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ABSTRACT
One of the major purpnses of this study was to analysu the corporato obj-

ectives of life ttontion was pald to
aseertaining whother their corporate hebaviour could he deseribed as
aiming to maximize profits, osgets or new business eales. Tho writer
investigated whether they eied to masimize the profits they distributed
to policyholders and, where upplic able, to sharcholders, A study was
made of any diftorences that existed b tween the corperaty ohjoetives of
mutual and proprietary companies, A eritical analysis was mado of the
hypothesia that,since mutual companies belonged to their policyholders,
they tried to maximize the bonefito paid to their exinting with~profa
policyholders,

To provide o background to the analysis of corporate objectives, &
brief history of life asgurance In geseral, and of hife agsurers in South
Afriva in particutar, was given,

Since insuranco leglelation impuozes cortain conatraints on lle
gssuraned compan’ed, an analysis was made of insurance and income
tax legistation as it affected Lifo offices, Partieular attention was patd
to the fact that lifo assurers 2re ohliged by law to Invest o substantial

poreoutanc of thelr #ssets in app: i A ful invest-
ment policy was fundemontal to o lifo assurer achicving long-torm
y and the the ileble ta lifo

wero anclysed, Tho principles governing the manner in which their funds
wore invested wore also studied,

Thore wag little literature relovant to the subjeet being inveatigated.
A amount of {nfe wag, however, obistined from

various actuarial journals, tho annwel reports, recounts and chairman's

atatemonts of the various 1ife papor articlos,
tssued by tho Lifo Offices Asanciation of South Africa and thoso Issued
by the of ddi 1 referonces wore obtained from

various books and poriedicals,
The actual corporate objectives of lifo assurers weve studied from




both @ theorotical and an empliricsl appresch. To obtala dircet informa-

tion from the on thelr P i , 8 ¢

‘wag sent to excoutives of the thirty eonapanies ench of whose asgets, ns reflected
in the report of the Repistrar of Ingurance for tho yoar onding December

31, 1073, exceeded five million rand  'The replies to this questionnaire

wore thon analysed, A munber of mathematical models of n life asgurance
company wero doveloped in order to test cho cffect on protitebility to n

company of variatione In tho rate of tntorest earned on its funds, the

exponse lovols at which it operated, tho leveis of now business cold and

the type of products The that wutanl

almed t0 aaximize the benefits they distributed to their oxisting with-

profit whE , by genoral
and also empirieally.

The findings of the study were that both proprictary and mutual companies
aimed to maximize the benefits thoy paid to thetr with-profit policyholders
and the former also tricd to maximize the bonefits they paid to ghare-
holdor It was believed psusible to slmultaneously maximizo benefits
to both shareholders and policyholders as thore wae usunlly o fixed
relationship botwoon the poreontege of profits that was distributed te
each of these groups,

The 1 of prop 'y diffored from that of mutwal

companies ag, to tho former, the maximization of profits was their
main sorporato objective whereas, in genoral, mutual lifo assurers wore
[ to be sales It wag luded that all lifo
aimed to earn the maximun expeeted yield on tholr funds,

Aftor oritical nnalysis, the hypothesls that mutual life assurers
attempted to maximize tho henofita thay paid to thoir existing with-prafit

policyholdera was rejected,
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CHAPTER 1

INTRODUCTI

1.1 Neturs and Scope of Inquiry

‘The South Alrican life asauranao industry swied aasets of appxaximately

R4 237 -million ag at tho ent of March, 1975, : Thus, In torms of the assots

they own and control, thay are {mportint financiatl Inotitutions in tho South

Africon coonony. In fnet, in zegard to cho etpital rataing function of the

long~torn: inourers, with the oxception of the mining finance houscs, the

long=texn ngurers ave the largest honklng n

South Africa and, furthormore, thetx- aosots have expanded ot a far highey

rato than the cconomy ag a wholo. The manner in which thoy {ovest thelr

funds and the principles gy thoty g have boen
{n various 1 journsls, ment polieion of Hfe

companiag have alse been studlod by ¢
@ M. Heltmon, 1963,
{i) T.J, de Villlers do Voo, mm."
(Uit G. Clayton and W,'T. Cshorn, 1965,5
(tv) L.B. Jones, 1968, °
Whilst theue and other otudies analysed the inveatment policles of life

L South Afriean Reserve Dank, Quarterly Rulletin, Decemboer, 1975, No, U8,
B, 9~88,

2, K.A, Munro, An Analysis ¢ the Feonomie Funotionn of Ingtitutional
Inveators, artieular ¥ Iol‘nvmw 0 th lr Hol 0 Sonth

Afyican Feonemy, M. Com. dmam-t.\uon‘ Unjvoualty of tho Witwators-

mnd, 197, ph. 44, 2!‘2!,

& y Life Olfices, M. Com,

dlesortation, Univm‘ultv ol' (‘upo ’I'mvn, 1962,
4. T.J. de Villiors do Voa, Dig Beleggingehoeleld van Suid-Afrikaanae

Lewonsvorackeringamante . dlepcrtation, Unlvorsity

of Stellonbosel, 1061,

8.  G. Clayton and W.'T, Goborn, Ingurancs Gompany Invostmont. DPrin~
eiplen and Policy, London, Georgo Allen and Uawin, 1965,

6. 1.D. Jones, Inyeatment Poliriea of Life Insurance Companiva,
Boston, Harvard Businean Sohool, 1068,

ppye, M. Com




aesurarg, thoy wioe provaded sumy valeabde sformation or he wider
suafest of thaie corpasate oafsutives, Mevitably, (na otudy of vorgorate
objetives, subjeots sueh as woweaney aud incomo tax tepiolation and
tavestinent prineiptes mun bo df-evased.  Taweves, thio wao done only

to sk egtont that they wooe relevdad to the analyofu o vorparite ohjootives
of Mtfe ausurory,

L2 P

Pl

One of tho maj wrposey of the preneat siwly v to ouatyoe the corporato
obfjeetivad of it 0t tueanes vosidatey, &b o on ohich thero tg Hitle
Hterature, The ofdvetwers of vinnprade uve hdltones d Jw o pegabor of
factors, sonte o vi bore congieaet,  For coapte, whiled 2 Ife
LYEUEANCO SmAiInG 1aBL itk tennsamite the viah ¥ 0 ca oL aosotg,

in Soutt A¥reea 68 doon ot Bavo vaaplete freedoi 04 16 tue masner i which

Lot st lol pe et of 1ty aooets have to

ng fupdi oec deves
bo {aveoted in appe L (o w 'imm.l

The wrbed foied 0 coiaphich whether o Quowi Dt ottt Bkeg 008
themaeires edoqs obfectinw sad Whar theeo ehdeotivos wore in praetisal
toras and vho the ot sld b o teepr, o vt 8l acueomeent of the
ohjectives of ffe ausgsanee cotaganted deprondn of vawe e on RO defimition
of normo agatnat which porformanec oo he judged,  Maximisation of oales,
w1 GERIRGE wilden aetnat porformance

angats oy priv; v dofiped oo

was Bl 30 B e (oRlpheral eonteat telr atiitelen tuwarde gacial

rogponnihilition wess Alea aveatianel,

1ed ket wrl

The dficrenves hettod the eogpudio ulge 4
propractarsy Ui ofpecs wets miteowd,  The bypatkeus fied mateal life
agourcs 8 belorged to thew pulivyhofder agd cxdored primarily for the
benefit of theer with-profit polevhuldern van ecomined, 16 will bo shown
that awirtee ol the profiti of & mutsal Bie avaaeer du Selowt to 160 with-
prafit palieyhobders, tov fe oel@am, 8 ever, complotely dintributed to
oo

1, Thig subgeet i 0aabuoed in Seetteint 1.9, 4, 0,1 ad 4,6, 3 of
Chnpter 4,




1,8 Play of the Thesls
‘The arrangemont of this thew:s 1o av follows :

In Chapter 2 an analysio 19 glven of tho evolutivn of the level promium
eoncept, whic made it nercooary for life asurers to seewmutote sub-
stantial funds, and honee bo vory eancerned as to how theoo funds wore
mveeted, A chort kintory of the development of Life agourance in genoral,
and {n South Africa ¢ particulnr, 19 glven fo Chaptur 8,

n Choptor 4 the relevant logislation atincting the South Afriean life

assvrance industry s d rd, OF ¢ {6 the fact that
companics are obliged to hnvest substantial fundo in approvad securities,
The statutory valnativa bases of assets and of actuariel labllitics s ulso
of relovanes to Hfe ofifees, ag they have 2 vonslderable wnfluonco on the
mannar in which surpluses cmergoe. These statueory valuation heges
cange eonsiderable now business strains in . new, vopidly expanding office
and oxn considerably defer profisability and limit tho extont co which
companies can atterpt ty moslsalze selod,

Tha lavestmonts tuat are available to lifo agsncers and the prinelples
governing the manner fa which their funds are inveated aro studied in
Chapter 3, It will be obuerved that, exerp for the reguiremont thot &
corteln pereentage of thewt funde has to be tavested in approved securlties,
the only other reatristion on thelr freedom of fnvestment ja that they must
hiold South Afrlean snants of an amount at least equal to their total

tiabilities. Insurers wore teaditionally mere concorned wath tho vafoty of
the capital value of heotr fnvestmonta than the yield on theiv funds  but the
niter hao bevome move important in the lagt few decadea, In the invest~
ment of thesr funds. .+ asoarers also have to take into aocount the nature
of their liahitities, 1< cxample, U an office's Ushillties were mainly
I respect of fol youe anghy premium endowment policies, they would
bove to invest thelr fu :da substantially differently to the way they woutd
have done had their ltabitition oll been In respect of long-torm reourring
promium busineso,

A mathematical modet for n ! fo anqurance company 8 devetoped in
Chapter 6 and the effect on profitaidlity of difforences ln an nasuror's




expenses, rates of interest earned, levels of new business written and
type of product sold, lg studled, Moreover, a mathematical analysis (s
glvon (o refute the hypothasie that muturl Iife nasurers wish o masimize
the beneflts provided to tholr existing with~profit potloyholders.

The § of are anatysed in Chaptor 7,

Paxticular attention 18 focused on the obj of Hife

ineluding thelr attitudo towurds thelr social responsibilities, Wheraver
{)rnetlcubla. a differentiation wag made between the abjectives of mutual
and proprietary life assurers,

An ompirieal investigation was made into the corporate objectives of
life agsurance companles in South Africa and a detatled quostionntire was
gont to executlven of thirty life agsurers in South Afrlea. ‘This was dono
with the of the D of of the

by of the and thelr is
Tae ecovering letter to the and the ftaelf ave
reproduced {n Appendlces. 1 and 2. The analysig of the replles to this
questionnsire is given In Chapter 8, It emorged irom the tnalysis that
wutual ife woro sales imi ‘wherets prop 'y
1ifo offices wore movre concerned with profitabliity.

The writer’s conclugtons sre givan la the last Ukapter In which the
theoratieal spproach of Chapters ¢ and 7 are velated to the results of the

empirical investigation described In Chaptor 8,

Inovitably & large number of technleal torms bave beon used, As these
terms may not be familiar to persons outside the Industry, a glessary of
life 18 glvon In A dix 3.

1.4 Sources of Information

This study 18 based on faformation obtained from both primary and
gources. A amount of primary information wis

obtained frow the rofurns to the questionnaire thut was sont to the e

assurance companics. “Tho annual reports, acoounts and tha chalrman's

statoments of the various companios tlso praved to bie & vaturble sourco
of information, A aumber of clreulscs lssnod by the Lifo Offices’ Asgoola~
tlon of South Afriea and tho Registrar of Insurance wero found to ke of




grent use, Statistics wore obtained from the published sccounts of companies,
the Annual Roports of the Reglatrar of Insuranco and from the Quarterly
Bullotin of the South African Reserve Banl,

There Is little dary covering the spooific
subleat of 3] of ltfe On the
ntunorous othor lesues with which this study is concerned, knowledge wes
obtained from varlous perlodieals and books,




CHAPTER 2

FUNDAMENTAL CONCEPTS

2.1 Daovelopment of the Level Premium Plan

1t 18 essentlal that at this early stage of the thesis a clear outline e glven

on the emergence of the level promium method of paying for insurance and

of the in bl botweon life and non~life funds,
In the early years of agsurance, contraots were on 4 one year basis

and premiums were caleulated on the banls of ‘asscgsmentism' L.e. tho

premium In each year was to be to moat the

rigk inourred in that paxtioular year, as well a8 to cover the expsuse
tavolved in administoring the contract,

The shove busis meant that the premium Inereaged each year aa the
age of the agsured increased and also that the contraot was renewable at
the option of both the assured and the sssuver. There were two major
disedvantages. The assured could only renew the contraot if he were in
good health and this caused particular problems as he grow older. Becansc
of detertorating health, the sesured ceuld find that at the very time he
needed insurance most he wos unable to obtain i, The sccond disadvontage
wag that the premlwm Inereased rapidly as the nssured’s sge Increased
and, atan older age, the assurcd might have boen unable to afford the
premium, oven if he were in good health, At very old ages the promium
became virtuslly prohibitive ag it was so high,

The following quotation heaxs thls out :
‘ios In 1756 & common premium rate for ... Insurances was £5 por
£100 {nsured for ages 20 to 50, and £6 per £100 Insured for ages 50 to
60, but thereaftor the rates increased steoply If it was possible to grant
cover af nu'l.

From the aforegoing It can ho observed that, even though promiums

1. H.F. Fisher and J, Young, Actuarial DPractioe of Life Assurance,
Cambridge, Cambridgo University Press, 1965, p. 6.




CHAPTER 2
TFUNDAMENTAL CONCEPTS
2.1 of the Level . smium Plan

It 1g esgentlal fhat at this early sta,re of the thesis a olour outline is given
on the emergence of the levoel promium method of paying for insurance and
of the diffe:snce in Investmeont probloms between life and non-life funds,

In the enrly years of assurancs, contraots were on i ono yeur bagls
and premiums wore caloniated on the hasls of 'aggessmentiem’ Lo, the
promivin v sach year n.ag o be i to maet the 1}
vigk nsusred to that partiewtar year, a8 well a8 to cover the expense
Involved in administering the contract,

The above basts meant thet the premium inereased each year a9 the
age of tho assured increaged and nlso that the coutract waa rencwable at
the option of both the assured and the agsurer, There wore twe major
disedvantages. Tho assured could only xenew the contract if he werc in
guod health and this caused particular problems 29 he grow oldor, Because
of detzricratiag bealth, the assured could find that at the very time he
needed insuranee most he wag unable to obiatn it, The second dlsndvantaga
wag that the premium incrensed rapidly ne the assurod's age Inoreased
and, at an older age, the assured might have been unsblo to afford the
promiura, even !f he wers In good health, At vory oid ages tho premium
beeeme vivtually prohibitive us it was go high.

Tho following quotation bears this out @
.., In 1786 @ common premium rate for ... insurances wag &5 por
£100 tnoured for agoes 20 to 50, and £0 per £100 insured for uges 80 to
60, but thercafter the rutes Incrensed steoply if it was possible to grant
aovor ot all ‘1.

From the aloregoing it can bo observed that, even though premiums

1, B.P, Flsher and §. Young, Actuarinl Practice of Uifo Assurance,
Cambrid G ty Pross, 1986, p. 6.




differed according to age of the assured at Inception o the contract, the
variations were rather crude compered to modern conditions where the
premium alters for each different age at Inception.

‘Whon the Equitable offored its first contracts in 1762 an important step

was made to bridge the gap hetweon tlam' and the level p
charged today. Tho contracts of the Bquitable were based on level pro-
miums, depending on the age of the assured at tho time of anderwriting snd
on the texm of the eoulzany, and wore gusrantoed xenewuriv by the e
office.

Ag the rate of mortality incronssd with an advance in uge, the premium
rate for & ono year toxym sgsurance increased as the age at entzy advanced,
Thus in order to charge & level premium throughout the duratlor of the
contract It was necossary o chargo a bighor premium than theoretically
required at the younger nges. The exeess was then used to bulld up o
roserve, saltably lnvested, to bo utilized in the lator yesrs to offset the
fact that the premium ohorged wowld be less than theoretivally roquired
at that slage L.e, 0 lovel promium wea charged for an inerensing risk.
Cohon and Zinborg Jeseribed the differenas betwoen the two appreaches
as follows ¢

Undor the old basls, If all the actuarial caleulations wore cerrect,
annual income oquatled annul outgo, loaving rothing to be invested other
than, porhaps capital surplus and contlogeacy resorves, Undor the now

basis, a reserve for was
“Tho ealeutation of the lovel annunl premtum necessitatos that tho

citice asaunies that & certain minimum rato of intorest can bo carned

on Ls funds, 1n Table 2.1 & consurvative rate of four por oot per annum

has boen ueed, The cxtent of the tnvestmont aloment proseat lu the lovol

premiun can bo clearly seon from Table 2,1,

i 4.’3, Cohen and E.D. Zinborg, Investment Analysie and Portfollo
Managoreont, Homowoud, Hlinois, Rlchard D, Irwin, 1007,
o 692,




Taoble 2.1  Comparison of the Lovel Antual Premium with One Yeaxr Torm

l’r(wﬂ(mm;:l
Tlleura-‘
tical Expected deathy por year per 1 000 lives of ago
Whole
Lifo
Age | Prem~- X jx+10| x+20{x+30 | x+40 | x+560 | x+50
x {um

40 | 16,70 | 2,81} 7,88| 10,30] 44,62 )100,29 | 212,08 |40L,48
§0 } 47,00 } 7,88} 18,80 44,62[100,20 | 212,63 (401,48 -
80 | 44,81 [10,80| 44,62 | 100,20{212,65 | 401,48 - -
70 | 76,44 |44,62 {100,20 | 212,63101,46 - - -

20 7,40 § 1,48) 1,69 2,91 7,88{ 19,30 | 44,62 [100,29 | 212,63
80 | 10,8 1,59 | 2,91) 7,88| 10,30 44,62 {100,290 |212,63 401,48

Tho table shows, at various decennial ages, the theoretical whole life
lovel promium for 1ifo asauranco cover of 1 000 compured to tho cxpeciod
numbor of denths per annum por 1 600 lives ut theao agos. Por examplo,
at sgo forty at the whola tife would
bo R16, 70 for R1 000 sum agsured, Tho §! i your by year
{or one year torm promium) csloulated on a similar basis would, ignoring
expenses and profits, thorefors, beo such that the premiums chargod euch
yeor would be oxactly suffictent to mect tho oxpectod death
oleims origlng in that year, Theveforo, If people oged forty, fifty,
oixty nnd soventy woro each to insuro thetr livea for RL 000, thon the
one year promium that cach 1o would have been charged is dorived from
Table 2.1 as bolbg R2,8%, RY,88, R18,30 and Rdd,62 respectivoly.

