.5 Ideas developed by Marketing Committee [ U ]

5.6 Ideas developed by advertis ing agency [  0]

5.7 Ideas developed from market research in 
South A frica [  1]

5.8 Ideas developed from competitor products [  23

5.9 Reaction to  market pressure/demands [L-3

5.10 Reaction to  sales team demands [  2 ]

5.11 O tlr r :  ......................................................... [  0]

L ife  O ffices consider tha t th e ir  new products and packages are 
brought about f i r s t l y  by market demands [12 ] and then developed by 
th e ir  marketing uumraUtees [1 1 ]. Very l i t t l e  market research is  
done lo c a lly  and none overseas. L ife  o ffice s  generally do not 
consider th e ir  sales teams to  be important fo r  the development o f new 
products and packages, and few recognise development input from th e ir  
actuaria l s ta f f .



Question 6: Management Information

Please ind icate which o f the fo llow ing  information is  used in  company 
monitoring and/or management:

NO. OF 
• '̂•"ONSES]

Monthly/
Quarterly)

times

Mix or d is tr ib u tio n  o f 
products sold (endowment, 
term, e tc) analysis [16] [  3] L Oj

L ife  assured ages analysis [ 8] [  8] [  3]

6.3 L ife  assured sex analysis [  9] [  6] [  4]

6.4 L ife  assured m arita l status 
analysis [  2] [  4] [13]

6.5 L ife  assured race analysis [  9] [  7] [  3]

6.6 L ife  assured occupation
[  4] [  9] [  6]

6.7

6.8

L ife  assured geographical 
d is tr ib u tio n  analysis 
Mode o f premium payments 
analysis

[  6] 

t  9]

[  7] 

[  9]

[  6]

[  13

6.9 Frequency o f premium 
payments analysis [10] [  8] [ 1]

6.10 Average premium size
[16] [  3] [  0]

6.11 Lapse ra tio  analysis [17] [  2] [  0]

6.12 Intermediary support 
(loca tion , in s t itu t io n ,  
broker/agent mix, e tc .) [16] [  3] [ 0]

6.13 Broker commission account 
debts analysis [11] [  5] [  2]

6.14 Agent commission account 
debts analysis [13] [  1] C 4]

6.15 The number o f brokers 
tha t are a c tive ly  
supporting o ffic e r, 9] [  7] [  2]



Regularly times

Monthly/
Quarterly)

6.16 The number o f agents 
employed

6.17 Ageing o f po lic ie s  in 
force analysis (e .g . 
average years in  force)

6.18 A 3-5 year projection 
plan

6.19 Other (s ta te ):
Expenses against budget 
analysis

Actual m o rta lity  experience

[ 5] 

[  93

[ 11] 

[ 6]

C 3] 

C 4]

[  4] 

[  3]

In general South A frican l i f e  o ffice s  place importance on regular 
analysis o f th e ir  mix or d is tr ib u tio n  o f products sold, the frequency 
of th e ir  premium payments (monthly, annually, e tc .) ,  the average 
premium size o f po lic ie s  so ld , th e ir  lapse ra tio s , an analysis of 

which intermediaries are supporting them and where, an analysis o f 
which brokers and agents have commission debts to  them (usually as a 
resu lt of lapses and commission advances) and, where applicab le, the 
number o f agents a c tive ly  employed.

L i t t le  importance is  placed on the monitoring o f the m arita l status 
or occupations o f live s  assured or where they l iv e .  Nevertheless, a 
l i t t l e  importance is  placed on th e ir  ages, sex, race and method of 
paying premium-.

W hilst nearly n a if o f respondents place importance on a regular 
review o f a three to  f iv e  year p ro jection plan, the m a jo rity  (10) 
e ith e r seldom or never re fe r to  such a plan. In add ition , the 
m ajority o f respondents seldom or never re fe r to  the average number 
o f years th e ir  po lic ies  have been in force (ageing o f p o lic ies  in



A m inority  o f respondent••• gave various other management reports as 
being used regu la rly  and o f these, four referred to  a regular 
comparison o f expenses to  budget, and three referred to  a regular 
review o f actual m o rta lity  experience.

2. ADMINISTRATION 

This question was divided in to  three parts . The f i r s t  two deal w ith 
the ob jectives o f l i f e  o ffice s  in  responding to  policyholder and 

intermediary enquiries and new business l i f e  assurance 
app lica tions. The second part attempts to  discover the leve l o f 
computerisation o f l i f e  o ffice s  and the use made thereo f. '

The questions sought to  discover whether l i f e  o ffice s  placed more 
emphasis on responding to  new business l i f e  assurance applications or 
to dealing w ith ex is ting  policyholder enquiries. They sought too to 
establish the extent to  which l i f e  o ffice s  made use o f main-frame 
computers in areas other than the simple maintenance o f policyholder 
records, premium accounting and actuaria l l ia b i l i t ie s :

Question 7: Administration

Which o f the fo llow ing most characterises your company's 
adm inistration objectives?

# »

[  NO. OF 
RESPONSES]

7.1 Enquiries answered w ith in :
(a) 24 hours of receipt [ 0] 

[113 
[ 6] 
[  1] 
[  13

(b) 2 working days o f receipt
(c) 5 working days o f receipt
(d) 14 working days o f receipt
(e) other:.... ..................................

7.2 New business cases issued w ith in : 
(a) 24 hours o f receipt [  1] 

[ 6](b) 2 working days
(c) 5 working days
(d) 14 working days
(e j other: .............

[ 8]
[  3]  

[  1]

t  j - A M  ----
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*
W hilst only one l i f e  o ff ic e  attempts to  issue new business w ith in
twenty-four hours, the large m ajority o f respondents [14 ] do not

attempt to  issue new business in  under f iv e  working days, one o f <
which has d iffe re n tia te d  standards fo r  d if fe re n t "parts o f the

The m ajority o f respondents attempt to deal w ith adm inistrative 
enquiries w ith in  two working days o f rece ip t [11 ] but eight o ffices  
w il l  take f iv e  or more days, one o f which w il l  d if fe re n tia te  response 
times fo r  d if fe re n t "parts o f the business".

Question 7.3

Please t ic k  the appropriate boxes:
The fo llow ing  functions are computerised w ith in  the company (or w il l  
be w ith in  twelve months):

[  NO. OF 
RESPONSES]

Not

frame
M in i/
PC

Compu-

a) New business quotations [10] [  5]

b) Branch new business 
processing [14] [  4]

c) Risk underwriting of 
new business [ 6] [13]

d) Policy Schedule/Document [IS ] [ o]

e) Premium accounting [19] [  0]

f ) Lapse/Arrear premium 
n o tific a tio n s [19] [  0]

g) Actuarial values 
(loans, claims, etc) [19] [  0]

h) Actuarial l i a b i l i t y  
valuations [19] C 0]

i ) Investment department 
a c tiv it ie s [  8] [  3]

J) Policy f i l e  storage/
[14]

i  ■ f i  i i iin iTi if f fr f f ’t l



M in i/
PC

Compu-
terised

00 Company general ledger 
accounting [15] [  2] [ 23

(1) Personnel records C 5] [  8] [  7]

(m) Personnel payroll [11] [ 5] [  3]

(n) Training/manpower 
development records [  3] [ 7] [  9]

(o) Intermediary commission 
statements [18] [ 0] [ U

(p) Other

In general, i t  may be said tha t South A frican l i f e  assurers are
h igh ly computerised. This applies not only to  th e ir  day-to-day l i f e  
assurance business a c t iv it ie s  but also to  the general adm inistration 
of th e ir  companies such as investments, general ledger accounting,
p a y ro ll, personnel and tra in in g  records.

A ll respondents have th e ir  premium accounting records, claim values 
and actuaria l l i a b i l i t y  records maintained by main-frame computer. 
Only two do not have th e ir  po licy  documentation and intermediary 
commission records maintained th is  way.

A large m ajority o f respondents maintain main-frame network
fa c i l i t ie s  fo r  branch new business processing, po licy  f i l e  storage 
and access, and company general ledger accounting. I t  is ,  however, 
surpris ing tha t so many respondents have not ye t computerised th e ir
personnel or tra in in g  records and even more surpris ing th a t thus fa r 
so many have fa ile d  to  introduce computerised r isk  underwriting 
processes.

3. REASSURANCE 

This question sought to  establish the methods by which l i f e  o ffices  
determined th e ir  level o f r is k  retention fo r  reassurance purposes, 
and the forms in which reassurance tre a tie s  most commonly appear. 
The in ten tion  was to  estab lish whether or not l i f e  o ffice s  believe 
tha t they make use o f a s c ie n t if ic  basis o f estab lish ing th e ir  r is k



retention leve ls , or whether these are determined by methods more 
t r a d it io n a lly  applied. In add ition , the questions were intended to  

discover the extent to  which the more modern p ro fit-s h a rin g  type of 
reassurance has been adopted by the industry .

Question 8: Retention

Please ind icate which o f the fo llow ing  is  most true fo r  your
company: (Tick no more than two in each column)

Retained assured amount per l i f e  is  determined by:
[  NO. OF 
RESPONSES] 

Ordinary ' Group 
Business Business

8.1 Actuaria l fo rm u la e /s ta tis tica l
analysis [10 ] [11]

8.2 T raditional reassurance levels 
plus in fla tio n a ry  and growth
considerateuns [ 6 ]  [ 7 ]

8.3 Amount o f surplus (estate and
free reserves) [ 8 ]  [ 6 ]

8.4 Amount o f o ff ic e  assets [ 1 ]  [ 0 ]

8.5 Amount o f o ff ic e  premium income [ 1 ]  [ 1 ]

8.5 Average new sums assured [  2 ] [ 2 ]

8.7 Other   [ 1 ]  [ 1 ]

The m ajority o f respondents [10 ] claim tha t the j make use of 
actuaria l formulae and s ta t is t ic a l analysis in a rr iv in g  at the 
reassurance re tention amounts which they apply to  both ordinary 
business and group l i f e  assurance. At the same time, however, i t  
seems tha t the same o ffice s  who claim to  make use o f actuaria l
formulae re ly  on tra d it io n a l reassurance le ve ls , the amount of
accumulated and undistributed surplus in_ the l i f e  o ffic e  and, in  two 
cases, on the average new sums assured o f new business sold.



Question 9: Reassurance Arrangements

Please Indicate which o f the undermentioned are cu rren tly  applicable 
to  new business:

-------------------- [  NO. OF
RESPONSES]

Ordinary Group 
Business Business

9.1 Coinsurance trea ty

9.2 Risk premium trea ty

'1.3 Modified coinsurance tre a ty  
(modified r isk  premium)

9.'! Quota share trea ty

9.6 P ro fit  sharing trea ty

9.6 Surplus reassurance

9.7 Catastrophe reassurance

9.8 Stop-loss reassurance

9.9 Excess o f loss reassurance

9.10 Current tre a tie s  are with 
two or more l i f e  reassurers

9 .U Any one current tre a ty  is 
s p l i t  between two or more 
reassurers

9.12 A fa c u lta tiv e  trea ty  ex ists

9.13 Reassurance is  conducted w ith 
other d ire c t l i f e  o ffice s

C 5] 

[17]

[ 1] 

[  3] 

[ 12] 

C 4]

C 8 ] 

C 0] 

C 1]

[ U ]

[  3] 

[ 12]

[ 1]

[  5]

r 6] 

[ o]

[  7] 

[  9] 

[  3] 

[ 11] 
[ 0] 

[ 2 ]

[  0] 

[  5]

[ 0 ]

The resu lts  o f th is  question confirm the statements made In Chapter V 
about the growing popu la rity  o f r is k  premium and prof5t-sbaring 
reassurance arrangements. For ordinary b r.iD isr. the overwhelming 
m ajority o f respondents have r isk  premium tre a tie s  cu rren tly  in 
fo rce , coupled w ith a p ro fit-sh a rin g  arrangement. A good number of 
them [11 ] support two or more l i f e  reassurers in  South A frica  and a 
s ig n ific a n t m a jo rity  [12] have fa c u lta tiv e  tre a ty  arrangements.

