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ABSTRACT
One of the major purposes of Ihiti study was to analysu the corporate obj­
ectives of ttfo assurance coinjKiiues. Particular attention was paid to 
ascertaining whether their corporate behaviour could bo described as 
aiming to maximize profito, assets or new business calcs. Tho writer 
investigated whether they tried to maximize tho profits they distrtliuted 
to policyholders and, where applit .tlilv, tn nliareholder.i. A study was 

made of any differeneew that existed hi tween the eorperate objectives of 
mutual and proprietary companion. A critical analyoin was made of the 
iiypothesia that,since mutual companion belonged to their policyholders, 

they tried to maximize the benefits paid m their existing with'■profit 
policyholders.

To provide a background to the analysts ot corporate objectives, a 
brief history of life assurance In general, ami of life assurers in South 
Africa in particular, wue given.

Since insurance legislation imposes certain constraints on life 
assurance compan’es, an analyeic was made of Insurance and income 
tax legislation as it affected life offices. Particular attention was paid 
to the fact that life assurers itr<? obliged by law to invest a substantial 
percentage of their assets In approved securities. A successful invest­
ment policy was fundamental to a life assurer achieving long-term 
profitability, and therefore the investments available to life assurors 
were analysed, Tho principles governing the manner in which their funds 
woro invested wore also studied.

Thoro was little literature relevant to the subject being investigated.
A considerable amount of information wan, however, obtained from 
various actuarial journals, tho annual reports, accounts and chairman's 
statements of tho various life assurors, newspaper articles, circulars 
issued by tho Llfo Offices' Association ol South Africa and those issued 
by tho Registrar of Insurance. Additional references wore obtained from 
various books and periodicals.

Tho actual corporate objectives of life assurerw were studied from



in

both a theoretical and an empirical approach. To obtain direct Informa­
tion from the companies on their corporate objectives, a questionnaire 
was sent to executives of the thirty companies each of whose assets, as reflected 
In the report of the Registrar of Insurance for tho year ending December 
31, 1973, exceeded fivo million rand The replies to tills questionnaire 
were then analysed. A number of mathematical models of a life assurance 
company wore developed In order to tost die effect on profitability to a 
company of variatlo-io In tho rate of Interest earned on its funds, tho 
expense levels at which it operated, tho lovde of now business cold and 
the type ot produete marketed. The hypothesis that mutual companies 

aimed to aoxlmizo the benefits they distributed to their existing v/tth- 
profit policyholders was analysed mathematically, by general reasoning 
and also empirically.

The findings of the study wore that both proprietary and mutual companies 
aimed to maximise tho benefits they paid to their with-proiit policyholders 
and tho former also tried to maximize tho benefits they paid to share­
holder It was believed possible to simultaneously maximize benefits 
to both shareholders and policyholders as there was usually a fixed 
relationship between the percentage of profits that was distributed to 
each of these groups.

The behaviour of proprietary companies differed from that of mutual 
companies as, to the former, tho maximization of profits was thoir 
main corporate objective whereas, in general, mutual life assurers wore 
observed to be sales maximizero, It was concluded that all life assurors 
aimed to earn tho maximum expected yield on their funds.

After critical analysis, tho hypothesis that mutual life assurors 
attempted to maximize tho benefits they paid to thofr existing with-profit 
policyholders was rejected.
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CHAPTER 1
INTRODUCTION
1.1 Naturo and Soono of Inaulry
The South African life nsauranoo industry owned ai?actts of ftpptMslmatoiy 
H4 237-million aa at the cm* of March, 1975,1 Thus, in torraa of the assets 
they own and control, thay aro Important financial Imtltutlona in the South 
African economy, in fact, in segard to the capital ratsine function of the 
long-torn; inoiuvre, with the sxcoptlon of the mining finance houses, tho 
long-term Intiurors are tho largest non-bnnidnfi infjtltutional Investors in 
South Africa and, furthermore, their aaaets hwc expanded nt a far higher 

rate than tho economy aa a whole. ̂  Tho manner in which they invest tholr 
funds and tho principled tmderlylnR tholr investment philosophy havo boon 
disousecd in various actuarial journals. Investment polleica of llfo asGuranco 

oomvank‘9 have aleo bi.vn studied by :
(I) » . HoHrnsn, lf)S2,3

(II) T .J . do I'illtera do Voa, 18(M,4
(Ut) G. Clayton and W.T. Osborn, 1900,5 
(iv) L.D. Jonca, 1968.°

Whilst thv^o and other atudica analysed the invcatiaent policies of life

1. South African Ileoorvo Bwil:, Quarterly Bulletin, December, 19?S, No. IW, 
p. 8-38.

2. K.A. Munro, A jiA m W sj; J h n  Rpounmle FunetlonH of Inatltutlonal 
| nyentom,..w;th n.’irtln iia r.I rftnw ooJo thf'lrjtolf. in th» South 
African Economy. M, Com. disaofUtlon, University of tho Witwators- 
rand, 1974, ppT 44, 203.

3. H. Holtman, invontment Afii-i'Cts of South African Life Offices. M. Com. 
dlflfc-artatlon, Univcroity of Cepo Town, 1902.

4. T .J . dc Villwro do Voa, BjoJelofiRjQtinlvvl l̂cLvnn ^uld-Afrilcaflnse 
I,ownnBvcrnrl((\rlnKnmaalnL'M)Me, M. Comm, dissertation. University 
of Stellenbosch, 1904.

8. G. Clayton and W.T. Oaborn, jpsuranee Comnanv Invontment. Prin- 
clpleti and Policy. London, George Alien and Unwin, 1965,

0. L.D, Jones, IiHoatmem P.oljfiea.pf.I4ffiln^uraiwfi.CoiwmnU’g.
Boston, Harvard Buainean Soh>ul, 1908.



a s a t u t h -  y tilnu pvov.iivil e**n;o rateable .ii'isrmt’.tU n .i i i: -  v’trtvi'
tlKUi- ( .ite onj.i^tlvro, M vitu'ity, in a atu% of oo-'porati? 

objeuhv<ta, suojeotn f.uvh ar-. irani'aiHM am! Ineomo lenioiation and 
Invcatmcnt vlivivtv:: mu h t o dv-evaued. Il>mv(v, tM-i «ao done only 
to *he cxtut't ihcit tl- , v >■ n rt-lcvam to Uic uual/alu ot -•oi’iiarate objcoMver 
of lift- anaui'nm,
1 .2  Pin'P'ifU )t' "

One of tliu roaj- " t-un.oot-u of the pu-.-v.it tiiudv nuatyoe thy corpora#
objcetivn-i ut tit- - :,i-iitif.mi've(ii;nasitt"il :i idd e»> v.’i.i: h tivfu la littio
literature. The o!<j> -tive ; vl «-<nitia dc-i urv lidirvitet d S-v a v*e.i"Kir  of 
factors, i'ovte «)! '-hr U aw  t «#U)iiau'Ui, f  ey whlUit .1 hfo
uSEuroneo "omvm-v u o i v ii !< t - I' e "t t .v. 1,0 t.a t t j  aoacto,
in 8m«! Alrsi.i it (h.vf< not ha -i- v.ea'iih tv trcedi.m n.t to lav n-.aauior in which 

n s  tuiulii fiw iv* ertv ,L a-'i-m- a eui'Tautb! jiv vvtii.i... el itu aa rcb  tnve to 
bo Invented in o p p r i . u- u ;he. /

T he •Ailn1; t&lr i t"’i ee l.m b 'h  wheibi r  iit.,- d u u u cn  >• c-;i,e lii.vo act 
themaciveo e h  a . c-bjeet.i v ■ aad what there  vl-J,.. tiv- -., r e 'iv  in t'KVtS -a! 

ttsruio nn;l v.h '? the"' n6. -iM I’e in thuu-y. >5-’ thi n a! ;toi.clement of the 

ob jective: i f t.tv  am itiiftneeeom i ^ili-u «b-i'endn e t'eeu i x i *  i!*.j  definition 
of norm a agahi.it which $ i i’tot-ni.uiee cim I v juli.v.l, 5«a.'dmi ;aiton of onlca, 

aoi;'it9 o r pi’vuiv v.vn> iH Sivd v.: . . k 'O - i  'i ociiiiiM whien actual ik u io m a n c e  

’.vas judged, in  a vmi’v , v rlpheial vonh’-.t iuv ir ntfitu-lvi tuw.itA' unvial 

roaiionnlbl'itii'!. wtvv uiim im e itii;! :,  !.

The dtffvicnvt'fi heh.eeu the " aiya / iv w  «:-f muttm! iiiKl
proimetas:> Vfv nteicvv au-.i'v.iv-i. Tee liyv.i?Eiviui flun mutual life 
agaurcto belvt'fitu! t-, then |!.iliv,vb«l;lvv.i and ixieietl primarily for the 
benefit of tliwr with jiroht yoliei kdib u vswi vMimlned. It will be shown 
thnt.witllM all the pvi-flte of a  mutual life amiueer do belong to ltd with” 
pr«;flt iscdic.vhohlerii, they M, cehlot.i, n ever, completely ilitiirihutcd to

1. This Mihjeet t-i ill SeeliolU d.lt, a.It, t and 1.6. 2 of
Chapter 1.



1,3 Plan of tho Thosin
Tho arrangement of thlti ehctiia to au followa :
In Chapter 8 at) analyoto ts given of the evoluttun of tho level premium 
concept, will-;, made It uoci.onary for life aosurcrs to aecumutato sub­
stantial fuisdfi, aiitl hence bo very eoaeeriutd an to how theoo funds wore 
invented. A ohort hiotory of the development of life asauraneo In general, 
and in South Africa fn a r tic u la r, ia given la Chapter 8,

In Chapter 4 the relevant legiolaitor. ntfecting the South African life 

aaaurancu induslvy io discussed. Of particular importance le the fact that 
companies are obliged to Invest subataMial iurr.lo in approved ueourlties. 
The statutory valuation bases of assets and of actuarial liabilities is also 
of relev,uiov to life offices, as they have a t onoUierable influeneo on the 
manner in which aurphiGes emerge, ritece statutory valuation liases 

came eonsitk-rabU now buainega strains in « new, rapidly expanding office 
and can considerably defer profitability and limit the extent co which 
companies can attempt to niaxis ilzc koIch.

Tho Investments t„sl are available to life assurers and tho principles 
governing the manner in which their funde arc Invested arc studied in 
Chapter 3. It will be observed that, except for tho requirement that a 
certain percentage of thviv funds has to be invested in approved securities, 
the only other restriction on their hrvdom of Investment; io that they must 
hold South African of an amount at least equal to their total 
liabilities. Insurers were traditionally more concerned with the safety of 
tho capital value of diclr investments than the yield on their funds but (he 
latter hao bvi-ome mo-o important in the loot few decade's. In the invest­
ment of their funds. - asourern also have' to take into account tho nature

of their liabilities. ' < - example, If an office's liabilities wore mainly 
In respect of ten .vv'-i" angle premium endowment policies, they would 
bovo to invest their lb :Ja substantially differently to tho way they would 
hove done had their liabilities all been In respect of long-term recurring 
premium business.

A mathematical model for o, i fe assurance company Is developed in 
Chapter 6 and the effect on profitability of dlfferenceo In tut naauror'a



expenses, rates of Interest earned, levels of new business written and 
type of product sold, Is studied. Moreover, a mathematical analysis Is 

given (o refute the hypothesis that mutual life assurers wish to maximize 
the benefits provided to tholr existing with-profit policyholders.

The corporate objectives of companies are analysed In Chapter 7. 
Particular attention Is focused on the objectives of life assurance companies, 
Including tholr attitude towards their social responsibilities. Wherever 
practicable, a differentiation was made between the objectives of mutual 
and proprietary life assurers.

An empirical investigation was made into the corporate objectives of 
life assurance companies in South Africa and a detailed questionnaire was 
sont to executives of thirty life assurers in South Africa. This was done 

with the assistance of the Department of Business Economics of the 
University of the Wttwatorsrand and their assistance Is gratefully recorded. 
Tne covering letter to the questionnaire and the questionnaire Itself are 
reproduced In Appendices- 1 and 2. The analysis of the replies to this 
questionnaire is given in Chapter 8. It emerged from the analysis that 
mutual life assurers wore basically sales maximizers, whereas proprietary 
life offices were more concerned with profitability.

The writer's conclusions are given In the last Chapter In which the 
theoretical approach of Chapters C and 7 are related to the results of the 
empirical investigation described in Chapter 8.

Inevitably a largo number of technical terms have been used. As these 
terms may not bo familiar to persons outside the Industry, a glossary of 
life assurance terminology Is given In Appendix 3.
1,4 Sources of Information
This study la baaed on information obtained from both primary and 
secondary sources. A considerable amount of primary Information was 
obtained from the returns to the questionnaire that was sent to the life 
assurance companies. The annual reports, accounts and the chairman’s 
statements of the various companies also proved to be a valuable source 
of Information. A number of circulars Issued by the Life Offices'Associa­
tion of South Africa and the Registrar of Insurance were found to be of



great use. Statistics wore obtained from the published accounts of companies, 
the Annual Reports of the Registrar of Insurance and from the Quarterly 
Bulletin of the South African Reserve Bank.

There Is little authoritative secondary literature covering the specific 
subloot of corporate objectives of life assurance companies. On the 
numerous other Issues with which tills study ia concerned, knowledge was 
obtained from various periodicals and books.



6

CHAPTER 2
FUNDAMENTAL CONCEPTS
2.1 Development of the Laval Premium Plan

It is essential that at this early stage of the thesis a clear outline Is given 
on the emergence of the level premium method of paying for insurance and 
of the difference In Investment problems between life and non-life funds.

In the early years of assurance, contracts were on a  one year basis 
and premiums were calculated on the basis of 'assessmentlsm1 i .e . the 
premium In each year was supposed to be sufficient to meet the mortality 
risk incurred In that particular year, as well its to cover the expense 
Involved in administering the contract.

The above basis meant that the premium Increased each year aa the 
age of the assured Increased and also that the contract was renewable at 
the option of both the assured and the assurer. There were two major 
disadvantages. The assured could only renew the contract If he were In 
good health and this caused particular problems as he grow older. Becausc 
of deteriorating health, the assured could find that at the very time he 
needed Insurance most he was unable to obtain It. The second disadvantage 
was that the premium Increased rapidly as the assured's ago increased 
and, at an older age, the assured might have been unable to afford the 
premium, even If he were In good health. At very old ages the premium 
became virtually prohibitive as It was so high.

The following quotation bears tills out :
\  In 17G5 a common premium rate for . . .  Insurances was £5 per 
£100 insured for ages 20 to SO, and £0 per £100 Insured for ages 50 to 
60, but thereafter the rates increased steeply If it was possible to grant 
cover at a ll'3'.

From the aforegoing It can be observed that, even though premiums

1. H.F. Fisher and J. Young. Actuarial Practice of Life Assurance. 
Cambridge, Cambridge University Press, 1865, p. 0.
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It is eegonttal that at this early ota/o of the thesis a oloar outline la given 
on the emergence of the level premium method of paying for insurance and 
of the dlffix once in Investment problems between life and non-life funds.

In the early years of assurance, oontrnots wore on a one year basis 
and premiums ware calculated on the basis of 'asaessmentiem' I.e . the 
premium in ta th  year v.as supposed to be sufficient to meet the mortality 

risk Iroui-red in that particular year, as well as to cover the expense 
involved in administering the contract.

The above basts meant that the premium Increased each year as the 
age r<f the assured increased and also that the contract was renewable at 
the option of both the assured and the assurer. There were two major 
disadvantages, The assured could only renew the contract if he were in 
good health and this caused particular problems as he grew older. Because 

of detai-icrating health, the assured could find that a t the very time he 
needed insurance most he was unable to obtain it. The second disadvantage 
was that the premium Increased rapidly as the assured's age increased 
and, at an older ago, the assured might have been unable to afford the 
premium, even If he were In good health. At very old ages the premium 
became virtually prohibitive as it wae so high.

The following quotation bears this o u t: 
in 1785 a common premium rate for , . ,  Insurances was £5 per 

8100 insured for ages 20 to 50, and CO per El00 Insured for ages 60 to 
60, but thereafter the rates Increased steeply If It was possible to grant 
cover at a ll'1.

From the aioregolng It can bo observed that, even though premiums

1, H ,I \ Fisher and J. Young. Actuarial Practice of Life Assurance. 
Cambridge, Cambridge University Press, 1956, p. 6.



differed according to ago of tho assured at inception of the contract, tho 
variations wore rather crude compared to modern conditions where the 

premium alters for each different age at inception.
When the Equitable offered its firs t contracts in 1762 an important step 

was made to bridge the gap i-otween 'asaeaamontlsm1 and tho level premiums 
charged today. Tho contracts of tho Equitable were based on level pre­
miums, depending on the age o:t tho assured at tho time of underwriting and 
on the to m  of the couiian, and wore guaranteed "cenewai.-iu by the life 

office.
As tho rate of mortality increased with an advance in age, tho premium 

rate for a  ono year term assurance increased as tho ago a t entry advanced, 
Thus in order to charge a level premium throughout the duration of tho 
contract It was necessary to ehargo a higher premium tiian theoretically 
required at the younger ages. Tho excess wao then used to build up a 
reserve, suitably Invested, to bo utilized in the tutor years to offset tho 
fact that the premium charged would bo less than theoretically required 
at that stage I.e . a level premium wt* charged for an increasing risk.
Cohon and Zinborg described tho difference between tho two approaches 

as follows !
'Under the old basis, if all tho actuarial calculations wore correct, 

annual income equalled annual outgo, leaving nothing to bo invested other 
than, perhaps capital surplus and contingency rceorvea. Under the new 
basis, a reserve for investment was deliberately established1*.

Tho calculation of the level annual premium necessitates that tho 
office assumes that a certain minimum rate of Interest can bo earned 
an ii9 funds. In Table 8.1 a consurvatlvo rate of four per cent per annum 
has boon ufcti. Tho extent of tho Investment element present lo the level 
premium can bo clearly soon from Table 2.1.

1. J .a .  Cohon and E.D. Ztnborg, Invpatment Analysis and Portfolio 
Matiattftirtflnt. Homowood, Illinois, Richard Q, Irwin, 1007,



Table 2.1 Comparison of the Level Annual Premium with One Yaar T o m  

Premiums

Ago

Tlieore

Whole
Life
Prem -

---------------------
Expected deatliu per year per 1 000 Uveo of ago

x x  +10 x +.20 * + 4 0 X + 50 x + 60 x + 70

20 7,10 1,43 1,89 2,91 7,88 19,30 44,62 100,29 212,63
30 10,63 1,59 2,91 7,86 19,30 44,62 100,29 212,63 401,48

40 10,70 2,91 7,88 10,30 44,62 100,29 212,03 401,48 -

50 27,09 7,68 19,30 44,63 100,29 212,63 401,48 - -
60 44,81 19,30 44,62 100,29 212,63 401,48 - - *
70 70,44 44,63 100,29 212,63 101,4% - - -

The table shows, at various decennial ages, the theoretical whole life 

level premium for lllo asouronco cover of 1 000 computed to the expected 
number of deaths per annum per 1 000 lives at those agree. For example,
at ego forty at Inception the theoretical whole life assurance premium would 
bo RIG , 70 for R1 000 uum assured. The theoretical year by year premium 
(or one year term  premium) calculated on a sim ilar basis would, Ignoring 
expensed and profits, therefore, be such that the premiums charged each 
year would be exactly sufficient to meet the expected death 
claims orislnc in that year. Therefore, if people aged forty, fifty, 
sixty and seventy were each to insure their lives for R1 000, then the 
one year premium that each life would have been charged is derived from 
Table 2.1 as being H2,81, 117,88, R10,30 and #14,62 respectively.

1. The theoretical whole life premium was calculated per 1 000 of 
aura assured. All figures in Table 2.1 are based on the ultimate 
mortality tables of South African assured lives S. A. 1968-62 
and a rale of Interest of four per cent per annum was unco. The 
rates ore theoretical, as expenses wyre ignored and death claims 
were assumed to bo mot at the end of t$ •) year in which death 
occurs.



An Illustration of the difference between the level annual premium 
and the ycar-by-yoar premium Is given In Figure 2. & below and is derived 

from the data tor age forty in Table 2.1.

Premium

200

80

GO

40

20

00

80

80

40
Level Annual Premium

20

80 90 10040 60 7060
Ago of Life AoBurcd

Pig, 2,1. The Laval Premium comnami to tho Yoar-hy-Yoar Premium 
for a Person atm Forty 

Prom FJguro 2. 1 It can bo observed how tho ©no yoar term  promluei is 
lower thiM tho lovot one for moat of tho firs t twenty years but thereafter 
it rises atooply and, la the extreme case, if the aosurod lives till ago 
100, the ono year premium to 240-1 per cent of the level premium that 
would have boon charged a t age forty.

In order to build up tho nooesaary reoorves to moot its obligations,
*n assuror has to earn at loaat tho rate of interest assumed In the 
premium rates. Due to this fact, and tho long term over which a  rate of



interost has sfleotively to be guaranteed. It Is usual for a  life office to be 
conservative In estimating the rate of Interest to be used In the calculation 
oi premium rotes,

In Table 2.2 below, the level oC roscrvoa that a company builds up from 

level annual premiums on vhoio life aaeuranco contracts can bo examined.
It to shown that the longer ft policy to In force, the larger aro the reserves, 
as the interest earned on the assuror's funds more than adequately 
compensates for tho iner^aod juortallty costa In later ycara. The older 
tho ago at nntry, tho aoonor aro reaorves built up, since tho older tho ago 

of the assured at Inception, tho larger ts tho lovol annual premium and the 
shorter 19 tho person's Me expectancy.
Table 2.2 Tubln of Roaervtva Accumulated for Whotn Aafluntnc^a1

Ago
Hecervea Accumulated P er S I 090 Sum 
Assured After

Inception 10 Years 20 years 30 Years 40 Years 80 Years

20
H

71,876
3

174,0*7
B

361,048
S

482,737
a

603,471
30 110,3U9 231,30* 410,610 572,900 710,880
40 168,461 837,-m 519,913 681,703 d 1)2,405
BO 312,717 •130,498 031,826 703,101 884,146
60 278,353 SIS, 650 701,748 814,737

It to apposite at this etago to Illustrate tho Interrelationship between 
reserves, level premiums and mortality rates. Mnthomaticaliy the follow­
ing relationship la t ru e :

where ^  and n+1Vx are tho theoretical rcaorvea held by tho company 
after n and (n*l) ycora roiipectlvcly for a poroon ago x at inception of a

1. Baals: S.A. 19GG-62 Ultimate Mortality Fo«r per cent Interest.



contract; qx+n and px+n arc respectively tite probabilities of a person 
(x+n) years old dying or surviving in the following year; I Is the rate of 
interest the company earns on its funds, and is the net premium1 
that would bo used la a valuation for a  person age x nt inception of a contract.

The above equation states that the reserve held l.y the company after 
n years for a person ago x at inception,plus the level premium paid at that 
stage, both accumulated with a year's interest at rate 1, provide sufficient 
to meet the expected death claims and to create the necessary reserve for 
the survivors. Whilst this relationship is true per policy it is more 
easily explained in the context of a  number of policyholders all ago (x-in) 
years at tho beginning of the year concerned. The total reserves held in 
respect of thoir policies plus the total premiums duo, both accumulated 
with a  year's interest,will be exactly sufficient to meet tho expected death 
claims that arioo and to establish the necessary reserves for those that 
survive.

The advent of tho level annual premium system was an essential 
reason for tho accumulation of funds by life offices. Clayton and Osborn 

believed that what was also very important was thv fact that i'fo offices 
acted as Intermediaries for the collection of the public's savings and 
undertook to Invest those suitably to provide reasonable benefits when they 
foil duo 2. In recent years there has been a much greater demand for 

endowment assurances in which tho investment element of tho premium lo 
far more important than the pure life asouranco element.

Tho level annual premium system created tho need for life assurance 
companies to become Involved in investment. Thin aspect their 
operations has become Increasingly important as iite asotircrco iisa 
subsequently developed.

1. Tho not premium used in a valuation is usually limited to ninety five 
per cent of tho actual premium a company receives, the difference 
being an allowance made in a valuation for expenses.

2. Clayton and Osborn, o jx .s lt,, p. 48.



2.2 Tho Differonco in Invaotmftnt Prohlwaa hctwcw Llfo aad Non-Life 
Funds

It has been observed hmv tlio dovolopmont oi tho level annual pr.om.lum plan 

in life assurance led to eompanlca accumulating rctiorvoo. That tho 
position of non-iKi1 (general) buaincati was different kae been noted by 
Baker as follows :

'General buoineaii. . .  io c^Gvntia’ly of a short-ttivm nature and tho 
prcmiumo rccoivcd arc normaUy no moro than auffioiont to cover tho risks 
underwritten in a  partk-uiai year-1.

In general insurance tho pretviunuj cbaiftcd ahonVI be auffioiont to cover 
claims, exponyC9 and provide a profit margin. In life ImalncQS tho 
accumulation of iiiaoablo fimtio v,ao eessential to the fulfilment of the 
assurer's  obligations under the contract, whereas in non-life inotiranoo 

various reacveo  \vt,-r« built up an caFt&uordm. The ciaimo experleneo 
In non-life itiauranee flui'luavd far more than in life aosaranco and there 
were occasionally largo ciaimo in respect of catastrophes. Therefore, in 
addition to holding roiieiw s for the uncxpircd rioko and for outstanding 
claims, the Insurer would reed to keep vai'it.ui: oontingcncy vegerveo 
readily available if required. These co;>tinceney retiervca had to bo 
related to the value of the rislM undevwrltten ovtn after oubBtantial 

reinsurance hot! been placed.
A difference i .principle between «m -iite inouranee and life noeuranoo 

to that, in the latter the pmniuma are fisf-d at the outoet for the duration 
of tlio contra<-t and cannot be altered by the atiauiw. whereas in non-ltfo in­
surance contracts are essentially for one year a t a time, renewable at 
tho Instance of both tho asfsurvd and the a-.$iurer. At each renewal dote 
tho premium awl the conditions of the e MUra.-t can be altered by the 
Insurer if neeeaoary I.e . in non-life iimurmwe the inourer can inercaae 
o r doerense premium ratt-n at renewal dates', to tal.e account of changed 
in claims experiepcc and inercafieo in esptmnen. hi life aaouraneo on

I .  C..T. Baker, 'inventment 1‘roblemu of Non-Life Fuudo’, Paper 
preeented to the Innurnnee Inotitutc of Loudon, February 2, 3959,



tho other hand, the aaauror con only rltc r premiums for now contracts and can­

not r 't r o apeettvoly uhango the tcrme and conditions of contracts previously 
entered into.

Since pi-niium income is nan Alic innmnnro Is primarily needed to meet 
claims and oxponsto thoro ic a strong motive for liquidity, 'fhoro to alao a 
strong precautionary motive for liquidity dm* to the largo fluctuations in claims 
oxperloncea. Thus thoro to a much atrongoz demand for liquidity In non-life 
insurance than In life assurance whoro Incomo la almoot Invariably far greater 
than payment!! as tho company has to build up roeervpe, Thy life aaetaror 1b 
therefore usually t^cily able to meet all Its commltmente from currcne Incomo 

and still have a considerable umount of funds available for long-term tnvosttaont,
Hsithor tiian hold caoli however, It to usual for short-term Insurers to keep 

n sizeable percentage.1 of their nsaota in hifihly marketable seeurltles. Within 
the liquidity constraints imposed on them, short-term inaurora do try  and 
maximize their Inventiaent Income and thus earn eomo interest Incomo in 
addition to their premium income. In this regard Bali<:r commented oo follows $

•White tho llto office,, are coueerncd In obtaining the maximum yield on 
their funds eonaletent ivlth safety ef eopitBi in order to be able to quote com­
petitive premium rates and to declcro attractive tKmusca, the proprietary 
eotipantes trananeting genpra! bushieaa ovek to Inoreaoo their profits, and 
particularly their Investment Income, again fo&eMes* with tho safety of capital 
and alao with liquidity, In order to augment their rearr-vea and to bo able to pay 

higher dividends on their ohareu'1.
Palah and Sel.wartz havo pointed out that tho return to the lihareholdera of a 

not'.»llfe company arooe from the profit marfiina in the premium rates, the 
Intercut earned on the inveatlliL- portion of premium income and from Interest 
income on various reserve fuml«."

1. Baker, op._elt._, pji. 1-2.
P.W. Palnh and G.L, Sehvvavtz, Insnran^t- Pundn and fhclr Inventmnnt. 
London, r .S . King and Sonu, !9,U, p. i l .
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CHAPTER 3
THE EVOLUTION OF LIFE ASSURANCE ANI, THE DEVELOPMENT OF 
OF THE INDUSTRY II, SOUTH AFRICA
3,1 Ti e Eorliast Origins

Doovneu.. excavated have shown that there *%., a tyiie of life assurance in 
the city of M'leto In Aola Minor as long ago & 205 B .C .1 A citizen 
of the town for example paid 3600 drachmen towards a communal fund 

and in return received thirty dracluncn per month for life. On the citizen's 
death any balance remaining reverted to the fund except for 150 drachmen 
whloh was paid to tho next of kin for the funeral of the deceased member.

While tho above example refers „o annuity business tho principle 
of basic life assti: ance also dates back very far Indeed. Mohr and Oslor 
report that the firs t evidence of personal insurance for which contributions 
were made dates lack to the societies of ancient Gicoco, the Elanol or 
Thlaaoi. which wore benevolent societies supported by contributions from 
members." They later developed Into societies providing for tho payment 
of burial expenses of members and for the Immediate c: ch needs of their 
dependants.

It Is also known that life assurance 'Wed back to the Roman Collegia 
and F. A. Jack has reported an extract from the Collegium Cultorum 
Dianne et Antinol et Lanuvlum of the year 138 A.D. which described a 
typo of funeral Insurance aa follows :8

H. Vim Barnevold, % ......
Tweodc druk, 'a-Gravonliage, Martinos Nijhoff, 1961, p. 29,
R .l. Mohr and R.W, Osier, Modern LifeInsttvonao, 1st ed. rev .. 
New York, The MacMillan Company, 1956, p. 048.
F.A. Jack, An Introduction to the History of Life Asauranee. 
London, P .J . King and Son, 1912, pp. 19-20.



'New members must pay an entrance fee of 100 sestertii and provide 
an amphora of "good wine" ai d thereafter contribute to the fund 5 asses 
monthly. The capital formed constituted the provision for a  burial of 
members, on the death of one of whom a sum of 300 sestertii (funorntiolum) 
was paid out to meet the expinses. Of this amount 50 sestertii was 
distributed among the funeral train'1.

As early as In 1012 Jack pointed out tiiat the Collegium Oultorum Dlanao 
ot Antinol was clearly a mutual society for the purpose of inourtng that on 

death a sufficient sum of money was available for a suitable funeral. These 
benefits were secured by means of malting level payments and the analogy 
to the modern concept of life assurance was to tiiat of paying premiums over 
a  period of time to receive a sum assured or a funeral benefit In the 
event of subsequent death.

Some of the Roman military societies provided for the payment of a 
sum of money in the event of a  member dying within a defined period.
They also provided, on survival till the end of that period, for the payment 
of a lump sum or the payment of an annuity till the death of the beneficiary. ̂  
These benefits a re  very similar to the concepts of term and endowment 
assurance being marketed at the pxesom. time.
3.2 Development of Life Assurance

S.2,1 England
The merchant guild was a society primarily geared for the privilege of 
carrying on trade, but there was also the clement of brotherhood, as the 
following statement Illustrates i

'If a member was nick or in financial trouble, the guild came to his 
assistance. The guild also provided a good funeral for a member who 
died and looked after his widow and children.,S

1. Jack explained that in 13C A.D. 100 sestertii were approximately 
equal to fourteen shillings and seven pence in English currency and 
that there wore four asses to each sestertii.

2. C .F. Trenorry, The Origin and Earlv History of insurance. Including 
tho Contract of Bottomry. London, P .8. King and Sons, 1926,
p. 210,

3. H. Heaton, Economic History of Europe, re v ., Now York, Harper 
and Row, 1948, p. 202.



In this regard it la of interest to note the claim made by Moiir and 
Osier who regarded d. i British guilds aw being directly descended from the 
Bianol. Thiaaoi end ti c Collegia. 1, Moreover, there was a  brl.ige between 
L;b guilds of Hellenieti< ■ i r  Homan days and those of the Middle Ages. ̂

Whilst it is difficult to fix with certainty the exact period of the origin 
of the merchant guild, it Is believed to bo fairly safe to eesuine that tV.s 
occurred in the second half of the eleventh century,

It has now become apparent that the need for Insurance aj.alnot m is­
fortune dates bock far Into history, (although it munt be note i that, more 
often than not, this was not really life aasur. .vo In the mo'k-vn sense, ao 
the benefit paid depended on the financial cli't-umstanccs of tl ,' deceased's 
dependants.4

The earliest life contracts were Issued in the sixteenth century on the 
lives of mariners and were essentially of a short-term nature and covered 
particular voyages. In this regard they wore more akin to accident 

Insurance. In the sixteenth and seventeenth centuries, before setting out 
on n long Journey, people often insured their lives for the benefit of their 
heirs or ei’editors, Baynes stated that there Is a  record cl a  policy dated 
June 18, 1583, registered in the Chamber of Assurances in the Royal E s- 
•'hange. ® This is probably the earliest life insurance policy of which we hove a 

record. The policy was a term insurance for a period of twelve months 
tor a sum assured of £383.6.8 or the life of William Gibbons and the 
single premium paid was £30.19.4. This and other early contracts were 
very different from the lonrc-tevm contracts of today In that the premiums

1. Mohr and Osier, on. el t . . pp. 018-0.
2. Heaton, op. cit.. n. 108.
3. Jack, on. cit, ,  ?2
4. Fisher and Youm:. on. c i t . . p.4,

5. H.E, Rnynoa, Innurnnco. London Oxford University Press, 1980, 
p. 100.



were not calculated on any sound actuarial principles but wo/o more a matter 

of bargaining between the broker and the underwriter.1
The firs t registered life office In England was the 'Haud-ln-Hsnd 

Society' which was established In 1696 by 100 iaocrporatOTB,2 The first 
office to open to the general public appears to have been 'Thu Society of 
Assurance for Widows and Orphansfounded in 1059, ® Its object was to 
provide a death benefit of £500 on each member’s death funded by a 
contribution of five shillings from, each of 2000 members. The Society 
survived for twelve years but apparently never attained the required 
membership. It did,however, pov- the way for 'The Amicable Society for 
ft Perpetual Assurance Office1 which was founded in 1706, operated on 
sim ilar lines end received a charter from Queen Anne. At the outset tho 

Society charged an annual premium of £6.4.0. for a death benefit which 
depended on the number of deaths amongst the Society's members. * Orcc 
firmly established, tho 'Amicable' offered a  death benefit that ranged 
between £100 and E 300. The original concept of offering a  death benefit 
equal to the fund available divided by the number of deaths was not insurance 
as is  knows today since tho death benefit depended on tho number of members 
dying in a  particular year. In addition the premium was a  fixed amount 

par E100 sum assured irrespective of the ago of the person to be assured. 
Whilst at inception the 'Amicable' apparently laid down no limits as to age 
at entry, they shortly afterwards stipulated that entrants had to bo 
between the ages of twelve and forty five and bo in good health. The

1. M S - P. M l.
2, Mohr and Osier, op.._plt... p. %0.
3, P .R . Cox and R.1I. Storr-Best, SurplM-ln British Life Assurance.

Actuarial Control over Itn fimorgonre and Distribution during 300 
Years. Cambridge, Cambridge Unlverolty Proso, 1062, p .8.
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’Amicable' was eventually merged with th.i Norwich Union Life Soeicty 

in 1866.
In the early eighteenth century sovenl offices opened in England, * 

Among these waa 'The Soc -cty for the Eqait-ble Aasuranco on Lived and 
Survivorship*;' which was establiehe'l m IV50 and bceamo known as the 

'Old Equitable'. The company still cxlsis today and in this regard Mehr 
and Osier commented ae follows t

When Old Equitable issued its first polic'eo in 1703 life insurance ae 
we know it today wad born'". For the first time eoientlfle principles were 
put into practice fn that the premiums differed according; to the oga of the 
life assured at inception of the contract, The Society oifered whole life 
assurances ae well ae temporary aeourancen for a period o£ one or moro

A fundamental difference to tne contracts previously iaaued was that 
the aes'ired could now automatically renew his policy irrespective of the 
state of his health and the premiums % -i level for the to rn  of the contract. 
Theoa aspects were discussed In greater detail In Chapter 2.

Tho first table of premiums for the Society was calculated by James 
Dodson, a  mathematician, who based them on the London Bills of 
Mortality for the years 1728 to 1750, a period when the death rate waa 
very high. This high death rate was mainly cauced by tiro particularly 
severe weather of 1740-1, tho high foou pricca, famine and fovoro. From 

these tables Dodson derived the probability of a person dying at the 
different aflea and bunco he scientifically ealcv’sted his premiums. Notwith­

standing vhe high death rates on which hie eoleulativ.'.a wore based, the re ­
sulting life asQumiiec premiums woro so much lose than those

1. y  'h r and O V r, W. ML , p
2. 'jild .. p. OR.
3. Cox and Stoi v-Dcst, op. ett
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customarily charged for year to /oar assurances at the time, that his scheme 
was mainly attacked on the grountia that the premiums were too low and hence 
it would fa il.1

The firs t scientific valuation of the Society wm made in 1776 by William 
Morgan, the actuary of the Company. 1 ccauee the actual deaths experienced 
by the Society wore Icon than those assumed in Dodson's rates, and also 
because carefully selected lives insured by a life aGGuranco society do exper­
ience a lighter rate of mortality than that of the whole population, the premiums 
charged by Dodson wore in fact found to bo excessive. As a result of the 
valuation, the premiums were m luetd by one-tenth and r bonus equal to one- 
tenth of the premiums paid was distributed to the members either in cash or 
as a reduction from tho next premium duo, ̂  Ir I7ii2 a new premium scale was 
adopted using Price's mortality table baaed on tho deaths in Northampton in the 
years 1735 to 1780. Doing this table ami calculating premium rates at a three 
per cent rate of interest, the resultant premiums were bo for below those 
then in use by tho Society that they were increased by fifteen per cent to 

prevent too sudden a reduction in the Society's inuomo.3
Developments hereafter were rapid. In 1783 the Royal Exchange Assuranuo 

placed He life business on a scientific baola and bo did the Westminster and 
the Pelican, established in 3792 and 1797 respectively.4 During tho following 
fifty years a large number of life offices were found iu England.

3.2.2. DBttCil.8tnteft.oi Amorien 
The firs t organization In America for the purpose of providing benefits 
payable on the occuveneo of death wkb "The Presbyterian Mlnloterr1 
Fund"founded in 1769. ̂  The fund granted survivorship annuities co •moneing

1. M.E. Ogborn, Kouitahie Afmufrtuwt. The Story of j j f r  Assnranco in 
th n KxjMrlmcO-prjh o .E m l^
London, George Allen and Unwin, 1902, p. 30-1.

2. Cox and Storr-Beijt, op, pH., p. 14.

3. W
4. Ibid., p. 18.
5. J .B . MacLcan, I.Heln-. iranep, Oth cd ., Now York, MeGrnv Hill 

Book Company, 1945, pp. 500-7.



on tha death o f  the {""L-r-yhii’tjr'v urn! v -r  t t f  lifcllrAo ol‘ <ho boneficlary.
The annuity wiVvii vvvhl \ mvluiocl vavic-d u-om £10 to £35 r^v annum

and the annual \ vnvfiftii of tha annuity vn.ral'le on death.
During the Iv'.it flft.x a yt\ ru -if tiio i-iGlilx-entb c r iiuvy nmwotimatoty 

thirty Insuruiiw vo i.u '.^ i'v . t  ni’il <*? t  it.. •  f iv e  had the power to
Issue life aeiui'z'twu ViiHvk-j, Tin uf North America
chartered in 37(11, to Luw heoii onJr >>ro taut •jid, but it only issued
six polioies !>i ti  p > v a v !1

The 'Puna'iylvimiii t oiui um i‘*v Irf'tifurc c urn 1 lvvr, anil Graating 
AtmulUey' tu o  : i . . >',» i v-iiO v.*\l r.-.vi t\v  fivut *■ uv’/v,ev»lal cov.xpany

to be organis'd in Ai,‘; m  m fn-/ tVo oolc >)? lu'ktwi; life polieieo and
annuitico. it  v.us a! s . ,w' Hvr.t v > u >  Amo’ i.-a to fitivrati* on a scientific 
baelG, requiring u - i hK  ,d:oki fovin, ;i mcJiviil oral charging
premiiunc tlwt va»'ifit i • v,  ̂ at vsAr;

The f’ra t A m e i ‘-vu. : vi'.>v-:'.<y t--' e in  i, >-u n mufisr.i bvoio wao The 
Mutual Life Innu.omx Vuu'.i*;;^1 -f  '-o.v You.’ x-.jiii-b v.ju ehartoved in 1842 
and commont-cd huDin< ;'. »n tliv fullmvifii.-.vvii', iii If ' fii’ottivoyeuro of 

operation, it infnti.i •» '*”■» ^ !i; ii’Ki tlto ‘row Unnland Mutual' was
established mv' uvo inter tlu 'Mtttaa! ik ’hitit vt i'Jtnv Jersey’ was founded. 
The ouboctiuont da* $• > i Illc a: .inriiiw  wua w ry  rafiUl and by 1869 there

were 110 tivtivo life -‘liivv-: m tv.f T’tutfU Lih’h m.
8.2.3 iVhth'M-.i

The firs t cy*;itvy in v;i-- -i'.-' »t iiv*-'' >■ v,l u.% r  n;\. v fii:v«'.itlonfi
appearo tu liv Holland ivln iv tw  i  Lfv I'm nvxiifw eo.upau’Mvao foimded In
1907.4 Tiao liiv difivv, tin- U 'hv ^



Levenavarzek<'FImran' .  opoyatcd on eelcntlHc p 'lnsiploii.1 The first 
life aseuraneo company iu l-'rcnco was foaadod In IMO whilst in Italy the 
’Comnaftnle dl Amih nrr^lonl dt Milai o ' was foimdcd in 1826, By lUSO 
life assurance was boliif; traimvii'd hi (iennftny, Austria, Switzerland, 
Canada and Australia hut in other parts of Kuroj.i-, Russia and Japan, 
life assurance oame e (.;o< i! deal later. “

Tho history of life aoonrant'o in South Africa dates back to the founding 
of two British offices in the Capo Colony in 1820.
3.3 Llfp.Assnrniice. in.So'itli Africa

3.3.1 llisMt-lrul liwolc,; r u nt 

Life assurance began In tho Capo Colony uhortly ulior tho arrival of the 
1820 Settlors. Two Hrl'luh tho 'United Emplvo and (.‘ontlnental
Life Assurance Agaue’atlon' and thv ‘Allianep Br-tiah oral Voroign Fire 
and Life Assuram o Company', begun oporatlonn In the Cope Colony In 
1820. Five yearn later the fir;:t local company, the 'South African Life 
Aseuraneo Company', was eatabliohctl.^

The only local oftleo eataltlipheii in thtn era nnd atlll In exlstovcc la tho 

South African Mutual Life Anmirouee Society, a mutual 8«Wety founded in 
1845 by James Falrburn ^idot' the name of ‘The Mutual Life Asouranoe 
Society of the Capo of Goad Hope1. Th»; componc la gerorally known 
as ‘The Old Mutual'.

The growth of the Old Mutual in its find f jfh ycuvu wau alow compared 
to tiie spectacular growth since (hew

The funds of the Society first reachcil one mtllloo potmdo In 188? and 
interest Income reached llo  one milli . i pound level tor the first time in 
1930. From 1865 to 1 !K»b tho fuiuln of tho m-i-leH- virtually doubled every

1. VanBnrneveld, pp. p i? ., pp.

2. G o x an d S to tr  B e it, pp. t- i t . . p.

3. 11. van Helm, llk u w y  ol the S.mdt Atricno M nteal.1 j f e  AHHiivance,
g ty ie t.v .-ia i:v.ni.iii. cape  Town, tl 'tivu to  I'ui.hvution), 1915,
M>. 88-9.



ten yearn. The 110th year of existence of the Society was very eventful 

the following etatemen- ahown :

. it saw the Society uocoaio the I'tret South African life office 
to exceed £100 000 OtiO of new bualnoaa in one financial year; it wit­
nessed the attainment of tho first £100 000 000 in Ita accumulated fu n d s ... '1

It can thus be noted that it took tho Society from IMG to 1887 to accum­

ulate total assets of over one million pounds whoreao by 195G its total 
assets exceeded £100 million. It will be observed below, that by 1078 
the total assets of the Society were well in excess of III 800 million.

In 1075 the Old Mutual was tho largest1* life office In South Africa. As 
at June 30, 1975, Its total net assets were equal to III 340,9 million and, 
for the financial year endm* on this date, the total premium and Investment 
income of the Society was 11318,8 million of which income from Investments 
was HI03,1 million. '* Tills shows the remarkable standing of this Society 
since its modest beginnings in IKlfi.

The second oldest South African Life ‘.ffleo still in existence is tho 
Southern Life Association, founded in 1891 by William Elliot, a  Scotsman. 

Elliot was scat to South Africa to s tart a branch for the Gresham Life 
Assurance Soslety of England, Soon after his arrival in South Africa he 
resigned and founded the Southern Life Afwoelation, a mutual society.
The Memorandum nf Agreement of this society was signed on November 21, 

1890 and the firs t inaugural meeting of foundation policyholders was held 
on January 86, 1891.4 Aa at April 30, 1975 the total net assets of The 
Southern Life had grown to H38n,7 million, molting It tho fifth largest life 
assurance company In Scuh Africa at the time of writing.0

1. Insurance City. Vapo Town,(Private Publication), 1956, p. 3.
2. The criterion for measuring tho oizv of life offices in South Africa has 

been taken an the oiv.e of their total aoaeto hold in South Africa.
3. 1975 Accounts, Old Mutual.
4. T. V. Bulpln, The Southern 7,1 Years of Service. Capo Town,(Private

Publication), 1966, pp. 3-1.
8. 1978 Accounts, Southern Life Association.



Tbe A- eieaix Life Aswtinvv Sm ivtr i,"n>!itc<l, a frui.i 'vs.irv (‘(/inpimy, was 
fotmded in 190-i by I.W. Schh-iiiii^f t’. In it mviwd with the Soutli African 

Eagle Insurance (Jomfmv Linntv-I an.l •‘iimitifil its namv to the African tiaglt1 
Life Ai.curanet! Sacicty !.itui(vi’. A . at mlwr v.u, tiuarantoe Life 
Aaauranw Comvanv Uuiiti ! ii'iU f:->- .[>!■’!) Aw irunrt VMuifwy of
Ithodvym hintitv 1 wviv  \vl'--llv uv::i' i f . lit’•'<!-,!ifint t id the Afrivan Ktifllc. This 
eomiun>, 3’i at Umt ibti-, -.xu a tv.. '.:-i,vi nf (W At^Ut Ai’fuvUv.w Vorporation 
group of cm pu iu ri. An mi Ur;it' m> hi/.;, tm fotiil iie-t a.’.fii't‘i »>f tho 
African KutsU1 it" 17,;; ? A:; well :i:’. liii* tiutiinaaa,
the A tw an Z,u;;lv rI.'.h v.tiV ; uiilv-iv"1 >

Thv Afri.-an Maitiv iiml Hu l.iN'rf' i ■ .t-jr.tioa ut A 'iii:i J.'i.iiteiJ were

ttwtMs;lam.Uo\ivih l:ic jis«mi:in-t-vutupui’irM m.pveiivi'h in Jouth
Afrn-mi iii 1073, "Mh t ital i-.- .vt. At. n'Ui r , % c i i  ivil?,3 
million ar- at S v tv u ' t  Si', i-.iTfi invj th >:;v of thf laic ili.mp were
R 8 ; - : - i W U u n a u  (■* U v w i v i t w  m ,  V , , ; - ,

?, I.IC# tht- ■ . .  t"u, lavf;c‘ t !i' »- 'i t-mapany i<i Sov.Hi A fricn was

'San^-Si t Invh .."luiour'lvl »; l i ’l :v' tl"- ‘."nui'Ai't (kanimi' Ka;ii«*iiale 

Lov.: i.-iiuiiitykavin '.  w i i  r v p w ia r t jM  a w rapaiiy on June 8,

19i .v i v . : u r .iliy Iiy ti'ii!;,, .i, «,-Miv.nl isiouixT. • >«i .lanuary 3s,
1.1,u :.' ('S-ildiM’:; vi AmliiM m* ;di -i> 'v ::-‘hinuii i., ti.v t-ffn-i that Sanlam

v-tvtl iiitn •! ( oiiip:it:v v/itL'iii? i.J. ive vatutal i .v .  a  ttiutuf1, com pany,8 

Than i'.[- ; iHvauJc t!<" :Y. . its "•j.i-'-'it-Uk'lM MtTO
ifif.ifr.-'t.’ . . '  u;t-i it wqh m.ivvV.-, ,i tU. i -.'iiii.') i»f tliv .Mi-'iinay iHvmUl ratlit't' be
ill !:n ijiiv.

i'v.ijii:.- t'K1 -I'lotiwly iii!1 . M. Kanluni liii:: •‘.rrv.ti vt'i'v vapidly over tho 
years anU, iielv i.i i, ... r-rau in t"  tl>" i>’>1 Mutual. By 
Soptvrniivr •'i". u?3, Sanlam' t c !  nrt wiKii had r.i'-'- '-i t f  tt'TH million. In 
that Umu 'ir:< i r  ti-t:1! p iw  » ninwu' w:i.i uhI’uni -m,! iiu-vah’ivnt
h'.tv:nev.o , Mill 1

'  HM" I.lli* Sin'ivh. .

Itii-'i At ir t: ', I' vilk- liile  ami Ij.l-vvtv U fe .

Reli ct i‘« .vuittei *iui t ' v  '•1 .«th A tricaii Natitmat ■,itv Xrn.-.raRi v Company 
(MutimU . lum -: jti ti'i'ivau i Hill, V'.V. I'i, IflM.
'Sar.tam -x w Ik-:' ■, *  , Ttmtv, h>u.ii:x ': NvxvmhertW,
1075. p . L



In 1972 tiio operations of tho Liberty Lll'o Aanoclatlon and tiio 
Manufaolurarn LUo Inaumneo Company of Canada wove niorgtd nitd in 

1074 thu Sub LKq Assurance Company was morged with tho Liberty group. 
Thus, by the end jf 1974, Liberty Life Aseociation, which had boon founded 
In 1058, was one of the four largest life aaauranco companicQ in South 
Africa. In to m s  of total assets, this company had boon Insignificant 
within tho -oial South African life assurance market until then.

From 19-15 until 1074, tho four largest lasurors lu South Africa 
tho Old Mutual, Sanlam, African Eoglo (formerly the African Life) and tho 
Southei'ft Life. An analysis of fiie growth of these four companioQ at 
quinquennial intervals is of intoreat, To ensure a eonalatent approach of 
considering onsets and pretnturn ineorno, the fables tliat follow have boon 
derived from returns lodged with tho Kegiatrar of Insurance,

3.8.2 Comnarlson of the Growth in Aaseta of tho Four Largest

Table 3.1 below shows tho total (osote of tho Old Mutual, Sanlam, Southern 
Life and African Life (later African Eagle Life) at quinquennial intervale 
from 1925 to 1970, ae well as for 1973.11 2

1. For yearn prior to 19C1 all figureu In pountla were eomertcd to rands 
at tho rate of CWK% Thio has bce,i done In all tho ensuing tables
in this Chapter,

2. The eourccQ of daia for Table 3.1 were aa follows : 182G-19-10: 
flummarics of Returns Deposited with tho Treasury by Insuraneo 
Companies.
1946 onwards : Annual Reports of tiio Registrar of Insurance, 
Government Printer, Pretoria.
For brevity, future references to both the above sources are given 
as Annual Reports of the Registrar of insurance.
The following facta should bo noted :
(I) Financial Year Versus Year of Publication ;

The Sutmnartca of ttetwrna Deposited with the Trcaaray* In a 
particular year referred to returns deposited in that parti-: i$nr year 
and did not necessarily refer to tiie financial year of the ilk. office. 
For example, slatUiiieo from the Returns for 1940 rcfcrrt.ii tho 
financial year ending' December 31, 1939 for African Life .;nd 
Southern Life, the year ending September 30, 1939 tor S&r/am, and 
tho year ending Juno 30, 1940 for tho Old Mutual,

'The Annual Report of the Reglstrhv of Inauranao' for 1980, foe
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example, referred to the financial year of companies ending within the 
calendar year 1950. This waa true for alt 'year references' from the 
Registrar's Report except for the figures for I960 and 1966 In the 
tr.l>ie 'vhlch have however been token from the Registrar's report for 
thr year ending Juno 30, 1061 and Juno 30, 1986 respectively, as 
these reports were doomed to bo more relevant to the calendar years 
1960 and 1966 respectively. At the time of writing (October 1976) 
tho latest report of the Registrar of Insurance that vas available 
was for the year ending Deeembcr 31, 1073.
(II) Valuation at Assets?
The figures for total assets of the various life offices do not necessarily 
agree with the published balancc sheets of the individual companies 
as tho assets aro shown In the table on the baolo returned to tho 
Registrar of Insurance. The values of assets aro returned In terms 
of Section 15 of the Insurance Act. No. 27 of 1943 as amended.

In general tho balance sheets of long-term Insurers reflect the 
book value or approximately the original cost of their assets. The 
asset values as refloated In the Rcgistrsr'u Returns are a summary 
of tho asset values returned under Statement N of the Regulations 
to tho 1943 Insurance Act. In Statement N,assets which are quoted 
on the Johannesburg Stock Exchange, are generally given at their 
market value as at the particular company's year end. Due to tho 
very large Increase in stock exchange prices in 1868 and early 
1989 the market value of quoted securities belonging to long-term 
Insurers wore considerably higher than their book value at that time. 
For example, at September 30, 1909, Sanlam's total assets were 
shown in the Registrar's Report for tho year Decombor 81, 1969 as 
RS44 million whereat; Sanlaia'a balance shoot as at September 30,
1969, disclosed gross assets of R481 million,

A change In the Insurance Act Introduced In 1900 should be noted. 
Prior to that date many offices showed as assets deferred premiums
I.e . premiums payable between the financial year end and tho 
following policy anniversaries. Prom 1963 onwards these deferred 
premiums wore treated as a deduction from the actuarial liability 
of tho assuror and hence not reflected ae an asset, The value of 
tho deferred premiums would generally not exceed three yor cent 
of tho total assets and tho change in the Act did not alter tho 
trend reflected in Table 3.1 and subsequent tables of assets.



Table 3 .1 Growth In Total Asaefra of tho Four Life Offlcoa

African
Llfo

Old
Mutual

Southern
Life Sanlam

Total of all 
four offlccs

R'000 n  • ooo R '000 R'000 R ' l»00
1925 (5 640 27 7*6 6 903 407 41 736
1930 40 179 10 289 1 551 62 846
1935 13 902 52 075 12 873 3 237 82 067

17 920 71 740 16 C40 7 165 113 471
25 $>07 99 302 19 215 167 834

1950 37 590 138 536 40 965 249 393
1955 216 024 47 554 80 788 104 121
1960 333 639 74 028 163 092 042 722
1965 92 548 493 008 107 447 285 18C 978 239
1970 147 282 759 729 176 444 484 628 i  568 083
197 2(19 406 1 283 903 244 357 748 726 2 841 392

From Tablo 3.1 tiio following can bo noted :
(I) The Old Mutual has always bean a  dominant force to ths lilts 

assurance tnduatry tn this country and it can bo observed that tho value of 
its Assets wore greater than tho value of the asaotn of the other throe life 
offices combined in the yearo prior to 1973. In 1925 tho aoaote of tho Old 
Mutual wore sixty six per cent of the value of tho assets of ail four offices, 
but this percentage had reduced to fifty one by 1978,

(li) Tho main reason for tho dcorraao in the relative importance of 
the assets of tho Old Mutual has been the phenomenal growth of Snnlam, 
Between 194 G and 1950 the value of the assets of Sanlam surpassed those 
of African Life and Southern Life making Sanlam tho second largest 
domestic life office in 1U50 compared to being tho fourth largest in 1915.
By 1073 tho value of Sanlam's assets had grown to approximately treble 
those of African Life and Southern Life taken separately and wore, in fact, 
equal to 67,9 por cent of the assets of tho Old Mutual.

(Hi) In 1928 the Southern Life, then the second largest lift* office, hold 
assets of greater value than African Life, but by 1930 this position had been



reversed. Between 1955 and 1060 the assets of tho Southern Life Increased 

more rapidly than those of African Life, making the Southern tho third 
largest life assurer In South Africa at the time. Aa a  result ot the merger 
with the South African Eagle which took place In 1973, tho assets of the 

African Eagle Llfo were oncc again greater than those of the Southern Life.
It is of interest to note that, as at Dee ember 31, 1078, the total assets of 
tho Liberty Life Association wore R173.2 million.*

3.3.3 Growth in tho Number of Life Officcs Operating in South Africa 
The number of life offices registered to transact Illy business in South Africa 
over the years Is given in Table 3.2. Tho Insurers have been split between 
domestic and foreign insurers and the Met excludes professional reinsurers.
3.2 Number of Life Offices Regiatnrod to Transact Life Business In 

South Africa.**

Year Domestic insurers Foreign Insurers Total

102G 9 25 84
1935 10 26 36
1P45 12 18 30

1960 25 22 47

1065 30 20 50
1970 42 14 56
1974 34 10 44

Table 3.3 llluatratce how tho number of domestic Insurers steadily 
increased until 1970 and then decreased, whereas the number of foreign 
Insurers registered to transact life business has declined substantially, 
with tho grcittcat relative docrcaac occurring from 19G5 onwards.

1. HP 91/1074, Registrar of Insurance, Thirtieth Annual Report, Year 
Ended 31 December 1913, p. 2B,

2. Annual Reports of tho Registrar of Insurance. These figures are Gener­
ally more up-to-date than tho year to which tho appropriate Registrar's 
Report refers. For example, tho Twenty-sixth Annual Report refers
to the year ending December 31, 1960 but provides details of too class­
es of buslnese for which Insurers were registered as at December 31,
1970.



The registrations of foreign Insurers to transact life business were 
cancelled over the years after they had either discontinued their business 
In the Republic or had transferred It to South African Insurers, In many 
Instances the registrations wore cancelled duo to the latter reason,1 
Mergers of life companies arc discussed below,

3.3.4 Mergers
Since 1926 (he number of domestic life offices operating In South Africa 
has increased substantially whereas the reverse has been true for foreign 
Insurers, Inflation and rapid expansion by companies have led to very 
large Increases in the administrative and managerial cxponsoe of life 
assurance companies,and a life assurance company has to reach a certain 
minimum level of premium income to make it viable economically.

As is true for other economic activities, there may aloe be economies 
to scale for Insurance companies. If this happens, there will be an 
incentive for some companies to merge for economic reasons. If two 
companies could merge and maintain their sales of new polloies, but 
rationalize their head office and branch structures, then, as a combined 
group, they should be able to attract the oame premium income but a t a 
lower overall cost, and hence the merged companies would prove to be 
more profitable than the two individual companies. It may happen, 
however, that the shareholders of a company may not be willing to 
surrender their Independence by merging with another company.

In 1972 throe mergers wore announced. Whereas It might have seemed 
logical that smaller offices would bo most amenable to mergers, only 
one of these throe mergers Included small companies. The other two 
involved three medium sized companies and the African Life Assurance 
Society Limited, tiio fourth largest life assurance company in the country 
at that stage.

One of the mergers announced In 1972 staled that the Liberty Life



Association of Africa Limited (Liberty Life) had acquired the South African 
operations of tho Manufacturers Life Insurance Company of Toronto,

Canada (Manufacturers Life),
As at December 31, 1971 tho Manufacturers Life had South Africau 

assets exceeding fifty million rand and an annual income of approximately 
ton million rand inclusive of three million rand of Investment income, and 
the joint company would then have had over H120 million in capital and 
policyholders' reserves and tho consolidated income for 1972 was estimated 
to be approximately thirty-five million rand. * Liberty Life effectively 
absorbed Manufacturers Life. Tho economic motives for this merger were 
clearly illustrated when it was reported that Liberty Life had estimated 
that they could decrease tho costs of running tho South African business of 

Manufacturers Life by R650 000, for the year 1972. ®
At the time tho merger was announced one South African newspaper 

stated tho following:
■The merger has added significance in that 11 could well bo the fore­

runner of a major rationalisation in tho South African Industry, principally 
Involving forelga-eentroUed compaction.,3

The second merger announced in 1972 was between Afrikaanan Vorbond 
LowansversokoringgKcnootskan (A. V.L.) and the Monument Assurance 
Corporation (Monument), both domestic companies.

Following amalgamation, tho new group would hnvo had more than 
38 000 policyholders and combined assets exceeding twelve million rand 
with premium and investment income exceeding three million rand. ̂  Tho 
combined company woe renamed Momentum Lowcnovorsekoraars Benerk.

1. Guardian Assurance Holdings (Mouth Africa) Limited, Liberty Life 
Association of Africa Limited and Tho Manufacturers Life Insurance 
Company of Toronto, Canada, 'Joint Statement', Tho Stag March 28, 
1072, p. 28.

8. SundayTj nvco.JhiRlnean Times. October 29, 197?, p. 28.
3. 'Liberty's Major Coup. Manufacturers Life Merger one of the Biggest', 

Rand Dally Mall. March 29, 1972, p. 23.
4. 'Another Insurance Merger', Rand Daily Mall. April 22, 1972, p. 11.



In October 1972, the merger of the African Lifo Assurance Society 
Limited and the lifo assurance business of the South African Eagle Insurance 
Company Limited came about. The new group was to operate as the 
African Eagie Group. The African Lifo incorporated the life assurance 

business then conducted by South African Engle and also acquired the 
financial controlling Interest In Guarantee Lifo Assurance Company Limited 
(Guarantee Life) and obtained approximately twenty five per oent of tho 
South African Eagle which continued as a fire  and general insurer. In 
addition, South African Eagle obtained a  twenty five per cant IntorcQt tn 
African Eagle Life.1

The total assets of the lifo operation of tho new group In 1072 were 
approximately 11200 million and the annual premium and Investment Income 
was about H70 million. “ Tho new group in 1972 wao the third largest life 
assurance group In South Africa and by far tho largest proprietary life 

assurance group in the country at tiiat stage.
In 1973 tho merger wao announced between another two domestic 

(.ompanies, the Netherlands Insurance Company of South Africa Limited 
and tho Equity Life Assurance Corajany Limited to form Ned-Equlty 
Insurance Company Limited. Tho combined assets of the two companies 
wore approximately twenty million rand by the end of 1073.3

In January 1974, Liberty Life ntarted ncgotlationo to acquire the South 

African business of the Sun Life Assurance Company of Canada. Thte 
second largo take-over by Liberty Life in only two years wan cxpoetcd to 
boobt ita total assets to over 11300 million.'* The approval of a number o$

1. ScMeatoger Inausantio and Institutional Holdings Limited and South
African Eagle Inauranse Company Limited, Preliminary Joint 
Announcement, Rand Daily Mall. October 0, 1972, p. 20.