1. The 1 whole Life wag por 1 000 of
aum nssured, All figures in Tablo 2.1 ave based on the ultimato
mortality tables of South African assured lives 8,A. 1950-62
and a ralo of interont of four por cent por annum wag waed, Tho
ratos oro thoorotiont, &8 oxpansed wore fgnored and donth clatms
wore agsumed to bo mot at the ond of ! o year in which death
oceurs,




An [llustration of the difference botwesn the level amnual promium
and the yenr-by-yoar premium Is given in Figure 2. s below and is derived
from the data for age forty {n Table 2.1,

Promivm
Year-by-Year
200 Promium

180
180

140 4

12¢ 4
100
80

/

40 yd
Lovel Annunl Prenstum
20 e "

—-——-”//!

i 1 t 3 g t t >

40 80 60 70 80 90 100
Age of Life Assured

¥g, 3,1, Tho Lovel Promium compared to the Yeayshy=Yotr Dromium
for.n Porson ago Forty,

Prom Figure 2.1 )t can bo obsorved how the one yoar torm promium 1s
lower thas the lovol one for most of tho flrat twenty years but thoreufter
it riges atoeply and, 1a tho extremo case, if the assured lives tll ago
100, tho ono yerr promiwm 5 2401 por cont of the lovel promiwn that
would have boon oharged at age forty,

In oxdor to bulld up tho noceasary resorvos to moot its obligations,
& ABAURGY hag to oarn at Loast tho rato of intorest nssumed in the
promium rates, Duo to thia fact, and the long term ovor which a rate of
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interast has offectively io bo guaranteed, it I8 wsunl for o Ufe offleo to be
conservative (n estimating the rate of intorest to be used In the caleulation
of premium rotes,

In Table 2.2 bolow, the levol of reserves that o company bullds up from

level annunl promivms on whols life can bo

It I8 shown that the longex 5 polloy I8 In fores, the larger aro the veserves,
a8 the interest carned on the assuroer's funds more than adoquatoly
for tho i d tality eosts in later yeavs. The older

the ago at entry, the dooner are resorves built up, #ince the oldor tho nge
of the nasured at Inception, the larger ts the level annual promium and the
shorter {8 tho persen's lifo expectancy,

Table 2.2  Tublo of Roserves Acoumuinted for Whotn 5ie A«_ug_m«_s_l
Reperved Accumulated Por R1 090 Sum
Ago Asgured Aftor
ad
Inception 10 Years | 20 Yeura | 30 Years | 40 Yeors | 50 Years
B 1 B B R
20 71,676 | 174,047 {304,048 § 452,797 {603,473
3¢ 110,309 | 251,30 [410,610 | 573,800 | 716,840
40 166,481 | 837,588 [619,823 | 681,703 (403,405
L] 812,717 | 429,408 ;601,828 | 765,101 | 884,046
[ 276,303 | 815,650 {701,748 ) 814,787 -

1t is appostte rY this slags to illustrate the interreiationshlp botwoon
regerves, lovel p and ity ratos, i the follow
ing relationship 1a truo :
GV Y RJ Qb

Gean * nit VP xen
where nv x and o 41V e tho theoretienl reserves held by the company

aftor nand (n+1) yorrs roopectively for a porson e x &t inception of @

i, Boola: 8.4, 1966-62 Ultimate Mortality Four por cont Intorest.
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contract; and Pyuq A¥€ Yespeotively the probabilities of a persen

q
(x+n} yem‘sﬁ: dying or surviving {n the following year: 1 le the rate of
interest the compeny carns on its funde, and Px ia the net prenmiuml
that would ba used In & valuation for o persen age x of Incoption of a contract.
Yho nbove equation states that the resorve held by the company after
n yeara for a porson 8go X ot inception plug the level premivim paid a¢ that
stage, both accumulated with 2 yoar's interest at rats 1, provide suificient
to meet tha expected death clabms and to ereate the nocessary reserve for
the survivors. Whilst this relationship g truo por polisy it 13 more
oasily explained in the contoxt of o number of policyholdors all age (s+n}
yeoars at tho of the your 1. The total vea held in
reapeot of their policies plus thy total premiums due, Loth accumulatod
with & yoar's intorest,will bo exaetly sufficicat to imeot the oxpected death
clatnig that arise and to cstablish the necessary reserves for thogo thiut

survive.

Tho advent of the leve! annual promium system wos aun espential
reagon for tho accumulation of funds by lifo officus. Clayton sud Gsborn
Bolioved that what wag alse very tmpoxtant was the faet that Ve offfees
soted a8 intermodinries for the ecllection of the publie’s savings and
undartook to Invest these auitably 1o provide reasonable henofits when they
fell duo 2. I recent yearg thore has heen @ much greater damard for
eadowment agsurancen in which the inveatment clement of the promsum is
for rore Important than the pure life assuranco element,

The levol annuad promium system ereated the need for Ufe asourance
companien to beooma invelved ih investraent, Thiu aapect of thete

hag becowmo T 0g iite aggurcree has
subsequontly doveleped,

1,  Tho not premium used in o valuation 18 usnally mited to mnety five
por oent of the netual promium a company receives, the difference
bolng an all made ina for

2. Cloyton and Oshorn, op. git,, v, 48.
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2.2 Tha Differanco in Investment Problems hetwaen Life and Non-Life

Fupdg
It hag been observed how the dovelopment of tho level annual preminm plon
in lifo led to ) . Thot tho

position of non-iife {general) business was difforent kas been neted by
Daleer as follows ¢

‘Genoral businean ... 16 ergentially of 2 shert-toem noture and tho

promivms reeeived arce normally no more than auffieiont (o cover the risks
underwritten in o particulay yom--l_

In gencral inguranse the previums ehaeged should he sutficient to cover
clalms, expenses and provide o profit maxgin, o tifo busineas the
aecumulation of sizeabln funds wag cogontial to the fultilment of the
araurer's obligatiors under tho contract, whoreas tn non-tfe tuourance
variovs reseeves wure built wp an cafeyuards,  The elaimo esporienco
in non=life insurtues flurtuated far more than in life aosurance and there
wero secasionatly lavge elatma in respeet of cutastrophes, Therciore, in
addltion to holding reserven for the unexpired ricks and for outstanding
claimg, the inqurer would reed to keep various continguicy YoSEIVes
veadily avadlable if requived. These evatingency reserves had to be
related o the value of the ricky undevwritten oven after substantial
reingurance had been placed,

A differenco § « prineiple between aon-tite insurancao and lifo aosurcanco
s that, in the latter the premiums ave fised at the outpet for the duration
of the controct and eamot be altored by the sepurer, whereas ia non-lifo ln~
surance contracts are easentially for ono year ot o time, rosewable at
the tutanco of both the assure] and the amsurer, At cach renowal date
tho promium and the conditions of the ¢muract can bi altered by the
inguror if necedatry 1o in non=life Insuraneo the jusurer can inerense
or doereage promivm rates at reaewal dates to take aceount of changes
in clatma i ond 8 i exp L In life on

1. €., Baker, T ma of Non=Ldfo Punds’, Poapor
presented to the Insuranco fngtitute of Loundon, Fobruary &, 1989,
m i




the other hand, the ausuror ean only tlter promiums for now contrects &nd can~

not refroapectively change the texms and of p
entered Into,

Sinee premium income in non-ife nguranco 1s primarily necded to moot
elaims and oxpaises thore I6 8 strong motive for liguidity, There 6 also a
strong precautionary motive for liguidivy due to the largoe fluctuntions in claime
espertenced, Thug thore 5 a much strongoer demany for liquidity in non-lifs
ingurance than In 1ifo assurance whore Incomo ig almoot tuvariably far groater
than payments as the eampony has to buitd up resexves, The life assurer &
thorefore uwsunlly eatily able to meet all Its cominitments Irom currens income

and stilt havo o considerable wmount of funda lable for long-t fnvest
Rathor than hold cash however, it ig usual for shert-term Insurers to koep
a slzesble percentage of their asacts in kighly marketable securities. Within
the liculdity constraints imposed on them, ghord-torin lnsureve do try and
maximize thelr inveshaent Ineowie and thus carn 2ome intorest incomo in
additton to their premium income, 1In thig regord Baker cornmented a9 follows ¢
“While the dito oftlecs nre in the yield on
thelr funds conoictent with oafety of eapitsl v ordor to bo ablo to queto com=
petitive promivm rates and to declore attrective bonades, the proprictacy
comxpanics tranuneting general businens seek to Inereane thelr profits, and
partiutarly thoir fnvestment iteome, again consistent with the safely of capital
znd also with llquidity, tn nrder to augmont thefr rescrves and to bo able to pay

highor dividends on thele almton"‘.

Paish and Sel.wartz have polated out thut the return to the sharcholders of a
nov~life company arose {rom the profit marging in the premium rates, the
intorest carned en tho investibls portion of premium income and irom interost
incomo of various rosorve fundo. 2

1. Baker, gp. clb., pp. 18

3 ¥, W, Paich and (3. L, Schwactz, ¥
Londea, 1.8, King ond Sony, 1834, p. 11,

da and rhelr Investmont,
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CHAPTER 3

THE EVOLUTION OF LIFE ASSURANCE ANI, THE DEVELOPMENT OF
OF THS INDUSTRY Ii SOUTH ATRICA

3,1 Ihg Barliost Origins

Docvmen.. excavated have shown that thoru wa. a type of Iife agsurance in
the city of Milete in Aoia Minor 88 long ago a- 2056 B.C. L A citlzen

of the town for example paid 3600 drachmen tovards a commumal fund

and in roturn recelved thirty deachmen per month for lifo. On the citizen's

denth any balance remaining roverted to tho fund except for 160 drachmen

which was pald to tho next of kin for the funeral of the decessed member,
‘While the above examplo refers «o anmwity buginess the prinelple

of basio lifo aeou: anco also dates back very fax indeed, Mohr and Oslor

report that the first evid of personal for which

were made dates back to the socletics of anclent Gieece, tho Bignol or

Thiggol, which were b supported by from
\ 2 They later & ped into p ng for tho paymont

of burial expoises of mesbers and for the inumediate et sh needs of thelr
dependants,

It {6 also known that lifo asaurance ated back to the Roman Gollogia
and F, A, Jack hus reported an extract from the Gollemlum Cultorum,
Dianne ot Antinoi ot Lanuvinm of the year 138 A,D. which deseribed a

typo of funarnl Insurance aa follows :3

1. M, Van Barnevold, Inteiding tot do Alpemoene Assurantickennis,
Twoodo drul, ‘s-Gravenhage, Martinue Nijhoff, 1961, p, 29,

2, R.0, Mche and R, W, Qsler, Modown Lifo lnsuwranan, 1ot ed. vev.,
New Yorls, The MacMillan Compnny, 1956, p. 648,

8,  F.A, Jaok, An Introduction to the History of Tifo Assurancs,
London, P.J, King and Son, 1912, pp. 19-20. .
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"New mombers must pay an entrance foc of 100 sestertti and provide
an amphora of vgood winer ard thoreafter contribute to the fund 5 asses
monthly, The capital formad constituted tho provision for a burial of
membaors, on the death of one of whom a sum of 300 sestortil funeratiolum)
was paid out to meet the oxpcnwes, Of this amount 50 sestortil was
distributed among tho funeral trnln'l.

As early as in 1912 Jack pointed out that the Colleprium Cultorum Dianao
ot Antinol was clearly a mutunl socloty for the purpose of insuring that on
death o suffictent sum of moncy was available for a sultable funaral, These
henefits wore secured by meana of making lavel peymonts and the aralogy
to the modorn concept of life agsurance was to that of paying promiums over
a puriod of time to recolve & sum rssured or a funeral honefit in tho
event of subsoquent death,

Sowme of the Roman military soclotles provided for the payment of &
sum of money in the ovent of n member dying within a defined period,

They also provided, on survival till tha ond of that peried, for the payment
of a Iamp sum or the payment of an annuity 111 the death of the benofteinry. 2
These benefita are vory similar to the conospts of terin and endowment
assuranee holng markoted af tho present time,
3.2 Development of Life Asguvance

3.2,1 England
The merchant guild was u soclety primnvily geaved for tha privilegoe of
carrying on trade, but thore wos also tho element of brothorhood, ae the
foliowing statoment illustrates :

€ 2 member waa siok or In fiuanoial trouble, the guild came to hig
assistance, The guild also provided o good fuuerel for a membor who
it and looked nitor his widew and ehildren, #

1,  Jack explained that in 136 A, D, 100 sestert!! woro approximatoly
oqual to fourtoon shillings and seven penco in English eurrency and
that thore wore four 8secs to cach soatortil,

2. C.TF, Trenorry, The Origin pad Farly History of lusurance, including
the Gontract of Nottomry, London, P,8. King and Sons, 1926,
™ 210,

3. H. Heaton, Economic History of Buropg, rev., New Yoxk, Harper
and Row, 1948, p, 202,
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1In this regars it is of intereat to note the clalm made hy Mahr and
Osler who regarded ti» British gullde an being direotly desoended from the
Efanoi, Thiedof snd tic (‘qﬂggtj." Movreover, there was & briuge between
e guilde of Helleniatt »r Roman days and those of the Middle 4z08, 2

Whilet it {5 difficult to {ix with cortainty the exact period of the origin
of the merchant gutid, 1t {8 belleved to be fairly safo to eesume that £y
ocourred in the sesond half of the eloventh century, 3

It heg now become apparent thit the need for insurance syainot mis~
fortune daten baok far into history, ulthough i must be note.i that, more
often than xot, thie wes not really life assur. ..o In the mosc-n genge, 4o
the benofit paid depended on the financlal elrcumstances of tha deceased's
dependunts.a

The oarliest life contracts were is3ued in the sixteenth contury on the

lves of and were Iy of o short-torm nature snd covered
particular voyoges, In this regard they wore more akin to acoident

In the h and before setting out
on & long journcy, people often tnswred tholr lives {or tho bonefit of thelr
heire or creditors, Raynes stated that there {8 a record of a polioy dated
June 18, 1583, registered in tho Chambher of Asaurances in the Royal Br~
~hange. 8 This Ie probably the carliest tife ingurance polloy of whichwe have n

record. The policy was a toom Insuranco for @ peried of twelve months
fox & sum agsured of £383.6,8 ov the life of Wiilizm Gibbons and the
singlo premium paid was £30,13,4, This and othor enrly conlxacts were
vory different from the long~torm contracts of taday In that the promiums

1.  Mohr and Osler, op._elt., pp. G18-9,
2,  Heaton, op, git., p. 198,

3, Jack, op. oit., +. 72

4. Tisher and Youny, gp. oit., .4,

5. H.E, Raynes, Insuronco, London Oxford Unlvorsity Pross, 1960,
p. 100,




tg

were not on any sound 1 but wese more 8 matter
of bargaining botween the broker and the undex-wrnor.l

The first registored 1ifs office in England was the ‘Haud-in-Hand
Soclety’ which was 1n 1696 by 100 % o sivat
office to open to the general public appears to have beea 'Thy Sociaty of
Assurance for Widows sad Orphans’, founded in 168%, 8 Its object wae to
provide a denth bonefit of £500 on gach memboex'a death funded by o
contribution of five ghillings from each of 2000 membera, The Seclety
survived for twolve yoard bub apparently never attained the requived
memberghip, I did,howover, puv- the way for ‘The Amicable Soolety for
& Povpotual Assurance Office’ which was founded in 1708, operated on
similaxr lines and received a charter from Quecn Anne. At the outset tho
Soolety charged an annunk premium of £8.4.0. for & death bonefit which
dapended on the number of deaths amongst the Soviely's membem.‘l Opee
fixmly established, the *Amicable® offored a death bonefis that ranged
between £100 and £300, The original concept of offoring a desth beneflt
oqual to the fund avallable divided by the number of deaths was not insursnce
ag is kmown today since tho death benefit depeeded on the number of members
dying in & partfoular year. In addition the premium was o fixed amount
par £100 sum assurcd irrospective of the ago of the person to be assured,
Whilst at the ‘Amictble app laid down no limits s to nge
at entry, they shortly afterwarda stipudated that ontrants had to bo
between the oges of twelve and foxty five and bo in good health, The

L. Ihid. p. 301
2,  Mohr and Osler, op. olt., p. R00,
3,  P,R. Coxand R.H. Storr-Best, Surplus in Britich Life Assurance,

Aotnarial Control over its Bmergoncs gnd Diatribution durlne 200
Yearg, Cambvidge, Coambridge Univoroity Proan, 1862, p. 8.