I's fa r  as group business is  concerned, quota share/co-insurance 
tre a tie s  are more popular, but p ro fit-sh a rin g  arrangements pers is t

# *



with catastrophe reassurance arrangements being popular [1 1 ]. Here 
again, l i f e  o ffice s  conducting group business support two or more 

South A frican l i f e  reassurers and consider catastrophe reassurance to 
be o f greater Importance than under ordinary business. (For a 
description o f these various types o f reassurance see Chapter V.)

4. ACCOUNTING AND ACTUARIAL

The purpose o f the questions in th is  Section was to  establish the 
extent to  which t.,e accounting practices o f l i f e  o ffice s  vary and 
therefore the extent to  which th e ir  published resu lts  are comparable 
w ith one another. S im ila rly , the questions sought to  id e n tify  
differences In actuaria l l i a b i l i t y  and asset valuation practices, and 
the frequency w ith which o ff ic e  resu lts  are measured.

Question 10: Accounting

Please ind icate which o f the fo llow ing is  true  fo r your company:
[ NO. OF 
RESPONSES 

Not
True True

10.1 Advanced commission w ritten  o f f
in f u l l  each year [ 9 ]  [  ]

10.2 Advanced commissions paid 
treated as loans to  
intermediaries ( i . e .  assets)
wholly or in part [13 ] [  3

10.3 Properties mvalued in  books:
monthly [ 2 ]  [  ]
annually [10] [  ]
other [ 9 ]  [  ]

10.4 Revenue accounts produced:
monthly [11 ] [  ]
annually [19] [  ]
other [ 6 ]  [  ]

10.5 Balance sheet produced:
ly  [ 9 ]  [ ]
ly  [19] [  ]

[ 4 ]  [  ]

Unclaimed pv ,ier
brought back in w  bala; 
wholly or in  part



10.7 Reassurance com issions inwards 
set o f f  again:,t commissions 
paid as re flected  In revenue 
account, wholly or in  part

10.8 Policy charges/fees set o f f  
against overheads as 
re flec ted  in revenue account, 
wholly or In part

10.9 Other acquis ition costs 
included under 'commission' 
in revenue account

10.10 Full ac tuaria l valuation done:
monthly 
annually

10.11 Analysis o f actuaria l surplus

annually

10.12 Actuaria l valuations take 
c red it fo r expected fu tu re  
po licy termination p ro fits

10.13 Actuaria l valuations take 
cre d it fo r  expected fu ture  
management fees/policy charges

W hilst nine respondents claim to  w rite  o f f  a ll commission paid in
fu l l  each year, t - i v s n  claim to  tre a t a l l  or part o f th is  
commission as a loan to  in term ediaries and hold them as assets in 
th e ir  balance sheets. Four o ffice s  marked both o f these f i r s t  two

questions as be irg  t n - . l  C learly , i t  is  not possible both to 
w r ite -o ff commissions in f u l l  and to  hold a l l  or part thereof as a
loan to  Interm ediaries. i t  is  therefore assumed th a t the four 
o ffice s  concerned w rite  th e ir  commissions o f f  in  f u l l  and maintain
memorandum accounts of commissions advanced to  interm ediaries. I t  
is nevertheless s ig n ific a n t tha t a m ajority o f respondents maintain 
intermediary debt balances as assets in  th e ir  balance sheets.

With regard to  the reva lla tio n  o f p roperties, the m a jority of 
respondents ind icate tha t revaluations are done annually but two o f

[11] C 3

Hi M
r a  i  i

[ 4 ]  [  ]

[ 11] [ 1
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these Indicated tha t revaluations can take place on additional 
occasions as well such as on the sale o f property by one in te rn a lly  

managed p o r tfo lio  to another w ith in  the same l i f e  o ff ic e . Seven 
o ffice s  indicated th a t they do not revalue e ith e r monthly or annually 
but at other frequencies such as "when m ateria l11 or "a t the 
d iscre tion  o f the board". S urpris ing ly , two o ffice s  claim to 
revalue properties monthly and at no other frequency.

N atura lly , a l l  respondents w il l  produce revenue and balance sheet 
accounts annually. What was surpris ing from the -egular management 
point o f view was th a t two respondents claimed to  produce revenue 
accounts once per annum only, and s ix  at e ith e r quarte rly  or 
h a lf-yea rly  in te rva ls .

Six respondents claimed to  produce balance sheets once per annum 
only, four at qua rte rly  or ha lf-ye a rly  frequencies and only nine on a 
monthly basis. These are surpris ing find ings . E ffe c tive ly  
managing a l i f e  o ff ic e  where revenue accounts are produced quarterly 
or less frequently may prove d i f f i c u l t .  Where revenue accounts are 
produced ha lf-ye a rly  or annually only, e ffe c tive  management must be 
w ell-n igh impossible.

A s ig n ific a n t number o f l i f e  o ffice s  indulge in  the "window-dressing" 
a c t iv it ie s  o f improving the appearance o f th e ir  revenue accounts and 
balance sheets by such devices as se tting  reassurance commissions o f f  
against commissions paid f i x ] ,  reducing overhead expenses by po licy 
fees/charges collected [71, and by includ ing "other" acquis ition 
costs under "commission" in 'he revenue account [4 ] .

An overwhelming m ajority o* respondents claim to  undertake both a 
f u l l  actuaria l va lua tic r 1 1 '] and analysis o f actuaria l surplus [17] 
annually. Only two jndents claim to  undertake both o f these 
a c t iv it ie s  at less freque^. i- ite rv a ls .

W hilst only f  ur respondents claim to  take c re d it fo r  expected future 
po licy  term ination p ro f it ',  in th e ir  actuaria l valuation of 
policyholder l ia b i l i t i e s ,  the m ajority [11 ] claim to  take c re d it fo r 
th e ir  expected fu tu re  earnings by way o f management fees and other 
po licy  charges.

a i r i-  i i {mWr .  t * - ;  V i  ffjfc



5 . INVESTMENT PRACTICES

The questions in  th is  Sectio set out to  discover the extent to  which 
matching and immunisation type investment a c t iv ity  takes place, the 
manner in  which investment decisions are a rrived a t, the extent to

which 'o p tio n 1 trad ing has developed, the extent to  which the
theories o f modern p o r tfo lio  analysis are consciously applied, the 
emphasis placed today on the tra d it io n a l elements o f capita l
secu rity , y ie ld  maximisation and p o r tfo lio  l iq u id ity ,  the importance
placed on competitive p o r tfo lio  performance, and the extent to  which 
company d irecto rs  and th e ir  resources are involved In the investment 
decision making process:

Question 11; Investments

The fo llow ing  questions re fe r to  what you would regard as a "normal" 
leve l o f investment a c t iv i ty ,  assuming th a t there are no extreme 
swings in business conditions generally.

Please rate your answers on a scale 1 - 5 ,  where the ra ting  is  as 
f o l1ows:

1 -  NEVER: (unimportant) less than 10% of the time

2 - SELDOM: 10 - 25% o f the time
3 -  OFTEN: 25 -  75% o f the time
4 -  VERY OFTEN: 75 - 90% of the time
5 -  ALWAYS: (very important) more than 90% of the time

[NO. OF RESPONSES]
1 2  3 4 5

Matching/iramuni sation 
type investment
a c t iv ity  C 3 ] [  9] [  4 ] [  3] [  0]

Investing fo r  spec ific  
p o rtfo lio s  (e .g . capita l 
guarantee or high 
performance)

Transfer o f ussets between 
in terna l p o rtfo lio s

"Venture c a p ita l"
Investments made

11.5 Option trad ing in  g i l ts

[ 3] I: 4] [: 33 [: ?] [ 2]

[10 ] [: 7] i: a ] [: o] [ 0]

[12 ] 1: 6] [: i ]  i; o] [ 0]

[  6] |: 5] [: 2]  i: 23 c 43
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11.6 Option trad ing in other 
(non-prescrlbed) fixed 
in te re s t investments

1.7 Option trad ing - other

1.8 Investment in mortgage

1.9 investment in  s ta ff 
mortgage bonds

1.10 Use of economic model
building/computer
projections

1.11 Use o f Beta analysis

1.12 Use o f other v o la t i l i t y  
measurements

1.13 Application o f modern 
p o r tfo lio  theory

1.14 Planning o f Investment 
programme in advance of 
expectcd premium and 
investment Income

1.15 Importance placed on 
security o f cap ita l - 
(general funds)

1.16 Importance placed on 
capita l appreciation - 
(general funds)

1.17 Importance placed on 
security o f income - 
(general funds)

1.18 Importance placed on 
ris in g  income - 
(general funds)

1.19 Importance placed on 
y ie ld  maximisation - 
(general funds)

1.20 Importance placed on 
r isk  minimisation - 
(general funds)

[NO. OF RESPONSES]
1 2 3 4 5

[14] [  3] 1] 1] [  0]

[16] [  1] 1] 1] [  03

[13] [  5] 1] 03 C o]

[ 6] [  5] 53 13 C 2]

[  8] [ 7] 4] O] [  0]

[  9] [  8] 13 1] [  0]

[  1] [  6] 7] 3] [  2]

[  6] [  4] 5] 3] [  1]

[  1] [  1] 4] 43 [  9]

[  1] E 13 4] 4] [  9]

C l ] [  o] 5] 5] [  8]

[  1] [  2] 53 6] [  5]

[  1] [  i ] 4] 7] [  6]

[  1] [  1] 4] 3] [10]

[  1] [  43 33 7] C 4]



and th e ir  investing fo r  sp e c ific  p o rtfo lio s  to  which th e ir  investment 
po lic ies are linked . Whilst three respondents never indulge in 
matching and immunisation a c t iv i t ie s ,  another three very often do 
(75-90 per cent o f the tim e). Nine o ffice s  seldom indulge in  th is  
a c t iv ity ,  but another four often do. However, the m ajority [12] 
e ith e r very seldom or never indulge in the matching and immunisation 
a c t iv ity .  No respondents claim always to  be involved w ith  th is
a c t iv ity  and th is  seems to  confirm the d if f ic u l t ie s  which l i f e  
o ffice s  experience in  attempting to  match and immunise and which are 
referred to  in  Chapter X above.