3. IbiU.
3. 'Nlosa and Equity Life Talk1, Rand Dally Mail. October 30, 1973, 

p. 21,
4. 'Liberty out to toko over Sun Lifo In 8. A , Rand Daily Mall. 

January 18, 1974, p. 16,



different parties have to be obtained before a merger is finalised and the 
Llberty-flun Life merger only became unconditional In November 1974 rtf tor 

being confirmed by the Band Supreme Court.1 If, for 1973, assets of the 
Sun Llfo of Canada wore added to the assets of Liberty Ltfo, they would have 
tot-.Uod R258 million. ̂

3.3.5 Tho Relative Importance of Domeatlo and Foreign Insurers 
In South Africa

Tho numbers of domestic and foreign llfo assurors have boon reported above 
in Table 3.2. It was then observed that the number of domestic insurers in­
creased substantially until 1970 and has only recently started to decline.
Tho decrease In the relative Importance of foreign Insurers in South Africa 
Is Illustrated In Table 3.3, which shows total premium Income In reapeet 
of business carried out in South Africa, separately for domestic and foreign 
Insurero.

From 1087 to 1910 the foreign insurers in fact Increased their market 

shaio of total South African premium income. After 1050 however this 
trend was reversed, and from 10G8 onward? their share of total premium 
Income dcvreaaet! 'cry substantially from 29,6 per cent In 1066 to oniy 
16,8 per cent In 19731. o. thoir percentage of total premium Income in 1973 
was only fiftyfivo per cent of their market oharo in 1966, This Is attribu­
table mainly to tho greater growth of tho domcQtto offlees as well as to tho 
merging of companies eueh as Manufacturers Life with Liberty Life, so 
that premium income generated by the former company are now refk-ctcd 
as domestic premium income. The above trends aro clearly ahovvn 
la Table 3.3 below.

1. 'Merger is Approved’, Hand Dally Mail. November 30, 1074, 
p. 10.

2. IIP 91/1074, Registrar of insurance, Thirtieth Annual Report, 
Year Ended 31 December 1073, p. 25,



Table 8.3 Premium Income In respect of Bualnnos Transacted In South 
Africa1

Year

Premium Income
Premium
Income

Porcontago of Total 
Premium Income

Domestic
Insurers

Foreign
Insurers

Domestic
Insurers

Foreign
Insurers

IV000 R1000 1Par Gent Per Cent
1927 5 42-1 2 881 8 308 65,3 34,7
1030 6 437 3 617 10 054 64,0 36,0
1935 7 513 4 758 12 271 01,2 38,8
1940 10 577 n 941 17 818 60,4 39,6
1945 16 653 10 456 27 100 61,4 38,6

1050 31 177 15 643 16 820 66,6 33,4
1055 36 711 24 0.6 81 369 69,7 30,3
1960 69 357 35 460 131 826 71,6 28,4

1965 138 504 68 384 196 788 70,4 20,6
1970 270 848 80 592 851 491 77,1 22,9
1973 499 157 97 014 596 171 83,7 16,3

It seems probable that the Government will accept certain recommendations 
of the Franzoon Commission to convert the exlotlnp branches of foreign 
insurers Into local subsidiaries within a  given period and that foreign mutual 
companies will also be required to operate under similar conditions through 

local companies. “ This trend of'South^Afrleanizatlon1 Is likely to 
M oderate In the future.

1. Source: Annual Reporto of the Beglatrar of Insurance. Premium 
income Is shown net of relnnurance hut Includes considerations for 
annuities. The total premium Income Includes that applicable 
to domestic and foreign reinsurers In respect of their South 
African business. Prior to 1927 premium income was not split 
between domestic and foreign humrcro.
It. P. 87/1070, Franzson, D.G. (Chairman). Fiscal and Monetary 
Policy In South Africa. Third Itenort of the Commission of Enouirv 
Into Flnoal and Monetary Poliov in South Africa. Pretoria, para.



3.3.6 The Four Largest Life Offices Reconaldored 
The four lorResi tlfo offlcoa, from 1945 unlit 197-1 (I, o. thcoo wove the 

Old Mutual, Snnlam, Southern Life and African Eoglo Life) hold togothor over 
sixty per cent of the total assets of all ineurors operating in South Africa.
For this reason it acorns appropriate to discuss those four domestic Insurers 
separately. Table 3.4 shows the size of tiio total assets controlled by these 
four offices In rotation to the assets controlled by all domestic insurers and 
reinsurers and also In relation to the asseto controlled by all long-term 
Insurers and reinsurers.
Table 3.4 Cnnwarimin of Total Asnots ol DomoBtto Intmm-B. the Four

Largest Insurers and the South African Assets of Foreign Insurers1

Year

Assets Controlled by
Assets Controlled by 
the Four Largest 
Offices as a  Percentage 
of Aaoeto hold by

Domestic
Insurers

All
Insurers

Four Largest 
Insurers

Domestic
Insurers

All
Insurers

R'000 R' 000 R' 000 Per Cent P er Cent

1945 174 770 247 604 187 834 06,0 67,8
1950 265 376 391 802 249 393 94,0 63,6
1955 443 500 618 578 401 121 91,1 65,3
1960 712 464 963 180 042 722 90,2 06,7
19GB 1 121 214 1 509 076 878 209 87,2 64,8
1970 1 946 468 2 530 814 1 568 083 80,6 62,0
1973 3 800 400 3 93a 214 2 Oil 392 79,3 64,6

i .  Source: Annual Iteporta of the Rcglatrar of Insurance. All figures 
refer to the Registrar's Report ot the respective years except the 1960 
and 1965 figures which woro taken firm  the Registrar's Reports for 
the years ending Juno 30, 1961 and 1060 respectively.
Prior to 1944, assets woro not shown separately for assets held in 
respect of life business in the Summary of Returns deposited with the 
Treasury by Insurance Companies. Nevertheless it is Interesting to 
note that as far back as 1980 the assets of the four offices concerned 
wore 98,4 per cent of the assets of all domestic insurance companies 
and 68,3 per cent of the asaota of all insurers whether long-term or 
short-term.



Tho four companies control by far tho bulk of tho nssots of tho industry 

and In relation to domestic Insurers, it was only during tho onrly 1900a 
that their share of tho total assets controlled by domestic insurers fell below 
ninety per cent. As a percentage of total assets controlled by tho Industry, 
their shnre hna, over tho laet twenty five years, remained consistently 
above sixty per cent, it  is clear, however, that tholr sluivo of total assets Is 
elowly decreasing, both in relation io tho assets of domeotlo insurers and 
to those of all long-term liieurero. Thin deollue in concentration is duo to 
the increase In the flizo of othos domestic offices that have operated in 
South Africa over tho laat Iwvniv five years.

Duo to tho dominant position of the four largest life offices in relation 
to all Insurers, and particularly in relation to domestic Insurers, previous 

analyses of the Invotitmonta made by South African life offices have centred 
on tho investment!! of thooo four offices. ̂  The investment policies of these 
four life offices tiavo then been deemed to bo representative of tho investment 
policies of all domestic long- torm iiu-urers, in view of the size of the four 
largest offices, tills has not been an unreasonable assumption.

In 1027 the total South African premium income of the same four companies 
was 96,0 per cent of the premium income of all domcutic Insurers and 62,6 
per cent of the total for nil companies, domeotlo and foreign. By 1973, their 
total premium Income had declined to 72,1 por cent of the total for all 
domestic inaurora, but as & percentage of the total for all companies tho 
decline was (mall, their share at that ataRc being GO,4 por cent of the total.,2 

In summary, it can be concluded that tho South African life aosuranco 
market la highly concentrated but that the decree of concentration has 
slightly declined during recent year a .

1. Analyse;) havo been done by :
d) Holtmnn. fij). Ht.

(11) de Villiei G dv Vo:., cit.
2, Source: Annual lUimt'In uf tin* llvRiGtvar of Insurance. Premium income 

is In reapcet of l-untiifiu' trmu.avted in South Africa and let net of re -  
innuranee but tneliulef! eon:»iilfi’atlon3 f >r annuities. The total premium 
Income Includes that applicable to domestic and forol^a reinourors In 
respect of their South African business.



CHAPTER 4
LEGISLATION GOVERNING I.IFE ASSURERS IN SOUTH AFRICA 
4.1 History and Evaluation of South African Inauranco Loclal&tkwJ

4.1.1 Inauranco Act. No. 37 of 1923 
The first major ineurauoo loglalfttlou paaticd In tho Union of South Africa 
vns the li\eurRttee Act, No. Z7 o£ 1923. This Act'was passed to aonooUtiate 
and amend tho laws in forco In tho provinces of tho Union relating to 
insurance and repealed sovvral such laws that wo.-o etiU in force In 1923. ̂  

Tho 1823 Act provided that no company could transact inauranco 
business in tho Union:

' . . .  unices It has been registered in accordance with the regulations, 
is licunccd as provided by law, has made tnc deposit required by this Act, 
and, in the case of life insurance, bond Investment and industrial 
companies, has furnUhod to the Treasury a certificate by an actuary that 
the conditions on which buulness Is proposed to be effected arc actuarialiy 
sound.,S

1. In this section tiiv history of South African Insurance legislation 
is analysed. The purpose of this scetion was to describe tho 
legislation affecting life assurors ao that its influence on thoir 
corporate behaviour tould bo studied. It wau not the Intention, to 
s u r e s t  a more suitable lo rn  of legislation or controls that could 
bo imposed on life assurance companies.

2. Tho laws repealed Included laws that had firs t been introduced as far 
back as 1801. Anumgat thrao wcyo Tho Ufo Asmututeo Act, No. 13 
of 1881 and Tho Insurance and Loan Companies Act, No. 80 of 1906, 
both of which lifld been paused In tho Capo of Good Hope. Acts 
repealed of Natal wore the Lodging of Securities by Assurance and 
Insurance Companies Act, No. 47 of 130-1 and various amcBtilug Acts 
thereto and alsu ti:o l  ife Insurance Protection Act, No, 38 of 1908, 
The 1023 Act also repealed Transvaal Law No. 8 of 1898, For the 
Regulations of Business of Assurance Companies In the South African 
Republic, os well as tho Orange F ive State Law No. 12 of 1894, To 
Regulate Rights under Policies of Life Insurance, and Chapter C, 111 
of the Law Book which dealt with regulating the admission of 
insurance companies.

3. Insurance Act, No. 37 of 1923, 8,3.



In torms of the 1923 Act, companies had to deposit cash or accurltioe 

with the Treasury for each class of business for which they wore registered 
and these deposits wore scewity for the payment of tho value of the policies.* 
At the end of cnch financial year, companies wore required to prepare 
various prescribed accounts which had to bo lodged with the Treasury. 
Company accounts wore to be subject to an annual audit.2

All new life insurance companies wore required to furnish the Treasury 
annually, for a period of four years, with an actuarial report oa the 
flotunri -.1 soundness of any alteration of, o r addition to tho original conditions 
as certified to to term s o£ Section 2 of tho Aist. ® In term s of Section 18, 
an actuEiry was required to investigate the financial condition of every ilfo 
company at least oneo In every five years and an actuarial report and 

statement of tho company's life insurance business had to bo presented.
Under lieetloa 19, a statement of new and discontinued policies had to be 
provided.

All documeate deposited with the Treasury were to bo available for 
public inspection (Section 46) and tho Treasury was required to publish 
those returns or a summary thereof (Section 85). Tho Act also dealt 
with the amalgamation and transfer of lnsurai.se business (Section 83), the 
winding up of companies In the case of insolvency, but only on policyholder 
petition (Station 35) and the Regulation of Industrial Business (Sections 
30 to 40).

4 .1 .2  noflolenrico In ttm 1923 Inauranon Act 
Many of the deficiencies In the 1923 Insurance Act wore stressed in two 
Important publications by Professor B.H.D. Arndt,4 who stated th a t :

1. S .SnndS.?.
2. M iL, 8.13 to 8.15.
3. IbkL, S .17.

4. B.H.D, Arndt, An Annlvain of Investment Policies of Llfo inaurnncft 
Companion in the Union of South Africa. The need for more Construe- 
tlvn Legislation, 4th cd ., re v ., Pretoria, J.H . do Bussy, 1938. 
B.H.D. Arndt, Asstiranaiewese in die Unle. 'n Ontledlne van die 
Jowrato aegowens. Pretoria, J.H . do Bussy, 193b.



'An Insurance contract Is a more piece of paper unless not only the 
actuarlally determined funds arc being hold, but also unless auch funds 
have been wisely and safely invested. ’*

He believed that the 1933 Act was deficient in that it did not lay down 
a desirable distribution of insurers’ funds between the various typos of 
assets or minimum safety margins to be maintained in granting loans or 
mortgages." Ho also argued that the fixed deposit of £10 000 (H20 000), 
which was required to transact life businotie under Hie Act, irrespective 
of the size of the company was an inadequate safeguard and the deposit 
should be adjusted according to the size of the company. In addition, 
oound m w gem ent and solvency had to be assumed by prescribing desirable 
and sound investment policies.3

He criticized the fact that the Treasury merely published the annual 
returns deposited with it by insurance companies without any comments at 

all and deplored tluit under the 1023 Act there could bo no investigations 
Into the affairs of insurance companies nor could further information be 
required.*

Several of the recommendations published in Arndt's booklet entitled 
'Insuring our Insurances’ (IS'll)’’ were incorporated in the 1948 Insurance 
Act. in this latter publication Arndt had givon an analysis of insurance 
legislation in tho United Kingdom, the United States of America, Australia, 
Canada, Biro, India and tho Union oC South Africa and concluded from Oils 
comparison tha t, learly ' . . .  the Union legialalLn was moat superficial 
and hopelessly out of date1.® Ho deplored ihe fact that tho Treasury had 
no powers of any kind to safeguard tho interests of policyholders and It did

1. Arndt, An AnalvBls of Investment Policies, on. c l t . . p, 46.
2. igd .
3. lydj., p. 50.
4. Arndt, Aasuramitweso In dio Unto, op. clt. . p. 17.
5. E.H.D. Arndt. Insuring our Insurance. A Survey of Insurance 

Legislation with Recommendations for the Union. Pretoria, Union 
Booksellers, 1941.
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not oven have the power to osamlno the returns lodged with It and call for 
further Information. In hie opinion the Union pel ley of virtually 'no 

Interference’ with insurance companies whatever, was fundamentally 
wrong, To quote Arndt :

'As long as now insurance legislation does no more Shan lay down 
generally accepted principles and standards of safety, no well managed 

company should object to public certification that it complies with such 
standards, slnsc avch public approval can only bo of direct benefit to the 
companies concerned.,I-

4 .1 .3  Insurance Act. No, 27 of 1913 
No raiijor {.mendmonts had been made to the 192it insurance Aot y the tune 
it was repealed and replaced by the 1943 Insurance Act. The original 
1043 Act has been amended on several occasions and a summary is given 
below of the more Important provisions of the Act covering statutory 

control over the operations of insurers, regulations regarding their assets 
and liabilities and factors Influencing their investment procedures.2

(1) Registrar of Insurance: Section 2 made provision for the 
Minister of Finance to appoint a Registrar of Insurance to exercise all such 
powers and perform such duties as are assigned to him under the Act, 
under the control of and subject to appeal to the Minister. The llcgistrar 
was authorized to demand from a registered insurer information relating 
to any matter connected with its business or transactions, and It was 
the duty of the insurer to comply promptly In writing (S. 28).

Section 20 conferred upon the Registrar the power to Inspcc* or investi­
gate companies. Furflii'-Nmme if any registered Insurer failed to comply 
within a period of thirty days otter having been eaUcd upon in writing 
by the Registrar fo do so, with any requirement of his In terms of certain 
specified ocvtiom; of the Act, then with the consent of the Minister of 
Finance, the Kcgietrar could, by notice in writing, prohibit such an

1. Ibid., p. 68.
2. All r t f ico to the Vu-<3 Insurance Act, unless stated specifically

to the, ..-ary, are to the Act as amended.



Insurer from issuing any turthor now policies (S,20 bis). In to m s  of 

Section 60, tho Registrar had to submit to the Minister an annual report 
on his activities. In respect of long-term business, these reports Include 
Information on investment and premium income of insurers, benefits paid 
to policyholders, expontins and commission as woll as details of now 
business, surrenders an i lapses. Summaries of the assets and liabilities 
of long-term Insurers are also given, tho former including an analysis 
of the types of assets hold. Many of the documents, including all statutory, 
annual and triennial rohvns, submitted to the Registrar of Insurance 
by insurers are available for inspection by the public (S. 71).

(U) Dcnoslts and Assets; Registered insurers had to deposit 
with the Treasury money and/or approved securities having an aggregate 
value of not less titan R20 000 If the insurer did not carry on any long-term 
Insurance business other than funeral business, or R100 000 if it carried 
on any one or more classes of long-term Insurance business other than or 
In addition to funeral business (S.'j),

Every insurer was required to furnish the Registrar within six months 
of Its financial yeax end with a statement of all assets in respect of its 

Insurance Business at tho olooo of each financial year (S. 14).
Section 15 specified tho values tL«<t could bo placed on various types o) 

assets required and the valuation of assets ia dlseuticcd in Section 4.4 below. 
Insurers who carried on long-term Insurance business were compelled, In 
respect of such business, to hold In tho Republic assets of one or more 
of tho kinds mentioned In the Third Schedule to tills Act, having an 
aggregate value net loss than tho amount of their nut liabilities in respect 
of such business carried on by them in tho Republic. They were also 
required to hold nsooto having an aggregate value not loss than tho amount 
of their not liabilities In respect of such business. For this purpose money 
or approved securities deposited with the Trenmny were not deemed to be 
assets held by the Insurer.

Sections 17 and 18 stipulated that portion of the assets referred to above 
had to bo Invested in assets of the type stated In Part One of the Third 
Schedule to tho Act. These 'Part One Asset' requirements as they are often



re ferral v, r'.i'o diseusscd In more detail In Section 4,2 below. Assets 

held by nn in 1 i <!i> Jld not bo pledged or encumbcrd oxcept In special 
spccifit-d eii'."*, eua and an Insurer wan not permitted to borrow money 
except wit!) thv ' w. - r-f nnd only to the extent permitted by the Registrar 
(S.30).

(ill) Aj.ji-.ijiih - . . m a d r Kcglntored Insurers; Every
registered iuu;-;vt' was i’i'i;'!ivoi "«> uiointftin q priucipal o££ieo and appoint a 
VvMii1 offirci* (8 lk !t ID-! tu fcv.v :h, auditor for nil its business as a 
whole, am! foreigi* msvivi'i vyr-iv l e’iuiix1! u, also have an auditor in tho 
Republic nt’d any ;.w!i un-kti. hiit n? < 'ivhy. r ‘u the at.;-raval of tho 
Registrar, i i,v au(\[oi did uu t' nvc i<> cw tif? ai.y ii'tatcmoat of liabilltlos 
that had been •• site valuativ '4' the irv;u.'- v .•.'•thin a period of
six months from (he fim.i.vial ye-ar val nu iusurt v xvau ul.!if:„d to furnish 

tho Rcgfstnv with a avenue at vfnmt, a profit and ioyo accotuit and a 
balance sheet an at tho financial year < !j>. (S. 11).

Every insurer carrying on long-tvpn buohens in tho Republic wao 
rcfittired to have a valuator for that buslneao and,for domestic inoui’cra,tho 
valuatf>r had to be resident in the Republic, Tlu' valuator had to bo an 
actuary, but in special circumstance:) the Registrar could approve a person 

who, in hlu opinion, had oubU-ien* knowledge. The valuator had to 
satisfy himaclf tiiat the statement of fhc insurer'e liabilities in rcspcot of 

long-term buiiiiiefls wao corrcct insofar ao it related to liabilities under 
unmatured polieiun.

Every three years long-term insurers were obliged to fv.nich the 
Region within six m-iiitlia of the financial year end, with a statement of 
its liabilit y ut tliv clnv -f tho financial year, Tho IVgldtras was 
entitled to mm «#;i ony in ..j » »- to furniMh nueh liability Qtatomonts at moro 
frequent Intern!;:, hui s.im-c iixxiucntly than annually (S. 12).

(iv) Ainntiiainatiohn f.v 'i i'nmiforii of mmlncrni.: Amalgamations or 

transfers of btmlnpas could not b<' of any *< teo or cffeot unless tiioy had been 
confirmed by the court or by the Reglnirar depending on (ho circumstances 
(8,26). Tho consent of the Registrar was aleio effectively required whorevor 
twenty five por cent or i, -'re of t]\c Qltarcs of an insurer was transferred 
from Dor -party 10 trnof ■ i iii,27).
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(V) Soundnoas of Premium Ratos: No long-term Insurer was 
permitted to use any table of premium rates for Insuring the lives of 
individuals In normal health, unless it had been reported to the insurer as 

■actuarlally soimd'by its valuator. The Insurer must also have previously 
informed the Registrar of Its Intention to use such table of rates and 

furnished him with a copy of these rates and the certificate from the 
valuator of tho company that the rates were actuarlally sound (S, 34). The 
Insurer was generally not allowed to discriminate as between one policy 
and another in regard to the rate of premitun charged where such policies 
were of tho same kind and the policyholders had similar expectations of 
life (8,51).

(vi) Non-Forfeiture Provisions; To protect policyholders the Act 
laid down rules governing days of grace during which policyholders could 
pay their premiums and still be fully assured. It also defined non­
forfeiture provisions to conserve the life cover on life policies, under which 
at least three years ' premiums had been paid, if a premium was subsequently 

not paid (S, 62).
(vii) Schedules and Regulations; There were three Schedules to the 

Act. The F irst Schedule dealt with provisions relating to deposits made with 
the Treasury. Tho Second Schedule laid down the valuation basis for 
calculating tho minimum value of liabilities which the Act permitted for the 
various classes of long-term, short-term and compulsory third-party 
business. Th * Third Schedule laid down tho kind of assets to be held by 
insurers in terms of Section 1? and 18 of tho Act.

4 .1 .4  Observations on tho 1843 Insurance Act 
The appointment of a Registrar of Insurance and the powers granted to him, 
were on important step forward in bringing tho insurance industry under tho 
scrutiny of the authorities. The annuol reports of the Registrar continued 
tho precedent of disclosure that had boon established under the 1923 Act 
which required u summary of returns deposited with the Treasury to bo 
published. Wlii' s the reports were still generally published without comment, 
tho wide powers graf ted to tho Registrar have tightened controls 

considerably. It Is of interest to note that tho firs t Registrar of Insurance



was Mr. G.H. Beak, an actuary, who later booamo secretary of the Life 
Offices' Association of South Africa,

The Increase In the size of statutory deposits required went part of the 
way to mooting Arndt's objections that the deposits required under the 
1923 Act wore totally Inadequate. However, the deposit of RICH) 000 
required under the 1043 Act also did not vary according to the size of the 
Insurer. When viewed in rotation to the total assets of most life assurers, 
the size of this deposit was virtually moaninglc90i In 1934 Arndt had already 
demanded that :

'Protection must accordingly be sought elsewhere, v iz ., in the nature 
of the asaels hold by the institutions. '1

It therefore seems that the security of policyholders can bo batc-r safeguarded 
by laying down minimum capital requirements for proprietary companies 
and adequate standards of solvency In relation to an insurer's assets and 
liabilities.

In laying down minimum bases for the .aluation of liabilities and assets, 
and requiring Maurers to hold assets of an aggregate value of not less than 
the amount of its net liabilities In reapeot of this insurance business, the 
Act automatically ensured eertPln minimum standards of solvency.

The minimum valuation Mats for liabilities in force In November 1075 
was not as stringent as the basis originally laid down in the IMS Insurance 
Act. This relaxation was made possible due to improvements In mortality 
and Increases in interest yields since 1013. Proia a control point of view, 
the fact that statutory valuations were now required at least once every 
three years instead of every five years was a great improvement, In 
practice most Insurers value their liabilities every year for Internal 
purposes.

The basin of the valuation of auacto in tonne of Section 15 of the Act

1. B.H.D. Arndt, 'Safotv for Savingn', South African Journal of 
Economic;;. 8, 873-07, 1031, p. 278.
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was a reasonable one and prevented insurers from sotting artificially high 
values on their assets in order to ensure solvency. In practice there should, 
of course, be an identity bcUvcon the valuation of assets and liabilities. It 
does not seem reasonable to the writer that, in ,*eriods of lilgh prices on the 
Stock Exchange, quoted cccuritios should bo valued at these high values which 
might, for example, bo baited on an underlying two p tr  eont dividend 
yield basis whilst, at the sumo time, the net liabilitiva might be La'sed on the 

minimum values 38 laid down in the Act.
It is important therefore that, in these eircumotunvua, a higher value 

should be placed m  tlic liabilities. The rtsveree should hold SI u;;:;et values 
were unduly depressed duo to prevailing higher i-atos of interv^t. The above 
principle has boon recognized by thv Itc^itilva'  in relation fo 1 :#!;cd insurance 
business in that the assets to which policies are linked an. .<> bo valued 

on the same basis in iho valuation of tlio asBots andliabsr ^ e a .1
This basis is also recognized in general in the U n it.1 kingdom as the 

following statement illustrates :
'This method of valuation safeguards In su ran t etu.spanlcd from short-term 

financial crises. The fundo’ assets are valued, quitv eovrcu^y, from the 
income thoy are likely to produce and not according; to what thoy would fetch 
if sold immediately on the market1"',

A strong pica for a reform of thv i.ietlui A ■. f valuing mx&B and liabilities 
under South African conditions warn made by limit** who ntated the following t 

•A further requirement of any financial standard io a correct relationship 

between th.i rate of interest used In the actuarial valuation of liabilities and the 
ra te  of interest (mo^o accurately, the yield* used or Implied in the

1. Registrar of Ittaurunoo, Circular a .  V. 10, Nov- nbvr 18, 1960.
2. "A Survey of Britain’c SaviHf-a in s ti tu tio n sThe I'loonomlflt. November 

29, 107G, p. 15.
3. G.H. Beak, ’South African Legislation and the InterostQ of I’ollcy holder o', 

Paper presented to the Actuarial Society of South Africa, Capo Town, 
March 27, 1973.



was a reasonable ono w«1 prevented ihBurora from sotting artificially high 
values on their assets in order to ensure solvency, nractico there should, 
of course, bo an identity behveon the valuation of asaots and liabilities. It 
doea not seom reasonable to the 'vritor that-, n periods of high prices on the 
Stock Exchange, quoted ocoutliiea should he valued at these high values xriiich 
might, for example, bo based on an underlying two iier cent dividend 
yield basis whilst, at the same lim <, tho net liabilities might be baaed on the 
ininimum values ay laid down in the Art.

It is important therefore that, in thcue iMrcuiiititauw, a higlior value 
should be placed on the liabilities. The mvci'tiv uliould hold if a sa e t, .’lues 
were unduly depreaeed due to prevniliiu; higher rates of interest. The above 
principle has been reeognlzed by the P.ctfiitvar in relation to llnleed insuranoo 

business in that the as^c tn to which policies are linked are to bo valued 
on the same basis in the valuation of the assets tmd liabilities.1'

This basis is also recognized In general in the United Kingdom as the 
folk-vlng statement illustrates :

This method of valuation safeguards insurance companies from short-term 
financial crises. The funds' a«s6ts are valued, quite correctly, from tlio 
looomo they are likely to produce and not according to what they would fetch 

if sold immediately on the market1
K strong plea for a reform of the methods of valuing anocte and liabilities 

under South /.irienn conditions was made by Beak8 who stated the following :
’A further requirement of any financial standard is  a correct relationship 

between the ruto of interest used in the actuarial value' c of liabilities and the 

ru ts of Interest (more accurately, the yield) used or \ In tho

1. Registrar of Insurance, Circular It. V. 10, November 18, 1969.
S, *A Survey of BritahVs Savings Institutions', The Weonomlst. November

29, 1078, p. 15.
3. G.H. Honlt, 'South African Lefsislation and the Interests of Policyholders1,

Paper presented to the Actuarial Society of South Africa, Capo Town,
March 27, 1973.
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valuation of assets. Without such a relationship the financial standard is 

mathematically meaningless.'
The present previa ions of the South African Insurance Aot wore not baaed 

on a  satisfactory relationship of this kind. On the one hand th j  proscribed 
minimum basis for valuing liabilities Incorporated fixed rates of Interest, 
whilst the valuation of uescto, other than Part One assets and policy loans, 
was related to market values which fluctuated and thus implied a fluctuating 
yield on the Meets. There waa therefore no built-in assurance that on any 
particular date there would bo a proper relationship between the value of the 
liabilities and the value of the flseeta.

If the methods of valuing and liabilities were reformed. Beak 
believed that the result would be a basis for valuing liabilities which would 
be neither constant in time, nor uniform amongst insurers, but it would be 
for all insurers, at all times correctly veined to the valuation c£ asse ts .2 
In a paper presented by Beak and do Villlers, the authors stated that It was 

wrong In principle that there waa no link between the maximum valuation 
of the Investment and the minimum valuation of the liabilities under un­

matured policies.8
To value assets at market value was considered to be unreallotio ft» two 

reasons. Firstly, the uoo of market prices envisaged either willingness or 
eompulnion to sell, wheveao in fact the Inourer had no need *> sell and would 
only do so U it could reinvent the pruc-oeda to greater advantage. Secondly, 
the use of market prieen implied that, If the Inourer were to sell, It would 
obtain approximately the market price, and thla would not be possible In the 

case of p. large insurer Helling a large part of Ito oaaotn.
The valuation should reflect the income that the Insurer could expect to 

receive over an indefinitely long period or, in the enoo of a redeemable

l .  UdiL,, p. 4.
8. P. 5.
3. G.H. Beat: and J. do Villlvro, 'I.ife Assurance Finances and Public

Reporting', Paper presented to tiie Actuarial Society of South Africa,
Joitannesburg, January 30, 1970. p. 5.



security, until redemption plus the value of the redemption proceeds. 

Changes in the valuation basis should thus not be made unless aoma change 
occurred in the quantum of these expected future receipts.1

The 1943 Insurance Act, us amended over the years, has groatly 
Increased the statutory controls on life offices and has Improved tho 
security to pollcyho'dprs. The Act does not however require tho Registrar 
to bo satisfied as to tho reinsurance arrangements made by companies. 
Notwithstanding all the safeguards imposed by the Act on a company as to 
minimum asset requirements and valuation of liabilities, a company could 
go Insolvent If Its reinsurance arrangements wore Inadequate. It is 

suggested that tho Act should require a certificate from tho valuator of tho 
company that ho la satisfied with tho reinsurance arrangomonto made by tho 
company. In addition, whenever the company liicrcaoed Its retention limit 

(I. o. tho amount it retains on any one life before reinsuring tho sum at 
risk  in excess thereof), the valuator should bo required to send a  fresh 
certificate to tho Registrar detailing his company’s new retention and 
stating that he was satisfied that the now retention was within tho company’s 

capacity to absorb moi'tulity risks.
Tho Act also did not attempt to control expense wels at which companies 

operate. The valuation basis of the liabilities must however have regard 
to the actual expenses and comrattieion eotitsi involved in tho conduct of tho 
business.2 The provisions of the Act ore also not Infallible If investments 
prove to bo unprofitable.

Viewed from the political, foreign exchange and eurroncy fluctuations 
problems of investing ovtiitdo South Africa, Ihc fact that insurers were 
required to hold assets in the Republic having an aggregate volue not les" 
than tho amount of Its net liabilities In the Republic, was a positive factor 
In regard to tho security of policyholders.

1. Beak, o & jd t., p. 5
2. Insurance Act No. 27 of 11.-13, Second Schedule, Part 7, para. 2.



4,2 Proscribed Soourlttos

Thu principle of obliging the Insurance industry to Invest a certain minimum 
portion of its assets in prescribed securities has boon a subject of much 
contention and the reasons for this arc discussed in Section 4 .2.1 below.

As at November 1976, assets held by nn insurer1 had to include 
P art One Assets having an aggregate of not loss than .

(I) Fifty per cent of the amount of Its not South African liabilities 
In respect of long-term insurance Imsincss transacted with pension and 
retirement annuity funds, and

(II) Thirty per cent of the amount of Its net South African 
liabilities but excluding such net liabilities referred to in (1) above.

Those arc generally termed the 'P art One Asset Requirements' of 
long-term insurers, and within tlteso total requirements must be included 
bills, bonds or securities issued by the Government, of an aggregate value 
of not lora than twenty per cent of tho said net liabilities referred to In (I) 
above, and fifteen per cent of the said not liabilities referred to in (11) above.

The above Part One asset requirements were introduced In I972,a 
increasing tho requirements from the previous position which was that 
Insur jr:t had to hold Fart One assets to tho value of thirty per cent of their 
net liabilities m respect of all domestic business Including Government 
Securities to the value of at least ten per cent of these not liabilities. Tho 
Flmmclrl Institutions Amendment Act for tho firs t time established, for 
long-term insurers, different Part One asset requirements for pension and 

retirement fund huolncss and other long-term inam nca business.
Tho Third Schedule of tho 1943 Insurance Act listed tho kinds of assets 

to bo hold by Insurers in terms of Section 17 and 18. Tho assets detailed 
in Part One A  tho Third Schedule are of the gltl-cdgcd typo. They include 
various types of deposits as well as bills, bonds or securities issued by tho

1. Section 17(1) stipulated the minimum total value of those assets and
tho types of aeoots in aggregate that could be held.

2. Financial Institutions Amendment Aot, No. 91 of 1972, 8.2 and 8.3.



Government and several other public bodies.
Besides the compulsory Part One assets required, an Insurer could 

hold the balance of Its assets i> "'Hoy loans, mortgage bonds, loans, 

debentures, shares and similar Investments.
From the aforegoing It can bo observed that besides the proscribed 

investments, long-term insurers are freo to invest In virtm lly any type of 

Investment in the Republic. The only other -ostrlction Is eiu- Hvoly that 
in respect of its domestic liabilities an Insurer may not invest outside the 
Republic.

The original requirements on proscribed securities have boon changed 
on numerous occasions since 1043 and the investment policies of companies 
have always had to bA altered to make allowance for those changes/

4.2.1 Comments on Prescribed Investments 
The original purpose of P art One Asset requirements was to provide 
security to policyholders as these assets were regarded as being safer 
than other investments. The Part One asset requirements have been set as 
a percentage of the value of the Insurer's liabilities In respect of Its 
businoso carried on in the Republic. Pijpcr has noted th a t:

I t  is now generally accepted that the percentages set are fixed not 
because the need or the extent of security for the policyholders is doomed 
to be changing, but that they arc fixed in accordance with the State's and 
Local Authorities1 needs tor funds. The latter aspect is fully covered in the 

correspondence between the Registrar and the Life Offices ' Association 
in connection with the changes in percentages Introduced by the Minister 
of Finance in tha second bull of 1971.

1, Those requirements to hold proscribed investments were first laid 
down in Section 18 of tho 1943 Insurance Act. Section 46 of the Insur­
ance Amendment Act, No, 73 of 1951 Inserted the Third Schedule to 
the 1943 Act. This Third Schedule was subsequently amended by 
Section 24 of Act No. 79 of 1959, Section 36 of Act No. 10 of 1368, 
Section 40 of Act No. 41 of 1966, Section 27 of Act No, 38 of 1969 and 
Section 1 of Act No. 23 of 1970.

2. J .C . Pljpor, 'The Role of Government in the Control of Life Assurance. 
Minimum Interference with Full Disclosure or Restrictive Legislation', 
Paper delivered to tho Actuarial Society of South Africa, Capo Town, 
October, 1972, p. 12.



It has been clearly stated by the Registrar that the object of the 
Increased Part One asset requirements was to facilitate and finance the 

Governm entloan programme,1
TIk- Life Offices’ Association of South Africa considered that the 

provisions of the Insurance Act, requiring life offioos lo invest a  large 
portion of their funds In the Public Sector has placed an unfair burden on 
tha long-term insurance Industry and hence on policyholders of life 
offices. This has been pointed out to the Authorities on numerous occasions 

in the past.
Life offices have endeavoured to earn, on the savings entrusted to them 

by policyholders, the highest * vturn in real terms commensurate with 
security. As the yield on Part Ono assets was generally lowor than that 

which could be obtained on other Investments, the compulsory investment r e ­
quirements of the Act have lowered the returns earned by life offices.
In turn this has decreased the benefits that life offices have been able to 
offer their policyholders. The Life Offices' Association commented :

'The life assurance industry has always accepted that it has 
rofiponsibilitioa In regard to the financing of the Public Sector but it 
cannot agree to the way it has been sclectci twlth a few others) to bear 
an excessive share of the burden as It has done In the past and which is 
now being substantially increased. It is accepted that the Government 
may be temporarily short of loan funds but It is  felt that tills could have 
been remedied by either raising loans through offering a  competitive 
return and thus spreading the bur'en more equitably over all the tax 
layers, or by special appeal to the life assurance Industry and pension 
funds, rather than by permanently increasing the compulsory investment 
requirements over the long-term. The latter situation has tho further 
dang'* that In time to eozno it may result in too much loan money becoming 
available thus further depressing tntor ost rates on publlo sector securities

1. Registrar of Insurance, Circular R.V.12, September 28, 1971.



to sho even greater uotrimont of poiicyholdors and pens loner a.
The writor agrees with the views expi-oescd above :md believes that If 

the Public Soctor require more funds they should raise loans r.t competi­
tive rates of Interest or it could be done by means of increased taxes, and 
loan levies i.e . spread the burden over all tax payors, Alternativoly, It 
would bo more equitable to tmposo compulsory in-cstmonts in Government 
securities on a more general scale and not Inflict auoh a  heavy burden 
specifically on Uto offices.

The Registrar refuted these arguments and ho stated that to raise 
public authority loans through offering g. competitive return was not 
desirable, as it w " ’ 3,'ark off a further spiralling of interest rates and, 
furthermore, spo; «ai8 to financial Institutions in the past had failed
to elioit the requlrev .onsc,“

The enforcement of prescribed invuatmontt on the insurance industry 
is a constraint on profit mnximteatlon, It Is considered that the differential 
in yields obtainable between prescribed invcstmenvs and other investments, 
such ae 'jebonturr-o, -ro far greater than they would bo In a free 

competitive market ana thus tho >ielde earned by Insurers on their funds 
were not as high os they could have been had no investment restrictions 
boon Imposed o?i thorn.3

It is of Interest to note t,mt the legislation covering prescribed 
InveetmentB had no cffeet on Insurers ’ investment policies until tho 1365 
amendment to tlie Inauraneo Act.4 This amendment restored the prescribed 
Investment requirements from twenty fiyn per cent of total net liabilities 
Incurred in South Africa and South West Africa to the old level of thirty. 
per cent that had existed prior to IQGG. At the time inaurora hold

1. Life Offices’ Asooclatlon, Circular 8058, December 28, 1971.
8, Registrar of Insurance, Gire-ilar R.V. 617/5, February 8G, 1972,
3. lilfe Offices' AssociatlOR, C ^ular 2103, May 1, 1072.
4. Inauraneo Amendment Act,No, 41 of 1000,



Many officos (and most of the nowor llfo offlcoe) have changod to tho 
nowor valuation basis and this rosultod In a special release of surplus.
Some offloos used this release to pay special reversionary bonuses to 
policyholders and dividends to shareholders whereas other offices transferred 
those releases to special reserve funds.

By the very nature of contemporary life assurance operations the Initial 
expenses and commission costs Incurred in writing now business are 
extremely high and th t Initial expense allowances permitted by the new 
valuation basts are Inadequate as the comments of the Life Offices' 
Association Indicate.

"This adjustment la, however, not nearly large enough t * the 
whole of the necessary and unavoidable Initial yxponsos, " » alt
that tho reserves required by tho Act to be aot up In the eiu-iy years of 
each policy arc far more than is really noocsBary. In other words, the 
fund which an Insurer (conducting his business in a sound and conservative 
way) Is actually able to accumulate e>ut of the premiums he receives, Ui 
much lesa, in the ear y years, than tho reserve he is required by law to 
hold. The difference constitutes a strain on the insurer's capital or free 

reserves.
In comparing the initial expense (or Ztllmer) allowance under the 

Smith African Act to international stiindnrdB, it lino been found that local 
legislation la except; ly stringent In this regard, and a ZUlmer 
adjustment twice aa great as that allowed by our local legislation would 
comply with widely accepted International standards which must bo 
presumed to be at least moderately conservative and be higher than c bare 
solvency standard.*1

The present mtn’mum valuation basis is still a conservative one 
particularly In regard to tho rates of interest that can 1 e used, and also 
to a lesser extent, in tho initial expense allowances poimlttcd. It seems

1. Life Offices' Association, Circular 2005, opjiU,

2. JhUL



likely that tho basis wilt bo further relaxed in 1976 In regard to rates of 
Interest that m y  be used, 1

Thorc is tho argument that it is not reasonable to ap&:, a single 
minimum valuation basis to be applicable to all life offices. Investment 
.yields of offices vary, tiioir expenses differ as do the oasis >f thoir 
premium rates and the rates of bonus they declare and, whilst the minimum 

basis may be reasonable for aome life offices, for others It may result 
l-i Sic • tittlrifi in of unnecessarily high reserves and hence caus* an ucd’. > 
withholding of aurplua from pollcyiioldora. This could affect the 
competitive position ol these uffiecs by reducing tho lovelo of bonus they 
arc able to declare. Therefore it v.^uld seem more equitable from tho 
point of view of release of surpluses to policyholders to permit otEUsos to 
choose a valuation basis that wag deemed reasonable by thoir valuator,
4 4 yaltmtloaoLAnsptg

Jones once made the following authoritative claim In regard to the valuation 
of assets :

■For tirutectlon of the policyholder, titercforc, tho state inauranec 
auporvieory nutiiorltles have declared that asset valuation la not to be loft 
tm tixo dtQevetion of management but to bo considered within an established 
tret of proecdur-s.

The above comment In regard to the United State?* is as relevant In 
South Africa, Section 19 of tho Insurance Act lays down tho provisions 
relating to tho Statement of Aosotfi. In life assurance It Is considered 
that any method of valuing os/iota must be on the basis of valuing them as 
long-term Investments to cover long-term liabilities. Whilst tho market 
value of securities is Important In relation to the liquidation of any assets,

It is not noccaoarily tho corrcet basis of valuation of assets that arc being 
held an long-term investments. This principle is partly recognized by tho
104.1 Insurance Act.

1. Llfo Offices' Association, Circular 2388, January G, 1078.
8. Jones, on.__oU. , p. 130.



Section 18(f) toys down the basis of valuation of bills, bonds or securities 
that may bo held as Part One assets. These securities must be shown at 

an amount that does not exceed the lessor of the cost to tho Insurer of Iho 
nseot or tho amount of capital payable on redemption. In calculating 
tho cost,any Interest duo or accrued In tho cost prlco must bo deducted and 
adjustments (If any) may bo made In respect of brokerage, stamp duty 
and underwriting commission as may bo required by the insurer's usual 
ttccoL.,tlng methods. If the cost price Is different from the redemption 
prlco then in, Insurer may show the asset at nn amount which has boon 
arrived at by a method of annual adjustments to the redemption price at 
redemption date on a basis approved by the Registrar, In addition, any 
Interest due or accrued at the valuation date may be allowed for.

Except for the securities mentioned above, any security which was 
quoted on the Johannesburg Stock Exchange within a period ol three months 
Immediately preceding the valuation date, must bo shown at a value not 
exceeding that based on the lowest quoted prlco at tho valuation date. 
Allowance may also Ik* made in the ease of fixed Inter; at securities for 
Interest due o r accrued and, on shares, for specified dividend adjustments 
In respect of dividends that have been declared. It is Interesting to note 

that If tho values of such securities no determined above arc In tho aggregate 
unduly low or unduly high, b o  that they do not reflect the real aggregate 
value of the assets, the Registrar haw the power In terms of Section ISft) 
of tho Act, with the consent of the Minister ol Finance, to authorize or 
direct tho insurers to show ouch assets at such other valued no shall In tho 
opinion of the Registrar represent their real values.

Policy loans must bo shown at tho looser of the surrender value of the 
policy and the amount of tho loan or advance, (Including interest duo or 
accrued), loss any commlaalono owed by tho Insurer or any premiums 
Included In such loon or advance.

Any other typo of onset lo to bo valued at a price not exceeding tho prlco 
that would bo obtained the Republic between a 'willing* seller and a 'willing1 
purchaser (each of whom must bo unco mcctcd with the other) as estimated 
by tho Insurer and as approved by tho Registrar. This amounts to tho use 
of an estimated market value.



In Novcmhor M175, Pnrl Ono nsaots, IhhuwI wlion y I olds on fluoh nasolti 
were holow Uto current yield of ten per cent, hod n market value below the 

cost price to the Insurer, The principle of departure from market prices 
Is olearly observed In that insurers may value those assets In terms of 
Section lD(t) as long-term invest; icnts i, e. a t above their market price.

For balance ohcct purposes and for statements of a? oats, many 
Insurers value the bulk of tuoU assets at cost price or book value. In 
valuing atseta that are held backing '.i" linked policies, offices value 
linked assets and linked liabilities on the some basis I.e . generally at 
market value although sometimes to st price or book value is used. Such 
a basis keeps the valuation of assets and liabilities in sympathy with each 
other and the writer would like to have the Aot permit that similar 

principles of valuation be applied to non-llnked assets.
4.6
The taxation of life companion in South Africa dates back to IDA! In the 
Gape Colony, when Insurance offices transacting business wore requested 
to pay Income tax on the proportionate amount of interest applicable to the 
premiums collected in the Colony,1 The basis of taxation Imposed 
fluctuated over the years until the principles underlying the current basis 

of taxation were firs t Introduced in 1959.2
The taxable .'.ncome of a long-term insurer la deemed to be an amount 

equivalent to thi> y per cent of the sum of the gross amounts, which havo 
been derived from ‘he Investment (including the letting of any property) of 

so much of its funds M arc Invested within or outside the RepublU in respect 
of any long-term Insurance business carried on in the Republic, and of ao 
much of Its funds no arc invested within the Republic In respect of any 
long-term insurance business carried on by the Insurer outside the 
Republic, and the gross amounts of any remuneration It received for 
managerial and secretarial o r other services from subsidiary companies.8

1. Bulpin, on. o tt,, p. 88
2. Income Tax Act, No, 78 of 1959, 8.18.

3. Inoomo Tax Aot, No. 68 of 1902, as amended, 8.28(1).



Investment inoomc attributable to long-torm business carried on in tho 
BopuUUe witii any pension fund or retirement annuity fund, as well as invest­

ment income attributable to individual annuity contracts under which 
annuities arn being paid, are exempt from tax. Interest on the loan portion 

of the normal tax imposed under any Income Tax Act is atao exempt.
When tho above system of be«ng taxed on thirty tier cent of 'non-approved'1 

investment Income wca flrot introduced In 1059, dividend IncoiAc woo also 
originally entirely exempted from taxation In 1801*' this wan modified such 
that only one-third of 'non-approved1 dividend incor.o waa exempted from 
tax and this was further altered in 1071* when the preferential taxation 

treatment of dividend Income of life aouurera was altollohcd.ond slneo then 
dividend and interest Income have been ireattd In the same manner for 
tasitlon purpoocQ.

Life assurers arc subject to the normal rate of company taxation on 
their taxable income. In November 1975, the basic rate of normal lax 
for companies! wag forty per cent. In addition to this normal tits, a 
surcharge of two and a half per cent is added to tho rate of normal tax for 
companion, making tho total rate forty one per ccnt.4 ilomi? taxed on 
thirty per cent of their non-approved Income, life aaaurers were taxed, as 
at November 1978, at 12,3 per cent on oueh Investment income and oa 
remwirtttton for managerial or oeeretarial M e  nim rorn arc
not subject to taxation on capital appreciation whether realized or not.
This la not the position for example, In llhodesla whore realized capital 
gains and tosoeo are included In the computation of taxable income.

The Life Offlcco'AQooeiatlon hao however pointed out that, quite apart 
from the provisions of the Income Tax Aet, life offices effectively suffer an 
l&diroot tax by vittuo of tho requirement in tho Insurance Aet that they are 
obliged to Invest substantial amounts In I 'm  One assets. As these assets

1. 'Non-Approved1 Income in investment Income not exempted from Income

2. Income Tax Aet, No. 80 oi 1001, 8.12.

3. Income Tax Amendment Act, No. 88 of 1971, S. 21 (I)(a).
4. Ineom" Tax Act,No. 00 of 1072, Third Schedule, para. 1(b).



yield losis than rire t-ilass dclionturos.and the oxpcoted yield on other 
Investments in which life offlccs placo funds,thoro is an Indirect tax on 
long-term insurers co tho extent of Inlorent Income foregone by being

rticommendationa offoctlng long-term inourancc companlc-’. Some of these 
EeeommcndatioHO have ah  -adv boon accepted nnd modo Itw while many 
ol tho others nro bolMR BtudU d by the tiommiooion of Inquiry Into tho 
ftreumalnnces and Mattvru relating to the Long-Term Iniiurnhce Industry 
currently sltUnR and InvosnRaUnj’ a wide vnrlvty ol aubjeeto affecting 
the industry R-aeh ao new rcglstvatlona, capital requirements, taxation, 

domestication ot foreign Inountro and many other m&ttora.3
A summary lo given below of tho more important rccommcndatlono 

of the Franancn Commloalon that have a bearing oo tho long-term 
Insurance induauv.

4 ,15,1 Rek rmlnaUonjif tlHL%QxAI(\ineome of_Lon«"Term Inaurorn 

The Franaoen Commlnalon eonoldercd that the formula then current for 
ascertaining tho taxable income of lonR-tovm Insurers should bo adhered 
to In principle but that tho exemption of one-lhlrti of dividends resolved 
from taxable Investment income ohould be abotit'tted; management and 
aceroiarial fee1!, received from subgidlarieH nnd other companies in which 

a long-term insurer held ten per cent or more of tho equity should bo 
Included In adjusted grogs Income, and the current ra te  of thirty per ccnt 
of Investment Ineomc deemed to be tho Justified taxable portion should bo

1, Life Offices1 Aasoolatlon, Circular 2m, April 18, 1072,
2. FranzsenD.G, (Chairman), Fiscal and Monetary Policy In Smith Africa. 

F irst. Sccond and Third IIcnnrtn M thcJ'ommlrslon of Rtwmlrv Into 
Fiscal and Monetary Policy In Hmilh Africa! Government Printers, 
Pretoria, KP34/1SG0, ItPH0/19?0, RP87/1070.

oblisvx to InvMt In Part One asse ts .1
4.6  Future Prosncctfl. of (he Llte_

Frnn/acn Commifwjon 
Amongst its three reports," the Frenzflcn Cnmmipslon mado several

3. t'ommiesion of inquiry into the Cireumstanecd and Matters concerning 
ii>« Long-Term Assurance Industry. 'Circular tetter to all Long- 
' -n Assurers',January 7, 1972.



tested periodically 9gainst tho surplus m o ated  by actuarial valuations, *
The Commission rceommentlcd that Q10 one-third dividend cxompklor, 

bo aboliBhcd as Its exclusion from tho tax huso, In tho Commission’a view, 
undoubtedly tended to atlmulato Investment In cqultlea ae against investment 
In fixed Intcrcii1". bearing loans." Aa certain companies placed ,1 material 
v'H'Uon of their equity !nv» fttocnto in aubaidlarlea \>t other eomii&ntcB bo as 
to at least obtain a sent on ti:o board «f t'ireetoi’a, the Inclusion of 
management [res In tho tax base was recommended to counter possible 
tax avo idance.B oth  the above rceommendatlonn of tho Commission wore 
made law by the Income Tax Amendment Act. Ko. A* of 1071.

In e  Commission aloo believed that there were Rood reasons why tho 
taxable Incomi’ base of thirty ypr ecnt ahuuld be Inereasod, but In view of tho 
two additions to taxable income utated above, thlo matter ohould bo kept 
In abeyance while the clfept of tlie broodvntPti a$ tho uix Mac could be 
ascertained in thv light ol nufpluses revealed by tietdarial valuations one 
year after the Inti oduetlon of the broadened tax botic, and the n to  bo 
similarly tooted by aetxtaria’ valuatlona at five yearly intervals thereafter.4

•1.6.8 TheJMw nmLMiniMurf'jif the Inmirar^o T"<in‘ try

Tho Commission considered fliat the mu * 6- ol companies active In tho 
Insurance flctd in South Africa \vaa very iargt' and that there was a 
dcGlmblllty of rationalisation within the indurnry. They therefore recommend­
ed that no new i cgiatrauona of Innurern should toe allowed for the time being 
except hi eases where tho roRteitration waa cV-avty in (tie putiUc intorest.8 
Furthermore, itwasrecommended that a short-term insurer should 
not be pormtttcd to extend ita liupiiicon to litvlude long-term Inouranee

1. Fransoen Commission. Second Hcp-aa, op._.c.it,, para. 463., p. U l ,
2. Ib&L, para. 450(1), p. 110.
3. pura. 45.9(111), p. U0.

4. th y , 1 para. 4fit, p, H I .
6. F raction  Commission, Third Report. «5Bsr£j,V, I>ara. 710, p. 11)0.



other than by the lake-over t>l an existing inouroi1,*

To ensure that now Insurers would bo bettor able to copo wllli luiLlal 

r i ’i ! -, tho Cominlsolon recommended that in the ease ot a now registration 
In i-ospcot of both ehorMerm and ionR-torm buolneaa, a minimum paid-up 
capital of one million rand should ho ronulrcd and this should bo fixed at 
two iftllllen ramt f an Insurer intended ttansnf'ling both eliort-torm and 
long-term buslu.vuj." I'urthem ore, it m e  rccommcndcd that thcoe 

capital requirements should aloo be mode opfdtoablo to existing Insuroro 
who should be granted a five year period from a  given date iu wlileh to 
comply,3

The Life OHleeo'Aaeocintion mated that there wao no olijcet’ot* to an 
inerciae in the share capital fw  new reRlotratlono, but the amount tJ  
capital required should be left tu the discretion of the Registrar as was tho 
poaltlon then un e r  the Act. Furthermore, for pxlotlng ivourcrQ tho 

position was more complicated and there wore belter ways ot ensuring 
adequacy of rcneweo than a minimum ohavc espltal.4

The Commission holleved that only during thv Initial years win the 
sharp capital vl lnpR=torm Inf-iu’crp tiigfiificant ao oovor ajjalnat unforeocan 
rlslto.but ao rt-oorve-j rwru acoumulatotl the importance of eharo capital 
deercaoed as did the rial; run by «hat ciiolder». It wao therefore tocomraead- 
cd that the yield on the capital of nun- mutual lonff-tcvm Insurers should bo 
limited to a pcrecntaso of Um capital e r profits of the company and the 
matter be InveatiRated Isv the Technical Committee on Insurance.8 U this 
recommendation were acccptcd, it would severely curtail a company's 
ability to maximize proflto.

It was considered that vumpt titit n In any event t-nsurcii that a major

1. IMd., para. 742, p. 190.
2. Ibid,, para. 744, p. 181.

3. Zh&i para. 748, p. 191.
4. Life Officer* Association, Circular I'.Rll, October 20. 1071.

0. Franzoen CommlfiQhm, Third lleport, np^oi.t,, pnrao. 74Q-7, p. 191.



share of profits wont to policyholders, but if limitations on profit!, to 
shareholders wove to bo ncccflvM-y, (ho Life Olflccs’A&soclatlon be!lo',ed 
tiiat they should not bo applied to the yield on capital, but Instead to the 
pnportlor. ol surplus allocated to sharcholdors. This is also the w riter's

4 .0 .3  Prescribed Securities 
The Commission considered that the State cotdu not abolish the ea^ttlvo 
market for approved oecurttieo. If it wore abolished there would bo a danger 

of inflation since, If inutHutlons sold their Government stock, the only 
residual buyer would be the Reserve Rani; which also had to support new 

issues. This would create a considerable expansion of credit, The 
Commission did believe, however, that the interest rate paid on loans by 
the public sector should take account of market conditions,1 They

>tnmended that the required minimum investment by insurers in approved 
securities should not be regarded 8o an additional source oi funds to tlie 
authorities. The Commission came up with the salutary recommendation 
that, should the Government require Increased forced savings, it should 

do this in the form of loan levies Imposed on all taxpayers."
The intervention by the Government into the free play of market forces, 

though heavily criticized by the Franznen Commission, has unfortunately 
not been abandoned. The following three factors are evidence that the 
1- ranzocn view has not been atc t pt.d;

Firstly, in 19?2, the Part One asset requirements imposed on long-term 
assurors were substantially Increased,3 Secondly, in December 1973, life 
utisurera were requested to Increase their investments »n the State sector 
by the end of 197<1, by not lc:;-i than two per cent of their liabilities.4 
Thirdly, the rates of interest paid on approved securities have still not 
sufficiently been Increased and are will lower than market forces would 
dictate.

1. ibid.. para. «K3, pp. ICM-fl,
2. IfefeL, para. SSI, p. GT.
3. Fi.ianelal Institutions Amendment Act, No. 01 of 1073, S. 2 and S. 3.

4. Registrar of Insurance, Circular RV 817/S and I'F 22/4, December
8, 1373.



I’►'ascribed invoetmuntA voll Ir uxr, w  uf t! ) ailaimum p-'iretnla^-tio 
elipulatod by law. Thlo v.or?s liolrJ!n" only ctsippoared In 1666. in fact, 

between 1960 and 1965, life assurers only invested 1,4 por cent of their 
total increase In not assets in Go.-ornment eccwltlcs, Compulsion seems 
to have boon neeosaary to forco long-torn insurers to maintain a minimum 
percentage of their total assets in Government otook as, between 1044 and 
1965, life assurors decreased their holdings of Govcrnmoht securities 
from 36,8 por cciit to ti d legally prescribed minimum ievtil. In absolute terms 

their holdings o£ Govcrmnent stock grow from R7ti~mllHoa in 1944 to 
R67-million in 1965, although they sold large quantities of Government 
stock after the Second World War and only started to inc.vaac tholr 
holdliigo around the m!0 itiSOn. The I9d5 omondment reversed this trend 
and in 19^5. 1007, 19fi8 and 1969, tiv> percentage of their total not 

Incrcai’es In .lascta uaed to pureiiaeo (iovcrnmci.t otock were 17,0, 21,2,
13,7 and 14,3 respectively.1 It can be anted from Table 5.1 In the 

next Chapter mat, by March 1978, Government stock holdings of long-term 
insurers represented 12,0 pur cent of their total assets."
4 .3  Statutory Minlnwm.yaluatlon Banin of MabltHleo 
The Insurance Apt requires a life assurer to hold assets having an aggregate 
value of not k'iio than the amount of its net UublUUos in respect of such 
fotiolnena awl thus the minimum aanvt leiiuirementa of an assurer depend 

on the valuation baeia of itfi tiabllitieri under miniatured polloies. A 
discuQOion of the fundamental principle;) of the otiitulovy minimum basis 
is of rolevanee at this iitapo, The minimum valuation basis for valuing 
a life office's habllltieo wop defined !w the Second Schedule to the 1943 
Insurance Act and has been amended on three aubucquert occasions.

The object of laying down by law r minimum valuation basis is, of 
course, to ensure that an ansufpv does not value its liabilities at less than 
a certain minimum figure, M r  offices may however adopt a 
valuation basis they doom appropriate, having regard to their 
mortality experience, interest earned and expense and commission structure,

1. Munro, Qp._ci t , , pp. 63, 60, 206.
8. Refor to p.-16 for details of the minimum level of Government

securities that Insurers have to hold.



Iirovidad the liobiUt.oi; as tietcriuinod on the oow's cboson aro not lower 
than they would have been had they boon calculated on the minimum basia.

A minimum valuation basis can bo either a minimum solvency basis or 
something considerably more conservative. It is considered that In the 
present decade the statutory minimum basis necessitates the creation 
of reserves far greater than a minimum solvency standard. The Life 

Offices' Association commented on the valuation basis as follows :
'In this way the Act sets a standard which in far higher than n 

solvency standard, and the necessity to comply with this very high standard 
copatitutcs. in the case of a new insurer, the most powerful safeguard 
against financial imsoundness,,1

Over the years It became clear that the minimum valuation basis was 
imposing a great strain on life offices, especially newer offices, by causing 
them to create very high reserves and hence adversely affecting their profit­
ability. Moreover, during the same period, the mortality rates of Insured 
persons have improved and the yield they have earned on now funds has 
increased. Therefore, it became appropriate to considerably lighten the 
minimum basis and this was done in 100!).“ Thereafter offices were 

entitled to use lltu Suuth African mortality tables 'S. A. 1056*02 for 
Assured Lives', These tables show lighter mortality rates than the British 

tables A. 1924-20, which had previously served as the valuation tmalo.
Tho South African tables at o based on the actual mortality experience of a 
wide cross-section of life offices in the Republic.

The rates of Interest that could bo used in a valuation wore Increased 
to five per cent per annum in respect of annuities In the course of payment 
at the date of calculation, four and n half per cent per annum In respect of 
untaxed business ($. o. pension and retirement annuity fund business) and 
four per cent In respect of other business.

1. Life Offices'Association, Circular 8090, April 12, 1972.
2. Insurance Amendment Act, No. 3!) of 19G9, 8.20.



4.6 ,4  Foreign Insurcira 

In splto of Its generally favourable attitude towards the operation of 
multinational enterprises on the South African market,1 the Commission 

recommended that, os from a date to bo fixed, only Insurers that were 
incorporated in the Republic and registered under the Insurance Act should 
bo permitted to carry on Insurance business in tho Republic. Where 
necessary tho existing branches of foreign Insurers should bo converted 
into local subsidiaries within throe years and foreign mutual companies 
should alEis be required to operale under the same conditions through 
local companies. *

Tho Commission recommended the above duo to tho desirability of 
obtaining local Jurisdiction over all insurers. Furthermore, tho practice of 
carrying on insurance buslnessvia branches registered in South Africa could 

be undesirable, slneo it made tho evasion of exchange control and taxes 
possible. In addition,they believed that claims and commissions could 
bo manipulated at this expense of tho branch office and hence reduce the 
local office's profitability and hcnco Its tax, and thus there could be an 
outflow of foreign exchange In the form of high premiums and claim s.3

The Commission also believed that, with regard to torolgn-controlied 

Insurance companies, a moro extensive distribution of shares among 
South African shareholders was dcsirnMu.4 It was further reeommondod 
that no further insurance companies, in which foreigners have a controlling 
intero. of more than ton per cent, should bo registered.8

The writer strongly disagrees with the view that the domestication 
of long-term foreign insurers should be made compulsory. The multi­
national enterprise can bring considerable benefits fo a country by Its 
worldwide knowledge and cxpoi-ipneo. Furthermore, there is  tho danger 
that other countries would retaliate with similar legislation i.e . South

1. Franzaon Commission, Third Report, op._o.lt., para. 9G3, p. 249.
2. Ibid,, para. 860, p. 220.
3. Ib id .. para, 84?, p. 219.
4 . Ibid. .  para. 851, p. 220.
6. Ibid., para. 8B2, pp. 220-1.