4,  Ihd,
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‘Amicable’ was eventually merged with the Norwioh Unlon Life Secicly
in 13686,

In «he etrly eighteonth century soveral offices opened in England, i

Among theso was 'The Sacioty for the Equitvble Agsurauce on Lives and

pst which was i 1 in 1756 and heeamo known a8 the
'Old Equitable'. 'The corapsny gtill exiswg today and in this regasd Mehr
and Osler commented ae follows :

"When Old Equitable issued ite firet policles in 1762 life insurance a9
we know it tuday was born'n. For tho first time soientific principles were
put fato practice in that the premiums differed aecovdlug to the age of the
1tfe assured at incoption of the contract, The Soclety oifered whele life

ae well as 'y for a period of one or mora
yoars, 3
A 1 dl ta tne P ly igsued wes that
the ugsured could now sutomatically venew his policy irrespectlve of the
state of his heelth and the premijums w » level for the torm of the contraot,
Thene nspects were digeussed in greater detall in Chaptor 2,
‘Tha first table of premiuma for the Sccioty was calewlated by James
Dodson, & mathomatician, who based them on the London Bllls of
Moxtality for the years 1728 to 1750, a peried when the denth rate wen
very high. This high death rate was malnly caused by the partloutarly
severs woather of 17401, the high foou prices, famine and fovors, From
these tables Dedoon dertved the probability of & parson dying at the
different ages and henco he ealew'ated his Notwith=
standing the high death rates on which hig ealeulativad woro based, the ro=
sulting lifo osewranco premiuvms weore 6o much less than those

L Mobrand O e, op, olt., p, 850,
2, “hid., p. 671,
3. Cox and Storv-Best, op._eit., p. i1,
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customarily charged for year to +car nssurances at the time, that his scheme
wes mainly atiacked cn the grounas that the promiums were too low and hence
1t would i1,

Thae first scleutiflc valuation of the Society wev made in 1778 by Willlam
Morgan, the actuary of the Company. 1 eenuge tho actusl deaths exporienced
by the Sociaty woro lesy than those assamcd in Dodeon's vates, and algo
beosuse oavefully aclested lives insured by a lifo assurance soclety do exper—
{enca a Uightoe vote of mortality than that of the whole population, the premiums
charged by Dodson wore In fact found to ko excessive, As a result of the
valuation, the prenumes wore reduced by one~tonth and & bonus equal to ono-
tenth of the p pald wag d to the clther in cash or
a8 8 reduction from tho next promium due, 2 Ir 3782 2 now premium geale wag
adopted using Prico's mortality table hased on tho deaths in Northampton tn the
yoars 1735 to 1780, WUalng thia table and enleulating premivm vates ot a three
por cent rate of Interest, the regultant premiums weve go far below those
then tn uso by the Society that thoy wero inexeased by fifteon por cent to

prevent too audden a reduction in the Soviety's invome. 3

Dovelopmonts hereafior wero rapid, In 1788 the Royal Exchange Asaurance
plread its 1ife business on a seleatific basts and 6o A8 the Westminstor and
the Pellean, ostablished In 1792 and 1789 x-uspmtix;vuly.4 Durlng the following
{lity yoars a lurge number of lifu offloes were found {n Bngland,

8.2,3, Unieed States of Amerien

The f{rst organization in America for the purpege of providing benefits
payablo on the ocourrenee of death wes "The Presbyterion Ministeve!
Fund"founded in 1769, § ‘The fund granted ourvivorship anuulties co. woncing

1,  M.E, Ogborn, Hgui
the Exporienco of ¢
London, George

2,  Coxand Storr-Bett, op eft,, p 14,
3 Hdd.
4, b, p. 18,

5, J.B, MacLoan, Lifo In e, Gth od,, Now York, MeGeaw Hill

Book Company, 1945, pu. 506-7.

of Ydfo Asenrones in.
foty 17021008,
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on tho death of the priseyioidoy and payablo foe e lifetimo of ¢he boneficlary,
The annuity wiea eoeld b pueebesed varied fvom £10 to £35 por anmunn
and the annual proueie » 5 ena-418h of tho ammutiy payable on death,

During the leet fifeoon poors of tho vighteontl oo Guvy approximatoly
thivty fnsnrugic ottt Wose ©asied, oed of Oacic five hind the power to
1sane Mie asprence pobleted, T T aedioe Congeny of North Amorteat,
chartered in 1764, eceis to huve heca sy apo taik Gid, but it only lasued
six polieies tu tio »car, t

The "Penngylrania Cosnw for Ipouwsore v on Hiven and Geaating
Annuftied’ van eatdlint | | ba 2@ el vt P Elond © aanovedal covapany
to be organtsed I Avscia o fo the ualo purpuae of gy Hie policles and
amndtles. I wae abis e fig comaty A0 Ameraet (0 operate on o setontific
bagls, roguiring ua byt atie foem, @ medival Crmlanstn snd charging

premiums thut vasied o o uf ey

Vi ratucd bogio was The

The fizat Amertear ¢ ow
Mutual Lafo Inouwancs Criapon of Sow Yook whieh vat eharteved In 1842

W e By

and commoneed Iadine-. v the follovar: yoore, In it fivet fivo yenes of
oporation, it ingaod 4 o pobiose. 3 1 1840 tho 'wew Bogland Motual® was
eatabliahied awd twe seucs loter the Matand Renctit of Mew Jorsey’ was founded,
The aubsegquest dove byt of Hie auamremer wad voey raphd and by 1868 thore
were 110 activo Hio sifiecs: m the Timted Stotes,

3.0.8 fuher tendory
The firat comte
appears o 1o Hollawsd shote B bt Mo toaaviee compony was founded In
180‘1.‘z TG tie pffiee, vaits e iy

atlong

T e 0 e v 0 o e e G

Thid., P, BOT-4.

By, e i,

ik, p.oot.

4. Cox andt Capovid, fpe b, po 10

@ o
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Lavensverzelkerinran', opovated on sclentific p"lm:ipla:!.l The f{rat
life assurance company fn Freoee wad founded In 654 whilst in lialy the

'Compagnie di Agaic i Milare! wae forwded in 1826, By 1850
1tte wis bolug; tranoacted In £ iy, Austria, land,

Canads and Auatealia but in other parts of Burey:, Ruasia and Japan,
1ife assurance came 2 gl deal mm-.ﬁ
tha higtory of lifa aoourance in Scuth Afrlea dutes back to the founding
of two Britiah offtees o the Cape Gelony in 1836,
8.8 Life Asmurnnee fn Simth Africs
3,8.1 Higtorfesl Develory

Life nusuranco hegon In the Cape Coluny shostly utter tho arvival of the
1820 Settlors, Two Brltivk offiven, the United Baplve and Continental
Life Asswranve Agauciation’ end e *Alliance Brotsh and Foreign Fire
and Life Agsurance Company', hegan oporations in the Cape Colony in
1826, Five yearn later the firet lecal vompary, the ‘South Afrieen Life
Agaurance Company'. wag c-:xmhlishcd,m

The enly local oftico establiched iv thiy era and otill in existorcoe to the
South Afriean Mutual Life Ausurauce Esvioty, a rautual socjety oundad in
1845 by Jomes Falrbuenr widor the name of "The Mutunl Life Asowrance
Soolety of the Capo of Good Hope'. Thio compony {0 geseraily known
&8 "The Old Mutual’,

The growth of the OWd Mntual an ita it £iite yeava wag alow compared
to the spectacular growth piteo theu.

The funds of the Scclety first vezchod one milton pamdo in 1887 and
intorest incoma redehed tha one sitlliva powal lovel tor the fivot time in
1030, From 1465 to 1960 the fuisly of tho Rerlete virtnally doubled every

1. Van Barnoveld, op. eli., wp. B,
2. Cexand Storr-Beat, ©

8. R, von Selm, )
Soplety,
. Be-G,

K LA AR

teosy of tho Sonile Mriean Mutan]
y Cape Town, (Private Puliliend
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ton yeurs, The 110th year of extstence of the Socloty wiug vary eventfl

tha following etatoman® ahows :

... 1t gaw the Soclety uocomo the {iret South African Ufe office
to axcead £100 000 000 of new business in one financial year; it wit-
nessed the attalument of tho first £100 000 000 Ia ita eccumulated funds. . a

It can thus be noted that 1t took the Soclety from 1816 to 1887 to acoum-
uiates total asseta of over one million potnds whoreas by 1986 its total
easets sxosaded £100 million. Tt will by obacrved below, that by 1976
the total soscts of the Seclety were well in excess of R1 300 millton,

In 1975 the Old Mutual was tho lr.rgegtg Itfe office in South Afvien, As
at June 30, 1975, Ity total net ausets woere cqual to R1 340,53 mitlion aud,
for the finencinl year endin~ on thie date, the total promium ond favestment
Income of the Soelery wag R318, 8 milllon of which income from Investments
was R102, 1 miillon, 3 ‘Thig ahows tho remarkable standlng of this Soclety
slnee its modest beginninga tn 1845,

‘Fhe aocond oldest Souik Afriean Life <iflco still In exiotonce 1a the
Bouthern Life Aseoclintion, founded la 1891 by Willlam Blllot, a Seotsman,
Elllot was geat to Sauth Afrien to start & branch for the Gresham Life
Asgueance Soslety of England, Seon sfter his arrival ln South Afrles he
ronlgned and founded the Seuthern Life Asnociation, o mutunl soolety,

The Momorandum of Ageeement of thie suclety wag oigned on November 81,
1890 and the first meeting of 1 Jors was hold

on January 26, 185)1.4 Ag at April 30, 1975 the total net ssseto of The
Southeru Life hnd grown to W8, T million, making It the £lith largest llfo

“
agsurance company 1 Scuth Afviva ot the time of wrlting.”

1. Inswronee Clty, Capo Town(Private Publication), 1956, p. 8.

2. The eriterion for measuring the otz of life officeg in South Afriea heg
bocn taken aa the clze of thelr total assvts teld o South Africa.

ES 1975 Accounts, Ol Mutual,

EN T. V. Bulpin, The Southex
Publication}, 1086, pp. =i

8. 1978 Accounts, Southern Lilo Aoseeintion.

Cape Town,(Privato

13 Yeorn of §
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The Arvican Life Assurance Suricky Limited, o propr-cry evmpany, was
founded in 19¢: by LW, Sehlesinger. v 1974 if merged with the South African
Fagle insurence Company Linnte:l and ehanged ita name to the African agle
Ldfe Anonranco Sacicty Limited, Ao of Beptsmber 89, 1975, Ouarantee Life
Assuranue Company Lirtesd and 15 No

§

L plen Anzarabee Cowpany of

Ruodesia bimited wore wieedly o

ret s ol the African Hagle. This

company, 83 b Gt date, woe a neenees of the Anglo Arevricn Corporation

group of eompaien, Au g6 vioptont op e 1075, e total aet asteta of the

Afvican Eogle gioup bl venschied 37,5 m.‘ Au well w Hie business,
the Afvrean Buglo alan writcs imbegeof fusinesn,

The African Begie und g Baberte 2 eneeistion of Atriea Liaited were
the thizd ankd fowrth 1omaete bAC ia e comparicn vecpoetivelt indouth
Afriean w1975,

otul tneaoh o e Bl Bonte retpowere #917,3

nilion ac ot Seetew’ v 8, 4

Rae

i thvie of e Libery Life Growp were

mitlon as ¢ Beeangher B, 4

B3890 the cemd lapgest Bie a0 e cogipany in Sovth Afrien wags

W74 e 036 founde] e 40E te the b ATrlanaee Basionule

o iomantekape T Goulie Lo vegivtered 03 1 rompany on June 8,
L o v v hally ot DY SAiGn, el 1Isurer. 0 January S,
e e Ltebaldees of sanbis o8 pted Sorenelaton e the offee: that Sanlam

wewsted bt conpone withoud cliave comtal 1.0, 2 mutue! company,

'

e hevanae te St SRR B - hulders were

o wand Bowes omidercd ot conteed of

apopay diould rather be
in G B gt geddicy hebdey
Poipte e colatively Tote o et Santops bt grewn sers rapidly aver tho

rears ami, asel:

G 1078, 1 s Leena e alie B e U8 Mutual, By
Septembey J4y, U5, Sanlamt ¢ s net socets had grovs to 808 million, In
that finonoat o A teted prew o eome wive RUs unPon and sivestment

fameva ol ot

SRV AL oty N eean ke e Al i Soeiety
1670 A&
Belret Co naitter o the Mouth Mpictn National Lite A
Qutmal) worp sty s i Peicacd RIL gLt 1R, s

crenn Poede Babo and Liteorty Gife,

ram o Lompany
v 19, 1901,
Neveaiber 39,

Bartam meagher o Conry Sumdsy Time
1076, 0. L




In 1972 tho operatlons of tho Liborty UH'e Astociation and tho
Manufacturers Lifo Ingurance Company of Canada wore merged and In
1974 the Sun Lifo Assurance Company was merged with the Liberty group.
Thus, by the end f 1974, Liberty Lifo Aspociation, which had beon founded
in 1958, was one of the four largest lifo agsurtinge compuntes in South
Afrion. In tovms of total nsscts, this company had been (nalgnificant
within the .otal South African lfe nssurance mavket until then,

From 1845 until 1574, the four lorgest lusurers in South Africn wore
the Old Mutual, Sanlamn, African Eaglo (formerly the Africon Life) and the
Southern Lifo, Ananslysis of the growth of theso four companies at
quinquenniel intervals is of interest, To ensure a conalstent appronch of
constdering agsets and premiwra income, the tables that follow havo buen
dorived from roturne lodged with the Reglatear of Insurancs,

3.8.2  Gompagigon of the Growth n Assets of the Four Largest
Life Offices Lo South Africa
Table 8. 1 below shows the total agsats of the Old Mutual, Senlam, Southora
Lifs and African Lifo (laver African Bagle Life) at auinquennial intervals
from 1926 o 1070, a6 woll a8 for 1073,

1. For ycars prior to 1901 all figures (n pounds were converted 4o xands
st the rate of £12R2, Thig hag bheea done fn all the ensulng tables
1n this Chapter,

2, The sources of dua for Table 3,1 woere oo follows : 1926-1840:
Hummaries of Returns Dopouited with tho Treasury by Insurance
Companied,

1945 onwarde ¢+ Anuual Roeports of tho Reglstear of Insurance,
Governraent Printer, Pretoria,

For brovity, future reforences to both tho above souvces are givon
a8 Annval Roports of the Reglatrar of Insuranco.

The followlng facts ghould bo noted :

{1} Fluanolol Year Versus Year of Publication :

"The Summaries of Retursa Depostied with tho Treasury® o &
particular yonr veferred to returns deposited in that parth: far yoor
and did not necesaarily refor to the {inancial year of the 1. office,
For womple, statioies from the Roturos for 1940 reforred o the
financin! year ending Deromber 31, 1039 for African Lifo and
Southern Life, tho yeor ending Septerhor 30, 1989 for Sax om, and
the year onding Juno 30, 1940 for the Gld Muinal,

'The Annual Report of the Regfstrar of Inguranae' for 1980, fow




example, referred to the flnancial year of companles ending within the

calendar year 1950, This waa true for all 'yenr roforonces' from the

Rexisirar's Report except for the flgures for 1860 and 1966 (n the

tebte which have howevor boen fakon from the Reglistrar's veport for R
the year ending Jund 30, 1961 and June 30, 1986 respootively, as

these reports wore deomed fo bo more rolavant to the calendar years

1960 and 1965 vespectively, At tho time of writing (Ootober 19"5)

tho lateat report of the that was

wasg for tho yoar endlag Decembor 31 1873,

[¢14] Vahurtlon ob Agsots:

Tha Hgures for total assots of the various Ufe offices do not neccssarily g
agroe with the published balanco sheats of the fadividual companles

s the assets aro shown in the table on the basls returned to tho

Reglatrar of Insurance. The values of asgots are roturned In terms

of Sectlon 15 of the Insurance Act, No. 27 of 1843 as amended,

In general tho balanco shoots of long-term Insurers reflect the |
book value or approximately the original enst of tholr assets. The
aseot values as reflested in the Reglstezr's Returng are a summary
of tho agsot values returned under Statemcat N of the Regulations
to the 1943 Inau\‘nncu Act. In Btatomoent N,assets which are quoted
on the Joh tock are given at thelr
market velua ag at tho parvieular company's yoar end. Due to the
veory large incrense in stock oxohange priees in 1868 and eaxly
1969 tho merket valuo of quoted aceurities belonging to long-term
Insucers woro conaiderably highor than their book vnlue at that time,
For examplo, at Septomber 30, 1969, Sanlam's total ansots were
shown in tho Registrar's Report for tho year Decombor 31, 1860 ag
R844 million whercan Sanlnia's lalance ghoot a8 at September 30,
1869, disclosed groos assets of K421 million,

A chango in tho Insurance Aet introduced tn 1960 should be noted.
Prior to that dato many offices showed s nosets deferred premiuma
L.e. preralums payable botwoen the financlal yenr ond and the
Tollowlng poticy anniversaries. From 1965 cnwarde thesa deferved
promiums were treated as a deduetion from tho actuarial Habllity
of the asauror and hence not reflocted as an asaot, The value of
tha deforred promiums would generally not exceed three por cont
of the total agsets and tho change in tho Act did not alter the
trend reflected tn Tablo 8.1 and subscquent tables of assots,
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Tablo 8.1 Growth in Total Asseta of tho Four Life Offices

Afrigan old Bouthorn Total of ait
Year Life Mutust Life Banlam | four offlcos

_R'000 | ...R-000{ _R'000| _R'000 | __ RGO
1828 6 640 27 188 6 903 407 41 738
1930 10 827 40 179 10 289 1 561 62 840
1988 13 962 52 675 12 873 37 82 06V
1940 17 D26 1 740 16 {40 7 168 113 471
1048 25 007 99 802 22 850 19 215 187 834
1950 47 690 138 536 32 302 40 965 249 893
1958 53 756 216 024 47 664 80 788 104 121
1960 71 963 333 638 T4 028 163 092 642 722
1965 92 548 403 068 | 107 447 285 186 978 239
1970 147 282 T49 729 | 176 444 | 464 628 | 1 568 083
197 A8 406 1283 503 ) 244 3%7 749 726 | 2 541 392

From Tablo 8.1 the following can be noted ¢

) The Ol Mutusl has always beent a dominant force in the life
agsurance induatry in this countxy and it ean be obsorved that the value of
Its assots were grentor than the value of the assots of the other threo life
offlces combined in the years prior to 1973, In 1925 the aosots of the Old
Mutual were sisty 51x per cont of the value of tho assets of ail four offtoes,
but this percontage had reduced to {ifty ono by 1973,

{18} Tho main reagon for the deereaso [n the relative importance of
the asgets of tho Old Mutual has beon the phenomenal growsh of Sanlam,
Between 104G and 1966 the value of the 2ssota of Sanlam surpassed thoso
of African Lifo and Southorn Lifo making Saniam the sccond largest
domestic 1o offlce in 1950 compared to being tho fourth Iargest (n 1945,
By 1073 tho value of Sanlam's agacts had grown to approximately ixoble
thowo of Afriean Lifo and Southern Lifo takon soparately and wero, In et
cqunl to 87,9 por cott of tho nosots of the Old Mutuat,

(i) In 1928 tho Southern Life, then the second largest Ufe office, heold
agsots of greater value than African Lifo, but by 1930 thig position had been




revorsed, Betwoeen 1956 and 1960 the assets of the Southern Life incrcased
more rapidly than those of African Life, moking the Youthern the thivd
largest life agsurer in South Africa ot the time. As o result of the merger
with the South Afrlean Eagle which took place in 1973, the assets of the
Afxtenn Eagle Life wore once ngtin greater than those of the Southara Life,
It ts of Interest to note that, ag at December 31, 1078, the total assets of
the Yiherty Life Assoclation wers R173,2 mlllion.:l

8.3, Growth fn the Number of Life Offices Oporating in South Afrlen
The numbar of life offlces registored to transact 11t business in South Africa

over the yenrs la given in Table 3,2, Tho insurers have beon split betweon
domestic and forelgn Insurors and the list excludes professlonal relnsurers.
3.2 Number of Life Offices Regigtoved to Transact Life Businesg in

South Afrfea,
Year Domestle nsurers Forelgn lnsurors Total
1926 9 25 k]
1936 10 26 36
1845 12 18 80
31966 28 22 47
1065 30 20 50
1970 42 14 86
1574 8 10 44

Tabte 8,2 Hivatrates how the number of domestic Insurers steadily
Inereased until 1970 and then decreased, wherens the number of foreign
insurers reglstered to transaet lifo business has doclined substantially,
with tho grenteat relative decrease occurring from 1965 onwards,

1. RP 81/19%4, Reglatrar of Insurance, Thirtieth Annual Report, Year
Eoded 31 Devombor 10739, p. 25,

2. Anmal Roportd of tho Registrar of Insurance. Theso figures aro genor~
ally more up~to~date thun the yenr to which tho appropriato Registrar's
Heport vefera, For examplo, the Twonty-aixth Anuual Report refors
to tho year ending Dcecombor 31, 1969 but provides dotails of the olags-
@8 of businase for which insurers wero regiotored as at Docomber 31,
1970,
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The registrations of foreign insurcrs to transact lifo business were
cancolled over the years after thoy had elther discontinued thetr business
in the Ropublic or had transferred it to South Afrlcan Insurers, In many

tho were lled duo to the latter roason,
Mergers of life compantos are disoussed below,
8,3.4 Mergers
Since 1926 the number of domastic life offices overating in South Africa
has inorensod substantially whereas the roverso hes been true for foreign
nsurers, Inflation and rapdd axpansion by compantes have led to very
large in tho and of life

and o life compnny hed te reach & certain

minlnum lovel of promiun Income to make it viablo coonomically,
As 18 truo for other ccenomle activities, there may alse be ecotomies
to scale for (nsuranee companies, If thie happens, thera will be an

for some to morge for reasons. If two
companied could merge and malntain their sales of new polioles, but
ratlonalize thelr head office and branch structures, then, a8 u combined
group, thoy should be able to attract the same premium ineemo but at a
lowor overail eost, and heneo the merged companies would prove to be
more profitable then the two individual companies. It may happen,
howover, that the sharcholdors of a company may not be willing to
surrender their independence by raerging with another company.