11.21 Importance placed on 
p o rtfo lio  l iq u id ity  - 
(general funds) [  23 C 4] [  7] [  6] C 0] a

11.22 Importance placed on 
m arke tab ility  - 
(general funds) E 13 [  1] [  1] [11] [  5]

11.23 Importance placed on 
p o rtfo lio  
d iv e rs ific a tio n  - 
(general funds) [  i ] [  o] [  7] [  4] [  7]

11.24 Importance placed on 
ranking in  independent 
portfo l io  surveys - 
(general funds) [  4] [  2] [  1] [  4] [  8]

11.25 Investments made fo r  
corporate s tra te g ic / 
marketing reasons [  5] [  7] C 6] [  0] [  1]

Importance placed on 
market information 
emanating from:
-  Stockbrokers
- Directors
- Own analysts M[  0] 

E l]
C 3

[  3] [10] M -

Importance placed on 
investment committee

t  4] [  1] [  5] [  6] [  3]

An unexpected 
pertaining to

resu lt here is  the widely d is tr ib u te d  range o f answers 
the matching and immunisation a c t iv it ie s  o f respondents



The find ings o f Question 11.2 would seem to  re.nforce th is  as,
although most l i f e  o ffice s  today undertake business which is  linked 

to sp e c ific  in te rn a lly  managed p o r tfo lio s , only nine respondents 
invest fo r  these spec ific  p o rtfo lio s  more than 75 per cent o f the

time and seven make such investments less than 25 per cent o f the

Whilst ten respondents claim never to  make transfers o f assets 
between th e ir  in te rn a lly  managed p o r tfo lio s , nine admit to  doing so 
from time to  tim e, i f  not o ften .

As could be expected, considering the r is k  o f such investments and 
the tru s t  nature o f l i f e  assurance investment funds, "venture
c a p ita l"  investments are seldom made [18 ].

I t  is  apparent tha t the m ajority o f respondents have not yet become 
accustomed to  regular g i l t s  option tra d in g , and other option trading 
is  almost unheard o f. Apart from the usual s ta f f  mortgage bond 
a c t iv i ty ,  mortgage bonds in  general are not considered a ttra c tive  
investments.

S ign ifican t in the find ings of th is  question is  the fa c t that 
respondents in  general do not make use o f economic model bu ild ing  and 
computer projections in  th e ir  investment a c t iv i t ie s ,  ne ither do they 
use Beta v o la t i l i t y  measurements or apply modern p o r tfo lio  theory to 
th e ir  investment decisions. (Some claim to  use other v o la t i l i t y  
measurements on occasion, but have not said what these a re .)

,ne m ajority o f respondents claim to  plan th e ir  investment programme 
in advance o f expected premium and investment income and to  invest 
th is  money w ith  emphasis on security  o f c a p ita l, cap ita l 
appreciation, security o f income, r is in g  income, y ie ld  maximisation, 
r isk  minimisation and investment m a rke tab ility . However, p o rtfo lio  
l iq u id ity ,  w h ils t being o f in te re s t, is  not given major s ign ificance .

Whilst the m ajority o f respondents admitted to  placing importance on 
th e ir  ranking in the various independent investment p o rtfo lio
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performance surveys undertaken throughout the industry , i t  seems 
surpris ing  tha t s ix  respondents indicated l i t t l e  or no in te re s t in 
such surveys, possibly demonstrating the fa c t th a t they operate in 
markets not subject or exposed to  the results o f such surveys.

Whilst the m ajority o f respondents indicated tha t investments are 
seldom made fo r  corporate s tra teg ic  or marketing reasons, i t  is  
s ig r 'f ic a n t tha t seven o ffice s  indicated th a t they were e ith e r often 
or always engaged in  such a c t iv ity .

Questions n .Z b  ana i l .27 are most illu m in d tin g . v ih ils l i l  ib noi. 
unusual fo r  people to  look to  the d irec to rs  o f l i f e  o ffice s  when 
assessing the investment performance po ten tia l o f such o ffic e s , i t  is 
enlightening to  note ju s t  who i t  is  tha t l i f e  o ffices  fee l are 
responsible fo r  the formation o f th e ir  investment decisions. By fa r  
the m ajority give the c re d it to  stockbrokers, th e ir  own company 
analysts and th e ir  investment committees. Seven respondents also 
make use o f other sources such as banks, merchant banks and 
in te rna tiona l analysts but few give c re d it fo r  investment input or 
decisions to  th e ir  company d ire c to rs .

6. PRINCIPAL FINDINGS OF THE SURVE.

As fa r  as is  ascertainable, a survey as comprehensive as th is  has not 
been conducted In South A frica  heretofore. Furthermore, the high 
percentage response obtained has served to enhance the r e l ia b i l i t y  o f 
the re su lts . The find ings o f th is  survey are o f considerable 

in te re s t and not Inconsiderable concern. Apart from the resu lts  and 
conclusions discussed above, a study o f the Questionnaire resu lts by 
an informed reader may reveal yet fu rth e r resu lts  and trends leading 

to  fu rth e r conclusions. However, i t  may be said tha t the p rinc ipa l 
find ings o f th is  survey are as fo llow s:

( i )  L ife  o ffices  are generally unclear as to  th e ir  fundamental 
corporate ob jective . The most commonly id e n tif ia b le  corporate
objectives are the often c o n flic t in g  aims o f maximising both the 
return on shareholder capita l and benefits to  policyholders. Whilst 
two p roprie ta ry  o ffice s  indicated tha t th e ir  sole ob jective was to



maximise policyholder benefits , i t  would appear th a t the m a jority  o f 
p roprie tary o ffice s  vigorously attempt to  f in d  an equ ilib rium  between 
shareholder p ro fits  and po licy owner benefits . This is  a perfectly  
log ica l conclusion considering the natural pressures from 
shareholders on the one hand and the competitive market pressures on 
the o ther. Free market economists would consider th is  an ideal mix 
o f market forces, at least fo r  p roprie tary o ffice s  where both these 
forces are at play.

Bernstein obtained s im ila r resu lts  from his Questionnaire in  1975. 
Although only nine o ffice s  responded to  his Questionnaire, tiernstein 
concluded tha t w h ils t a l l  nine companies set corporate ob jectives, 
the format in which these appeared varied extremely w idely, were not 
always published and were frequently unclear. The resu lts  o f 
Question 1 seems to  ind icate tha t ten years lacer, and taken on a 
much la rge r sample, the s itua tion  w ith regard to  the establishment o f 
c lear corporate objectives has not much imoroved.

( i i )  I t  is  c lear from the researt fe  o ffice s  show l i t t l e
or no in te re s t in  maintaining or imprv cheir share o f the to ta l 
South • A frican 1ife  assurance market. In general, the growth o f l i f e  
o ffice s  is  not constrained by a lack o f cap ita l ( i .e .  new business 
s tra in ) , and when a rriv in g  at th e ir  new business ob jectives, they do 
not look to  th e ir  fundamental corporate objectives fo r  guidance.

The find ings o f the f i r s t  two questions taken together hold the most 
serious im plications fo r  the South A frican l i f e  assurance industry in 
the long term. For an industry to  be generally unclear about i ts  
fundamental corporate ob jective and a t the same time to have l i t t l e  
or no in te re s t in i t s  market share or in the p ro f i t  optim isation of 
i ts  sales leve ls , must be a phenomenon unique in  South A frica  i f  not 
the world. (This find ing  seems fu rth e r reinforced by the answer to
Question 16.18 la te r in  the survey: the m ajority o f companies seldom 
or never use a three to  f iv e  year p ro jection plan and i t  is  not clear 
exactly what considerations are given importance by those who do.)



( H i )  Question 3 oT the survey shows tha t l i f e  o ffice s  have 
generally c le a r ly  defined the market segments in  which they operate 
and the p ro f ile  o f the market segment to  which they wish to  continue 
marketing.

When read in  conjunction w ith  the resu lts  o f Question ?., th is  is  a 
surpris ing f in d in g . Whilst l i f e  o ffice s  have a c lear idea o f th e ir  
market segment they make no attempt to measure the growth o f th is  
segment in estab lish ing th e ir  corporate new business (sa les)
objectives, ne ither do they seem concerned about whether th e ir  share
o f these c le a rly  defined segments is  growing, stagnating or
dec lin ing .

( iv )  The survey has also revealed th a t the m ajority o f l i f e
o ffices  fin d  i t  desirable to  receive a balanced proportion o f th e ir
new business from both brokers and th e ir  own agency forces. This 
resu lt is  understandable and not su rp ris ing . Large Sections o f the 
South A frican broker market are known to  be somewhat f ic k le  and 
capable o f switching th e ir  a llegiance overnight. Maintaining a 
balanced proportion o f new business from one's own agency force is  
therefore a good protection against the v ic iss itudes of. th is  
phenomenon.

Also s ig n ific a n t is  the fa c t tha t l i f e  o ffice s  are today prepared to 
engage in d ire c t marketing a c t iv i t ie s .  With the obvious success of 
various d ire c t marketing a c t iv it ie s  by a few South A frican l i f e  
o ffic e s , many more South A frican l i f e  o ffice s  no longer consider 
d ire c t marketing to  be undesirable or in  c o n flic t w ith the in te rests  
o f th e ir  interm ediaries.

(v) L ife  o ffices  c le a rly  consider tha t th e ir  product development 
is determined f i r s t l y  by the demands o f the South A frican market. 
The Marketing Committees o f l i f e  o ffice s  re generally responsible 
fo r  the development o f new products and packages and very l i t t l e  
market research is  undertaken in th is  regard.

Considering tha t so l i t t l e  l i f e  assurance market research takes place 
in South A fr ic a , i t  seems surpris ing tha t the research indicates tha t



o ffice s  fee l tha t th e ir  new products are developed in reaction to  
market demands. I f  they do not experience these market pressures 

through market research, then they must surely fee l them through the 
medium o f th e ir  sales intermediaries who are constantly in  contact 
w ith th e ir  markets. Here again, o ffice s  generally do not consider
input from th e ir  sales teams as being important in  the development of 
new products and packages. They must therefore consider tha t they 
obtain th e ir  information on market demands from some other source and 
tha t th is  information is  used in the development o f ideas by th e ir  
Marketing Committees. As i t  is  known tha t l i f e  o ffices  undertake 
very l i t t l e  market research, i t  must be assumed tha t whether they are 
aware o f i t  or not, in  general they obtain th e ir  information on 
market demands via th e ir  interm ediaries. This surpris ing lack o f 
awareness o f th e ir  actual source o f information possibly stems from 
an absence o f formal structures fo r  the conveying o f information from 
the marketing 'co a l-fa ce 1 to  the company management. I t  seems
probable tha t th is  trans fe r o f information is  taking place anyway, 
through in form ally developed structures and tha t members o f the 
Marketing Committee who are exposed to  th is  information tra n s fe r are 

bringing i t  w ith  them to  committee meetings. Whilst th is  system 
obviously appears to work, i t  would seem more e f f ic ie n t  fo r  l i f e  
o ffice s  to estab lish formal structures fo r the gleaning and 
in te rp re ta tion  o f market information and the subsequent development 
o f new products and packages. At the very le a s t, they should make
themselves aware o f the true  source o f th e ir  me,<et inform ation,
whether th is  is  th e ir  intermediaries or not.