African insurers would not be able to extend their activities to other 
countries. The writer believes tiuu the authorities should rather introduce 
legislation that may be doomed necessary to curb the various mal­

practices, tax and exchange control problems that may exist. It seems 

likely, however, that the authorities will accept the vie /s of the Franzsen 
Commission to force foreign insurers to domesticate, and draft 
amendments to the insurance Act would then bo introduced in due course. 
Negotiations have already taken place on this subject between the authorities 
and the Life Offices'Association. ̂

4 .0 .8  Ownership of Insurerw by t asks and Vice Versa 
Whilst the Commission considered that there wore no valid objections to 
Insurers diversifying into appropriately related financial services such 
as the management of unit trusts or tho provisions of computer services, 
they did, however, believe that, to promote the spreading of Investments, 
consideration should bo givon to imposing a limit on the percentage of an 
insurer's assets that could be invested in an individual non-insurance 
undertaking, They did have objections to associations between banks 
and Insurance companies In that competition between financial Institutions 
would bo reduced if banks were allowed to a'1 ulster insurers or vice versa. 
There could also bo a  tendency towards 'conditional soiling' whereby a bank 
pressurised its clients to buy from its 'captive' insurance company. 
Furthermore, in an association between a bank and insurance company, 
polk/holders' and depositors' funds might be less widely spread than 
normal, as they would be used in tho interests of tho group,

The Commission stated that tho most Important argument against tho 
merging of banking and insurance under a single management was that It 
might reduce tho effectiveness of monetary policy. Bank deposits wore of 
a relatively short-torn nature, whereas insurance funds (except for short­
term business) wore long-term contractual savings not oonsttivo to

1. Life Offices' Association, Circular 2288, January 28, 1074.
2. Franzsen Commission, Third Report, on c l t . . paras. 

870-7, pp. 224-5.



monetary control moaeuros. They commented in tlio tollowliiR terms:

'Tho joint control over a bank and insurer leads to the gaining of aocoss 

to two streams of funds, allowing switching from tho stable contractual 
stream to the irregular short-term stream to bo effected if control is 

oxerolsed by tho authorities on tho creation of credit and money. A bank 
controlling an insurer therefore gains aocoss to a guaranteed stream of 
premium receipts and thereby enjoys an unjustified advantage In the 
competition for funds and consequently becomes leas sensitive to monetary 
m easures.|3,

The Commission therefore recommended that a bank and its assoointoe 
should not be allowed to hold more than ten per cen1- of an insurer's shares 
and vice vorsa,oral any shareholding to exccas ot ton per cent should be 
rcduccd over a reasonable period to ton per oent.

The writer disagrees with the Franzeon Commission's view on this 
subject. Tho ten per cent criterion laid down to an arbitrarily clioson one, 
and the remedy should be the prohibition by law of practices doomed 
tmdoslrnble rather than a forced separation of control ot Insurers and banks,
4.7 Tho Lifp Offlttfffl1 AHRoointlon of South Africa 
Matters affecting tho life assurance industry as a whole arti entrusted to 
the Life Offices' Association of South Africa which was formed in 1938.
The main purpose of tho Association, as stated in its Constitution, is :

' . . .  tho advancement of tho business and the protection of the interest 
of Life Assurance by consultation and combined action ufton questions 
appertaining to tho interests common to Lite Aestiritmie Companies and by 
co-operation or federation with any Association having similar objects:'2 

Membership of tho Association is open to any company authorized by 
law to carry on life assurance business in tho Republic of South Africa, 
Rhodesia or Malawi. In November, 1078, tho total number of members 
was forty four i .q. aU tho Uto otfloos them writing ordinary life business 
in ,South Africa.5

1. Ibid., para. 873, p. 225.

S. Life Offices' Association, Circular 2049, November 19, 1071.
3. Life Offices' Association, Circular 8467, November 13, 1970.



Tlio Association strives to maintain high standards of conduct ainong its 

mombors and has always boon willing to assist the authorities to draft 
appropriate legislation and, whcro necessary, to ensure tiio good conduct 
of its members and of the t, -iustry as a whole. The Association does not, 
however, Itavo any disciplinary powers over Its members other than, in 
the event of misdemeanours hy a member offloo, the Association has the 
ultimate sanction of expelling the offoarlittg office.

Member offices have entered into several agreements on matters 
affecting the life assurance industry. These agreements have invariably 
laid down codes of conduct for tho benefit of the industry with Hie ultimate 
object of benefiting the public in general, The Association has usually 
been successful in ensuring that its members conduct business in the public 

Interest, and on several matters have mutually agreed to high standards 
of conduct, so as not to make it necessary for legislation to be passed 
to ensure these standards.
4.8  Financial Soundness of Life Assurors

From tho aforegoing It can be noted that the control over life offices has 
improved considerably over the past fifty years. Furthermore, 

several recommendations of the Franzson Commission are being considered, 

and the Commission of Inquiry into tho Long-Term Insurance Industry* con 
be expeotod to report in the near future and will undoubtedly recommend 
additional amendments to the Act to further enhance the financial soundness 
of life offices and give added protection to policyholders and shareholders.

Minimum standards of solvency and financial soundness 1b South Africa 
are basically ensured by th ’ng provisions of the 1943 Act i

(I) insurers a r t  to have a covered assets position
1, e. to hold South African asat... ^  oovot South African liabilities and total 
assets to cover total liabilities;

(ii) a relatively strong minimum valuation basis of liabilities
has boon prescribed;

(Hi) tho methods of valuation of assets are laid down;
(Iv) P art One asset requirements are prescribed;
(v) deposits have to bo made with the Treasury -  tho importance

of this in today’s conditions is, however, relatively insignificant;

1. Details of the appointment of this Commission wore promulgated in Government 
Gazette, No. 3254, September 17, 1971, p. D.



(vi) minimum capital requlremonts for now insurers are defined -  
at present the amount is a t tho discretion of the Registrar, but the Franzson 
Commleoton has recommended roneidorablo increasoo in acceptable levels 
of paid-up capital;

(vii) a Registrar of insuranoe has boon appointed with wide powers,
including tho making of regulations and tho investigation of insurers. 
Furthermore, returns made to tho Registrar are made public in his annual

In addition, a  considerable amount of solf-control Is impo-ieri by life 
oCttoea through tho medium o£ the Life Offices* A.8SoelaVioa.

Any solvency standards that may be laid down by law for a life assurance 
company should, according to Skorman, satisfy tho following three criteria : 

’(a) It car, be applied in practice without unduo difficulty or delay, 
(b) If an office can satisfy it at regular intervals in the varying

conditions which apply from time to time, there need be . 0 doubt that It will 
be able to fulfil ita obligations.

(e) It an office falls to satisfy it  on anv owaston, there will bo
ample tlmo for tho controlling authority te> make iurthcr 'nquirlca as to its 
financial position and to ensure that any ncccasary remedial action Is taken 
before tho point is reached at which it falls to moot ita obligations'1.

Legislation ia ncocseary to establish principles aad standards and to 
protect tho policyholders and shareholders against departures from these 

standards and fraud. Legislation cannot however ensure the ccmpetence 
of a  company, management o r directors, nor can It improve their competence. 
Insurance legislation should, In addition to what it dotfe at present, aim to 
seek maximum disclosure of what Is being done by companies. All 
dleoloauroQ should bo published and made available on a wide basis to 
Insurers and public alike, and this would bo a powerful deterrent to insurers 
to depart from generally accepted standards.

1. U.S. Skorman, 'A Solvency Standard for Life Assurance Business'• 
Journal of tho Institute of Actuaries. 02 Part 2 , 75-84, 10GG, 
p. 76.



4.9 Constraints on Obiootlvoa

For tho Insurance industry, South African legislation Imposes severe 
constraints on corporate objectives. The compulsion to Invest in prescribed 
securities la a constraint on tho objocttvo of companies to maximize their 

Investment return,as the yields obtainable on these securities are lower 
than on other securities in which tho insurer might choose to Invest wore 

It tree  to do so, Tho minimum valuation basis of liabilities necessitates 
the establishment of large reserves and causes substantial strains in the 
mar, siting of now business. An insurer Itfta to thus carefully consider Us 

sales phitosopiiy In the tight of the strains that new business wilt create 
und the financial capacity of the company to absorb theses strains. loss 

stringent valuation basis would enable companies, and proprietary companies 
In particular, to contemplate -higher new business sales for a given level 
of capital and/or reserves.

Life assurers are taxed on thirty per cent of their non-npproved 
Investment income without relief being given for expenses they incur. There 

Is therefore an incentive for insurers to own properties and hold these through 
subsidiary companies which obtain tax relict on expenses that a re  conaWesaWy 

heavier on tills typo of Investment titan on equities or debentures for example. 
The subsidiaries are normally financed with loan capital such that the Interest 
payable by tiro subsidiary is equal to or greater than Us not profits. The 
not result is that tho subsidiary Is not taxed, as it does not make profits, 
and the Insurer only pays tax on the Interest it  receives from its subsidiary 
and hence elfectlvoly obtains tax relief on its property expenses.

The fact that relief on property expenses is not allowed when proportion 
a re  hold directly by a life assuror,leads to tho creation of these subsidiary 
companies, hence increasing total costs, It would bo more economical 
and equitable If tho lax payable were not affected by tho manner In which 
the investment was held.1

Tho Life Offices' Association have recommended tin t property investments

1. Life Offices' Association, Circular 2473, December 2, 1975.



held dirocOy by U£o aeeurore should bo towed on not rental iocoino, 

irrespective of the method of holding-those investments.1



CHAPTER 5
INVESTMENTS AVAILABLE AND PRINCIPLES OF INVESTMENT
o f  l if e  assurance funds

6.1 INTRODUCTION
It has boon shown how (ho accumulation of sizeable funds Is osdontlat to the 
fulfilment of tho assurer's obligations under various life assurance contracts. 
These funds must be wisely Invested in accordance with tho Investment 
philosophy of tho various life offlnea and It will bo observed in Chapter 8 
how the maximization of Investment yields is & basic objeotlvo of most life 
assurers, it  la thus of Importance to study tho Investments available to life 
assurance companies and the principles underlying the manner in which they 
invest these funds.

While Investment outlets in the 1070a are numerous and varied this was 
not the coso a t the beglMlng of tho twentieth century as the following 

statement Illustrates:
Investments uultoble for life assurance offices obtainable In this colony 

are not so varied in nature ao those dealt with by British offices, bting 
confined principally to the following :=

Mortgages on Landed Property 
House Property
Loans on Capo Government Stock 
Loans on Municipal Stock 

Loans on Llfo Policies 
Other suitable Invootmonta to bo obtained nro so few In number that, 

for ow  praua* purpose, they maybe passed ovor'1.
A brief description of the investments available and generally to ho 

found In tho balance shoots of life assurance companies Is given bolow.

1. J . Robb, 'Notes on In v e s tm e n tsJournal of the Fwlerntlon of Insurance 
Institutes of flroat Hrltain and Ireland. 7, »13-62, 1004, pp. 343-4,
This paper was presented to the Insurance Institute of South Africa in 
December 1003.



69

5,2 Invostmaata Available
5*2.1 Sftsurlttoa Ueuod hv tho Govovmaent oS tho RotwU^c of 

South Africa

This 16 an important class of invcoUnonts for I!fo ofxicoe duo to tho fact 
that thoy arc legally obliged to Invest u substantial portion of tholr total 
assota in Government securities.1

Govvsmncnt sccxxritioa aru normally lautiefl at j a r  (i, o. RlflO per cent) 

and bear a fixed rate of Interest paid half-yearly In am«ar ana are uauaUy 
redeemable at par at the end of a Riven portal but may somotimco be 
redeemable at the Government'a option at any time, or between two 
t daMu.

Tho main a-’vantixscu to a Hiv office of Inveotiiv? In novcrimtent seeurltlcs 
are ao f. >lo\to •

fl) Absolute ut-uurity -= Tharc eua be no InvcGtmti&l with toea
risk of default titan gi‘put itieo issued by the Government and securities 
issued by the 6overanu*ni and local authorities av<j gennrally classified as 

•gilt-edged* and ocm i-giir invt-utmcnts retitiivtively, degeriptlonp that 
imply otrenRtli and uk ;ty ,

(tt) Mavkvtabtitiy ■» T h ere  ie Rwwrall) a  gooJ inarl;c t lo r  abort

dated Government s tud io  on liatica a re  la rg e  holders oi these and long 

dated stocks a r e  relatively ca uly traded  am on |;jt die mourance eompanicQ 

and pension n . :do. Tliv mu r for m tiliuni dated (Kockn ia  m ore d ifficult, 

Insurance eomrxm:ea genera l^  .uve:i£ In the longest p ossible dated stock 

anti thlt) a lm n it invariably in tlic form  of new ipauw .

There is a variety of tieeuritieu (by term to maturity and coupon rate) 
from whien to choose and in abiiolute tertna tho total Uovortmicnt debt In 
rcsipeet oi marketable Qeexirltleo la very larpv indeed. As at. tho end of 
September 1078, the total Government debt wao ftO G01 million, of which 
R7 717 million wao outntandlup in veapeet of marUotablo oecuritiea,"

1. Preaorlbcd Qccuritlea (or P an  titw. asfietfli w<sre Alocmsed to detail 
in Soctiona 4 .2  nnd 4 . a .  1 of Chapter 1.

2. South African Reecrve Bank, Quavterly Bulletin, December, 197S, No. 118,
p.
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(III) The cost of dealing in Government securities is low. For 

insurance companies buying Government securities on the Johannesburg 
Stock Exchange, brokerage rates (as at June 1975) were 1/4 por cent up 
to the first R2l) 000 purchase or sale price, \/H por cent on the excess over 
1120 000 and up to III00 000, ami 1/1G por cent on any balance in cxooae 
of MOO 006.1 Brokerage rates are half of tbo above mentioned when 

transactions are with the Government, the South African Reserve Bank, the 
Land and Agricultural Bank of South Africa, the National Finance Corporation 
and with certain commercial bunko tor their own account.

The main disadvantage of investing in Government Becurltteo ia the 
lower yield that is obtainable on them compared t * fixed interest aoouvitloa 
of local authorities and debentures. For example, in November 1975, the 
yield on long-term Government stock (terms of twenty years or longer) was 
10 per eont compared to 13,378 per cent on first class long-torm secured 
debentures.

Coutts recommended that, as the yield on .his type of investment in 

England was art. icially reduced by the fact that largo bodies of investors 
wore confined to them, life offices should rather use then* financial 
k n «vledgo and experience in seeking other good quality investments which 
could provide a  higher yield,2 In South Africa, however, life offices must 
Invest a given percentage of the value of their liabilities in this category of 
invedtmontu, Duo to the low yields available it io unusual for long-torm 
Inventors to Invest significantly greater amounts in Government stock than 

they are legally obliged, unless they anticipate a  fall in die yield on future 
Issues.

Tho yield available on Government stock increases an the term of the 
stock lengthens. For example, as at November at), 1976 the yield to 
maturity varied from 0,73 to 7,36 per eont tor otocle of less than threo years 
to 10,0 por cent to r stock of longer than twenty yeora,3

1. Tho Stock Exchange Handbook, 1, 1976, p. 30.
2. C.R. V. Coutts, 'Notes on Life Assurance Investment Policy', Journal of 

tho Institute of Aotuariem. LV1, 121-53, 1925, p. 125.

9, 'Gtlte and Semi Gilts; Prepared by Fred, E. Levy, Imro and Co, Inc., 
November 28, 1975,



The market value of any fixed Interest security basically depends on the 
current rate of Interest, the coupon rato of the stock, the life of the stock 
and the security offered by It. If rates of Interest Increase, the market 
value of stocks bearing a coupon rate lose than the current rate will 
decrease and the reverse will occur If the rate of Interest dcoroaaoa. The 
longer the term of the stock, generally the more volatile it lo to a change In 
the rate of Interest 1. e. the longer the term  of a stock,the greater wilt bo 
the percentage fluctuation I.. Its market value on a uniform change In the rate 
of interest for different to: ms to redemption. A low coupon stock is generally 

mort volatile than a high coupon stock for the same outstanding term. Their 
market value would be determined on the basis of a yield to redemption. This 
point la of particular importance to life offices who generally prefer to 
Invest in the longest dated Government stock available to match their long­
term liabilities.

Nothwlthfltanding the fa c  that all Republic of South Africa stocks arc 
quoted on the Johannesburg Stock Exchange, in the past the marketability 
of Government stocks was rather limited in that institutions generally 
purchased stock and hold theay to maturity. In the last few years n far 

more active market has been created In Government and local authority 
stocks by backs, merchant banks and discount houses who have generally 
oateb’iaUed departments to trade In these securities. In fact, the built of 
transactions are concluded by direct negotiations between buyer and seller 
and do not pass through the Stock Exchange,

As at the end of September, 1913 the domestic marketable stock debt of 
the Central Government was R6 836 million. Of this amount R5 002 million was 
long-term debt and by for the bulk of this was owned by the Public Debt 
Commissioners (the I’.U .G ,} who owned R3 274 million, insurers owned 
R668 million of wiileh the vast majority was owned in respect of long-term 
Insurance business and private pension funds which owned R683 million.
Of the short-term debt of Rl 744 million ,111473 million was owned by the



banking sector. *

In this regard the* main source of funds of the P.D.C. arc the Government 
Pension Funds Including the pension fund of the 'ou“; African Railways, Other 

important sources of funds of the P.D.C, are the Social Security Funds and 
the Post Office Savings Banks.^

Long-term insurers have generally been able to buy Government stock 
either by subscribing to a new issue or by purchasing on tiio Stock Exchange 
or from other institutions. However, when tti2 Government stock require­
ments of insurers were increased In 1071, insurers wore. Instructed as 
follows :

'As the object of the increased requirements is to facilitate the 
financing of the Government's loan programme, insurers will bo required 
to augment their holdings by subscriptions towards new issues of loan stock 
or by purchase from the Public Debt Comm aoioner'3.

Insurers wore thus restricted as to the source from which they eould 
acquire Government stock and this restriction continued until the latter part 
of 1072.

6.2.8 Securities Issued or Guaranteed bv LeeoLAuthorittcs in the
Republic.

Bills, bonds or securities Issued or guaranteed by any local authority in the 
Republic are a second important category of prescribed Investments and 
long-term insurers have Invested substantial amounts in these securities.

Local authority stocks are fixed interest securities with interest pay­
ments usually nwdo half-yearly In arroar. They arc redeemable at par, at 
a given maturity date or within a specified band of maturity dates, A recent 
innovation is the Introduction of early redemption options. Stocks are often 
issued at a discount or par value and the borrower ia usually given the

1. South African Resorve Bank, Quarterly Bulletin, December 1978, No. 118,
pp. 8-80, 8-81,

2. IbhL, p. S-5S.
3. Registrar of Insurance,Circular R.V.18, September 23, 1871.



choice of investing In a stock at par with n givon coupon rate or Investing 
ir  one with a lower coupon rate but issued at a discount.

For example application lists opened on December 2, 1975 for an 
issue of ten million rand City jf Johannesburg Local Registered Stock 

maturing In 1094. Inwstovs were offered tho oholoo of investing In Loan No.
62 issued at R100 per cont and bearing an interest rate of 11,20 per cent per 

annum or of luvecting in Loan No. 83 iSHuati nt itOti, 58 per cont and bearing an 
interest rote of 10,73 per cent per annum. Some Investors would prefer 
tho higher running yield but others, euch as lify assurers, would, mainly 
for tax reasons, prefer Ltian No. 83 which offered a  tax free capital 
appreciation to par at maturity, ‘/.'ho yield to redemption on both loans was
11.20 per cent at issue price .1

A possible drawback of the lower coupon loaa is that, if rates of interest 
subsequently inc.-eased, this stock may dnollno tn price by more than the 11,20 
per cent stock. Similarly in the event of a decline tn rates of interest,the

11.20 per cent stock would show a greater capital appreciation. A life 
assuror normally holds stock to redemption and so these factors are not 

really material to life companies.
The yield on local authority stock is very closely related to tho yield 

on long-term Government stock and is generally about one per cent higher 
than on the latter, but the actual difference fluctuates from time to time 
and would also depend on the market rating of tho local authority concerned. 
Tho main reasons for thlo difference are that they are considered loss 
acouro and they are lees marketable. The advantage of tho higher yield 
moro than adequately compensates tho Investor for the minor disadvantages 
of this class of Investment compared to Government stock. In practice It Is 
doubtful whether the stocks of local authorities offer much less security timn 
Government stock, as tho following statement referring to tho United 
Kingdom Implies:

1. Prospectus, City of Johannesburg R10 000 000 Local Itegletorcd 
Stock, 1094, November 1975.



'Speaking of the local authorities, Radollffe says the Central Government 
hue auch roeponsibility for the people in any part of the country that there 
is in pvaotico no ultimate riak of default and the credit worthiness of lecnl 
authorities la therefore virtually na high its that of the Central Government. 
The yields obtainable arc accordingly only slightly higher, the extra yield 
compensating tor the somewhat inferior niovkotnblUty'1.

The position is very similar in South Africa in that any local authority 
loan must be Issued in terms of Local Government ordinances and have 
Provincial arprovnl. The Provlocou effectively have the financial backing 
of the Government nnd, if a local authority wore ever to become insolvent, 
it la likely that, if necessary, in the long run the Government would honour 
the authority's debt. The stock of moat of the rov.$or local authorities are 
listed on the Stock Exchange although thoao of the smaller municipalities 
are usually not quoted. Sonic of ‘he smaller authorities have however 
obtained a listing for their stocks in the belief that this would improve their 
marketability and hence decrease the rate of interest they would have to pay 
to borrow funds.

The costs of dealing in local authority stocks via the Stock Exchange ara 
very low and are the same as those for Government stock and those stocks 
are also exempt from stamp duty and marketable securities taxes. IB 
practice most transactions of existing stock arc not eoncludcd through the 
Stock Exchange but are by direct negotiation and this avoids incurring 
brokerage coats.

In recent years the marketability of local authority stocks has improved 
through banks and discount houses actively fronting a market in these stocks 
by registering with potential buyers and sellers and even trading on their 
own account. A recent innovation has been that certain municipalities have 
traded In their own stocks as for example Durban and Capo Town have done. 
At times when the cities have, had excess fvmds ttwy have uaeti these to buy

I . J.D . Blnns, Institutional investment. Institute and Faculty of 
Aetunrlos, 1065, p. G3.



their own stocks and sometimes resold them at a later date when short of 

funds. Effectively thlt. enabled thorn to car. a better yield on their ahozt- 
term surplus funds than they would havo done by leaving thorn on fixed 
deposit or on call at nn institution. Local authorities can also buy in 
anticipation of trends in rates of interest and later sell the stock at a profit 
if they have anticipated rate patterns correctly.

When a particular stock Is about to mature the local authority usually 
circularises registered holders and offers them the right to convert to n new 
or existing stock of the same authority. This also applies to Government 
stock issues.

8.2 .3  Spourltloa Issued or Guaranteed by Public Corporations 
This Is another Important category of Part One Assets and includes bills, 
bonds or securities Issued or guaranteed by the Hand Water Board, the 
Electricity Supply Commission (Eecom) or the Land and Agricultural Bank 
of South Africa. These are also fixed Interest securities with interest 
payable half-yearly in arrea r and arc usually redeemable at par at a given 
date or within a specified band of redemption dates. Yields on these 
securities are similar to those offered on the securities of the larger local 
authorities and their underlying ? ̂ u rlty  %nd marketability is also similar. 
For example, Eseom was established under the Electricity Act 1022 and 
Local Registered Stock issued by Escom Is issued under the provisions of 
the Electricity Act and In the long run effectively has the security backing 
of the Government.

Moat of these stocks are listed on the Johannesburg Stock Exchange but 
Escom offers by far the widest variety and volume of stocks In this class.
In December, 1975, there was approximately 1(1 000 million of Escom 
stock still outstanding 1. o. stock that had not yet been redeemed.1 The 
costs of dealing In those (stocks on the Stock Exchange Is the same as foi 
Government and Local Authority stocks.

As with the other Part One assets discussed so far, most transactions 
arc completed outside the Stock Exchange. The bulk of the stock that Is

1. The Stock Exchange Handbook, 3, 1975, pp. 383-4.



supplied to the market consists of new issues. Institutions do, however, 

deal In existing securities which can nlso be purchased from the P.D.C. An 
interesting development Is the extent to which Escom has been prepared to 
create a market In Ita own stock by being an activo buyer and seller of its 

own stocks. Escom produces weekly lists of the prices at which It Is 
prepared to trade.

It la also usual for Public Corporations to Issue two different stocks 
simultaneously and In many oases both stocks are Issued at a discount on par 
which is the redemption price. The yield to maturity on longer term Ese<v'i 
loans, in November 1975, was 11,20 per cent per annum.1,

8.2.4 Loans to Local Authorities 
In some instances a loc&l authority may decide not to borrow money by means 
of Issuing a local registered stock, but would do so by raising a loan under 
which equal Instalments of capital and Interest arc paid at regular intervals, 
hence liquidating the loan over a fixed period at a given rate of Interest.
The loan Is normally covered by moans of a note or loan agreement. These 
loans are often put out to tender 1, e. Institutions arc Invited to tender as to 
the rate of interest and conditions on which they would grant such loans.

The main disadvantages of such an Investment to a life assurer Is that 
It ic not marketable. The borrower pays bank level Instalments of capital 
and interest and the Investor Is thus also fncvd with the problem of reinvesting 
both capital and Interest,whereas lie may prefer to rather invest for a longer 
period and receive Interest only until the capital Is finally repaid. This Is 
generally not an important class of investments to long-term Insurers.

o.2.C Mortgages 
Mortgages have been an Important Investment channel for life offices for 
many years and whereas In the past fow decades their relative Importance 
has decreased, at some stage In their history each of the four largest 
domestic life offices In South Africa have, at a particular point of time, had

1. 'OUto and Semi-Gilts', on. elt.



more than fifty per cant of their Investments In m ortgages/ The African 
Life Assurance Society for example, had over two-thirds of Its assets 
invested in mortgages between 1036 and 1041 and during 1936 and 1939 this 
amount was approximately seventy five per cent2 but thoso percentages 

were generally well in excess of the amounts hold by the other three offices 
since the turn of the twentieth century. In the United Kingdom mortgages 
constituted the main assets of life assurance offices in the nineteenth century3 
and os for os modern experience is concerned, Whyte noted the following :

T he essential fontvro of a mortgage is that the borrower pledges as 
security for the loan certain physical assets, usually in the form of land 
o r property! ho, so to speak, places them In the pawn of the lender. The 
borrower enjoys the use of the pledged land or property or the rents or 
profits therefrom so long as ha performs the covenants under the deed, but 
the lender has the right in the event of default to seize what Is pledged for 
the purpose of obtaining payment of sums duo, subject under certain 
conditions to the consent cf the Court'4 .

A disadvantage of investing in mortgagers is that they arc a specialized 
form of Investment and require experience and expertise In their handling. 
They are therefore relatively expensive to administer and part of the yield 
on such Investments should bo regarded as an amount to bo written off against 
expenses. Many of the expenses are, however, incurred initially and, pro­
vided there is no default on repayment, the expenses of investigating a now 
bond may not prove to be greater titan the costs of dealing In shares, for 
example. Another disadvantage Is that sometimes several weeks may elapse 

between the original firm offer to lend and the date the money is actually

1. Annual Accounts of the four companies considered.
2. Annual Accounts, African Life Assurance Society Limited.

3. Binns, S&-S&, P- MS.

University Press, 1950, p. 110.
3. H.E. Raynes, Insurance Companies' Investments. London, Pitman 

and Sons, 1038, p. 38.



required. This creates uncertainty as to when the money will be colled for, 
as it may In fuct be required at a time not really suitable to the loader, 
tor example, at a moment when the Vendor 18 overdrawn or would prefer to 

invest elsewhere.1 Borrowers often pay a commitment fee during the period 
that the money is reserved for thorn, but not taken.

The advantages on the other hand arc :
(I) If the properties on which mortgages are occured and carefully 

selected and the value of each property Is considerably in excess of the amount 
of the mortgage, the security of the Investment is very good Indeed, it  Is also 
Important that the loan Is well covered with regard to income payments.

(II) To compensate for the lack of marketability of a mortgage 
Investment and the relatively heavy administrative expenses, the rates of 
Interest obtainable are usually very satisfactory and In excess of those 
obtainable on other fixed interest Invi-stroenta. In November, 1978, new 
mortgage loans were being granted at a yield of approximately fourteen per 

cent per annum, as this was the maximum permitted by low.2
(III) If rates of interest should rieo, the Investor Is sometimes In

a position to incrcose the rate of interest on existing mortgages or in the 
event of the borrower wishing to repay, the liwostor will be able to ro-invost 
tiio proceeds on more Invourablo tormo,

(iv) The granting of a mortgage may often be accompanied by the
conclusion of siz' -.i'ic life assurance bualneofl on the lives of the principal 
persons Involved, o. g. the directors of the company borrowing the money.

Groat caution must be exercised in granting a mortgage,sinoo If default 
ocoure, the lender may become involved In considerable expenses in trying 
to recover ills Investment and notwithstanding the value of the properly being 
well in excess of the loan granted, the marketability of the property may be 
very limited.

1. Blnns, nn._jilt..., p. 143.

2. Limitation and Disclosure of Finance Chargee Act, No. 73 of 1908, 
8. 2(1)C.



Mortgages arc normally for a long period such os fifteen to twenty years 
and nrc usually repayable by means of level instalments of capital and interest. 
The exact to m s  and conditions of the loan would be negotiated between the 
borrower and tho lender. A life office generally prefers long-term Investments 
and would try  and ensure that the mortgage Is In fact for a long-term. One 
way to discourage tbo borrower from repaying tho loan prematurely Is to 
Invoke n penalty on repayments within a fixed period.

A relatively recent Innovation is that some lifo offices Insist upon purchasing 
a share In tho cciuity of n project before they will grant n mortgage. For 
example they mny grant a mortgage of two-thirds of the value of the property 
subject to tho borrower agreeing to sell to the office a twenty five per cent 

share of tho equity. The odvantngo to tho life offieo to that, In addition to 
tho mortgage, It con participate In tho equity of a successful venture, whereas 
the advantage to tho borrower Is that ho may bo able to negotiate more 
favourable term s for the mortgage If ho Is prepared to accept tho Itfo office 
ne an equity partner.

8 ,2 .0  Dnhentures and T.oan Stocks 

Debenture stocks are generally an attractive investment for life assurers.
Rlegol and MUlor, referring to the position In tho United States In the early 
iOOOs, stated tho following ;

'Bonds form 40 per sent of tho total assets of the life insurance companies. 
They arc tho most desirable of all Investments because o£ their fixed maturity, 
safety through prior Hens and regular and constant returns'1.

Debentures form part of a company's loan capital and a debentures stock 
is  normally secured, inter alia, by a floating charge on nil tho company's assets 

remaining otter any prior etnlnis have boon met. The contract between 
tho company and tho debenture holder io usually set out in a trust deed and a 
trustee Is normally appointed to not on behalf of all debenture stockholders*

I . R, Rlegel and J.S . Miller, Insurance Prtnclntpa and Praotloes. 6th 
od., Englewood Cliffs, N .J ., P m tie e  Hntilnc., 190G, p. 207,
In tiio United States tho term bond Is used In lieu of the term 
debenture stock.



Besides issuing debentures secured with n floating charge over the entire 
assets of the company net otherwise plodgod, a company may Issue debentures 
secured against particular assets on which u mortgage bond Is taken. Theoe 
ore normally known as mortgage debentures.

A company may also Issue unsecured loan stock or 'naked debentures' 
os they are sometimes called, These stockholders are in effect unsecured 
creditors and iu the event of the bankruptcy of the company would bo In the 
some position as ordinary creditors. Because of the greater risks involved 
in unsecured loan stocks a company would not generally bo able to borrow 
funds in this manner unless It was in a sound financial position and its credit 
rating was very good.

Companies sometimes issue convertible debenture stock 1. e. the stock is 
convertible at some future date on specified terms Into the ordinary share 

capital of the company. The debentures may not always bo fully convertible 
and sometimes only part of the debentures may bo convertible. The 
attraction for the company of Issuing convertible debentures is that they 
can usually offer a lower rate of Interest than on non-convertible debentures 
and the attraction to the investor is that, in addition to the fixed return ho 
obtains on his debenture, he has the opportunity to convert into ordinary 
shores on specified term s and If,on the date of conversion,the ordinary shares 
have a market value higher than the price at which he can convert, he in 
assured of immediate capital appreciation. The price at which conversion is 
allowed normally Increases the later the conversion option is exercised.

An example of a partly convertible stock is the Carlton Centre Limited,
8,125 per oont first mortgage convertible debentures, convertible RUG for 
every MOO held, into fifty cent shores on July 1, 1076 at 240 cents, on 
July 1, 1917 at 277 cents, and on July 1, 1078 at 300 cents. The stock is 
redeemable at par by drawings commencing on June 30, 1879 and 
closing on June 30, 1990.1

1. Tho Stock Exchange Handbook, 2, 1875, p. 397.



Besides issuing debentures secured with a floating charge over the entire 
assets of the company not otherwise pledged, a comoany may isauo debentures 
secured against particular assets ob which a mortgage bond is taken. These 
ace normally known as mortgage debentures.

A company may also Issue unsecured loan stock or 'naked debentures1 
as they are sometimes called. Thono stockholders are In effect unsecured 
creditors and In the event oi the bankruptcy ot the company would be in the 
same position as ordinary creditors. Because of the greater risks involved 
in unsecured loan stacks a company would not generally bo able to borrow 
funds In this manner unless it was In a sound financial position and its credit 
rating was very good.

Companies sometimes issue convertible debenture stock i .e . the stock is 
convertible at some future dote on specified term s Into the ordinary share 
capital of the company. The debentures may not always bo fully convertible 
and sometimes only part of the debentures may bo convertible. The 
attraction for the company of is uing convertible 'ebentures is that they 
can usually offer a lower rate interest than on non-convertible debentures 
and the attraction to the Investor la that, In addition to the fixed return he 
obtains on his debenture, he has tiw opportunity to convert into ordinary 
shares on specified te rn s  and If,on the date of conversion,the ordinary shares 
have a market; valuo higher than too price at -which he can convert, ho Is 
assured of immediate capital appreciation. The price at which conversion ia 
allowed normally increases the later the conversion option Is exercised.

An example of a partly convertible stock ia the Carlton Centre Limited,
8,125 per cont first mortgage convertible debentures, convertible R3G for 
every 1UG0 hold, Into fifty oont shares on July 1, 1076 at 240 cents, on 
July 1, 1977 at 277 cents, and on July 1, 1978 at 300 cents. The stock la 
redeemable at par by drawings commencing on June 30, 1070 and 
closing on Juno 30, 1006,1

1. The Stock Exchnngo Handbook, 3, 1075, p. 397.



The advantage to a life office of Investing some of Its funds in 
debentures arc os follows ;

(1) The rate of interest (usually paid half-yearly) offered o h

debentures Is usually vary satisfactory. In November 1975, the yield on 
firs t Glass secured long-term debentures was approximately 18,38 per cent 
per annum.

(II) The security offered by carefully selected debentures in sound 
companies is very good and in the event of default the debenture holder has 
legal rccout'so to rocovcr his Invostmonto from the proceeds of the sale 
of mortgaged assets over which debentures are secured.

(ill) Several debenture stocks are quoted on the Johunnoaburg
Stock Exchange and they arc thus usually readily marketable.

(tv) In the case of convertible d<*benturo8, the investor has the 
opportunity to participate in the equity of the company at various conversion

Debentures tiro usually rcaaonnbly long-term invoa.mmts and thus meet 
life offices' long-term requirements but tk  o:;act term of the lir/estment 
tony not always bo Imown, Foi example, the t-rioe of tho Carlton Centre 
debentures mentioned previou; y. they a r  rcUecmoble by annual drawings 
aiid, depending on when a part i-ulai debcMluri' nntc io drawn, It may be 
redeemed any time between Jm f 197^ anv June

As a life assuror generally prvft-vo loiv^tt-rm investments, It would 
favour debentures where the ruigo c; redemption dates ia no narrow os 
possible and whore the firs t dL‘v in maay yeava niter commencement.

&.*.* Prpforpnoo S_hn~ ;
Whoresa debenture stocks and ot!:or fom o of loan capital arc contractual 
obligations, preference share:; cjv.* nart of a  proprtetnv'e ec Mtal tmd "MhtlBt 
the payment of Interest on deber.: _rcg i;: eontractua? whether a company makes 
profits o r not, preference an'nayablc o c  :f taxed profits. If the
company does not make prolan. ... i d  .i not unde: -n  obligation to declare 

n dividend on Its preference op , '„Tontly nm: jauca c! preferonoe shares 
are  generally em ulative t. e. ti ?irc:: rence dlvidzad has cat been paid in the 
past all nrronr preference divi<i. ::d;„ be paid tcfore ary dividend can be
paid to ordinary flhnrehcttera.



The rights o£ the proferonoe sharoholdor aro carefully set out 1b the 
oompany't. Articles of Association. These rights Include ; the preferential 
rate of dividend to which ho 18 entitled; if thoro is more than one class 
of preference capital, the precise order of rating lor dividends; the share (and 
order o£ rating) m the distribution of assets In the events of winding-up 
the company or reduction of capital, and hie voice in the conduct of the 
company and voting rlghta.*

There aro different types of preference shares. Preference shares could 
be either rioii-cumnlativo o r cumulative but under current conditions a new 
preference issue would bo unlikely to succeed unless it wae oumulattoe. 
Preference shares may be part of the permanent capital of the company or 
they may be redeemable. In some cusoe the preference shareholder may 
have the option to convert Into the ordinary capital of the company. It Is also 
possible for a company to Issue participating preference shares. For example, 
If the prefortmee dividend is six per cent It may be stipulated, that onco the 
dividend to ordinary shareholders exceeds ten per cent, then for each 
additional two per cont dividend paid to ordinary shareholders,an additional 
one per cont wlU bo paid to  preference sharcholdoia subject to tbo total 
preference dividend not exceeding say twelve per cont.

Now Issues of preference shares are ra re  today since preference 
dividends must be paid out of taxed profits and it to thus more expensive for a 

company to pay a given preference dividend than a similar rate of interest 
out ol pro-taxed profits on e debenture. Guriently life assurers are taxed 

at the rate applicable to companies on a portion of tholr Investment Income. 
Prior to 1971 they were only taxed on two-thirds of tholr appropriate 
dividend income. Since this concession was abolished and they arc taxed 
similarly on interest and dividend Income, there is  no reason for them to 
invest in a non-convertible preference share unless It offers a higher yield 
than a debenture. The latter generally offers more security.

1 . Whyte, ofis-ELty p . 73.



In addition to the above, preference shares arc not attractive Investments 
to life offices, mninly for the following reasons ;

(I) They have neither the security of debentures nor the growth 
potential of ordinary shares.

(II) Irredeemable preference shares fun particularly unattractive 
In that their value can fluctuate widely according to changes In underlying 
rates of interest.

(ill) The remedies available to preference shareholders in the
event of default are mcopre. They do not, for example, have the same legal 
remedies that are open to debenture holders whose rights are contractual.

(iv) There are relatively few preference shares which are quoted
on the Johannesburg Stock Exohnago and their marketability is thus rather 
limited. Even if quoted, preference shares enn oeldom be dealt in without 
difficulty.

A convertible preference share, however, may offer the Investor a reason­
ably attractive dividend yield together with the right to convert into ordinary 
share capital at specified dat?s. If the market prleo of the ordinary shares 
is in excess ol the price at which the preference shares can bo converted, 
then It will bo profitable to convert.

5 .2 .8  Ordinary % nrpm 
Ovor the Inst twenty vs the investments of life offices m ordinary shares 
have increased substantially and the main fcs'.ureo of such equity luvcstnwnta 
are oa follows :

(1) The security of income is less than that on fixed Interest 
securities. Dividend payments depend on the company making profits and 
the company Is not compelled to declare a dividend if profits are inadequate 
or if losses are made. Therefore the investor is not only concerned with the 
expected amount of future dividends but must also face the possibility that 
In a particular year or number of yearn, the company may not pay any 
dividends at all.

(11) Ordinary shareholders also bear risks as to the security of 
their capital. Ordinary shares are Irredeemable securities and an Investor 
has no right to repayment of his investment at a fixed price at some future 
date. In the event of the liquidation of the company the ordinary shareholder



is merely a residual claimant and could in taot lose his entire investment if 

the assets of the company were only sufticiont to settle the claims of some 
or nil of Its creditors. These two serious disadvantages of Investment 
In ordinary shares may bo minimized by careful selection of the shares In 
which a company invests. The shares of large financially sound companies 
with a good dividend, earnings and profits record are loss risky than for 
example, those of a small company whose business la of a speculative 

nature.
(ill) There are a large number of companies whose ordinary 

shares are quoted on the Johannesburg Stock Exchange and theso shares are 
more marketable than unquoted shares. Tho marketability of shares is 
generally good and this enhances the liquidity attractions of such an 
investment as it can usually bo readily converted into cash if required. In 
this regard ‘ .a mark stability of a share depends on tho size of the company 
and the tightness of the holding of its shares. Tho shares of a large company 
are generally more marketable than those of a  small ono and the more 
widely hold a share is the more marketable It will bo. More often than not 
it is, however, difficult to sell a very large amount of shares of any one 
company on the Johannesburg Stock p.:chango. To obtain a reasonable 
price, a company wishing to sell a substantial amount of a particular share 
may bo forced to sell the shares over a period of time and, depending mi the 
reaction of buyers, might not bo able to sell all the shares it wanted to 
anyway, unless It could negotiate a sale outside the Stock Exchange. As at 
tho end of September 1975 tho total number of shares, listed on the 
Johannesburg Stock Exchange (i. o. the entire issued capital of those classes 
of shares of all companies listed on this exchange) was Just under 7 000 
million and the market value of those shares at that date was approximately 
R20 300 million1.

1. Tho Johannesburg Stock Exchange.



The cost of buying and soiling shares on the Stock Exchange is 
relatively high. There is a brokerage fee of 0,85 per cent of the consideration 
as well as a basic charge of half a cent per share limited to a maximum of 
twenty five rand. In addition there Is a marketable securities tax of one per 
cent on all purchases and sales. ̂  Thus in order to cover costs shares 

bought at a particular price must appreciate by approximately 3,7 per cent 
before they can bo sold without loss on the purchase price,

(Iv) In theory, since ordinary shares involve the Investor in 
greater risks than fixed interest securities such as secured debentures, 
Government and municipal stock, one would expect the dividend yield on 
shares to be higher than the rate of interest payable on fixed interest 
securities. During Inflationary times the demand for shores usually 
increases and for years we have had the 'Reverse Yield Gap' i. o. the 
dividend yield on shares has been lower than that on fixed interest securities.

Investors have been prepared to accept lower dividends at inception, in 
anticipation of increasing dividends over the years as the profits of the 
company and hence earnings per share, increase. The greater the 
expected increase in future dividends, the lower will bo the dividend yield 
the investor will currently accept. Investments have thus often been made 

in shares as a hedge against inflation I, o. on the assumption that shares 
offer a means of offsetting the effects of inflation through growth in 
dividend income and hence ultimately growth in capital values, t  n investment 
in shares at a lower yield than on fixed interest securities is Justified on the 
basis that over the period of the investment the investor believes ho will 
receive a greater yield from the net income and capital appreciation combined.

Of groat importance to the expectation of the investor is the prospects of 
capital appreciation on his investment, lie hopes that, over the years, shares 
in selected companies will show substantial capital appreciation as a result 
of considerable increases in the earnings per share of the company over a

1. The Stodc Exchange Handbook, 2, 1976, pp. 30, M.



period. The Investor cannot consider his yield on a share to be only the 

dividend yield but the effective yield is dependent on the dividends paid and 
any capital appreciation that may have been enjoyed. Capital appreciation 

is an important source of surplus that a life assuror con use to increase the 
benefits paid to policyholders and Improve the competitiveness of its 
policies. It was during the 1900s that any general attempt was first mode by 
life offices to declare bonuses from profits augmented from this source.
The total amount of capital appreclntlon enjoyed by South African life offices 
has boon substantial but this figure is seldom published, As an example 
however, at Juno 30, 1972, tiio Old Mutual i'-ported that Its total assets 
at that stage wore lt913 million at balance sheet value and that they had an 
estimated market value of R 1100 million,1 The bulk of this capital 
appreciation was attributable to equity type Investments such as shores and 

properties. Nevertheless it is debatable whether those optimistic 
expectations will always be realized in the short run. For example, the RDM 100 
share index fell from 287,6 at the end of December 1908 to 169,4 by the end 
of December 1970 I. o. 8 Sccreaso oi 41,1 per cent. At the end of June 1972, 

th<i RDM 100 share index was 214,8 and at this level was still 25,3 per cent 
below Its level at the end of Deo-wnbor 1968. Ihua, while a life assurer moy 
Invest in equities for Its prospects of capital appreciation in the long run, the 
possibility of capital depreciation in the short-term mtmt bo considered.

Investment in shares requires specialized knowledge and, before Investing 
In a particular share, a life assuror would consider factors such as the 
precise nature of the business of the company and factors that affect the 
company, such 00 the industry in which it operates, tho company's earnings 
record, its dividend record, the percentage of earnings that have been 
distributed as dividends, the aompony'e capital struaturo, the calibre o£ Ita 
management, tho marketability of its shares and the price of tho share.

1. 'Old Mutual's Year. Congrats', Financial Mall. October 20. 1972, 
p. 255.



In October 1976, the average dividend yield obtainable on all classes of 
shares was 8,66 per cent.1

5.2.9 Mutual Fund Units 

The first mutual fund In South Africa, the South African Growth Equities 
fund (SAGE), wns formed in 1065, and by Decomber 1075, there wore 
eleven mutual funds operating In the Republic. Mutual funds Invest the bulk 
of their assets In shares quoted on the Johannesburg Stock Exchange and they 
are basically an investment medium for the small Investor, and not for 
institutions with their own investment expertise and diversification.

In 1865 tho first linked assurances In South Africa were introduced by 
life offices. In these policies a portion of each premium was used to buy 
units ,'n a mutual fund. The units purchased i._ the assured in this regard 
did '.iot become the property of tho policyholder but belonged to tho life office.
The Introduction of these mutual fund linked policies led to life offices 
purchasing a considerable number of mutual fund units since 1065, Whereas 
some of these units may have been bought purely as an investment of the 
life office, the bulk wore purchased to fulfil the assuror's obligations under 

its linked contracts. It Ip Infprcbllng to note that the Old Mutual, Sanlam 
and Quardlan/Liborty Life established mutual funds of their own.

0.2,10 Property Investments 

Much of tho appeal of property investment lies In its tangibility and permanence.2 
Whilst there are specialized problems In property investments, life offices 
have made substantial Investments In this sphere in the last few decades.

The Investing of money on a satisfactory basis in property requires 
specialized knowledge and skills and there is often tho need to call on 
professional advisers. Life offices uau&Uy set up special departments to 
handle their property Investments, which are thus done on a largo enough 

scale to justify the relatively heavy expenses involved.

I . South African Resorve Bank, Quarterly Bulletin, Deoomber 1075, No, 118, 
p. 8*46.

2. H.E. Dougall, Investments. 8th od.. Englewood Cliffs, N .J. 
Prentiee-Hnlllno., 1068, p. 180.



To obtain a diversified property portfolio involves considerable sums 
of money and it Is generally only the larger life offices that have made sub- 
stantlat investments In this medium. Properties are illiquid investments 
with poor marketability and it la an Investment medium vulnerable to 
Government action. For example, rent controls Imposod on residential 
flats could substantially alter the future prospects for profitability of such 
an Investment.

Nevertheless, there are several advantages of investing In property, 
both from the point of view of yield and prospects for capital appreciation.

The investor obtains a return on dlreet property InvoatmentB from 
rental Income net of maintenance expenses, rates and taxes. Over the 
years rentals have increased. In spite of general increases in costs tl,ls 
has enabled Investors to obtain an Increasing return on their Initial 
investment, consequently lending to an appreciation In the capital value 
of their properties. Moreover, as land cannot bo augmented, land values 
usually tend to Increase as the population grows.

In addition to Investing In buildings to provide accommodation for their 
own use, there are several typos of property Investments available to life 

offices. As mentioned previously, for tax reasons, life assurers usually 
form subsidiary companies to own thoir properties as those subsidiaries 

onn claim the costs of maintaining the property aa an expense to bo offset 
against rental income whereas a life office Is taxed on gross rental Income 
and cannot offset such expenses.

Life assurors tend to prefer Investments In central olty properties aueh 
as office blocks, shops and shopping centres. Generally properties In the 
central business district (ODD) have over the years shown the greatest 
capital appreciation. Life offices generally da not favour tavtistmenta in 
residential flats duo to the dangers Inherent In rent control which can and 
have often been Imposed by the Government and they have virtually avoided 
Investment In residential housing duo to tho small size of the Investment and 
the relatively high expenses Involved. Some life offices however have recently 
Invested In township developments but it seems unlikely that assurers will 
Involve themselves on a largo scale In this sphere.



Assurors are generally reluctant to invest in very 'specific purpose1 
properties such os hotels and factories unless they can obtain a suitable 

tenant on a long lease. In this regard offlocs do however invest in factories 
on a 'sale and lease book’ basis as discussed later.

The return on different properties vary according to the type of property 
and the locality. The return would differ on a GBD project to ore in the 
suburbs, and would differ for example, as between Johannesburg, Cape 
Town, or a smaller town. Generally the smaller the town and the less 
central the property, the higher the return required by the investor would be. 

The initial return, expected by an Investor on a property, would thus 
depend on a number of factors such as the nature of the property, its exact 
locality, the quality of the tenants and the nature of their leases. An investor 
would usually accept a lower initial return on r prime office building than on 
apartments. Depending on these factors. In November 1075, the acceptable 
initial yield to n prospective investor varied between approximately 8,8 

and 12,0 per cent per annum.
Leases usually have rent escalation clauses built into them and these 

could be either on a fixed increase basis or, In the case of tenants such 
as chain stores, for example, rents are usually linked to turnover. In 
other eases rentals could bo linked to the consumer price index. The terms 
and conditions of a lease are negotiated and if there wao a surplus of office 
accommodation as existed for example In November, 1972, the lessee might 
even be able to negotiate a lease without the right to a review of rent. When 

office accommodation Is scarce the leaser would generally bo able to obtain 

the conditions ho wished to impose.
Rentals are usually inclusive of all services Buoli ns rates, maintenance 

and cleaning, the only additional expense borne by the tenant being electricity, 

refuse removal and any increase In rates.*

1. Sorec Limited. A Review prepared for private circulation In 
conjunction with W.l. Carr Sons and Co., London, 1972, p. 4,



An increasingly popular property Investment with tifo oificcs is tho 'solo and 
lease back' whereby a company sells its property to an investor and 
Immediately leases it back on long lease. This system has boon successfully 

used in the ease of factories and chain stores amongst others. An 
advantage of tho lease-back to tho seller Is that it can release funds for 
self-financing of expansion. It improves liquidity, unfreezes fixed assets 

and converts them into woriclng capital and allows tho company to secure 
a further loan which might bti impossible if a conventional bond were obtained. 
From a taxation viewpoint, rent is an allowable expense, Loaso-backs 
sometimes contain a ’buy back’ clause which gives the soller an option to 
buy the property bock after twenty five years, for example. Tho ’solo and 
lease back1 Is a very attractive investment to the pusoiiaser in that he obtains 
an attractive Initial return on hie invectmont, generally automatic increases 
in future rents, the security of a long lease with a single tenant and hence 
no letting problems. In addition ail maintenance costs, rates and taxes 
are the responsibility of tho tenant.

The yield to the investor depends on tho financial standing of tho tenant 
and the typo of investment. Tho covenant of tho tenant is vitally Important 
to tho investor who will usually not accept a lease-back for less than 
twenty years. Lease-backs are usually on ’specific purpose1 properties and 
if the tenant breaks Ida covenant It may bo difficult to obtain another tenant 
on suitable terms. Regarding tho type of property, an investor would require 
a considerably higher return on a factory situated out of town than, for 
example, on an off too block occupied as an administrative head office of a 
largo chain store. Many permutations of tho lease-back arrangement are 
possible and tho negotiated lease would depend on supply and demand.

In some Instances a developer may negotiate with a prospective tenant 
and develop a project specifically for him and lease it out on a long lease,
Whilst this is a direct property investment, tho mechanism is similar to a 
sole and lonoo-bnck. This Is very attractive to tho developer as there are 
virtually no entrepreneurial risks involved in that tho whole project is 
let at an agreed upon rental on a long lease before any building Is commenced.

Compared to a direct investment in property, the sale and leaso-baok



generally provides a higher initial yield, better tenant security nnd 
negligible administrative oosts. The only disadvantage could be in the event 
of default of the tenant and thus an Investor must be thoroughly satisfied 
as to his covenant, financial standing and security. Whilst the terms and 
conditions of a sole and loaee-baok are negotiable, in November 1976, 

a reasonable initial yield on an Industrial lease-back was 11,5 to 12,0 per 
cent per annum with tho rent escalating by fivo per cent per annum.

6,2.11 Policy Loons 
Policy loans are an involuntary investment of life offices in that companies 
have little control over the volume of such loans. Policy loans are 
particularly popular when money Is difficult to borrow. Life assurers, 
as a condition of their policies, usually grant loans up to eighty or ninety 
per cent of tho surrender value of n policy. The surrender value is 
excellent security for the loan and there is no risk of default. If tor any 
reason the loon value plus any other Indebtedness of tho policyholder to tho 
company Increased to the surrender value, the company can surrender the 
policy and extinguish the debt. In terms of safety the policy loan Is a very 
attractive investment, particularly as the surrender value increases as 
more premiums are paid. Life offices do not encourage policy loans as tho 
following statement illustrates i

'Yet Insurance companies discourage policy loans. They do so for two 
reasons. F irs t policy loans are small In amount and are therefore very 
costly to administer. Their not yield is far below the Interest rate charged 
and Is not particularly attractive relative to alternative investment media. 
Second, and far more important, a policy loan la frequently the prelude to 
a lapse of the policy, and Insurance companies are Interested in keeping 
policies In force'*'.

To the borrower, a policy loan is a very attractive form of borrowing 
tn that no collateral security Is required other than the policy Itself and a 
loan is usually quickly and easily obtained. A repayment date Is not usually

1. Cohen and Zinborg, op_._olt.i. p. 703.



specified (other than when the proceeds of the policy fall duo) and the rate 

of Interest payable on the loan Is usually lower than that payable elsew here/
The rate of Interest charged on policy loans has generally been lower 

than the rate charged on loans by other institutions. This Is partly 
attributable to the fact that offices grant policy loans as a benefit which has 
traditionally been available (i. e. its nature can be described as that of a 
marketing instrument) and Is also partly duo to the office wishing to conserve 
business in that It would rather offer the policyholder a loan on reasonable 
term s than have him surrender his policy.

In recent years the attitude of life offices seems to have changed for the 
very reasons stated by Cohen and Zinborg above. Offices have also 
believed that it was inequitable to their policyholders in general to lend 
money to policyholders at rates lower than these funds coulo be invested 
elleewhero since, the more they maximized investment Income, the greater 
would be the bonuses they could pay to their policyholders. Thus by 
November 1976, the rate of Interest charged by many companies on policy 
loans was as high as eleven per cent per annum.

Life assurers are obliged to provide non-forfeiture benefits on certain 
types of life policies under which at least three years premiums have been 
paid,2 The usual form of such non-forfeiture benefits is that if premiums 
are unpaid, then the life assurer advances them to maintain the policy In M l 
force and continues to advance future premiums, if not paid, for as long as 
the total indebtedness under the policy Is less than the surrender value of 
the contract. Such premium advances and Interest thereon arc commonly 
referred to as automatic non-forfeiture loans and life assurors have very 
little control over these loans. In aggregate, they can, however, build up to 
a considerable sum of money and the rate of Interest charged on those loans 
la generally similar t i  that charged on ordinary policy loans.

1. Rtegol and Miller, op. c lt., p. 2CG.
2. Insurance Act, No. 27 of 1943, 8,62(2).



5.2.12 Cash on Call and Poposlt 

There are occasions when a life ofltco temporarily has spare funds which 

cannot Immediately be invested long-term. Itathor than leave those funds 
idle, an office would place these funds on call until they are required 1. e. 
these are essentially short-term investments. The rate of interest earned 
will depend on the length of time for which the money la placed and on the 
rates generally paid at the time for call money. Such funds can bo placed 
on call or deposit with various Institutions such as banks and finance houses 
and other financial institutions. An office would generally also keep moderate 
balances In Its current account with commercial banks.

A life office may also deposit funds with banks or building societies. These 

investments are not always made on the basis of investment returns but may 
be part of a business agreement whereby the assurer agrees to invest 
moderate sums in this manner in return for which the deposit receiving 
institutions supply the assuror with 'loads' for insurance. For example, a 
building society may pass on to the assuror names of people to whom they 
have granted mortgages and the agents of the assurer could then try  to sell 
these people life policies to cover the indebtedness under thoir bonds.

5.2,18 Other Investments 
The types of investments enumerated above are the most important avenues 
for Investment of assurers' funds. In the balance sheets of life assurors 
will be found other assets such as outstanding premiums, sundry debtors 
and furniture and equipment (for the company’s own use). Some of those 
assets become available for long-term investment as soon as the moneys 
a re  received and they are assets ovor which they have little control.

A possible Investment alternative is in foreigr securities including 
foreign government securities. As stated previously, those assets would not 
bo permitted to rank as russets hold against domestic liabilities in terms of 

the Third Schedule to the 1043 insurance Act. In addition there aro the 
problems of obtaining Exchange Control permission, currency risks, risks 
of political intorforoneo and taxation problems. Such investments are only 
practicable as a backing to a company's foreign liabilities. For example,
South African life offices transacting business in Rhodesia would certa nly 
hold Investments in Rhodesian securities.
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Some offices also hold assets in Zambia, Malawi and the United Kingdom. 
As an example of political Intei.orenco In the Insurance industry it is  of 
Interest to note that the insurance Industry in Zambia was nationalised In 
1970, and South African offioee transacting business there had to hand over 
both assets and liabilities to the Zambian State Insurance Corporation.

Edmunds suggested the use of life Insurance funds tor tha promotion o£ 
new enterprises.^ He discussed the problems inherent In euoh a venture 
as well a: the benefits that could be derived by the offices concerned and 
the community as a whole. In South Africa a few life offices have created 
subsidiary companies as new enterprises or have taken a substantial share 

In Buoh companies. Generally the tendency of life offices to utilize their 
funds »s venture capital in this manner has been small. Life assurers are 
specialized to pure iltumolal investment rather than In the promotion of new 

ventures and it does not seem likely that them will be any major moves In the 
direction suggested by Edmunds,
5.3 Actual Investment of Funds

It is of Interest to briefly analyse the actual Investments hold by life 
assurance companies as at the end of March 1075. Table 5.1 illustrates 

the Investments held at that date as well as at the end of December,
1368.

1. S, Edmunds, 'Outlets for Life Insuranoa Investments', Harvard 
Business Review. XXV, No. 4, 1947, pp. 409-81.



Table 5 .1 Assets of Lone-Tevm. Insurers1

Type ot
December 1868 March 1975

Amount
Percentage
ofToW Amount

Percentage 
of Total

3i.miU.teas R millions

Coins, Banknotes 
and Deposits S5 1,8 163 3,8

Government Stock 158 7,9 533 . 12,6

Local Authvr’ty
131 8,5 253 6,0

Public Corpora­
tion Stock 151 7,5 247 5,9

Other Fixed 
Interest Seciirl-

161 8,0 390 9,2

Unlts In 'Unit and 
Property Trusts 15 0,8 73 1,7

Ordinary Shares 324 10,2 788 18,8

Mortgages 400 20,0 373 8,8

Policy Loans 138 j,6 191 4,5

Other Loans 178 8,6 418 9,9

Fixed Property 184 0,2 587 13,9

Other Assets 6.9 210* 4.9

Total Assets 100,0 4 237 100,0

Tha nmlB foaturoa of Table 5.1. tvra $

(!) the substantial Increase in total assets of life Assurors of 111 
per cent In just over six years;

1. South African Itoeorve Brink, Quarterly Bulletin, Dcoombor 1076, No. 118, 
p. 8-38.

* Bsttmnted from Life Officos'Association, CircUar 2401, Ootobor 24, 1976.



(U) the considerable increase of total assets invested In Government 
stock. This w p s  mainly due to the Increased statutory requirements to 

Invest in this medium and was partly at the expense of smaller petcontage 
investments in looal authority and public corporation stock;

(111) the greater importance of fixed property Investments which 
increased from 9,2 per cent of total Investments at the end of 1968 to 13,9 
per cent at the end of Marc! 1976;

(iv) the substantial decline In mortgage Investments which decreased 
from 20,0 per cent of the total to only 8, a per cent at the end of March 1975. 
In absolute terms the life Gseuraiwo Industry dlatavested In mortgages.
This relative decrease In mortgage Investments Is even more marked when 
considered against the fact that, in 1959, mortgages represented 33,3 per 
cent of the total assets of all long-term Insurers1 and, at seme stage In 
their history, each of the four largest domestic life offices had more than 
fifty per cent of their investments In. mortgages-,

(v) the percentage of total investments held in shares increased 
from 16,2 per cent to 19,8 per ceut. in Table 5.1 ordinary shares wore 
valued at balance sheet values which were usually equal to the original 
cost price of these shares, except where shares were held as backing for 
linked life assurance policies, in which case the market values of these shares 
wore normally used 1‘or bnltn'po sheet purposes. Whilst exact figures are not 
available, substantial volumes of linked aeauranoe were sold in South Africa 
between 1968 and 1975, and much of this business wan li'iked to companies' 
Internal Investment portfolio!], it  Is normal practice for oomvnnlcfi to 
transfer equities from their ordinnrv portfolios to these linked portfolios at 
market values, and if the latter figure wo o greater, this effectively Implied 
writing up the balance sheet values of quoted equities to market values. An

X. i&anro, no, olt. , p. 92



example of how the Old Mutual has treated thta problem la illustrated by the 

following statement ;

'An Item that appears for the first time In the Financial Statements is the 
adjustment of the book values of certain investments to market values, where the 
latter are used to determine Old Mutual's liability under certain classes of 
policies'1. Furthermore, life assurers have feleo transferred a portli 'i of the 

unrealized appreciation of investments to their life fund. This appreciation would 
mainly arise from their property and equity investments. For example, for the 
trienntum ending June 36, 1973, Old Mutual transferred ten million rand to their 
life fund, this being a portion of the unrealized appreciation of their investments.

Thus part of the 'increase1 in investments of life assurers in ordinary shares 
would be attributable to these factors.