In 1872 throe morgers woro announced, Wheress it might have seomed
logical that amallor officea would he most amenablo to mergers, only
ono of these throo mergors tnclnded umall companiea, The other two
involved threo medium sized companies and the African Lifo Assurance
Socloty Limlted, tho fourth largeat lifo nssuranse oompany in tho country
at thal stage.

Ono of the morgors snnounced in 1973 stated that the Liborty Life

1L g,




Asgoctation of Afriea Limited (Liborty Lifo) had acquired the South African
of the Life Company of Taronto,
Canada (Manufzeturers Lifo),
As at D 81, 1971 the Life had South Africa.
aesota exceeding fifty mitlion rand and an anaual {ncome of approximately
ton million rand inelusive of threo mitlion rand of investmont fnooma, and

tha folnt compony would then havo had over R120 milllon In capltal and

p ves and the income for 1972 was sstimated
to be approximately thirty-five million rand. : Liberty Life effectively
d Life, Tho motives for this merger were

olearly illusteatod when 1t was repoxted that Liborty Lifoe had estimated
that they could deercase tho costs of running the South African business of
“fanufacturors Lifo by R650 000, for the year 1972,

At the time the merger was announced one South African newspaper
stated the following ¢

'The merger has added significanco in that it could well be the foro-
runner of & major rationalisation in tho South Afriean Industry, principally

i3 £ 'b 1 *

The sccond movger announced in 1872 was bolween Afrikaange Vorbond
Lewongyarsekoringancuootakan (A.V.1.) and the Monument Assurance
Coxp both d

Following amalgamation, the now group would have hed mors than
92 000 pol 1 and d astots dlag twelve million xand
with p and b incomo threo million mmd.4 The
combined company wes reaamed Momentwn Lowenavergokoraare Repark.

-

Guardian Assurance Holdings South Afrien) Limited, Liborty Lifo
Aasootation of Afviea Limited and Tho fanufacturcrs Life Insuranco
Company of Toronte, Canada, ‘'Jolnt Statemont!, Tho Stay Maroh 28,
1672, p. 28,

2. Sunday Timog, Buainean Times, Octobor 29, 1072, p. 22,

'Liborty's Major Goup, Manufacturcrs Life Mesger ane of the Biggost',
Rand Dally Mall, March 20, 1978, p. 20,

4. ‘'Anothor Insurance Morgor', Bond Doily Mall, April 22, 1972, p. 11,

ol
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In October 1972, the merger of the African Life Assurance Soolety
Limited and the life assurance business of the South African Bagle Insuronce
Company Limited came shout. The new group was to operato as the
Afrlean Engle Group. The African Lifo incorporated the life assurance
business then conducied by South African Eagle and also acquired the
financlat interost tn Lifo & Compaay Limlted
{Guaranteo Lifo) and obtajned approximately twenty five per cent of the
South Afriean Eeglo which conthimed as a fire und general insurer, i
addition, South African Eeglo obtalned a twenty five par cont Intercst tn
Afrtern Eoglo Lifo. !

‘The total assets of the life operation of tho now group In 1972 wero

approximately R260 mitlion and the anual promium and Investment income
was about RT0 mulion.e The new group in 1672 wao the third largest life
asgurance group in South Africa and by far the largest proprietary life
assurance group In tha countxy ot that stage,

I 1973 the morger was announced between another two domestie

the Netherh 1 Company of South Africa Limited

and the Equlty Life Assuranec Company Limited to form Nod~Equity
fnsuranes Company Tiralted. The combined 28acts of the two companics

woro approximately twenty mitllon rand by the end of 1998, s

In Fatuary 1974, Liberty Life started negotinnons to acquire the South
African bualnose of the Sun Life Asgurance Company of Conadr, This
socond large take-over by Liberty Life in only two years wes expected to
boost ita total asaets to over R30D mllliun.“ Tho approval of a number of

1. 8 and Holdings Limited and South
African Eagle Insuranze Company Limited, Proliminavy Joint
Announcemont, Rand Daify Mall, Qetobor 6, 1872, p. 20,

2, b,
3. 'MNicsa and Equity fife Tallt', Rand Daily Mail, October 30, 1973,
P 2L

. ‘Liborty out to take avor Sun Lifs in 8.4, ', Rand Daily Mail,
Januaxy 18, 1074, p. 16,
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different partles have to be obtsined bafore a mergor s finnllsed and the
Likerty-3un Life merger only boomme unconditional in November 1974 nfter
belng confirmed by the Rand Supreme Court, t I8, for 1873, assots of the
Sun Life of Cannda wore added to tho assets of Liberty Lifo, they would have
tot~iled R258 million, 2

8.3.6 The Relative Importance of Domastio snd Foreisn Ingurers

in South Afrlen

Tho numbers of domestic and forelgn 1ife assurors have boen reported ahove
in Table 3.2, 1t was then obgorved that the number of domestio insurors in-
creaged substantinlly until 1970 and has only recently started to deeline,
The decreasc in the relative importance of forcign Insurers in South Africa
is {llustrated in Tablo 3.8, which shows total premium Income in vespeot
of business carried out In South Africa, separately for domestic and foroign
ingurers,

From 1927 to 1510 the forelgn insurcrs in fact inereased thotr market
ghazo of total South African promlum ineome. Affor 1950 however this
trend was rovorsed, and from 1968 enwarde their sharo of total preminm
Income devrensed ory substantinlly from 23, G per cont In 1965 to only
16, 3 por oent in 1973 L. 0. their porcentape of total promium income in 1973
was only fiftyfive por cont of their mariet share in 1866, This is ntiribu~
table mainly to the greator growth of tho domestie offices as well 1s to the
moerging of such ag Manuf; Life with Liberty Life, so
that premiwn income generated by the former company ave now reflveted
aa domentic premium fncomo,  The abovo trends ars elearly ahown
in Tablo 3.3 below,

1. Morger 1a Approved®, Rand Dally Mall, November 30, 1074,
p. 10,
2. P 91/1074, of g Annual Report,

Yoar Ended 31 Deoombor 1078, p. 28,




Table 8.3 Premium Income in reapect of Bustnesy Transaoted In South

Africa?
Poroentago of Total
Premium Incomo Total Prentlum Income
Year Domaestic | Foreign Incoms Domesiic Forolgn
Ingurers | Insuvors Ingurers Insurers
Reooo | mtoos | _R'008 | DerCest Pox Cont
1997 G424 2 881 8 308 65,8 4,7
1836 G 437 3617 10 054 64,0 46,0
1935 T 513 4 758 12 am 61,2 38,8
1940 10 577 & 941 17 618 60,4 89,6
19045 16 883 | 10 456 a7 100 62,4 38,6
1960 N e 15 643 46 820 66,8 33,4
1965 46 711 | ww 81 389 68,7 80,3
1960 89 857 35 460 1M 826 71,6 28,4
1865 189 504 68 28¢ 196 788 10,4 29,6
1870 270 842 | 80 502 861 484 .1 28,8
1978 499 187 | 87 014 596 171 83,7 16,3

1t sooms probable thut the Government will accept cortain reconumendotions
of the Franzeon Commisalon to convert the existing branches of forolgn
ingurera into loeal subnidiaries within o given perlod and that foreign mutual
companiey witl also be regquired to operate under similar conditions through
local companies, * This trond of ‘South-Africanization' is likely to
nacelerato in the future.

1. Sourco: Annual Reports of the of
incomo I shown net of but includes for
annuities, The total premium Income Ineludes that applicable
to domestie and foroign rofnaurers In respeet of thelr South
African business, Prior 1o 1927 premium income wag not split
hotwoen domestic and fovelgn inaweers,

2. R.P. 87/1070, Franzacn, D.Q. (Chelrmay), Fiseal and Monotary
Poliey in Sonth Afrl ki Report of the Commission of Enqulpy
Into Figoal and Monmary y In South Afries, Protoris, paxa,
850, p. 280,
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9.8.6 Tho Four Lavgest Lifo Offices Reconsldored
The four largesy [fo offices, from: 1945 until 1974 (L. o, these wove the
Otd Mutunl, 8anlam, Southorn Lifo and African Eaglo Lifo) held togothor over
aixty per cont of tho total assots of all insurers oporating in South Africa,
For this reason it seoms appropriate to disouss theso four domestio insurers
soparately, Table 8.4 shows tho slze of the total agsets controlled by these
four offices in rolation to tho essats controlled by all domootic tasurors and
reinsurors and also in relation to the naseto controlled by oll long~torm
insurcrs ond roinourers,
Toble 3.4 Compavioon of Total, Assots of Domestio Incarers, the Four

Largoest Insuroxs ond the South Afriean Assots of Foralm lnsumrs"

Aggets Controlled by
e L,
Year of Aancto held by
Domegtic | All Fouxr Larpest | Domestlo | All

Insurers Ingurers Insurery Insurers | Ingurers

R1000 R'000 R'000 | PorGont | Bex Cent
1945 174 770 247 604 167 834 96,0 67,8
1960 265 876 301 802 249 393 94,0 43,6
1956 443 850 618 678 401 131 L8N 65,8
1960 12 46 963 188 62 788 90,2 66,7
1066 1101 214 |1 503 676 978 209 0,2 64,8
1970 1 946 468 | 2 530 814 1568 083 80,6 62,0
1973 3 206 400 | 3 v3u 314 2 541 808 79,8 1,6

1, Sourco: Annual Reports of the Reglatrar of Insuranco, All figures
refor to the ‘s Report of the years excopt tho 1960
and 1965 flgures which wero taken from the Reglstear's Reports {or
the years onding Juno 30, 1961 ond 1966 respeatively,

Prior to 1844, nasets wore not shown separately for assets held in
roupest of lUfe businces in tho Summary of Roturns deposited with the
‘Treasury by € itis to
note that as far back ag 1930 tho asscts of the four officos concorned
wore 52,4 por cent of the 88gcts of all domestie insurance companics
and 88, 3 por cont of the aswote of all (nsurers whothor long-torm or
short-tarm,




The four companies control by far the butk of the nasots of the industry
and In velation to domestic Insurers, it was only during the early 1960a
that their share of tho total apsets controlled by domestio Insurers fell below
ninety per cent, As a percentage of fotal assots controlloed by the industey,
thelr share hag, over the last twenty flve years, romained consistontly
above sixty por cont, It 48 cloar, however, that thelr sharg of total nesots 18
slowly decreasing, both in relatiun to tho assets of domestlc imsurers aud
to those of all long-tewm Incurers, This decling in concentration i duo to
the increaso (n the size of othe: domestic offices that huve oparated tn
South Africa over the Jast twonty five yeara,

Dve to the dominant position of the four largest life offices fn relation
to all Insurers, and p derly i relation to d insurers, previous

analyses of The Investmonto made Ly South Afriean lifo offfees have ecntred
ou the investmoents of theoe four offices, * The investmiont policieo of these
four 1ifo offices have then been deemed to bo representative of the investment
polleloa of all domestic long-term ineurers. In view of the size of the dour
targest offtces, thig s not been an unrcasonable assumption,

In 1827 the totnl South African prominm income of the same four corpanica
wag 98,9 por eent of the promium income of all domentic nsurcrs and 62,6
por cent of the total for all cempanics, domestio and forelgn, By 1973, theix
total premium tneome had deelined to 73,1 por cont of the total fox all
domesatic ingurers, but 88 & percentage of the total for all eompanies tho
dectine wag omall, their share at that stage bolng 59,4 por cont of the total,

In suramury, it con be concluded that tho South Afriean 1ife ngsurancs
market {8 highly concentrated buk that the degree of coneentracion hag

2

slightly deelined during vecent yeara,

1. Analygen have heen done by ¢
#) Holtman, oy
@1y de Villlers ¢

2, Sourco: Anuual Reports of the Regietrar of Insursace. Peemium income
18 in respeet of husineus: tramneted tn South Afrien and o net of ve-
insurance but weluden 3! £ annu . The total p
lnoome: inetudes that applivalie to domentie and for voingurors {n
reapect of thoir South African business,

b UP: £l
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CHAPTER 4
LEGISLATION GOVERNING LIFE ASSURERS IN SOUTH AFRICA
4.1 History and Byaluntion of South Afslssn lnsuranco Loglelation’

4.1.1 Ingarance Act, No. 87 of 1923
‘The flrst major insuranee legislation passed in the Unlon of South Africn
wng the Insurance Act, No, 87 of 1923, This Act waa passed to consolidase
and amend the laws 1n forco in the provinoes of tho Unlon relating to

insurance aud ropealed soveral such luws that wo.o el in forco In 1983,
Tho 1928 Act provided that no company euld transect insuranco
business in the Unden:

'... uniess it has beon in with the
is licunced as provided by law, has made the deposit required by this Act,
and, In the case of Hfe hond ont and

compenies, hag furnisbed to the Treasury a cortifionto by an nofuary that

the conditlons on which buslness 1s propesed to bo effected are actuarially
3

sound, *

1. In this sectlon the history of South Afriean incuvaneo legislation
18 nmxlysed The purpese of thiz seetion was to deseribe the
1 g lifo g0 that ite o thofr
corporato behnvlcur could bo gtudted, It wag vot the tutention to
suggest @ move Sultshle torm of legislation or controls that eculd
bo fmposed on 1o apsursnce companies,

2. Tho lows repealed Inoluded laws that had first been introdueed as far
back ag 1801, Awmongnt those were The Life Assuraneo Act, No, 13
of 1851 and The Insurance and Loan Companles Act, No, S0 of 1908,
both of which had been paosed In the Cape of Good Hopo, Acts
repealed of Natal wore the Lodging of Seeurities by Assuranes and
Ingurance Companies Act, No. 47 of 1004 and varlous amending Aets
thereto and alsu tho Life nsurance Protection Act, No. 88 of 1908,
The 1.17"3 Act alse repealed Transvasl Luw No, 8 of 1898, For the

of of A G in tho South African
Ropublie, g9 well ag the Orango Freo State Low No, 12 of 1804, To
Rogulate Rights undor Dolieles of Lafe Insurance, and Chaptor C,111
of the Law Bock which dealt with reguelating the admiasion of
insurance componios.

3.  Imguranco Act, No, 37 of 1928, 8.8,
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In torss of the 1923 Act, companies hed to deposit cash or agceuritios
with the Treasury for cach class of business for which they were rogistered
and these deposits woro seeucity for tho payment of the value of the poll(slea.1
At the ond of ench financial year, companies wore required to prepare
various prescribed accounts which had to bo lodged with the Treasury.
Company accounts were te be subject to an aununl audit,

All now life insurance companios were required to furnish the Trcusury
annually, for o peritod of four years, with an sctuarial report on the
aotunri < seundness of any altoration of, or addition o tho original conditiona
as certilied to in torms of Seetion 2 of tho Act, 8 In torms of Seotion 18,
an actuary was requirved to investigate tho financial condition of every Itfe
company at least onco In overy five years and an sctusrial report and
statement of the company's life insurance business had to be presented.
Undor Sectlon 19, & stateracut of new and discontinucd policies hod to be
provided,

All documente doposited with the Treasury were to bo availoble for
publlc Inspoction (Seotion 46) and tho Treasury was roquived to publish
these returns or 8 summary thereof Seetion §5), The Act algo dealt
with the amalgunation and transfor of insurance business (Section 33), the
winding wp of compunies in the osge of ) y, but only on
petition (Scetion 35) aud the H
36 to 40),

4.1.2 Deflcfoneles 19 the 1028 surancs Act.
Many of the doflciencies in the 1923 Insuranco Aot wore strosscd fn two
by E.ILD. Avadt,® whe stuted thot «

of

1. 1big., S.50nd8,7,

2.  Ihid., S.13t08,15.

8. Ibid,, 817,

4. E,H,D. Arndt, An Analvain of Ivestment Pallelog of Tifo Insurance
Companles In the Itan of Syuth Afrien. The need for more Gongtrua-
tive Leglsiation, 4th ed,, vev., Protoria, J,H, do Bussy, 1988,

B,H.D. Arndt, Assurangiowesn In dic Unie, ™ Ontleding van dio
Jongato Gopawons, Protorie, J,H, de Bussy, 1938,




'An {ggurance contract I8 & more plaes of paper unless not only the
actuarially dotormined funds aro being hold, but alvo unloss such funds
have buen wisely and safely Invested., &

He belloved thac the 1823 Act was doficlent in that 1t did not lay down
a dostralno distaibution of insurors® funds butwoen the various types of
agsets or minimum safoty marging to ho meintatned in granting lonns or
murtg-ag::s.2 He also argued that tho fixed dopostt of £10 £00 (R20 000),
which wag veguirad to trananct 1ife businens wnder the Act, irrospective
of tha size of the company wou an inadequate safoguard and the deposit
should be adjusted uecording to the 5120 of the company, In addition,
oound management and golvency had 0 be d by v g bl
und sound invesiment policies.