( v i ) The importance placed by l i f e  o ffices  on the mix o f th e ir  
products sold, th e ir  average premium s ize , th e ir  persistency 
experience and which intermediaries sold them, is  evident from the 
research. I t  is  also c lea r tha t o ffice s  place l i t t l e  or no
importance on the m arita l status o f policyholders or where they liv e
(geographical d is tr ib u tio n ) . Some importance is  placed on
policyholder sex, race and the method o f premium payments and orfices 
are a c tive ly  interested in  the number o f agents and brokers
supporting them, who these intermediaries are and where they are
located, and the extent to  which these intermediaries are Indebted to



them. Taken in the South A frican context and in the l ig h t  o f the 
known concerns o f Black intermediaries and policyholders, i t  is 
surpris ing to  note how few South African  l i f e  o ffice s  take a regular 
in te re s t in the race, occupation or res iden tia l address o f th e ir

po licyholders. These facts should serve to  a llay  such fears and 
concerns in the fu tu re .

Offices do not appear to  be interested in  the average number o f years 
a po licy  has been in  force and from th is  i t  may be assumed tha t no 
in te re s t is  shown in  the persistency experience o f po lic ies  which 
have been in force fo r  more than one year. I t  appears tha t the
m ajority o f o ffice s  take a regular in te re s t in  th e ir  f i r s t  year lapse 
ra tios  and the factors which influence th is  fig u re  such as product 
mix, average premium s ize , frequency and mode o f payment. What is  
surpris ing is  the low response to  the other factors which have 
tra d itio n a l? y  been considered to  influence lapse ra tio s  such as l i f e  
assured age, sex, m arita l status and occupation. Perhaps i t  is  
generally f e l t  tha t these factors no longer have the impact on 
persistency which they were once believed to  have, or perhaps i t  is  a 
question o f th is  information not being read ily  available from the
data bank o f the respondents concerned.

( v i i )  Less than h a lf o f South A frican l i f e  o ffice s  make use o f
three to  f iv e  year p ro jection plans and th is  Infrequent use is  not 
surpris ing when considered in  the lig h t  o f the resu lts o f Questions 1

( v i i i )  The desire o f o ffices  to  deal more expeditiously with
adm inistrative enquiries on ex is ting  business than in tne issuing o f 
new business cases may be surpris ing to  some. The fa c t tha t so few 
o ffice s  ind icate a desire to  issue new business cases In s tan tly  or 
w ith in  twenty-four hours is  even more surpris ing . This seems 
strange in l ig h t  o f the fa c t th a t in  Question 7.3 (c ) , s ix  l i f e  
o ffice s  have indicated tha t they maintain main-frame computer risk  
underwriting f a c i l i t ie s .  In the absence o f these survey resu lts , 

one might have assumed tha t l i f e  o ffices  in  general would have found 
i t  easier and more desirab le, both from the shareholder and



policyholder po in t o f view, to  issue new business w ith as l i t t l e
delay as possible rather than to  place m arginally more importance on 

answering adm in istra tive enquiries m e x is tin g  business.

(1x) The overwhelming m ajority o f South A frican l i f e  o ffice s  
maintain or have access to  main-frame computer f a c i l i t ie s .  I t  seems 
strange therefore th a t w ith a l l  th is  computing power at th e ir
disposal, the m ajority o f l i f e  o ffice s  should place so l i t t l e
importance on computerised r is k  underwriting and even less importance 
on new business quotations and branch new business processing and on 
computerised record keeping and adm in is tra tion . O ffices appear to
place more importance on main-frame computer record keeping than 
computerised new business quotations, processing and underwriting. 
They see l i t t l e  value in  computerising personnel and tra in in g  
records, and investment operations. These find ings confirm an 
apparently predominant view tha t the adm inistration o f ex is ting
business Is deserving o f more prompt a tten tion  than the acquis ition 
and Issuing i f  naw w siness. This may mean tha t in general, South 
African l i f e  assurance policyholders have the advantage o f enjoying
at least as much a tten tion  as those who are not yet policyholders and 

whom the l i f e  o ff ic e  would wish to  woo. (The same could probably
not be said o f the motor or house-hc1d appliance in d u s tr ie s .)

(x) When considering th e ir  reassurance retention leve ls , l i f e  
o ffices  claim to  make use o f actuaria l formulae and s ta t is t ic a l
analysis. However, they also consider the amount o f surplus and
free reserves in  th e ir  company together w ith  th e ir  t ra d it io n a lly
maintained reassurance leve ls  as major determinants o f current
rentention l im its .  In l ig h t  of the fa c t tha t there Is no generally 
accepted actuaria l standard fo r  the ca lcu la tion  o f retention lim its ,  
(See Chapter V above) and noting tha t respondents have placed much
emphasis on the amount o f o ff ic e  surplus and tra d it io n a l reassurance
leve ls , I t  may be concluded tha t these two le t te r  factors play a 
greater role in the determination o f reassurance and retention lim its  
than o ffice s  f u l ly  re a lise  or care to  admit.

Nevertheless, a l l  South A frican l i f e  o ffic e s , even the very la rges t,



niv a ' i n  reassurance tre a tie s . These appear la rge ly  to  be r isk
prei:*.” . reassurance tre a tie s  coupled w ith p ro fit-sh a rin g
arrangements. S im ila rly  co-insurance/quota share reassurance
arrangement" together w ith p ro fit-sh a rin g  and catastrophe reassurance 

arrangements appear to  be considered as most appropriate fo r  group 
business reassurance. These find ings are not unexpected. As was 
seen in Chapter V above, r isk  premium tre a ty  arrangements, coupled 
w ith p ro fit-sh a rin g  arrangements provide l i f e  o ffice s  w ith  optimum 
protection against m orta lity  experience fluc tua tions  at minimum 
cost. What is  perhaps surpris ing is  tha t o f the seventeen 
respondents who have r isk  premium tre a tie s  fo r  ordinary business, 
only twelve appear to  have been able or w ill in g  to  negotiate
p ro fit-sh a rin g  arrangements. I t  is  also surpris ing th a t not more 
l i f e  o ffice s  consider group business catastrophe reassurance a 
necessity. Even fo r  the Very la rgest l i f e  assurers, the r isk  o f a 
catastrophe claim (e.g. aeroplane or bus crash in which many o f the 
o f f ic e 's  policyholders are k il le d  simultaneously) having a major 
impact on company p ro f i ta b i l i t y ,  must be s ig n if ic a n t.

From the survey i t  is  c lear tha t o ffice s  generally support two or
more l i f e  reassurers and maintain fa c u lta tiv e  tre a ty  arrangements. 
No stop-loss reassurance is  conducted and very l i t t l e  modified 
co-insurance and excess-of-loss reassurance has been found
necessary. O ffices no longer conduct reassurance business w ith each 
other and very few (three) have ind iv idua l reassurance tre a tie s  s p l i t  
between two or more reassurers.

( x i)  The responses to  Question 10 show tha t l i f e  o ffice s  generally 
maintain intermediary debt balances as assets in th e ir  balance 
sheets, and revalue properties in  th e ir  books at th e ir  own
d isc re tio n , usually no less frequently than annually. Frequently 
"window-dressing" a c t iv it ie s  improve the appearance o f the revenue 
accounts and balance sheets o f o ffice s  and the widely d if fe r in g  
practices which have been h igh-lighted by th is  question must make i t  
obvious tha t comparing the resu lts o f competing l i f e  o ffice s  is  well 
nigh impossible. Their d if fe re n t treatment o f assets and actuaria l 
l i a b i l i t ie s  show such wide varia tion  th a t even the most informed



analyst would hesita te  at attempting comparison or even a t commenting 
on the true  long-term solvency or p r o f i ta b i l i t y  o f any l i f e  o ff ic e . 

Indeed, the true  in t r in s ic  value o f the assets and M e b ih 'tfe s  o f 
each l i f e  o ff ic e  can only be assessed by i t s  actuary and ch ie f 
executive. Only they, w ith th e ir  Intim ate knowledge o f th e ir  
respective o f f ic e ,  can comment w ith  any degree o f confidence on such 
things as the like lihood  o f recovering intermediary commission debts, 
the like lihood  o f ac tua lly  being able to  rea lise  properties at th e ir  
book values, the like lih o o d  o f claims experience d e te rio ra ting , 
regaining unchanged or improving, and the like lihood  o f actua lly  
re a lis ing  the fu tu re  po licy term ination p ro fits  and management fees 
taken c re d it fo r  in  the valuation.

( x i l )  An item o f serious concern is  the surpris ing number of 

o ffice s  which do not see f i t  to  produce revenue accounts and balance 
sheets on a monthly basis. Only h a lf o f the respondents produce 
revenue accounts and balance sheets monthly. The remaining ha lf 
produce these at less frequent in te rv a ls . As monthly accounts are 
usually at least a month old when they are f in a l ly  ava ilab le , 
quarterly and h a lf-yea rly  accounts mean tha t respective ly four and 
seven months pass before management is  aware o f what was going on in 
the company over the respective periods. This can surely not be the 
best technique fo r  o ff ic e  surplus maximisation.

( x i i i ) The la s t Section o f the Questionnaire dealt w ith  the 
Investment practices o f l i f e  o ffice s  and the manner in  which 
Investment decisions are arrived a t. The resu lts  show th a t o ffices  
see l i t t l e  or no benefit In matching and immunising investment 
a c t iv ity ,  have not yet developed th e ir  options trad ing expertise and 
do not consciously apply the theories o f modern p o r tfo lio  analysis, 
the use o f economic model b u ild ing , Beta analysis or the l ik e .  A 
more p ractica l investment planning programme is  entered in to  1 v the 
m ajority o f South A frican l i f e  o ffic e s . This most often takes
account o f the t ra d it io n a l requirements fo r  cap ita l security and 
y ie ld  maximisation, w h ils t p lacing lesser emphasis on p o r tfo lio  
l iq u id ity .  Perhaps because o f the re la t iv e ly  small and intim ate 
nature o f the Sou African investment market, the Investment
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a c t iv it ie s  o f l i f e  o ffice s  appear to  be predominantly p ractica l 
ra ther than cver-so'-hfsticated and there seems l i t t l e  ind ica tion  o f 
o ffice s  consciously moving towards the area o f modern p o r tfo lio  
theory in the foreseeable fu tu re .

(x iv ) Public image w ith  regard to  Investment p o r tfo lio  performance 
is  o f concern to  the m ajority o f o ffice s  who re ly  g rea tly  on
stockbrokers and th e ir  own resources fo r  investment information and 
decision making, rather than on th e ir  own d ire c to rs . Bearing in 
mind what might be perceived by the public as the p rinc ipa l source o f 
investment information and expertise in  the m ajority o f l i f e  o ffic e s , 
i t  is  not c lear precise ly what con tribu tion  is  being made to  the 
development and p ro f i ta b i l i t y  o f l i f e  o ffice s  by the numerous 
non-executive d irecto rs  seen on th e ir  boards. apparently these 
persons and th e ir  resources are seldom, i f  ever, involved in  the 
investment decisions o f th e ir  o ffic e s .

(xv) The resu lts  o f the survey, taken together w ith  what has
appeared throughout the rest o f th is  work, are at once exc iting  and 
discouraging. For o ffice s  to  have remained so surp ris ing ly
uncertain about th e ir  fundamental corporate ob jectives, to  use such
s im p lis tic  methods fo r  a rr iv in g  at new business ta rge ts , to  be so
completely unaware o f the true  source o f th e ir  market information and 
to have so obviously lo s t sight o f the value o f th e ir  availab le
computing power in the marketing arena, is  discouraging and 
d isqu ie ting .