In the Reports of the Registrar the value of ordinary shares is shown at market 
values and it is instructive to compare, in Table 5.2, the values of ordinary shares 

heid by life assurers at market value compared to balance sheet value. The latter 
figures were taken from the December 1976 Issue of the Quarterly Bulletin of 
Statistics of the South African Reserve Bank, which showed values at the end of 
each calendar year compared to the end of each financial year as In the Registrar's 
Report. Whllsi not strictly comparable the two sets of figures indicate the 
considerable differences between the balance sheet and market values of the 
ordinary shares hold by life assurers.
Table 5.2. Market Value of Ordinary Shares held bv Life Assurers compared to 

their Balance Sheet Values

Year Ending 
December 31

Ordinary Shares Market value x 100
Market Value Balance Sheet Value Balance Sheet Value

R Millions R Millions Per Cent
1968 592 324 182,7
I960 695 380 178,7
1970 GGG 437 130,0
1971 621 821 110,2
1972 798 655 143,8
1973 1 156 716 161,0

1. The Old Mutual, Chairman's Statement for the year ending Juno 30, 1974.



Thti extent ot the oxceas of market volucf; V life asoiirors' ordinary 

shares over their balance slieot values can be w/'x-rved from Table 5,2
It will bo noted that the ratio of the market valut- of the ordinary shares 

of life assurers to ti.eir bnlanco sheet value decreased vj'fittvnttuUy from the 
end of 1968 to the end of 1970 and fell evti: further in 197L. ?n ihis regard 
It must be noted that the 100 share Index fell by 41,1 per ecnt from the 

end ol December 15(18 to the end <>f Uopcmber 1 (•?(», although it increased by
13,1 per cent from the end of 1970 to the end ol 1071. The fact that the 
market value of the ordinary shares of l im n v s  was ctiil wvll above thotr 
balance sVeet values at the end of 1970 and Kii!, mdlrateo that those shares 
were getievu.’y purchoacd aweraV yrars prcviouoly, othorwise the 8u)ifitantlal 
decrease In sha. -■ prices between t9(!s and 1970 would havu decreased tholr 

market value to bt-lv - balance sheet vulut1!.
It can be concluded L \  by reflecting part of tholr ordinary chare holdings 

at market value instead of b:,.:mcc sheet values, there resulted an increase 
In the percentage of their total asuets held in ordinary shares when doing 
this analysis by balance sheet values. Over the period December 1968 to 

March 1378, it thus seems that the percentage of the total assets held by life 
assurers In ordinary shares Increased only marginally, if at all. This trend 
Is in marked contrast to the post-war years up to 1968. During this period, 
the holdings by long-term insurers of ordinary shares at market values 
Increased from 8,4 per cent of their total assets in 1044 to 27,0 per cent 
ttv 1983.1 This latter figure compares to a percentage of 10,2 when ordinary 
shares are valued at their balance ehcvi values as given in Table 0.1.

De Vos analysed the assets of the Old r.t„ w!, Sanlnm, u mthcrn Life 
and African Life, whose combined assets over tht* period IM'i to ItiGZt 
represented more than ninety per cent of the total ueaetc oi oil domestic 
insurers and more than sixty five per cent a* the combined of the domestic 
and foreign Insurers transacting life business in the Republic. The Investments of these

1. Annual Reports, Registrar of Insurance.



four companies could thus be regarded as representative of all domestic 
insurers and reasonably typical of those of all life insurers writing life 
business in South Africa,1

He suggested the distinction between inflation-compensating investments 
and deflation-compensating Investments, The first oategoiy comprised 

ordinary shares and immovable properties, whereas the second category con­
sisted of securities of the South African Government, foreign governments, 
local authorities and other public bodies, debentures and preference shares.^ 

The substantial shift by the four South African life assurance companies 
towards inflation-compensating Investments and the change in emphasis away 
from deflation-compensating Investments is shown In Table 5.3 below. ^
Table 6.3. Ratio between InTlation-Comoensating and Deflation-Compensating 

Investments of the Four Large Life Insurance Companies expressed 
as a Percentage of their Combined Total Interest-Bearing ^asets

Yetvr
inflation-Compensating 
Investments

Deflation-ComponsBting
iKveatmefita

Par Cent Per, pent

1927 3,6 46,2

1932 3,9 39,2

1946 5,1 69,1

1955 10,7 87,9
1963 23,8 32,1
1968
1975

28,0
32,2

36.2
35.3

1. T .J . deVos, 'A Review of the Investment Policies of South African Life 
Insurance Companies', Volkskas Limited. Finance and Trade Review. 
VM os, 5 and G, 185-215, 1065, pp. 181 >9.

2. pp. 190, 196.
3. Ibid.. p. 199. The figures for 1968 and 1975 related to December 1968 

and March 1976 and were calculated from Tabid 5,1. These latter figures 
relate to all insurers, and not only to the Covvr life offices considered.



After analysing the investment policies of South African life assurers 
over this period, de Vos concluded that the most important characteristic 

of the development of the investment polictos of the South African life 
insurance companies since 1927 was their active attempt to counteract the 
influence of the inflation which followed from the Second World War. To 

achieve this objective there was an acceptance of ordinary shares as an 
investment medium, an increase in immovable property investments and the 
development of lease-back agreements and a general decline In the 
proportional investment to fixed Interest-bearing securities, *

It can be noted from Table S. 3 that life offices contimuHl to substantially 
increase their holdings of inflation-compensating investments after 1963 
and by March 1975 these Investments represented 32,2 por cent of Interest- 
bearing investments compared to only 3,6 por cent i;i 1987.
5.4 Investment Principles of Life Assurance Companies

The investment principles of life assurance thnt have emerged over the years
can be placed In the following broad categories :

(!) Security of Capital : The early writers on the subject believed 

that this was the most important factor to consider in the Investment o£ life 
assurance futde.

(it) Maximization of Income i Later writers bellevAd that life 
assurors should attempt to maximize the expected yield on their funds.

(Hi) Matching and Immunization : Special principles were developed 
In the 1950s to enable I lk  aSBuranoe companies to protect themselves from 
fluctuations in rates of interest by ensuring that the value of their assets and 
liabilities would alter in a similar manner when they were affected by changes 
to rates of interest,

5.4.1 Investment Principles Concentrating on the Security 
of Capital

Principles for the Investment of life assurance funds were f irs t laid down 
by the British actuary, Bailey, in 1862 and hlQ five principles became known 
68 Bailey's canons and for many years these canons wore accepted as

1. M Sl. P. 802.
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correct. *"

Boiloy's five canons may be stated as follows :

(1) That the first consideration should invariably be the securuy
of capital.

(II) That the highest practicable ra te  of interest should be obtained, 
but thnt this principle should always bo subordinate to the security of the 
capital.

(III) That a small proportion of the total funds (the amount varying 
according to the circumstances of each Indh idual case), should be held In 
readily convertible securities for tne payment of current claims and for such 
loan transactions as might be considered desirable,

(Iv) That the larger proportion of funds remaining should be safely
Invested In securities that are not readily convertible. It wob desirable, 
according to the second principle, that they should be so Invested, became 
such securities, being unsuited for private Individuals and trustees in 
consequence commanded a higher rate of Interest,

(v) That, as far as practicable, the capital should be employed to
aid the business of life assurance.

As eeourlty of capital was o! paramount importance to Bailey he did not 
recommend stock exchango securities or irredeemable or long dated 
Government securities as suitable Investments, At the time Government 

securities consisted almost entirely of undated Consols and their capital 
value fluctuated as prevailing rates of interest changed. Furthermore at 
tlie time there were considerable risks in Investing In equities. Instead t f  
those Investments Bailey recommended securities such as mortgages, loans 
Rad bank deposits. Ho believed that mortgages were ideal as the capital 
was free from fluctuations In market value nnd that there was also the

1. A II. Bailey, 'On the Principles on which the Funds of Life Assurance 
E'.iletlos should be Invested1, Journal of the Institute of Aotuni»ian.
X, 142-7, 1862.

2. Ibid., pp. 143-4,



borrowers ownstakein the ventoro >is security. *
Later on Bailey 1'elnxed hla views nnd wrote s

1. , .  It being now hardly possible aa in former times to obtain investments 
In which the prlnetpnl le accuse with n roiiBonabto rate of interest, Insurance 
companies must act as private Investors would. Namely, they must go on to 
the Stock Exchange and not have all tholr egga In one basket but they must be 
prepared to run risks of fluctuations in market values'2.

In 1912, May, also a Britldii actuary, found himself In agreement with 
Bailey with minor quallficaiiona. On the first sanon he believed that t

'It Id absolutely Impossible to assure oneself of the safely of tiro capital 
of any single investment, and It is only in regard to the safety of the capital 
a® a whole that one hoe a reasonable chance of success.8

He also believed that the third canon was auti iiintlcaUy achieved if the 
investments wore spread over a largo area as It was then obvious that there 
would always be a considerable number capable of favourable realization,^
May added the following investment principle to those laid down by Bailey.

That In order to minimize tho result of temporary fluctuations und to 
secure tho safety of tho capital la the best way It is desirable to spread 
these investments over as largo an area as possible'^.

Portfolio diversification was thus recommended us a specific investment 
principle.

1. Ibid.,. pp. 144-G.
2. Bailey intiir i-acusslon on tho paper by A.G. Mackenzie, 'On the

Practice end I'owora of Assurance Companies in regard to the Investment
of their Life Assurance Funds', Journal of tho Institute of Aotuarlws. 
XXIX, Port HI, 185-232, 1801, p. 229.

3. Q. 15, May, 'The Investment of Life Assurance funds', Journal of the 
iBfltltutoof ActannoB. XLVl, P a r tn ,  134 -08, 1012.

4. ibid,. pp. 152-3.
5. Ibid.



A different commentator, Penman, stated In 1933 that, whilst the precise 
application of Bailey's canons had varied considerably over the years, they 
remained as applicable to the Investment of life assurance funfla at that time 
as they had boon In 18G2.1

He believed that tho avoidance of capital lose or depreciation was more 
Important, when considering now investments, than the rate of Interest 
obtained and Dailey's theories were thus still valid in respect of Irredeemable 
assets and long dated stock.2

Penman stressed the following Important investment principle :
' as a general rule, the currency of the securities In which tho reserve 

is Invested should be tho same as that of tho Life Assurance Contracts which 
i t covers, unless the latter are expressed In the currency of a country where 
Investment conditions are impossible. To tho extent that departure is mode 
from the general rule, tho currency selected should be as stable as 

practicable'3.
Tho principle that companies should normally invest tholr assets 

in securities of tho same currency as that In which their liabilities arc , is 
generally accepted. Recent examples illustrating the importance of this 
principle occurred when tho South African rand woe devalued relative to the 
Rhodesian dollar In December 3971 and again in September 1975. South 
African offices with liabilities In Rhodesia in excess of assets at the time 
experienced a devaluation loss as tho value of their liabilities In rands 
Increased by more than tho rand value of their assets. By contrast companies 
over-lnvostod in Rhodesia at tho time experienced a devaluation profit. This 
is not necessarily meaningful If the relative strength of the Rhodesian dollar 
was of a temporary nature. It coulo possibly more than adequately 
compensate this by Investing to earn higher returns outside Rhodesia than Inside.

1. W. Penman, 'A Review of Investment Principles and Practices', Journal 
of the Institute of Actuaries. UCIV.PartH, 387-427, 1933, p. 388.

2. Ibid*, p. 389.
3. Ibid*, p. 397.
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As late as 1937 there wore writers such as Murray who believed that 
Bailey's canons wore still fundament Uy valid, Murray stated that the 
avoidance of capital loss or depreciation was far more important than the 
rata of interest earned.1" Murray concluded that :

'(1) The intrinsic security of the investment Is always a more
important consideration than the rate of Interest.

(2) Maintenance of market value Is usually a more important 
consideration than the rate of interest.

(3) In certain circumstances the rate of interest may take 
precedence over considerations of minor market fluctuations.

The exceptions however, do not seem, . . .  to bo of sufficient importance 
to cause us to qualify Bailey's first and second canons, and I think we may 
say that they still hold good'2.

Murray listed n number of Investment principles that Incorporated 
Bailey's first three canons amongst others. An interesting principle of 
Murray's was that companies shoitd follow nn active investment policy i.e . 
a policy Involving a willingness to vary, la relation to the then existing 
economic conditions, individual investments and the proportion of different 
classes of Investments it deemed necessary. 3

Bailey's principles had already been seriously challenged in 1933, when 
In the discussion ot Penman's paper, Swift and Coutts disagreed with what 
was then the majority view,4

In this discussion Swift stated that as life office funds ware continuously 
increasing, companies wore always investors and required long-dated 
securities and consequently the security of Interest income was more 

important than were day-to-day capital values, 5

1. A.C, Murray, T he Investment Policy ot Life Assurance Offices', 
Transactions of the Faculty of Actuaries. XVI. Part VH, 247-84, 1937, p. 255

2. VMl * P- 256.
3. m id,, p. 261.
4. Clayton and Osborn, on._Q.it.. p, Cl.
5. Penman, op. o lt.. p, 422.



Coutis believed that Bailey's prinvtples hardly touched the fringe of 
investment problems at that time and that Baliey's first two principles 
were little more than platitudes. He also maintained that, on a s trict inter­
pretation of those conditions at the time, all funds should have been invested 
in short-term Treasury Bills, and offices would then have been insolvent in a 
matter of a few weeks. 1

Coutts disagreed with the thesis that the avoidance of oapltal loss or de­

preciation was more Important than the rate of interest obtained, t,s the latter 
was the vital element In an office's business and, unless a minimum rate of 
interest was earned the office would be insolvents He also stated that it was 
necessary to distinguish between depreciation which was due merely to 

fluctuations in market values and depreciation where there was a roal loss 
of oapltal owing to failure of the borrowers’ credit. If a fund were Invested 
in securities with a definite redemption dote and if there had lnum no change 
either in the intrinsic value or in the ability of the borrowers to moot their 
obligations he ocliovcd that temporary falls In market values should cause 
no anxiety," Whilst at the time Coutts* views were not generally shored by 
his colleagues they were accepted later.

In 1828 Haynes had already made a strong case for investing a proportion 

of life office funds in ordinary sho^ns. ® He considered nine groups of equity 
Investments and equivalent luvostr. entsi in debentures over the fifteen year 
period from March 81, 1018 to March 31, 1087, In terms of total income and 
market value as at March 31, 1927, tho ordinary shares proved to be the 
better investment. As a result of this thcozetlcal exercise, Haynes concluded :

1. Ibid.
2. Ibid.. p. 424.

3. H.E. Haynes, Tho Tlaee of Ordinary Shares (as distlnot from Fixed 
Interest Bearing Securities) in the I .vestment of Life Assurance 
Funds’, Journal of the institute of Actuaries. LIX, Part 1, 21-60,
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Coutts ballevfld that Bailey's principles hardly touche1 the fringe of 
Investment problems at that time nnd that Bailey's first two principles 
ware little zzloro than platitudes. He also maintained that, on a strict inter­
pretation of those conditions at the time, oil funds should ht -e been invested 
In short-term Treasury Bills, and offices would then have been Insolvent In a 
matter of a few weeks.3"

Coutts disagreed with the thesis that the avoidance of capital loss or de­
preciation was more important than the rate of interest obtained, ag the latter 

was tho vital element in an offieo'a business and, unless a minimum rate of 
interest was earned the office would by insolvent. Ho also sWod that it was 
accessory to distinguish between depreciation which was due merely to 
fluctuations In market values and depreciation where there was n real loss 
o£ capital owing to failure of the borrowers’ credit. If a fund wero invested 
In securities with a definite redemption date am there had been no change 
either in the intrinsic value ov in the ability of the borrowers to meet their 
obligations lie believed that temporary falls in market values snould cause 
no anxiety.11 Whilst at tho time Contts' views were not generally shared by 
his colleagues they were accepted later.

In 1028 Raynos had already made a strong case for investing a proportion 
of li£e office funds in ordinary shares. ̂  He considered nine groups of equity 
Investments und equivalent Investments In debentures over the fifteen year 
period from March 31. 1912 to March 31, 1937, In terms o£ total Ineomc and 
market value as at March 31, 1927, tho ordinary shares proved to bo the 
bettor investment. As a result of this theoretical exercise, Baynes concluded :

V IbisL
2 , I t i s L ,  P. 424 .

8. H. E, Haynes, The Place of Ordinary Shares (no distinct "rom Fixed 
Interest Bearing Securities) in the Investment of Life Assurance 
Funds', Journal of the Institute of Actuaries. MX, Pari. 1, 21-80, 
1988.
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’But I v,\ d go a step further and say that from the point of view of 
aafoty, the figures Indlcatu that n well -sprond investment in ordinary shores 
ie a better proposition for the ordinary long-term investor than an investment 
in the debenture issues of the same group af companies

He was not prepared to eomm't iiimsoif as to the actual proportion of the 
funds of on office which should be invested In ordinary shares but he believed 
that for on investment in shares to tie o£ real benefit it had to represent a 
significant fraction of the whole.

Soon after Koyncs' iirfit paper was written, the Great Depression 
commenced, and at that stago money investments wore better than any 
investment in shares. Haynce' papers should, however, bo regarded as the 
first literature presenting a firm view that ordinary shares should be used 
as life assurance investments despite the uncertainty of thoir capital values. 

Taking the longer term view, however, Rayn.es' view turned out to bo correct 
and, when ho investigated the period 19217 to 1037, the results of his previous 
theoretical experiment were further strengthened, 2

5.4.2 investment PrinoMfts that Consider income Maximization 
of Primary Importance 

A life office must earn at least the rate of interest assumed in its premium 
calculations In order to remain solvent. Normally, the premium and 

investment income of a life assurance company far exceeds its outgo and life 
offices thus have little need for liquidity and should not bo concerned with 
temporary fluctuations in the market vaiue of their investments. Pegler, 
who wrote one of the early major papers to stress the. tiMtomo aspects of 
investment policy as opposed to the maintenance of capital values, commented 
os follows :

1. IMd,, p. 29
z. H.K. P.aynes, 'Equities and Fixed Interest Stocks during Twenty-Five 

Yeart”, Journal of the InHtltuti- of Aotuartee. LXV11I, P artW , 
483-Svf, 1037.



'In these circumstances it Is submitted that It ts not. o r  B&iloy has 
stated, security of capital which is the primary consideration, but security 
ol income, and that the achievunciit of the latter will, of itself, ensure that 
the ccpltal value la maintained'1".

Pegler's prineiplot thus rovolvod around maximizing yields where, to 
on actuary, the yield of an in.-ostmcnt could have only one moaning i 

'It Is the net rote of interest (or its gross equivalent) at which the 
sums invested are exactly equal to the present value of all future not Interest 
o r dividend payments plus that of all capital returned, whether this takes 
place by drawings or repayment In a lump sum, by return of part or all 
the capital on liquidation, by sale or transfer of the Investment, or In any 
other way. In this calculation allowance) is made for expenses, and for the 

tax on income or capital Increments borne by the fund or fluids for which 

the investment is made'".
By using the term 'expected yield' Pegler's Intention was to avoid the 

implication that investments ffliould all be placed at the highest possible 
yields as those were associated with the highest risks. The expected yield 
took account of the probability of receiving future payments and maintaining 

Interest or dividend payments.
Pegler's firat principle wan that it should bo the aim of life office 

investment policy to Invest its funds to earn the maximum cxpectcd yield. ® 
TMa could be accomplished by combining the concepts of yield and security 
of capital, Pcglov made no distinction between capital and income, but 
recognized that contributions to investment yield wore frequently received 
from both. At the time it was an unorthodox view that the two were inter­
dependent and In general inseparable until after the investment had been 
realized.

1. J.B .H . Poglor, 'T5.fi Actuarial Principles oC Investment', Journal of 
the Institute of Actuaries, LXXIV, Part II, 170-211, 1948, p. 181.

2. IWjL

3. M l.



In a noteworthy paper published some years after Poglor's contribution 
had appeared in print, )1, U. Clarko put forwprd a review and criticism of 
the former'a work. In what follows, thcvlowa of these two writers will be 
compared.

Clarke stated that the simple aim of Investment policy was to eeeuts thn 
maximum realized yield, but as tills wo* u platitude It could have no place 
as an Investment principle anti thus the expected yield had to bo maximized 
but with tho minimum error. ̂  Clarke believed that Pegler'a ,, st 

principle oould be bettor described as :
The aim of Investment siiould bo to sveuro tho maximum "expected" 

yield with tho minimum erro r having due regard to the nature and incidence 
of the liabilities'^,

Clarice stated that Peglor had erred in bollovln^ it posslb'p to reconcile 
the conflict between yield and security and he disagreed with Bailey who had 
stated that capital security should take precedence ovov yield, Clarke 
expressed the view that any investment proposition Involved a compromise 
between these two opposing factors and tho weight to oe given to each facto? 
had to be e matter of personal judgment.

Both Clarko and Peglcr tiros stressed that the basic aim of Investment 
policy was the maximization of expected yields, but they had a different 
emphasis on the weights to bo placed on capital security and yield. Clarko’s 
criticism of PegU-r's first principle dees not seem to bo completely Justified 
as Pcglor took account of the capital value of an Investment In his cot cept of 
expected yield,

Pcglor's second Investment principle was th a t:
'investments should bo spread over tho widest possible range In order to 

secure tho advantages of favourable, and minimize the disadvantages of

1. II. 0. Clarke, 'A Droad Analysis of the Problem of tho Investment et 
Life Funds', Journal of the Institute of Actuaries. 80, P art III. 
335-80, 1064, p. 338.

2.



unfavourable, political and economic trends'^.
Pegler thus put forward a plea lor portfolio diversification within the 

framework mentioned above but Clarke did not agree that tnn wide spreading 
of investments should bo given priority over their oeleotloix to accordance 
with industrial, economic and political riak-i and trends and Clarke gave os 
his other investment principle that companies should attempt :

T o select investments according to "expected" yield, having regard to 
assessments of the effect of industrial, pjonomic and political factors and 
future trends in these factors, spreading the investments widely, particularly 

where the degree of reliability attached to the assessment of Investment risks 
is low; and as far as practicable investing In assets appropriate to the 
currency and duration of the liabilities and the basis of taxation'2.

Clarke's second principle thus involved both diversification and the 
matching of assets and liabilities by mirrcncy and by duration, Pegler 
believed that within the limits of his second principle, offices should vary 
their Investment portfolios and select new investments In accordance with 
their view of future trends. 8 In this regard Huebner, an American writer, 
analysed the main considerations influencing American life offices in 
the components of tiieir investment portfolios. One of these considerations 
was the selection of investments to moot the needs of the time and he gave 
the examples of United States life companies having had 18,7 per oont of tholr 
assets in farm mortgages in 1984 but only 1, C per cent in 1947 and having 
had 35,0 per cent of their assets in railroad bonds In 1006 but only 8,1 per 
oontln 1941.4

Pegler's last investment principle was that offices should endeavour to

I . Pegler, pp.oit,., p. 183.
2. Clarke, op clt. ■ p. 339,
3. Pegler, op, oltJ_. p. 185,
4. S.8 . Huebner. Life Insurance. 4th ad. rev. and en l., Now York,

Appleton -  Century -  Crofts Inc ., 1950, p. 471.



orientate their investment policy towards socially and oconflmically desirable 
ends. * His reasons for advocating the above were that, •with the steady 

increase in state Interference in economic affairs, he believed that it was 
obvious that enterprises which wore regarded us being contrary to the 
public Interest would bo discouraged, whereas those that promoted It would 
bo encouraged. Interference could take the form of prohibitions, restrictions 
and discriminatory taxation. Pegtac also believed that n policy tending to 
increase social and economic welfare would not only benefit the company's 
policyholders and shareholders, but in the long run would promote the 
prosperity of tiio country oe a whole and this would react favourably on the 
prosperity of the office.

In addition . •• previous discussion, it has also boon noted in the
lltermure that c. '••'atton should bo made between the objectives of a
life -M'floo and tetiioda by which these objectives could bo achieved In 
this regard Whyte believed that there was widespread agreement that tbv 
primary objective of a life assurance company was to invest its funds In such 
a way as to ensure the due fulfilment of all contMtctuol obligations and that 
the secondary objective was to employ all resources of skill, energy, wisdom, 
foresight, prudence and business judgment, In order to achieve the highest 
level of profit, whether It bo obtained hv way of income or capital, but always 
without prejudice to the attainment of the primary objective. 5

In this regard it is of Interest to note that one of the reasons wliy, since 
the Second World War, long-term insurers in South Africa shifted their 
emphasis from purcl public sector securities (other than the amounts 
they were rtviuivod to hold by law) to the purchase of private sector secwitios 
such as equities and properties, was the profit motive. Insurers considered 
that the interest rates paid on Government stock were unroalisticaUy low and,
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in addition, the throat of erosion of capital by Inflation m-tdo tho holding of .od 
interest bearing seeurttioa unattraotivo, * This is a further indication that life 
assurers have as a major objective the desire to maximize the overall yield earned 
on their investments.

6,4.3 Matching and Immunisation 
Since life offk vi have to earn not icaa than tho rate of interest underlying tho 
calculations in the 'r premium r;itt-ti, the poyt-war 'cheap money policy" was of much 
concern to Jritlsl. life offices. In the Siu;o,iil World War, tho Treasury Bill rate was 
kept at one por eont, and lonfi-U-rm i-ati*9 at interest wyro lirouyht down to three par

The low invcRtmont yiokhi then pvovruiin#; v.v;v it rnva eonccrn to investment 
managers of Utv aaaurance coniiiatiivs tmd thvy hail to ;itek svays to protect their 
funds against the effects of dovlinvi; in intorvst yivhlti. Arifiin" frr>in titis, some 
important papers wore dolivoml to tlm Faculty and Iiuitlluto of Actuaries on 
'matching' and 'immunization'.

Tho contents of this section roly heavily on the* following papers ;
\i) Hnynos and Klrton, 11)53, 3

(it) Ikdin^on, 190S.4
(ill) Bayley and Perks, 10%.5
(iv) Andyraon and Blnna, 1057.C
(v) Wailao, 1959.7

As well as providing cover against rioka of death or survival, lifo oftioos 

provided an invoslment Qeivice involving guuranlvu.i of future capital

1. Munro, m i k ^ .  !>• 70.
2. H.8 . Rose, Tho Iie<momi<- naekCTouml fi, Investment. Cambridge, Carobrldgo 

University Press, 1960, p. 638.
3. A. J. Haynes and I t.J , Kiiton, The Financial Stroeturo of a Life Office',

Trausaotinna of the Faculty of Actumriem. 81, Part 2, 141-218, 1053.
4 . F.M . Rodlngton, 'Review of the PitoclpV; 5 of Ll£o-Otilce Valuations',

Journal of tho Inniltute of Actuaricn. LXXV1II Part III, 28G-840, 1952.
5. G. V. Bayley and W. Povk.i, 'A (’onsintont System of Investment and Bonus 

Distribution for a lUCo Otfteci', .Tourrml ot the lustituto of AotunriM. LXXSX, 
Part I, 14-70, 1953.

6. J .I i. Anderson mid J.D . Blnna, ’The Aotuarial Management of a LUe Office', 
Journal of tho Institute of Actuaries. 83, Part 11, 112-52, 1057.

7. G.E. Wallas, 'Immunization'. Journal of tho Institute of Actuaries Student 
Society. 15, Part 5, 345-57, 1950.



security and minimum Interest yields. These guarantees could only be 
provided If the office were backed by holding 'matched asse ts1 providing 
an equivalent guarantee of capital and interest, or by holding sufficient 
free reserves to cover possible adverse effects of departures from the 
'matched assets’ position. 1 Cash outgo has been defined as the excess of 
claims and annuity payments over premiums (this item could be negative 
in certain years). A matched inve8t.uent situation would occur in the 

following situation:
' so long as the sum of the interest income anti of the proceeds of 

maturing investments is equated to the cash outgo, year by year, throughout 
the future existence of all assets and liabilities at present extant, the 
assets will in all circumstances exactly meet the liabilities and the fund 
is  in fact secure against nil future fluctuations in rotes of Interest'".

A 'date distribution1 of assets which satisfied the above has boon defined 
as the ’standard asset distribution’, if it were possible to invest precisely 
as described, fluctuations in the ra te  of interest could not affect the 
com ’any, as each year the cash income would bo exactly equal to the cash

Life offices might wish to profit from variations in Interest rates by 

investing longer or shorter than tho standard asset distribution according 
to their view of likely changes in interest yields, if the actual asset 
position were shorter than the standard, the proceeds of maturing Investments 
would have to lie reinvested for the balance of the standard term, and If rates 
of Interest had risen by then, a profit would arise. If the asset position wore 
longer than tho standard then, when money was needed to pay for tho caah outgo, 
investments would have to bo sold and, if rates of interest had increased in 
tho meantime, investments would bo sold for less than their cost and a loss would 
nriso. If rates of Interest had decreased, bonds would realize more than

1 . Haynes and IClrton, on. e i t . , p. 141.
2. Ibid., p. 142.
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p tr  and a profit would arise. *
It was not believed that the standard asset distribution had to be rigidly 

adhered to, but in deciding to invest longer or shorter than this standard, 

Investment managers should bo aware of the consequences thereof. Where 
a fund was increasing, the greatest importance should bo attached to 
protection against the adverse effects of falling interest rates, since if rates 
decreased life offices might not bo able to invest future moneys at the rate 
assumed in the premium rates for business already sold. Thus the view has 
been hold that offices should have a very long-dated asset distribution 
and should probably hold no investments whatever maturing within twenty

The word 'matching' implied the distribution of assets to malsu them, 

as far os possible, equally as vulnerable as the liabilities to those in­
fluences which affect both. 3 in its widest sense, tills included the matching 
of assets and liabilities in currencies and 'immunization1 was defined afl 
follows :

' I use the word "immunization''^ signify the investment of the 
assets in oueli a way that the existing business is immune to n general 
change in the rate of in terest. . .  On the basis of this definition 
Immunization is to bo regarded as a particular form of matching’1*.

There wore serious difficulties in giving practical effect to the 
Immunization theory and, in addition, the extent to which immunization was 
implemented in practice was a matter for consideration, os it had to be 
remembered that immunization prevented profit as well as loss.

The main difficulty of implementing „ matched investment policy was Hint, 
by hypothesi s, the standard asset distribution consisted entirely of gllt-cdged 
bonds redeemable at fixed dates, whereas the practical asset distribution of

1. Jbidj.. p . 153.

2 . U llfL . P . 190.

3. Jtedington, oa._olt.. p. zm .

4. iMlL. P. 28 a
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a company would cor.alst of many different typos of securities, Including 
irredeemable ones, For example, ordinary shares, which were 

irredeemable, strictly bad no place in this asset distribution. Likewise 
there wore problems with mortgages, repayable at short notice, as they 
could not bo reyftrdod us 'dcad-ahoTt' investments. In practice allowance 
had to bo made for both types of security. A further problem was that, 
instead of having a fixed redemption date, redeemable stocks went often 
repayable ai the borrower's option at any time within a stated period of

In regard to the liabilities, there were often options to policyholders, 

ouch as, for example, guaranteed minimum surrender vatueo, loan values, 
conversion optionb and guaranteed minimum annuity options at maturity.
In practice these options wcn> more widely available in the United States 
tlion either In the United Kingdom or South Africa. NevcrthelofiB no ascot 
distribution could provide for more than one oet of contractual benefits.
It ean bo sold that the aufcat course was to match assets ofininst the option 
Involving the shortest liability when interest rates were rioing and against 
the option involving the longest li&bil v when interest rates were falling, 
and that, in practice, offices should attempt to keep option benefits ae low 
as possible and hold free reserves to cover possible losses that might arise 
from theao options. The writer bclicveo that, in these eivouinctonc-t’Q, 
offices eimM  mveot m  the assuitiptioii that the options did not exist, as it 

would be unreasonable to Invest all assets in a highly liquid form in ease, for 
example, policyholders all surrendered their policies. The loos In investment 
yield would be too great and could seriously endanger the solvency of the office 
if most policyholders continued their policies (as was likely),, since the office 
might not be able to earn the minimum yield required to meet Its obligations 
at maturity of the policies.

Under conditions of imperfect financial markets there is, In all likelihood.

1. Haynes and Kirton, Qn._cit., pp. 177-80.
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not only ono Biiiglo rate of interest and uniform ohangoa In this rate. By 
contrast, rototi will differ according to the to m  of the investment 

and changes In the pattern of rates o$ Intexeat vrttt not ncoossavtiy bo uniform. 
Under certain eircumstuncos it will nlao bo quite conoolvabto for short-term 
rates to fait and for long-term ratos to remain tlio same or oven increase.

In matching and Immunization theory, there wore problems with regard to 
equities, mortgages and properties beenuso the income, as well as the term, 
might bo indeterminate. Offices would be reluctant, and properly ao, to 
invest heavily in long-term sccuritloa at a time of very low tiitoi'ost r&tes, 
especially if they believed that rates would Increase in the near future. It 
has been recommended that Investment policy had to be flexible to take 

advantage of upeeial opportunities. In general, where offices have substantial 
surplus assets, these could bo regarded m  falling outside the scope of 

Immunteatton priixtiptea, as theoo mirplua aasots gave the offlcea eonaldorablv 
scope for investment flexibility.

The most fa r reaching eonaequeneo of immunization following a change In 
Hie rate of lite r cat vvua that the bonus ra te  on existing xnth-prdlt buslneao 
was Immunised at the level existing before the change in the rate of interest.

This lias been criticized and an alternative form of immunisation was put 
forward, based on the following two prlnelylco t

'<1) New buainoao should not lie required to support the benefits
of existing buslneao.

(3) Future premiums on N oting policies should secure at least
ao favourable benefits as now buulncati'l *

Thtt benefits scoured undm* a policy were analysed in two parts i.e . that 
part ocoured by pact premium payments and that to bo securcd by future 
premium paymenta. The former part was noaoelated with the theoretical 
paid-up policy value. From this has been de-vvloped the concept of 'paid-up 
Immunization’ where the mean term of Investment is  considerably shorter 
than total Immunization,

1. Bayloy and Porks, op... flit. , p. 17.
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By 1957 there flcomod to bo fairly gonornl ngrooment that the normal 
asset distribution for n ptr’cly non-profit fund wns total tniinxmlzntlon and 
that dcparturo from this position would bo dangerous unless tiio office had 
adoquQto froo rcsorvoQ. 1

It has been araucd ilvA, 1£ total In nvcoasnry lor a non­
profit fund, It should aloe bo regarded as noi'mn! for a wlth-profit fund 

conslflfclng of iwUclro with only a email bonus lending. Aq the atzo of the 
Ironin* loading inviwivs.thv argumout lo3i»o much of Its validity and tho 
loadingB I'lvv tho oftlcu ncoiip for departure from tho immunized position.

Wlillf totul immunizciiiim pruvldcd nceptev 8 hility of bonuts vatc», 
paid-up iminunii'.ati*m n'auo for t’veaivr eoiiolotcney In tiio bonuti-oarning 
power o$ nvw anti (•slbtlni'huMiiiiviy," '4vt another tyotem ol immunization 

woo pft'fli'nted and wan called vuvvi-nt bonus immunization.,l Yhio t«ystcm 
Implied investing in ouch a maniu-v tliat, if rateo of intercat eliangcfl, tiio fund 
would bo ablt- to aupport itonuiet? un the odoUng policies at tiio rate 

appropriate to new imiMjIvn. Tbio .night lead to n comparatively short 
average te rn  ol iiwcntnwat.

It mutit be noted that not one of the immunisation methodfi ean be 
claimcd oo a unique (’.olutioi-, but were to be regarded os a standard from 
which a company could depart, the extent of the departure being governed by 
tho oize of the wffivv’fl I n t  tvovi'veu. Total immiun^ation gave .no most 
stable bonus, but ehaniv*;: in esiierknee orly envvtfiod g«vltoUy. Current 
bonuo immunisntion might bv regarded no the moat equltoblc, an n now 
i»UcyhoWor vvimW obtain the bonua hln premiumo could ouppe.rt, : ut bonuo 
rotca would!»' liable to fluctuate more than offices might be ready to allow. 
Paid-up immunization could be regarded an a compromise between the two, 
although ito advocate:: < lalmetl it woi; valid In lUi own right.

In pcaeth'c. i«)lh paid- up nd current Imnua immunisation might lead to 
an oCflee ItoWlag smavti', of a Hlu.vtev mean t e r n  than It would otherwise regard

1. Amlernoii ami Binno. PP._c.lt ., pp. 120=1.

2. M 'l .  PP. 18S-S.
3. Wallas, on. e l t . . p. ,150.
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os normal. Often those shorter dated securities would not carry ns high a 
yield as longer dated stocks and tills would confr j with offices' desire 
to maximize the 'expected yield' on tnolr funds. It would also lead to 
reinvestment problems at the maturity of these investments.

Modern theory propounds that the primary consideration in investi.ig funds 
is that the purpose of the invt'stment should bo considered, i.e . in ITe office 
investment assets suitable to tiio liabilities should bo selected. The dugroo 
of risk that could be afforded then had to be ascertained and this should be 

viewed in relation to the size of the office's free reserves. In a non-profit 
fund with no free "vot-rver. ton unlikely situation), the office would bo forced 
to adopt a position of exact matching and, in thin case, the scope for judgment 
in maximizing yields w.ubl t-v severely limited. A typical contributor is 
J.G . Day, witu argued as follows :

T he larger the reserves, tin greater the freed m one hao in determining 
policy, the more adventurous ore can be over the rloho one takes and the 

more opportunity ami scope tluue is lo r personal judgment. Ti e aim in all 
eases should be to maximize yield Bvhjert to the rcatricttono on one's 
policy; go Mat m rm al'y tne larger ono'o reserves, the larger would be the 
maximized yield at which <mv could aim because the reserves would enable 

one to hold securities whi- h one would olherwioo not consider appropriate'^.
0,4.1 Imcntment_Prin.':(dcn .l» Ibuo'Uec 

There are no compelling reasons why capital =eertaimv and marketability 
should bo considered as the prime iaetmv <4 the investment twlicy of life 
assurance companies. The only exceptions would bo the enso of a life 
office which had ceased la wi lie new business and was In a position where ito out­
go each year exceeded its income or the situation where n company hml an 
exceptionally high level «»V mnturiticH occurring in a particular year. The gen­
eral position of life oflicvs m South Africa and overucao is that premium

1, J . G. Day, 'Development!, in Inventmt ‘it Policy During the Ltuie Decade', 
JpuranLnfJheJnGtltute of Actii:,rtcn, 88, Part 11, 123-64, 1059, p. 126.
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and Investment income subetontlaUy cxceedo uut-^o in tlio form  of expenses!, 

com m issions, death and m aturity  eliumri, su rren d er and loan payments 

and in there  clrecm atonecr any unexpected Uituidity demands can generally 

he m et out of c u rren t income.

Life offices di i not jsenci'ully have Uqtiidity Rvixln in order to meet expenses 
o r commissions no both of thutie v.x-rv reai'oi'sfdy predScttiWe and the latter 
was a function of pvcn.hrni lneo;ni\ rieatU vlnimn could be '■vaoonybly 
accurately funva-1 v,i mutuMty vlrtiiiM could o! f-oucue 1-c planned for 
exactly. There were posoihlv llwJdity denoudo nf u ?iiv office l.y virtue 

of its policy pvovfr.iiiiui xvinT- !-v the poliv.viioldvv *•*.«!«? a b- m or 
surrender hie policy at HU nplv»u v.ithous prow »>*!»«•(’ W!u ‘C ;st> ojfiee 

offered tfuarantatl surrccde: vulrc. the p.* Jtiuc v-u : jx non;; aluec, if
no pucrantcwl talueit were j'ivcu, the nuSc.- cmhl un.,iv!i '?■ "xxr.it its 
surrender values if it iuund a mrWc* awl (iW stjntxd der 1 l>v palievholdoro 

to guricndtT their pidicic:), li t’aiiadc! and the f'udid ytuten o$ America 
guaranteed surrender values arc a feature *4 the m sunnce nm-het, whorcna 
in South Africa aid the T’mted I4&iy,dom thct uve act its v.idviv aveSlaWe.

Liquidity might Vt- needed a;, a i*0!,:ni|;e«vy ceecrve to  juev ide i.v* sudden 

Inercascs ,n  c la im s «>r fiii-revdei d- maud- msd e s t r c u e  c n 'v s  quote;! in 

Clayton end lo h o i .i o re  given W o w .1

The MT.t ciair.p le  wan ttiv .tid-rv > x*i .w i, iw it.ilio  "l'-« occurred 
in the United States duru'jt tw . i r t lu , i vt i i«i,leiu;i ■<$ Ud-i ue.d IS!!*. Despite 
the gravity of the itu-hlvm, pieimum lUlf.v rm rr than r-vtccd cash outgo 
for each company, notwithstanding w i.ha» j. iw iessc v  ekumo. A different 
typo of emergency v, /* the ifimmnlc en sis  **l the Cmit Ih pres-oon, when 
there was a shai p mcicasc in sw r-iiders and dei-Kuids |o$* loans against 
policies. They produced statv ties show nig »i >v, despite the Qluxrp Increase 
in surrenders and loans in Itotli the United Kingdom ami ♦he Unitisl states 
of America, the net cash Pillow of vomjiemcf* remained positive, “ The

1. Clayton and Osltorn, op. e l l . , p . fid.

2. y.'Mi.. pp. GS 7.



conclusion Is that life offices hove a very wsak precautionary motive for 

liquidity.
There is also a speculative motive for liquidity whereby offices may 

prefer to remain liquid In order to take nd\ outage of purchases at a lowor 
price at a later stage, or to bo able to switch investments.

They found that investment miuingi ru  V’cro loath to borrow from other 
financial Institutions to toko advantage of expected ch. .igos in the level of 
interest rates.* it was also observed that ti$o sheer weight of invostible 
income made it very difficult to delay investment deciaiono more than a 
few weeks. The larger lirltkih oiticoi: could not nvcn delay a few weeks 

without accumulating extremely large fmule wliivii they would then ho pressed 
to invest on the most advantage>u;! terms it ear thus be concluded that for 
ilft- iffices the spc'culatlvo motive is  ao weak rui tiie precautionary motive.

In recent years, life miRurance conijwrnicn in South Africa and the United 

Kingdom huvn sold largo voluimu; of sing v premium business, Whore those 
single premium, policies repvesmxtvd a aignifieant pvrcentngv of a company's 
total assets, the olmeivations made by ( taylon and Osborn on liquidity 
would hove to be modified, in these cosvs vomiKtttieu would retain some 
measure of liquidity to protect tlicms >lveo against sudden surrenders, loans 
and death claims. Furthermore, liquidivy vrould also be necessary to 
enable the life company to meet it:-, obli^ati-mo on maturity >u iiiese contracts.

The conclusion wan reached that life companies generally had little need 
for liquidity and that they tried to keep fully Invented at all time. They 
wore also generally not dealers in securities, but true long-term investors 
who purcha:> d seem iMos to hold for income purposes and they did not 
withhold funds in anticipation of increase^ in rates of interest, nor did they 
borrow for current investment in anticipation of falls In the rate of Interest. ̂



In South Africa life assurers arc not permitted to borrow money. 1 To be 
sure, life assurers are generally not traders In securities, but hold long­
term investments for income. This is not purely a matter of choice, as the 
size of their holdings of corporate securities made it difflsutt to dispose of 

them, In addition life assurers owned many securities that hud boon privately 
placed and wore thus not quoted on tiny stock cxclmngu, 2 Clayton and Osborn 

thus concluded that life offices In the United Kingdom were inoomo-conscious 
investors and th'.t the maintenance of capital values was of sec ondary 
importance. Temporary fluctuations in market values wort* generally not 
of importance to these life offices, but permanent decreases in enpital 
values obviously were important.

There is not much evidence in the ’JniU " Kingdom to fiupport the view that 
portfolio diversification is deliberately aimed at as an investment objective. 
For most offices the size of funds accruing to be invested, together with the 
desire to be fully invested nt all times, ensured that reasonable diversification 
wns obtained virtually automatically.

Professor Jones, in a study of the investments of insurance companies in 

the United States, stated that any life office had to determine its specific 
portfolio objectives in the light of its desire to fulfil two ultimute objectives 
i.o . to maintain Its solvency and to be competitive.a

It haa been obscrvrd how investment tliougl i the United Kfoguom was 
originally r.oneentrated on capital certainty being of prime import .moe and 
how, after the Second World War, it shifted to the primary objeePve of 

maximizing investment yields. T lu objectives of capital and inc smo certainty 
might render implausible the hypothesis that life offices sought to maximize 
their portfolio returns by selecting, from the available opportunities, assets

1. Insurance Act, No. 27 of 19*13, 8,30(2).
2 . O'Leary, The Institutional Saving-Investment Process and Current 

Economic Theory', American Ifoonomlo Review. XLIV, 438-70, 1054, 
p. 402.

3. Jones, op.clt., p. 10.



with the highest expected yields. Protection against insolvency seemed 
to necessitate concern with characteristics of assets and portfolios such aa 
liquidity, marketability, credit quality, diversification and maturity 

composition. * In the United States the solvency objective has had a profound 
effect upon the composition of life Ineurunct* company portfolio decisions. 
Jones cc.nmentcd ;

The main thrust vf this elfcct, however, 1ms been to restrict the sot of 
Investment opportunities which life ooniv;my investment departments 
seriously consider as potential portfolio mVlltions. Within this restriction 
set, it docs not appear that there are significant marginal devialona 
involving trndo-olf ol expected rctarna against the varloua non-return 
asset charaoteristics. Thun, within tiie ollRiblo opportunity KPt, the 
assumption that portfolio choices aro made eo as to maximize the expected 
discounted portfolio rate of return may be an acceptable working 
hypothesis'2.

The desire for ineomo-eertainty induced ofi'tccQ to invent mainly in 
intermediate and long-term securities and it can probably be said that 
diversification was obtained by the larger life companies at little, If any, 
cost in expected return. 3

The diversification proecsa could afford added safety only to the extent 
that it provided Insurance ugainut unknown or incalculable rioko tinco, if 
the risks were known, the Investment could be avoided, or the rlok could be 
discounted in the pilce to be paid for the investment.'1

In a synthesis of life office investment objective:?, tiUvton and Osborn 
concluded that the capital value ripk wao of secondary Importance to offices

1 . M L , p. 22.

8 . a m . ,  P- CO.

3. H # . ,  p. 61.
4. J.W. Meador, 'Diversification . A Sound Principle often carried to 

Unwarranted Extremes', The Annalint. 41,No. 1125, 100-6, 1934, 
p. 193.



and that the liquidity attributes of possible assets were barely considered. 1 
As premium calculations assumed an unduriylng rate of Interest, life offices 
have been very concerned with minimizing income risks nnd actunrtos have 
devised methods of matching and immunization to deal with the problem. 
Nevertheless, there were serious practical difficulties in Implementing these 

theories, especially In the case of a growing fund. They believed that, in 
praetloo, offices had not boon as concerned with the achievement of incomo- 
certninty as the protagonists of matching and immuniaation would ha. 9 had 
people bolierve. In support of this argument was the substantial investments 
British Ufo offices had mode In mortgages since the war, notwithstanding 
the fact that these investments had an average Ufo of between ten and fifteen 
years, which was much shorter than the average maturities dictated by the 
matching and immunization theory.

The bonus loading element in premium rates provided additional buffers 
for companies and, in addition, life offices had further leeways by virtue 
of the free reserves they had built up over the, years nnd those enabled them 
to survive periods of falls in Interest rates.

Companies took some income risk for two reasons. Firstly, income 
security can be achieved only at some price in rate of return, capital certainty 
and other company objectives. Secondly, significant stock and flow cushions 
exist which insulate life companies from too effects of vonoislerable declines 
in levels of interest rates. 2

To the extent that companies had a capacity to absorb income risks to a 
large degree, there were limits to which they wore willing to pay for income 
security. Given that immunization of capital-value and income risks aro not 
important objectives of investment • "  'y, life assurance companies can thus 
be regarded as adopting a partio "ment pattern by following the

1. Clayton and Osborr., on. c l t , . pp. 70-83,
2. Jones, on. c l t . . p. 56.
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simple objective of maximizing expected yields. *

Clayton and Osborn wero of the view that thoro was little reason to believe 
the simple maximization rule wne modified to any great extent In order to 
achieve portfolio diversification to reduce default risk. The maximization 
rule was qualified however to the extort <ku.t a company had liabilities in 
eovernl currencies r,8 preoodoncv would often be given to cover liabilities 
with assets in the same currency in order to avoid exchange ra te risks.
There was often no choice in tlio matter as legislation mode it compulsory 
to Invest funds locally. They 'nimmarised their views ae follows :

To  sum up, thu needs of life assurance companies In relation to their 
liabilities are such that tlwy respond in tiio following manner. They follow 
a policy of keeping fully Invested at all times. They arc Income-conscious 
investors who purchase assets tn hold for income and do not normally behave 
pg traders in securities. Subject to the constraints imposed upon them by 
their liability to taxation and currency risks, they choose thotr Investments 
with the aim of maximising expected yields although this objective Is 
modified in practice by the desire for some portfolio diversification within 
their equity holdings'".

In South Africa statutory bases of the valuation of assets and liabilities 
are laid down. ® The principles of Immunization and matching assume that, 
as the rate of interest ehaogcB, the value of asseto *nd liabilities charges 
accordingly. This would not bo true in South Africa due to the statutory 
minimum valuation btsea of assets ami liabilities. If for example rates of 
Interest increased substantially, depressing the values of assets such as 
equities, companies would not bo able to fully adjust the value of their 
liabilities if the corresponding adjustments resulted in a valuation of 
liabilities below tiio mlnlnum permissible.

1, Clayton and Osborn, op^clt. , p. 81.
2, Ibid., p. 82.
3, These wore discussed in detail in Section 4.3 and 4.4 of Chapter 4.



Due to tho statutory basis of valuation of assets, South African companies 
would, however, be conoornod even with temporary fluctuations in capital 

values. In terms of tlic Insurance Act, quoted equities mny not bo valued at 
a price exceeding that quoted on tho Johannesburg Stock Exchange. 1 Therefore, 
If equity priced foil substantially, ovon only temporarily, companies could 
find themselves technically insolvent, as they might not be able to decrease 
their liabilities correspondingly, A South African life assurer would thus 

have to be more concerned than its British counterpart with security of capital.
Most of tho principles of matching and Immunization were developed for 

wft-p fit and wlih-proflt business. Tho popularity of linked assurance 
business has altered the validity of many of those principles, Whore linked 
business is transacted without tho office providing Investment guarantees, 

tho principles of matching and immunization arc leas Important, since tho 
company's liabilities equal the value of ito linked assets, whatever they 
might bo. When minimum investment guarantees are provided on United 
assuraneii contracts, matching is of importance insofar as tho value of tho 
linked assotfi at maturity must not bo leae than tho guaranteed minimum 
maturity values. Some South African companies have tranonoted substantial 
volumes of single premium endowment business that provided guaranteed 
minimum maturity values. Matching is important for this typo of business 
so that tho company oan ensure both that it will have the neccnaary liquidity 
to meet these substantial maturities, but utao that tho value of its assets 
at tho time will be at least equal to the minimum maturity values guaranteed.

The maximizing ot expected yields refer to tho yield net of tax. South 
African companies are taxed on a poitlon of their investment Income, but not 
on capital appreciation." Thus, if two alternative Investments offered tho 
same gross cxpeofctf yieM and all other -factors such ss risk irore equal /o r both 
Investments, a. South African company would generally choose tho ono offering 
the greater capital appreciation,

1. Insurance Aot,No. 87 of 1013, S. IQ.
2, Taxation of Life Assurers was analysed In Section 4 .8 of Chapter 4,
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CHAPTER 0
MATHEMATICAL MODBI. OF A LIFB AWURANCK COMPANY

6 ,1  IhfTKOniTCTION

In tho previous ehaptors nil major inctorii which institutionalize) life aeouronoe 
business In South Africa have found vonaidcmtion. It la, however, necessary 
to systematize tho inter-ploy of tiiv many uowhcu which detomluo the 
profitability of life anfoti'mu-i- oiicvatioiia on n j’cnoral lovol. This objeotivo 
can best be accompliiiieil t!iray*h matlivmatiejl modollln$'. Thin will now 
be done. Tlit* ari-nngvnn-iil of tbio ohiiptcr i:i iio M Ioy/h. I ’JrMly, a brief 
review is given of the vhai'aetoi'n'tit-:: matlivmsrtii ul moti-.'lUni; Pin] simulation.
After this brief iutruilm.-lioa, mnthvmii'n-al models of life a n n v n n e c  operations 

arc proaontcd to r ’cnnine thv cffcct or profitability of voilationn in expense 
levels as well ns in tin' ratv ui Ms'n-ut earned or. funds, Tho impact on 
profitability of variatlono in tho level of now Imsinonsi written each year, ao 
well ao tho type of product sold, lu nlno iitudivii. Tin* Influence of tiiese fpctore 
on tho objective;! a* mutuai and proprietary companies la analysed.

Any mathematical ituulvl is, of oom-nt1. only ao meanlnfilul ao the closeness 
to reality of tho fundiunontnl aaaunipttovu vwdcrlyinj' tho model mid 
theoretical aoaumptios;) are seldom identical to actual •,:;\ici'leneo. The 

importonuo of uzHhr a suMhcu'-atical muiivS k-, fu’/.-ily, thut » (iuantifieu the 
financial cffcct of the vaiiationu dv::vn>ft'd abtwe and, occondly that it e;m 
provide a more tangible ; nd meaniniM nuido to ronlity than any method of 
general rcanoning or deduction, l-uvtlimnorv, it c:m help to confirm or 
negate what in theory one liclievoo the theoretical nltmtion would be under 
differing circumstances. The writei 'o purpose £u deaijTninfi tho pai’tleulav 
m<?deli7 dosyrlfxid In this (‘hnptvi-ivan to illaotrato prjuplplCii m»3 to attempt 
to quantity the relative difference:! in ekjwtcd vspL'i-ivm-v of a company under 
dlfforine asaumptionn.

0,2 Simulation nmLAcUmrjnLMiHli'ibl
Economiatn have Rene rally reserved the term 'simulation'for proeesseo 
using a pliyaioat or mathematical analogue and niqulrinp a modern high-speed 
computer for the execution of the experiment!:. In ito more general context
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CHAPTERG
MATHEMATICAL MODEL OF A 1JPB AS8UBANCK COMPANY
6.1 INTRODUCTION

In the previous chaptoro all major factors which institutionalize llfo QSBUi'anoe 
business In South Africa have fo w l consideration. It is, however, necessary 
to systematize the Mov-pltiy of tim mnsiy courocti which ilotormluo the 
profltabitlty of life aiioufnueo opcvatfonrj on a p iw iitl lovol, Thts objective 
can best be accomplished tlirovt|*H mutlivmDtlcal modelhiifi. Tltia will now 
be done. Tins un'tm^’onivnt of thsa chapter iti au follow. Virotly, a brief 
review la given of the ehara<-teri'tt;<\'i <>i mtitlu<maih ol moflcMiii}' oiid oimulatton. 
After thlo brief IntroducUon, matlivmntlcal models of life onfwineo oporatlona 
aro presented to examine the effort on profitability of vatiiitiuMi in expense 
levels as well as in tlio rntc t-f Intt-frat earned on fimdo, Tho imp;u)t on 
profitability of variations In the level of new huaincas written each year, as 
well as the typo of product gold, io aloo studied* The influence of these factors 
on tho sbjectiv’ca of mutual and pvop,‘U>tarv comprmict1 is  analysed.

Any mathomativDl model 10, of eonvac, only uo meaningful ao the elosenesn 

to  reality of thu fundamental Q«inuai)tionu luidi vi.vii);' the model and 
theoretleal aoaumptions a re  (seldom idertteal to actual experience. Tho 

importaneo of uninj? a mnthenvitir.il tntdot m, fim tly , that It quantifies tho 
financisl effect of tin- vaiMkmu t$v:uTiI»t«! a lm v m l ,  tiint i t  eon
provide a moro tonRililv and meaningful nuidv v> reality than any method of 

general reauoninc or deduction, l  ur^ivviiv.tv, it van help to  confirm o r 

negate what in theory on<< hellwou tiiy tln'im-tivzil «itu;-tlon would he under 
differing elreumotonvoH. The w rite r’ll pui-pone in deuiRttlnjl the particular 
«ddelti dooe”lhed In ti * ehnptvvwiui to Illustrate principles and to attempt 
to quantify tho relntM ' (Uflt-reiMM-n In M pfted  vxpvrionee of a company under 
differing aofiiunptlonn.
0.2 8jmnln-tlon.nnd.AHnnrlnl.MiHh‘l;?,
.economist! have Renernlly reserved the term 'olmuliition' for proeeaaes 

using a phyolenl or matiieiitotli'al oimloi'ue nnd roqulrlnfi n modern hlgh-epccd 
computer for the eseeutSon of the exppvlmcntH. In itfl more fionorol context



simulation has boon described oa follows :
1 "StmulotioiV'of an economic system means the porformonoo ol' experiments 

upon an nnaloguo of the economic system and the drawing of inleronees con­

cerning the properties of the economic system from the behaviour o( its 
analogue. The analogue le an Idealisation of a Renorally more complex 
rent system, tiic eSHentlal properties of which arc retained in the analogue'1. 

After a mathematical model ban been translated Into instruetiona 
afi't-ptaolf to a compwtor, the behaviour of the model, or, (jivon hy the computer 

output, is UJtmlvd to loprcdunt the behaviour of the economic oyfltem being 
simulated.1"

Due to the ability of the computer to handle vevy larfle numbcro of 
v at lour; and vt-mpleN caleulationo rapidly, solutions enn he found to
s ; '  zmti trat a it yeveral or-icrn ot" magnitude lar^ -r and mor*' eomplieated 
then tko-v »iiat could handled by the more eonvciitlonal voplmhiuen, 8 The 
mathematical tlexibillty .>5 .imulntion enables nn in̂  iRht I)  bo gained into 
many phenomyim v-hoiie inti’iu iie nature io not at all obvlr.ua. 4

The earliest uv^livtih"! of tiinmhtion cpproaehes to I'eonoinicp employed 
phyoieal analogues of t< hvrb aulic or eli etrival variety, Au early no 1882 
Irving Fisher reeonn.u ■ tied {)«• iwo of hydraulic analoj^vii M study the 

interdependence of the many flvnu-nta in the o tn rtu rlw  of prives,01 but It was 
net fiHtil ■t .d firut In.lvmdic laluiviu-n tif i-i-onozniv ayeteniti were
eonchTK'tvti, S'i IW,\ vltx'f i icu t mialoipiv; were M nj* unrd t« study buGineaa

t ,  Internativ: i 1. r'»i-y»Ot»iia t .  ̂ SeJi-nyi^ , HiuI.chI. , V. 14, Tho
MaeMillor, «'i>, and !‘vev Pu- in, liiilii, p. ;!i».

2. Hflrt,, p. *
3. IbhL

4. Ibid-.. P* -?*>•
5. i. Ftahw ilMUJ, ftT;ithom[.itk\nlJu a ‘;iUt:aji<in.!LinJ.he.Tlteorv of Prieea.

New Haven, y:s!v Univeraity Prviiu, I (Mil.
0. AAV. Phillip:i. 'Mechantval in l \ ioiu»miv Dvnnmlos'. Kconomicn

Nm  iitgien, 17, 3H3-a03, 1'Uifl,



cycle models* and the shift to the use of digital computers begun in the into 
1950 a when Adolman and Adclman2 in a simulation study on an IBM G50 
computer, investigated the dynamic properties of the Kloin-Goldbergor model 
of the American economy.

In regard to actuarial models, the following has been stated ;
'Actuarial science, the mathematical management of insurance, can bo 

viewed as the oldest form of operations research. It ie apparently the firs t 
profession to be based on the application of mathematical principles to a 
business enterprise. By one measure of success -  time « the basic actuarial 
model is matched by the historic models of science itself’3.

A number of technical life assurance term s have inevitably been used in 
this chapter and, where necessary, reference should be made to the glossary 
of life assurance terminology in Appendix 3 far a M l explanation of these 
to m s .
6.3 & ltyratw ^_W BLA M um w cJ^% ds

6.3.1 Investment Models 
There la litrlo actuarial literature on the subject of model office theory and, 
of tho literature that exists, a considerable amount was directed towards 
Investment theory: particularly at investment immunization theory, which 

was discussed in Chanter S. Three important papers on investment 
immunization wore published in 1S5S and 1933 by Rcdington,'* Haynes and 
Kirton, 0 and by Baytoy and Berks. 6 These papers were specifically concerned 
with investment theory mid tho 'matching' of assets and liabilities in such a 
manner that tho assets wove as vulnerable tm tho liabilities to factors that 
affected both: in particular to changes in rates of Interest, 7 The three papers

1. O, J. M. Smith and H.F. Erdly, 'An Electrical Analogue for tho Economic
System’, Electrical Engineering , y i , 302-6, 1953.

3. I. Adolman and F. u . Adolman (1959), The Dynamic Properties of the 
Klein-Kindtilhorgor Model; American Economic Association. Rondlngn 
in BtminesaJlvcIen. Homewood, Illinois, Irwin, 1905.

3. D.G. Hnlmotead, 'Actuarial Teelmlqucs and thoir Relations to Non- 
Insurance Models', Onoratlona Kosonroh, 23,Xo. 5, 942-53, 1974, p. 9-13.

4. Redlngton, op..clt . .  pp. 900-315.
5. Haynes and Kirton, op._ c l t , . pp. 141-318.
6. Boyloy and Porks, on. c i t . . pp. 14-73.
7. Redlngton, on. o it., p. 288.
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discussed different types of matching, including 'Immunization' which was 

described by Redington as the investment of assets in such a way as to make 
them Immune to a general change In the rate of Interest, 1 The three papers 
analysed in detail the effect of different investment policies on the value of 
assets and liabilities at different rates of Interest and also the bonus rate 
policy that could be followed in differing circumstances. However, the purpose 
of the model described in this chapter Is completely different,

G.3,2 General Actuarial Models
Important work previously dc.io on Insurance company modelling is as follows : 

(1) Mallott, 10(10 on Formation of a Now Overseas Portfolio. 2
(li) Klmbor and Salmon, 19G5 on Now Life Offices in Australia. 3

(Hi) Crook, 1963 on Problems of a New Life Office.4
(iv) Barlo, 1972 on the Capital Requirements of a Now Life Office, 3
(v) Strotton, 1972 un Profitability of Life Assurance. 3

(vi) Papers presented to the International Actuarial Congress 
in 1972.

These eonivlbutiona will now bo discussed briefly.
6 .3 .2 ,1  Mallott on Formation of a Now OvwflonR Portfolio 

Mallott examined the problems of the formation of a now portfolio in an over­
seas territory7 and was concerned with general considerations for expansion,

1. a * . ,  P- 289.
2. R. G. Mnllett, T he Problems In the Formation of a Now Overseas Porffollo', 

Transactions of the Faculty of Aotwrion, 26, Part 8, 647-604, 1960,
3. D .J. Kimbor and I.L . Salmon, 'New Life Offices In Australia', Journal 

of the InntitukudActimrlM Student Society. 17, Port 5, 422-51, 1965.
4. G.C. Crook, The Problems of a Now Life Office', JournaLof the institute

of Actuaries. 89,P art III, 226-60, 1903.
6. J . W. P. Earle, The Capital Requirements of a New Life Office', a Paner

presented to the Institute of Actuaries Student Society. March 16. 1972. 
and to the Faculty of Actuaries Student Society. November 27. 1972. and 
distributed an a ronood note.