Ha oriticized the fact that the Treasury merely published tho ansual
roturns deposited with it by insurance compantes without aqy comments ot
all and deplored thal undor the 1923 Act thore could be no Investigations
into the affairs of nsurance companied nor could furthor information be

mqulr(.wl.4

Sevoral of the recoramendations published in Arndt's booklet entitled
‘Insuring ouy Msuvenco® (19-11)5 woro in tha 1043
Act. In this lattor publication Arndt Lad givon an analysis of ineurance
legislation in tho United Kingdem, tho United States of America, Ausiralia,
Conadn, Eire, India and the Union of South Afvien and soncluded from this
comparigon that « legrly * ... the Union legiclatiun was moat superfieial
and hopelessly out of du!o‘.e 1o deplored tae fnct that tho Trenaury had
no powera of any kind to tho of pol and {tdid

1. Arndt, AnAnalysis of Investreont Polieles, op. oik, p. 48,
2. ol

A Ipd., p.o5o.

4. Arodt, Agsuronsiowose in dio ¥nte. op. eit., p. AT,

E.H.D, Arndt, Inguring our Insucance, A Survay of Ingurance
Logisintion with Reqommendations for the Union, Protoria, Union
Booksellers, 1841,

6. Toid., p. 79




not oven have the powor to cxamine the returna lodged with 1t and onl} for
further information, In his opinion the Union policy of virtually o

with W , wag fund 1L
wronge To quote Arndt :

‘As long 88 new insurance legislation does no more than lay down
gonwrally accepted principles and standards of zafoty, no woll managed
company should ebfect to publie certification that it complies with such
standards, stacc avch publio approval can only bo of direot benefis fo the
companies concerned. *

4.1.8 [nanrance Act, No, 27 of 1943

No mujor amondiments had boen made to the 1923 Insurence Act y the time
it was repealed and replaced by the 1943 Insuranco Act, The original

1943 Act has heen d on gevexal and o 'y 18 given
below of the more important provisions of the Act covering statutory
control over the of insurors, T i thoir nesets
and and fnotors {nfl their P 2

[i$] Registror of Inguranco:  Sectlon 2 made provision for the

Ministor of Finonee to appoiut a of to is0 all such

powers and porform such Juttes a8 ore assigned to him under the Act,
under the control of and subjoct o appesl to the Mintster., The Registwar
was authorized to demand from a registored insurer information relating
to any matter connceted with its business or transactions, and it wns

tho duty of the insurer to comply promptly in writing (8.28).

Seotion 29 conferred upon the Registrar tho power to nspee or tnvesti-
goto cumpanies, Furthesuore If any registered insuror failed to comply
within & period of thirty days after having been calied upon in writing
by ihe Reglstrar to de so, with any requirement of his fn terms of certain
speeltled sections of the Act, thon with the consent of tho Minjator of
Pinanco, the Regletrar could, by notleo w writing, prokibit such an

1, Ibid., p. 88,

2, Alixef 2en to tho 1043 Insuranon Act, unless stated specifionlly
tothe  .:ary, are to tho Act a8 amendod.
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Ingurer from issuing any furthor new policies (8,29 bis). In terms of
Beetion 68, the Roglstrar had to submit to the Mintster an annuval report
on hig actlvities. In respect of long~term business, these reports include

on i and incomeo of insurors, benefits pald
to pol . and a8 woll a5 dotails of new
dors an lapses, of the assets and labtlitics
of long-term ingurers are also glven, the formor including an analysis
of the types of acscts held, Muny of the & {uding all s
annual  and trionnlal rotuvng, to the of 1

by ingnrers are available for inspection by the public (8, 71).

(i)  Deposlts and Asgels:  Rogistered ingurers had to deposit
with the Treasury monoy and/or app eouritics having an
value of rot less than R30 000 if the insurcr did not cxrry 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 ingurance businoss other than or
in addition to funcral busingss (. 4).

Every insurer was required to furnish tho Registrar within six months
of its financial yeav end with & statement of all assets in respeet of its
insurancs ousiness at the closo of each finanetal yoar (8,14)

Seotion 15 specified the values tiut could bo placed on varous types of
assets required and the valuation of assets i diseuseed in Seetion 4,4 helow,
Ingurord who carricd on long-term insuranco bugloess were compelled, In
respeot of such business, to hold in the Ropublio nasets of one or more
of tho kinds mentioned In the Third Schedule to this Act, having an
aggregnto value net less than the amount of their net Linbilities in respeot
of such busincss earrled on by them lu tho Ropublic, They were also
required to hold assota having an dppsrognte value not less than the amount
of thelr net Hebilitles In rospect of such husimess, For this purposo money
or approved Goeurities deposited with the Treas. y wore not deemed to bo
agscts held by the insuror,

Sections 17 and 18 atipulated thut portion of the assots refvrred to above
had to bo luvested in agsets of the type stated in Prrt One of the Third
Sobedulo to tho Act. These 'Part One Asset' roguirements ag they are ofton
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referrid to nre diseussed in more detail in Section 4,2 bolew, Asscte
held by an . i eould nol be pledged or encumbererd except In speotal
spoeificd e1res wees and on insurer was not povmitted to borrow money
excopt with the «oni < . «f and only to the extent pormitted by the Registrar
(8,200

(i) Apgedntreeotiy .o made by Replotored Insurers: Every

reglatered ut o was Yeigeired o mointain o privelpsl office and appolnt a
pelie officer 6 v, It htel to 2o & auditor for all Its business as 4
whole, mmd forelge niseer wore dequired o alss hove an auditor in the
Republic and any tuek Gapin- ekt e nehy 1 %o the approval of the
Registrar, i autitor did uot - ove W cortify iy statement of Uabilitios

that had been attested o the vahuator «f the fpa o @ithin & period of
six months from the fimaasal ypear ead ga insures won obin, 4 to furnish
the Registra- with @ cevenue acconnt, a profit and ioss secownt and &
balance sheet as at the finanetal year (o (8,11),

Bvery insuror careving on long-term husiens in tho Republic was
reguired to have a valugtor for that business and,for domestic insurers the

valuator had to be re
netuary, bat in speeial cireumstanees the Rugistrar could approve a person
who, in his opinien, had sufticien*t knowledgre, The valuator had to

dent in the Repubtie, The veluator had to be an

sattely himself that the atatement of he ingurer's labilitles in respoot of
long-term buginess wan correet insofar ag it related to liabilitics under
unmatured poticivs,

Fvery three years long-term {nsurers wore obliged ta fu.nish the
Regiotea», within six mouths of the financial year end, with a statement of
itg UHabilitic © o0 ag e eloce f the financial year, The R glutray was
entitled to ¢avi < ony {5 ee 9 furnish such Hability statements at more
frequent intervals, hut nat move leoquently than annuslly (S, 12).

v atnath

«r Propufors of Buak

Amnlgamations ox

i

teangfors of buwnineas could not bo of iy teveo or offect unless thoy lind boen

confirmed by the ¢onvt or by the on the
{8, 26). Tho conzent of the Rey was alao roquired

twenty five por cont or ko of tho shaves of an Insuver was transferred
from one party to anwt o {3,27),




) Soundnogs of Promium Ratos: No long-term insurer was
permitted to use any tablo of premlum rates for insuring the lives of
individuals in normal hoalth, untess it had becn reported to the insurer as
actuarially sound'by its vuluntor, The Insurer must also have previously
informed the Registrar of its intention to use such tablc of rates and
furnished him with a copy of theseo rates and the certificate from the
valuator of tho company that the rates were uctunrially sound (8. 84), The
1naurer was genevally not allowed to digeriminate ns betwoen one polioy
and anothor in regard to the rate of premium charged where puch policies
wero of tho came kind and the policybulders had similar expestations of
life (8,51).

fei}y Non-Forfeiturs Proviglona: To protect policyholders the Act
laid down rulea governing days of grace durlng which policyholders could
pay thelr premiums and still be fully assured. It algo defined non-
forfeiture provisions o conserve the life vover on life policies, under which
at least threo years’ premiums had been paid, If a promivw waa subsequently
not paid (8. 63).

{vil) Schedulos and Reaulations: There were three Schedules to the
Aot, The First Schedule denlt with provisions rolating to depusits made with
the Trensury, Thoe Sccond Schedule laid down the valuation basis for

the value of il which the Act permitied for the

" PR TR S

vartous classes of long: N and 'y e
business, Th- Third Schedulo Inid down the kind of asacts to be held by
insurersy in terms of Sectlon 17 and 18 of the Act,

4.1,4 Oheervations on thy 1943 Insurance Aat
The of & i of and the powers granted to him,
ware on Luportant step forward in bringing tho fnsarance industry wnder the
sorutiny of the authorities, The anauol reporty of the Reglatrar continued

the precedent of that had boon undor the 1928 Aet
which reguired & summary of returns doposited with the Treussury to by
published, Whil» the reports wore still 1t d without

the wide powers grarted to tho Registrar havo tightened controls
consjderably, 1t s of intorost to note that the first Roglotrar of Insurance
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was Mr, G.H. Beak, an eetuary, who later booamo secrotary of the Life
Offices® Assoclation of South Alrica.

‘The ineresse in the size of statutory denosits required went part of the
way to mooting Aradt's ohjuctions that the depostts roquived under the
1023 Act were totally Inadequate, Howover, the depeait of R100 000
required under the 1943 Act also did not vary according to the size of the
insurer. When viewed in velation to tho totnl nssets of most life neaurers,
the slze of this deposit wag virtunlly meaningless, In 193¢ Avndt had already
demanded that :

. must ty bo sought clsewh viz., inthe nature
of the asaets hold by the lustitutions, 4

It tharefore sooms that the security of polleyholders can be butenr safeguarded

by laying down enpital reqy for p i
and adequate standards of golvenoy in rolation to an inswrer's ausots and
liekstities,

In laying down bages for the valuation of and nagets,
and requiring lugurors to hold assets of an aggregate valne of not less than

the amount of ity net Uabilities ln respeet of thie insurance business, the
Act automatieally onsured cextain minimum standords of solvency,

The basis for in force in 1975
wag not ug stringent as the hogis originatly laid down in the 1948 Insurance

Act, This relaxation was mado posslble due to improvements In mortality
and inereases In intorest ylelds sinee 1913, From n control point of view,
ihe faot that otetutony valuations were now required at least onco overy
threo yoara instead of every five yeara was o great Improvoment, In
practico most ingurers value thelr Habilitlea overy yenr for tnternal
purposes,

The basin of the valuation of agacts in torme of Seetion 15 of the Act

1, BEJLD, Arudt, ‘Safotv for Savings', South Afrienn Journal of
Economies, 2, 873-07, 1031, p, 278,




waa a reagonable one and provonted insurevs from sotéing artificially high
values on thefr ascets in order to ensure solvency, In praotice there should,
of course, be an ldontity botween the valuation of assots and Habilities, It
does not seem reasonable to the writor that, in jertods of high prices on the
Stock Exchange, quoted scourities should be valued 2t these high values which
mlight, for example, bo hased on an undorlying twe per eent dividend

yield busis whilst, at the samo time, the net liabilitics might be bused on the
minimwn values 28 laid down In the Act,

It i5 bmportant thovefore that, in these etrotmotances, o highor value
should be placed va the Habilities. The xeversoe ahould hold 3 aGset values
were unduly doprossed duo to prevailing higher rates of interesd, The above
prineiple has been recoghized by the Registra ~ in velation to 1 aked insurance
business in that tho agscts to which policies are linked are .o bo valued
on the same basis in the valuation of the nssets and liatsi-ties, L

Thig besis ts also recognized in general in the Unite: iingdom as the
following statement illustrates :

*This method of I ¥ carapanics from
financfal exises. The lurdo’ ansets are velued, quite covrectly, from the
incorze thoy are likely to produce and not aceording; to what they would fotch
{f sold immediatsly on the m:u‘kct‘z.

A strong plea for & reform of the mctheX. - £ vahuing ascots and Habilitles
undex South African conditions was made by Bee® who otated the following :

A further requirement of any financinl i8 o correct
hetweon the rate of interest used in the astuarial valuation of linbilities wnd the

rate of interest (moro accurately, the yicld uecd or implicd in the

1, Registear of Insurance, Clreular RV, 10, Now nber 18, 1969,

2, ‘A Survey of Brifain's Savigu Institutions, The Beonomiat, Novembor
29, 1975, p. 15,

3. G.H. Bouk, 'South African I and tho of 8
Papor pregented to tho Actuartal Socloty of South Afries, (‘upc To\vn.
March 87, 1973,
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wag a reasonable onp and prevented fnsurers from getting axtificially high
values on thefr assets fu ordor to ensure golvenoy, ™ wractice there should,
of course, he an identity between the viduation of assots and Mabilitics, It
does not seem reasonable to the writor thad, u periods of high prices on the
Stock Exchange, quoted seouritics shonld he vulued ut those high values which
might, for oxaraplo, be based on an underlying two per cent dividend
yiold busis whilst, at the same timo, tho net liabilitics might be bnsed on the
minimum values a4 laid down in the Act,

1t is Important thorefore that, in these eircuastinees, « higher value
should be placed on the Habilities. The ruvoise should huld if asuct v 2lues
were unduly depressed due to prevailing hipher ratos of interest. The above

lo has been d by the in relation fo linked insurance

business in that the asucty to which policles are Huked are to be valued
on the semo basis in the valuation of the assets nnd liu‘«ﬂltws,l

This basis is aleo recognized in general in the United Kingdom ag the
follrving statement {llustratos

"This method of £ B from ahort-ti
financtal erises, The funds’ ansets are valued, quite correctly, from the
lnwemo they ave likely te produce and not according to what they would fetoh
if sold immediately on the mnrlmt‘a.

A strong plea for o reform of the imcthods of valuing asocte and labilltles
under South &friean conditions was made by Beuks who stated the tollowing ¢

‘A furthor requiremoent of any finoncial standurd 8 a corvect relationship
betwaeon the rote of interest uied in the netuarial velug' 't of Uabilitice and the
rate of Interest (more acourately, the yleld) used or 1 Inthe

1, Rogistrar of Insuraveo, Clrentar R, V. 10, November 18, 1969,

2 'A Survoy of Britain's Savinga Institutions’, The ¥eonomist, November
29, 1976, p. 15,

3, G, Aok, 'South Afriean L and the of

Roper presonted to the Actuariat Socloty of Bouth Afrlen, Capo Town,
Mareh 27, 1073,
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valuation of assets. Without such a relotionship the financlal standard is
mathomatically meaningloss, *

The present proviajons of the South African Insurance At were not based
on a gatisfactory relationship of this kind. On tho one hand tho preseribed
minimum basis for valulng liabilities Incorporated fixed ratos of interest,
whilgt the valuation of nssets, other than Part Ono nssots and policy loans,
was rolated to mavket values which fluctuated and thus implied & fluctuating
yield on tho aasets. There was therofore no bullt-in assurasce that on any
particular date there would be & propoer rolationship botween the value of the
tiabilities and tho valus of the assets,

if the methods of valutog assris and liabilitles were reformed, Beak
bolisved that the result would be a basts for valulng labilities which would
bae nelther constant in time, nor uniform amengst insureva, but it would he
for all tngurers, at all times correctly velaied to the valuation ¢f agsets.

In a paper presented by Beak and de Villlers, the authors stated that it wag
wrong In principlo that there was no link between the maxfmum valuation
of the § te and the of the under un-

metured policies, 3

To valuo uasets at market valuo was congidered to be unrerlistin £91 two
rensong. Firstly, the use of market priccs covisaged efther willingness or
compulsion to sell, whereas in faet the Ingurer had v need w sell and would

anly do so U 1t conld reinvest the da to greater ly,
the uac of market prices lmplied that, If the ingurer woro to sell, it would
obtain approximately the market price, and this weuld not bo pessible in the
enso uf o large insurer solling a large part of ite assets,

The valuation should reflect the income that tho insurer could oxpect to
recetro over an fndefinttely long peviod or, in the eage of a redeemable

1,  hid,, p. 4.
2 IhMd..p.o 6
3. G.H. Beak and J, do Villlera, 'Lilo Assurance Finonces and Publio

1 g, Paper p A to the Actuarial Soctoty of South Afvies,
Johannosburg, January 30, 197G, p, 8,
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seourity, until redemption plus the value of the redemption procoeds,
Changos In tho vatuation basis should thus not be mnade unless goma change
ogeurred in the quantum of these expected future recelpts,

The 1943 Insurance Act, a8 amended over the yoars, has groatly
Inerensged tho statutory controls on 1ife officcs and haw improved tho

security to polieyholders. Tho Act dues not howevor require the Regletrar

ta be satisfied as to the ar nade by
all the imposed by the Act on o company 88 to
4 agact req and of Hahit o company could

go Insolvent If its romsurance arvamgements wero inadequato, It s
suggestod that the Act should require o certificato from the valuater of the
company that ho io vatiefiod with the reinsurance arrangomeonts mada by the
company, In addition, whenover the company inercaged 1t retention limit
i, 5. tho amount it rotaing on any one life bufore reinsuring the sum at

risk In oxeoss thereof), the valuator should bo required to sond & fresh

to the d ¢ his company's new rotention and

stating that he wae satisfied that the now retontion was within the company's
capaelty to ahsorh mortality risks.