These facts  notwithstanding, South A frican l i f e  o ffice s  show some 
t ru ly  e xc iting  ch a rac te ris tics . They appear to  desire a more prompt 
service to ex is ting  policyholders than to  the issuing o f new business 
cases and thereby o ffe r  the South A frican insuring public high
q u a lity  a fte r-sa les  service. ■ This is  fu rth e r emphasised by the 
almost to ta l dedication o f high technology computers to  th is  area. 
In add ition , the h igh ly in d iv id u a lis t ic  and p ractica l manner in  which 
l i f e  o ffice s  approach the whole question o f investment and th e ir  lack 
of control or influence by d irecto rs  is  highly commendable and must 
account, at least in  pa rt, fo r th e ir  generally outstanding resu lts
over long periods o f time.



The empirical re su lts , taken in  the l ig h t  of what appears in  the 
other Chapters 1n th is  work, lead us to  a d is t i l la t io n  o f the essence 

o f the aforegoing in the fo llow ing Chapter.
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APPEND1X: LIFE ASSURANCE QUESTIONNAIRE S *

I .  CORPORATE POLICY

Corporate P olicy :

Which o f the fo llow ing most characterises your fundamental corporative 
objective?

The optim isation/maximisation o f:

Actuarial surplus/Company "Estate"

Gross ordinary premium

3 Gross pensions/group premium

4 Asset size

5 New business (sales)

6 Return o f shareholder capita l

7 Total investment y ie ld

8 Security o f capita l

9 Pol icy  owner benefits

10 Other (s ta te ): .................................

New business:

Please ind icate your prevalent considerations when a rr iv in g  at corporate
new business objectives: (Tick no more than two)

2.1 Percentage o f increase over la s t year's  new business [  ]

2.2 Percentage o f expected to ta l SA market (market share) [  ]

2.3 Percentage o f txpected expenses (e .g . improving
expense ra tio s ) [  ]

2.4 Maximum growth permitted by corporate
financ ia l s tructure ( i .e .  new business s tra in  
considerations) [  ]

2.5 Adm inistrative capacity constra in ts [  ]

2.6 Required premium flow/asset growth [  ]

2.7 Surplus generation requirements [  ]

2.8 Other (s ta te ):   [  }



Marketing:

Which o f the fo llow ing  most characterises your corporate marketing 
objectives?: (Tick no more than two)

3.1 Establish most favourable public image across the
whole spectrum o f the S A market

3.2 Establish most favourable public imago in a
spec ific  segment/s o f the S A market

3.3 Provide po licy  benefits designed fo r  the en tire
spectrum o f  $ A needs

3.4 Provide po licy  benefits fo r  a spec ific  segment/s
o f the S A market

3.5 Provide po licy  benefits fo r  spec ific  S A

3.6 Take account o f competitor actions/reactions

Which o f the fo llow ing  most characterises your corporate sales 
objectives?: (Tick no more than two)

4.1 Desire to  achieve maximum percentage o f sales
through brokers

4.2 Desire to  achieve maximum percentage o f sales
through own agents

4.3 Desire to  achieve balance percentage o f  sales
between agents an/ brokers

4.4 A ll sales are made through brokers

4.5 A ll sales are made through own agents

4.6 Desire to  make some sales d ire c tly  to  the public
(e .g. d ire c t m a il)

4.7 Desire to  make no sales d ire c tly  to  the public

4.8 Desire to make a l l  sales d ire c tly  to  the public



Product development:

Which o f the fo llow ing most characterises present product/package 
introductions by your company?: (Tick no more than two)

New products fntroducted as a resu lt o f:

5.1 Independent research and development lo c a lly  [  ]

5.2 Independent research and development overseas
(state country):   [  ]

5.3 Ideas developed from sales team input [  ]

5.4 Ideas developed from actuaria l team input [  ]

5.5 Ideas developed by Marketing Committee [  ]

5.6 Ideas developed by advertis ing agency [  ]

5.7 Ideas developed from market research in  South A frica  [ ]

5.8 Ideas developed from competitor products [  ]

5.9 Reactio: to  market pressure/demands [  ]

5.10 Reaction to  sales team demands [  ]

5.11 Other (s ta te ):    [  ]

Management in form ation:

Please indicate which o f the fo llow ing  information is  used in  company 
monitoring and/or management:

Regularly Times Never
TTTeT
Monthly/
Quarterly)

6.1 Mix o f d is tr ib u tio n  o f products
sold (endowment, term, etc)

6.2 L ife  assured ages analysis

6.3 L ife  assured sex analysis

6.4 L ife  assured m arita l status

analysis [  j  

[  ] 

[ ]

C 2 

[  3 

C 3

I

3

]

analysis

6.5 L ife  assured race analysis

[  3

[  3

C 3

[  3

3

3



Reqularlv Times

.6 L ife  assured occupation 
analysis [  ]  [  ]  C

.7 L ife  assured geographical 
d is tr ib u tio n  analysis [  ]  [  ]  C

.8 Mode o f premium payments 
analysis [  ]  C ]  [

.9 Frequency o f premium payments 
analysis [  ]  [  ]  [

.10 Average premium size analysis C ]  c u e

.11 Lapse ra tio  analysis

.12 Intermediary support (loca tion , 
in s t itu t io n , broker/agent 
mix, e tc .) [  ]  [  ]  [

.13 Broker commission account 
debts analysis r  3 r  j r

.14 Agent commission account 
debts analysis [  i  c ]  c

.15 The number o f brokers tha t are 
a c tive ly  supporting o ffic e c i  c :  t

.16 The number o f agents employed C ]  [  ]  [

.17 Ageing o f po lic ie s  in  force 
analysis (e .g . average years 
in force) :  3 :  ]  c

.18 A 3-5 year pro jection plan [  ]  [  ]  c

.19 Other regular management 
information considered 
important (please s ta te ):

i
SiB b p  <- ■ -p ^ a » j
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I I .  ADMINISTRATION

A dm in istra tion:

Which o f  the fo llow ing  most characterises your company's adm inistration
objectives?:

4
7.1  Enquiries answered w ith in :
(a) 21 hours o f rece ipt C ]
(b) 2 working days of rece ip t C ]
(c) 5 working days of receipt [  ]
(d) 14 working days o f receipt [  ]
(e) other (s ta te ):    [  ]

7.2  New business cases issued w ith in :
(a) 24 hours o f rece ipt [  ]
(b) 2 working days [  ]
(c) 5 working days [  ]
(d) 14 working days [  ]
(e) other (s ta te ):   [  3

.3 Please t ic k  the appropriate boxes:
The fo llow ing  functions are computerised w ith in  the company (or 
w il l  be w ith in  twelve months):

Not

New business quotations ]

M in i/
PC

C J

Conpu- 

[  ]

(b) Branch new business 
processing ] [ ] C ]

Risk underwriting of 
new business C ] C ] C ]

Policy Schedule/Document [  ] [  ]

Premium accounting ] c i C ]

( f ) Lapse/Arrear premium 
n o tifica tio n s 3 C ] C ]

(g) Actuarial va'iues 
(loans, claims, etc) ] [  ] [  ] '

(h) Actuarial l i a b i l i t y  
valuations ] r ] [  J

( i ) Investment department 
a c t iv it ie s ] [ ] C ]



( j )

( k)

(1)

(m)

(n)

Policy f i l e  storage/

Personnel records 

Personnel payroll 

Training/manpower development

[ ]

t 3 

[  3

r i

[  ]

(p) Other major areas (s ta te ):

I I I .  REASSURANCE

Retention:

Please ind icate which o f the follow ing is  most  true fo r  your company: 
(Tick no more than two in  each column)

Retained assured amount per l i f e  is  determined by:

Ordinary Group
Business Business

8.1 Actuaria l fo rm u lae /s ta tis tica l analysis [  ]  [  ]

8.2 Traditional reassurance leve ls plus
in fla tio n a ry  and growth considerations [  ]  [  ]

8.3 Amount o f surplus (estate and free
reserves) [  ]  [  ]

8.4 Amount o f o ff ic e  assets [ ]  [  ]

8.5 Amount o f o ff ic e  premium income [ ]  [  ]

8.6 Average new sums assured [ ]  [  ]

8.7 Other (s ta te ):   [  ]  [  ]



Reassurance arrangements:

Please Indicate which o f the undermentioned are curren tly  applicable to  
new business:

Ordinary Group
Business Business

9.1 Coinsurance tre a ty  [  ]

9.2 Risk premium tre a ty  [  ]

9.3 Modified coinsurance tre a ty  (modified
r isk  premium) [  ]

9.4 Quota share tre a ty  [  ]

9.5 P ro fit  Sharing tre a ty  [  ]

9.6 Surplus reassurance [  ]

9.7 Catastrophe reassurance [  ]

9.8 Stop-loss reassurance [  ]

9.9 Excess o f loss reassurance [  ]

9.10 Current tre a tie s  are w ith two
or more l i f e  reassurers [  ]

9.11 Any one current tre a ty  is  s p l i t  between
two or more reassurers [  ]

9.12 A fa c u lta tiv e  tre a ty  ex is ts  [  ]

9.13 Reassurance is  conducted w ith other
d ire c t l i f e  o ffice s  [  ]

IV. ACCOUNTING AND ACTUARIAL PRACTICES

Accounting;

Please ind icate which o f the fo llow ing is  true  fo r your company:

10.1 Advance commission w ritten  o f f  in f u l l
each year [  ]

10.2 Advanced commissions paid treated as loans to
intermediaries ( i .e .  assets) wholly or in 
part [  ]

Not
True

E ]  

[  ]
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i .  . .  U S

I True True

Properties revalued in  books:
monthly [ ]  C 3
annually C ]  C J
other (s ta te )   [  ]  [  ]

Revenue accounts produced: ,  „
monthly [  ]  C ]
annually L ]  C ]
other (s ta te )   [  3 C 3

Balance sheet produced:
monthly [  ]  [  ]
annually [  ]  [  ]
other (s ta te ):   [  ]  [  ]

Unclaimed policy-owner benefits brought back 
in to  balance sheet wholly or in  part C ]  C ]

Reassurance commissions inwards set o f f  against 
commissions paid as re flected  in  revenue
account, wholly or in  part [  '] C l

Policy charges/fees set o f f  against overheads 
as re flected  in  revenue account, wholly or 
in part C ]  C 3

Other acqu is ition  costs included under
'commission' in revenue account [  ]  [  ]

Fu ll actuaria l valuation done:
monthly [  ]  [  ]
annually C J C ]
other (s ta te ):.................................. [  ]  L ]

Analysis o f actuaria l surplus done:
annually    [  3 C 3
other (s ta te )........ .........   C 3 [  3

Actuarial valuations take c re d it fo r  expected 
future po licy  term ination p ro fits  [  3 [  3

Actuarial valuations take c re d it fo r  expected 
future management fees/po licy  charges [  3 C 3

V. INVESTMENT PRACTICES

The fo llow ing questions re fe r to  what you would regard as a "normal 
level o f investment a c t iv i ty ,  assuming tha t there are no extreme swings 
In business conditions generally.