6. A. N .J. Strotton, 'Profitability of Life Ansurnnoo'. Transactions of the 
Actuarial Society of South Africa. 1, Part III, 94-135, 1972.

7. Mallott. ffl>. olt.



actuarial and mi>naeviw>nt planning anti financial aapccts. His models primarily 

involved development noste and total t'jqtensos:. lie nnelyccd two possible 
lovclu of now business and tried to entimaU1 the t-ncr Uturo that would liavo 
to bv incurred to Hcrv'ict* this Imalticoii ov<.' ;i «H‘.‘i!)Q oi fifteen ycaro. Tho 
pai amotpvs of ido motleUi wvi i- intcn’iv.l to fuSloiv lit' pn n’uun hnaio of the 

company for nvntaltty and intvreat, and Uv iittunptcd to virtually eliminate 
aurrender profitfl o r loaeoo. In thin way Iuli modul wao chiefly eoneornod 
with development conta u«d vxpvnnvn a.id now buninea:} valuation strain.

e . s . a . a

fin  .nijKHtant pajH'r tha t vmployvd t$i«' fivicv V vlmlfjii. to  p su n ln e  tho 

rcg ri iiaion of now liiuihivris ntrair> m  a new lifo o fiip r rind aloo to  determ ine 

optimum now liusiiivr.a l^voln in  vi'lutlvii tu  a  iixud anuiv.nt o‘ fintmco, woo that 

by K lm bcr and Salm on,1 They v.vrp partiouUirly vciiiifri't-d wUli projections 

indicating the effective a tta in  :•» a  i>n«? llfv o fh w  i  i  A ttnlraliu and tlicy reached 

t h r e e  c o n e lU i- iK m n  ^

(i) Substantially tliih ri.i;l pri'iitability t'm* i jjed for cm ofiiee with 
premium:) ,.iet sufficient to meet tho mortnliiv*, 2ntcro:it find oxpenseo actually 
expci .eneed compared to an nffivc with prf mn'mu Lapp unouRh to ensure that 
profits were madi on eavh ,i£ tieviio fuvt-om. Th:u w  m  obvious eunclutiion i .e .  

a company that c-spovIeiicvR better mot taUty, hvwvs vxpencco and earnn a 
higher ra tf of intercut them Ciut ta!.v:« ivtn avemust ii\ their premium ratca, must 
!>e more profitable them one which .1 th«* zinmv level;) of mortality,
oxyenfico and intereiit ;ui thO;ii' rmtielpatvil in their pmniumu.

(ti) The statutory mtntmum valuation bajuo then pvvvalUng in
Australia led to an urtifieielly hiplt otvcMi l'ei% plaval i>ii th<, liniuH'co of a 
now life office, anil an alteration in the roto <tf mteivct from three and a half 
per cent to four per cent would linvt vi-nuidprn'iJy rolues'd the tinanee nerosonry 
to eBtablioh a company.

(ill) A new office, due tu the larj-c new biviineriii nirnin it incmTcd,
v’nu placed in a difficult position u  ba<l to compete on bonus and premium

1. K im her and Salmon, o j^ ^ i t . .

2. ibM... pp. 4R7-8.
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ratos with wo! 1-established organizations, whose torme ware highly 

competitive. The latter wore reaping the benefit of profits from previous 
generations of policyholdcri? on whoso business strain had been Incurred by 
the life company many years previously.

Klmbor and Salmon projected both I'cvi'nuo sccoiinte and valuation reserves 
for with-profit and non-profit buoinoBS. They fitted polynomial curves to the 

cumulat'vo strain for level new buainoss premiums of one million pounds per 
annum and also to now business, starting at one million pounds per annum 
ami increasing in eteps of one million pounds per annum. They illustrated 
the results of these two levolo of now bUGinvaa firnyhicnlly u>r tho with-profit 
and non-profit business and this cloarly showed the well-known fact that 
non-profit business was more profitable to a company than with-profit 
business, and that the incrvaatng new business model proauecd greater 

strain than the level now business model.
0 .3.2. a Crook and Karin on the Problems of Capital 

Rpflulroments of a Now Life Offtao 
Two papers eovurii^ t  imilar ground wore wi-itton by Crook1 and Earle. 2 

Earle’s paper was an extension of Crook’s work and both papers essentially 
dealt with the cap!ta' rcqulrcmcnto of a no\.' )ife office.

Crook dealt with bcth non-profit and with ■•profit business and the models 
ho used embraced now businesn assumed to consist entirely of twenty fivo 

year endowment assurances for live;: age thirty five jenra at inception. By 
assuming that only one typo of policy wao written, tho number of calculations 
necessary to construct a model was consldo-'aiily deercased and, in my 
opinion, tlio oimpiiflcatlon does not materially itffeot the pvineiples and 
results tliat emerge from model office theory.

Earle’a paper was based, on tUv rwivo teehniqws nacd by Crook, but 
Earle restricted himself to non-profit htmlncaa mid juutifk-d this by stating 
that it was unlikely that n now office would introduce with-profit contracts in

1, Crook, ok .o it.
2. Earle, QD,_olt.
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their traditional fovnt In its early years, duo to the heavy strain involved.1 
Linked business wns not included, partly duo to limitations of spaco, but also 
becauao It aeemod likely to him tliat tlio capital rer^uirements of traditional 
non-profit business would bo similar.

Earle's models, howovor, included a few different types of policies in that 
he examined twenty five year endowment assnronees tv.” persons age thirty 
five at inception, and Vr.iolc life aasurancvs for persons ago twenty five and 
fifty five at Inception. Ho also otudicd single promium policies. The latter 
showed the leant eapttal required, but in South Africn little conventional 
single premium businofls ie yoid. It la intL-re/Jtln" to note that the capita! 

requirements for the new busini>sts 'vrilton, commvncing at E100 000 sums assured 
nor annum, and Increasing on the basio given by Earle, was £lG:i 314 for the 
endowment assurances, £205 7:19 for tlw whole life assut anoes at ago twenty 

five at inception, and CI M 583 for the whole life aseuranoee at agt: fifty five 
at inception2 i .e . two of the policiou considered involved tiimilur capital 
requirements, with the younger whole life plan requiring twenty five per cent 
move. It thus appears that to study one 'ypo of endowment assurance, for a 
reasonably representative average age at inception and average term , would 

illustrate principles clearly.
In the United Kingdom, at the date of Crook's and Earle's papers, there 

was no statutory minimum valuation baotn, and they were therefore mainly 
concerned with development expo,moo and the tax relief disallowed on normal 
expenditure. In South Africa life vompanica are taxed different!/ *o those in 
the United Kingdom and thus the methods of both their models are aot 
appropriate to looat conditions. Furthermore, Crook woe net concerned with 
variations in expense levels, interest yields and levels of now business. 
Consequently the models doscribcd inter in this chapter cover substantially 
different ground to that oZ both Crook and Marie,



6 .3 .M  Strotton on Profitability of Lifo Afimiranoa 

In Strotton'6 paper1 or profitability, ho used a model office consisting of thirty 
per cent wlthout-profit and fiovcnty per cent v/ith-profit buulncsa and, ol the 
former clnso, two-thirds wore ctoaumt'd to be whole life aaouraneca and the 

balance endowmtnlo, while nin •aovonths of the with-profit bvtolnose wore 
apsumcd to bo endowment aseuraneeH imu the remainder whole life assurances. 
This distribution of bualnofw would bo reasonably roprenentative either of an 
office that did not traanart United agwuraner buahiossi <tuid fuw offices do not), 
or of a typical South African life company prior to the introduction of linked 
assurances, Sfretton aBeumcd that nil nm; i.iujne:;o v/a;; written lit the 
beginning of a year and that annual premiums wove R100 Ofifl. Bnisineoo was 
sub-divided according to difu-rcnt agon at Inception for whole life and endowment 

assurances, the latter all being r.nsumwl to mature at age sixty (a .•eoyonable 
assumption for the purpose:! of his model).

He assumed that a six per cent per onmuu net rote of interest was earned 
on funds, that a compound rcornionary Ijonus rate of 2,5 per cent per annum 
was declared on with-profit busineso and that office expenses were covered 
by the policy fee Included in the premium. He constructed a table for each age 
at entry of the percentage dying and withdrawing and hence Qurv'ving in a year. 
By using the various parameters, ho followed the progress of one year's 
business of HI O') 000 ... -ml premiums f.sr tw iity  jv.-rs ami, by comparing 

revenue accounts to actuarial reHi-rvt-s, a surrdus or deficit was calculated 
each year. A model office wa;. analysed in which level new Inislncss was 
written each year and finally where the level of now business increased by 
te r per cent per annum.

Strotton claimed that the model office technique was useful, a« it 
illustrated the probable results of a company more clearly than any other



Ho examined the progression of sha-oholdors' funds and the profit that 
would be earned on those and found that the bulk of the profitability arose from 
without-profit business and that the with-profit business wao barely profitable. 
In the discussion on hi:i paper, the writer pointed out that for the with-profit 

business this was not unexpected, as tiio interest, ex\)cnflo und mortality 
cxporioiiecd and bonus rato declared were searoely different from those In­
herent in the premium ra te s ,1 This conclusion concurs with that reached 
by Klmber and Salmon.

G. a . 5 ranori? pronontnrt to tho 1073 Tntornational 
Congreaii of Aotuarlt B 

An intovmUonul Congreae ol' Avtuarik a talscd place every four years and, at 
the timo of writing, tho most recent eongroaa was hold ir« .J . One of the 
tiubjeets then di'scuBRetl waa 'Mcthodi of FovmurLiup; tho Development of an 
Insurance Company duv.nj; the nest Ten Your a 1 and a number of brief and 
mostly theoretical papers were predcnted to tlie ConRress. One of the 

eontvibutora stated that, whilst the model office was a simplification of tho 

real office, it had several advantages. To quote Fine :
The advantage of the model office ia not tliat it enables us to predict 

precisely tho Qliito af the rrn l office. This it rarely docs with any accuracy, 
as can be shown by comparing actual ntateo with forceaet elates. What it 
does la to oitablv uu to study the behaviour of the real office by means of 
controlled experiments showing the effcct of different assumptions, interactions 

In tho system and the decision proccso'".
In a different paper, Hariant and Trott"1 approached the projection of

1. M i ,  P- i n -
2. A. E.M. l-'lno, 'A DiBcuBolun of Teelmiciuep for Forecasting the Develop­

ment of n Z,ifc liifinranr'c rotnpaity'. Volutin' :! of tho Wt' hitovmtlonnl 
CnumrMW: of Ai‘tuarU-ii, Oslo, «?~lil(), 11)72, p. ili).

3. J.D , Ilursant ami K .I \ Trott, 'Meuaurt-ment of Capital Requirements
and Profitability ol a New Life office', Volume 2 of the 10th International
OororroHP of Aetuarleii. OsUo, lito-L'.l, 11173, p. i ia .



profitability In another manner by analysing the constituent parts of the office 
premium Into expenses, mortality and investment, and considered this month 

by month. The writer agrees with Hart that the model office technique has 
more to commend it than this approach.1
6.4 The W riter'8 Mathematical Models

6.4.1 Introduction 

Since most of the calculations in the w riter's model wore done on a computer, 
it was not necessary to make many of the assumptions usually made in model 
office calculations which, whilst perhaps not very material, made a model 
rather unrealistic. For example, new hmin&M was assumed to hi: written 
evenly throughout the year and premiums paid monthly. This io a more 
realistic assumption than one in which all premiums are deemed paid annually 
at the beginning of the year. On the latter assumption no policy can lapse 
during the firs t year -  an assumption contrary to reality. The models 
described in the remainder of this chapter thus employ more refined 

techniques than those of previous literature. Furthermore the models havo 
been constructed to analyse various aspects of proiltoblllty, typer " business 

and corporate objectives. New aspects havo thus been examined eM since 
there le no literature relevant to most of the work in the remainder of this 
chapter, few references wore quoted.

The models ware constructed so that the following points could be 
analysed;

(1) Profitability was examined for different response levels and for 
different rates of interest earned on the company's tundo. In this chapter the 
torm profit was generally used to menu the surplus emerging. Surplus L n 
function of the valuation basis u»od by the company 1, o, a valuation basis ca* 
aCfoct tiie incidence of emergence of surplus but not total profit. “ In South

1. A. Hart, commenting on Stvetton'n papov, qp. jM t,, pp. lifi-G.
2. P .It. Smith, 'Moro Inform Aion Dioeloouvo of LPto Oifiec Affairs’, 

■lQurml_QLtjic inntHutc <>f Actunrloe., DO.l’art III, 240-92, 1973,
P. 205.



Africa companies are legally obliged to use statutory minimum valuation 

bases and thus have ioea flexibility than companies in the United Kingdom 
for example.

(il) The effect which the writing of different now business levels 
hod on profitability wan examined in a variety of mmlcto. The effect of 
cessation of writing new bualnt-sii wziy qIho vsamincd.

(Ill) United asauranco buc.inooH Vcsorvcd specific consideration
because no oompri'ltcnBivo annlyslo docs as yet exist. Yet at the same time 

this typo of business is very common in South Africa.
(Iv) Differences in the objectives of proprietary un-i mutual life

assurance companies altio featured prominently in the modelling proceas.
Modelo were therefore conatruvled both tor conventional with profit business 

and linked assurance to inons. Linlied agruronw.' I'Utii-.of..- haf; income ex­
tremely important In the South African market in rcvent years; particularly 
In the marketing of life assuranec by insurance brokers. Linked afleuronce 
contracts have also become very popular In the United Kingdom and most 
major life offices there market these contracts. *

An endowment type policy wau used for the lirJied model, as the !>ulk of 
linked policies sold in South Africa are of this type. A whole life assurance 
plan was, however, used for the conventional model, as many aueh conventional 
assurance polielcn art- upM. KuvtluTmore, a r-ew compam’ offering a 
competitive hnized endowment plan would l>v unUkoly to attract much conventional 
busineas otlior than whole life aosuranves.

0.4.2 Creation of the Modolti and Parameter Oh»ii‘e.
The with-profit anti linked models involved policies for one ago at inception 
and one term  in the caao of endowments. An stated previously, it was considered 
that, to dcslpn a model office emlwdylnp a wide ranRe cf aj?es at entry and term s 
for endowment nimuranco, would merely increase the complexity, whilst not

X. M. Bernstein, The Life Aoouram-i- Scene in the United Kingdom1, South 
African Insurance Mr-maine. I.XI.No, M, 1(1=9, lOfii), p. 17.



affecting the overall conclusions. The premium rutos, commissions, expenses, 

(npso rates and eurrondor valitoa that wore assumed aro reprssentativo of 
the South African market, but values have boon token to bo in aceordnneu with 
general market eonditlona vatlior than those of any particular company. The 

bonuo rnto osaumcd in tho with-profit modul is low by South African market 
conditions as tho model office eolenlatioBB aosumod a new life company and 
the bonua rate for such u company has to be declared almost exclusively out 
of interest earnlngo whereas, in an established office, tho bonus would bo 
augmented by surplus from non-profit business (much of which was written 
in the pant, but very little of which ia written currently) and from 
miscellaneous sources of surplus, such as aurreudero, Qltorntlono, paid-up 

policies and lapses.1
The assumptions inherent in the various model office calculations aro 

given below. Whilst every attempt waa made to make these assumptions close 
to reality, the analysis was more concerned with principles and trends than 
meticulous detail. A number of basic models were developed on different 
assumptions for one year's now bualueati. When these models were further 
developed to allow for different levels of new business, models A to F wore 
defined. Each of tiieae models was calculated on the computer at two expense 
and two interest rate levels 1. o. a total of twenty tout linked assurance 
models were also developed. All in all the writer considered the results of 
forty four mathematical models. These models were analysed at different 
levels of now busiaeas and tiiti impart of variations In interest and expense 

levels was studied separately.
Tho underlying assumptions of the various models were as follows :

(1) 4 300 policies were deemed to be written at tho rate of 350
pollolca per month and the premium payable per policy was twenty five rand 
per month and this latter figure included a policy fee (expense charge) of one

1, This concurs with tho third conclusion of Kimber and Salmon given 
in Section G. 3.2.2.



rand per month. This was tho ae sumption tor tho basic model and. after ono 
year's new business was analysed, tho more complicated models wore 
consequently derived.

(2) Tho United model assumed all business to be twenty five year 

endowment business for persons ago thirty five nt Inception. The conventional 
with-profit model assumed all business to be whole life nsauranoea with-profit 
for persons age thlriy five at Inception and the rate of annual compound 
reversionary bonus declared was assumed to bo twenty throe per thousand.

(3) Different models wore constructed at interest yields not of 
taxation of G, 3 per cent par annum and 7,5 per cent per annum. These not 
rates would have been considered high a few years ago, but wore not un­
reasonable in November 1975.1 Neither realized nor unrealized capital 

appreciation was specifically taken into account in the models as the overall 
yield could bo regarded as arising from either not income or capital apprecia­
tion, and in both the United and with-proflt models this net return could bo 

treated similarly.
(4) Profitability was further examined on two different expense 

assumptions. Tho firs t was that expenses wore seventy five rand per policy 
In the first year and fifteen rand per policy per annum thereafter. Tho other 
model was one of initial expenses of ninety rand per policy and renewal 
expenses of twenty rand per policy per annum. These assumptions were used 
throughout and, although it could be argued that xenowal expenses per policy 
could decrease over tho years duo to economics of scale end computerization, 
tills might not happen, primarily due to inflation. Ono twelfth of tho renewal 
expenses per policy was assumed to bo incurred each month. The difference 
between the initial and renewal expenses, Iwing special first year expenses, 
was assumed to bo incurred os each new policy woo written.

(5) Tho commission rates assumed to bo incurred an the policies 

written wore as follows :

1. In November 197G long-term Government stock was trading at a yield of 
ton per cent per annum and firs t class long-term debentures wore being 
issued at a yield of 13,38 per cent per annum.



(I) Initial Commission : Sixty five per oent of the premium.
(II) Production Bonus : An avorage ol b,U t>or thomand o£ theerodlt 

sum assured where the latter wne equal to the total premiums payable for 
endowment nsourancos and half the sum assured for whole life assurances.

(Ill; Renewal Commission : Five per oont of oneli premium for the 
second to tenth year Inclusive.

(Iv) Overriding Commission : 32,5 per oent of the initial and renewal 
commission.

(G) The mortality experienced was assumed to be the South African 
mortality table SA 1056-02 aeloct. Thio ia a mortality table published on the 
actual mortality experienced by assured lives in South Africa.

(7) Discontinuance rates were assumed to be the following percentages 
of the policies in force at the previous year-end.

Policy Year Dincont'.nuanco Rate
P er Cent

1 15

3 0
3 5
4 & over 2

Policies were assumed to acquire a Gurrcndor value after three years 
premium* hnd been paid 1. c. no surrender value payments were made on 
discontinuance until the fourth calendar year. Prior to attaining a Burrontipr 
value, a policy lapsed on discontinuance.

(8) Surrenders and death elaimn wore assumed to occur, on average, 
half-way through a calendar year.

(S) The valuation baaie used Cor the calculation of nctuoiiol reoervoa 
at each year-end was the statutory minimum basis in force in 197G.1 This 
basis was used without modification for the with-profit model, whereas in the 
linked model the statutory basis wao applied to the guaranteed minimum

1. This baa la la laid down in the Second Schedule of the Insurance Act, 
No. 27 of 1943.



mntuvity value, treating tliifi ub n pur-i enrVnvnmnt polley but, If the vnluo of tho 
linked invcalmonts fltiindlng to tho pollcylioUIVH1 v w ilt ni any yoar-tmd wurc* 

greater, this gi’cntor value was used ns a resorvu. In addition, a rcso'vv of 
liati tho life cover pto.fttvun was aet up at utich yoar-md for tiio life agauranuo cover.

(10) Development oxponnoo were- ignored no a:i not to complluatc mnttors 
unncooQBarlly. For tho purpo3<>y of tho modolii tiny cemld be afloumed to bo covered 
by tho office expenses,

(11) To etart a new life acwtirtmw t-nmpany tmdiv it would only b« possible 
to establish a proprietary onv. Tin- modti:; only involved Bhareltoldcrs ’ capital »t 
the analysis stago, and they would timo bo no aiiproprmto to clndy tho profitability 
and strain nnslii}: from new basini'tiy writti'ii by a routunl oificc jb lor a new 
proprietary oifice. In the fornivr oanv thv dwii<ltii tirleing in the earlier years have 
to be covered by the n w m x i of tin.' mutual eonipaiiy ■.<*. tho marglnu between tho 
value oi its aaaeis and Ilahilitivn, but i ltartholdi't iv canstal ean by employed for 
this purpose in a proprietary ef-miiany.

(12) Whole life aeaui'uueeti witix-pv.-iit Thv tbvee iusuea to tie eonsidored 
in this and the following Seetkm j« .> premtvn r.sti.o, surrender values and death 
benefits.
Premium rates :=

Commission rates aa dencrilH • J u ic  v e 'e  loaded for, e.wvpt that allowance was 
made for a seven v:?  mttie pr .a rt. b:imo. Initial C3q)en.it n of eighteen pcv cent 
and renewal expen ;i of t-iri > ;-i «■. «-[ the prtmiyjft wevo tiii'vu into aeeount.
The 8A 1006“GU uV matt mo; ’;.!•!>• v.vu- tuiod and a rate of interest of 5,8 per 
cent was assumed. A et npnu j  i-e. * -,m;:ry bonus of i1, tlii per ecnt per annum 
warn loaded into the proir a m  T»u* aetupl for nula ucied to calculate tho rate

i  ooo a  <

I'/'T". -  o . is  -  i.:as(M ,es  ♦ o,08a 5 | )

where Ax in an a: .t x- fai-ti-r eijuai t < .he fii ,.le premsum required to purchase
a whole life Bum a ; i of umv lur :i -sou ajic x at mceirtioni a^and 

ax-o! nr0 reBlil'' !-v • ::nuilv r r  f i r  the dlneonntcd value at
6,r> per cent p r - :  - oiv- per ; .irom « v l i f e ,  the iirs t payment being



due Immediately, and of the value of one per annum payable annually in nrroar 

for nine years. Both these factors arc calculated for a person age x. A_ 
was calculated at a rate of Interest of 3,5 per cent per annum, thus loading the 
premium rate for the compound reversionary bonus rate of 1,03 per cent r.-r 
annum. The final premiiun rate per thousand rand of sum assured was 1133,09 
per annum or, allowing for the usual five per cent loading to one twelfth of the 
anr.ual rate, the monthly premium rate wau H I.911 pvv millc. Allowing for a one 
rand policy fee, a monthly premium, of twenty five rund would purchase an Initial 
sum assured of HI 2 435. This Is a reasonably typical premium rate for a 'low 
bonus ra te ' life company.
Surrender Vuluee

P er I 000 of sum soured the nurrem’et value formula used was :

1 000 (1 -  ' (KB) (Ax :tl

where the annuity and assuramv Uietoro ore as described above and were cai- 
uulated on the SA WOO-tC ultimate mortality tablets nt 5,5 per cent lo r the 
annuity factors and 4,5 per cent for the n.'souni.ve factor; x Is the ago next 
birthday of the policyholder ?t inception of aauurouvi' (thirty iivo :!> all cases 

In this model) and t la the curtate duration of the policy in force at the date of 
surrender; KB is the reversionary bonus credit'd to the policy at the date 

of surrender. The basic surrender values end tl.c cash value oi bonuses tlmo 
calculated are In accordance with onmjsctitivv market values.
Death benefits v This in the value of the sum assured and reversionary bonuses 

as at the date of death.
(3 3) Linked assurance lusii'ca:: • premiiun rates ; =

This was a complex calculation and was derived an follows. A portion of each 
premium was called the allocation amount which wms to ho invested bi the 
linked investment portfolio of the life company. To cover acquisition costs 
many companies have a lower allocution amount in the first year than In the 
second and subsequent years, and this was also nocuawd tor the linked premium 
used in thin model. The guaranteed maturity value wtui assumed to bo the 
allocation amomils acoumulated at 4 ,5  per cent per annum compound 

Intoreflt mX tixe guaranteed minimum death benefit was taken to equal the
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omi'nulatlou o? th.eaa allocation a.novuita, plua six per cent per annum compound 

interest. Tills formula Is representative of the linked contracts offered by 
several companies In South Africa.

The same commission and expense levels that woro used In the with-profit 
model v-ovo allowed tor in the premium rates, which wore calculated on tho 
SA 1950-(W mortality ultimate talito a t -1,5 per cent per annum inter oat. Tho 
initial allocation amount wan taken to >.<■ :!■$,!>!) per cent of the annual premium 
(excluding policy fee) and the renewal allocation amount 74,10 per cent thereof, 
ratrulntlous were made per hundred of renewal allocation amount and the life 
cover for the guaranteed maturity \aluo was costed :tu ;i 4 ,5  per cent decreasing 
term assurance. The difference between this amount uid tho guaranteed 
minimum life cover was calculated am level ter m n:inuro»ce cover,

I’er hwndrcd of reuvwal oUwxVlon amount, the groan total annual premium 
arrived at was IWi.ld or, per 1 000 ol initial life cover, thin represented an 
annual premium rate of 24,44 or :> 2,11 per millo monthly rate, allowing for 
the usual five per cent monthly loading to one twelfth of the annual rate.
AI lowing for the monthly policy fee oi one rand, a twenty five rand monthly pre­
mium purchases a guaranteed Initial life cover of n i l  ‘415, with a guaranteed 
minimum maturity value of ill? MP. The resulting premium rate is similar 
to that of companies competitive in United business in the South African market.

The United policy was assumed to bo typical of that offered by proprietary 
in South Africa in that not lend than ninety per cent of tho net income

o , o. inter, dtor deduction of tax.and capital appreciation cotulutuxti is 
paused on t policyholders, and a management fee of A,(I per cent pot annum 
If. applied to the fund I. o. yields ol R, i> per cent mid 7,5 per cent net of tax 
to the company would mean net returns of 5, its per cent 
[jo , <o,o> .  0 ,0  and 0,25 per cent [Jo, 0) (7,5) -  0 ,Q  respectively 

.'.itnhuted to the policyholder.

.Surrender values

Those were taken to bo 0.97!i(V-4<) where V wan the value of units etiindinR to 
the {jolicyholder'e credit at the date of surrender and K was « factor that 
vlined according to the ago of the ttolleyhoUier at Inception and tho duration 

of the policy in force and allowed for unreeouped initial expenses plus a
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small profit margin.

Of the balance 2,6 per cent woe I'oUtiiied by tlw office tvt cn addnional profit. 
Resulting eurrondor values wore similar to thoKo quoted on the South African 
market tor this typo of policy.
Death beneflta

Thvse were calculatinj an bohig thr value of too uivti; standing to tho policyholder'o 
ertidlt, plus the balance of tho Initial sum aoaured at ih# date ol death, the latter 
being calculated as if the initial sunt aatiuml were to dtercaso to cover a aix 
per cent mort|(ai;e bond whvro tho outntawlinit balance ticoreitsed annually. The 
combined value was subjwt to tb.‘ di-;iih tioni.-fit ncwi1 >iein" loso tiian tho 
guaranteed minimum which '.van thu iniiiul fruin aRiwvl.

(l-[) Sliaivholdvrs’ cap ita l:
Tho models weic coiintnuflcd on tlie aeettmvtVKi Uvat iis tiiv tirs t inetanco tiie 
company had no shareholder^' capital. This enabled th<» profitability of tho 

business to bo analysed by itsvlf. The ahQV<>h')lde«’fl' capital required, as 
well 08 the effect this would have on profitability, c iuld M  derived from  tho 
models. In the very oarlv years when, without -'hoivhoUlore' capital, the fund 

wbs actually negative owing to office expfwee. vommisiHlon psymonts and 
mortality costs exceeding tlie premmiM inoonu', tiie modolo assumed tliat tho 
rate of interest payable or, negative funds wan the liflmc as the 6,5 per cent 
or 7,5  per cent net earned ea assots. Thin aiKmmption was reasonable, since 

one of the purpose" of the m-xlvle * a t t<* inve,.ligate the level of fhardioldera1 
capital necostsary as, once this ivris liuli î-vtiKHi, there would no longer bo any 
negative funds and the csharelxoldeviv v ^ t a l  wwnd earn the rnteii of Interest 

assumed in the n odd. It should be noted that, in U-vnxa of the insurance Act, 
Insurance companien arc not permitted to borrow ivonvy and hence may not 
have loan cnpibil.1

(18) Survivorship table :

To proceed with the n>athema(icfil nvidel, Taliiu fi. 1 wne i -.innh'ueted for 4 HUO 
policies entering in a given year and ahowed the number of policies in force

1. Uffiumco KxA, No, 'hi of 1913, S. ?.t>.



at the end of each of the first twenty five years, the number of death claims 
each yaar, as well us the number of collates terminated by lapse or 
surrender. Table 0.1 was based on now policyholders age thirty five at 
Inception and thus applied to the ihuccd endowment and conventional with- 

profit model. The figures in the table include decimals to permit accuracy 
within the basic assumptions. The table was calculated on a computer 
allowing for monthly decremontnl rates of mortality and discontinuance 

which wore the twelfth roots of the equivalent annual rate.



Table 6 .1 Policy Survivorship Table

Number of Poli­
cies in Force at 
Year End

Mean Number of 
Policies in Force 
During tlio Yenr

Deaths Diacontlnu-
ancofl

Col. 1 Col. 2 Col. CN. 4

3847,30 31*3. CB 3,5067 349,2390
MW. 3? 3010,22 0,2030 455,7770
situ .ao KW.91 G.2M21 232,4890
MW.M 3W .25 0,9012 100,0500
a w . n 3001, frl 7,612? 60,5155
2997,M 2H33,31 P .I M 09,1417
2431,03 2907,00 8,7177 57,7913
3785,30 2800,81 56,4502
2890,05 2735,25 10,1328 55,1153
2*35,31 3(*0.34 io , i a a 53,7878
2570,00 2005,70 n,H321 52,4775
2500,9-1 25-11,511 12,7952 51,1739

13 M43,37 2477,74 13,6017 49,8733
14 2379,81 2414,17 14,871H 48,5810
15 2310,53 2850,80 10,9958 47,3892
16 3383.37 2287,57 17,1508 40,0030
17 2100,29 2224,40 18, SOM 44,7190
13 2127,30 21151,39 19,0037 43,4278
19 30W,33 2098,87 20,8820 42,1457
20 2001,17 2035, 33 22,2014 40,8586
21 1G.>H,05 1072,24 23,5108 39,5098

1874, HI imm.QH 24,0201 38,8789
23 1411,52 1845,83 30,3M0 38,9871
21 174h,0G 1782,44 27,?M1 38, WM
25 1 W .43 1718,01 29,2213 34 , 3993

- D .-W .t-X
Where Fj Is the number of ixiiiclc-s In furvv at imd of year t; 
Dt  to the number of tlt'atha in yonr t.
Wt IB the nuinlicr of (Uflcontlnwmocn duriim year ti 
Thcoo fl^ rt-a  aro ehown In columns 1, 11 ami 4 rcopwl ivvly. 
TaklnR yvar five, for example, wo haw :

Fr = F. -  D- -  W,

= 3 038 ,0 1  -  7 , c m  -  <10,Sl!)i) 2  9 (M ,a i .



On tho basis of the assumptions stated earlier in this chapter, tho 
profitability of one year's new business was followed through from the first 
to the twenty-fifth year i.e. to the year before tho policies matured. By using 
tho policy survivorship table and applying each year the mean number of 
politics in force to expense and commission pay  entn, the number of deaths 
to death benefits, the number of surrender!) to surrender values, and hence 
calculating tho mean investment oarningo, a life fund was constructed as 
equalling the fund in tho previous year phizi income less outgo. By comparing 
these funds to the actuarial reserves, the total deficit or surplus each year 
was derived and, by comparing them totals, the uurplro or deficit earned 
in tho year concerned was determined.

Algebraically the above can be represented aa follows :
Let Fq and be the life funds at the beginning and end of the year respectively,
and VQ and be the actuarial liabilities at tho beginning and end of the

yaar respectively. The total am-pluo at a year-end is thus and
the surplus earned during the year (1^ -  -  (I''o -  VQ)
0.6 Linked Assurance Model

6.5.1 Analysis of One Year's NowBusinong.
Using the methods described above, a hypothetical revenue account and surplus 
position was derived tor one year's new business. Table 8.2 below shows tho 
profitability year by year of one ycar’o linked now busluesn, followed through 
for twenty five years. This table was based on the companv earning a net of 
tax yield of G, G per cent on Its funds and incurring expense loveUi of seventy 
five rand per policy in the flrat year and fifteen rand per policy each year there­
after, All profits or losses were assumed to remain In the life fund and were not 
cleared to a profit and loss account.

All revenue accounts and liability calculations :u'o those of a hypothetical life 
assurance company. This pertains throughout this analyst" and to avoid un- 
neseary repetition tho word 'hypothetical' has not been used to qualify tho 
tables.
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Deficits emerge over two years since policies were assumed written 
during enoh month of the year and thus the high initial commission for one 
year's now business was spread over two calendar years.

Table 6,3 compares tho surplus earned each year on the two levels of 
interest rates and the two expense levels and it was derived from tho equivalent 
to the second last column in Table 6.2, Tho total hypothetical surplus 
within tho fund at the end of twenty five years was also shown In each ease.
This figure represented the difference between total assets and liabilities 
at the end of tho twenty-fifth year.
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Table 6.3 Surpluses Earned Each Year on Different Interest anti Expanse 
Assumptions

Net Rato of Interest Earned

6,5% 7,5% 6,5% 7,6%

Col. 1 Col. 2 Col. 3 Col. 4

Initial Expenses 
per Policy In

-S™ 5 75 90 80
Renewal Expenses 
per Policy in

15 20 20

Surplus Gained 
In Year :

1

3
•1

8
0

10
15
20
25

-540 784 
-  88 968 
142 758 
124 773 
110 915 
129 170 
148 168 
167 616 
187 755 
208 885 
311 502 
443 80S 
678 744

-M3 312 
-  90 277 
146 806 
136 746 
131 158 
158 309 

* 186 833 
216 477 
239 486 
109 494 
355 873 
512 587 
876 420

-695 252 
-111 140 
120 938 
102 446 

87 672 
104 659 
122 407 
140 525 
109 241 
179 852 
272 238 
391 920 
609 430

-698 084 
-113 101 
124 072 
113 221 
106 308 
131 948 
158 640 
186 727 
207 848 
166 817 
309 462 
477 841 
785 380

Total Surplus 
Earned Over 25

G 820 230 8 136 410 5 821 010 6 980 240

Yoar In which all 
previous Deficits 
arc eliminated * 8 7 9 8

This Is the year In which all accumulated deficits In previous years have been 
eliminated by accumulated surpluses in later years.



A graphical Illustration of Column li oi' Tablo G. :t ifl given in Figure 6.1 
below :

8UHI»l.nS

Fig, 6.1 IMleitn/Sm-niiiiVR Km l, Y.-tir (FJ^uvw in H'OMM
With tlw cxeoptlou of the period yvnrti throe to five, fiurplusoo gwicraliy 
tncroaso cauh year. The drop ii« tjurplusioii hvtwecn voara three and five la 
cauacd by the fact that whvn polic.len arc dino.-ntinuctl in yonv throe, no 
ourronder valut-n arc paid and tliv eumfciny nlaim i all the premiums paid.
After a policy has been in force to r three yearn a ourronder value is paid on 
discontinuance. Hence a dltieontinutinet* in the fourth year in losn profitable 
to the company than one in the third year. It can nlon be noted with clarity 
from Figure 0. 1 that only In yrars one and two do real deficits have to be faccd.
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A graphical Illustration of Column 3 of Table ft, 3 IB given In Flguro 0.1 
below :

300

300'

Fig. G.l 
With tlie e: 
incvtiaee e 
couocd liy 
ourrcndcf 
After o policy ha 
discontinuance, 
to tho company II 

from Figure 6.1

{I'Stiivf-i In iVOOO) 
lurpluuoa gwun 

tln'k'o and fl
year thrco,

pn-miu

r dlnecmti

nlR<> ho noted with vlnrity 

i real doflvlts have to ho faced.



An explanation is also required for the dcoreaso in surplus which occurs 
In tho tenth year on a 7,5 per cent Interest ylold ns show a tn Column 4 of 
Table 0.3, The reason lor this peculiarity is that in this year tho value of 

units standing to tho policyholder's credit to greater than the statutory minimum 
valuation basis and this greater value xvna used tw tho actuarial liability. The 
rovorao pertoine in all previous ycara oxoopt the fimt. On tho 0,6 par cent 
per annum Interest yield basis the value of the unit!) standing to the policyholder's 
crcdit exceeds the statutory minimum reserve hauls only In the fourteenth 
year and dcemusoR the emerRiiv, sarpluw in that year when compared to tho 
thirteenth year.

The Miowinp facts emerfto from Table (i, 3 :
(i) The higher the expenses of the company tho lowvv are tho profits 

made. The 'higher cxjionso level' Iti ikfinca os ninety rand per poUey Initial 
expenses and renewal expense:: of twenty rand per policy per annum. Similarly, 
tho 'lower expense level' in defined mf iseventy five rand per poliev Initial 
expenses and renewal expenses ot fifteen rand per policy per annum. On both 
bases of net interest enrninj’ft it taken one year longer to eliminate past 
deficits on tho higher expemie level. At that level, total profitability over tho 
twenty five yearn is 14,? per cent low  -m a 6,5 per cent net interest yield and 
14,0 per cent leas on a 7,1 per cent net Snteveat yield I. o. on both interest 
rate levelf!. the decrease in profitability iu fHmllctr If expeiiQe levels increase.

(in The higher the rate of InterMt the company ennw the greater is  its 
profltalnlitv. dn the lower expetu e level the total profitability of the company over 

tho twenty five yearn inemiwri h> I n, ;i per cent if Uc net yield in tnerosr -J from
6,5 por eent io 7, y per cent. At the hltfu i e.’zpi *we level, its profitabilit,. is 
increased by lU. l per eont by the name one per eent inereanv in net ylold i.e . 
on both oxpeiwe levoln the irereane In profitability In similar for an Increase 

t. one per cent in Itn net yield.
(lit) Deficit:: reault from the new bunlnem; for the flint two years but 

thereafter surpluses urine and on thlfi linked buiiineoy deficits arc eliminated 
in a twrlod that varlen from oljiht to ten ym nt, depending on the exiicitio level 
at which the company operates and tho investment yield it earns.

0.5.2 l ,roje('tlnn -)f )iifU'r,'iil: of
Tho models of the previous Section coiuildoml the profitability of one year's now



business over a twenty five year time horizon. This assumption clearly 

conflicts with reality because a life assurance company would not write new 
business for only one year and then cense ovcratlona. Therefore six different 
levels of now business written ouch year will now bo analysed.

In order to Introduce this section, the information givoii in Table 0.3 above 
should be briefly recalled. In particular It was observed that one year's 
business produced deficit? for the firs t two years but thereafter surpluses 
emerge. It was also observed that the businesn wan profitable in total.

One can therefore tivduec from TsiMo 6. a that •
(I) the more buaincuj the company v.viu*, the r.icirv prui'itn it will 

ultimately make, since in the long run, the buomefiu h; profitable.
(II) owing to the new business strain ineurrc'? wm'is writing buBlneas, 

the more business that Is written, the longer it will tnkv fnv pi'nfitu to emerge.
(Hi) The shareholders' capital required Vo finance new business increases 

as the amount of now buainoss written mereanee and tlu'reforo, oven though 
over the long-term total profits may be greater for a iaphev level of new 
business sales, the proflta earned per share may be loon at a higher level of 

new business,
(tv) If the company ceased to write nuw bur.iticos, the now business 

strain ceases immediately and in the short-run profit!? would increase.

At this juncture six new modchi, defined as Models A to F, will bv 
introduced to test the above f.uppoiiitioni! fur the case, not «<> far considered, 
where new business Is written each year. Thu parameters of the six models 
which wot is analysed over a twenty five year peri',d wore as follow!):

MMe.LAr The company writvu A 12M policies each year, each with a 
monthly premium of twenty five rand.

Model H: The company commence:? writlnr now business as in A in the 
iirnt year and increases this by ten per cent per annum for fifteen years. There­
after business remains at the level written In the fifteenth year.

Model C: The company commence:' writing new .nwineiSH as in A In the 
firs t year and increanes this at, twenty five per cent per annum for five years, 
ten por cont per annum for the next nine years and thereafter business remains 
at the level written In the fifteenth C’cur.
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Model P i The company commences writing new business as In A in the 
firs t year and InoroneeB this by ton *■ • cent per annum eaeli year.

Model K: This is as ptsr moo. . for the first fifteen yours, but thero- 

nfUir tho company Is assumed to coaeo writing now businoss end have no further 
tjow bufllnasa oxpenooa.

Modal F t Tliifl is aa per Matlol C for the flest fifteen years \vA thoro- 
uftov uie company is assumed to ocaae writing now business end have no further 
new business expenses.

Table 6.4 illustrates the profitability omerylnfl from these six models on 

t!i«‘ hasls of a 6,3 p tr  cent per onmmi interest rate find tho lower expense 
Itixel, in chooainy years ton, sixteen, twenty and twenty five to ticpiot the 

emerging surplus, year sixteen was taken instead of ym r fifteen to Illustrate 
how substantially surpluet-u inevcnae if a oompany eeascd to write now 
business in that year.
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The maximum deficit arising is defined as the maximum deficit that would 
arise If no shareholders' capital was subscribed i.e . it would bo the greatest 
amount by which the actuarial liabilities in respect of the business written ex­

ceeded the value of the assets built up from tho business on its own without 

capital.
An illustration of how tho deficit arises la given for tho case of Model B in 

Figure 6.2, below :

4

3

0

3

Fig. 6.2 Totid SurplWH for Mod«l_B_ (Figures In K'millions)
It can bo noted how the deficit increases as now buslmos strain accumulates over 
the years. The maximum total deficit is  reached at the stage when surpluses 
emerging renewal business equal the strain arising on now business, in



later years the surplus emerging on renewal business is consequently greater 
than the now business strain, resulting in a net surplus, This is  the reason 
for a surplus first emerging the year after that in which the maximum deficit 
is reached.

In Table 6,4, the minimum shareholderev capital that is required to enable 
a company to write a given level of new business is generally that capital which, 
when accumulated with interest at G, 5 per cent per annum net exactly equals 
the maximum deficit in the year In which the latter is reached. This figure was, 

however, increased if in any previous year the accumulation with interest was 
not sufficient to meet the total deficit at that stage. For example, taking the 
maximum deficit in model A, the minimum shareholders' capital required 
,v.',Hd 1)0 Itil MM 820 /  (1,065 }7 . Ill 07i 000. In fact, if the sixth year 
defii i't of u s  092 GOO is discounted at 0,0 per cent per annum, the required 
shareholders' capital would he R2 052 000 ana this higher figure has thus been 
token, if the minimum level of shareholders' capital wore injected, the total 
insurance fiauly and idmreholdors' capital would never bo loss than the total 
actuarial resom'U. The shan holders* capital could, in fact, bo injected into 

the company each year ar it wan needed but for practical purposes it was 
assumed to he subscribed at inception. The models arc modified at a later 
stage to allow for the injection of shareholders' capital. In practice the above 

level of shareholders' capital would he iundyquat', as it would not provide 
margins and reserves to act an a buffer in difficult times, such as during 
years when cxpenoc levels or mortality levels experienced wore greater than 
antleipi -jd or when interest yields fell below the minimum required to build 
up actuarial reserves, Buffers arc mostly needed in years when capital values 
of aeoota fall substantially and, because of the Ptatutorv minimum valuation 
basis, the liabilities do not generally decrease by a similar amount or may 
even not decrease at nil. A company must thus build up substantially greater 
capital reserves than the minimum level above. Beyond the year in which 
maximum strain levels are reached, the necessary additional reserves could 

be built up from omoiging surpluses i .e . by the company retaining a portion of 
the surplus earned to strengthen its reserves.



Figure 6.3 below Illustrates the profitability of the various models! ^ivcis in 

Table 0.4 over a twenty five year time horizon.

SURPLUS

20

DEFICIT
6.3 Annual SurnlusoB of Different Models (Source Table 6.3)

(Figures in R'millions)
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Figure 6.3 illustrates clearly how, at lower new business levels, surplus 
emerges sooner, but in the later years the emerging surplus Is lower. There 
exists therefore a trade-off between the timing and the value of surpluses.

The Figure also illustrates that, In the sixteenth year, when new business 
ceases under models E and F, the Immediate surplus Is substantially 
greater than the comparative models B and C respectively, but in the later 
years the surplus emerging la less than that generated by models B and C 

respectively. It shows the rapid Increase In the emergence of profits in later 
years. For example, in model U, the total surplus earned in the twenty- 
fifth year Is more than double the surplus earned in the twentieth year and In 
the fourth year there is a deficiency compared to a surplus of approximately 
R13,3-mlllion lu the twenty-fifth year.

In order to - u.dy the effect on surplus of the two different expense levels 
and th» two different Interest assumptions, model C from Table 6.4 was 
analysed on the four bases described in Table 6.5. Similar trends would 
emerge if any of the other five models were analysed on alt four bases.
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Table 6.5 illustrates how the conclusions derived from Table 6.3 for one 

year's new business are also true when comparing now business written 
oech year.

(I) The lower the expenses of the company the greater Is its 
profitability. This can bo olearly observed by consisting columns one and 
three or comparing columns two and four. If expenses are at the liighor 
level compared to the lower, total surplus emerging over twenty five years 
decrease by 32,6 per cent and 30,0 per cent at net interest rates of 6,5 per 
cent and 7,5 per cent per annum respectively,

(11) The greater the yield the company earns on Its funds tho higher 
is its profitab;.;tj . If the intercut yield earned Increases by one per cent 
per annum, the total surplus earned over twenty five years Increases by 
10,3 per cent and 24,0 per cent at the lower and higher expense levels 

respectively.
6.5.3 Conclusions: Basie Linked Models 

From Tables G.4 and G, 5 the following conclusions can be derived,

(i) Tho more linked now business a company wishce to write tho 
more capital It needs to do this and this is a direct result of tho strain 

caused by writing new business. Tho minimum capital required to write 
the level of now business inherent in model C is 108 per cent greater than tho 
amount of capital required to write the level of now lAislnons in model A.

(II) In the models given in Table «.•! it can be seen that surplus 

starts emerging from years eight to twelve, according to the level of new 
business which the company decides to write and all previous deficits havo

» '  eliminated between year thirteen and seventeen.
in Table 0. G It can be noted that tho year in which surplus first emerges 

Is greatly affected by the expense level at which tho compony operates and the 
not yield which it earns, f o r  example, on a 7,5 per cent per annum net yield 
and tho lower expense level, surplus first emerges in year eleven and all 
previous deficits have been eliminated by year sixteen, whereas on a 6,8 per 
cent per annum net yield and tho higher expense level, surplus first emerges 

only in year fourteen, and It takes till yonr nineteen before all previous 
deficits have been eliminated.
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(lit) If wo assume that shareholders required o groac yield of ton 
per cent per annum on their capital before they would invest in a particular 
venture, all the modola in Tables 0.4 and 0.5 would bo extremely profitable.

The models ignore shareholders' capital and, IT tho minimum capital os 
enlculntcd In Table 6.4 were injected, it would also cum 0,C per cent or
7,5 per cent per annum not of tax according to tho modol used.

The figures given in Table G. 4 need therefore to be modified to allow for 
tho interest earned on the shareholders' capital subscribed. This is done 
in Table 6 . 8 .
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it to obvious that the models A to F in Table 6.4 arc all very profitable to 

shareholders. Even if the 0,5 per ocnt not yield assumption and the higher 
expense level wore examined for Model A (1. o. the least profitable to the 
company), the totnl surpluses at tho end of twenty five years decrease to 
H37 million and tho minimum Jhavehoklora1 capital necoeeary is K2,5 million.
If this latter figure i8 accumulated with interest nt ton per cent per annum 

compound, then at the end of twenty five years It amounts to R27 million, 
showing that the investment ia still a vory profitable* one indeed when this 
figure is compared to R47 million, being the total accumulated surpluses 
plus accumulated net IntereKt eavningn of fi, 5 per cent per annum »n shareholders' 

capital.
(iv) Prom a study of modola A tv C it can bo noted that tho more 

business the company writes, the greater ia tho ultimate total profit it makes.
Over a twenty th e  year period however the total profit earned on models F. and F is 
greater than on models B and C respectively i. e. by ceasing to write now 
business after tho fifteenth year tho company incroasas its total profits over 
a twenty five year period.

6.5.4 The Consemienofh of Ceasinn to Write Now Buninpf>s 

Consider Models C and F which ore identical for the firs t fifteen years but 
which diverge from the sixteenth year because Model C assumes new business 
to be written at the lew-' -if the fifteenth year, whereas model F assumes that 

no business in written.
If, for those modolQ, :ihanihi>ldt-ri! were voncc ncd with a time horizon 

of only twenty five yearn, the company should decide to cease writing 
buslneaa after the fifteenth year. It should be recalled In this regard that 
tho more business the company wntca, tho Greater will be ito ultimate 
profitability but now buslneaa strain will defer thie profitability.

U is thus inatruetive hi fitudy, from Table 6.4, tho surpluses emerging 
in models C and F from year fifteen onwards.

Tho relevant data are collected in Table <!.?.
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Table 6.7 Comparison of Sumlueos Earned In Models C and F. Years 
Fifteen to Twenty FLva

Value of Surplus (R'OOuj

Model G Model F Difference

‘ Col. 3 Col. 3 (-) Col. 2

2 410 -

8 420 4 Oil *
10 723 G M l

11 483 -1 223
12 43d 3 325

13 672 2 227
13 J59 14 057 1 509

15 763 16 296 532

18 373 17 099
21 204 19 170 -2 025

24 27 G 2 0 746 -3 828

* This figure m easu re  the release of the dtroln thot would hava boon 
created from writing the same level of buslnpas as in the fifteenth year.
This amount can ho derived iVom the suiiilua figures Ip  Table 6.2 and allows 
for the Incrcasu In levels of now busiaeaa w a r the years. The value 19 
(MO 7 “rf) ( l,2 8 )5 (1,10)" . i t l  610 630.

This shows the level of nw/ InisincBB strain thnt can bo present in a given year 
i.e . s. survhv '>f milli'iii nit.ioii :n the oisteenth your, Qftvr iillowlng
for newIjupiue^n R tiu in  of Itl, 01 P 'a’Uon.
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Table (>. 7 clearly illustrates that oven though over the twenty five year 
period modoJ F is more profitable than model C, tho surplus emerging each 
year in model C Is greater than modal F . Table G.7 Illustrates tho considerable 
incrcaje in surplus in tho year in which now business c o u s o s j .  In tlio 
sixteenth year tho surplus pyoduccil )n zncck'l F Is IV1 610 Gi/l greater than 
In model C and tho Uiiforon-- la oven ^renter in year eovontccn. In fact, 
mcxlol V produces 131 per c-.-nt more profit in year sixteen than model C, In 

v- ar twenty throe, howevnv, fie  deferred pi'ofltfl idhorent in the greater volume 
of buni .v^h model C‘ ;>vertr..ip tho ifuvplus emerging in model F pnd thereafter 
model C v^idw.eu more aur\rtua than model I'roa. ....dyinc the trend of 

yc?re twenty tlirco to tiventy five, it can be noted that the Gl-r-oiute difference 
In the suvplvi v.n m erging  between mndolfl C and I' inc.:eaut;:; imtil eventually 
the total surpluses emerging under model (’ will bo greatur thou 
emerging from model F.

The above argument eaa also be proved by tUc 'reduotlo wl nbsjrdum’ 
approach. For exm plo. if it did not pay the office to write new business, it 
could crave to do ao alter tho flrzit year, m whicii et<nc the si:vpiug emerging 

in year twenty five would bo 1107!) thousand compared to R24.276 iniUiOD under 
model C. Of course, if busiiw s wore written for one year only, the 
shareholders' capital that would be needed would be only 21(102 t'ooeaaud1 attd, 
allowing for thia, models V and c  arc- relativolji more profitable. l-Mrthermore,
U only one year1!; iiusinese w . c  Nvi-lttm, pr.'SHa would eeaoe In year twenty 
six but under model (" the surplw^m eciilinutf to IncrecRe beyond year twenty

Thus, where the buflincsti if. profitable in itself, the more busioofifi tho 
company writes, tho tfreatur wilt bo Ha ultimate profitability. From a share­
holder's viewpoint, th ! conclutiton to tivua tHat It cxmxA Imj s. tintocial uroposlttoB 
for the company to eeaae writing new huoinrw. In year twenty five th-j 
earnings per share aro H4,42 u.idor model C Inst only 1 1 3 , under model F 
i.e . greater in the former eaee.

1. This is  tho firet year deficit discounted for one year at 6,5 per ecus.



New business creates new business strain and hence defers profits. The 

rate at which a company winces to increase its new business production 
therefore depends on the availability of capital and the extent to which 
shareholders are prepared to defer profits. A proprietary company cannot 

simply wish to maximize sales irrespective of the strain that arises since, 
if the rate of increase of n„w business is too steep, then In the extreme case 
the company will never show profits and tho strain will cause In; -.Ivency,
The company must aim for some optimal solution.

For a proprietary company the conclusions to be derived are therefore 

clearly as follows ■
(i) The level of newbuslnoRP it decides to write must be determined 

by the amount of the shareholders’ capital and reserves it has available. It 
wi erved that model C required eighty six per cent more capital than
mi ,nd, evon though the total surpluses earned under model C were
greater than under model D, the equivalent earnings per share were loss 
under model C than under model B throughout the twenty five years. The 
difference narrowed by the end of the twenty five year period, when earnings 
per share under model C were ninety four per cent of those under model B, 
compared to ninety one per cent and seventy eight per cent at the end of 
years twenty and sixteen respectively.

Thus It cannot be assumed that, If unlimited shareholders' capital and 

reserves wore available to a company, it would aim for maximum possible 
new business levels. The level of new business premiums aimed at would depend 
on tho time horizons of the shareholders. If It aimed to obtain reasonable 
dividends by the end of fifteen years, for example, it would aim for model B 
rather than model C. If the company considered ‘hat the first twenty five 
years were the most important, it would also ureter model B to model C.
It can be observed that model A Is more profitable In the short-term to 
shareholders than models B, J  or D but over tho long-term It is much loss 
profitable. For example, model B requires forty four per cent more capital 
than model A, but over the twenty five year period surpluses fifty eight por 
cent greater arc earned under model B. Several companies in South Africa 
scorn to aim at maximum new business figures, irrespective of immediate 
profitability and, if their share capital and/or reserves wore largo enough,
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they would aim at a model t ' type of level, rather than model B. In practice 
a company could only Increase Its new business levels to the extent that It had 
the human rosouroos to achieve the desired level,

(11) A company with fchsu’iho*ders should always aim to increase 
its profits over the long-term and should therefore never consider course 
of action such as model E or F i. e, to consider eouning to write now business 
to boost immediate profitability but to decrease lourt-t.orm profitability.
Table 6,7, and the analysis thei con, conclusively proved that In the long run 
a company with shareholders would earn more in total and more per share 
if it  continued to write new bwint-tis rather than to cense at some stsgo to 
Increase immediate profitability.

The earnings per share? arc greater under model A than under model B up 
to year eighteen and in year nineteen die equivalent earnings per share woa'd 
be 81,71 under model A compared to HI, HG under model It (plus any interest 
earned on shareholders' capital in both models).

Model A suffers from the deficiency that, due to inflation alone, a company 
would probably have some increase in new InuUneop premiums in most years. 
Furthermore, with escalations in expenses, a company would need to Increase 
its new business to keep its expennv levels per policy within reasonable 
limits. Companion would also have to consider factors such as motivation and 
staff morale. The staff of a company which year after year merely maintained 
its now business premium income may become demotivated, feeling that tholr 
company was in fact retrogressing relative to others, in general terms the 
company would have t  j choose whether it aimed to grow or not.

Tabic d.'l illustrates the effect of mw busineao strain on the emergence of 
surplus in a company I, o. a considerable increase in the rote a company writes 
new business will cause substantial strain and, whilst it will lead to greater 

profitability in the long rim, it causes a decrease in Immediate profitability 
and delays the emergence of iiyrpiun.

It is interesting to note what the profitability would have been on Model C 
in year sixteen if, Instead of ceasing to write new business, the company 
decided In that yon-* to write double the level of business of the previous year.
In year sixteen, instead of a surplus emerging, there would In fact bo a



deficiency of R795 thousand. If business in the sixteenth year had been at the 
same level of the previous year, the surplus in the sixteenth year would have 
been R3,8 million and, if business ceased in that year, the surplus would have 

been 118,4 million, it  can be noted that these differences are substantial and 
Illustrate how an office paying dividends to shareholders has to carefully 
consider Its strategy concerning the flow of new business. The above 
explains the attitude of a certain isfo offlco, operating in South Africa, that 
stated that thvy did not aim to maximize profits, but rather aimed to ensure 
a sustainable growth of contributions to their profit and loss account, *

It <?an bo noted from the above that the coriclnUou butweu; curpluBOQ 
earned (n s givvti year to volume of sales is negative i. o, in a give:: year 

the more business a company soils, the lean.surplus is yenoratcd in that year. 
Figure G.'l lllustvatca thu surplua and tuw business sales ou-vce for the 
fifteentli year for tiio examples given above, whilst Figure C. 5 gives the 
surplus curve for model C in the fifth yvar.

It cau bo noted from both Figures G.-l and G, 5 that the surplus euive is 
the opposite of the normal 'profit curve' of a manufacturing concern. Due to 
the now business strain involved in writing additional business, the greater 
the volume of now buainoss production in a i'lven ycer, the smaller is the 
surplus that is generated with the extreme eat;e that the greatest surplus 
emerges whm no new hunineos la written at all. The surplus curve in the 

examples given decreases uiipvoxiinatoly linearly.
The exact position of the profit curve in relation to thu surplus and sales 

axle depends on the year for which iho graph in charted. It can be noted 
from Figure fi. 5 that, if the surplus curve were calculated in the early years 
of a life company's existence (in this ease the fifth yean , the slope would be 
similar to that given In Figure 6.4 but, at all (wW levels, profits are negative.

m virtually all oases In Kifiuzv 6.5 fMlci<WNtv< raierge and this figure 
Illustrates how largo the deiieieni'len can be if high m-w business figures aro 
written soon after an office commences buninwa.

1. This was in reply to thu questionnaire sent out by the writer and analysed 
In Chapter 3 below.
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0.5.8 Mutual aw! Prnm’totnrv Comnanios Coaipared 

The conclusions to bo derived from tho models for it mutual life assurer are 
next considered. It might bo argued that .=i linked policies a mutual office 
would generally distribute to policyholders nl* tho Incsomo net of tax and 
mnnaRemont fcc-i; and not only ninety r t 'r  eon', no (k'fi.v’d in this model. Thio 
would not affect fir.y arpumcniu l>at :,ii:.piy -sllev tho incidence of cmergonoo of 
Bui'pluj, If nil the net income w c v  •Uotnlmtvd to polieyholderfl, surplus 
would tnisv longer to an-i, u» tlu* nfijiiv, intvvcnt yield and wipenso
angmnptioun, t-'tal profitability to tin nHivi- v;<>utd hv ijmnllcr but tho priiiciploa 
analym! bvlow would be the r;tm t.

On tho asmimption that n mutual i-iiicv purely to benefit it;; c-iHting 
polieyholdcio and, in pai’tivviaf, ito w’th-pvofii pulleyhohlt-tii, tho profits 

m orfjins iielonit to them' i>olu\yhrtltK>J*o und tliv -.ffivt* mtist uUvmpt to 
maximize tho benefit.) payable to thorn' vstth-profit pulleyh«4d«rQ. In practice 
any prudent oftivc keep?, rcoei've:; to r ei». tinneui iea and to help lmar.ee future 
exppimlon and they avc permitted to do at> by Iaw , Ah the nroflto <if a t.iutual 
company belong tr. ito with-profit isilivyhohivv^ hut the management of the 
company can di-eide hww dLi.ti’ibule am! how much to retain an reaervee.
An anatytiir, wao made to <letei'><Uiu* whether it in to the benefit of esictlng 
with»pr jfit polleyholderi- for :t ntulval eompany to continue to write new buuiness.

Both mutual and proprietary eompinieu would nonnnllv distribute to United 
pollvyholderti part of the profits: nriii’iig tnnv »«ovtnlity, lapses and
gurronderc and tlm , wlitlut lit tab led  il. l and it.i> it was auavmcd tiiat profits 
beloiifi to tho eompanv anil could be distributed lit full tn nhaveholdera, the 
eontraeti. of moot companion msually vnable |“»lieyholdpf-; to participate in 
these mioeelluneoun uourecn of rnii'pluii.

It was obfiervcd how new bu^iinenti utram defe xi profits in p.n expanding 
office hut in the Ion;? ran It would be profitable to .ilmrohuldoni for tho 
company to expand continuously. Thin l^pothenin wan tented to ascertain 
whether it was al'io true lor the exintmi; witli-profit poilvyhokioro of a mutual 

company.
Table ti. 8 lint;: the number of poIU icn in force at the end of various years 

for models A to V and showo the profit" per pwliuy in thewo years where the



total profits in the relevant years wore derived from Table 0.4.

No company would merely take tho total profits and distribute those 
equally between all tho policies on Its hooks. They would generally distribute 
them ia relation to policy reserve:; or according to tho duration that tho 

policies had boon in f -rev. Tahiti 0. n Is nevertholoos instructive.
Tnblo ll. H Prolit:’. Per Poller _onModolnA.tot Nj r ig m w  In Kt..d)

Number of Policies at bud of Yonr

Year Model A Model ft Modi-I V M-rdcl I) Mold 15 Model F

10 00 200 •10 500 HI 778 •10 066 40 500 81 723
16 44 677 103 00S 101 gifs lllfi 550 66 4Wf: 166 554
20 (d 660 143 88U 361 fy'4 l ib  774 hi lib; 140 709
25 65 110 185 ?IW 71 050 128 031

ProlltF 1’er I'obey in Year

Year Model A Model n Model C Model 1) Model 15 Model F

10 16,23 - 0.811 - 7.411 -  9,36 -  0,39 -  7,46
16 52.77 51.61 19, W 21,99 86,47 51,52

20 74,46 15,92 42,11 61,76 97,52 93,13
109, HO 74,61 70.1t. •12, :v? 168,21 161,30

it can he observed from Table «. h that, in relation to the individual 
policy, model K in the most profitable jnodel of nil. Thin means timt of tho 
models considered, the moot profitable level oi inininvnfj per policy la one 
where the company censes to write new business after the fifteenth year.
A graphical illustration of the emerging profit per policy from the tenth 
year onwards to given in Figure ti.fi for models I), I) ami 15 which are 
exactly comparable In that they are identical for the firs t fifteen years and, 
in model 11, business is level alter fifteen yearn, whilst in node! ’> it 
continues to increase at ten per vent per annum after fifteen years and 
in model 15 it ceases niter the fifteenth year.