The Act algo did not attempt to conirol eapense wels ot which campaslies
operate, Tho valuation basiy of the Babilities must however have xegard
to the actunl cxpenses aud commission coats mvolved n the eonduct of the
buslncns.z The proviaions of the Act oxe aleo not infallible if lnvostments
prove to bo unprofitable,

Viewed from tho politieal, forcign and
prablems of investing owotdo South Afriea, ke fact that lnsurers wore
required to hold asseta in tho Republic having en aggregate value not les=
than the amount of its not Uabllitiog In tho Ropublie, was o positive faotor
tn regard to tho gecurlty of policyholders,

1, DBesk, op.git., p. 5
2. Insurance Aci No. 27 of 1648, Sceond Scheduto, Paxt 7, para, 2.
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4.2 Proseribed Securitlos
The prinelple of obliging the Insurance industry (o invest s certain minimum
portion of its assots in preseribed securities has heen a subject of much
contention and the rensons for this aro diseussed in Seetion 4.2.1 bolow.

As at Fovembor 1978, assots held by sn lmsumrl had to Include
2art One Assots having an aggregate of not logs than .

@) Fifty per cont of tho umount of {ta nat South African labilities

in vespect of I business with ponsion snd

retiremont anuuity funds, and
() Thirty per cent of the amount of its net South Afriean
1 but such net retorred to in (1) above,
These ave generaily tormed tho ‘Part One Asset Roguiroments® of
long-term tnsuvers, snd within these total requirements must b included

bills, bonds or scouritics issued by tho Government, of an aggregate valus
of not lecs than twenty per cent of the sald net Habllities reforred to In ()
above, and flfteen per cont of the said net Habilitles referrod to in (i) &bove.
The shovoe Part One csset roquirements were introduoed in 1972,2
increasing the requirements from the previous position which was that
fnsurrz had to hold axt One agsots to the valuo of thirty por cont of thetr
net Habllitles in respect of all d business G b
$ecuritics to the valuo of at least ten pert cont of theso net Habilities. The

Finanelr! Institutions Amendment Act for tho fiest timo cptablished, for
long-torm lnsurers, different Port One assat requiroments for pension and
retlroment fund bustness and other long-torm insurance business,

The Thivd Sekedulo of tho 1043 Insurance Act liated tho kinds of assots
to be hold by insurers iu torms of Scotion 17 and +8, The agsets dotailed
in Part One Jf tho Third Schedule ave of the gilt-edged typo, They include
variows types of deposits as well as hille, bonds or sceurities issucd by the

L. Scotion 17(f) stipulated the mintmum total value of those assets and
tho types of asaots In aggregato that could bo held.

2. Pinanolal Institutions Ameudment Act, No, 81 of 1972, 8.2 and 8.3,
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Government and several othor public bodioes.

Resides the compulsory Part One asseis reguired, an {neurer could
hold the balance of Its assets {# =rlioy loans, mortgage bouds, loans,
debentured, shaves and similar invaatments.

From the aforegoing it can he observed that bestdes the prosexibed
nvertmonts, long-torm insurers are freo to invost in virtinlly any type of
investment in the Republic. 'The only other -sstriciion g ofic tively that
In respect of its domaestic lnbilltfes an insurer may not invest outside the
Republic.

‘The origlanl ty on ies have Loen chaaged
on numerous occasions sinco 1943 and the Investment policies of comypantes

have always had to b~ altored to mako allowanee for these chunges.
4.2.1 Comm,. gt on Prescribed Investmaonts

The original purpose of Part One Asset requirements waus to provide

security to polioyholders a8 theso nasets wore regarded ns helog safer

than other investments, The Part One aseot requiroments have been get as

2 porcentago of the valuo of the Insurer's lHabilitios In reapeot of its

busineso carried on ln die Republie, Pijper has noted that ¢

It 8 now gonerally accepted that tho pereentages sot are {ixed not

because the need or the extent of securlty for tho polieyheldors ig deomod

to bo changing, hut that they aroe tixed in secordance with the State's and

Local Authoricles' needs for fumds, Tho latter aspeet 1s fully covered in the
d botweon the Reg: and the Life Olficos ' Assosintion

in conneetlon with tha changes In porcontages lntrodu.ad by the Ministor

of Finanao th the soosad half of 1971,

1. ‘These to hold v ribed wero firat laid
down in Seetion 18 of tho 1943 Ingurance Act, Scotion 46 of the Insur~
ance Amendmont Act, No, 73 of 1951 ingorted the Thixd Schedulo to
the 1848 Act, Thia Third Schedule was mibscquently nmended by
Soution 24 of Act No. 79 of 1955, Scetion 36 of Act No. 19 of 1965,
Soctlon 40 of Act No, 41 of 1966, Scotion 87 of Aet No. 38 of 1969 and
Seotlon 1 of Act No, 23 of 1970,

J.C. Pljpor, '"Tho Role of Government in the Control of le Assuranco.

with Full X © OF N
Bapor detivored totho Actuarial Soolety ut South Aiclea, Cnpo Town,
Qotobor, 1972, p, 12.

4
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It hag beon elearly stated by the Registrar that the objeot of the
fnorersed Part One esset requirements was to {acilitate and finance the
fiovernment™ loan programme,

Th~ Lifo Officos' Arsoolation of Seuth Afriea considered that the
P of the Act, ing Wfe offlees to lnvest a large

portion of their funds In the Public Sector haa placed an unfalr burden on
tha long-term insurance industry wnd hence on polloyhelders of life

officas, This has been pointed out io the A on
in the paat.

Life offices have endeavoured to earn, on the savings entrusted to them
by pelicyholdors, the highest .ctarn in real torms commensurate with
security, As tha ylold on Part Onoe assots was generally lower than that
which could be obtained on other 1 tg, tho ¥ ro-
quirements of the Act have lowered the returns earned by life offices,

In tuxn this has deereased tho bonefits that Life offices have been ble to
offer thelr policyholdors, The Life Offices' Asseclation commented :

"The life assurance industry has always accopted that it hee
responsibilitios in regaxd to the finaneing of the Publio Scotox but it
cannot agroe to the way it has been aclected (with a fow othors) to bear
an oxcesaive ghare of the burden as 1t kas dono In tho past and which {g

now bholng substantially increased, It 1s accopted that the Government
may be temporarily short of lonn funds i it ke folt that this could have
heen remedied by sithor raising loana through offoring o compotitive
return and thua spreading the buren more oquitably over all the tox
payors, or by speciel appenl to the lfo ussurance industry and pension
funds, rather than hy tl, the

requirements ovor the long<orm. The lattor situation has tho further

dange  that in time to como Ut may result in teo wuch loan money becoming
avaliablo thus furthor dopresaing intorest vates on publie acetor sccuritios

1. Registrar of Ingurance, Clreular R.V,12, Scptomber 23, 1971
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0 the oven greater detrimont of and +

The writur ngrees with the views exprossed above and belioves that if
the Public Secior require more funds they should raise loans ot compati-
tlve rates of interest or it could be done hy means of noreased taxee, and
loan lovies 1. g, spread tho burden over all tax payors, Alternatively, 1§

would be more to imposn
aecurltios on a more genoral senle and not {nfllet such a heavy burden
speellleatly on iife offices,

Tho Registrar refuted these argumoents and ho stated that (o raige

y n-estments i

publle authority loans through offering & compotitive roturn was not
desirvable, a8 {t w* *° 3park off a further spiralllng of intorest rates and,

furthermore, spo: eals to financias lnstitutions In the past had fafled
to etfclt the require. _onse.?'

Tho enfe of thed on tho mdustry
B on profit itls idered that tho df
n yiolds hetween p bsod and other t

such ag debentures, “re far greater than they would be in o free
compatittve market ana thus the yiclds sarned by inaurers on thelr funds
wore not a8 high as they could have heen had no Investment restricilons
boon imposed on thom.?'

1t 18 of interest to note wat the loglalation covering presertbed
Investments had ne effeet on lnaurors! investraont policies uatil thoe 1966

dmont to the Aot This amendment rostorad the bed

Investmoent requirements {rom fwonty fiva por cont of total net linkilittes
tnourred in Souh Africa and South West Afrien to tho uid tovel of thirty
por cent that had extsted prior to 1966, At tho timo fngwrera hold

i, Lite Officcs’ Asgociation, Circular 2058, Decomboer 82, 1971,

2, Reglstear of Insurance, Cirelar R.V, 517/5, Fobruary 26, 1872,
3, Lifo Offices’ Asgocintion, «i-eular £103, May 1, 1972,

4, Tnamranco Amondmont Aot,No, 41 of 1966,




Many officos (and most of the nower lifo officos) have changod to the

newer valuation basls and this resulted in n special reloaso of gurplus.
Some offices used this releaso to pay spocial reverslonary bonuses to

t and divi to gl ) whorens other offices tranaferred
theso releases to speolal veserve funds,
By the very nature of 'y Mo the Initial

oxpengos and commisslon costs meurred in writing now buslness ere
extremoly high and thy Initial cxpense allowances permiited by the nevs

basis aro as tho of the Life Offtesa’
Aggociation Indleate.
"I'hig adjustment I8, howover, not nearly large onough t * the
whole of the and inittal v « ulb

that the rescrves required by the Act to be sot up in the euesy years of
each poltey are far movre than s really neoessary. In othor words, the
fund which un Insurer (conduoting his business i a sound and consexvative
way) 19 actwally ably 16 accumulate cut of the premiums he receives, 19
much lesa, In the eax’y yoars, thau tho reservo he is roquired by law to
hold, The difference constitutus a strain on the insurer's capital or free
reserves, '

In comparing the initial sxponse (or Zillmor) allowanoo under the
Suuth African Act to Intornativanl standexds, it hae been found that loeal
legtalation ia exeepti - ly stringent in this regard, and 2 Zillmor
wdjustment twico 58 great ag that atlowed by our loeal legisiation would
comply with widely secepted internationnl standards which muat bo
presumed to be at least moderately conservative and be highor than o bare
solvenay siandard, 2

‘Tho prosent minimum valuation basis is still & consorvativo one
particularly In regard to the rates of Intorest that can e used, and alao
to o legsor oxtent, in the initlal cxponso allowanoes pesmitted, It seems

1 Life Officos® Agsoclation, Gireulnr 2005, opolt.
2, Ibid,



Ukely that the hasis wiil be further rolaxed in 1976 1n regard to rates of
totoreut that may bo used.l

Thors Is tha that it is not to apr'; & single
Intm basls to be to all life offlces. Investmont
ylelds of officcs vary, tholr expenses differ as do the basis f thoir

premium rates and the rates of bonus thoy deetare and, whilst the minlmum
hasls may be reasonablo for gaome ifo offjces, for others it may result
1 %e . otitng w of unnecessarily high reserves and honee causa an undy
witbholding of surplus Irom polieyholdors, This conld uffect the
competltive pogition of these uiflees by redueing tho levels of bonus they
aroe abio to declare, Thercfore it would seom move equitable from the
polot of view of retease of surpluses to polleyinlders to pormait offtces to
choose a valuation basis that was deemed reasonablo by thelr valuator,
4.4 Valuation of Asspty
Jenes once made the followlng authoritative elatm In regard to the valurtion
of asgots ¢

For greteetion of the polieyholder, therefore, the siate insuranes
suporvisory authorities havo deelared that nsset valuation i3 not to be left
o the of but to bo within an
aot of proecdurd. @

‘The above cumment ik regand to the United Stater 18 a8 rolovant In

South Afrlea, Sectlon 15 of tho Tngurance Aet laya down the provisions
rolating to the Statement of Agsets. In life asourance It 6 congidered
that any method of valulag aonets muet be on the basia of vatulng them as
long~torm to covor long-t It Whitat the market

value of scourities 18 lrmportant In relation to the liquidation of any asscty,
1t 15 vot neccgaarily the correet busls of valuntion of asdota that are belng
hold an longeterm tnvestments, Thio prineiplo i partly recognized by the
1948 Insuraneo Act.

1. Lifo Officcs’ Asseclation, Clrenlar 2382, Jaauary 8, 1975,
2 Jones, op, oit., p. 185,



Sectlon L5(f) inys down the basls of valuation of billa, bonds or securities

that may be held ag Part Ono agsets. These vecurities muat be shown at
an amount thal does not exceed the lossor of tho cont to the insurar of the
asaot or the amount of eapital payable on redemption, In caloulating
the cosl,any intercst due or acerned 1o tho cosh prico must bo doductod and
adjusimonts (if any} may be made in regpeet of brokorage, stamp duty
and underwrlting commission ag may bo required by the inaurer's vsual
aeeovuting mothoeds, I the cost price i differcnt from the redemption
prico theu the Insurer may show the agset at an amount which has been
arxived at by a method of annua! adjustments to the vedemption prize at
redomption date en a basio approved by the Reglstrar, In additton, any
tnterest due or acerued at the valuation date may be allowed for,

Exoept for the securities meationcd above, any accurity which wag
quoted on the Johannesburg Stoek Exchange within a pertod of threo months

dintely pi the val date, muat “o shown at & valve not

geceding that baged on the loweat quoted price at the valuation dats,

Allowsnco may aiso be made in tho case of fined intercat sceuritios for
{ntarest due or acerucd and, on shares, for specified dividend adjustmenta
L yespeet of dividends that have Leen declared, 1t 18 Intorosting to note

that if tho valuea of such sceurition ag determined uhove are In the aggregate
unduly low or unduly high, so that thoy do not reficet the real aggregate
value of the asseta, the Reglatrar has the power In terma of Scction 15(¢)

of tho Aet, with the congeat of the Ministor of Finaueo, to suthorlze or
direet tho Inyurera to ohow such nasets ut aueh other vatueg ro shall Lo the
opinion of e Reglstrar represent thely real values,

Polloy tonna must bo shown at the lesser of the gurrender value of the
polley and the amount of the loan or advanee, (ineluding interest duo or
acerued), lose any commistions owed by tho insurer or any promiums
Ineluded in such loan or advance,

Any othor type of ageet [s 1o be valued at & price not excoeding the price
that would bo ohtalned the Repubtic between a 'wiiling® sellor and a ‘willing'
purchagoer (cach of whom must he uneo-nected with the other) aa estimated
by tho Insurce and as approved by the Reglstrar, This amounts to the wse
of an oatbmated markot value,
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In Novembor 1875, Prrt One asaocty, lssuod when ylolds on such assols
were holow the current ylotd of ten por cent, had & market valug bolow the
cost prico to tho (ngurer, Tho principle of departuro from market prices
Is olearly sbserved In that irsurors may vaiuo theso agsots in torma of
Bootion 16(f) 88 long~torm invest: vonts £, 0, at abovo their market prico,

For balanco sheet rurposes and for atatoments of av «ots, many
fnaurers value the bulk of tuoly assets at cost prieo or baok vatue, In
valulng seseta that are Feld «= hacking S inlced policles, officor value
linked assots and lnked Liabilltios on the somo baais Lo, generally at
merket vatue although cometimes eost price or ook value is used, Such
@ basig keeps the of asoets and 1l in with each
other and the writor would 1iko vo have the Aot pormit that similar
principles of valuation bo applicd to non-linked ansets,
4.8 Tagatton of Bifo Ansurere in Seuth Mrieq
The taxation of ife companicy I Sauth Afeles dates bhack to 1004 In the
Cape Colony, when insurance officen trangacting huolness wore requoated
to pay Income tax on the proportivnate amount of Intoredt applieable to the
premiume colleoted in tho Colony, ! The basls of taxatlon lmposcd
Huctuated ovor the yonrd until the principles underlying the current basis
of taxation woroe firat introduced in 195&.2

Tha taxable income of o long=term ingurer io deomed to be an amount

cquivaiont ko this-y por ecnt of the sum of the gross amoewnta, which have
been devived from the Inveatment (including the lotting of any proporty) of

80 much of its funds 28 are invested within or outslde the Repubtls In vespoct
of any leng=term Insurance buriness earxied on in the Republic, and of a0
much of lte funda g are taveated within the Repulitic in reapect of any
long~torm ineuranco business carried on by the insuror outside tho

Republic, and the grose amounts of any remunerativa It recolved for
manngorial and acerctarial or othor sorvices from subsidiary companies,

L Bulptn, op. otk p. 82
2, Incomo Tax Act, No, 78 of 1089, 8,18,
3. Income Tax Act, No. 68 of 1802, a6 amendod, 8.28(1}.




Incomo Lo to long businese carried on in the
Ropubilic with any pension fund or rotiroment annutty fund, ag woll s iaveste
ment ingome attributablo to individusl annulty contracts under which
annultles ara bolag pald, ave cxempt from tax, laterest on the loan portion .
of the normal tax Imposed undor any Income Tax Act is algo exompt,

Wheo tho above system of beag taxed on thirty por cont of "non-approved 1
investment (ncome wos fiest Introduced {n 1969, dividead Incoiae was also
originally cntirely cxempted from tasatlon In 1.")(}12 thls was modtiied suoh
that only ene-third of non-approved! dividend incorio waz exemptod froma
tax and this was further alicred in w'llS when the preferential taxation
treatmont of dividend income of lifo aosurers was abollshedsand stnes then
dividend and interest income have been treated in the same monner for
{axation purpoges,

Life agsurers are gubject 1o the normal rato of company tnxatton on
tholr taxablo fncome, In November 1975, the baslo rato of normul tax
for companies wan forty por cent. In addition to this normal tax, o
gurchargo of two and u hall per cent io added Lo the rate of normal tax for
companies, moking tho total rate forty ene per ccnt." Hoing taxed on
thirty por cont of thoir By income, life wore taxed, 88
at Novembor 1876, at 12, 3 por cent on gweh lavestment income and on

for or Dervicen, Lifo asaarers axo
not subjeet to laxation on eapitol approciation whether realizod or not,
Thig Ja sot the position for examplo, tn Rhedesta where vealized eapital
gaing and lossea are Inclwied In the computation of taxablo incomo,

‘The Life Offless' Asgociatlon hto howover pointed out that, quito apart
trom the provisions of the Income Tax Aet, 1lfo offices offectively suffor an
Ixdiroat tax by vixiue of tho requirement in tho Insuranco Act that they aro
obliged to tnvest substantial amounts tn Pare One agsets,  As these aggois

1. ‘Non-Approved® Incomo 14 investnent Income not exompted from income
tax.