Please rate your answers on a scale 1 - 5 ,  where the r 
fo llows:

1 -  NEVER:
2 -  SELDOM:
3 -  OFTEN:
4 -  VERY OFTEN:
5 - ALWAYS;

(unimportant) less than

(very Important) more tha

11.1 Matching/immunisation type Investment
a c tiv ity

11.2 Investing fo r  spec ific  p o rtfo lio s
(e.g. cap ita l guarantee or high 
performance)

11.3 Transfer o f assets between in terna l
p o rtfo lios

11.4 "Venture c a p ita l" investments made

11.5 Option trad ing in  g i l ts

11.6 Option trad ing  in  other (non-prescribed)
fixed in te re s t investments

11.7 Option trad ing - other s ta te : ...................

11.8

11.9

11.12

11.13

11.14

11.15

11.16

Investment in mortgage bonds

Investment in  s ta f f  mortgage bonds

Use o f economic model building/computer 
projections

Use o f Beta analysis

Use o f other v o la t i l i t y  measurements

Application o f modern p o r tfo lio  theory

Planning o f investment programme in 
advance of expected premium and 
investment income

Importance placed on 
security o f capita l (general funds)

Importance placed on 
capital appreciation (general funds)

10% of the time 
25% o f the time 
75% o f the time 
90% of the time 
90% of the time

1 2 3 4 5

[ ] [ ] [ ] C ]  C ]

[ ] [ ] [ ]

[ ] [ ] [ ]

[  ]  C ]

[  H  ]

[ ] [ ] [ " ]

[ ] [ ] [ ]

[  ]  [  ]

[  ]  U

[ ] [ ] [ ] E H ]

[ ] [ ] [ ]

[ ] [ ] [ ]

[  ]  [  ]  

C 1 E ]

[ ] [ ] [ ]  

[ ] [ ] [ ]  

1 1  c n  ]

C 3 [  ]  

C 3 [  3 

[  ]  C ]

[ ] [ ] [ ] U  [  3

w e n ] [  3 E 3

[ ] [ ] [ ] C 3 C ]

J & ,



11.17

11.18

11.19

11.20 

11.21 

11.22 

11.23

Importance placed on 
security o f income

Importance placed c 
r is in g  income

Importance placed on 
y ie ld  maximisation

Importance placed 
portfc Ho liq u id  :y

Importance placed jn 
m arketab ility

Importance placed on 
p o rtfo lio  
d iv e r- if ic u tio n

11.24 Importa- :e  pI seed on 
ranki- • in  independent 
p o r tf . ; io surveys (general funds) [ ] [ ] [ ] [ ] [ ]

11.25

11.26

Investments made fo r  corporate s tra te g ic / 
m arket'"] reasons [ ] [ ] [ ] [ ] [ ]

Importer,., placed on market information 
emanat: ■ : from:

..tockbrokers

..n analysts
. ‘ he- (s ta te ): ............................ [

[ ] [ ] [ ] [ ] [ ]

. . a . .



CHAPTER X I I

MANAGEMENT AND THE ASSURANCE INDUSTRY: A SUGGESTED APPROACH

A d is t i l la t io n  o f the essence o f the foregoing research and analysis 
has been w ritte n  in to  a few succinct pointers which may give 
d irection  to  l i f e  o ffic e  management. Greater d e ta il o f what is 
meant in  each case may be obtained by reference to  the relevant 
Chapters.

1. SETTING OBJECTIVES AND YARDSTICKS 

From the po int o f view o f management Chapter IV is  a crucial 
Chapter. Here the importance o f se tting  c le a rly  defined objectives 
and o f establishing the means fo r measuring progress towards th e ir  
attainment are extensively discussed. From the survey resu lts in 
Chapter XI, i t  seems tha t South A frican l i f e  o ff ic e  managers have 
much need not only o f f ix in g  in  th e ir  minds c lear statements o f th e ir  
corporate objectives but also o f conveying these to  th e ir  s ta f f .  
They have need too, o f establishing regular (preferably monthly) 
means o f measuring progress towards the achievement o f these
objectives, which should, in te r a l ia ,  be stated in terms o f new
business, persistency, manpower and expense ta rge ts , as well as 
adm inistrative volumes and turn-around times.

Chapter IV also demonstrates tha t l i f e  o ffices  have need o f a 

long-term surplus projection plan in  order to  reduce the danger of 
d irecto rs  and management making major decisions based solely on 
short-term (2-3 years) resu lts  and considerations. To attempt to 
manage l i f e  o ffice s  w ithout such long-term projections is  much more 
dangerous than fo r  ordinary companies and cannot be conducive to  the
optim isation o f l i f e  o ffic e  p r o f i ta b i l i ty  In the long term.



2 . MARKETING ESSENTIALS

Important in the day to  day management o f a l i f e  o ff ic e  is  the 

existence o f formal conduits fo r  the rapid and accurate trans fe r o f 
market information to  the relevant company personnel. This is 
essentia! fo r  the e ffe c tive  development and promotion o f products and 
packages demanded by the market from time to  time. The informal 
arrangements which seem to  surround th is  problem in the m ajority o f 
cases are not appropriate to  the achievement o f the apparently dual 
p rinc ipa l corporate objectives o f optim ising both poticyholder 
benefits and shareholder p ro fits .

S im ila rly , there is  a need fo r  the greater use o f the available 
computing power o f l i f e  companies as a marketing to o l . Rather than 
using th is  power purely In the accounting and adm inistration f ie ld s , 
greater use can and should be made o f i t  in  the areas o f new business 
promotion, information and service, as well as in the tra in in g  and 
development o f a ll s ta f f .

3. REASSURANCE ARRANGEMENTS

The second most important Chapter in  th is  work is  Chapter V. Herein 
is  contained the wide range o f p ro f it  improvement opportunities 

offered by reassurance and the reassurers1 expertise. As stated in 
the Chapter, reassurance grea tly  widers the area fo r  manoeuvreabillty 
o f a l l  l i f e  o ffice s  whether they be large or small. Apart from i t  
being the great le v e lle r  which permits a l l  o ffice s  to  operate on an 
equal fo o tin g , the prudent H fe  o ffic e  manager may fin d  w ith in  the 
reassurance spectrum opportun ities which can give him considerable 
auvantages over his competitors.

4. ACCOUNTING AND ACTUARIAL PRACTICES

In the modern rap id ly  changing and highly competitive l i f e  assurance 
market, l i f e  o ffice s  can no longer a fford to  extract revenue accounts 
and balance sheets at annual, h a lf-yea rly  or quarterly in te rva ls . 
Monthly accounts are v i ta l ly  important to  steer the accurate course 
referred to  in Chapter IV , Section 2 (a ). The l i f e  o ffice  
"spacecraft" needs frequent and regular minor adjustments to



i t s  course i f  i t  is  to  remain w ith in  the very narrow corridor o f its  
optimum f l ig h t  path. The la rger adjustments which almost always 
need tv  be made to  the day to  day management items when resu lts  are
monitored less frequently than monthly, consume much more energy and
cap ita l and can have very deleterious e ffec ts  on long-term
p r o f i ta b i l i t y .

S im ila rly , the ideal o f every l i f e  o ffic e  should be to  produce

actuaria l valuations o f policyholder l ia b i l i t ie s  more frequently than 
annually. The more frequently these are produced together w ith an
analysis o f the source o f emerging surplus and the p r o f i ta b i l i ty  o f 
ind iv idual products, the more accurately the o ff ic e  can be guided and 
hence the more p ro fita b ly  i t  can be managed.

5. INVESTMENT OPERATIONS AND MANAGEMENT

Apart from underwriting standards, premium persistency and expense 
co n tro l, management should not lose s igh t o f the major contribution 
to  r '1 "ice p r o f i ta b i l i ty  which can be made by the investments
department. As discussed in Chapter IV, Section 2 (c ) , the
investment p o r tfo lio  performance o f a l i f e  o ffic e  w il l  have a d ire c t 
and immediate impact on i t s  generation o f surplus. Indeed,
depending on the mix o f shareholder to  policyholder funds in the 
balance sheet, and the nature o f the product contracts and policy 
mix, the investment operations o f a l i f e  o ffic e  can frequently be the 
major determinant o f i t s  p r o f i ta b i l i t y .  Here regular (monthly) 
measurements on agreed bases against agreed indices and targets w il l  
prove both useful and necessary. ' In add ition , the involvement of 
non-executive d irecto rs  in investment decision-making should be kept 
to  a minimum. This is  in  the in te rests  of unbiased th ink ing  and 
promptness o f decisions. Those o ffices  which have to  await monthly 
or even weekly "Investment Committee" meetings in  order to  take major 
decisions w il l  fin d  th e ir  investment resu lts  affected accordingly, 
p a rtic u la r ly  during sudden and v io le n tly  varying markets such as the 
events on the Johannesburg Stock Exchange in October and
November 1987. An understanding o f the concepts set out in  Chapters 
V IU , IX and X w il l  prove both useful and necessary in  th is  f ie ld  of 
ever increasing importance to  l i f e  o ffic e s .
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GLOSSARY OF LIFE ASSURANCE TERMINOLOGY

A.

Accident Benefits -
an additional sum assured, usually payable only in  the event 
o f accidental death or accidental loss o f eyes or 1imos or 
parts thereof.

Actuarial R eserve /L iab ility  -
the reserve or l i a b i l i t y  a L ife  O ffice has to  estab lish , in 
terms o f the second schedule o f  the Insurance Act fn respect 
of the fu tu re  payment o f cu rren tly  unmatured p o lic ie s .

Actuary -
an expert who applies the mathematical doctrines o f  compound
in te res t and p ro b a b ility  to  s ta t is t ic s  from which l i f e
assurance and a ll ie d  matters derive th e ir  p rinc ip les o f
operation. In South A fr ic a , Section 1. o f the Insurance Act 
defines an Actuary as a Fellow o f the In s titu te  o f Actuaries 
o f England or o f the Faculty o f Actuaries in Scotland or the 
Society o f Actuaries o f America or o f any other In s titu te , 
Faculty, Society or Chapter o f Actuaries approved by the 
M inister o f Finance.

Age -
the age normally used fo r  premium calcu la tions is  age next 
birthday, being the operative age at the inception o f the Life  
Assurance po licy .

person acting as intermediary between the l i f e  to  be assured
and only one L ife  O ffice . Such persons may or may not be
considered to  be employees by the L ife  O ffice concerned, but
in terms o f the Insurance Act they are not permitted to 
represent more than one L ife  O ffice and by v irtu e  o f th is  
fa c t, they may receive part o f th e ir  remuneration other than 
fn the form o f d ire c t commission earnings on th e ir  l i f e  
assurance sales.

Account Executive -
See Broker Consultant/Inspector.



A llocation Amount -
the portion o f the premium fo r  a linked assurance plan tha t is  
fic tio n a lly  invested on behalf o f the p o licy  owner and which 
gives r ise  to  the eventual loan, surrender, death claim and 
m aturity values. The a lloca tion  amount is  sometimes
contractua lly  stipu la ted  in  the po licy document and due to 
high acquis ition costs o f new business and 'fron t-end ' 
loading, is  frequently less in  the f i r s t  po licy year or two 
than in subsequent po licy  years.