140

120

*00

PHOl'lT I>KR POLICY

. MODEL K
z

X
/ '

/

SS YEAn

Fig, 6,6 Em.or^iniL^urpI'!nivj i?.r>r  Pi>llry  l!t l'1(>r(-o 

From Figure G, G the stibGtantloUy Rivatcr protitahihly of motl^l E can be 

noted, On the criterion ol protit ptn* policy, the k as  bupincno that is 
v i’tttvn, tin; Gveatvv hi the prolitahility i>i'r puiivy. On this hnoto model E ia 
th<s moot prntltaVle per policy, inlUiweil h.v model B and Inotly model D.

Mwlcto H imd h were ann!.\ ,‘ii'd in detail, mtd theiie livinR identical for 
the firut fifteen yeaiM, the onme uumbev nf policies ore In force nt each 
yenr end and the Game profits per policy are earned each year during this 
period, After year fifteen, mcxU l U beeomcu more profitable to tlto 
polleyliolder.- ;if they in fact receive the profit:)) than model B, This happens 
far two reonona. Firstly, the fa t that in model K the company x eases to 
write new bun’neoH in year nixtfon lends to an immediate Increase in 
surplus at) there iii :io new liuainvflH Htrpio In that year and, over the twenty 
five years model I! f-eneratea more .wvlv.ii in total than model n  olthough, 
as was noted from Table 8.7, model B ulti mnteiy {*• -'•ates more pi ofits



over the long-term. Secondly, under model E, bumuflo the company ceases 
to write now business, the total number o£ policies In force is much less 
than under model 8  and consequently the greater surplus generated each 
year in model K lo lUv'.ded among a smaller total number of poltotca, hence 
resulting in a greabu* prvfitnbillty per policy. The variations can bo observed 

from Table U.tt below.
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It onn bo obsorvod that own whon tho ourplus onrnod in n glvon yoitt' In 
modol D la Rrontor thnn in inodvl K, tills Is more than compenontod by thv 

rapid inoronao In tho differences In tho number of policies in force,
Tin above analysis simply studlea the' total ourplue per policy. However, 

the surplus corned envh year from ycara elxtccn to twenty two tnelui ivo 16 
greater in modol 11 in model B and thin lo divided by a much smaller 
number of pnllclen with smaller totol netunrlal reserved. For example, at 
tho end of year twenty two, model U Isati 77 118 pelleios In force, compared 
to 161 Otit piiheivfi In model B l.o . model !3 him on*y forty e.('ht per cent of 
the numbers of poik'lca In force aa model it, 'I herefwv for these olx years 
there con be no depute that linktnl pnlicylio'.devo arc better off uiwier model E 
th&n under model P, and any policy biTominp; a vlalm by death or aurrendor 
would receive gvoatcr benvtity in yvar?i tinder nmdel K than under 
model B, provided tneue lairptovc were in fact distributed to potlcyholde^e 
and paid to them on dt.ith and/or surrender.

A prudent company builds up m v  rvna over the yoors for eontiiiRcneleB, 
Investment lluetuatioi'it and cxpnnglon purpoaea and there ate  almost 
Invariably marcina In an vaUibliHhcd office between tho value of their nesetP 
at balance sheet value and their true market value on well as mai’Rina in tho 
conservative statutory valuation of their liabilities, eomparcd to a bare 
minimum "alwtlon lor Bolveney alone. If an oftlvv were to wane wrlttoR now 
business, It < ould pradually relenne the rv'ienTi) i» both the value t f  .uiscta 
and the value of Nalnlitiea and dlytvilmti1 t' ene to policyholder:,. Furtliermoro, 
by coanini' to write new bmdncru, It would veane to have new bunincsfi strain 
and could therefore, by bavin# a 'elotx-d fund', maximize the welfare of its 
wcifltlnn wlth'oroflt polleyhelderg who, in addition to the profit earned on their 

polio tea, would rcec-.lve the benefit of Rycumuhtol vvwvven ?.t\d veleuaea of 
otrninfi. In practice mutual companies do rot d» thin and tldo will be 
nmlyaed further below.

At the end of twenty flvo years, the actuarial reoerven held under modol 
B arc R409 million, whereas under model E they are only U335 million and 
Gma, if tho surplus cmorginj’ in the twontyfilth year lo conoldercd and 
'ixprcssod per rand of actuarial reaerves held, these Hurplueoii amount
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to 2.9G conts for model B end 3,69 oenta for modol E i.e . 21,3 p ir  oenl; 
groator In tiio latter caae. Thoraforo, oven though the total surplus 
emerging in year twenty five 1h grontor In model B than In modol E , the 
actuarial nubilities are ao much leas tn modol E that the timaliov surplus 

In year twenty five reprosonta a groator amount per nmd of actuarial 
reserves than in model B.

Thus, for the full twenty five years considered, it wmild benefit existing 
linked policyholdors for the company to vease wrltlug new buQineas If it were 
a mutual company and they ahnrod In tlu> prof ltd. Policyholdors whotie 

pollclce become death or Burraidcr claims in the twenty fivo years would 
receive greater benefits wider modol fi and ho would those poticyholdere 
whori polteica mature In the nul)8e<iuent yearn.

After the twenty-fifth year the surplus cmcrgins eaoh year would continue 
to Inerease and ho creator In model B then In model ti, but the difference In 
total actuarial rcaerves would eontmuo to widen until, by the end of year 
forty one there would be no further actuarial rcaorvef in mod#?! 15, no nil the 
policies written in the sixteenth year would have matured. If these figures 
are further reinforce" by the distribution of existing rceervcs and surplus 
within a oompaixv to the remaining policyholder as the fund gradually 
decreases, ihore |w no doubt that to a mutual company the interests of its 
existing polleyholdero are bejt ,'iatlaflcd If the company c »aoe[ to write new 
buHlixcnn, Tlito argument lo developed further hi Section fi.li.-l,
6. G Wlth-Profit Anpurann<- Model

G.G.l Annlvsigj of One Year'a Nt»w RuHinoai;
Similar methods to those employed tor the linlceu ancurnnce model were used 
to develop a hypothetical revenue account and aurpluB position for the wltli- 
proflt or conventional model tivor a twenty five year parlod for one year's 

now bui 'ness, and the result,a avo ohnwn in Table (1.1ft,1 Table 6,10 le

1, The reader should noteti'at it would be of little benefit to produce graphical 
Illustrations for with-proflt business as was done for linked business, as 
the emerging trends wore similar, although the total profitability w e  
substantially different.



176

comparublo to Twblo 6.2 for tiro linked model but is based oi. the company 

corning a not of tax yield of 7,5  per cent per annum on its funds and on the lower 

expense level. In tiie table all profits and losses wore assumed to remain in the 
life fund, 1. o. they are not transferred to a profit and lose account.

Deficits once again emerge over two years since policies ware assumed 
written during each month of the year and tim.. mo ,’dgh Initial commissions for 
one year’s new buslneus vrovc In fact spread over two calendar years,

Table 0.11 compares the surplus earned each year on the two Interest rates 
and the two expense levels. The table was derived from the equivalent to the 
second last column In Table 0.10. The total hypothetical surplus within the fund 
at the end of twenty five years wap also shown in each ease. This figure was 
the difference between total nssua ami total UalilUi.tes at tlu* end of the twenty- 
fifth year.

It can be observed In all four examples that the surplus shown Sg smaller 
In year four than in year three and even less in year five. Thereafter the 
surplus produced each year increases. In fact, in the conventional with-profit 
model, this phenomenon ia more pronounced than in the linked; model, due 

to the lower overall profitability of the former. This feature in the emerging 
surplus la oneo again canned by the fact that no surrender values are paid 
by the com,,any until a polity hnn been in force for three yearo. Thus, in 

the model. surrender values in respect of the first year's business are first 
paid in the fourth and fifth calendar years. In tin* fourth year, for example,

R21 802 Is hvpothctlcftUy paid out hi surrender values.
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Table 6.11 Surpluses Enrnod Each Year on Different Interest and

Net Rate of Inter 
Per Anm

sst Earned

6,5% 7,5% 6,5% 7.5%

Col. 1 Col. 2 Col. 3

Initial Expenses per 
Policy in Hand 75
Renewal Expenses pei 
PoUny In Unnti IF 15
Surplus Earned in

5
G
7
8 
9

10
15
20
26

Total Surplus Earned 
Over 25 Years

•431 407 
-344 008 

86 252
45 438 
10 066 
1C 156 
23 600 
31 491 
38 388
46 792 

152 9& 
231 660 
GOT 041

2 467 50)

-433 843 
-345 033 

00 358 
57 683 
30 683

81 094 
100 115 
120 969 
307 595 
491 900 
740 159

6 278 000

-480 014 
-306 270

23 099
-  IS 275 
- 8 3 M
-  2 158

9 874 
16 760 

113 686

1 4tiu 27 d

-488 n o  
-368 757

5 091 840
Year in which all 
Previous Deficits are 
Eliminated* 15 13

Tills ia the year in which all accumulated deficits In previous years have boon 
eliminated by accumulated surpluses In Inter years.
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Similar trends emerge from Table 6.11 o« did from Table 6.3 for linked 
business i. e, the lower the expense level at which the company operates the 

more profitable it is and the higher the ra te  o$ interest it earns, for n given 
rate of bonus declared, the greater is  its profitability.

The profitability of with-profit business for a given rate of reversionary 
bonus is extremely sensitive to changes in rates of Interest and it can be 
noted that at the tower expense level the profitability of the company Is 
increased by 1C4 per cent If the rate of Interest earned increases by one 
per cent from G, 5 par cent per annum net to 7,6 tier cent per annum net 
and at the higher level of expenses the profitability Is increased by 247 per 
cent for the same one per cent increase In earned net yield.

Tito expense level is  also on important factor when determining 
profitability on this class of business. At a 0,0 per cent per annum net Interest 
yield the profitability decreases by forty por cent If expenses increase from 
the lower to the higher level and at a 7 ,5  per cent net yield basis the decrease 
Is nineteen per cent.

Table fi, 12 below illustrates the relative changes In profitability of the 
linked and with-profit business to changes in rates of interest earned and 

also to changes in expense levels.
The reason that the profitability of the vlth-profit business la extremely 

sensitive to changes in rates of interest is  that the bonus rate a new company 
can declare in dependent mi the rate of interest it  earns on its funds. If the 
mortality and expense levels experienced by the office wore identical 
to the assumptions inherent In the with-profit premium rates, the company 
would need to earn a net yield of approximately iix per cent per annum 
to support Its bonus rate of twenty three per thousand. Therefore, if it 
earned 6,8 per cent per annum it would have an interest profit margin of 
0,5 per cent not. If the not rate of Interest it earned on its funds increased 
from 8, G per cent per annum to 7,5 par cent per annum, the not interest 
profit margin/, would incicaao from 0,5 per cent to 1,5 per cent or 200 per 

cent 1, o. a 18,4 per cent increase in the net rate of Interest the company 
oarnod on its funds (from 6,8 per cent to 7,5 per cent per annum) would 
inerense its interest profit margin by 200 per cent.



or Profitability

Linked
Business

Wlth-Proflt
Business

Col. 1 as Per 
Cent of Col. 2

Col. 2 Col. 3

Per Cent P er Cent Per Cent
Decrease in Profit­
ability If Expenses 
Increase from the 
'Lower1* Level to 
the 'Higher'* Level :

(a) On a 0,6 per cent 
net yield 40

(b) On a 7,5 per oent 
net yield 19

Increase in Profit­
ability if the Net Yield 
Earned by the Company 
Increases from 6,5 per 
cent to 7,5  per c e n t:

(a) On the 'lower' 
expense level 164

(b) On the 'higher ' 
expense level

The 'lower1 expense level Is defined as seventy five rand por policy 
Initial expenses ' ’ renewal expenses of fifteen rand per policy per 
annum, The expense level is defined os ninety rand per
policy .initial and renewal expenses of twenty rand per
policy per imn j also p. 150.



The figures given in Table C. 12 clearly illustrate the sensitivity 
of profits in the with-profit model to the net yield the company earns.

In practice, as the net yield It auras on Its funds increased, the company would 
probably increase the bonus rato it declared to policyholders. Con-petition would 
also force It to do "Ms

In th'j linked model, however, tho company haa to earn 4,5 per cent per 
annum not to support its guaranteed minimum maturity valuer. If the company 
tinrne more than this minimum yield on its funds, the shareholders receive a 
management foe and ton per cent of the not of tax income 1. e. as long as the 

company earns a yield c,renter than 4,5 per cent per annum, approximately ten 
per cent of an> net increase in yield ie for the benefit of shareholders and ninety 
per sent le distributed to policyholders. This coptreets strongly with the wlfch- 
profit model where the policyholder effectively receives the benefit of ail the 
interest earned until 6,0 per cent per annum and, if the bonus rate is not tnoruased 
at higher interest levels, the company rcoeives the benefit of all excess interest 

earnings.
It can also be noted that the absolute profitability of the linked business is  much 

higher than the with-profit business and this will be analysed in greater detail after 
Table 6.14 below. By comparing Tablet) 6.3  and 6.11 it will be observed that, 
whilst the new business strain to the firs t two years is  very similar for both linked 
and with-profit business,on the latter deficits arc only eliminated after approx­
imately twice the length of time to that required for United business. This is due 
to the, fact that, from tlie third year onwards, the profits emerging on linked 

business aro far greater than on with-profit business.
C, 0.2 Projection of niffownt Levels of New Business written Each Year 

Duo to the smaller total surplus cmerginfi on wlth-profit business and the slower 
emergence of 'his surplus, It cculd bo anticipated that, when a model is constructed 
for now business wrUton oach year, the total now business strain emerging would 
be very targe and surpluses would take far longer to come about than they would under 
linked business.

Table 0.13 is similar to Table 0.4 for linked business and the parameters of 
the models are the name as in Table 0.4 but, owing to the very slow emergence 
of surplus, it was considered that no purpose would bo achieved by including



model D. Therefore only five models were analysed to show the comparable 

with-profit models I .e . models A, B, C, K and F.

Tbo heavier strains of with -profit business arc primarily caused by 
higher surrender vnluoa and death benefits being paid out than on linked 
policies, as well as a faster build-up of actuarial liabilities. At the 6,6 per 
cent Interest level, the total surpluses on models B and C would attll be 
negative at the end of twenty five years.

Table 6.13 was tlwvoforo based on tiro lower expense level and on a 7,5 
per cent per annum net interest yield basis.

Once again the sixteenth year was chosen as one of the Illustrative years 
to show the substantial effect the cessation of new buslnes" has on the surplus 
of the company.

All other definitions such as that of maximum deficit arising and tiis minimum 
shareholders' capital required arc the same its for Table 6.4.

To study the effect of variations in expense levels and rates of interest 
earned on emerging surplus, model F was further analysed In Table 6.14.
Similar variations would bo observed If tiio other four models wore studied 
on these differing interest and expense assumptions. Model F  was 
specifically selected for Table 6.14 as model C "wns chosen for further 

analysis in Table 6.5 of the linked model and it can be noted that simitar 
trendn emerge.
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In Table 0.14 the total surplueos vary substnntially according to tho intorost 
ytold end oxponao levels and they vary froiu a deficit In Column 3 to a surplus 
of ROO million In Column 2. in Table G. 14 it enn bo noted that, if oxpensos 

increase from the lower to tho higher level, tho total surplus emerging over 
toe twenty five years Is decrvaaud toy thirty six por cent if tho Intorost ylolti 
earned is ?, £i por oont per annum 1ms, if tho interest yield earned Is 6,6 per 
cent per annum, an IncrcQO*- in tho oxpcngy level turns a total surplus of 
i t s  million into a deficit of H? million. If tho rate of interest earniil by the 
company on its iundu incrcaeca by ono por cent from G,5 to Y, 5 por cent per 
annum, tlien on tho lower expense level tho total sui'plus emerging over tho 

twenty S-vq years more tiian quadfuplcs i.e . it ioereaiw  irom K22 million 

to R9ii million, on the higher expense level, a ono por cent per annum isicreaae 
in yield turns a deficit of 117 million into a surplus of 1158 million. These 
i lp re a  clearly ilhvit;*ute the extreme eenoitivity of the wlth-profit m«x!cl to 

variations in interest yielde and expense levels. This tahlo a’so dearly  
shows the eoi.siderable effect the Glow emergence of ou"pluo has on tho 
eapltal retiuiremvnto.

In Tahit G, 1 ii the model which oroutes the heaviest strain is model G and, 
if a almilar tahlo wen- eonstvuettid on a ti.fi por oent per amium. intereat ytold 

arid tho higher cKpoauc love., a aivpluc would only tivcit omorge in tlic tweniy- 
foui r:> year cmt pi vviouo deficits would prolifiM.v not be eliminoted until 
Bpl>r .ir&Bti'ly the la ih  year. The prolltabiUty of ejnventimml whole life 
wlth-tii'ofit pellele'i i: .uia ooniiiderably leiia than under linked endowment 
oBQurajpc piano ami the pr^tito are deferred for a longer period. Whilst 
owe yea: ‘n new btiaineofi lei proiiialile over even a twenty five year period 
(and obviously more so for a longer (wriod), Ihe omcrRoneo of nuvplua Is so 
amall and deferred for no long that, when ImnineoQ iu wi'Utei each year, the 
strain on the new bw)h.orm more than vompennatea for the uurpluaea emerging 
on renewal buaim-iin and tluu'efore the emcr.tencc of surplus In total Is 

postponed for many yearn.
(I. ti. 3 ConcUiHlonn: Htuti? Wlth°Prtifit Mndein 

Similarly to linked bieincny, tho more with-profit now buaincae premiumo tho 
company wiflhcs to write, tho more capital it vequiroa owing to tho now buslnosa



strain croatod. Despite the foot that the now business strain for with-profit 
business in the firs t two years is only slightly heavier than under linked 
business, the emerging surpluses for a given year's now business are oo much 

smaller from the third year onwards that the effective now business strain on 
successive years ' wlth-profit new business is much higher than on linked 
business. It oun be observed that It rcquirco far more capital to enable a company 

to write the some level of whole life with-profit premium income compared to 
linked endowment premium income. For example, even assuming a 7,3 per 
cent per annum not yield on the wlth-profit buslnccs and a 6,5 par cent per 
annum net yield on the linked bufllnoQO, to write model A new buPlnraa premium 
Income requires twenty five per cent more capital for with-profit business than 
for linked business. If the company wlohea to write the level of premium income 

of model C, total capital requirements for with-profit business arc Rfl million 
or 316 per cent of the level necessary to write model A wlth-profit premium 

income and 14d per cent of too capital to write model (' level of premium income 
lor linked business on a one per cent lower interest yield. In fact, at the G, 6 
per cent interest level and the higher expense level, to write the model C level 
of with-profit whole life business, fiharohoklcis1 capital of 111? million would 
bo required 1. e. 130 per cent more than the capital necessary to write the samo 
level of linked endowment business on sim ilar expense and interest yield 

assumptions.
Model C is by far the mi at unprofitable wlth-profit model but the 

maximum deficit is  reached in the twenty-fourth year and the following years 
produce surpluses. The minimum shareholders1 capital plus accumulated 
not interest is needed until the eighteenth year in this case I.e . at the end 
of the eighteenth year the full accumulated capital and interest of R53 million 
combined is required as the total deficit in the fund a t that stage is R53 
million. By the end of the twenty-fifth year, the total existing deficit (which 
started to decrease in the previous year) is Util million, but the accumulation 
of shareholders' capital pi us interest, ao'.untlng no dividends have been paid, 

at this stage is R83 million, malting a total of U22 million available for 
distribution. It would bo more likely, however, that as the deficit starts  to 
Ineroaao at a slower pace than the interest on accumulated shareholders1
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capital plus interest, the company would start to distribute some of the excess 
accumulated interest as and when it is earned. In fact, a dividend of HI, 1 

million v -uld bo paid in the twentieth year if required. It is Instructive to 
observe from Table 6,16 what dividends could be paid if the company distributed 
the full surplus each year. These values are shown in Column 3 of Table 0.16.

Table G. 15 is based on the higher expense level and a 0,6 per cent per annum 
Interest yield. The minimum capital required for this model is Hi? million.
Tho accumulation of s'.aroholdore' capital and not interest shown in Column 2 is 
based on the assumption that surpluses are distributed aa they arise.
Tabic G, 15 Possible Dividend Policy Under Model ( ' (Figures in R'000)

End
of

Year
Deficit

Accumulation of Share­
holders' Capital, Not 
of Dividends at 0, C Per 
Cent Interest

Possible
Dividend

Col. 1 Col. 2 Col. 3 -  Col. 2 
H  Col. 1

19 50 720 80 898 178
SO 60 450 00 407 051
21 01 544 03 321 1 777
22 02 889 05 544 2 058
33 03 391 00 977 3 583
24 62 950 07 814 4 DM
25 01 446 07 0-12 3 397



It can bo observed from Tablo 6,16 that, allowing for the Injection of 

shareholders1 capital and the net Intorosu earned thereon, in practice 
dividend declarations are possible In tin  long-term on this model. A company 
would generally not declare auch a small dividend as that distributable In the 
nineteenth year and this amount, plus Interest, would be added to the dividend 
payable In the twontVatb year. It con be noted that the company oan start 
paying dividends from the twentieth year. If the total surplus Is distributed as 
a dividend each year, the company will not be able to build up additional 
reserves for contingencies and to allow for ftuotuatlona in asset values. 
Allowing tor accumulated Interest on nUueehoMera' capital, these dividends 
are quite low and even over the twenty five year period the effective return 
on shareholders’ capital Is small. This indicates what a truly long-term 
business conventional life assurance can bo, unless there are reasonable 
interest profits. The wlth-proflt business In Its own right produces no profits 
in this period and the dividends that are declared are merely the residual net 
interest earnings on shareholders' capital that ore not required to finance 
deficits each year. In the example given, shareholders ore not oven able to 
receive over twenty five years the not interest yield earned on their capital. 

They have, however, financed the new business to build up future profitability.
It has boon observed that, to write whole life with-profit business, far more 

capital Is required than for linked endowment business. If the revenue accounts 
in Tables 6.2 and 6.10 are studied, the reason lor the greater strain of wlth- 
proflt business can be scon to be :

(I) the far greater surrender values payable on wlth-proflt business 
in the early years. Following one year's new business at the 6,3 per cent 
interest level, the surrender values paid on the wlth-proflt policies are higher 
than on the linked plans for the firs t sixteen years and In the fifth year, for 
example, surrender values payable on the wlth-proflt policies are 1147 581, 
compared to H29 008 on the linked pinna i, o. the surrender value payments 
on wlth-proflt business are KM per cent greater at duration five.

(11) the higher death benefits on the wlth-proflt business. The 
claim values on the United plan on the 6,0 per cent Interest level arc slightly 
higher than the guaranteed sum assured in the early years and equal to it in



later years, wherene under the with-profit plan the death benefit at Inception Is the 

initial aum assured and tills Iroveaaes -with reversionary bonuses each year, resulting 
in total death benefit payments much higher thnn under the linked plan and, in fact, 
in the twenty-fifth year the death benefit payments under the with-profit plan are 
R627 135 or 91,4 per cent greater than undfir the linked plan.

(ill) The life fund under the with-profit plan consequently bullda up far 
more slowly than under the linked plnn. At a 6,6 per eont per annum net yield 
basis and the lower expense level, if one year's new business of 4 200 policies is 
analysed, at the end of twenty five years the fund is JU9 million under with--profit 
business but a much larger R2S million under linked business. Nevertheless, the 
liabilities under with-profit businesa build up more rapidly than under linked 
business and, by tho end of the twenty-fifth year, the liabilities under the with- 
proflt new business are f il8 ,5 million compared to BIG, 3 million under the linked 
plans which are within one year of maturity. Therefore, with the growth of funds 
being smaller and tho growth of liabilities being larger under with-profit business.
It la not surprising to find it bolng less profitable to tho nompany than linked business.

Even where a larger interest surplus is earned on the with-profit business i.e . 
when a net yield o t l , 5 per ccnt per annum net IB earned and tiie tower expense 
level Is experienced, the fund still Increases at a lower rate than under linked 
business and at the end ot twenty five years the comparative funds are RS3 million 
for with-pi oflt business and R27 million for linked business. In tills example 
the linked liabilities at the end of twenty five years are greater than under the 
wlth-profit business but, nevertholoss, at thta otage the total accumulated surplus 
in the funds is RG million for wlth-profit business and U8 million for linked business.

It should bo borne in mind that, as dlecusscd earlier, a bonus rate of twenty 
three per ralllo is low for the premium rate given when compared to similar 
policies marketed in South Africa. This was justified on tho basis of surpluses 

not bolng available from non-profit business and past surpluses, as well as 
miscellaneous sourcas to supplement tho bonus rate.

The above figures clearly illustrate why a now life office usually does not 
o££or wlth-protlt assurance businosfl or, alternatively, if it offers it, it will 
usually find it  very difficult to compete with tho old established offices who 
have borne new business strain over many years in tho past and are now deriving



the benefits thereof. In addition, these established oftlocs have usually 
written largo volumes of non-profit business In the past, although they are not 
currently doing so and the substantial surpluses derived from this business, as 
well as the reserves built-up in the past, enable them to supplement their bonus 
rate from sources other than interest surplus and put them In un advantageous 

competitive position, A substantial amount of buaincss written in South Africa 
is linked assurance and this typo of business does not confront companies with this 
handicap. Thus almost invariably the newer offlccs that have entered the life 
assurance Industry in the last fifteen years have specialized In linked business 
and the bulk of their premium income on ordinary life business (1. o. non-pension 
business) has come from this source.

It can be noted from Table 6.13 that the surpluses under with-profit business 

emerge far more slowly than wider linked business. It takes from twelve to 
seventeen years for surpluses to emerge under the with-profit business compared 
to eight to twelve years under linked business at a one per oent lower not rate cf 
Interest and from seventeen to twenty two years for previous deficits to be 
eliminated compared to thirteen to seventeen years under the linked business on 
a lower Interest yield. The profitability of with-profit business 's  ♦huo much 
more long-term than under linked business.

Table 6.4 illustrates the Importance of expense levels and Interest yields In 
determining the timing and quantum of emergence of surplus. For example, the 
total surplus emorgiiig on model F at a 7,5 per cent per a: .ium not yield and the 
lower expense level Is HDO million compared to n deficit of R7 million on a G, 5 
per cent net yield basla and the higher expense level.

It has been shown that the total profitability to shareholders of with-profit 
business 16 much less than under linked business and, as was noted in some 

coses, the former would not bo profitable at ail in Uie firs t twenty five years.
A now company would thua have to carefully contemplate the tavol of with- 
profit business It wished to write, the bonuu rate it intended declaring and the
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profitability of the business as a whole.
The most profitable model analysed in Table 6.13 1, e. the one with the 

greatest ratio of total suiplus at the end of twenty five years to the minimum 

shareholders1 capital necessary, is model E with a ratio of 13,22. On the 
basis of a ten per ociit per annum minimum acceptablo return to shareholders 
at the end of twenty five years, the accumulated capital (assuming no dividends 
payments have been made) would need to be R47 million. Total surpluses within 
the fund are R57 million and the accumulation of 7,5  per cent por annum not on 
shareholders' capital would bo 1122 million, making a combined total of R69 
million i.e . forty seven per cent above the total minimum required. By 
contrast the least profitable linked modul shown in Table 6.6 was model D 
and this generated profits 132 por cent greater than the minimum requirement 

and this at only 0,5 per cent net. Ou a 6,6 per cent net yield none of the 
conventional models produces a ton per cent per annum return on capital 

Invested in the time period considered.
This is a major reason why a proprietary office would carefully consider 

the level of conventional business they wished to write. This would, however, 
not be as important to a mutual office.

It has also been noted that the not interest yield earned by the company Is 
of vital important e in cotu "lining the profitability of with-profit business.

In practice part of tills Interest surplus would usually be distributed to 
the policyholder In the form of a higher rate of reversionary bonus. It is quite 
clour from the above that, unless n reasonable Interest surplus is made, the 
profitability of wlth-proflt business to a proprietary company Is negligible.

Owing to the heavy now businetis strains on wlth-proflt business and the 
subsequent slow emergence of surplus, even though the business may be 
profitable over the long-term, it cannot simply be stated that the more business 
a company v'rites, tho more profit it will make*. The reason for this Is that 
the emergence of those profits may bo ao far delayed that it would not bo 
reasonable to take such a long-term view, or the company may not have 
sufficient finance. Each company would have to decide on tho time horizons 
over which it wishes to consider profitability.

It can be noted from Table G.4 for linked business that model F was in



total more profitable than model C over tho twenty five year period but, by 
the end of that period, the surplus emerging each year in model C was much 
greater than in modal F sad it  w as noted that, within a tew years model C 
would beoomo more profitable In total. For with-profit business it oan be 
observed from Table 6,13 that under model F tho total surplus emerging over 
the twenty five years is R90 million or IG8 per cent of tho total surplus 
emerging under model C and even In the twenty-fifth year the surplus emerging 
under model f  is considerably greater than under model C, although the gap 
is narrowing considerably. Model C In fact takes many years to become more 
profitable in total than model F. Many companies would find unacceptable 
to wait this long for profits.

To write model A new business needs loss than one-third of the total 
capital of that in model C and this to oara sixty one per cent of tho profits 
over the twenty five years. Thus, on tho ■?, 5 per cent per annum not yield 
basis, model A is more attractive to a company tiian model C. At a G, 5 
per cent per annum net interest yield and lower expense level model C In 
total is still unprofitable at the end of twenty five years, whereas model 

A produces n surplus in aggregate in the twenty-third year.
In determining the level of with-profit bmUnoss at which a company intends 

aiming, it must be guided by the not Interest yield It can hope to earn aad tho 
bonus rate it would have to declare. It has been shown above that the decision 
whether a company should chooao model G ex* model A level of now business 
would be completely different for a given bonus rate , if a 6,5 per cent par 
annum or 7, B per cent per annum not yield were earned on its funds.

0.6,4 Mutual and Proprietary Commnioa Compared 
In the wltli-pi'ofit model it is simpler to determine whether tho o isation of 
writing new buoiuoss would In in tho Interests of the existing wlth-profit 
policyholders of a mutual life asawev. It la not necessary to repeat tho 
prguments presented in Section fi. G. 5 but, to ascertain whether the cassation 
of writing now business would bo profitable to existing wltii-proflt policyholders, 

models C and $’ from Table 6,13 wove further annlyftCKl in Tablo 6.10 below.
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Table 6.16 Models C and F : Comparison of Profitability to 
Policyholders /Figures In Hand)

Model C Model F

Total Surpluses Emerging 
over 26 years 53 650 700 90 268 400
Surplus Emerging in

(I) Year 16 -191 514 2 926 770
(11) Year 25 18 397 400 10 756 600

Surpluses For Policy in
(1) Year 1C -1,00 17,80

(11) Year 20 21,70 68,57
(Hi) Year 26 53,17 163,59

It can be observed from Table 6,16 that over the twenty five yea*- neriod 
model F  Is far more profitable than model C. The surpluses emerging in the 
firs t fifteen years are identical on both models but thereafter the surplus 

emerging each year under model F Is greater than under model C. The 
profits per policy are fa r greater under model F than under model C but In 

practice, profits would be distributed in relation to actuarial reserves. Since 
there ore far fewer policies in force under model F  than under model C, us 
d o  now business is  assumed written in tho former model after the sixteenth 
year, the surplus per rand of actuarial reserves (which are much smallu 
under model F than under model C) must be greater for model F than for 
model C throughout tho period 1, e. tho argument in favour of ceasing to 
write new business is fa r stronger for with-proflt business than for linked 
businoSB.

If cognisance Is also taken of tho fact that an existing mutual company 
would have built up largo reserves over tho years and if tho company wore 
to wind down over the years, those reserves could gradually bo released and 
distributed to policyholders. Thus, taking account of those reserves in 
assets and liabilities, as well as of the facts shown Above, tho existing with- 

proflt policyholders would bo substantially better off if tho company ceased



to write new business, and their eventual benefits on death or surrender 
would be much larger on this baais.

The question then arises os to the reason why mutual offices do not in 
foot eonso writing new business to maximize the benefits to their existing 

with-profit policyholders, The answer must ba that mutual offices can lot 
therefore exist purely for the benefit of these policyholders and evidence to 
support this hypothesis Is given in Chapters 7 and 6. One of the objectives 
of a company which operates in South Africa, the National Mutual, Is to bring 
outstanding life insurance to the public and to promote the benefit of their 

services to as many people as practicable.^ Those objectives arc also 
mentioned by other companies ntid clearly Indicate that, whilst mutunl companies 
obviously try  to provide good benerita to their existing with-profit policyholders, 
they do not aim to maximize their welfare by ceasing to write now business.

Another argument mutual companies put forward against ceasing to write 
new business to maximize the benefits to existing with-profit policyholders is 
that the large surpluses they have accumulated in the past have boon contributed 
by policyholders no longer with the company and there Is no reason why 
existing policyholders should claim tho rewards of past prudence and accumulation 

to the 'estate' of the office. Tho existence of this attitude is strongly reinforced 
by tho following view :

'Actuarial opinion, too, would not support Augustus do Morgan's argument 
that the funds of n mutual society belong exclusively to tho members of the fund 
at the particular point of time, A mutual Ihe assurance society Is a continuing 
business. Ample funds are necessary for the credit and stability o£ the office 
and each generation of members comoe Into a heritage from the past; so In Its 
turn, each generation should endeavour to pass on that heritage unimpaired to 
the generations that succeed It, William Morgan understood this imd modern 
opinion would support him'"*.

1. Source, a pamphlet entitled 'The National Mutual, Who are They'. The 
reader should note that this pampidot makes no mention of their existing 
with-profit policyholders.

2. Ogborn, op. cit. , p. 207.



The abovo statement clearly Indicates that mutual companies regard 

themselves as continuing organisations and thus do not have an objective to 

maximize the welfare ot existing with-profit policyholders if It means ceasing 
to write new business.

Confirmation that mutual life assurers have objectives wider than those 

of serving their existing with-profit policyholders was given by the Chairman 
of the largest life assuror in South Africa, the Old Mutual, when he stated the 
following :

•Being a mutual life assurance society our aim is twofold, firstly to make 
available, on as wide a basis as Is practicable, the benefits of mutual life 
assurance, being oovor and savings. Secondly, to provide service of the 
highest quolltj to our m-jmbors in terms of security, adequate market coverage, 
efficient administration and profitable return on premiums Invested'1.

The reference to offering life assurance on 'as wide a basis as is practicable' 
certainly extends the objectives of mutual life assurors beyond their existing 
with-profit policyholders.

It has been observed that policyholders would receive greater benefits 
If no new business wore written. As stated previously, If cognisance were 
taken of the large estates companies have acoumulated end If those were 
distributed to policyholders as the funds declined, the existing policyholders 

would definitely Improve their positions If mutual companies ceased to write 
new business. This is particularly true for wltli-proflt business and, on the 
basis of the models alone, far loss obvious for linked business. The 
liabilities In respect of the existing business of the large mutual offices In 
South Africa are mainly related to life assurance (Including substantial amounts 
of non-profit business) and pension fund business and therefore those policy­
holders cannot benefit from the greater surpluses they would rooeive If the 
companies ceased writing now business and released their past ruserves.

This course of action would not be an acceptable objective to nny mutual

1. Chairman's Statement, The Old Mutual, The Star. December 4, 1978, 
p. 34.



company and It has been noted that their objectives are far larger than merely 

maximizing the benefits tc their existing with-profit policyholders. It should 
be stated however, that by continuing to write new business and to expand, 
mutual life offices arp not doing their policyholders a disservice as many of 
them offer competitive contracts. Some mutual offices have declared high 
reversionary bonuses on their with-profit policies becoming death or maturity 
claims. In fact, the two largest companies in South Africa, which are both 
mutual companies 1. c. the Old Mutual and Sanlnm, have a fine record over 
tho years for excellent payment of benefits to their with-profit policyholders.
IS, 7 Investment Yield
Both the linked and tho conventional model have shown that the most important 
factor affecting the profitability to the shareholders and policyholders of a life 
assurer is  the liwestmont yield tho company obtains on its fund. This Is the 
reason why companies attempt to maximize these yields within tholr 

requirements of safety of capital, The desire to maximize yields on funds 
will be clearly seen from Chapter 8 to bo a major corporate objective of life 
assurors. Tho legal mid investment constraints to achieving this have been 
described in previous chapters.



CHAPTER 7

CORPORATE OR.TKCTIVE3
7.1 Introduction

In order for a company to pirn meaningfully for the iuluro, It should be clear 
as to what Its corporate oijjectivcB arc. In recent years many companies have 

tried to clearly establish their corporate objectives and have devised suitable 
business strategics to aonievo thorn. Some companies have laid down those 
objectives In writing and committed their management to their attainment. 
Those objectives then tended to dominate thou' himlcena Whtwiuuv, oa current 
and possible future activities wore always regarded In the light of company 
goals. Other companies, however, havo not formulated and set out in 
writing a comprehensive statement of their objectives, ne they hmrc seldom 
tended to take planning this far. In the opinion ot the writer, this could only 
be to their detriment, as clarification of company objectives and goais would 

help management ton for the present no well as for the future.
An analysis ' as been made in this chapter of company objectives in general

i.e . thoir purpose. ne.uro and influence on iiuoincsa behaviour. A detailed 
analysis has also boon given of the objectives of life assurance companies in 
particular and of the specific problems of title Industry. In order to obtain 
evidence on life companies' 'V->;,iivesl a questionnaire woo sent to the chief 
executives of thirty life assurance companies and thoir replies will be analysed 
in Chapter «.

To obtain additional Information on the corporate objectives of life 

assurance companies, the annual reports and chairman's and directors' reports 
of n number ol companion wore studied. It was found that corporate objectives 
were often stated In the chairman's statements accompanying company reports,
7.2 jW ilM aximjzatlon
The fundamental objective of many companies has been to maximize profits, 
and this has also boon the traditional assumption in the theory of the firm. 
During rocont years, however, the 'profit maximization' hypothesis has come 
under severe attack from economists and businessmen. Tho main point of 
orltielem has been that the firm  was not governed by just one objective but
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by a plurlstie system of objectives. Consequently the concept of long-term 

profit maxlaii?.ation wrb generally too vnguo. particularly ao In apoclflc 
doclalon sttuotions and, even If It wore applicable to tho smaller enterprise, 
it would not explain the goal behaviour of larger oorporatione, Thla does 
not imply that the hypotUcale haa been abandoiwd altuRtiher by contemporary 
economists. Thvro has boon n considurnlilf amount of literature on the subject 
covering the wliole spectrum of vlows from those who have supported the 
traditional theory to those who have nvtyited it entirely, even a a  an clement 

of a multiple jjoal eyatem, Somv of ILcso dlffevinfi views will be Riven below.
In the writer'.; opinion, the proiit nxaslmi/,at-lou hypothesis still Iwliifi an 
important place in the theory nf e-'rporato -jl'jvt-tivtH but it lo ecldooi, if ever, 
the only objective. It usually im.-; to he eonctilvrtd aluu«;FiiIo other major and 
minor otojestivvn.

One contributor to the di.'k-rrw m Ptatni that the nssertlon thrt the only 

true purpose of bua,noaa wat- ; wai, n  iiubQtltut« for a more detailed 
progrnmme. To h;,ve anob$<>v.:t v> iixv.Vv 'no m **  pioiit w  posnMe’ 
left unanswered qu ’tions aba:... , v, it wao to be made anu whether any 
restraints were to a obct-rvv t:. th.' ^ui-GL Tho i-stetit to which presrnt 
profits would be fo (tone m ;y : iclpn.c i of lareer profit; iu tho futuEo ■was 
uneppeifled. The ik ulro ililt ! pii jt its own did not nxnko It a magnetic 
polo establishing (, ]irer< d c i; :;v r-m-ing many alU-rnatlvoa."

Baldwin apreed naf i.yt all -orp irot. declctuna eould Ve n'ado exclusively 
on the boslo of m;v. .aMr.hou oi profit;'. " However, ho vcntewlcd tiiat, if one 
vittnted a theory »i -.annsement bohavfur with a single organisational objective 

subject to maximii'at n or rnii)imi:;ati in. profit aeomwl to bo tho moat rcflliatio 
of the alternative:, .. red. He eont-eik.i .hot, < .on tiiouffh profit maximization

X, F .E . Rtftit1. r  j? Mi'Umimtii." - Can «? lie Juotifletl?', Soiitlt African
iTourrotot y ? ^  : r,«, K». \  2-11, v>i39, p, 33,

2. O.K. Chrirtm  , . 1. Andrew ind J .L . Power. nuBinoaa Poliev.
Text nr.il ''ngir: !. r  ̂ u o d , lllir Itlv .ard fi. Irwin, 1973, p. 109.

8. W.L. I$ai;lwit) ’’f :v 'itives ol K a n a g f n  Environmental Restraints and
thoTheon oi ~ial Kntorpribc1. .Qnrirtr.vlv Journal of Bconomiee.
LXXVI .. .'(>1, PP. 3*3"4.



might be th„ moat accurate single motivational assumption explaining 

management behaviour, in some cases it might bo useless in determining 
tho best single solution to particular problems.1

Another contribution to the topic has been made by Penrose, who suggested 
that financial decisions of firms wore controlled by a desire to Increase long­
term  profits. She also stated that, os a policy recommendation, an Investment 
should not be made In expansion lor the sake of growth If tho return on the 
Investment were negative. Therefore, It followe that to Incrcaae tho 

total long-run profits of the enterprise wna to increase tho long-run rate 
of growth. It was therefore immaterial whether one referred to 'growth' or 
'profit' as tho goal of n firm 's investment activities. “

Bnuraol analysed the hypothesis that no firm  oould be earning maximum 
profits unless its marginal coet of production and maiginol rcvc..«n arising 
therefrom were (at least approximately) equal 1.6. unless on additional unit 
of production could bo sold for i t  leoot as much 83 it cost to produce. The 

additional unit produced would have n marginal profit of ze ro .3
He proved this tiypothcuia both diagramntlcnUy and by general reaocnlng.

He gave the example of a firm that produced 300 000 units of a product 'x* and, 
at that level of output, the marginal revenue from production was ,81,10, 
whereas Its marginal coat wati only UG cents. Additional units of 'x ' would 
therefore have reallzvd 110 -  96 « 14 cents more than they had coat to produce 
and consequently the firm could n it have been maximizing profits by keeping 
production at the 200 000 unit level. Similarly, if the marginal revenue received 

from an additional unit of 'x' woso lutib than Its marginal coat of production, tho 
firm  could not have been maximizing Its profits us, by reducing Its output, it 
would have reduced Its Income but would have reduced its coats by an oven

1, JbieL, p. 254,
2. Edith T. Pear080, TheThoorv of the Growth of the Firm. Oxford, 

Blackwell, 1968, pp. 20-30.
8. W.J. Bftumol, Economic Theory nml Operations Annlysln, 3 rdod ., 

Prentice-Hall, Englewood Cliffs, N .J .,1072, p. 321.
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It is ol Interest to reproduce, with slight modification, Boumol's Illustration 
of the above." This Is done in Figure 7.1 below. Baumol assumed a falling 
demand function, i.e . :

p = p(x), where p is the price and x Is the output and ^  0 .

Demand = Average

\  Marginal Revenue

Fig. 7.1 Ilhifitmtton of Hmothofils that Profits oro Mnximtzed when



In Figure 7.1 MR, P,MC, O and S represent marginal revenue, price, marginal 
cost, output and sales respectively. Total revenue ia price multiplied by 

quantity sold or, at n level ot output OQ, it becomes the area OQPH under 
the marginal revenue curve,1

Similarly, total costs of production of OQ are represented by the area 
CQKC. Total profit la the difference between these two areas, I.e . total 
profits are given by the striped area TPK, less the Initial area where losses 
are made, the dotted area RTC. It is clear that, as point Q is moved to the

I, This oan be proved as follows. If we n&sume that the marginal mid
average revenue ouivea In Figure 7.1 above are straight lines, P will 
equal a-bx. Bovenue equals price P  multiplied by output R l.o .

R = Px » ax -  bxa.
To obtain the marginal revenue curve, we have :

-5  -  Sbxi

1. e. tho gradient of the marginal revenue curve is twice as steep as 
that of the average revenue curve.
Total revenue equals quantity sold multiplied by the price per unit of 
sales. Output CQ Is assumud to be sold ot price OP.; hence at this 
output level total revenue Is :

(OQ) (OI\)

or the rectangle: OQB^P^

Inscribed under the average revenue curve. Now the r.rea under the 
marginal revenue curve ; OQPR 
and tho rectangle: OQB^P  ̂

have the areas (IQPWP^

In common. Furthermore, tho triangles: BWP^ and R]WP are congruent 
and thus of equal Blsse. (They arc congruent as opposite angles of a 
vertex, RWPj. and R];WP ore equal; anglei ItP^W and W%P aie right 
angles, and. as proved above, P^W cqmxls WK).
Therefore, the total area under the marginal revenue curve OQPR 
equals the area of tho rectanglo O Q U ^  aa required.



right, I. e. as sates expand, total profits Increase until output reaches the 

OQm level, and at this ataga maximum profits wilt be reached. If output 
expanded to the level OQ^, marginal costs of any extra units of production 

would exceed marginal revenues and hence total profits would decrease. We 
have therefore Illustrated that the point of maximum profits occurs where 
marginal cost equals marginal revenue.

One should notethatthe converse of the above Is Invalid, It la not generally 
true that nnv output level at which marginal cost and marginal revenue happen 
to be equal •*, when marginal profit Is zero) will be a profit maximizing level. 
There may ho several levels of production at which marginal oost and marginal 

revenue are txiual and some of these output quantities might be for from 
advantageous to the company. In Figure 7.1 the condition is satisfied at both 
output levels OQj, and OQm. We have seen that, at output level OQm > profit is 
maximized but, at output level OQt , the firm obtains only the net loss 
(negative profit) represented by the dotted area BTC. The necessary condition 
for profit maximization 1b that the second derivative of the profit function Is 

negative.
The normal sales situation is one In which revenue and costs ore functions 

of output. In this ca se : Z(x) -  R(x) -  C(x), where z equals profits.
In order to maximize profits,

& M - n
dx da dx

. m & L dc&L 
1 ' dx dx

I.e . marginal revenue equals marginal cost.1

1. In the theoretical case of perfect competition output (or sales) Is not a
function ot p r ic e  but la a  c o n stan t, I . e .  a v erage  r evem ie  eq uals m argin al 
revenu e equals p r ic e  in this ease. M ath em atica lly  w o have:

Z(x) = (P) (x) -  C(x) 
and to maximize profits :

Profits arc thus maximized when the marginal cost of production equals 
the selling price of the output.



The revenue function R(x) equals price multiplied by output, i. e. R(x) = 
P(x)x, We have proved that, in order to maximize profits, we need : 

dBM. = dCM

or, by expansion

a *  '  ♦ P(» = ^  
whore the left hand aide of the equation represents marginal revenue. This 
consists of two terms i.e . x which is always negative and which
constitutes the loss in revenue that must bo forgone to sell one additional unit 
and P(x) which is the price received from the one additional unil sold.

Revenue, cost nnd profit curves can also be shown graphically. In Figure
7.2 the horizontal axis denotes output level or sales x, whereas the vertical 
axis denotes total revenue R and total cost C. The graph gives thu total 
revenue and total cost functions. Whilst the total revenue function in a 
second degree curve, the total cost curve is of the classical type and is 
represented by a third degree polynomial. In Figure 7.3 the corresponding 

profit function is shown,
In Figures 7.2 and 7.3 it cun bo observed that at output levels OX  ̂and 

OXg profits aro zero. Between those two levels of output profits “re  positive 
and profits ore maximized at output level OXg. However, if a company wished 
to maximize sales subject only to the constraint of not making a loss, It should 
sell at ouput level OXg. Companies may have as their objective to make at 
■cast a minimum, profit, say, at level P ^ ^ ,  If level P ^ ^ l s  greater than the 
maximum profit possible at level P ^ qx, the firm will produce QXg to obtain 
profit P ^ % . If, however, P ^ i s  loss tlian PmQX. then there is more than 
one solution to the problem and, as Illustrated in Figures 7.2  nnd 7.3, the 
company could produce the some profit P ^ jN either at output level OXg or OX^.



IX 
0

Total Revenue

Fig. 7.2 : T otJt

"P f

i Totnl Profits

Fig. 7.8 : Total Profit Funotton Derived from Flgnro 7.2.
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7.3 Simon's Satisficing Behaviour

A prominent oritio of the profit maximization hypothesis was Simon who gave 
the following objections :l

(1) The hypothesis does not clarify whether short-term o** long-term profits 
are to bo maximized.

(li) The entrepeneur might obtain all kinds of 'payable income' from the 
firm , apart from monetary rewards. He might wish to maximize his utility and 
bo prepared to forego profits in order to obtain an increase in ‘psychic income'.

(ill) The entrepeneur might simply wish to obtain a rate of return which 
he regarded as satisfactory, rather than to maximize profits.

(iv) Where there exists an oligopolistic relationship among firm s, 
maximizing becomes an ambiguous goal, for what action is optimal for one firm 
depends on the actions of other firms.

Simon commented that the notion of satiation, whilst it was Important in the 
treatment of motivation in psychology, did not play a role in classical economic 
theory. la most psychological theories the motive to act stemmed from drives 
and action terminated when these drives were satisfied. Furthermore, the 
conditions for satisfying a drive wore not fixed but might be specified by an 
aspiration level that adjusted itself upwards or downwards on the basic of 
experience.

Therefore, if one sought to explain business behaviour in terms of this 
theory, one could expect the firm 's goal to be to attain a oortnin level of profit, a 
particular share of the market or a certain Io\ el of sales, r. lhor than the maximizing 
of profit. Firm s would therefore try to satisfice rather than maximize.^

Simon stated that models oi satisficing behaviour were richer than those of 
maximizing behaviour, since they analysed not only the equilibrium level but 
the method of reaching it as well.

Ho supported his 'satisficing hypothesis' by quoting empirical studies;

1. H.A. Simon, Theories ot Decision-Making In Economics and Behavioural 
Science', American Economic Review. XI,IX No. 3, 253-83, Juno 1959, 
p. 262.

2. Ibid., pp. 262-3.



firstly, the series of studies stemming from the pioneering studies by Hall 
and Httoh that Indicated that businessmen often set prices by applying a 
standard mark-up to costs to give them the return they desired. There was a 
further series of studies derived from the debate over the Keynesian hypothesis 

that the amount of Investment was insensitive to changes In the rate of interest. 
The general finding of these studios was that the rate of Interest was not an 
important factor in investment decisions.

Simon agreed that. In many cases, management recognized the complexity 
of the calculations and the imperfections of the data which had to be employed 
In any optimality calculations. Therefore, firms frequently gave up the attempt 
to maximize sales or profits and set themselves some minimal standards of 
achievement which they hoped would assure the firm 's viability and an 
acceptable level of profit. Firm s thnt were satisfied with achieving such 
limited objectives were eald to 'satisfice'^.

Marrls explained the 'satisficing' concept as being a form of behaviour in 

which the subject, faced with a difficult problem to solve, preferred to 
sacrifice some of the rewards of the optimum solution In order to reduce the 
pains incurred in searching for It, 1. e. accepted a solution that was sufficiently 
satisfactory in relation to various criteria such as survival and aspiration. ^
It has been pointed out that no person or organization could in fact satisfice 
at a utility level higher than would be theoretically attainable from a 
maximizing position. By contrast, the drive of satisficing theory stemmed 
from the possibility that, In many cases, the maximizing solution la unknown 

and is therefore of academic interest only.*

The lifetime of a company is not limited to the existence of the owner or 
entrepeneur and therefore the whole machine of company enterprise has 
enhanced the desire for continuity. Over the last few decades a clear 
distinction of identity between the managers and the shareholders has emerged.

1. M d ., p. W&
2. W.J. Baumol, Kaonomio Theory and Onorntions Analysis, on. elt. .p. 332.

8. R, Morris, The Economic Theory of 'Managerial' OanitaHsm. London,
MacMillan & Co., 11)64, p. 108.

4. Ibid., p. 2CG,
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This distinction was olear-out insofar as tho difference between management 
and majority shareholders existed. Minority ohareholders were, however, 
seldom in a position to influence company policy and to actively direct the 

course of the business. It could be argued that, as long as management 
satisfied shareholders i their main preoccupation would be :

(i) to ensure continuity of the firm  (and hence perpetuate employment 
of management);

(11) to ensure growth of the assets o* tho Ilrm; and
(ill) to increase the power and prestige of management,

Rtidol maintained that this desire for tho continuity of the firm could not 
be defended as an autonomous objective since, while it explained the desire 
for continuity of an existing firm, It did not explain why a firm had initially 
been established.1

A different commentator, A, Alchlan, has stated that the obsem tiona of 
behaviour that refute the profit or wealth maximizing theory are tho 'facts' 
that some managers incurred expenditure greater than that necessary to 
maximize tho wealth or profits of owners of tho firm. Furthermore, managerial 
actions not conducive to tho greater wealth of stockholders wore taken to bo 
well-established facta." In this regard Hlndloy noted that it had become 

traditional to treat the separation of ownership and control kg raising two 
connected Issues; firstly, whether management hod considerable latitude in 
the attention they paid to the owner's Interest and, secondly, to what use they 
put this freedom.3

HIndley nlso believed that it had generally been accepted that managements 

have hud eon&lderablo latitude and moat literature had concentrated on how 
they could have used tills.

1. Mdol, QD,_olt..p, 36.
2. A. A, Alchlan, Tho Basis of Some Recent Advances in tho Theory of 

Management of the F irm ', Journal of Industrial Economics. XIV, No. 1, 
30-41, November 196G, p. 30.

3. B. Hindley, 'Separation of Ownership and Control In the Modern 
Corporation', Journal of Law and Economy. X1JI(1), 185-221, April 1970, 
p. 220. '



Strong empirical evidence to suggest that the behaviour of many types of 
firms deviated from the profit maximizing ideal was given by Furobotn and 

Pejovioh, Part of this empirical evidence has been given above. The authors 
maintained that what was required was that the concept of Income or wealth 
maximization should be replaced by one of utility maximization and that the 
analysis should take into Account tha effects of ohaogos in property rights In 
resources on the notions of decision makers. Managers could, at some cost, 
engage in discretionary behaviour and divert a portion of the organization's 

pecuniary and non-pecuniary benefits for themselves. They nocesserily 
infringed upon the interests of the owners who might react thereto.1

It Is of course true that emoluments and staff preference were two wcye 
managers could spend funds beyond the profit maximizing rate. This Issue 
was discussed by Williamson, who stated that too preference for larger staffs 
existed as managers' salaries were correlated to the size of the stuff employed. 
His hypothesis can be expressed as the maximizing of managers' utility. It was 
in the Interest of the owners to maximize profits but managers tended to 
maximize their own utility. There were costs of policing managers' actions to 

ensure that thoy maximized the welfare of owners but, If the profits saved would 
be less than the costs of such action, it would bo better to avoid the former. 
Wllliajuson analysed the above by different mathematical models2 and a 

simplified graphical representation of one of these models was given by Furobotn 
and Pejovioh and is reproduced btilow.8

1. E.G. Furobotn and J. Pejovioh, 'Property Rights and Economic Theory. A 
Survey of Recoct L i t e r a t u r e Journal of Economic Literature. X, No. 4, 
1137-63, Deoembor 1972, pp. 1146-7.

2. O.E. Williamson, The Economics of Discretionary Behaviour : Managerial 
Objectives ns a Theory of the Firm. Englewood Cliffs, N .J ., Prontice-HaU 
1064, pp. 38-66.

3. Furobotn and Prejovloh, op. o lt.. pp. 1181-2.



PROFITS TO 
STOCKHOLDERS

STAFF SIZE

Fig. 7,4 The Relationship bcitweon Stookhotdera1 Profit and Stoll
Size as Sourcos of Utility or Pecuniary Income to tho Mnnagar 

In Figure 7.4 the vertlool axis measures profit to the owners (stockholders), 
and tho horizontal axis measures staff (or emoluments).

Curve AA is the feasibility curve portraying the opportunity set of combinations 
of profits and numbers of staff employed open to tho manager. The initial 
positively shaped position indicates that as the number of staff members 
employed Increases, so do profits. Moving across to tho right it con be noted 
that beyond point K, an Increase In staff decreases profits.

From tho manager's point of vtow, fndlffercnco curve ULT reflects a possible 
subjective evaluation of different combinations of staff and profits. Both profits 
and staff numbers enter tho manager's utility function as larger profits or larger 
numbers of staff employed imply greater salaries for managers.

Indifference curve UU shows how, to tho manager, his marginal utility



from an additional unit of [Staff is initially greater than his marginal utility 

from on additional unit of profit but as staff size continues to increase the 
marginal utility of an extra unit of profit is eventually greater to the manager 
than the marginal utility of an extra unit of staff.

In maximizing his own utility, the manager will thus opt for more staff 
as long as his marginal ut.Uty from an extra unit of staff Is greater than his 
marginal utility from an extra unit of profit.

From the above It can be seen that the best attainable operating position 
for the manager la atL where he maximizes his utility function subject to the 
constraint of the opportunity set AA. The vertical distance between L and K 
thus represents the transfer of wealth from stockholders that Is made possible 
through the attenuation of the manager's property rights in the firm. The 
transfer has to be equal to or less than the cost to stockholders of enforcing 
a return to K as otherwise they would do so.

Marris developed the thesis that corporations have developed financial 
incentives which, when applied together with certain functional requirements, 
have tended to stimulate managers to promote organizational growth. Further­
more, when an executive took a decision leading to successful expansion, he 
not only created now openings but he recommended his colleagues and himself 

as particularly suitable candidates to fill them. He suggested that the best 
short description of the motivation induced by social existence in a managerial 
group was that of a drive towards efficient, well-organized expansion associated 
with a persistent search for new opportunities. Those expansion drives would 
not necessarily coincide with maximization of wealth to the owners of the firm .1

A noteworthy hypothesis about the goal conflict between the owners and 
management in modern capitalism was put forward by Monflcn and Downes.
In reference to the difference between risks and rewards, their argument was 

that the self-interest of managers in a manngerlally controlled firm  lay in 
maximizing the manager's lifetime income. This income Included both

1. M arris, on. c i t . , pp. 83, 61, 102.



monetary elements such as salaries, bonuses and capital gains from stook 
options and non-monetery elements suoh as leisure prestige and power. ̂
Due to the separation of ownership and managers, owners have tended to 
become satisfioers and have encouraged firm s to provide a steady Income 
from dividends and gradual appreciation of the market price of its stock. In 
fact, their remoteness from the firm 's actual affaire hove made it impossible 
for them to prose for profit maximizing behaviour.

Two rcisons have been gi-en by Monsen and Downes as to why the behaviour 
of large fi. ms that wore manngerially controlled deviated from the profit 
maximization hypothesis."

Firstly, the large size of such firm s required them to develop bureau­
cratic management structures that could not be perfectly controlled by the men 
In charge of them. In particular these structures tended to provide top 
management with biased information that reflected too strongly the desires of 
those controlling the structure and only partially carried out the orders issued 

by top managers. Those problems existed due to the sheer size of firms and 
would therefore exist in large ownor-managed firms as well ae large managerial

Secondly, ns stated above, the separation of ownership and management has 
limited owners to being satlsflcers rather than maximizers and hence 
managers have aimed at achieving a steady growth of earnings plus gradually 
rising stock prices Instead of maximizing profits. Thus they believed that 

large managerial firms have tended to be move cautious and have spent 
loss money on 'crash' research programmes, have experienced loss variability 

ia profits, have larger expense accounts and hnvo probably grown more slowly 
than they would have done had they sought to maximize profits.

If the above reasoning is correct, It should be possible to demonstrate 
it empirically. A dlffercico in the profitability of owner-controlled and 
manager-controlled firm s was observed in an empirical survey done by 
Monsen, Chiu and Cooley, They defined owner-controlled firms no those where

1, R .J. Monsen and A. Downes, 'A Theory of Largo Managerial F irm s',
Journal of Political.Economy. LXX1II, No, 3, 221-36, Juno 1966, pp. 226-7.

2, Jb id ., p. 236.



one party owned at least ten per cent of the voting stock and was represented 
on the board or in management, or was otherwise known to stockholders, or a 
situation where one party owned twenty per cent of the stock or more. In this 
context 'party' meant on individual family or family-holding company. A 

management-controlled company was one where no single block controlled 
greater than five per cent of the voting stock and there had beon no evidence 
of recent ownor-oontr ‘1,

Twelve industries were analysed and three firms of each control type were 
seiccted from Fortune's list of the five hunarcd largest Industrial firms in the 
United States by sales in 1963. This sample provided data for thirty six firms 
of each control typo taken ovp’* -he twelve-year period from 10B2 through to 
1963. Thus four hundred and thirty two observations for each control type wore 
analysed.1.

The moat Important statistic they analysed was the ratio of net income to 
net worth as tills measured the return on the owner's investments. The moan 
ratio values expressed as a percentage were 12,8 per cent for owner-controlled 
companies and 7,3 per cent for manager-controlled companies I. e, the return 

earned by owner-controlled companies was srvonty five per oo.it higher than for 
manager-controlled companies. This indicated that the owner-controlled firms 
provided e much better return on the original Investment an,; this suggested a 
better managed capital structure and a more efficient allocation of tho owner’s 
resources. The net income to not worth ratio varied by typw of industry but 
by only one third of tho amount of the control type effect. No other effect, 
including tho sizo of the industry or the interaction of control plus industry, was 
significant. The owner- or manngement-control type affected all industries 

voty strongly.2
Hindloy nlso undortool empirical research by investigating the ratio of the 

balance shoot value of assets compared to the stock market prico. The results

1. R .J. Monson, J.S . Chiu and D.E. Cooley, The Effect o( Sopaiation of 
Ownership and Control on tho Porformnnoo of the Largo F irm ', Quarterly 
Journal of Economf s. 83, 435-51, 1968, pp. 438 40,

2. 0?ld.. PP. 441-2.
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of these experiments only produced weak support for the hypothesis that this 
ratio and the dispersion of ownerchlp were related. However, he stated that 
the hypothesis could not be refuted on the basis of the resu lts .1"
7.5 The Legal View of the Firm  and Soolo-Ethioal Considerations Governing 

its Behaviour

An interesting legal view of tho 'raison d 'e tre ' of companies has been given by 
R. C. Beuthin, who wrote as follows :

'The law, it wou-d seem, is content to recognise that a company is in fact 
an association simply of shareholders who have joined together for their own 
personal gain. Their target is profit, and it is on that target that the directors 
must constantly set their sights’̂ .

Whilst the above might be the legal view, in many cases it was clearly not 
the practice of companies and many company directors have openly stated that 
they did not support the above view. Beuthin argued that many directors felt 
that it was their duty not only to satisfy the interests of shareholders but also 
tho interests of employees, customers, trade connections, the local community 
and the nation, bearing in mind that the relative priorities of each would vary 

from time to tim e.S There was little doubt that, in pursuing their daily activities, 
many companW did not consider rurely the interests of their shareholders but 
also considered the various sections of the community.