2, Income Tax Act, No, 80 of 1961, 8,12,
3. Incomo Tax Amendmont Act, No. 88 of 1971, 8.21(L){a).
4.  Incom~ Tax Act,No. 90 of 1972, Thivd Soheduls, para, L{b).
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glold loss than [lret~1lass debentures,and the oxpected yleld on otter

fuvostmonts in which life officcs pinco funds,there is an indireot tax on

long~term Insurars (o tho cxtont of Intarest income foragona by boing

obliges to Inveat In Part Onc asgets,

4,8  Puture Progpects of Lifo Asgurancs Induatey 08 goan by the
Franzaen ¢ vion

Amongst its three rcpnrta."} the Vranzsen Commiesion made several

long i =, Soma of these
recommendationg have alt ady heen aecopted and mede lew while many
of the othors sre being studled by the Commission of Inquiry into the
Hreamstances and Matters relating to the Long=Term hiGurance Industry
1y sitting and atigating a wide vavivty of subjecto afieating

the Indug.ry 8ach 08 now regliste 4 eapital req . taxntion,
domesgtication of foreign Insurers and many other muttors,

A summary ig given below of the more important recommendations
of the Franznen Commiosion that heve @ bearing o tho long=torm

Ingurance industav,
4,6,1  Determination of Yie Taxable income of Tong-Torm Ingurarg
The Franzgen Commicoion consideyed that the fermula then current for
aaeortainiug the taxable lneome of long=tevn: Inpurers should bo adhered
to in priveipte but that the piion of hivd of reecived
from taxable lnveatment incoras ghould be abolireed: management and
aeerefarial feen, received {rom gubsidlarics and other companles in which
a long=term fnsurer held ten per eent or more of tho equity shewld o
included in adjusted groas income, and the cureent rato of thinty por cent

of investmont ingomo deemed to be the justifiod taxable portion should bo

1. Lifo Offices’ Asaoolation, Cireular 2007, April 18, 1078,

2. TFranzeen DG, (Clnu‘mm\), Tineal and L"““L‘MEMM!!E&
micaion of Braniey fnto,
tary Pol Alsie " Governmont Drintors,
Proforin, RP24/1968, ItPRG/lB’lO. mmv/mvo.
8,  Commlission of Juquiry tato tho Cf and Muttors
vha Long=Term Assurance Industry. 'Ciroutar tottor to alf Long~
Ve ‘& Aggurors'Janwary 7, 1472,
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tasted periodically sgainst tho surplus revenied by netuarlal valuations, i
The Commisston recommended what the one-third dividend exemption
be abolished as Its cxclusion from the tax hase, in tho Commission's view,

tended to in cquities as against nvestment
in fixed Interost bearing loans, 2 Ay cortain companles placed a matorlal
wction of thelr cquity love stracato (n guhaldinrles vr athor companies so as
to at lenst obtaln o gcnt on tiro hoard of directors, the Inelusion of
maragement foes In the tax base was recommended to counter posstble
tax avoldance, * Both the ahove of the G wore |
made law by the Income Tax Amendinent Act, No. 54 of 1971,

Tno Commulasion alse belteved that thero were good reagons why tha
taxablo Incomo bage of thivty per cont shonld be inereased, but in view of the
two addittons to taxahlo income otated above, thiz matter chould be kept
in abopance witlo the effest af the broadening of the wix bage could he
aseertained m thy light of i roveated by fal ong

year after the Intieduction of the broadencd tax bave, and Jio rate bo
toptad by at five yearly intervolo !horcnner.d

4.6,2  Thofiy ture of th
Thoe Commicsion congidered that the mue» ¢ of enmpanies active in the
Ingurance flesd (s South Africa was very arge and that thore was @
deslrability of rationalszation within the induanry, They therefore recommend=~
¢d that uo new regiatrations of inourcro should bo allewed for the time heing
oxaept In enged where the regiotration woa elearly tn the gublle mtemnt.s

2l o dnaurarag Xdus vy

¥ s it was rec ded that a ah ingurer should
nut be pormiticd to exiend 19 buelnesn to Iwluwde long=torm incurance

1, Franzaen Commionion, Second Repurt, ope oty , para, 463, p. 101,
2, [hid,, psra, 459(1), p. 110,

8, fhid, pora. 460¢hD, p. 110,

4, Id,, para, 461, p, 1L

6. Fransaon Comirission, Thivd Report, op. cif., pars. 740, p. 390,
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other than by the tako-over of an existing lmmmr.l
To onsurs that now insurers would be better able to cope with tuitiel
rikr, the Commission recommended that in tho caso of a new registration '
in vogpeot of both short-torm and long-torm huginess, a mintoum patd-up
capital of one miltion rand should he roeuired and this should he fixed au
two anllllen ranu § on Insurer intended transaed ing both short~torm and

long=term bual...~;m."" Far ¢l , It wae ded that these

capital requirements should aloo be made applicable to extating insurers
who should be granted a five year period from & givon date in which to
comply. :

The Life Ultlces*Assaciation otatud that there wag no ahject'sr to an
{nereage tn the share capital for new regioteations, but tho amount &
capital roquived should be left to the diserction of the Reglotrar as was tho
poaition thon  un .er the Act, Furthermore, for extating lvourers the
position was more complicuted and there wero beltor ways of ensuring
adequaey of regerves than & minimum ohove c:quml.'i

The Commisaion helieved that enly during e inlttal years way the
share eapital ol lozg=torm incurers Sygeificant 65 cover agingt unforeseon
riaks,but ac were tho imp of sharo capital
deercased a2 did the riok run hy oh dors, twas H
o that tho yield on the eapital of non-mutual long-term inourers should bo
limitod to & perecniage of tho eapltal or profitg of the company and the
matter bo inveatigated by the Teehnieal Committee on lnsmmncn.E 1t this
recommendation were accepted, it would severely eartail a company's
ability to maximizo profits,

1t was consldored that competition in any cvent vnsured that a majer

1, Ihid,, para, 742, p. 190,

2, I, para. i, po 191,

3. ihid., para. 748, p. 101,

4. Life (flicest Assoeintion, Clrewlar 8811, October 20, 1971,

6. Franzaen Commission, Third Report, ap. cit., parad, 746-7, p. 191,
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ehare of profits wont to policyholders, but if limitattons on pralit. to
shareholders wero to ho neeessa-y, tho Life Olficcs'Association belloved
that they should not b epplied to the yield on caplial, but instead to the
praportior, of surplus allocated to sharcholders, This is algo the writer's
view,

4.6.3  Preseribed Securities
The Commiasion consldered that the State coula not alielish the captive

market for app k 1f it were abolished there would ba o danger
of inflation sinee, if gold thole G stack, the only
resldual buyer would be tho Regerve Bonk which also had to gupport now
lgoues, Thio would create a eonaidorable expancion of credit, ‘Tho

Commisslon did believe, huwever, that the interest rate p2id on leans by
the public sector should take account of markoet cumlb‘,lom.l Thoy
roe samended thet the required minimum favestment by Ingurera i approved
srourlties should not be regarded 2o an additional gource of funds to the
authoritiea, The Cemmicsion eame up with the salulary recommendation
1hat, should the Government require lnerensed forecd savings, it ahould
do thig in the forim of loan levies fmposed en all m,xpnyox-a.a

‘The interverdion by the Government into the free play of mavkot forees,
though heavily eriticlzed by the Franzsen Commigsion, hae anfortunately
not been ahandonced, The Rutlowing threo factors are evideneo that the
Fransaen view hou not been aetepteds

Firatly, in 1972, the Part One aoset g Impooed on long=te!

were gub: Hy 12 8 ty, in Decomber 1875, lfo

nasurers wore requested o inevease thelr Inveatments mn the Stato soctor
hy the end of 1876, Ly not leon than two per cent of thelr thlliticu.4
Thirdly, tho rates of mtereat pald on approved seeuritics have otill net
sufficiently been Inereazed sed are mill lowor than market foreen would
dictaio,

1. ihid., para, 643, pp. 164-9,
2, Ihd,, para. 231, M 57,
8.  Fiuanciol Institutions Amendment Act, No. 91 of 1078, S.2 and 8,8,

4. Replatrar of Inpurance, Gireular RV 517/5 and Pr* 22/4, Degembor
B, 1878,




preseribed investments wotl ir exg. o6 of o aladmum porecntagoes

siipulated by law, This vicees Yolding enly éleappeared in 1968, infact.
hetween 1866 and 1968, 1ife assurera only inveated 1,4 por cont of thelr

total tncrense In not assots in Gosernment scowritles, Compulsion seems

to have boen neecgaary to foreo long-torm Insurers to melntein o mintmum
percentage of tholr total agsots in Governmont ptock ne, botwuen 1944 and
1868, lifo assurers deercased thelr holdings of Goveramae:t securitios

from 36,8 por cont to ¢ o legally preacribed mintmum ievel. In nbsolute terms
thotr holdings of Governnent stock grew from R78~mitlioa in 1944 to
R87-million in 1966, although they sold large quaatitios of Governmoent

stook after the Sceond World War and only started te increaae thoir

holditge around the mid 18300, The 1835 amondment roversed this trend

ard ih 1978, 1967, 1968 and 1960, the pereeatage of theix total not

Ineresges fn agscta uded to purchase Goveramert stoek wero 17,9, 21,2,

13,7 and 14,8 rospc(-t:wly.l 1t ean bo nuted from Lable 6,1 o the

next Chapter chat, by Mareh 1976, Government stock holdings of long~torm
ingurers represonted 12, 6 pur cont of thair total nsseta.2

4,3 Statutery Mintmum Valuation Banig of Liohiiitien

The Ingurance Aet requives o life assurer to hold asgety having an sggregate
valus of not leso than tho ameunt of it9 net Hubilitles in voapeet of such

Wplness and thug the mintmum aaoct requivements of an agsarer depend
on the basio of its wnder vollofes. A
dissusoion of the fundamental prinelples of the otatutory minimum basis
ig of relovance at thig stage. Tho mistimum valuation basis for valuing
a lifo office’s Liabilities wae defined i the Sceond Scheduio to the 1043

fnpurance Act and has boen on three t
The objoot of laying down by law & mintmum valuation basis i, of

eourso, to cnsuro that en asguser does not vatue ite Labilitics at loss than

a cortale minimum figure. Life offices may howovor adopt &
valuation basts they doem appropriate, having regard to their
mortality experionco, Interest carhed and expenso and commliaslon steusturs,

1. Munro, op. eit, pp. 63, 66, 205,

8. Refor to p,48 for detalls of the minimum level of Govornmont
securlties that Insurorg have to hold.
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providad the tobilit.ox as determined on the prals choson aro not lower
than they would have been had thoy boon ealeulated on the minimum basis.
A mInimum valuation basis een be eithor a mintmum solvency basls or

more . Itis that tn the
present decade the stetutory mintmun baots necessitates the ereation
of reserves far gronter than a minimwm golvency ctandard, The Life
Offices’ A on the val hasls g follows :
"In this way the Act gots a standard which 15 far higher than n
svlvency standard, and tho necesslty to comply with this vory high etandard

coratitutes. in the caso of a new ingurer, the nost poweriul cafeguard
against finaneial unsoundness, 4

Over the years it beeame elear thot the minimum valuation basis was
imposing n great otrain on Ufe ofltces, cspeelally nower offices, by cauaing
them to ereate very high resorves and hesee adversely affceting thelr profit-
abllity, Morcover, during the same peviod, the mortality rates of ngured
porsens havo Improved and tho yield they have earned on now funds has

L Th it beeame ap| to iighten tho

minimum basis and this was dono In mun.g Thereaiter offices were
entitled to woo s Seuth African mortality tables 'S.A. 1066-63 for
Assured Lives', These tables show lighter mertality votes than tho Brittsh
tables A. 1824429, which had p 1y served as the bosia,
‘Tho South African tables ax» based on tho actual mortality oxperioneo of a
wide eross-voction of Mfo offices in tho Republie,

The rates of interost that could bo wied in o valuntion were Ineveased

to five per cont per annum in respect of annuitles in the course of payment
at the dato of enleulation, four and o hall per cent por annum In respret of
untaxed business (.o, peesion and retivemont annvity fuad businows) and
four por cont 1o rospect of other business,

1. Llfo Oftiecs' Assosiation, Clroular 2005, April 12, 1972,
2, Insurance Amondmont Act, No, 89 of 1965, 8.26.



4,6,4 Foreign Insurors

In splte of ita generally favourable attitude towards the operation of
multinational enterprised on the South African markot, + the Commission
recommendod that, as from a dato to be fixed, only insurers thet were
incorporated in the Republic and regiaterod under the Inguarance Act should
bo permities! to earry on insusance business in tho Republic. Where
necessary the existing branchos of forolgn insurers should bo converted
into local substdiaries within throo yeare and forelgn mutunl companies
ghould alsx be required to operate undor the same conditions through
local compnnies, 3

‘The Commigsion recommended the above duo to tho dosirability of
obtining local jurisdiction over all insurcrs, Furthermore, the practics of
careying on via in South Africa cowld

be undesixable, sinco 1t made the evasion of exchange control and taxes
possible, In addition, thoy beligved that claims aud commisslons could
be manipulated at the expenso of tha beanch offfee and henco teduce the
local office'a profitability and henee its tax, and thus thove cowld be an
outflow of foroign exchango fa the form of high pranfume and claims. 8
The Commlssion alao believed that, with regerd to forelgn-controlied

o Mero o of shares among
South Afriean sharcholders was demmhlu.{1 1t wag furthor recummended
that no furthor it which Inve o

intere. of more than ton por cont, should bo registored,

The writer sirongly disagrees with the view that the domestication
of long=torm foreign ingurera should be mode compuleory. The multi-
notlonal con bring benefits fo a countey by ita
worldwide knowledgs and exporienco, Furthermore, thove 15 tho danger
that other countrios would rotaliato with similar logislation 1.6, South

1.  Franzgch Gommission, Third Roport, op, ¢if., pore, 863, p. 249.
2. lbid,, para. 850, p. 220,

8, Ibid,, pura, 847, p. 210,

4,  Ihid., para. 851, p. 220,

5, Ibid,, para, 862, pp. 2201,
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African insurers would not be ablo to extend their sotivities to other
countries, The writer belleves tha. the should rather
legisiation that may Le deemed necessary to curd the various mal-
tax snd control 1 that may oxist, It seems

likely, howevor, that the authoritios will accept the vie vs of the Franzsen
Commission to force foreign ingurers to domesticate, and draft
amendments to the Ihaurance Aot would then be introduced in due course.
Negotiations have aiveady taken place on thig subject between the authorities
and the Lifo OfftcostAssocintion, -

4.8.8 Qwnorship of Insurors Ly ™
Whilst the Commiasion oonsidered that shera wore no valid objections to

wieg and Viee Versa

insurers diversifying Into appropriately related financial sexvices such

28 tho management of unit trusts or tho provisiens of computer services,
they did, however, bolievo that, to promoto the spreading of ivestmente,
congldexation should be given to o Hmlt on the of an
insurer's assets that could be invosted in an individual non-insurance
undertaking, Thoy did have objections to assoclations between banks

and in that botween {inoncial institutions
would bo reduced If banks were nllowed to a® “nister insurers or vice versa,
There could also bo a tendency towards 'conditional selling' whereby a bank
preasurised its ctients to buy from 1ts 'eapiive' insuranco company.
Furthermors, in an associntion hotween o hank and insurance compnny,
policyholders' and deposttors* funds might bo loss widoly spread than
normal, as they weould be used In the Intorests of the group,

Tha Commission stated that tho most tmportant axgument against the
morging of banking and insurancs under @ single manngoment wae that it
mlght reducn tho offectiveness of monetary polioy, Bank doposits were of
a relatively short-torm nature, whoreas insurance funds (exeapt for short=

torm woro long -t 1 savings not to

i Life Officos’ Aasoolation, Clreular 2285, Januavy 26, 1074,

2. Franzsen Commission, Third Report, op_elt., paras,
870-7, pp. 824-5.
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monetary control They ted in tho torms:

The jolnt control over & bank and insurer leads to the guinlng of nccoss
to two streams of funds, allowing switohing from the stable contractuat
stresm to the Irvegulur short-term strenm to bo offected If control is
oxerelsed by tho authorities on the crestion of eredit and money, A bank
controlling an nsurer thereforo gains 400088 to & guaranteed stream of
premium reooipts and thoreby enjoye an unjustified adventage tn the

competition for funds and bocomes less to monetary
mensures, !
The ¢ horof ded that a bank end ita agsocintos

ghould not be allowod to hold moro then ton por cent of an Insures's shaves
and vice voras,and any shaveholding In excons of ten par sent should be
reduced over a reasonable perloed to ton par cont.

The weiter disagrees with the Franzsen Commiaalon's view on this
subject, Tho ton per cent oritorion lald down Is an arbitxarily chosen ono,
and the romedy should be tho prohibition by law of practices deemed
nndosirable rathor than a foresd saparation of control of Insurers and banks,
4.7 ZThe Lifo Offices! Asnociation of South Afvlen
Matters affocting the Hife assurance industry as & whelc ave entrusted to
the Life Offioos’ Aggocintlon of South Afrlea which was formod in 1985,
The main purpose of the Associntlon, ag stated in its Constitution, (5 ¢

e, tho B of tho and the p of tho intoraest
of Life A by and bined actlon upion
apperiaining to the Intorests corunen to Life Agsurunce Compontos and by
or wlith any A baving similax ebjwts;'z

Momborghip of the Association is open to any company authoriged by
law to crrey on lifo assuranco business in tho Republic of South Africa,
Rhodegle or Malawi, In Novombor, 1976, tho total numbor of mombors
wes forty four Lo, all the sifp offioos then welting oxdinery 1o basiness
in South Africn, ¥

1. Ibid., para. 878, p. 226,
&, Life Offices' Assoclation, Ciroular 2049, Novomber 19, 1071,
3,  Life Offioes' Assooiation, Clrouwlnr 2467, Novombor 18, 1976,



The Association strives to maintain high sterdards of conduct among its
mombors and has always beon wiiling to assiat the authorities to draft
appropriate legislation and, where necessury, to ensure tho good conduct
of tts membery and of the i dusiry as a wholo. Tlio Association does not,
however, have any disciplinary powers over its members other than, in
the event of misdemeanours hy & momber offico, the Agsociation has the
ultimate sanction of expelliug the offending office,

Member offices have entered into several apreemonts on matters
affecting tho life nysurance industry. These agrecmonta have invariably
laid down codes of conduct for tho benefit of the industry with e ultimate
object of henefiting the public n goneral, The Association has usually
bean suceossiul in ansuring that its membors conduc: business in the public
interest, and on several mattors have mutually agreed to high standards
of conduet, 5o as not to mako it necessary for legisiation to be passod
to engure these siandards,

4.8 Finaneial Soundness of Life Assurors
From the aforegoing it can be noted that the control over lifo offices has
tmpraved considerably over the past fiity years, Iurthermore,

several rocommendations of the Franzsen C are being

and the Commisston of Inquiry into tho Long-Term Insurance Indush-yl con
be expeotod to report in the neir future and will undoubtedly recommend
additional amendmonts to the Act to furthor enhance the finanolial goundness

of life offices and give added p to dors and
Minimum. stendarda of solvency and finanoial sowndness in South Africa
are bagically ensured by th ing provisions of the 1943 Act ¢
{H InBurers are o have 8 covered nssots poaltion

{.e, o hold South African as@u. . Oovor South African Habilities and total
assots to cover total liabilities;
(i8] a y strong baais of

‘hes bean presoribed;
{1l tho methods of valuation of assots are lald down;

{iv) Part Ono assct roquirements are prescribed;
) doposits have to bo made with the Treasury - the Importance
of this in today's {8, however, rel ly
1, Details of the of this C wore in Government

Cazette, No, 3254, September 17, 1871, p. b,
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vi) minimum capital requirements for now insurers ave defined -
at present tha amount is at the discretion of the Registrar, but the Franzsen

¢ hng ded in lovels
of paid-up oapital;
{eil) a of 3 hag buon with wide pewers,

including the making of regulations and tho Investigation of insurers,
Furthermore, roturns made to tho Reglstrar nre made public in his annuat
report,

In addition, & amount of solf: trol 18 Impaand by Uife
offfoes through tho mediuin of the Life Offices! Association,

Any solvency standards that may be lnld down by law for a 1ifc sesursnce

company should, to 8k satisfy the threg criterias :
) 1t can be applied in practice without wndue difflculty or delay,
& 1If an offico ean patisly it at regular intervals in the varying
condltions which apply from thme to tlme, thore need be w0 doubt that 1t will
bo able to fulfil ita ohiigntions,

(O] It an offico falls to satlsfy it on anv cocagion, there will bo

ample time for the controlling suthority tn make turther inquiries ns vo ita
{inanolal position and to enaure thet any neconsary romedial aotion is tuken
before the point 18 reached at which it faily to moot its obllm:txons".