A nc illa ry  Benefits -
additional or supplementary benefits added to  basic endowment, 
whole l i f e  or term assurance po lic ie s  and designed to  provide 
cover in the event o f occurrences other than natural death.
The most common or" these are accident benefits , capita l
d is a b il ity  benefits , waiver of premium benefits , guaranteed
a ssu rab ility  benefits and dread disease benefits .

Annuitant -
person in  rece ipt o f an annuity.

Annuity -
a contract providing fo r  period ic payment to  be made to  the 
annuitant by the L ife  O ffice in  return fo r  a lump sum 
investment. Payments may be made fo r  a fixed  period, fo r  the
l i f e  o f the annuitant, or fo r  a certa in  minimum period and 
therea fte r fo r  the l i f e  o f the annuitant.

Acquisition Expenses -
commission, medical costs, underwriting, stamp duty, 
adm inistration and other costs incurred when se llin g  and 
issuing a new po licy .

Assurance -
a word seldom used outside B r it is h  areas o f in fluence. I t  is 
commonly used to  denote long-term insurance or ins irance to 
indemnification against an event (death) which w il l  ce rta in ly  
occur but at some unknown fu tu re  date. In many countries i t  
is e ith e r no longer used or has become interchangeable with 
the word ‘ Insurance'.

Assured (the) -
see L ife  Assured.



additions -  •
a share o f surplus a llo tte d  to  holders o f conventional 
w ith -p ro fit  p o lic ie s , usually in  the form o f additions to  the 
sum assured.

compound -
new bonuses compounded each 
bonuses or to ta l sums assured.

declaration -
policyholders are n o tifie d  o f bonus declarations once the 
results o f the valuation are known and the amount o f the
emerging surplus which is  to  be allocated to  th e ir  po lic ies  
has been determined by the Directors o f the L ife  O ffice .

loading -
the extra premium payable by a w ith -p ro fit  policyholder fo r 
the r ig h t to  p a rtic ipa te  in Company p ro f its .

bonuses are expressed as a rate o f the sum assured e .g . R40 
per R1 000 sum assured or R40 per m ine .

reversionary -
th is  kind o f bonus reverts to  the sum assured, vests in the 
po licy  oncp declared and is  usually payable in  the same
circumstances as the basic sum assured.

te rm in a l/ca p ita l/f in a l/T o n tin e  -
once declared, do not vest as part of the sum assured and may 
be altered at any time in  the fu tu re . These bonuses are 
payable only in the event o f death or m aturity . At no time
do they ever form part o f the surrender or loan value o f the
policy on which they are declared.

an independent or 'fre e -la n ce ' intermediary able to  represent 
more than one L ife  O ffice and remunerated so le ly  by
s ta tu ta r ily  regulated commission on his l i f e  assurance
sales. In terms o f Regulations 28 and 29 of the Insurance 
Act, he receives no other material remuneration or enrichment 
from the L ife  O ffices e ith e r in the form o f cash or kind.

Broker Consultant/Inspector -
a fu ll- t im e  employee of a L ife  O ffice who acts as the lin k  
between the Broker and the L ife  O ffice and whose main 
functions Include keeping the Broker advised o f developments 
in the L ife  O ffice and in  the industry as a whole, the supply 
and co llec tion  o f l i f e  assurance application forms, medical
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'examination reports and s im ila r items, the provision o f a ;
policy enquiry and servicing function and the active
encouragement o f the Broker to  support h is or her employing
L ife  O ffice . !

4

c.

Capital D is a b ility  -
an a n c il l ia ry  benefit designed to  pay the basic sum assured 
under the po licy  to  which i t  is  attached in  the event o f to ta l 
and permanent disablement p r io r  to  the expiry o f the term o f

D is a b ility  Benefits" or "Accelerated Death Benefits".

Catastrophe Reassurance -
reassurance providing th a t, i f  as a resu lt o f a single 
catastrophe more than a specified number o f claims are lodged 
exceeding in aggregate the agreed catastrophe l im i t  o f the 
ceding o ff ic e , the reassurer w i l l  be l ia b le  fo r  a specified 
proportion of the excess loss.

Claim Value -
the amount payable under a po licy  on the death or d is a b il ity  
of the l i f e  assured, or upon surrender or m aturity thereof.

Closed Fund -
a l i f e  assurance fund in to  which no fu rth e r new business is  to 
be w ritte n .

Commission -

the monetary reward paid to  the intermediary on the 
introduction o f new l i f e  business. Usually expressed as a 
percentage o f the to ta l annual premium.

in i t ia l  -
commission paid on the f i r s t  year's  premium, 

renewal -
commission paid on subsequent years' premiums, 

overrid ing -
usually paid to  the f ie ld  s ta f f  o f L ife  Offices and expressed 
as a percentage o f the in i t ia l  and renewal commission payable 
to the agents or brokers fa l l in g  under such s ta f f .

Consultant -
see Agent.



Contract -
see Policy Document

Conventional Business -
term applied to  t ra d it io n a l w ith -p ro f it  and non-pro fit 
business as d is t in c t from the more modern linked assurance 
business.

D.

Days o f grace -
period during which a po licy is  kept in  f u l l  force and e ffec t 
pending rece ip t o f over-due premiums.

Decreasing Term Assurance -
a form o f term assurance under which the sum assured decreases 
during the term o f the po licy .

Deferred Annuity -
annuity in terms o f which the f i r s t  payment is  delayed fo r  a 
predetermined length o f  time.

occurs when the to ta l value o f a L ife  O ffice 's  assets is  less 
than the value of i t s  l ia b i l i t i e s ,  as determined by the 
va luator. An operating d e f ic i t  is  the excess o f the increase 
in the value o f l i a b i l i t ie s  over the increase in the value o f 
assets during a given year.

Discontinuance -
po lic ies discontinued due to  lapse, surrender, death, 
d is a b il ity ,  m aturity or exp iry .

Document -
see Policy Document.

Domestic Insurer -
registered insurer w ith Head O ffice in  the Republic o f South

Dread Disease Benefits -
an a n c illa ry  benefit providing fo r  the accelerated payment o f 
a ll or part o f the sum assured o f the basic plan to  which i t  
s attached, in the event o f the assured su ffe ring  from one o f 

the “dread diseases", such as a heart attack, stroke, cancer 
or other disease or occurrence s tipu la ted  in the po licy 
document.



-325-

E.

Endowment -
pel icy  under which benefits are payable on death or a 
predetermined date, whichever occurs f i r s t ,  and under which 
early loan, surrender and co lla te ra l security values a rise . 
May be linked or conventional business.

Equity Linked Policy -
see Linked Policy.

the value o f reserves, both hidden ana criscioseu, u f 5 L ife  
O ffice . I t  is  the difference between the to ta l net value of
i ts  assets and i t s  H a b t i l t ie s  as calculated on what is  
considered to  be a current and re a l is t ic  basis, and not simply 
on the s ta t ic  s ta tu to ry  valuation basis.

the process o f obtaining  a fu rth e r series o f values which l ie  
outside o f the range o f a known series. This is  as opposed 
to  In te rpo la tion , the process o f find ing  intermediate values 
w ith in  the range o f a known series.

F.

Facultative Reassurance - 
see Reossurance.

Foreign Insurer -
a registered insurer other than a Domestic Insurer.

Front-End Loading -
the practice o f recovering from in i t ia l  premiums a ll 
commissions and in i t i a l  expenses incurred In the acquis ition 
o f a po licy , resu lting  in there being no a lloca tion  amounts 
available u n til a l l  such expenses have been recovered.

Funeral Policy -
a po licy under which the benefits are lim ited  to  a certa in  
maximum in  terns o f Section I .  o f the Insurance Act. This 
type of po licy  must provide p r in c ip a lly  fo r the provision of 
the funeral o f the assured or the funeral o f, or some other 
non-ironetary benefit to , any other person.



General Insurance -
non-Mfe or short-term  insurance other than l i f e  assurance.

Group Business -
usually refers to  l i f e  assurance schemes which cover groups of 
people ra ther than ind iv idua ls . Pensions business 1s often
also included here.

Guaranteed A ssurab illty  Benefits/Guaranteed In s u ra b ility  Benefits -
an a n c illa ry  benefit providing the option to  e ffe c t certa in  
pre-detemined additional amounts o f sum assured at given 
future in te rva ls , w ithout the necessity o f the l i f e  assured 
having to  provide the evidence o f health and/or in s u ra b ility  
that would otherwise normally be required.

Immunisation -
an attempt at matching the assets o f a L ife  O ffice to  i t s
l ia b i l i t ie s  1n such a manner th a t the business Is made immune
to investment climate flu c tu a tio n s , and so tha t changes in the
value o f the underlying assets are accompanied by a
corresponding change in  the value o f the l ia b i l i t ie s .

Industria l Insurance -
insurance business, other than funeral business, under which 
the insurer assumes s im ila r ob ligations to  l i f e  business but 
where the sums assured do not exceed certa in  sta tu tory 
minlmums la id  down in  .Section I .  o f the Insurance Act.

Inspector -
see Broker Consultant/Inspector.

Insurance -
no n -life  short-term insurance where indem nification is  against 
events which may or may not take place in  the fu tu re .



Insurance Act -
the insurance Act No. 27 of 1943 as amended.

Intermediary -
an Introducer o f new l i f e  assurance business who may be e ithe r 
an Agent 01 a Broker.

Internal Investment P o rtfo lio  -
spec ific  group o f investments held by the l i f e  o ffice  
separately from th e ir  other assets, usually fo r  purposes o f 
establishing the benefits to  be a ttr ib u te d  to  linked p o lic ie s .

Investment Portion -
see A llocation Amount.

P the cessation o f benefits as a re su lt o f the non-receipt of 
premium payments.

Level Premium -
iden tica l premiums payable fo r  the duration o f the term o f the

l ia b i l i t ie s  -
see Actuarial R eserve /L iab ility .

L ife  Assured -
a natural person on whose l i f e  expectancy premiums are 
calculated ana on whose subsequent actual l i f e  experience 
benefits are paid.

L ife  Business -
the business under which a L ife  Assurer, in  return fo r the 
payment o f premiums, assumes an ob liga tion  to pay certain sums 
o f money in the event o f tho death, d is a b il ity  or survival o f 
the l i f e  assured, and excludes Indus tria l and Funeral 
business.

L ife  Fund -
often referred tn  as an 'accounting a r t i f ic e '.  The
’ balancing' item on the l ia b i l i t y  side o f a l i f e  o ffic e  
balance sheet, i t  merely re fle c ts  the accumulated balance o f 
a ll previous revenue accounts.



Life  O ffice -
L ife  Assurance Company transacting l i f e  business.

L ife  O ffices ' Association -
a voluntary association o f L ife  O ffices formed to  standardise 
general practice , to  protect and advance the overa ll Interests 
o f the L ife  Assurance Industry, and to  act as spokesman fo r 
the Industry in the public and priva te  sectors.

Linked Policy -
a contractual systematic savings contract under which l i f e
cover is  usually provided and under which a part o f the 
premium paid is  allocated to ,  or deemed to  be allocated to ,  a
given real or notional in te rna l investment p o r tfo lio . This
business is  sometimes known as investment-linked or
un it- lin ke d  business.

Loan Value -
the amount which may be borrowed by a policyholder from a l i f e  
o ffice  against the security o f a po licy  issued by tha t 
o ff ic e . Loan value is  usually determined as being a 
percentage o f surrender value.