Beuthin examined the legal rationale of 8 company spending funds on donations 
to chanties and universities,4 In the long run the motivation must be to ultimately 
benefit the shareholders. For example, sponsorship of sporting activities and 
charitable donations must be for the purpuKs of advertising the company's 
products and creating or preserving goodwill to the ul+imrto benefit of shareholders

1. IHndley, on, cit. . p. 220.
2. B.C. Beuthin, T he Range of a Comnanv'fl Interests'. South African Law 

Journal, LXXXVI, part ii, 1-2-1, May 1969, pp. 9-10.
3. Ibid., p. 10.

4. Ibid., pp. 12-74.



Ire a society which has come to expect suoh conduct, especially from the larger 
companies. Donations to universities and scholarships, he believed, found 
their Justification in the fact that they were meant to bring direct advantages 
to the company and its shareholders In the long-term. Beuthin quoted court 
cases in which the view was adopted that gifts to employees were permissible 
if their purpose wore to encourage long service rather than merely to reward 
it.*  Beuthin therefore clearly believed that the legal view of the actions of 
companies was they should be undertaken primarily for their long-run 

profitability to tho company.
Ethical and social motives have become increasingly important in influencing 

business behaviour, especially in recent years. A business cannot run itself 
exclusively on ethical and social objectives, or principally for the benefit of 
the community os a whole. Many companies have, however, come to the 
view that they hove certain basic social responsibilities and, other things being 
equal, they should embark on actions that would be to the good of the community 
In general. Some companies which have made vast profits have believed that,
If they spent some of these profits for the benefit of the community or state, 
they would be less likely to be interfered with by the authorities. The 
phllosopl y was that the state would be more likely to encourage those enterprises 
that could bo observed to act for the benefit of the community. A typical 
account of the attitudes of companies towards their social responsibility is 
available from Interviews hold with twenty five large British companies (twenty of 
which wore in tho top hundred companies In the United Kingdom when ranked 
by capital employed).2 Randomly selected from a variety of industries, all 
tho company representatives Interviewed accepted the general objective

1. Ibid., p. 13. See Wimbledon aod Putney Commons Conservators v. Tuely 
(1931)1, Ch. 190; Hampson v. P rice's Patent Candle Company (1876), 45 L. J . , 
Ch. 437; Hendernonv. Bank of Australasia (1888) 40, Ch.D. 170;
Hutton v. West Cork Railway Co. (1H83), 23 Ch.D. 654.

2. B. Shonfiold, Company Board;:. Tholr Responsibilities to Shareholders, 
Emnlnvenfl and tho Community. London, George, Allen and Unwin, 1971, 
pp. 23-4.



that com p anies sh ould ac t in  a s o c ia lly  re .rwnGible m anner. None of the  

com p anies doubted th a t th e ir  pr im ary  r c u ;/, '..h ility  waa to  be e ffic ien t 

and profitab le  end tim t boiny u oc ia lly  rccpcm eiU o would not a o iv e  a useful 

purpose If tt  h indered t iie se  ovori-"’. com pany ;>«>ak:. '''iioy did r ecogn ize  thau 

so m e  a c tiv itie s  \v !m ' w o re  to tiio beii^ fit o f th e  co'um i;- Ay and w ore  apparently  

n c a -p ro fit  se ek in g  b i Uiu nliort-ru n , mlp).'. !io a  net-eijzinry of lo n g o r-ter c i  

b u sin eas s u c c e s s  and would -J-crcforv in  iv> v.ny coztfik-t v,';-U ti.<j (continuous 

p r o sp er ity  of th e  com pany mod i t :  ab ility  to  m tvo  v .o  bcr.l iiitc v o sta  of its  

sh arehoIdorB ,1-

It, !ias been claimed that the solarimi v/ao morv liircly tl on the
owner-< trepencur to consider (ho claims of Km::;, : oihor tiiai, v.ir.'o of the 

owner. I t .  •: unlikely, however, t"iat tiio pursuit ni" joe’o-ethical renponBiuilitics 
was a fundanui. corporate objcftv/c but it would rutlivr i1'.1 ? ‘jrcondary guideline 
in the light of whici. rious primary actions would have to lie vitrwd. In many 
instances funds used foi fVnations could have liv-en used by oompamcti more 
profitably in other directions, but eompnnUiu have bvlicvcd tiiat the goodwill 
obtained from the community oe a whole more than offset tliin.

It is informative to study the altitude of South Afi lean companies In this 
regaid and as an o-tstanding example of a major company that han involved 
itself heavily with the community, thy South African Breweritx. can be quoted,
In their 1975 annual report the chairman devoted almost a full page to their 

role aa a corporate citizen and in this rotipeut he had the following to say :
'It is i ’ir belief that a Gru^p ouch as ours cannot stand apart from the 

community, and wo are oommitt* *! shouldering - Nr share of social respons­
ibilities and obligations. In the fut'v v, n additi--ii t"  I 'lf.portltif' aport, 
university education and charitable c a u i i i v / r  will vun« <"iitrate our t-fforts more 

forcefully, in the field of technical education"".

1. Ibid., p. 1M.
2. Statement by the Chairman of the South African Braveries Limited, 

Dr. F .J .C . Cronjo, 1978 Annual Report, p. 12.



Kantzonbach, a Gorman commentator, regarded the management of a firm, 
from this standpoint, more as co-ordinators of different Interests and pleasure 
groups than as on autonomous ruler. Within the framework of this co-ordination 
the management would also consider the place of its sooio-ethioai responsibilities.

The managers of a firm could not think exclusively of shareholders. Ther e 
were a number of groups whose Interest had to bo considered:

Therefore in laying down the firm 's objective functions, they must give 
more or less due consideration to the interests of all who fulfil a role - 
employees, owners of capital, suppliers, customers, eto' .

Whereas a firm must consider the various groups that could affect its 
survival and progress, the problem was that actions designed to increase 
the satisfaction of one group (such as employees) might diminish the satis­
faction of another group (such as shareholders). The management of the 

company must therefore continuously make decisions within its framework 
of constraints.
7.6 Special Hypotheses

7.6.1 Sales Maximization 
Some economists have put forward the thesis that the prime motivator of 
business behaviour was to maximize sales rather than profits. To quote 

Baumol :
The evidence for my hypothesis that sales volume ranks ahead of profits 

as the main object of the oligopolist's concern Is . . .  highly impressionistic, 
but I believe it Is quite strong'3. From their actions it appears that a number 
of firms have believed that the maximization of profits and sales were closely 
related to each other and that, on the assumption that all sales were profitable,

1. E. Kantzonbach, 'Soclol Co-ordination of Individual Economic Activities. 
Thoughts on Basic Economic Policy Decisions', Gorman Economic Review, 
7, No. 3, 186-08, 1963, p. 189.

2. P. Kotior, Marketing Decision Making,.. A Model Building Approach, 
London, Holt, Rinehart and Win&tov 1374, pp. 237-ft.

3. W .J. Baumol, 'Business Behaviour. Value 6 Growth’, rev. ed., New 
York, Hercourt Brace & World, 1967, p. 47.



to maximize Bales was to maximize profits. This is, however, not always 
correct, as will be proved below. Nevertheless, it is not uncommon to find 
businesses which have attempted >.o maximize sales of all their products, 
despite the fact that some of their sales areas couid tie proved to be highly 
unprofitable. Baumol argued that, in cooes whore the sales of certain products 
were unprofitable, businessmen would tend to listen to proposals to make them 
profitable.* He found that in many oases, however, businessmen were so 
concerned to maintain a high volume of sales, that they were rcluctant to 
improve profitability if It meant explicitly decreasing sales volumes.

If a firm 's objective were to maximize soles, there had to bo some 
compromise between sales and profit objectives. Naturally, if the maximization 
of sales involved disregarding profit altogether, bankruptcy could lie ahead, 
for sales could possibly be maximized at a price so low that not even variable 
costs would be covered. The compromise between soles and profits waei 
generally a vague one and seldom laid down in detail. Firms in general 

seemed to sot prices at a fixed mark-up on average cost prices.
This led Baurool to the conclusion :
'I am prepared to generalise from these observations and assert that the 

typical oligopolist's objectives can usefully be characterised, approximately, 

as snlefl maximization subject to n minimum profit constraint
In another publication Baumol modified his maximization theory of sales 

and stated that maximization of the rate oi growth of sales revenue might 
be a better approximation to the objectives of the management of many firms 
rather than the maximization of the current level of Bales'*. To support his 
argument, ho pointed out how the publicity material of many firms showed 
their percentage increase In sales each year rather than merely stating 

their absolute amount.

1. IMd.
2. Ibid., p. -10.
3. W. J . Baumol, ’On the Theory of the Expansion of the Firm ', American 

Economic Review. 52, No. 5, 1078-87, December 1962, p. 1086.



A number of firm s have had multiple goals, but those are not always 
capable of being realized, Kotler examined the ease of a firm  that wished to 
maximize both sales and profits. This was seldom possible. He gavu examples 
of coat and demand equations and, In solving those, it emerged that different 
prices were required to maximize sales revenue and profits respectively. 

Kotlov's reasoning is briefly reproduced as follows :
The demand equation is :
Q  = 1 000 -  4 11

and the cost equation is :

C = 6 000 + 50Q
From the above two equations :
Z = PQ -  5
. ' .  Z = -5G 000 + 1 200P -  4P2 

H  = 1 200 -  8P r. o  

P = 150
The profit maximizing price is thus P = 150.
Total revenue Is given by QP:

QP -  1 OOOP -  4P2

= 1 000 -  8P = O

P = 125
The sales revenue maximizing price Is thus P ™ 125, which Is 10.7 per cent 
lower than the profit maximizing price. In both the above orsos second 
derivatives are negative proving that the solutions reached are la fact profit 
and sates r  vtimlzing prices respectively.1

Bamnol also speculated that the goal of the largo business firm  could be 
represented by sales maximization subject to a minimum profit constraint. 
Ho maintained that an oligopolistic firm was in equilibrium at a price where 
profits were equal to a minimal acceptable profit level.

1. The exact exposition is given in Kotlov, ou. c l t . , pp. 238-9.
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Baumol developed hie sales maximization model to Include advertising 
costs and assumed that, unlike a price reduction, increased advertising 

would always increase total revenue. Therefore it would always pay the 
sales maxlmtzor to Increase his advertising outlay until he was finally con­
strained by his profit objective. This meant that sales maximizers would 

normally advertise no lees than, and usually more titan, pr rflt maximizers. 
Unless the maximum profit level were no grontor than the minimum profit 
required. It would be possible for a firm to increase advertising beyond the 
profit maximizing level without violating the profit constraint.1

7.6.2 Multiple Objectives 
In some recent hypotheses the firm has been coneidared as seeking to 
sntl. Ey multiple objectives. These objectives i-wld be called the firm ’s 
goal variables and include such things as profit, sales, market shares and 
employee and community welfare.

It has been observed that a firm with multiple objectives cannot 
simultaneously maximize all of them and thus it has to place a utility 
function over Its objectives and seek to maximize this function. In 
general, the firm must attempt to find a way to convert its multiple 
objectives into a utility formulation that allows the decision-maker 

to evaluate the total effect of alternative policies on Its long-run 
goal-formulation,8

Kotler summarized the position of u firm with multiple goals that wished to 
find nn optimum, marketing programme. The firm would first have to clarify ite 
goal variables and then formulate a utility function. It would also have to

1. W. <f. Baumol, Business Behaviour. Value and Growth, op. c i t . , p. 60.
2. Kotler, pp. clt^, p. 17.
3. ibkL



clarify the marketing decision variables under its control both In the short- and 
long-run and ascertain their effects on the goal variables. It should then project 
the likely levels and effects of the environmental variables on the goal variables) 

and clarify the constraints that would have to be observed with respect to the 

decision and goal variables, it would then arrive at a doolaion that would 

maximize the firm 's utility function. *

7.6 .3 . OthogHtootheieB 

The entire corporate philosophy of a company can very seldom, If ever, be 
summarized by a single objective such as maximization of sales or profits. 
Companies usually have to consider a wide range of Interests and views, besides • 
a set of main objectives, and they usually have o number of minor objectives,
Thus companies generally hove one or more major objectives, but those arc 
usually subject to constraints, Bome of which are in fact minor objectives. A 

number of those other corporate objectives are considered In this section. A 
firm could In fact set its main objectives subject to certain constraints and 
within each main objective it could have a set of subsidiary objectives.

M Jel listed a number of alternative objectives of the firm, ® nine of which 

were chosen from three empirical studies by Hetnen.3 The ten objectives were:
(I) Profit maximization,

(II) Sales maximization,

(III) Principle of rationality,
(Iv) Safeguarding of the firm 's potential,
(v) Safeguarding the firm 's liquidity,

(vi) Safeguarding the firm 's independence,
(vli) Prestige,

(viil) Power,
(ix) Sthleal and social objectives,
(x) Continuity of the firm.

The first two objectives have already been diecusscd In detail earlier In this

1. |b id ., p. 19.
8. Rtidel, on. clt. , p. 30.
3. E. Helnon, 'Das Ziolsystem dor Unternehmung', Wiesbaden, 19G6, quoted 

from l:#dol, op. clt.



chapter and will not be discussed further here. The fourth and tenth objectives 
could be dealt with together and were discussed In Section 7.6.

The principle of rationality was concerned with the maximization of the 
difference between input and ouput values, Irrespective of the aim for which 
this surplus is sought. The principle had a formal character and was indifferent 
to the economic system in which It operated. It was not a primary objective, but 
rather a formal secondary one.

Similarly, the desire to safeguard liquidity could not really bo described as 
a principal objective, but rather a pro-requleite for the survival of the firm and 

hence a necessity to ensure continuity.
KSdel stated that the objective of Independence could have different meanings -  

It could mean the desire to avoid a controlling Influence In the company by 
creditors, clients or suppVers, or it could mean an opposition to mergers in 

which the identity of one part) was usually lost. Whilst Independence was 
essential to the functioning of a competitive system,It could hardly be considered 
the 'raison d 'e tre ' of a firm. Therefore, once again, the desire for independence 
could not be described to be a primary objective of business but rather a 
secondary one.

Power and prestige could be dealt with together as power was essentially 
only a stronger form of the desire for prestige. The power motive was 
undoubtedly one of the fundamental motivating forces of man, and in some cases 
economic empires wore built up by groat ontreper.cure, more for the sake of 
the satisfaction which the exercise of power gave than for profits. The 
Influence of power could bo used to Increase profits. The power motive had all 
the properties of an autonomous objective but was Inter-related to the profit 

motive.
7,6.4 Pricing Policy
Pricing policy Is Inextricably linked up with corporate objectives. A company 

(unless It has an absolute monopoly) cannot formulate its pricing policy without 
considering its competitors or possible substitutes for its products.

I . Rtidol, on. o it . . pp. 83-7.



The most typical pricing objectives nave been described by Lanzllotti as j1
(I) pricing to achieve a target return on Investment;

(II) stabilisation of price and margin;
(111) pricing to realize a target market share; and
(Iv) pricing to meet or prevent competition.

Price-making In any one firm was not usually ruled by a single policy 
objective but the target rate of return has been the moat frequently mentioned 
as a pricing goal, I. o, firms were explicit that their pricing policies were based 
mainly upon the objective of obtaining n particular rate of return on an Investment 
In a given year or over a longer term. In particular, the target rate of return
approach was generally applicable to the marketing of new products (those that
initially did not have close rivals). To quote Lanzllotti :

'It seems reasonable to conclude that the pricing pol.cles are, in almost every 
case, eqvl'-alent to a company policy that represents an order of priorities and 
choice from among competing objectives rather than policies tested by any simple 
test of profit maximization'3.

Under stabilization of price and margin Lanzllotti found that, in good times, 
firms refrained from Increasing prices as high as the market would bear and 
different policies would. In ai y event, load to the entry of new competitors 
anxious to participate in lucrative markets, and this could be to the existing 
firm 's ultimate detriment.

The target market share was found by American researchers to be almost as 
Important as the target rate of return as a pricing objective. In some Industries, 
especially where there was a negligible difference in the products of a firm and 
those of its competitors, companies believed that their prices had to be similar 
to prices charged by their competitors. Pricing policy of 'meeting comp > ,tlon' 
was also tied up with a firm 's aspirations of the market share it desired to

1. R .F. Lanzllotti, 'Pricing Objectives in Large Companies'. American 
Economic Review. XLVIII, No. 5, 921-40, December 1958, pp. 922-8.



capture, A firm had to charge reasonable prices to ensure that possible 

product substitutes did not become more attractive to the consumer.
In respect of the above Lanallotti concluded :
'Hence the target share of the market as a guide to pricing tended to be used 

for those products in which the firm did not, at the outset, enioy a patent or 

Innovative monopoly'*,
7.7 Corporate Strategies
The four factors that would determine corporate strategy may be summarized 
as follows :

(I) market opportunity:
(II) corporate competence and resources;

(Hi) pevoonal values and aspirations; and
(iv) acknowledged obligations to ace, .rents of society other than the 

shareholders,^

The two important aspects of corporate strategy to consider wore its 
formulation and its implementation. Bach of the four components of corporate 
strategy, taken on its own, could lead to a completely different course of action.
In practice the management of a company had to consider their corporate strategy 

bearing all four in mind and making whatever compromises were necessary.

Christenson, Andrews and Bower felt that it was worthwhile for a company to 
lay down strategy and this for four important reasons, namely ;

(I) the inadequacy of sotting goals only in terms of corporate profit;
(II) the necessity of planning ahead in undertakings with long lead times;

(ill) the need of influencing rather than merely responding to environmental
change; and

(iv) the utility of setting visible goals as in  inspiration to organizational.

There were, of course, limitations of planning strategy in too much detail. 
F irstly, It was difficult to make long-term plans with any degree of accuracy.

1. Ibid., p. 933,

2. Christensen, Andrews and Bower, on. c l t . , pp. 109-10.
3. m g . , p. 111.



Secondly, if one were over-dedicated to a corporate strategy, this might result 
in lost opportunity if a company were too inflexible. Moreover, there was the 
inevitability of conflict between the goals of departments within the firm and 
organizational and personal ones. ̂

Different goals might stand In different relation* one to the other and, according 
to Shubik, this was measured In terms of logical consistency, completeness, 
generality, measurability and aggregation.2
7.8 Objectives of Life Assurance Companies
To ascertain the objectives established by life assurance companies, the writer 
studied the Annual Reports and Accounts, Chairman's Statem ent and other 

literature of a number of South African life assurers. In many of these documents 
corporate objectives were either explicitly or implicitly stated. The writer found 
that one company published a document giving its history, marketing strategies 
and a special statement of Its corporate objectives and, whet was of particular 
Interest, how it intended to attain these objectives. ® Presumably It had other 

major objectives which were guidelines for management and not published, but 
it was refreshing to find a company that clarified its thoughts on objectives and 
published these for public information.

The National Mutual's objectives were

To bring to the public outstanding life Insurance, superannuation insurance 
and other financial services.

To meet the needs of people arising out of the financial risks associated with 
life and health.

To provide the benefit of our services to as many people as practicable.
To opc ate profitably for the benefit of our policyholders and, at the same 

time, to make our svrvlees attractive and competitive.
To promote the concept of Insurance in all Its forms and to enhance it in the

1. IbW., p. 113.
2. M. Shubik, 'Objective Functions and Models of Corporate Organisation', 

Quarterly Journal of Economies. LXXV, No. 3, S4B-7B, August 1961, 
p. 383.

3. A pamphlet entitled The National Mutua' Who are They?1
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eyes of the public either air", or in conjunction with other insurance organisations.

To maintain our services at the highest practicable standard consistent with 
our other objectives'.

Most of the above objectives are neither original nor surprlsli#  but are 
ftmdomentiil to the. objective oC c«y itfe assurance company wanting to promote 
Its product to oa wide a market aa possible, to provide a good service and to 
maintain the competitiveness of 'ts  product. In fact, most of the objectives are 

reall) subsidiary to the pritou objectl/e which aoemn to bo that of 'providing 
the benefit of our servt.cea to as many people as practicable' 1. e. to maximize 
sales. To provide a good service, operate profitably foi polloyholdcrs end 

promote the concept of insurance wt-uld aii bo contributing factors to a company’s 
. . »t'ng objective of achieving aa wide a market penetration aa possible.

» b often difficult for a company to set a single overriding objective, 
as • • Atl be of little use In practice and one would virtually have to 

obtain a set of lower level objectives that would place constraints on the major 
objective, However, for a company to embark on a formal planning structure, 
matters would be facilitated by adopting a single overriding objective.1

There are three major interested parties in any proprietary company 1. e. 

shareholders, policyholders and cmployeen (and the latter two arc the only 
Interested parties In a mutual company). Market forces would tend to ensure 
that employees were adequately remunerated and, whilst companies ensured 
that they oared for their staff, thay could not have a publicly stated single 
objective to place the interests of their employees abov« all other parties.

Non-profit policyholders have tholr Interests satisfied, provided tho 
company fulfilled i'.s contractual commitments. Thus the paitles whoso Interests 
should bo maximized were tho shareholders and the witli-profit policyholders 
or only the latter in tho case of a mutual company.

1, B.C. Llvesay, 'Corporate Planning In a Proprietary Insurance 
Company'. A mimeographed Paper presented to the Institute of 
Actuaries Student Society, London, on January 20, 1973, pp. 3-1.



7.9 PoBBtblo Oblectivps of Life Offices
It Is of Interest to compare wbot, in theory, tho objeotlvea of a life aasuranoe 
company could be nnd what, in praotico, they are and to tbserve what their 
published atatemoRta imply thdir corporate phlloeophy to bo.

The writer listed what, in Ilia opinion, tho corporate objective, uf a LlCe 
company could bo. A large number of major and minor objectives could be 
listed and most companies would have ono or more of these objectives in 
thale owa corporate philosophy. Some objeotlvea are poouhnr to proprietary 
companies but thti majority of those aro applicable to both proprietary 
and mutual companies.

Included In the objectives o! a life aseuranec company tlic following may 
bo found :

(I) to maximize profits tc shareholders;
(II) to moximize assets 1. o. strive to be larger than other companies;

(ill) to maximize sales i . o. each year to report higher now business

figures;
(iv) to maximize tho wotfnre of with-profit policyholdors I.e . 

pay them os large benefits as possible;
(v) to be of service to the country as a whole by educating the public 

on tho benefits of life assurance and selling this to themi
(vl) to maximize the welfare of its staff;

(vli) to keep expenses at u certain maximum levelt
(vlii) to Inereane shareholders' dividends at a certain rate each year;1,

(ix) to remain an independent organization and hence free from control 

and lntartoronoe,l
(x) to provide employment opportunities-

(xl) to givo an excellent service to both Its policyholdors and tho persons 
who market Its product;

(xll) to mobilize savings via life assurance and invest those for the 

benefit of the community as a whole;
(xlil) to train their staff as well as possible so that they can be more 

competent In their jobs and hence Improve their serviced to policyholders and

1. Objective (vlii) Is closely connected to Objective (i).



marketing officials,1 and
(xlv) to further specific community, cultural, educational and sports 

or philanthropic onuses.
The Life Office Management Association of America (L. 0 , M, A .) definition 

of 'objective1 in regard to a life insurer is :
'Brond or general corporate missions or results to bo achieved over a stated 

period of time (can be a long poriod), usually in conjunction with a formal plan, 
and directed toward such measurement factors as growth in sales, &hare of 
market, profitability, return on funds or other agreed-upon yardsticks of 
performance'2.

A number of the above cannot really bo described as tibjectlvoa us auoh but 
are almost incidental to the very fact of being in the life assurance business in 
the firs t place. For example, if a company Is a proprietary one, It is 
axiomatic that they wisli to operate profitably, Any company must provide a 
certain level of service In order to operate In life assurance which Is essentially 
a service Industry; they must train their staff In order that they can carry out 
tholr jobs. It is logical that expenses must be kept within reasonable limits 
or olae profits to policyholders and/or shareholders will bo decreased. A 
company must treat Its staff reasonably well, otherwise It will lose them, to 
other companies.

In essence a company must therefore have certain major and minor objectives, 
and a number of so called 'objectives' of companies are nothing other than the 
means by which they intend achieving their objectives.

One could take the example of a company that markets its products only 
through independent Intermediaries and has, as Its major corporate objective, 
the desire to maximize its new business production. St would almost certainly 
wish to train Its staff well and pousibly have tl’o most competent and motivated 
pooplo to service these iTftermetilnrios.

1. Objectives (xi) and (xill) are intor-related.
2. An Introduction to Annual and Long Range Financial Planning, Financial 

Planning and Control Report No. 5, New York, Life Office Management 
Association, July 196G, p. 8.



It may wish to give an efficient atid speedy service. The latter two cannot 

really bo described as major corporate objootivoa but are the means by which 
the company wishes to attain Its objective of maximizing new business production. 
Undoubtedly the company would set internal plans and goals in regard to staff 
training, standards of service and computerization, just as It would have to do 
in regard to the competitiveness of the product it offered and its image In the 
market.

'Objective' fourteen above cannot ever ho regarded as a corporate objective, 
as a life company exists for its iWicyholdors, shareholders and its employees 
and is not a philanthropic organization. It m v  donate money to educational 
and cultural causes to improve its imago ii. • mmunlty ae a whole, who 
could then see the 'good deeds' of the comp nee be more receptive to
buying life assurance from them i .e . the. • .nations should be regarded as a
form of advertising.

An example of the differentiation between objectives and the means of 
attaining these is given in the statement below :

'As a mutual company our ultimate responsibility is to our policy owners. 
These roponsibitlties start with the sale of insurance; they are sustained by 
continuing service to the specltd needs of each policy owner, by prudent 
Investment of funds entrusted to us, and by maintaining efficient operations; 
they are discharged by payment of proceeds an benefits to our policy owners 
and beneficiaries

This statement referred to a hypothetical mutual life asflurer whose objective 
and hence its responsibility was to its policy owners. Marketing, investment 
and servicing were the means by which they ensured the fulfilling of their 
responsibilities,
7,10 Some of the Objectives of Life Qfficos as disclosed In their Published 

Statements
7.10,1 General Objectives 

This section deals with the objectives of life offices no actually disclosed In their

1. Creating a Corporate Plan for a Life Insurance Company. A Case Study, 
% innnoial Planning and Control Report No. 17, Now York, Life Otfico 
Management Association, July 1970, p. 9.



annual reports, chairman's and directors' statements. In terms of the Fourth 

Schedule to the 1973 Companies Act, as amended, a company registered under 
the Companies Act has to supply audited rtoounfa to the Receiver of Revenue. 
Public companies must also lodge audited accounts v/lth the Registrar of 

Companies. A directors' report, dealing wiln every fact ami circumstance 
material to an appreciation of the company’s affairs by members, must bo 
produced unless the company Is a wholly owned subsidiary,

Under the 1943 Insurance Act, as ambnded, every registered Insurer 
has to produce audited accounts to the Registrar of Insurance within six months of 
Its financial year end. Even though there is no legal requirement to produce a 
chairman's report, In practice most companies do bo, and use this report as 
a promotional document, it was sometimes attached to their annual accounts 
and attached notes (often denoted annual report) although it was also frequently 
distributed separately. Some insurance companies issue very comprehensive 

directors' reports with their accounts ana omit the chairman's report. The 
most explicit statement of corporate objccttveo was found in a pamphlet issued 
by the National Mutual and this was discussed previously.

The vlow of the three largest mutual companies lu South Africa is clearly 
shown In the statements below .•

'A prime objective of the Southern is to provide policyholders with the host 
possible return on titclr money and by judicious investment of their funds, the 
Southern generates profits solely for their benefit'\

The very reason for the existence of the Society is to pay the proceeds of 
policies to members or their beneficinrloh when the need for which provision 
has been made m aterialises,2.

'As a mutual life assurance company Snnlam belongs to its policyholders'®. 
'We arc resolved to continue in our effort to secure for our policyholders 

ttto mvxlmum profits . , . ,4

t .  Statement by the Chairman, Mr. GHvo Cordev, in an Introduction in a
booklet on Southern Lito'n Now Quality Plans, November 1972.

3. The Old Mutual, Annual General Meeting 1070, Chairman's Address.
3, Snnlam, Chairman's Report, 1970,
4. Snnlam, Chairman's Report, 1907.



The message from the statements Is clear. A mutual company belongs 

to its policyholders and the major objective of a mutual company is to 
maximize the benefits it can give to them. In trying to achieve this major 

objective, a mutual company will also have several minor objectives and 
probably havo objectives in regard to the community as a whole.

In regard to the service It extends to policyholders, Sanlam has formulated 
an objective for Its staff who serve its policyholders1 interests. This objective 
Is 'Grow by Serving

In the statement of Sanlam's Chairman, the above motto Is elaborated 
upon as follows :

'The hotter our policy is designed and adapted to the needs of each 
policyholder, the more efficient our som co, the hotter wo inveat, the better 

the resulting product we can offer our policyholder'".
This quotation illustrates qulto clearly the inter-relationships between 

objectives, investments and marketing.
If reference Is mode to the object!/os as disclosed by the National 

Mutual, it can bo observed that they extended to the provision of benefits of 
their services to as many people as practicable 1. e. far beyond the realms 

of thclr existing , olleyhoMors. Some mutual companies believe that It is 

their role to provide life assurance on as economic r. basis as possible to 
the community as a whole. They believe that, with part ol their funds, they 
can promote projects which are In the public interest such as road safely, 
education, universities, medical research and municipal and government 

finance. Companies believe that they have a dvty to their staff to offer them 
security and long-term careers. The above are amongst the additional 
objectives that govern the behaviour of mutual life assurors and many of 
these factors are also very Important to proprietary companies.

1. Sanlam Chairman's Statement, Sunday Times. March 31, 1974, p. 20.
2. Ibid,
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7.10.2 Social RoBnonBibilltios of LtfeAaaurara 

Companies are also becoming move aware of their social responsibilities and 
many embark on activities that are not In their short-term Interest hut should 
be to thotr long-run benefit. An example of the above can be quoted :

'We take the view that long-term growth la only possible for an organisation 
which is aware of and responsive to its total responsibilities. Growing side by 
side with the essential concentration on profitability must bo an awareness of 
corporate social responsibility and a realisation of the neou to reconcile these 
apparently conflicting itii as'1.

To illustrate the above, the Chairman ot the Legal and General po'ntcd out 
that, as one of the largest shnru’iulde *« in the Distillers Company in the 
United Kingdom, they wore tho fu'at .miuranct iv-nipiiny to publielv support a 
more generous settlement to the families of thalidomide children." The 
Increased offer which woo accepted was obviously at the expense of short-term 
profits of the DlstUlcia Company (and hence pro i*Qta of Legal & General) 
but was believed to bv in die long-term interests of tho PharrlmldOM of tho 
DiBtllloro Compani;. Tiu-re was, of course, also a legal isaue involved in the 
Distillers Company offering eomiHflsatlon,

Wien life assurors made contributions toward! projcctP ouch as medical 

research and road safety programmed, they were donating money fov the benefit 
of tho community as a whole and were nltowlng their sense of social responsibility, 
in many eases, however, they wore also acting in tho long-term interests of tho 
life assurance industry an a whole.

For example, In the ChalmmVo Report of Hanlam for the year ending 
September 30, 1971, tho high motor accident mortality rate of young South 
Africans of around ago twenty five was dlwuasod, as was the high death rate of 
policyholders over ago forty five from heart ailments and other diseases of tho 
circulatory system. For thin reneon Snulnm had spent largo suras of money 
promoting road safety and also agreed to sponsor the C .S.I.R . and tho Medical

1, 197b Report and Accounts, Legal & General Assurant, i Society Limited,
United Kingdom, 1972, Chairman's Statement, p. 14.
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1. 1972 Report and Aeenuntn, Legal & General Aasuraneo Snoiety Limited, 
XTnited Kingdom, 1972, Chairmnn'o Statement, p. 14.
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Research Council's joint research on coronory heart diseases. They also 

donated large sums to the medical research programmes of universities.
Of course, it la not only Sanlam that hove made such donations. Several 

of the other large Insurers have done similarly nnd, In particular, reference 
can Iks made to the contributions made by the Old Mutual, as the following 
statement lliustrutus

'Most important ot all your contributions to the common welfare have been 
your grunts for research and education, particularly to universities which have 
already received more tlun R1 000 000. All our aavin;;s can only be of value 
to the community If our pooplo arc properly equi^icd spiritually and in every 
other reopcet. The country thanks y o u '\

In the casv of Sanlom they may nlnu have originally had far broader objectives 
than simply the concept of life afiQitranco. Sanlam'o motto in :

'Uit die volk gebore onx die volli tn dlen'1*
Sanlom started to embody the ideal to holp the 'Afrikaner Volk’ gain a foot­

hold In the commercial and Industrial lite of South Af'-lea.
'Sanlom has now achieved itu objective of netting AlriUtians buoineaa on Ita 

fcot, in the pvotCQQ the whole oeonomy has benefited'".
7.11 Mutua_l_nnd Proprietary ComtmnloiiJ'onmnwl4 
The behaviour of a mutual life assurer cannot, In the opinion of the writer, 
bo explained exclusively on the nrouiulg that it exists only to maximize the 
benefits of ita existing policyholders. It was shown that, duo to the technical 

nature of the business of lifi asuuianco and the rcsew ea and ourpluaea that 
have been OL-eumulnted in the pnut, the existing policyholders of a mutual 
oompany would be better off If It ceased to write new buulnoro

1. Mr. A .J. Basaon, President of the South African Agricultural Union, In 
seconding the motion for the adoption of the Annual Report and Financial 
Statements of the Old Mutual for the year ending Juno 30, 1074.

2. 'Snnlam Survey1, Supplement tu Plnaneial Mall. November 20, 1071, p. 4,
3. Ibid.

4. There la no aut-iorltatlvo literature on the eomparlBon between mutual and 
proprietary companies. The subject Is, however, examined from an 
empirical approach In Chapter 8 and from a mathematical approach in 
Chapter G.



Most of the mutual companies have built up sizeable reserves over the years 

and the. market value of their assets is usually substantially greater than that 
shown in their published balance sheets. Furthermore, their liabilities have been 
valued on the relatively stringent minimum valuation basis laid down by the 
Insurance Act. If those mutual companies were to ctinno writing now business, 
they could virtually chmlnato all their nmv busineaa expenses and probably 
close many offices and uortainlr substantially decrease their number of employees. 

Duo to the nature of a closed fund, their total assets would fltill insrease for 
several years in tin? future as income exceeda outgo. However, an pollelo. 
mature, arc surrendered or policyholders die, the funds woul-1 ovontually start 
to decreaso. Once tt iund diinlnishct), the mtinnyorit no nvrt! to keep 
suhQtantlal resoi ves for future eimtiiitWiielefi and those zilrcn-ly iwilt up could 
be steadily released to those with-prvt'it pollvyhoUtotM xvho.io pulleivti become 
ehlm s. Furthermore, as policies terminate, the liability v ihiatlon etrains 
would also gradually be released. Over the years: it would bo found that the 
wltli-proflt policyholders In a reasnnobly managed closed fund would obtain 
better benefits than if the company continued to write new huuincsa.

With inflation at Its hifih current levels, the new liiiofneso figurep being 
written by many eompanleQ are Increasing autrttantially each year. The very 
nature ol the statutory valuation system whereby lno<>n«' In the first year ip 
substantially less than the combined total of cxpenocEt and eoiaimiioiop paid, 
death claims and valuation reserves that have to be sol up cause financial 

strains on the surplus of companies and hold back surplus for future Renerntloiia, 
Furthe rmore, aa a company gi-ows, It needs larjjer reac-wtjfi for enotlnfioneicB 
and fluctuating asset values, and therefore an expanding fund hot! to adopt ft more 
cautious und conservative policy than a fund that io wimUni; iU»v.n.

The above philosophy would, of course, not be accepted by the managers of 
mutual Ills assurors who would confirm that tlu.tr objectives are wider than 
merely that of maximizing benefits tor existing polieyholdorti.1

1. The argument tlevelypoti above was aniilyned In greater detail in 
Chapter <3.



It has been observed that, in addition to wanting to serve the best interests 
of their existing policyholders, mutual companies also wish to bring life 
assurance within the reach of as wido a body of people as possible.

This also implies a corporate objective to maximize sales and hence as an 
automatic consequence to increase their assets. By attempting to improve their 
products, invest better, offer a superior service, by more intensive marketing 
and by decreasing coats they arc effectively trying to attain a number of objectives.

The annual reports of virtually all life assurance companies have tended to 
highlight the Increase la now business figures, growth in assets, Increase In 
Investment income, payments to policyholders and In the case of proprietary 
companies, dividends to shareholders. It therefore nppwes that growth In now 
business figures i. c. sales and assets are possibly major corporate objectives.

In a proprietary company one would certainly expect a corporate objective 
to be to steadily increase the earnings of shareholders o r possibly even to 
maximize them. One would not, however, expect n proprietary company to 
publicly state that Its major objective was to maximize the return to shareholders, 
as this could bo interpreted,by those who wish to do so,that this could be at the 
expense of wlth-prolit policyholders. It would bo more acceptable publicly to 
talk of an increase in both the return to shareholders and policyholders and 
to have the Interests of both parties very much at noart as the following 
statement Illustrates :

The operating and surplus account reflects a substantially higher operating 
surplus which has enabled the company to continue its impressive record of 
consistently increasing rates of bonuses to participating policyholders, whilst 
at the same time Increasing its dividend dlatzibutlon to ordinary shareholders 

A number of proprietary companies hove stated that their philosophy was that 
of a profit partnership between policyholders and shareholders, and particularly 
so In relation to investment United assurance policies. In those policies a 
special Investment portfolio was usually formed and the premiums from 'linked 

policyholders' wore Invested therein. Usually ninety per oont of the investment 
Income (not of income tax and a management fee of usually 0,5 per cent per

1, Liberty Life Association of Africa Limited, D irectors'Report for the 
Year ended December 31, 1072, p, 2.



annum) was triM'ifurrcd to thu polloyholdcio as wsli ia  ninety to one hundred 
pur cent of the capita! appreciation. 1 he Investment purtnershlp wns thorefove 

apparont on the basis thnt the pollfyholdors mM'lvvd nlnv viim! for ovoi'.v chk- 

ruml Uiat wont to ahnrchotdorti and, furthvrmorv, :in ahuvvlioldcrs obtninod U’li 
per cunt of total net Income, tlio higher the net fneome, the higher the return 
to policyholders and hcnco the higher the return to shnreholders i.e . it was to 
tlie benefit of sliarcholdoref that th« maximum poi.'s-tliie return was earned for 
policy'toldcrs.

On non-ltnked pulioloa a slniifur position prevnllod, aa it was usual to find 
in the articles of association of n ptoyrlotary company that at least ninety per 
coin of tJii> surpluo earned from that elnse of business must be oltocated to Its 

with-profit policyholders. The company must therefore aim to maximize total 
surplus and hence maximize the return to both policyholders and shareholders.

It appears that virtually nil Ufa assurance companies (both mutual and 
proprietary) have tried to increase their volume of aides each year as the 
following statement shows :

’Sustained good growth In volume of business is, of eouvoe, essential to 
any institution it it is to remain vigorous and retain the competitive urge that 
is vital to the goat of providing good value for money to Its clients and members. 
However, growth to bo justified In the interests o»‘ polie.vboldore must not, 
through on oxseznivfl over-taxing of reserves, prevent the institution from 

maintaining Its standards of profitability.
It Is Shufl the aim of your Board of Management to maintain a rate of growth 

thnt will nor impair profitability, and i otti pleased tv fu<y the,., the rosulis 
achieved over the pat-t year once again demonstrate the success of this policy'1.

The above statement by the Chairman of the Old Mutvnl clearly illustrates 
how profitability can be Important to a mutual company as welt as to n 
proprietary one. We have seen that the mutual company acorns to have an 
objective to maximize the welfare of Its with-profit policyholders to whom It 
belongs, whereas the proprietary company has to consider both the interests 
of its with-profit policyholders and its shareholders.

1. Chairman's address by Brigadier Q.C.Q. Wordmullor nt the 1073 
Annual General Mooting of The Old Mutual.



Theoretically one would consider that proprietary companies were more 

profit-motivated than mutual uompanles. There la, of course, the important 
factor that the management of proprietary companies were answerable to 
shareholders, and this tended to keep their management dynamic, cost- and 
more profit-conscious, whereas in a mutual company management was 
baelmlly answerable to Itself (although In theory It Is responsible to a board 
of directors, elected by with-profit policyholders, who were generally not an 
organized body and hence. In fact, the directors tended to b-) elected by 
management who recommended them). In addition, the mutual companies in 
South Africa arc generally the older comonnles that have built up substantial 
reserves over the years and the view has been hold that this liziti made their 
management more complacent. By contrast the proprietary companies have 
generally operated for a far shorter period and have hence not built up such 
reserves and have therefore been forced to bo more conscious of every aspect 
of managing their operations.

The mutual companies generally consider that they offer bettor value for 

potential policyholders as they do not have to service the capital of shareholders. 
The proprietary companies generally consider that they are more competitive 
in that they are tightly controlled In being responslole to shareholders, they are 
more dynamic innovators and the profit partnership concept ensures a good 

return to would-be policyholders.
Mutuol companies have claimed that, as they were 'owned' by their with- 

profit policyholders, all their surpluses belonged to their policyholders. In 
practice, whilst l,ns might bo true, they have not distributed all thefo surpluses 
to with-profit policyholders but have retained a considerable amount of surplus 
to strengthen their overall reserves and help Increase their financial stability. 
Prudent life companies must attempt to build up sizeable reserves over the years 
and the difference between the published vnltro of assets and liabilities, together 
with the hidden reserves, are known as the 'estate' of the office. The established 
mutual companies all have largo estates and these have boon accumulated over a 
period of many years In tiio past. As a company expands, it needs a larger estate 
to allow for contingencies, variations in the market value in Its assets and 
catastrophes. A mutual company can only Increase the size of Its estate by



adding to it from growth in Its current estate and from surplus generatbd, where­
as a proprietary company can add to its estate quite simply by Increasing '.to 
shareholders’ capital. Some proprietary companies have therefore argued that 

it wan better for a policyholder to allow part oT the surplus to be used to pay 
dividends on shareholders' capital rather than to have to provide all the 
capital in the first place, as would be necessary in the case of a mutual company. 
Furthermore, in the Articles of Association of proprietary companies, with-profit 
policyholders arc normally guaranteed ut least ninety per cent of the surplus 
that arose from their class of business, and in the vaoc of contracts linked to 
managed investment portfolios (linked busir.-sa) the policyholder usually had a 
contractual guarantee as to the percentage of Investment income and capital 
appreciation that was distributed to him.

Proprietary companies haw to produce profits for shareholders on a year- 

to-year basis and are constantly made profit-conscious because of thin, whereas 
the profitability of mutual compaulos is manifested in the bonuses they are able 
to pay to their with-profit policyholders and, ao substantial surpluuos are kept 

In reserve, the profitability pressure should not be as groat. This greater 
awareness of profitability by proprietary companies does not necessarily moan 
that they will offer a better contract to prospective policyholders than mutual 
companies.

The management of the company concerned is in maty ways, more relevant 
in determining whether the company is dynamic, an innovator and profit- 
motivated. There arc aome proprietary companies that offer foettoi prospective 
returns to policyholders than mutual companies and vice versa.

What has been demonstrated above is that profitability is important to both 
mutual and proprietary companies, although theory may have led us to believe 
that It would only be Important to proprietary companins. It Is the objective of 
both mutual and proprietary companies to offer attractive benefits to their 
policyholders, as this will enable them to successfully attract more new business 
in the future, It appears that competition In the desire to obtain more new 
business has forced the overall objectives of mutual and proprietary companies 
to bo more similar than one may havo assumed.

The effect of the influence of competition on corporate behaviour and objectives



also depends on the method by which companies marketed their products. If 
a company marketed its policies through independent brokers who were in a 
position to Judge the competitiveness of that offico, competition would be 
essential to the company in influencing their objectives, premium rates, 
target investment returns and profits distributed to policyholders. Competition 
would not be expected to play as important n rolo in influencing the objectives of 
an offico that marketed its products exclusively through its agents who 
were employees. However, even in this case the company would try  to have 
reasonably competitive product# as otherwise they could find their agents in 

competition in many instances with other companies and losing new business 

sales to them.
The writer beliovcs that proprietary com pares, in being continuously 

answerable to their shareholders, aro more motivated towards profitability 
for both their shareholders and their policyholders, and should therefore 
be more dynamic in their development. There aro undoubtedly some very 
dynamic and well-managed proprietary companies In South Africa. However, 
despite the lack of the motivating feature of being ans'-'erablo to shareholders 
in the case of mutual companies, there are some mutual companies that have 

performed very well indeed for their with-profit policyholders and have been 
managed efficiently and economically. Currently n large number of linked 
insurnnee policies are being marketed in South Africa and the most important 
f/iotor in determining the ultimate maturity or death benefit to the policyholders 
is the investment expertise of the insurer. This depends on the company 
concerned, and could vary considerably from insurer to insurer in each 
category.



CHAPTER 8
CORPORATE OBJECTIVES OF SOUTH AFBICAN LIFE ASSURERS :
AN EMPIRICAL INVESTIGATION 
8, [ Introduction
To obtain evidence on Ufo nssuraQco companies' corporate objocttvea, a detailed 
questionnaire wos sent to the executives of thirty Ufa assurance companies 
operating In South Africa (a specimen of the covering letter la given in Appendix 1 
and a copy of the questionnaire in Appendix 2). Copies of the questionnaire 
were posted to all companies whose total assets, ns reflected in the report of the 
Registrar of Insurance for the year ending December 31, 1973, exceeded 
R5 000 000.1 A total of fifty seven life companies was listed in the report2 but 
since its publication, two of these had merged with other companies and thereby 
reduced the total to fifty five as at the date on which tho questionnaire was 
distributed.15 The total assets of these fifty five companies, as at December 31, 
1973, were 1*3,832 billion, while tho total assets of tho thirty companies to 

whom the questionnaire was sent amounted to R3,848 billion as at the same date, 
o r 99,12 per cent of the total assets of all life assurance companies,*

The questionnaire was sent out in November 1974 and the companies were 
requested to render their completed returns by January 31, 1975. Only eleven 
replies were received by that date and reminder letters were sent to tho remaining

1. Registrar of insurance, Thirtieth Annual Report, year ended December 31,
1973, RP 01/1074.

2. This excludes the seven professional reinsurance companies listed na the
questionnaire was confined to direct life assurers only. As at December 
31, 1973, the total assets of tho reinsurers were R49.86 million, or 
1,27 per cent of total Industry assets at that date.

3. Not oil these companies were still actively writing life business and,
as at June 30, 1974, there worn only forty-four companies licensed to 
transact new life business.

4. Itugistrar of insurance, Thirtieth Annual Report, on. o it.. pp. 24-S.



nineteen companies requesting their early replies. Additional letters were sent 

to two of the larger companies as their views were considered to he of particular 
Importance.

Completed questionnaires were finally received from nine companies: four 
mutual and five proprietary companies, three being South African-controlled 
and six foreign-controlled. Nine companies advised that they wore not willing 
to complete the questionnaire for various reasons. Two of theee believed that 
the information required was too confidential; a third company was being 
reorganized and therefore commented that there was little merit in replying 
and yet another company explained that, being a subsidiary of a British company 
which sot objectives in the United Kingdom, they preferred not to participate 
locally. The remaining twelve companies did not reply to any of the correspondence 
addressed to them.

Even though replies wore received from only nine companies, it was 
considered meaningful to analyse them, as they included the views of five of 
the seven largest life assurance groups in the country, In addition, the 
approximate combined assets of the companies that replies amounted to seventy 
four per cent of the total assets of the industry, while their total annual premium 

income represented sixty seven per cent of the total annual premium income 
of nil lifoassurers.1

Therefore, In relation to total Industry assets and annual premium income, 

the offices that replied represented a very important section and their views 
could bo regarded as representative of the opinion of the industry as a whole.

Many of the offices requested that their replies bo treated as confidential 
and although they permitted the information contained therein to be used for 
an analysts of life assurance corporate objectives In general, they wanted to 
ensure the anonymity of their companies In the analysis, The ensuing summary 
has been done in such a manner as to honour these requests, although the 
sources of information of statements appearing in documents available to the 
public have boon given.

1. M d ., p. 12.



8.2 Roplios to Questionnaire sont to Thirty Llfo Asaurora

8.2.1 Stntletioal Informntlon of the Comnnnlos Raplvlng
The replies to the first section of the questionnaire dealing with statistical 
Information are summarized below.

Completed replies were received from nine oorapaotos, four of which were 
mutual and five proprietary, three being South African and the balance foreign- 
controlled, Returns were received in respeot of a variety of year-ends ranging 
from December 31, 1973, to December 31, 1974. Since one International 
company that replied only quoted Its Group's world-wide assets and premium 

Income, total assets and total premium income figures were quoted from the 
Registrar's reports to ensure oonelatenoy find also to obtain comparable total 
asset and total premium income for the life assurance industry as a whole from 
an official publication. The total assets of the nine companies as at the year 
ends given In the Registrar of Insurance’s Thirtieth Annual Report were 
R2 847 million or seventy four per cent of the total assets of all life assurance 
companies. As at the same dates, the total annual premium income for the 
nine companies was R411 million or sixty seven per cent of the total premium 
Income of all life assurance companion.1

8.2.2 Cornornte Qhteotlves
Having dealt with the statistical information supplied in the completed 
questionnaires, it was considered appropriate to deal with the re s t of the questions 
on an individual basis :

Question 2.1
Has your company established clear corporate objectives?
Renlv
All nine companies answered 'yes'.
Question 2.2
If they are documented, In what form are fchay? Arc thoy, for  example, 

in a leaflet form, given in annual reports or kept confidentially for information 
of top management only?

1. IMS}., p . 12.



Eggk.
One company stated that their corporate objectives were well known but 

not published. All the other companies disclosed that their objectives were 

published, but the format In which they were available varied considerably. One 
company's objectives wore laid down in their Memorandum of Association, whilst 
a few companies documented their objectives and circulated these to senior 

and middle managers. In one oaeo this document was available to any member of 
staff who wished to see It. Two companies gave talks or handed a statement of 
their business philosophy to new members of staff i, e. they discussed their 
corporate objectives as part of a staff induction procedure. One company 
qunntliicd tholr corporate objectives In top management reports that were 
reviewed monthly at general management level and quarterly at middle 
management level.

In a few companies, corporate objectives and philosophies wore partially 
or more fully disclosed in annual reports and chairman's statements.

Question 2. a

If your corporate objectives have boon established and onn be disclosed, 

what arc they?

Efip.ly
This was the most comprehensively answered and the most searching 

question, as the answer embodied the fundamontol reasons for a company's 
existence. The replies wore quite varied, ranging from the desire to servo 
the community as a whole to maximizing profits for shareholders. A summary 
can be given as follows :

One company considered its objectives as being the assurance of lives, 
the granting of annuities and all other oognato business,

Another company's long-term objective was to strive for excellence In 
respect of growth In premium Income, assets, payments of benefits to policy -  
holders, profitability in terms of value for money to policyholders and client 
satisfaction In regard to service and benefits received.

A few companies aimed at the maximization of premium inoomo growth In the 
long-term and of the expected and actual return on tholr investments ne well as 
to minimize expenses consistent with efficient services to policyholders. One



company stated that its long-term objectives were subject to giving their 
policyholders value for thoir premiums at least comparable to that offered by 

the industry, and also that they would avoid practices which might be advantageous 
In the short-term but would he detrimental to policyholders in the long-term.

One proprietary company clearly expressed its corporate objectives as :
'In general terms, to provide the best possible financial services to the 

community in the form of life assurance and general insurance contracts, having 
regal'd to the Interests of shareholders and staff and tho company's responsibility 
to the community.

In practical term s, our aims are to achieve :
(I) the maximum expected return on invested funds,

(It) minimum expense ratios consistent with effiulont policyholder
service;

(ill) efficient underwriting risks;
(ivl expansion ol our marketing activities to tho extent that this can

bo satisiactorily reconciled with (1), (H) and (ill)'.
One company had a general view that they should provide the best possible 

iinaneinl services to tho community in tho form of life assurance, having regard 
to the interests of shareholders, staff and the company's roponoibllity to tho 

community aa a whole.
One of the proprietary companies' objectives was to maximize sustainable 

growth of contributions to thoir profit and losa account subject to keeping 
resources employed at an agreed upon level, fulfilling the reasonable expectation 
of policyholders, maintaining a good reputation as a public company and a good 
relationship with their staff.

An interesting view was that of one group whose objective was to supply an 
overall investment and savings service with n complete range of insurance services 
as its foundation. Their underlying principle was to ensure that each.
Individual policyholder and Investor enjoyed their rightful share of tho benefits 

of the Investment of his funds. By establishing a partnership principle of profits 
between shareholder and policyholder, they believed this would ensure tho 
maximum return for both policyholders and shareholders.

Yet other views were to attempt to provide life assurance services to as



many people as posalblo, to oporato pvofltniily foi' jwlicyholdors, to mnlco tholr 

sorvioea utlractivo and competitive, to offer n high stimdnrd of acivice ami to 
promote the concept of life assurance In all Its forms and to enhance it la the 
eyes of the public.

Question 2.4
What do you believe Is the fundamental reason for your company's 

existence?
Kcply.

One reply given was the fulfilment of the basic need of man for security 
for himself and his dependants in the event of death, disability or old age.

Two companies considered that the fundamental reason for their existence 
was the provision of financial services with a profit motive, whilst another 
view was to provide the best value for money in life assurance and pensions, with 
special .•mphasis on value for money to profit-sharing policyholders.

One large proprietary company commented that the fundamental reason for 
their existence was more closely linked with the provision of investment services 
than purely to provide life assurance cover and they stated the following views i 

’Our basic objective is to cater for South African public demand by supplying 
a greater and more discriminating overall Investment and savings service with 
a  full range of Insurance services as its foundation. These services will be 
provided within the framework of the dynamic South African economy with Its 
Increasing need for more sophisticated investment and savings facilities and far 

more equitable participation on the part of the public In the M l benefit of the 
dynamic Investment potential of the country. Those services will also bo 
provided with the full backing of the accumulated assets and know-how of our 
world-wide associations and connections'.

8 .2 .3  Mnximlr.atlon livnothases
Question 3 .1
Does your company aim to maximize profits as a corporate objective?

B s n k

One mutual company replied In the negative, whilst another stated 'not 
exclusively'. A third mutual company aimed to maximize the return to tholr 
participating policyholders within certain constraints.



Four companies, Including one mutual company, answered In the affirmative. 
One proprietory company aimed to maximize n sustainnble growth of contribution 
to its profit and loss account, whoroas nnotlior proprietary company did not intend 
to expand at the expense of profit but on the other hand did not aim to make an 
immediate profit out of lack of expansion.

Question 3. a
If so, Is it short-torm or long-term profits, and how do you separate 

the two?
Kopiy
in the light of their reply to 3.1 above, throe companies found this 

question not appiicabio. The consensus of opinions was that, as the Life assurance 
Industry was essentially a long-term ono, the attempt would bo to maximize 
long-term profits. Ono company stated that they did, however, also set short­
term targets, whereas another company did not specifically separate long and 
short-term  profits. One proprietary company was quite clear that 'ours 

Is a long-term business, so the objeotlvo la long-term profitability'.
Question 3.3

Is it a company objective to maximize asoeta?

BsbIx,
It was interesting to note that only one company answered an unqualified 

'yoa1 to this question. One vlow was that they would only attempt to maximize 
assets insofar as It was profitable to do so, whoroas another was that the 
maximizing of assets was not an objective in itself but was rather a consequettoa 
of achieving success In the maximizing of proflto and gales. Tbti other 
companies either answered in the negative or stated that the maximizing of 
assets was not a specific objective.

Question 3.4

is It a company objective to maximiM snloe?

B r i l
Four companies answered either 'no* to this question or answered that 

they wished to optimize rather than to maximize sales. Of these one believed 
that both growth and sales wore amongst their more important objectives, but 
that they had to bo attained In conjunction with r number of other objectives and, 
as there could be n degree of conflict, tiioy aimed at optimization rather than



maximization.
Five companies, however, basically answered 'yes' to this question 

generally with the proviso that tho business should bo of good quality, would 

result In profitability and was obtained on tho basis of ethical procedures.
One company stated that os an objective it ranked behind tlio maximizing of 
profits, Ono constraint was placed on tho maximizing of sales by one group 
and that was that tho 'now business strain ' caused by the writing of tho business 
did not exceed tho invested oharoholders' capital and reserves. To any company 
this is an automatic limitation to tho maximizing of sales sinoo, if the 'new 
business strain ' exceeded tho froo reserves and shareholders1 capital of the 
company, It would bo technically insolvent. Another limitation to the 
maximizing of sales was the limit to which the human resources of the company 
could prDduuo and administer tho additional business,

Question 3.5
WMch, If any, of tho above la tho chief objective of the company? In 

what order do they rate in priority?

M l
As stated above, ono company considered that optimization of growth 

and sales was more important than maximization, whilst another believed its 
objective was to maintain sustainable growth. A third company considered that 
all their objectives were equally important, although It is difficult to sea how tills 
could in fact be so, whereas another felt that sales, profits and assets maximization 
had to l)o achieved at compromise rates to reach the objective of efficient service.

In this regard one mutual company stated tho following :
'Both growth (by whatever measure) and solos per se are naturally among 

our more important objectives, but they have to bo attained in conjunction with 
a number of other objectives. As there 18 a degree of conflict between several 
o$ our primary key result areas, we arc seeking optimization rather than 
maximization'.

However, of tiioae that specified nu order of priority, three considered that 
maximization of profits was the most Important and next the maximization of sales, 
whilst one mutual oompnny regarded tho maximization of sales as more Important 
than the maximizing of assets. One proprietary company stated that its chief 
objeotivo was tho maximizing of aasote, then the maximizing of profits anti lastly
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the maximization of sales. This wns nn interesting reply to rocelvi- from it 
proprietary company, aa it would htxvo ecomod nioro IorIchV thnt Uiolr fU'Hl 

orlority should be tho maximizing of profits,
Question 3. 0
To what extent do tho above influence yout invoatracnts, marketing nnti 

cost at which your business is oondufitod?

SopVy
Most replSie to this question tended to rcfloet tiiat tiie answers to the above 

questions interrelated directly with tho mtinner in which the companies wero 
conductod, and thnt compnnlos irivoetcd to maximize tho long-term yield on 
their investments. In addition, most companies attempted to contal. expenses 
or to provide an efficient administrative sorvleo at reasonable cost. Some 
companies specifically mentioned that they set expense objectives or budgets 
and tried to keep within those as far as possible. Furthermore, one company 
stated that economy of operation was so important to thorn that the objective of 
maximizing sales was In fact to spread thole overhead costs.

With regard to marketing, tho general view was to concentrate efforts on 

those areas or on those products that wore profitable, to attempt to obtain 
'quality bus'noss*1 In the process and to achieve this at an oeoaotttloal cost.

One company claimed that tho factors mentioned in questions 8.1 to 3.4 
completely Influenced their conduct, whereas another summarized tho 
situation by stating that in conducting their business the major consideration 
was profit, th is  proprietary company believed that shareholders wero motlvriod 
by profits and therefore dlreetoYs and management ot n shareholder company 
wet e likely to be more diligent in trying to conl;:iin costs and invest bettor. 
Furthermore, their shareholders obtained a certain percentage of total profits 
and therefore the greater were total pvoCltB, the higher w »  the return for both 
policyholders and shareholder!) and this profit motivation ensured tho greatest 
efforts to maximize profits to both policyholders and shareholders,

1. ’CJualit" business' is a doooriptlon used for business on which premiums are 
paid regularly and which Is very seldom discontinued by the policyholder I. e. 
business on which tho lapse experience is very low.



In this context one mutual company held the following viow in regard to 
their investment actions :

'We invest to achieve a high long-term return, including both interest or 
dividend yield, os well as capital growth, subject to the following constraints :

(a) The need for reasonable matching of corresponding long-term 
liabilities.

(b) Security for policyholders, Including the long-term capital 
guarantees inherent in many life assurance products.

(c) Statutory requirements and the public interest. Specific 
objectives are set for investments'.

One mutual office believed that the whole situation was in fact reflected in 
their bonus rate declared on with-profit policies and in this regard tney attempted 
to obtain a high investment yield at an acceptable risk, to expand their marketing 
activities at reasonable cost and to obtain economic unit costs In their administration.

Question 3.7
If a proprietary company, do you establish any minimum acceptable 

yields as a return on shareholders1 capital? Before injecting new capital, do 
you set a minimum acceptable rate of return on this capital and, If so, what 
are your views on acccptable returns?

This question was not applicable to mutual companies but the range of 
answers received from the proprietary companies was rather Interesting. One 
group did not establish any minimum acceptable yield os they considered it was 
not possible for a life assurance company to do so.

Another view was expressed by a company that was part of a large world­
wide group which were normally able to generate funds internally for expansion.
Their general comment, however, was that on acceptable return at any point of 
time depended very much on the state of the market and tiie purpose for which 
the capital was required.

Another proprietary company stated that It was not the minimum yield set 
by the company that was Important but whether shareholders wore prepared to 
subocribti the capital in the light of the company's past record and their expected 
future progross. In any event tiie not rohu-n expected over the long-term should.
It was considered at least equal the returns obtainable by investors elsewhere



in the financial market.
One company was prepared to commit itself to stating that a ten per cent 

per annum return was acceptable, whereas another believed that, with the 
current variations in interest rates, any answer would have to be heavily 
qualified. It was however, considered tnat an eight per cent per annum return 
on the sum of shareholders' capital, plus free reserves, was defensible.

8.2.4 General Objectives 
'Amongst life assurance companies' literature, the following objectives have been 
declared by some companies. To what extent do they feature in your company’s 
philosophy?'

Question 4 .1

Does your company aim to maximize the welfare of its policyholders 
(including both benefits earned and service supplied) and, if so, how and to what 
extent?

All replies to tills question wore in the affirmative i. e. both from mutual 
and proprietary companies, and companies generally wished to achieve this by 
investing their funds for tho highest expected long-term return and to provide 
an efficient but economic service. One proprietary company stated that they 
tried to fulfil tho reasonable expectations of policyholders, whilst a large 
mutual company aimed to provide a competitive level of benefits to all policy­
holders but to maximize long-term benefits to participate g policyholders.

Two proprietary companies had as their major objective tho maximizing of 
profits and, as the with-profit policyholders tend to receive the greater percentage 
of total profits relating to their class of business,1 the desire to maximize 
profits in total automatically ensured tho desire to maximize the welfare of 
policyholders.

Question 4.2

Does your company aim to maximize tho welfare of shareholders?

1. Usually at least ninety per cent.
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SSBiE
This question won not relevant to the mufual oompimk’H. The |>ri)|irio(iiry 

companies all answered In tho affirmative but one was particularly concerned 
with maximizing sustainable growth of contributions to their profit and loss 
account. Two companies answered that their aim to maximize profits was to 
maximize it to both policyholders and shareholders.

Question 4.3
Does your company aim to maximize the welfare of your staff? If so, 

how and to what extent?

Renl-V
A few companies answered in the affirmative, whoreao other replies 

were qualified. Where detailed replies were supplied, all companies stated 
their desire to provide competitive conditions of employment including fringe 
benefits, to provide staff welfare short of paternalism, to organize staff 
development programmes, to employ a smaller number of employees but to 
simultaneously obtain a better clues and higher quality staff, to provide 

satisfying, rewarding and progressive careers for their employees.
One mutual company stated their view as follows :
'We aim to provide salaries, fringe benefits and facilities conformable with 

tho market, subjeci, to -lie cost restraints imposed by ;
(a) the prices at which we sell our products, and
(b) our corporate plan

We aim to provide satisfying and challenging jobs with employee participation 
u» decisions'.

Question 4.4

When considering the benefits duo to policyholders, shareholders and 
staff, what Is your order of priority?

Reply

The unanimous view of mutual offices on the order of priority was that 
policyholders were tho most important. In their enso tho choice was simply 
between policyholders and staff, ns they had no shareholders. One mutual office 
laid down Its order of priority to policyholders as being firstly the fulfilment of 
contractual benefits to policyholders and secondly tho provision of profits to 
with-profit policyholders and then adequate remuneration to staff.



Two proprietary companies considered that all three parties rated equally 
and one believed that they were inter-dependent. Another proprietary company's 
view was that the question was unanswerable, as the treatment to each class 
would depend on circumstances and their aim was in fact to achieve an equitable 
reconciliation of the interests of all parties.

One proprietary company commented that the major consideration was the 
viability of the business enterprise and in that context they believed that staff 
(human resources) was possibly the most important factor in any business 
enterprise and policyholder satisfaction was a close second.

Question 4.5
To what extent does your company wish to maximize the welfare of the 

country as n whole by mobilizing savings and investing in projects for the 
national good? What do you believe are your company's social responsibilities, 
and what is your attitude towards donations and investment in public Institutions, 
universities and other educational institutions, welfare organizations, medical 
research, road safety, sport and charities?

BSEk
The replies to this question varied considerably. Companies generally 

did not have specific objectives to invest for the national benefit or to make 

donations of any magnitude. However, one mutual office stated that they sought 
investments where their national responsibility and their responsibility to 
policyholders could both be discharged. In terms of their Articles of Association 
this company was not permitted to make donations except in the most limited 
way. Many of their staff members In fact contributed to a fund they operated to 
support charity and welfare organizations. One proprietary office was of the 
opinion that they could only prosper If the environment in which .hey existed 
also prospered and therefore they believed that they should do what they could 
to promote all the fields mentioned.

A large international proprietary company believed that It was their duty to 
maximize yields to policyholders, given only that Investments made should not 
be contrary to the welfare of the community 1. o. whilst not specifically 

Investing in projects for the national Intercut, they would not invest In avenues 
that wore contrary to the community's welfare. This company also commented 
that donations reduced policyholders' and shareholders' interests and therefore



should not be made, except to organisations which might directly assist the 

company. This view that donations should bo mndo only to organizations which 
could offer some ould pro quo was shared by another company.

Another large proprietary office stated that they made major Investments In 
public Institutions and also In educational institutions at a slightly lower rate of 
return, as they believed this would be to the long-term benefit of the development 
of the economy.

Question 4. (i. 1
To what extent does the benefit of the community as a whole feature In 

your investment decisions?

Reply
Most companies considered that this was very Important and three 

companies specifically stated that they would not consider any investment if it 
were detrimental to the. interests of the community, One largo mutual office 
commented that the above played only a very limited role in tholr Investment 
decisions and that, In the long-run, they would best serve the community as a 
whole by making the most remunerative investments for tholr pollcyho!" rs.
A few companies stated that, whilst the above was Important, business considerations 
and the safety of capital and Investment returns were moro important.

Question 4.6.2
Do you make donations to universities, charities and sports? If so, how 

does tills relate to your philosophy on 4.1, 4.2 and 4.3  above?

Bsmz.
Three companies considered that the answer to this question was given In 

tholr reply to question 4.8. Another three companies mode only limited dona 'ons 
and one only made donations to sports events to obtain publicity. A fourth compa.v 
stated that, in practice, they adopted a moro charitable attitude than was 
theoretically justifiable. One mutual office answered In the affirmative to the 
quostlc and stated :

'Our donations are mainly coneo’" cd with deserving causes and we rate those 
donations low as promotional Instruments. Our assistance to these causes 
transcends more financial considerations and, furthermore, our donations arc 
relatively limited compared with policyitoiders' receipts



Question -1.7

As u service) Industry, do you Isollevo thnt tin objective of yours should 
bo to provide an excellent service to policyholders nnd, If so, how does this 
relate to your other objectives?

B o p Iv

The answer to this was unanimously in the affirmative but three companies 
stressed that this ser doe was expensive nnd effectively the aim should be to 
provide an excellent service, but at an economical rate, or at a cost that would 
be acceptable. Two proprietary companies qualified thoir affirmative reply, 
one by stating that it was subject to profitability of the company, and the other 
by remarking thnt, na the coat of this service was expensive, It had to bo 
reconciled with the aim of providing contracts that wore competitive in monetary

Question 4. fi

Have you act objectives In respect of your corporate image? If so, how 
would you wish to bo regarded by the public and your competitors?

Ssuly
One company stated that they wore In the process of sotting such objectives, 

whereas another simply answered that they wished to bo regarded os noting as 
a commercial company. One large proprietary company had a detailed statement 
of business philosophy which Incorporated those objectives as corporate objec­
tives, A large mutual office summarized thoir view by two phrases in regard 
to th( v company. These wore to be regarded as ’your anchor In life' and also 

'your friend for life'. Throe companies stated that they wished to bo regarded 
as trustworthy, honest and of undoubted integrity, Throe wished to be known for 
their efficient service, whereas two offices specifically mentioned that they 
wished to be observed as eschewing gimmicks. Two large companies wanted 
to be regarded as sound, stable nnd of undoubted financial strength and to be 
seen to offer value for money to policyholders, Throe other companies aimed 
to project themselves as either profession'll or as a sound, modern Institution 
and to have enterprise that would challenge thoir competitors. One company 
wanted to establish n reputation as a good employer, whereas another office 
offered security of employment and opportunity for employees to maximize 
thoir contribution to the company.



Question 4.9

Does your company have any other objectives or philosophies?

Rggiy.
Two companies had objectives of helping policyholders’ families, 

especially on death, One large company wanted to huve a general philosophy 
of cheerfulness and, with nil humility, of corporate superiority, A largo mutual 
company wished to remain receptive to modern developments mid adaptive to 
change, which could advance their overall goals. Another mutual company 
had sot objectives hi regard to money management, technical management, 
manpower effectiveness, development and uoo of resources, innovation and 
management information techniques. One large proprietary company's basic 
philosophy was founded on the concept that life assurance should bo a really 
worthwhile investment in its own right, as well as providing the essential life 
cover needed.

One company did not answer this question and two companies answered In 
the negative, with one specifically stating that they 'would not like to overdo in 
philosophies'.

QuoationA.j-fl

Do you set short, medium and long range plans? If so, in what respect and 
how do you monitor your performance against your plans?

Eanbt
All companies confirmed that plans were In fact sot. No company sot 

general plans for further than throe years ahead and very few companies 
stated the periods for which they sot plans. One company set both one and 
two year plans and stated that they preferred to set short-range plans 
as they were sceptical of long -range corporate planning due to the almost 
Infinitely expanding funnel of doubt regarding the longer term. Their 
only exception was in regard to their computer project where they were 
in the process of completing n four year plan and developing a five year 
plan. Another company set one, two and throe year plans, and this 
fitted in particularly well with their triennial declaration of bonuses out



of surplus. All companies atatod that their plans wore reviewed, monitored 

by budgetary control or by management information sorvioea. One company 
kept detailed records comparing performance to forecasts but did not 
state how often conxparlrons were made. Two companies monitored progress 
quarterly against the financial standards got by their plans, although in 
one of these senior management monitored the one and two year plana on 

a monthly basis.
Three companies specified tiie following areas in which plans wore 

set ; salesj personnel requirements; Investments; administrative and 

technological requirements; profits; product range and product develop­
ment; expenses (one company did this separately for new business and 
renewal business); discontinuances (lapses) and mortality experienced,

Question 4,11
Given the objectives above, how do you seek to achieve them? In 

particular, how have those objectives Influenced the conduct of your business, 
the marketing of your products, the Investment of your funds, the training 
of your staff and the service you provide?

SSBhL
Two companies stated that nil their prlnelplcti, objectives and 

philosophies set out in their replies were put to practice in their different 
fields. One company did not answer this question and another considered 

that it was not possible to give a definitive reply as actions inevitably 
involved a reconciliation of competing interests and viewpoints. Market 
considerations wore the main factors they took Into account in arriving 
at decisions.

One proprietary office stated that cognisance was taken ot the above 
objectives In all decisions that wore mode and the motivation to achieve 
these objectives was profit, which in Itself was a measure of succoss.



Three companies specified that in order to achieve their objectives, they 

mode great efforts to ensure these objectives were communicated either to 
managers or, In two oases, to their staff ns a whole. Once this had been 

achieved, energy could be directed by employees to achieving the objectives. 
Management of one of those three companies discussed and reviewed their 
various objectives regularly.

One company believed that they could assess the success of objectives 
through budgetary controls and management by exception, One company was 
implementing a management by objectives system in which, by agreeing 
upon objectives between Individual managers and their superiors, they 

considered that they would obtain far greater staff participation tn decision- 
malting and greater commitment towards helping the company achieve its 
objectives.

The fullest answer to this question was given by a largo mutual company 

that attempted to achieve its objectives,
' (1) by loslgning and pr 'lng products suitable for the market

sectors and dist oution systems we have defined;
(it) by marketing our products to achieve the targets set in our

Corporate Plan;
(111) by underwriting, issuing, maintaining and servicing the 

business on our books according to the service standards and cost objectives 

wo have set;
(iv) by investing our funds according to the objectives sot as 

regards distribution by type, geographical area, rate of return1.
8.3 Conclusions

It is Instructive to analyse the replies to some of the questions given previously 
In some detail. F irstly, the general consistency of the replies to all the 
questions was analysed to ascertain whether they wore logical and the answers 
to various questions compatible with one another. Secondly, the replies of all 
the companies to each of the more searching questions were analysed to 
ascertain what the general view of the companies were and also to study the 
differences in v iew  where they emerged.

8.3.1 Svatomatlzntton of Rcollos s The Objective Matrix 
To  study the consistency of the various companies' replies to some of the
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questions, an 'objective matrix’ was constructed This matrix lists the nine 

companies by numbor, the first four being the mutual companies and the remainder 
the proprietary componies. Their replies were listed to questlona 3.1, 3.3, 3,4 and 
3.5 of maximization hypotheses and to questions 4.1, 4.2, 4.3 and 4.4 of general 

objectives. These eight questions have been listed as questions 1 to 6 respectively 
for purposes of the matrix. The replies to questions 1 ta 4 were analysed as 
'maximization of Income hypotheses', I.e . to study whether companies aimed 
to maximize profits, assets and calcs, and to determine the relative Importance 
of each of those. The replies to questions 8 to 8 were analysed as 'maximization 
of benefits hypotheses’, i .e . to study whether companies aimed to maximize the 
benefits to policyholders, siiarehoidoro and staff, and to determine the relative 

Importance of each of these.
The following codes ar<> defined In the matrix :

c A compromise w: 
circumstances.

is neocBsary or answer varied according to

G Reasonably so or to treat them well o r to give good benefits.

I Indirectly you rir it was a consequence of other actions.
N Ni«
N/A N -t appllcalh.
N/E N :t cxclualv- iy o:i* sivt specifically^

0 Optlmlratjon rathe;' than maximization.

P Only if profitable ta do so.
? Aiawer not clear nr question not fully answered.

Y V>s
In seme answers to questions did rot exactly fit the above definitions 

and the letter (n t used In the matrix was the answer nearest to that actually

1. In this - 'not cxclusiv: /  means that whilst, for example, the company 
aimed O  ooximlac oanc.-. this was not an exclusive objective but
was - oke . alongside r;.,:ors.





In onoiyalng the consistency of replies, the answers of companies 4, 7, 8 
and 9 have been considered below In more detail.

Compnny 4 answered 'not exclusively1 to 1, 2 and 3 and felt that they had to 
be considered together nt bompromlso r*Vs'. Those replies wore too vague to 
he meaningful and could In fact range irom as far apart as 'to a minor extent' 
lo 'yvs, but not exe'usivoly’. Their replies to questions 1 to 4 arc therefore of 
little 'so,

The ar.w ers of company 7 to questions 5 to ti were ulao of little valuo. 
Question marks wore Inserted In the matrix for those replies os this company did 
not reply to the questions but referred to their answer to question 2.3 of 
corporate objectives, In which they stated that they aimed at maximizing 
sustainable growth of contribution to their profit and loss account, subject to 
fulfilling the reasonable expectations of policyholders and maintaining good 
relations with the staff. It was not clear how the latter two would Interlink 

with maximizing or optimizing of benefits to policyholders and staff.
The criticism levied against replies of company 9 was that they rated all 

the alternatives as equally important and the same criticism was applicable to 
th e  replies of company 8 to questions 1 to 4. A company should have some 
prlontit's or, if they did not, a fixed answer was not pcasible, as the order 
of prof cron- tried according to circumstances or, alternatively, a compromise 
wns necessary between the various objectives or the various groups.

The replies of the other companies to questions 1 to 8 were quite consistent 
and lop,-leal, and these replies have been analysed In more detail below,

*.3.2 Maximization Hypotheses
Question I

Does your coa\p;my aim to maximize profits as a corporate objective?

i M x
Basically six companies aimed to maximize profits, One did not aim to 

do so exclusively, whilst two tried to optimize thorn and ono company did not atm 
to maximize profits. It was ol Interest to note that two mutual companies aimed 
to maximize profits and this presumably for their policyholders, as was Indicated 
by their reply to question 8. It could be concluded that maximization of 
profitability, whether to shareholders or policyholders, is a general corporate 
objective of life assurance companies.



Question 2
Is it a com pany objective  to  m ax im ize  a s se ts ?

Reply
Only one company specifically aimed at maximizing assets. One wished 

to do so, but not exclusively, whilst two wanted to optimize assets^ and one only 
maximized them if it wore profitable to do so. Two companies considered that 
asset growth arose Indirectly from the success in maximizing sales or profits 
and two companies did not try to maximize assets,

it can thus be concluded from the above that maximization of assets is not a 
corporate objective of life assurers but that an increase in assets was generally 
an automatic consequence of the successful sales or profit maximization approach 
of the company.

Question 3

Is it a company objective to maximize sales?

BfiPig
Five companies aimed tn maximize sales, and of these one would maximize 

only if It were profitable to do so. One company did not try to max imlze sales 
and four others tried to optimize sales or, alternatively, did not attempt to 
maximize sale exclusively.

It was of interest to note that three of the mutual companies aimed to maximize 
sales, one not exclusively and the other mutual company aimed to optimize sales, 
Only one proprietory company aimed to maximize sales, two to optimize and one 
only to maxli. ize if it weru profitable to do so, whilst one company definitely did 
not attempt to maximize sales. Maximization if  sales thus seems to be an 
objective of mutual companies, but proprietary companies are more concerned 
with their profit and loss account and would only aim to maximize- *:%es If it 
were profitable to do bo, From the mathematical models in Chapter 6 It was 
observed how rapidly Increasing now business figures cause a short-term decrease

1. By optimizing assets, those companies presumably meant increasing
their assets taking account of their more Important objective of maximizing 
profits.



In the profits of companies. It is therefore quite logical to expect that proprietary 

companies who wish to show reasonable profits each year would be more moderate 
in their desires for new ouslness safes compared to mutual companies, who do 
not have to show surpluses eaol. year but merely have to ensure that the value 
of their assets is greater than the value of their liabilities.

In view of the above, the reply of company 8 to this question was contradictory 
to its reply to question 1. It was proved mathematically in Chapter 6 that a life 
assurer cannot maximize sales and profitability simultaneously. Some compromise 
was therefore inevitable. This was also proved mathematically in Chapter 7 to 
be the general case for companies.

Question 4

Which, if any, of the above is tho chief objective of the company?
In what order do they rate in priority?

R*oV,
As discussed previously, the replies of companies 8 and 9 to the above 

three questions were of little value. Even though the chief objective of company 
8 was to maximize assets (and it was the only company which had this objective), 
their reply to question 4 conflicted with their reply to question 1, even though 
they rated profitability as more important.

To the other three proprietary companies, the maximizing and optimizing 
of profits were the most important. One mutual company had the same view, 
whereas to two others sales maximization was most Important.

It can be concluded that to u  -tunl companies sales maximization la their 
most important objective, although this was sometimes subject to the overall 
profitability of the business. Proprietary companies, on the other hand, considered 
the profitability of the business os their most Important objective.

It must be considered that, in term s of Section 34 of the Insurance Act, No.
27 of 1943, the premium rates of a life assurer have to be certified by the 
valuator of the company to bo notuarially sound.

Therefore tho premium rates of all products sold by a life assurance company 
must be self-sufficient and, whilst sales might lead to new business strain, they 
should not load to losses. It was thus not surprising that mutual companies 

generally had tho maximization of sales as a basic objective i.e . as sales of 
each product were self-supporting in the long-run they could aim for sales 
maximizing.



In studying the answers given to question 3.7 of the questionnaire it was 
interesting to note that two companies wore prepared to specify the acceptable 
return on investment to existing or would-be shareholders whereas the replies 

of other companies varied from ns far afield as stating that It was not possible 
to do this to stating that, whilst not quantifiable over the long-term, the return 
should be at ioist equal to that obtainable by Investors elsewhere In the financial 
market. To the writer it seems that this latter view is the correct one for a 
potential investor in the life aeauranec Industry, In practice this la not always 
the case, and a would-be majority shareholder or founder may enter the Industry 
for other veMoas, such as the dosiro for power, prestige and the uses to which 
the cash flows generated by a lift company could bo placed.

8.3.3 General Oblootlves
Question 5
Does your company aim to maximize the welfare of Its policyholders 

(including both benefits earned and service supplied) and, if so, how and to what 
extent?

Reply
One proprietary company tried to fulfil the reasonable expectations of 

policyholders, but all other companies aimed to maximize policyholders' benefits.
Question 6
Does your company oim to maximize the welfare of shareholders?

Bepty.
Mutual companies have no shareholders, but all the proprietary companies 

attempted to maximize or optimize shareholders' benefits.

Question 7
Does your company aim to maximize the welfare of your staff? If so, 

how and to what extent?

Sssiz.
One proprietary company tried to optimize profits subjoet to maintaining 

good relations with their staff, whereas all other companies aimed either to treat 
them very well indeed or to maximize their welfare.

Question 8

When considering the benefits due to policyholders, shareholders and staff, 
what Is your order of priority?



As discussed previously, the replies of proprietary companies 8 and 9 were 
of little value. All mutual companies had their policyholders as their chief 
conccrn whilst two of the proprietary companies stated they hud to compromise 
between the three groups concerned. One proprietary group believed that their 
staff wore iho most Important, aa thoy made the business enterprise viable and 
without this there would be no reasonable return to either policyholders or 
shareholders.

The following conclusions omorgo ;

(1) all companies wish to maximize the welfare of their with-profit 
policyholders and to the mutual companies this is their chief objective;

(11) all proprietary companies wish to maximize or optimise the 
rewards to their shareholders; and

(ill) all companies wish to treat their staff extremely well and in 
one proprietary company this was the moat Important priority, as it would enable 
them to achieve the other two objectives stated above.

8.3.4 Comurnte OblectlvoB 
It can bo seen from the answers to questions 2.1 and 2.2 of corporate 

objectives that, whilst nil nine companies set corporate objectives, the formats 
in which those wore available varied from being 'well-known but not published,' 
to 'documented' and being ’distributed to management', and in two oases their 
objectives were discussed with new staff members as part of their staff induction 
courses. It la obvious that if a company wishes to achieve Its basic objectives, 
the more members of stuff that know about them and are committed to them, the 
more likely the company as a whole Is to achieve them.

The replies to questions 2.3 and 2.4 have been analysed separately for mutual 
and proprietary companies. The basic objectives of the mutual companies wore 
to bring life assurance to the public and to operate profitably for their with-profit 
policyholders, to administer their business economically and to maximize or 
optimize Investment yields. Those objectives wore similarly present In the 
replies of proprietary companies, where it was stated that their dominant objective 
was the desire to maximize long-term returns to shareholders or to maintain a 
sustainable growth to their profit and loss accounts. In two eases companies 
specifically stated that their overall objective was to provide the best possible



263 i

Reals:
As discuss eel previously, tho replies of proprietary companies 8 and 9 were 

of little value, All mutual companies had their policyholders as their chief 
concern whilst two of the proprietary companies stated they had to compromise 
between the three groups concerned. One proprietary group believed that their ,

staff were the most important, as they made the business enterprise viable and 
without this there would bo no reasonable return to either policyholders or 
shareholders.

The following conclusions emerge :
(1) all companies wish to maximize the welfare of their with-profit \

policyholders and to the mutual companies this is their chief objective; ;
(it) all proprietary companies wish to maximize or optimize the

rewards to their shareholders; and
(111) all companies wish to treat their staff extremely well and In 

one proprietary company this was the most important priority, as it would enable 
them to achieve the other two objectives stated above.

8.3.4 Corporate Objectives
It can be seen from tho answers to questions 2.1 and 2.2 of corporate 

objectives that, whilst nil nine companies sot corporate objectives, the formats 
in which these wore available varied from being "well-known but not published,1 
to 'documented1 and being 'distributed to management', and in two oases their 
objectives were discussed with new staff members as part of their staff Induction 
courses. It is obvious that If a company wishes to achieve its basic objectives,
the more members of staff that know about them and are committed to them, the f

more likely tho company as a whole Is to achieve them.
The roptios to questions 2.3 and 2.4 have been analysed separately for mutual 

find proprietary companies. The basic objectives of tho mutual companies wore 
to bring life assurance to tho pubUo and to operate profitably for their with-profit 
policyholders, to administer their business economically and to maximize or 
optimize investment yields, Those objectives were similarly present in the 
replies of proprietary companies, where it was stated tnnt their dominant objective 
was tho desire to maximize long-term returns to shareholders oi to maintain a
sustainable growth to their profit and loss accounts. In two oases companies ,
specifically stated that thoir overall objective was to provide the best possible j



financial sorvtcoe via insurance contracts and they effectively tried to maximize 
the interests of shareholders and policyholders jointly.

Mutual companies considered that the fundamental reason for their existence 
was to bring insurance to the public, as the fulfilment of the basic need of man 
for security for himself and his dependants, and usually within this framework 
they tried to do so as profitably as possible for tholr with-profit policyholders. 

Whilst the proprietary companies also aimed at bringing these insurance services 
to the public, they aimed to do so with a profit motive or aimed to maximize 
profit. One proprietary company summarized their view os the 'provision of 
financial services with a profit motive'.

To summarize, whilst all Insurance companies aim to bring insurance and 
financial services to the public and try to maximize or to optimize Investment 
yields and to run economically, the mutual companies aimed to maximize the 
rewards to their with-profit policyholders, subject to the constraint that they 
would not discontinue operations to maximize the benefits to present with-profit 
policyholders.1 Proprietary companies alined to maximize policyholder 
benefits with a profit motive for their shareholders although this was usually 
subject to fulfilling the reasonable expectation of policyholders or, with some 
companies, the interests of policyholders and shareholders v ere similar, us 
they participated In partnership in investment and other surpluses. Furthermore, 
competition ensured that proprietary companies kept the returns to their wlth- 
profit policyholders competitive, or it would be difficult for them to obtain a 
reasonable share of total new business sales,

8 ,3.8 Social Rc’snonslbllltiOB 

From the replies given to uuestions 4.5, .1,6.1 and 4.6 .2  In particular, it could 
bo concluded that there was In essence little difference between the answers of 
mutual and proprietary companies. In general, the view of the companies was not 
that they specifically sought Investments that wore for the national good (in fact, 
one company said this was for the Government to do), but that they would definitely 
not invest In anything which was clearly to the detriment of the community. Where 
the interests of policyholders and that of the community as a whole coincided these 
typos of investments wore favoured.

1, See Chapter 6, pp. 1D4-5.



In general, companies usunily imtdo donations to oiiaritloa and otlicr 

organisations only when there could bo some typo of quid pro quo for the company 
i.o . when sponsorships wore made they woro often for more than pure financial 
reasons and sometimes solely for publicity, although one company did not rate 
them high In promotional value. Ono proprietary company specifically mentioned 
that no donations woro made from policyholders' funds but sundry umnll donations 
woro made on behalf of shareholders.

Some of tho larger companies have contributed considerable sums for medical 
research, universities and road safety and this for tho benefit of the community 
as a whole. ̂  In fact, some companies have In practice boon more generous, as 
endorsed by statements in their annual reports or chairman's reports than thglr 

replies to the questionnaire actually indicated.
In his 1972 Annual Statement, the Chairman of tho Old Mutual wrote :
'Your Board lias always been aware of tho importance of ensuring that the 

Old Mutual dooi? oven .noro than be financially successful, pay bonuses, provide 
employment and pay taxes. Wo accept tiiat the Society's responsibility extends 
beyond tho provision of basic financial security for Its members and their 
families. Your Directors thus seek to identify the Society closely with the 
sectors of the community in which it operates and to act In the Interest of these 
communities as a whole, and thus, they believe, in the Interests of the members 
of tho Old Mutual. Consequently, enterprises of undisputed social benefit such 
as tho provision of housing, tho development of eduoation and tho supply of 
municipal amenities are placed high on the list of priorities for investments'.

From the above It can bo observed that donations made by life companies 
generally were only n very small percentage of their annual revenue, although 
some of the larger companies have made substantial donations to universities 
and medical research and to road safety In particular. Companies did not Invest 
in outlets that were to the detriment of the community but usually did not 
specifically seek those that woro to communal benefit. They sometimes gave

I, See Chapter 7, pp. 231.-2.



preference, at slightly lower yields, to Investing in public and municipal 
institutions, as this would be to the long-term benefit of the community. In terms 
of Section 17 and In of the Insurance Act, 27 of 1943, Insurance companies have 

to Invest n considerable portion of their Investments In certain approved securities 
and the non-tiovcrumout stock portion of these include bills, bonds and securities 
Issued by municipalities, as well its some public Institutions such as Bsoom 
and the Hand Water Board as well as other institutions approved the the Registrar 
of Insurance.* Therefore companies would sometimes fulfil their social obligations 
and simultaneously meet their commitments to purchase approved securities.

8 .3.0 Corporate Image 

In studying the replies to question -1.8, the way the life assurance Industry wished 
to regard itself can be summarized by the following words and phrases 
'Sound, stable and of undoubted financial strength1; 'trustworthy and of undoubted 
Integrity’; 'professional'; 'provMmg good value for money'; 'efficient and 
commercial'; 'your Mond and anchor in life'; 'a good employer offering 

security'.
It can be observed that the industry wishes to portray u solid institutional 

Image, with greatest emphasis being placed on financial strength, stability and 
Integrity, but companies also wished to be regarded as efficient, commercial 
and modern in outlook.

1. These securities are specified in the Third Schedule to the Insurance Act, 
No. 27 of 1043, as amended.



CHAPTER 9

LINKAGE BETWEEN THE THEORETICAL AND EMPIRICAL ANALYSES 
OF CORPORATE OBJECTIVES
0.1 introduction
In Chapter 6 n mfthoniatlont model of a life office wns Analysed. A study was 
made to observe the effect on profitability of variations In tho investment yield 
a company earned, alterations in tho levels of new business it was assumed to 
write and differences In the type ol product marketed. The effect on profitability 
of the cessation of writing now business was also analysed. The Importance to 
tho company of maximizing its Investment yield and tho severe strains Imposed 
by the statutory minimum valuation basis were clearly observed from these 
analyses.

The theoretical objectives of companies in general, and of life assurance 
companies In particular, were discussed in Chapter 7, A number of different 

possible objectives was stipulated. Including hypotheses that companies aimed 
to maximize profits, to maximize sales and to satisfice rather than to maximize. 
The soclo-cthleat considerations influencing tho behaviour of companies wore 
also discussed. As well as a theoretical approach to the possible objectives of 

life assurers, their actual objectives as revealed by their published statements, 
were analysed.

However, theru was little literature on the subject of tho corporate objectives 
of life assurance companies and hence the questionnaire was sent out to n number 
of companies In November 197-1.

This questionnaire was analysed in Chapter 8 and the replies rendered by the 
companies provided empirical evidence of tiiolr actual objectives and 
their attitudes towards n wide range of aspects of tho life assurance 
business.

In all throe chapters mentioned above tho difference in objectives of mutual 
and proprietary companies was analysed whenever possible. In particular, the 
hypothesis that mutual companies aimed to maximize the benefits of their 
existing with"Dfoflt policyholders wns tested empirically and mathematically, as 
well as from a theoretical approach.



It is of interest to study the Units between these theoretical, mathematical 
and empirical tmnlysoe of the corporate objoctivce of life naaurnnoo comptmios. 
From the analysis oC the replies to the quoationnalvo it wna evident thnt life 
assurers have in fact ostnblished clear corpornto objectives.

0,2 Profit Maximization
It was observed* that the higher the yield n company earned on its funds and the 

lower the expense level at which it operated, tho greater would be the surplus 
that it earned. It was also noted** that, In the short-run, the more now business 
a company wrote, the less ihu emerging surplus would bo. It was illustrated 
how, In a given yi-rtr, there was an inverse rolatknalilp between the level of new 
business sales and the surplus thnt emerged in thnt year i , e. the higher the level 
of new business In n given year, the lower tho emerging surplus would b e .3 In 
the extreme case the greatest profit emerged In a given year if tho company ceased 
to write now business and was able to eliminate nil its new business expenses in 
that year.

However, it was shown how each 'generation' of now business was profitable 
to the company in Its own right.4 The writing of successive 'generations' of 
new business led to severe new business strain, duo to the statutory minimum 
valuation basis, anti hence caused the deferment of profitability. Furthermore,
It was observed how a substantial inssoase in the levels of now business written 
required a considerable Increase in the capital requirements of n company,

From the above conclusions derived from the mnthemntlcal modolc, ’t  can 
bo deduced thnt it would be unlikely for life offices to aim at maximizing profits 
In tho short-term, as tho way to achieve this would be to cense wrlti' " new business 
and eliminate nil their now business expenses. However, It was observed that

1. From Tables C. 3, 6.5, G.12 and 6.14.
2. From Tables GX and 0,13.
a. From Figures 6.4 and 0 3.
4. From TabU‘8 6.2 nnd 6,10.
5. From Tables 6,4, 0.5, 0,13 and 6.11,



this action would bu at the expense of long-term profitability1 and for a 
, roprletary company with a given share capital, this course of action would be 
unacceptable slnco, If the company ceased writing now business, at some stage 
profits would cease completely I.e. when all the policies were finally terminated. 

In practice mutual companies also would not accept such an objective.^ Thus, 
If companies aimed to maximize profits, It can bo concluded that they would only 
try  to maximize profits over the long-term.

Furthermore, since an Increase in the yield a company earned on its funds 
substantially improved its profitability, It could be anticipated that companies 
would attempt to maximize their anticipated Investment yields. It was shown 
how the requirement for comnanlcs to Invest a substantial percentage of their 
assets In prescribed securities was a constraint to maximizing investment yields 
since the yields on those securities are generally lower than a company could 
obtain elsewhere. ® The level of now business a company wished to write would, 
due to the statutory minimum valuation basis, be limited by the size of its capital 
and reserves and also be limited by the capacity of Its human resources.

From the replies received to the questionnaire It wne observed vhat basically 
six of the nine companies aimed to maximize profits, whorons two tried to 
optimize them, Only one company did not have profit maximization or optimization 
as an objective. One of the two companies that aimed to optimize profits tried to 
maximize a sustainable growth of earnings to its profit and loss account. This 
company could be stated to have objectives of satisficing rather than maximizing. * 

Considering tha problems of new business strain. It was of interest to note that 
one proprietary company did not intend to expand at the expense of profit but also 
did not try to Increase short-term, profits by lack of expansion.

Whilst two mutual companies tried to maximize profits and this presumably 
for tholr with-profit policyholders, this was not to be achieved by the cessation

1. From Table <1.7.

2. This was shown in Sections 0.5.5 and 0.0.1 of Chapter 0.
3. Refer to Chapter i , S .4.2 and S.-I.2.1.
■t. Refer to Chapter 7, 8.7. 3.



iif writing now bualnefls to do so 1 from their published sUUcmrtila mutunl
companies definitely considered maelves as continuing organizations. Within
the context of organizational continuity, It could be conc.uded that maximization 
of profitability was generally a corporate objective of Hie assurance companies.
The- tact that mutual companies aim to maximize profits for their policyholders 
is given support by a number of published statements issued by them.1

One proprietary company, replying to the questionnaire, aimed to fulfil 
the reasonable expectations of policyholders. All other companies (both 
proprietary and mutual) tried however to maximize the benefits paid to their 
with -profit policyholders. In some of the proprietary companies there was on 
Identity of interest between shareholders and policyholders, In that shareholders 
usv.iliy received a fixed percentage of the profits distributed to policyholders and 
thus, by maximizing the benefits paid to policyholders, shareholders' benefits 
would be enhanced. All proprietary companies aimed to maximize or optimize 
the benefits received by their shareholders.

It can bo concluded that, subject to the constraint that shareholders receive 
a certain percentage of the surplus distributed to policyholders, proprietary 
companies can attempt co maximize the benefits distributed to both policyholders 
and shareholders, If the constraint did not exist, policyholders would obviously 
receive grcat-v benefits if shareholders received a smaller proportion of total 
profits or If they received nothing I. e. but for the constraint any distribution 
of profits to shareholders would bo at the expense of benefits payable to policyholders.

Thus, both in theory ana in practical terms, proprietary life assurance 
companies have aimed to maximize or optimize long-term, profitability. Some 
mutual companies have also tried to maximize long-term profit, blltty to their 
policyholders. In practice there Is, however, an element of conflict in that the 
behaviour of mutual companies seems to bo that of 'sales maximizers1 rather than 
that of 'profit maximizers' and it has been shown that sales and profits cannot be 
maximized simultaneously.

1. IJAd., S .1.10.1.



9.2 Maximization of investment Yield

Companies generally aimed to maximize profits by investing their funds to achieve 

the highest expected long-term return and by administering their companies ef­
ficiently and economically. Thus maximizing of the anticipated Investment yield 
on their funds is a major objective of companies to enable them to maximize profits. 
The following typical statements support the hypothesis that companies aim to 
maximize investment yields.

V Is of the utmost Importance to us to earn the maximum yield on our policy­
holder savings'1.

'As a result of its investment policies, Liberty Life has achieved a record 
return on its Life Fund which substantially exceeds the interest assumptions on 
which the calculation of the actuarial liability is based. This rate of return, a 
factor which Is fundamental to the success of a life assurance operation, compares 
most favourably with the yields secured by other leading South African life 
astiut’atiOe uffivtiS’2.

'I have already mentioned the substantial increase in investment income, 
and this has led to the gross yield on our life assurance fund going up from 7,44% 
to 7,62%, yet another record year'3.

Further evidence that, In practice, life companies try to maximize their in­
vestment Income was received In the replies to the questionnaire. Replies in­
cluded statements that companies aimed to achieve the maximum expected return 
on invested funds and this return included capital growth. It can thus be concluded 
that life assurance companies do, as Pogler stated, attempt to Invest their funds 
to earn the maximum exposed yield.4
9,4 Snlos Maximization
The results of the mathematical models developed In Chapter 6 proved conclusively
that, in a given year, an Increase in sa.es would load to a doorcase in surplus em­
erging In the short-term due to the heavy new business strain caused. The reverse

I. tianlam Review, 197?,.
2. Liberty Life Association, Directors' Report for the year ending December

31, 1974, p. It
3. Southern Life < ^elation, Chairman's Statement for the year endi"g April

30, 1973.
4. Peglor, op, olt.. p. 181.



would generally hold true in the long-term, provided that the rate of increase 
oi sales of now business was not so great as to defer the emergence of surplus 
indefinitely.

It has been proved that generally companies and life assurers In particular, 
cannot simultaneously maximize their sales and immediate profits. It Is of 
interest to study what their attitudes, in practical term s, hove been to the 
maximization of sales.

Thus, In theory, it would be antWpatod that proprietary companies would not 
aim to maximize new business sales in the short-term whilst, over the long-term, 
they would be concerned with the emergence of surplus. The same does not hold 
true for a mutual company and there Is no reason to expect that they would 

not attempt to maximize sales, both in the short- and In the long-term, subject 
only to the capacity of their human resources to do so and of the size of their 
free reserves to absorb the resulting now business strain.

In analysing the replies to the questionnaire, it was observed that three of 
the four mutual companies replying aimed to maximize sales, whereas the other 
mutual assurer tried to optimize new business sales. Only one proprietary 
company aimed to maximize sales, two to optimize, one only aimed to maximize 
if it were profitable to do so and one proprietary company definitely did not try 
to maximize sales. These empirical results support the hypothesis that mutual 
life offices are generally sales maximizers, whereas proprietary companies are 
more concerned with the emergence of profit and would generally aim at sales 
levels that met their prolit objectives. This is the reason why one company to 
which both profitability and sales were Important, believed that there was a 
degree ol conflict in obtaining both simultaneously and hence they aimed to 
optimize each Instead of to maximize.

It was noted that at least one mutual company, the Old Mutual, whilst concerned 
with growth, believed it could only bo justified In the intei cats of policyholders if 
It did not prevent the company from maintaining its standards of profitability2. It 
was, however, observed that mutual assurors scorn to have an objective of bringing

1. Hefor to Chapter 8, S. 8.3.2,
2. Refer to Chaptei 7, p, 235.



lift* assurance to as many i.'-oplc as possible 1. o. they have an objective to 

maximize aaloa.
The grontcv the sales of new bivVmoaa, the larger the total premium Income 

of a company would iK\ The f a r t  tlt i.t V:fi total premium Ineomc received In a 
given v^ar by a compaii.v is rr;gard«l au .u  ?  Important is evidenced by the 
following ".tc+^mcnta :

'Some of the now level:; of whlevomwitt:. wci'(' :
1. OLD Ml'TVAI, became Uip firat South African life assurance office to 

cxcecd the H200-miiii<m mark In gross premiums and iiui.-ilty oonsidorations 
reccivud. The BlOO-million ivnrk was roachod only three years ago in the 126th 
year of the Society's existence''-.

"The support which you and your follow polioy-holdera have continued to give 
j  >r company has made Sanlam thv lli'o assurance company which In its latest 
fin:::, ;l year had the hitfhest premium income witliin the Republic and South- 
West Afn-"i. It is with particular pride therefore, and in gratitude to all 
our policy hold.-i>, that we present this report of the past year's activities to 

you'3.
These statements support the hypothesis tho* mutual lii’e offices aim to 

tat :lmlzQ sales.
9.5 Assets Mnxlmiantiim
It is obvious that the greater the iw el of new business a company writes each year, 
the larger the total assets of a company would eventually bo i. o. In certain 
respects an ni.jrctive of maximizing soles is implicitly a desire to maximize assets. 
In theory it would .•xpected that tlv.- objective to maximize sales would take 
precedence over tlir i. fn muxt---izv ivisets. There is, however, an element of 
prestige and power tiiat amnnpanuH fi;v nrowth of a company. When life offices 
are classified by s ize , the yardotii-K fur measuring size Is the value of Its assets.

1. Ibid., PP. 230, 234.
2. Old Mutual, Chairman’!) Statement for the, year ending Juno 30,1075.
3. Sanlam Review 1971, Chairman's Statement.



From this viewpoint life assurers may have aspirations to maximize their assets 
Irrespective of the profitability of doing so. They may not, however, attempt to 
achieve this my marketing products that are aotuarially unsound, as their premium 

rates have to be certified to the Registrar.1 The importance to a life assurer of 
the growth in its assets is illustrated by the following statem ent:

The company first reported assets of RlOO-million in 1972 and it is indicative 
of its continuing rapid growth that two years later the consolidated assets of Liberty 
Life were already well post the R300-mllllon mark, having attained a level of 
R335-niillion at the end of the 1974 year'2.

Only one respondent to the questionnaire stated that it was a specific corporate 
objective to maximize assets. Some companies believed that the maximization 
of assets was not an objective in Itself but arose indirectly from the success of 

their objectives of maximization of sales or of profits. Other companies either 
did not attempt to maximize assets, or they attempted to optimize the Increase 
in the growth of their assets or to maximize them only if it were profitable to do 
so. All these latter views basically reflect that the maximization of assets was 
not a specific corporate objective but a result of other courses of action.
9.6 Social and National Responsibilities
An early authoritative view recommending that life assurers should endeavour to 
orientate their investment policy towards socially and economically desirable 
ends was put forward by Pegler.2 His logic for this recommendation was that, 
with the steady Increase in the state Interference in economic affairs, it could 
be anticipated that the state would discourage those enterprises that were 
believed to be contrary to the public interest and encourage those that promoted 
the good of the community as a whole.

Whilst a company could not attempt to operate purely for the benefit of the 
community In which It operated, in recent years many companies have adopted 
the view that they have certain basic social and national responsibilities as a 
'corporate citizen'.

1. Insurance Act, No. 27 of 1943, 8.34.

2. Liberty Life Association, Directors' Report for the year ending December 31, 
ll)74, p. 6.

3. Pegler, op, olt. . p. 185.
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In South Africa life assurors havo been forced to accept a certain i; inimum 
love! of national responsibility by being obliged to Invest a substantial percentage 

of their Investments in approved securities. It has, however, been shown that 
they have accepted a far wider social and national responsibility than that imposed 
on them by legislation.2 Considerable sums of money havo been donated to outlets 
such as education Institutions, medical research and road safety programmes.

Companies have also regarded themselves as having other national 
responsibilities na the following statement illustrates :

'Moreover, OLD MUTUAL, as a loading life assurance office in South Africa, 

has certain national rcsponsiblities. These relate to the provision of finance 
where shortages In the supply of capital In the economy arise that ennnot be 
satisfied by other types of financial institutions that concentrate on specific sectors 
or typos of investments1' .

Most companies that replied to the questionnaire stated that they did not 
specifically seek Investments that were for the national good but, If this purpose 
coincided with the interests of policyholders, then such investments were favoured. 
In some coses companies regarded their nntkmal responsibility from a different 
viewpoint ;,o. instead of specifically investing in projects that were to the 
national benefit, they refrained from directing their resources to those avenues 
that wore contrary to it. Owing to their compulsory Investments in approved 
securities, some companies believed that they were simultaneously fulfilling their 
social obligations la regard to these Lnvestmonte.

Life assurance companies have, however, in practice shown a considerable 
degree of social responsibility and in this regard the Old Mutual and Sanlam In 
particular havo donated considerable sums of money to road safety programmes, 
medical research and education institutions,* One major proprietary company 
stated that despite the fact that, in n private enterprise economy, it could bo 
argued that investments of a life office should bo made with the objective of 
maximizing the cxpccted return thereon, the interests of the community as a 
whole did feature significantly In their making of Investment decisions.

1. Refer to Chapter 4, S .4.2 and S .4.2.1.
2. Refer to Chapter 7, 8,7.10.2.
3. Old Mutual, Chairman's Statement for the year ending June 30, 1075.
4. Kofer to Chapter 7, 3,7.10.1.



9.7 Mutual and Pronriotarv Companlos Compared

The attitude of the three largest mutual life assurers in South Africa clearly 
Indicated that they regarded ‘he objective of maxlm.'dng the benefits of their wlth- 
profit policyholders aa being oi primary importance.1 Furthermore, since 
a mutual company belongs to its policyholders, the above objective implies that 
mutual companies aim to maximize the benefits paid to their existing 'vith-profit 
policyholders. It wan argued In theoretical terms that the above hypothesis could 
not be true for mutual companlos as they ore currently known.2 It was further 
argued that, if mutual companies aimed to maximize the benefits of their existing 
with-profit policyholders, they should cease to write now business and dispense 
with the expense of their now business operations. The consequent increase In 
distributable surplus in future years, which could be Increased by the gradual 
elimination of reserves built up In the past, would substantially Increase the 
benefits payable to existing with-profit policyholders.

The hypothesis that the existing with-profit policyholders of a mutual life 
assurer would be better off If the company were converted to a closed fund was 
proved mathematically.3 Mathematical modelf E and F Illustrated how the 

emerging surplus increased substantially when no fu-ther now business was 
written. When this higher total surplus was distributed In proportion to the 
liabilities of thosepolicles stilltn force (bearing in mind that no new business was 
being written), the distribution of surplus to existing with-profit policyholders 
was considerably Increased.

In practice mutual companlos have not coased operations In order to maximize 
the benefits to their existing with-profit policyholders. Thus the hypothesis that 
mutual companies aimed to maximize the benefits of those policyholders was 
rejected. It was observed that amongst the disclosed obj- .•tivos of at leas-t two 
mutual companies, the Old Mutual and the National Mutual, was the aim of

1. ibid., S .7.10.1.
2. M d ., 8.7.11.
3. Refer to Chapter 6, S. 6.5,5 andS.G 6.4.



providing the bonol ita of mutuni Ul'o itssuranco on as wldo » lumls na puHHlMe.1 

Furthermore, Ogborn hna stilted that contemporary actimrlnl opinion would not 

support tlie view that the funds of a mutual life assurer belonged exclusively to 
its members at a given point of time. A mutuni Ilfs assurance society was n 
continuing business.2

The writer has also atntod that, whilst ail the profits of a mutual life assurer 
belonged to Its with-profit policyholders, not all these profits have been distributed 
to these policyholders. This is by no means unreasonable and the following 
statement adds weight to the views expressed above.

'For this reason wo make a ytactleo o£ retaining a ptictiou of our surplus 
which is not distributed immediately in the form of bonuses, but is kopt as a 
security margin to ensure that Kuulam will always be able to moet all Its obliga­
tions to all policy-holders, even If there should be a slump such as the drop in 
share prices experienced on tho stock exchange over the past two years, indeed,

It is this prarHce which ensures the security of assurance with acompany like Sanlam.
On the other hand, we take into account that the policyholders who bought a 

policy years ago which-must be paid out this year, has also contributed to the 
security margin and is entitled to a fair share of It'3.

Since mutual companies consider themselves to be continuing organizations 
they must face similar problems and have similar attitudes to proprietary offices. 
Whilst mutual companies do not have to service shareholders' capital, they can 

only build up additional reserves (I.e. working capital) from surplus, whereas 
n proprietary company can and does partly use shareholders' ce ' ' lor this 
purpose and will only have to use surplus to service this capital. ■ 1 companies 
do not, however, have to publicly report on profitability whereas a quoted 
proprietary company would have to. It was observed that a difference In objectives 
between mutual and proprietary companies was that generally the former seem to 
be 'sales maximizers’, whereas proprietary companies generally aim to be 
’profit maxlmizmi'.

1. Refer to pp. 230, 2»i.
2. Ogborn, Q&. c l t , , p. 307.
3. Sanlam, Chplrman'H Report, 1970.



9. H The Future

It ifl of interest to spoeultite on the future of the lilo nnnuninco Industry In South 
M rtca and the reVntive Importance of mutual and proprietary companies. We 

have seen in Chapter 3 that, until the end of 197-1, throe of the four largest life 
assurors in South Africa were mutual companies, I.e . Old Mutual, Sanlam 

and Southern Life. By the end of 1975, however, the picture had changed, and 
the four largest life assurors in South Africa consisted of two mutual companies, 
Old Mutual and Sanlam, and two proprietary companies, African Eagle and 
Liberty Lifo. This does not mean that the proprietary companies aro becoming 
relatively more Important in terms of the total assets they control, In fact, it 
can be shown from Tables 3.1 and 3.-1, that in 1945 the three large mutual 
companies referred to above controlled 57,3 per cent of the total assets of all 
life assurors and, by the end of 1973, this percentage was virtually unchanged 
at 57,8 per cent.

Thus, no clear trend has jo t emerged in regard to the relative importance of 
proprietary and mutual companies. It was also shown in Table 3.2 that the 
number of foreign insurers has decreased substantially over the years and, from 
1970 onwards the trend for the number of domestic life offices to Increase, 
was reversed. In view of the recommendations of the Franzaon Commission 
in regard to the desirability for insurers to domesticate and that, other than 
In exceptional circumstances, no further licenses should be issued to prospective 
now lifo assurors,* and the probability of further mergers, it seems probable 
that the trend for the total number of lifo assurors operating in South Africa to 
decrease, will continue.

It can bo speculated that this possible process of concentration in the South 
African life assurance industry will enhance the productivity of this important 
sector by rationalization of human and other resources.

I. Refer to Chapter 4, S. 4. <1.2 and S.4.0,4.
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COVERING LKTTKH THAT WAS ATTACHED TO THU OUKSTlONNAtttE SENT
TO THE EXECUTIVES OF THIRTY LIFE ASSURERS IN SOUTH AFRICA 

Daar Sir

In recont years more companies ere concentrating on defining their goals and 
clarifying thotr corporate objectives. In many cases companies have clear 
objectives but hove never committed those to papor and established them as 
clear corporate objectives and informed their senior management accordingly.

In many Instances the objectives of companies are clearly laid down in the 
Chairman’s and Directors' report accompanying their annual accounts, and at 
least one company has distributed a leaflet specifically outlining their corporate 
objectives. There has been considerable literature on the subject, especially 
In recent years. Currently the Department of Business Economics of the 
University of the Witwatersrond Is conducting a survey on the corporate objectives 
of Life Assurance Companies I. o. to what extent Life Companies have clarified 
their objectives and how they differ between different types of Life Companies.

We are sending questionnaires to the Chief Executives of all the leading Life 
Assurance Companies In South Africa and wo would greatly appreciate your co­
operation by completing and returning this questionnaire to us by January 31,
1975. We feel that a survey of this kind can provide particularly useful information, 

and a copy of the results of the questionnaire will be circulated to all companies 
that have completed it.

We would appreciate It If all questions nro answered as fully and meaningfully 

as possible.



APPENDIX 2

QUKST1QNNA1HK SKNT TO KXKCUT1VBS OF TII1KTY UFK ASSUHKHS 
IN SOUTH AFRICA

I. STATISTICAL INFORMATION

1.1 Name of company.
1.2 Is your company a mutual or proprietary company?
1.3 Is your company South African- or foreign-controlted?
1.4 Date of last published accounts.
1.5 Total assets as at date of last published accounts.
1.6 Gross premium Income (excluding single premiums) for the

above financial year.
1.7 Single premiums received in the above financial year.

2. CORPORATE OBJECTIVES
2.1 Has your company established clear corporate objectives?
2.2 If they are documented, in what form are they? Are they, for example,

In a leaflet form, given in annual reports or kept confidentially for
Information of top management only?

8.3 L your corporate objectives have been established and can be disclosed, 
what are they?

2.4 What do you believe Is the fundamental reason for your company's 
existence?

3. MAXIMIZATION HYPOTHESES

3.1 Does your company aim to maximize profits as a corporate objective?
3.2 If so, is It short-term or long-term profits, p. d how do you separate

the two?
3.3 Is it a company objective to maximize assets?
3.4 Is it n company objective to maximize sales?
3.5 Which, If any, of the above Is the chief objective of the company?

In what order do they rate In priority?
3.6 To what extent do the above Influence your Investments, marketing 

and cost at which your business Is condm ted?



3.7 If a proprietary company, do you establish any minimum acceptable 
yields as a return on shareholders' capital? Before injecting new 
capital, do you set a minim, m acceptable rate of return on this capital 
and, if so what are your views on acceptable returns?

GENERAL OBJECTIVES
Amongst life assurance companies' literature, the following objectives have
been declared by some companies. To what extent do they ft.iture in your
company's philosophy?
4.1 Does your company aim to maximize the welfare of its policyholders 

(including both benefits earned and service supplied) and, if so, how 
and to what extent?

4.2 Does your company aim to maximize the welfare of shareholders?
4, 3 Does your com) • .y aim to maximize the welfare of your staff? If

so, how and to what extent?
4.4 When considering the benefits due to policyholders, shareholders and 

staff, what is your order of priority?

4.5 To what extent does your company wish to maximize the welfare of the 
country as a whole by mobilizing savings and investing in projects for 
the national good? What do you believe are your company's social 
responsibilities, and what is your attitude towards donations and 
investments in public institutions, universities and other education 
institutions, welfare organizations, medical research, road safety, 
sport and charities?
4.6.1 To what extent does the benefit of the community as a whole 

feature in your investment decisions?
4.6.2 Do you make donations to universities, charities and sports and, 

if so, how does this relate to your philosophy on 4.1, 4.2 and 
•1.3 above?

4.7 As a service industry, do you believe that an objective of yours should 
be to provide an excellent service to policyholders and, if so,how does 
this relate to your other objectives?

4.8 Have you sot objectives in respect of your corpornto image? If so, 
how would you wish to be regarded by the public and your competitors?



4.9 Does your company have any other objectives or philosophies?
4.10 Do you sc-t short, medium and long range plans? If so, hi what respect, 

and how do you monitor your performance against your plans?
4.11 Given the objectives above, how do you seek to achieve them? In 

particular, how have these objectives Influenced the conduct of your 
business, the marketing of your products, the investment of your 
funds, the training of your staff and the service you provide?



APPENDIX 3

GLOSSABY OF LIFE ASSURANCE TERMINOLOGY *
A
Actuarial Reserve (Actvinrlpi Liability)

the 'lability or reserve n life assurer haa to establish, on the basis laid down 
in the Second Schedule of the Insurance Act, in respect of its unmatured life 
assurance policies.

Actuary
in terms of Section One of the Insurance Act, this means a Follow of the Institute 
of Actuaries of England or of the Faculty of Actuaries in Scotland or of the 
Society of Actuaries of America or of any other Institute, Faculty, Society or 
Chapter of Actuaries approved by the Minister of Finance. An actuary Is an 
export who applies the mathematical doctrines of probability and compound 
Interest to statistics from which life assurance, annuity and similar under­
takings derive their principles of op»”'>Mon.

Age
at Inception -  the ago of the poiloyhui • .lie inception of his life assurance 
policy.
next birthday -  the age normally used for premium calculations, where the 
applicant's age at his next birthday is taken as the operative age at the comm­
encement of tho life assurance.

a person who introduces life assurance business for which he receives payment 
by commission -  often a company employee called n representative.

Allocation Amount
the portion of the premium on a linked assurance policy that Is used to purchase 
linked investments. Duo to high acquisition costs of new business this amount 
is usually a smaller percentage of the annual oromium in the first year than in 
the second and subsequent years.

Annuitant
a person in receipt of an annuity.

Annuity
a contract whereby in return for a capital sum periodic payments are made by 
the life assuror for the remainder of tho life of the annuitant. Sometimes 
payments arc made for a fixed period or are subject to being paid for not less 
than n certain period.

♦'Roici'oncea:
B. Truran, Life Assurance in our Lnmrungo. Capo Town, Timmins, 1972. 
Dictionary of Life Assurance. G.W. Richmond and F.H. Shorrlff (ed.), London : 
Now Era Publishing Co., 1920.
Life Offloos'ASu -elation and the Associated Scottish Life Offices, 'A Plain Man's 
Guide to People, Protection and Prosperity ', London, 1970.
R. J . Miller, Lifo Assuranoo in South Africa. 2nd od. rev., Johannesburg, Blue 
Crano Books, 1970.
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A ssu ran cv
usually refers tc- long-term insurance or life assurance.

additions -  sharo of surplus allotted to holders of with-profit policies, usually 
in the form of additions to tho sum assured.
compound -  cnch year ns the new bonus Is declared, It compounds upon the 
previous total bonus.
declaration -  a bonus is declared oncotheresults of tho valuation have been 
determined and the policyholders are notified of the amount of bonus allotted 
to their policies,
lending -  the extra premium a with-profit policyholder pays for his policy 
compared to a non-profit policyholder. Tho payment of this extra premium 
gives him the right to participate In the profits of the life assurance company, 
rate -  tho nmount of bows tvlMtcd la expressed as a rate of tho sum nsstired
o.g. R2G per R1 000 sum assured.
rovcrslonnry -  oneo declared It forms port of tlio sum ausured and la payable 
at the same time and in tho same circumstances as the sum assured. It 
'reverts' to tho sum assured.

Broker
an Intermediary between tiio life assurer and prospective policyholders,

C
Closed Fund

a life assurance fund in which no further new business is written.
Commission

baalc -  tho monetary reward paid to the introducer of life assurance business.
It la paid by tho life assuror and la usually expressed as a percentage of the 
premium.
Initial -  tho commission paid on the firs t year's premium.
renewal -  the commission paid on subsequent years premiums.
overriding -  additional commission paid to Introducers of business and varies
according lo tho contract they have with tivc U(o assuror. It 1b visually expressed
as n percentage of the Initial o r renewal commission or of both.

Conventional Business
a term broadly applied to witli-proflt and non-profit business as opposed to 
linked assurance business.

D
Days of Grace

period during which a policy Is kept in force pending payment of a premium. 
Decreasing Term Ascurnrco

n form of term Ubvurnnco under which the sum assured doorcases during tho 
to m  of tho policy. Tho decrease In sum assured enn bo level each year but 
It usually dw.voasos In stop with the debt that would bo outstanding on a 
mortgage loan at various rates of Interest.



occurs when the total value of a llfo assurer's assets la loss than the value of 
Its liabil.ties. In a given year an operating deficit ia the excess of the increase 
in the value of a company's liabilities over the Increase in the value of Its assets. 

Discontinuance
refers to policies being discontinued by death, maturity, lapse or surrender. 

Domestic Insurer
a registered insurer whose head office is in the Republic of South Africa.

Endowment Assurance
policy under which the benefit is payable on a predetermined date or at death 
if this occurs first. It can be linked, with- or non-profit.

Estate
(ho disclosed and hidden reserves in the value of a llfo assuror's assets a ad 
liabilities. It is the difference between the value of its assets and liabilities 
where those are calculated on a realistic basis and not on the statutory 
valuation basis.

Foreign Insurer
a registered insurer other than n Domestic Insurer,

Funeral Policy
n policy, on vhich the benefits arc limited, (in terms of Section One of the 
Insurance Act) to a maximum of R300, These benefits must consist 
principally of tho provision for the funeral of the assured or the funeral or 
some other non-monetary benefit to any person.

ij

General insurance
another name for non-life or short-term Insurance.

Immunization
a form of 'matching' the assets of a llfo assuror to its liabilities such that the 
business is immune to u general change in tho rates of Interest i .e . if tho rate 
of interest altered, nay change in tho value of assets would bo accompanied by 
a corresponding change In the value of the company's liabilities.

Industrial Insurance
insurance business (other than funeral business) whereby the insurer assumes 
similar obligations to life business but where tho sum assured does not exceed 
MOO.

In force
tho number of policies in force at a given point of time.

Insurance
usualy refers to short-term Insurance or non-life insurance.



Insurance Act
the Insurance Act, No. 27 of 1943 ae amended.

a \ ilicy lapses If a premium is not paid in the days of grace unicss it is 
kept in force by some form of non-forfeiture clause.

Level Premium
Is where Identical premiums are payable on the firs t due date and throughout 
the life of the policy,

Life Assured
the person whose life is assured by a life policy,

Life Business
excludes Industrial and funeral business and a life policy is ono whereby a 
life assuror. In return for the payment of premiums, assumes an obligation 
to pay certain sums of money on death and/or survival for a specified pertOt.

Life Office
life assurance company that transacts life business.

Life Offices' Association
the Life Offices' Association of South Africa.

Linked Policy
a form of systematic saving contract under which life cover is usually 
provided and a part of the premium buys, or is deemed to buy, Investment 
units such as units in equity or proport.- portfolios. They arc also called 
unit linked or Investment linked policies.

Long-Term Assurance Business
means any life, industrial, funeral or sinking fund business.

M
Matching

of assets means investing so as to obt,l-r « distribution of assets, to moke 
thorn, as far as possible, equally as vulnerable as the liabilities to those 
influences that affect both and particularly to variations in the rate of interest.

Mortality Table
tt table relloctlng the mortality of a  group of lives. In calculating premium 
rates, life assurers use mortality tables derived from the mortality of lives 
assured. In the first few years after assurance commences lives are known 
as 'select1 lives and experience a lighter (lessor) mortality than lives that 
have boon assured for a few years. These lives are said to experience 
'ultimate' mortality.

Mutual Company
ono which has no shareholders and the assets and profits belo%- solely to Its 
policyholders.



New Business
the new premium Income sold by a company.

New Business Strain
describes the situation whereby when now business is sold, the commissions 
paid and expenses Incurred, as well us any death claims arising, together 
with the actuarial liabilities that have to bo set up as required by law, general./ 
exceed 1:lio premiums received by the company, the result being a 'new 
business titraltV,

Non Forfeiture
automatic -  a clause contnlnjti in permanent life assurvnue policies (as 
opposed to £• Tin assurances- temporary) whereby any premium remaining 
unpaid at the end of the days of grscc is advanced as a loan against the 
surrender vnluo, for as long as the latter continues to finance unpaid premiums. 

Non-Profit Business
business that does not participate In the profits of the life assurer -  also 
called without-profit or non-participating business.

P
Paid up Policy

policy kept in force for a reduced sum assured after the premiums were 
discontinued prematurely.

Part One Assets
approved securities (or prescribed Investments) that must be held by a life 
assuror, The definition of those assets that constitute P art One assets is 
given in Part One of the Third Schedule to the insurance Act.

Per Mlllo
per thousand.

R
Retention

the sum nasurod retained by n life assurer on one life.
S
S.A. 1950 -  02

mortality table baaod on n study of South African assured liven between the 
years 1050 and 1002. This is the most modern published mortality table in 
South Africa but recent figures circulated by the Actuarial Society of South 
Africa Indicate that mortality rales In South Africa have not filtered 
significantly since those tables wore published.

Short-Term Insurance Business
moans any insurance business other than long-term business or compulsory 
third-party insurance business,

Svm Assured
the amount whloh becomes payable In the event of a claim it either death or 
maturity.



Surrender Value
cash value of n whole life or endowment policy when discontinued. Policies
usually only acquire a surrender value nfter throe yours premiums have boon

Surplus
the difference between the total value of the assets of n life assurance company 
and its liabilities. In a given year an operating surplus is the excess in the 
increase in value of the company's assets over the increase in the value of its 
iicbilltlos.

Term Assurance
a temporary assurance under which tne benefit is payable only on death of 
the life assured before a predetermined date, It Is not available on a with- 
protit basis.

V
Valuation

the determination nf the actuarial liabilities of a life assuror at a year end.
A statutory minimum valuati v  basis is laid down by the Insurance Act.

W
With-Profit Business

policies that participate in the profits of the life assuror.

ZUlmer
the initial expense allowance that may bo used in the statutory minimum 
valuation basis.
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