Long-Term Assurance Business -
any l i f e ,  in d u s tr ia l or funeral business.

M.

Managed P o rtfo lio  -
also known as a "Balanced" or "Mixed" p o r t fo lio .  Investment 
p o rtfo lio  managed by a l i f e  o f f ic e 's  investment team w ith a 
view to  optim ising yie lds from a mix o f investments changed at 
th e ir  d isc re tion .

Management Fee/Levy/Charge -
that part o f the investment income and/or capita l appreciation 
of the funds invested on behalf o f 'lin k e d ' policyholders 
which is  retained by the l i f e  o ff ic e  as a fee fo r  i t s  
management service and as a con tribution to  i t s  p ro fits .

Matching -
investing so as to  obtain a d is tr ib u tio n  o f assets, making 
them as vulnerable as the l ia b i l i t ie s  which they underwrite, 
to  those Investment climate influences tha t a ffe c t both.



M orta lity  P ro fits  -
p ro fits  a ris ing  from the actual death and d is a b il ity  claims 
experience being lower than tha t antic ipated in  the premium

M orta lity  Table -
table showing m orta lity  o f live s  by age group. In the f i r s t  
few years a fte r the commencement o f the l i f e  assurance po licy , 
m orta lity  experience is  usually lig h te r than fo r  live s  which 
have been assured fo r  a longer period o f time.

Such a m o rta lity  tab le is  known as a "se lec t" live s  tab le  and 
is  usually the basis fo r  the ca lcu la tion  o f premium rates. 
Other liv e s  are said to  experience "u ltim ate" m orta lity  and 
are re flected  on an "u ltim ate" m o rta lity  tab le .

Mutual Company/Society -
L ife  O ffices in  which there are no shareholders. 
Policyholders are th e o re tic a lly  the sole owners o f a ll assets 
and p ro f its ,  and are in control o f management.

N.

New Business -
usually re fe rs  to  the premium income emanating from new 
po lic ies sold by the L ife  O ffice 's  interm ediaries.

New Business S tra in  -
when new business is  sold, the expenses incurred, commissions 
paid, and possible death claims a ris in g , plus the sta tu to ry  
actuaria l reserve required to  be set up, usually exceed 
premiums received fo r  the f i r s t  year or two o f the l i f e  o f a 
new p o licy . This financ ia l s tra in  experienced by alj_ l i f e  
o ffices  is  commonly known as "new business s tra in " .

Non Forfe iture -
a provision usually contained in  whole l i f e  and endowment type 
assurance contracts, under which premiums remaining unpaid at 
the end of any period o f grace are automatically advanced 
against the surrender value o f the po licy  fo r  as long as such 
value pertains.

Non-profit Business -
po lic ies not p a rtic ip a tin g  in  the p r o f i t . ■■■* ie L ife  
O ffice . Sometimes known as withou. . . r i t  or non
p a rtic ip a tin g  contracts.
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Paid-up Policy -
on premature discontinuance o f premiums, a po licy  is  kept in 
force fo r  a reduced sum assured. Usually e n ta ils  loss o f any 
attaching a n c illa ry  benefits and a reduction 1n sum assured.

Part One Assets -
defined in  Part I of the Third Schedule o f the Insurance Act, 
these are approved or prescribed secu rities  which roust be held 
by a L ife  O ffice .

Per N ille  -
per thousand.

Permanent Health Insurance (PHI) -
a kind o f Term insurance Plan which never accumulates any 
encashment values, designed to  secure a regular income 
(usually monthly) fo r the insured in  the event of temporary or 
permanent disablement as a resu lt o f e ithe r accident or 
i lln e s s . Some plans may be "cancellable" in the event of 
poor claims experience. Others are issued as
''non-cancellable". Benefits are usually payable only a fte r  a 
given period o f recognised disablement (usually I ,  3, 6 or 12 
months) and cease on the recovery o f the assured or on the 
attainment o f a given age (usually 55, 60 or 65).

Policy Document -
the document or contract which sets out the terms and 
cond it' ns upon which a l i f e  assurer has accepted a given 
r is k , and under which he w il l  recognise a claim , and under 
which certa in  benefits w il l  be paid.

Policy Fee •
amount added to  the basic premium in  order to  cover certa in  
policy adm inistration expenses. Usually a fixed  amount
Independent o f po licy size.

Policy Holder -
commonly refers to the owner o f a l i f e  assurance po licy who is 
frequently, but not necessarily, the l i f e  assured under tha t

Premium -
to ta l amount paid by po licy  owner fo r  the benefits described 
in the po licy  document.
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Premium Rate - 
see Rate.

the cost per m ine o f sum assured fo r  a given benefit at a 
given assured age.

Reassurance -
tha t part o f the sum assured under any contract issued by a 
L ife  O ffice which w il l  be borne by another L ife  Assurance 
O ffice or sp e c ia lis t Reassurer in  the event o f a death, 
d is a b il ity ,  or other a n c il l ia ry  benefit claim being admitted.

reassurance autom atically effected on groups o f p o lic ies  in 
accordance w ith a pre-arranged tre a ty  or agreement between a 
l i f e  o ffic e  and a reassurer.

Facultative -
reassurance effected on an ind iv idua l case fo r case basis, 
usually because they are assessed to  have unusual or 
substandard risks attaching and are therefore unable to  be 
reassured in  terms o f any reassurance tre a ty .

person or company accepting a l l  or part o f a r isk  in i t i a l l y  
insured by another party. Commonly refers to  those companies 
which are spec ia lis ts  in  reassurance and which transact no 
d irec t l i f e  assurance.

Reinsurer -
see Reassurer.

Renewal Expenses -
costs incurred in  the on-going adm inistration and maintenance 
of a po licy .

Release o f Reserve -
occurs when a po licy fo r  which a reserve has been created 
lapses or is  paid out on surrender, death, d is a b il ity  or 
m aturity. The amount o f reserve held is  usually greater than
the amount paid out. This means tha t on release o f reserve, 
the o ffic e  concerned usually rea lises a p r o f i t  or surplus.

4
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*
Representative -

Retention -
that part o f the sum assured of a contract issued by a Life  
Office which w il l  be borne e n tire ly  by the same L ife  O ffice in 
the event o f a claim being admitted.

Retirement Annuity -
policy providing fo r  the accumulation of a fund to  provide 
certain lump sum benefits and an annuity on retirement or 
p rio r death. This po licy  is  constructed in  the same way as 
an endowment plan but has d iffe re n t part I asset requirements, 
benefit rules and tax provisions.

Retrocession -
the process by which a reassurer w il l  in  turn reassure part of 
i ts  own business w ith  another reassurer or d ire c t w ritin g  l i f e

SA 1956 - 1962 -
the most recently  published m o rta lity  tab le  in  South A frica  
se tting  out the re su lt o f a study o f South A frican assured 
lives between the years 1956 and 1962. Current information 
indicates th a t m orta lity  rates in  South A frica  have not 
s ig n if ic a n tly  changed since publication o f these tab les.

Short-Fall -
see D e fic it .

Short-term Insurance Business -
any insurance business other than l i f e  or retirement
(long-term) business or compulsory th ird -p a rty  insurance. 
Commonly refers to the insurance o f property or personal 
accidents only.

Stop-Loss Reassurance -  .
a reassurance under which the reassurer's l i a b i l i t y  commences 
when the aggregate claims experienced by the ceding o ff ic e  on 
the e n tire  reassured p o r tfo lio  exceed a pre-determined le v e l.

Substandard Reassurance -
the reassurance o f sub-standard risks  on liv e s  considered to 
be impaired due to  i l l  health or dangerous occupations or 
recreations.

k —.A*.



Substandard Risks -
contingencies which are assessed as having a higher than 
norm My anticipated p ro b a b ility  o f occurrence.

Sum Assured -
amount payable in  the event o f a claim a ris ing  fn terms o f the 
po licy benefits . For th is  purpose claim includes death,
d is a b il ity  and m aturity, as w ell as occurrence o f the 
specified events under any a n c illa ry  benefit provisions.

Supplementary Benefits -
see A n c illa ry  Benefits.

Surplus -
difference between l i f e  O ffice to ta l assets and i t s  to ta l 
l ia b i l i t ie s .  An operating surplus arises In a given year I f  
the increase in  the value o f the L ife  O ffice 's  assets in  one 
year exceeds the increase in  the value o f i t s  l ia b i l i t ie s  in 
the same year.

Surrender -
an action taken by the po licy  owner to  cancel the contract o f 
assurance and to  withdraw any remaining surrender value cash 
benefits .

Surrender Value -
cash value o f an endowment or whole l i f e  po licy  when
discontinued by the po licy owner. Surrender values are 
usually attained only a fte r  two or three years' premiums have 
bê .n paid and represent the f u l l  accumulated cash value less 
thu„ . expenses incurred by the L ife  O ffice which would usually 
have been amortised over the premium paying term o f the

Term Assurance -
a low premium po licy  designed to  provide only death and 
optional a n c illa ry  benefit cover during a spec ific  period o f 
time. Premiums are low as no investment amount is  included,
therefore no loan, surrender, paid-up, or m aturity values

Terminal Bonus - 
see Bonus.



Unbundled -
describes the separation o f the investment and l i f e  cover 
portions o f a p o licy . This term is  frequently used with
reference to  'U n iversa l1 l i f e  p o lic ie s .

Underwriting P ro fits  -
see M orta lity  P ro fits .

Universal L ife  Policy -
special form o f endowment or whole l i f e  plan w ith f le x ib le  
m aturity dates and f le x ib le  combinations o f l i f e  cover and 
investment (a llo ca tio n ) portions.

Vesting -
bonuses or dividends are said to  "vest" when, once declared, 
they cannot be reduced or a ltered in  any way. L ife  Offices 
often allow themselves great f le x ib i l i t y  by vesting part of 
th e ir  bonus declaration (usually reversionary bonuses or 
income dividends) but allowing themselves to  be able to  
declare the other portion o f bonuses
(te rm in a l/ca p ita l/to n tin e ) or dividends on a widely 
flu c tu a tin g  and possibly negative basis.

Valuation -
the determination o f the Actuaria l l ia b i l i t ie s  a ris ing  from 
the in -fo rce  p o lic ies  of a l i f e  assurer on a basis not less 
than tha t la id  down by the Insurance Act.

Valuator -
the actuary appointed in  terms o f the Insurance Act 
responsible fo r performing the valuation.

W.

Waiver o f Premium Benefits -
a kind o f capita l d is a b il ity  benefit which provides fo r  the 
waiver o f premiums during the balance o f the term o f any 
policy on the recognised peimanent disablement o f e ith e r the 
l i f e  assured or payor of premiums.



a permanent assurance under which the sum assured is  payable 
only on the death o f the l i f e  assured. Premium payments may 
be required fo r  the en tire  life - t im e  o f the l i f e  assured or 
may be lim ited  to  the attainment o f a given age (often 65 
years o ld ).

W ith -P ro fit Business -
po lic ies  tha t partic ipa te  in  the declared p ro fits  o f the L ife  
O ffice .

Z illm er -
the in i t ia l  expense allowance used in po licy  actuaria l 
l i a b i l i t y  valuation ca lcu la tion .
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