L 1 ¥ to establiol log tod and to
protoot the pol lders and apoinot from these
stendards and fraud, Leglolation oannet howaver ensurs the cempetenco
of & company, managemont or divectors, nor can it Improvo their competence.
Insuranco legisintion should, in addition to what it does at presont, aim to
pook meximum disolosure of what 18 belng dons by companies, All

should bo publishod and mode available on & wids basis to
insurors and publie oltlo, and this would bo u poworful detorvent to insurors
to dopart from gonoerally secopted standurds,

1. R.8. 8l A Y Tox Lifo A '
Journal of the Institute of Actunries, 92 Pant 2, 75-84, 1966,
B 78,
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4.9 Constraints on Objcetivey,
For tha Ineurance industry, South African legislation imposes severe
on f . The to invest in p

tfaa on tho obj of to thelr
nvestment roturn,as the ylelds obtainabla on these securities ave lower
than on other securities fn which tho insurer might chooso to invest were
it {roe to do 50, The basls of liabll
the ostablishmont of large reserves and cruses substantial astraing in the
maz, oting of new business. Ap Insurer has to thus cavefully consider Ity
stlos phitosophy n the lght of tho strains that new business will create
und the fineneial capacity of the company to absord these strains, .. loss
stringont valuation baals would enablo and ¥
In partioular, to contemplate highor new business sales for o given levol

of capital and/or rescrves,

Lifo assurers are taxed on thirty por cont of thefr non-approved
nvestraent income without relief being given for expensos thoy tnour, There
1s thereforo an Incontive for ingurers to own proporties and hold theso through
subaidiary sompanles which abtaln tax reltel on exponses that ave considerably
heavier on this type of tavestment than on xuitfos or debentures for cxample.
The subsidiaries are normaily financed with loan capital such that the Intorest
payable by the subsidiary is equal to or greater than 1ts net profits, The
not veault i6 that tho subsidiary 1s not taxed, ag 1t does not mako profits,
and the Insurer enly pays tax on tho Interest it reseivos frens ite subsidiary
and honee offectlvoly otalng tax rolel on ite proporty oxpenses.

The fact that reliel on property caponses is now allowed whon propertion
are hold dixcotly by a lfe asauroreads to the creation of theao subsidiaxy
oompanles, hanco inerenslog total costs, It would bo more sconomical
and cquitablo if the tax peyablo were not offeated by the mannor in which
the investment wag held, t

The Life Offlces’ have thet property

1. Life Officos' Association, Clroulnr 2478, Denember 8, 1975,




beld divectly Ly Hfo nesurors should bo taxed on not reatal incoma,
irrespective of the mothod of holding theso investmonts, t

a7

1 Ibid
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CHAPTER S
INVESTMENTS AVAILABLE AND PRINCIPLES OF INVESTMENT

OF 1ar'E ASSURANCE FUNDS

6.1 INTRODUCTION

It hag boon shown how tho dceumulation of sizoablo funds Is cauential to the

Iulfiiment of the sgsurer's obligattons undor vartous life ngsurance vontraots,

Theso funda must be wisely invoested in dccordance with tho Investment

philosophy of tho vaxious Hfo offlees and 1t will bo obaerved in Chaptor §

how the maximization of lnvestment yiclde io & basie ohjeotivo of mogt Mfe

assurers, It 1g thus of importanee to Gtudy the tnvestments aviilable to life
and tho the manner In which thoy

invest theso funds,

Whilo lnvestment outlots in the 10708 are numereus and varied thia was
noi the ensa at the boglnateg of tho twontleth century as the following
statoment llusteates:

nyostments vultable for life aspurance offices obtainable in this colony
aro now 80 variod In natuve o thoge dealt with by British offices, being
confined principally to the followlag 1=

Mertgages on Landod Proporty
House Proporty

Loans on Capo Goverament Stock
Lioana on Municipal 8tock

Lotne ok Lifo Polielos

Othor sultablo investmonts to bo obtained nro o fow in number that,
for our preidn purpose, thoy may be passed ovor ‘1.

& brief doseription of the lable and ly to bo
found in tho balance sheoty of Hfe ssaurance companies 1s givon bolow.

1. J. Robb, 'Notas un Investmonta', Journol of tha Fadorgtion of Insurance
Inatitutes of Great Britain dnd Ireland, 7, 813-68, 1904, pp. $48-4,
This papor was pregonted to the Insurance Inatitute of South Afvlea In
Desomber 1963,
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5.2  Investmonts Avatlaple
6.2.1  Secyrities Isaued by the Govormment of the Republie of
South Afxiea

This 18 an tmportant class of inveat.nonts for life officos duo to the fact
that they axo legally obiliged to Invest u subotantial portion of thelr total

aggotd In Government aeeu.rltlua.l

"KLY 1suved at par {1, e, R100 per cent}
and bear o fixed roto of tntercat pald half-yearly in srrenr ong are vaually
redoemable at par at the end of & glven porled but may sometimen be
vedoomable ot the Government's option at any timo, or beswecn two

o ealfod datas,

The moin ddvantages to & Hie office of i in Covernment

are 8o fvilows ¢

i Abzolute vecurity = Thare can be 1o Investment with legs
risk of default than seeuritivo tssued by the Government and securitios
isgued by the Governmaent and locsl ave 1, ag
‘gilt-edged® and ‘semiegilt® lavestments poeuvely, o hat
imply strength and calety,

i1y Marketablsdy ~ Thero s 1y 6 gowt market for short

dated Goverament stoehio 85 hanks are large holders of thego and lopg
dated stocha are relatively eanly traded tromgst the mourance companien
and pension 0o, The mu- t far medium dtsed oteeks te more diffloutt,
Inpurance comrdmes generally nveat IR the longest poasible dated atock
and thiv sliaast iavariably in o form of new iosues.

Thero fo a varioly of securitios by teri to maturity and coupon rate)
{rom whicn fo choose sad in Rbaolute tering the tofdl dovornmant dobt
rogpect of markeable securitios I8 very large lndecd, As 2t the ond of
Boptomber 1875, the totdd Governnient debt watg R8 G04 milifon, of which
R? 737 million wao in veopeet of it 2

1. Presoribed seeuritios (or Pam One Rauets) wore discussed in detai)
{n Boctiong 4,2 and 4,2, 1 of Chapter 4,

2, South Afrlcan Resorve Bonk, Quoarterly Butlotin, December, 1976, No. 118,

Ve 814,



{1it) The cost of dealing in Governmont securities s low, For

buying on the 1
Stock Exchonge, brolorago rates (as at June 1976) wore 1/4 por oent up
to the fivat R20 600 purchasoe or sale price, 1/4 por cent on the exeess ovor
120 000 and up to R100 000, and 1/18 poe cent on eny balance in cxoose
of RL60 00().1 Trokerage rates wro half of tho nbove moentioned whon
transactions ave with tho Govornment, tho South Africen Resorve Benk, the
Land and Agrteultural Dank of South Africa, tho National Fintnce Corporation
and with cortain commereial bunks for thelr swn aceount,

‘The maln e of R it {8 the
towar ylold that 1o obtainable on them compared t- fined interest seouvities
of loctl authorities and debentures, I'er exomple, in November 1673, tho
siold on long-torm Governmont stovk (terms of twenty yesrn or loager) was
10 per eent corapired te 13, 375 por cont on fivst elasg long-torm sccured
debentures,

Coutts recommended that, as the yuwld on Jhig typo of investment In
Fngland was art, wially redueed by tho fact that largo hedien of avestora
wero confined to them, lifo offices should rather usie thurr finaneiai
kn + rledige and experienco in seeking other yood quality tuvestments whieh
oould provide 4 higher yleld."3 In South Africs, howover, life offices must
inveat & glven poreentdge of the value of their Habilitics in this category of
jovestmonts, Duo to tho low yields avallable 1t 1o unusual for fong-torm
invootors to Invest sigmificantly greator amounts in Govermacnt steck than
thoy ars logally obliged, unless they anticipate a {all in the ylield on future

{sauce,

The yleld availoblo on Government stock inerctges an the term of the
steck lengtheng, For example, 06 8t November 28, 1976 the ylold to
maburity varied from 6,73 to 7, 36 per cont for steck of less than threo yoars
to 10, 0 por cent for stock of longor than twonty years,

1. Tho Stock Exchango Handbook, 1, 19098, p, 20,

2, C.R.V, Coults, 'Nates on Iifo Assursneo Investment Policy', Jowrnal of
the Ingtitute of Aotusivios, LV1, 12152, 1085, p. 125,

kN 'Gilte and Som! Gilta] Propared by Fred, B, Lovy, Imre and Co, Ino,,
Novomber 28, 1075,
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The markot value of any fixed Intorest scourity baatcally depends on the
current rato of interest, the coupon rato of the stock, the life of tha stock
and the seourity offored by it. If rates of intorest Increase, the market
value of stocks boaring & coupon rate less than the current rate will
deerease and the Yeverse will eccur If tho rato of intorest decronses. Tho
longer tho toam of tho atock, genoratly the more volatile If Lo to a chango In
the rate of lutereat 1,0, the longer the term of a ptockthe grostor will be
the poreentage fluetuation L. it market value on a uniform chango n the rate
of Interest for differont to: ms to redomption. A low coupon atock ts gonorally
more volatile thas o bigh coupon stock for the samo outstanding teem, Thelr
market valuo would be determined on the basis of & yleld to redemptlon, This
poind 18 of puxdienlar impertanco to Yo offiecs who genernlly prefer to
invest in the longest dated Government stock available to mateh thotx long=
torm llabtlities,

Nothwithatanding the fac» that all Republie of South Afrlea stocks are
quoted on the Johannesburg tock Exchange, {n the past the marketability
of Governmoent stocks waa rather Himited in that instttutions gonorally
purchaecd atoek and bold thewe to maturity, In the last fow yoars a far
more actlve market hae been ercated In Governmont nad local authovity
stooks by bnuke, merchant banko and diseount houses whe have generally
ostebtizhed doparimenta to teado in these Securities. In faot, the bulk of

are Juded by direct nop boetween buyer and soller
und do not pass through thoe Staek Exchavge.
Ag ot the ond of 1 1076 the d stock doht of

the Contral Government was RG 836 million, OF thig cmount RS 002 militon waa
long-torm debt and by for the huli of this was swned by the Public Dabt
Commlssionors (the .13, C. ) who owned RS 274 millien, insuvors owned

RG68 mililon of which tho vast majority was owned in reapect of long-torm
awranee busiaoed znd privato pension funds which owned R583 million,

Of the short«torm debt of R 744 mililon,R1 475 milllon was owned by the
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baniing acetor. *

In this regard the maln souree of funds of the P,D.C. are the Govornment
Penston Funds including the pension fund of the ‘ou's Afrienn Railways, Other
important sources of funds of tho .0, C, ara the Soolsi Sceurity Funds and
the Post Office Savings Bunka.a

Long-term insurors kavo gonorally boen shle to buy Government stook
aither by subsenibing to a new fssue or by purchasing on the Stoek Exchange
or {rom othor institutions, Mowever, when tha Government stock roquire=
ments of ingurers were inereased in 1071, insurers woro lustructed 08
foilows :

'Ag tho object ef the d 16 to faoill the
finaneing of the Government’s loun progromme, indurers will bo required
to augmaont thelr holdings by subseriptions towards new lasues of loan stoelk
or by purchngso from the Public Dbt Comm .ﬂmluner‘:“

Isurers were thus restricted as to the seurce from which thoy sould
acquire Govornment stock and this reutriction continued untll the tattor part
of 1972,

6.2.8  8ecuritica Iseued or Ginarantesd by Loenl Authorities m the
Republie,
Bille, bonds or gecuritios lasued or guorenteed by any lecal authority in the

Ropubtic are a accond importunt catogery of prescribed tuvestmonts and
long-term insurers have {nvested substantial amounts in theso gecuritles,
Local authority stocks are fixed intovest securities with interest pay=
ments usuaily mado half-yearly in arvoar. They are redeemablo ot par, ot
o given maturity dato cx within a specified band of maturity dotes, A recent
15 the of early options, Stocks ave often
tasuod at a discount on par value and the borrower 18 vaually given the

1. South Afriean Rogorve Bank, Quarterly Bulletin, Docembor 1976, No, 118,
op. 8-60, 8=51,

2. Ihide, . 855
s of Civeular R.V,12, 23, 1071,




cholcee of investing in a stuck al par with a given coupon rate or lnvesting
v one with o lowsr coupon rate but issued at a discount,

For example applioation lists oponed on December 2, 1975 for an
issue of ten million rand City of Johannesburg Local Registered Stock
maturing in 1084, Investors wore offered tho choleo of investing in Lean No.
82 issued at R100 por cent and boaring an Interest rate of 11,20 par cent por
anvum or of luveating In Loan No, 83 issuad at 1196, 52 por cont and bearing an
interest rate of 10,75 por cont per annum. Some investors would prefer
tho higher running yield but others, such as 1ifs assurers, would, mainly
for tax readons, prefor Loan No, 83 which offored a tax froe capitel

PP to par at ‘fhe yield to red on both loans was
11,20 por oent &) igsue pl'lce."

A possiblo drawback of the lowor coupon lona §s that, If rates of interest
subsequently Inereased, this stock may decline in price by more than the 11,20
per cent stock, Similarly in the event of a decline in rates of intevest,the
11,20 por cont stock would show & greater capital apprecintion, A life
agsuror normeally holds stock to redemption and so those factors are not
reolly matorial to lifo compnnics,

The yleld on local authority stock 18 vory closely reluted to tho yleld
on long-term Govornraont stock and 18 generally about one por cent higher

than on the lattox, but the actunt difference fluctuates from time to time
and would also dopend on the market rating of the local authority concerned.
The malin reacons for this difference ave that thoy are considored loss
scouro and they are less marketable, The advantage of tho highor yleld
more than adequately compensates tho Investor for the minov disadvantnges
of this class of &

P to G gtock, In practice 1t is
doubtiut whother the stocks of locol suthorities offer much less seeurity thun
Govornment steck, ag the following statement referring to the Unttod
Kingdom impties:

1, Proapeetus, Clty of Johnnnesburg RL0 000 000 Loea! Reglstored
Stock, 1994, Nevember 1975,
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'Speaking of the locnl authorities, Radollffe says the Central Government
hag such responsibitity for the people in any part of the country that there
18 in practico no ultlmate rigk of defnult and the credit worthiness of local
authorttios 1o therofore virtuslly na high as that of the Centyal Govermment,
The yields obtainable are necordingly only slightly highor, the extra yleld
for the hat fnforior nar 1.

The position is very simliar in South Africa tn that any loca! wutherity
loan must be tssued {n terms of Loenl Government ordinances and have
Provincisl approval, The Provincos effectively huve the financlal backing

of the and, i o local were avor to becomo insolvent,
it I8 likely that, If nocessary, in the Jong run the Government would honour
the authority's debt. Tho stock af maut of the mujor local authorities ave
listed on tho Stock Exchange although thoso of the smaller municipalities
are usually not quoted, Some of *the gmaller authorities have howover
obtained a tigting for thair stocks In the hellel that this would tmprove their
marketability and henes decronse the rate of intorest they would have to pay
to borrow funds,

Tha costs of dealing in local nuthority stocks via the Stock Exohango ars
vory low and are the same as thogo for Government stock and these stocks
are slso exempt from stamp duty aad marketable securitios taxes, In
practice most transnetions of existing stock are not conoluded through the
Btocde Bxchenge but are by direct negotiation and this avolds tncurring
brokerage costs,

in recent years tho of Jecal y stocks has Lo
through banks and dlscount houses aotively eveating o market in these stocks
by rogistoring with potentinl buyers and scliors and oven trading on thelr
own sceount, A reecent innovation has boen that certain munjeipalitios have
tradad in tholr own stocks as for example Durban and Cape Town have done,

At ttmee when the cltles have had excess funds thoy bave uaed those to buy

1, J.D. Biwss, Inattiutional Invegtment, Institute and Faoulty of
Aotunries, 1965, p, @3,
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thelr own stocks and sometimee resold them at a later date when short of
funds, Effectively thls enabled them to ear.. a better yleld on thelr shozt-
term surplug funds than thoy would have done by leaving them on {ixed
deposit or on call at an institution. Loocal authorities oan also buy in
antiolpation of trends tn ratus of intorest and luter gell the stock at a profit
if they have anticlpated rate patterns correctly,

Whon a partieular stock i3 about to mature the local authority waually
ciroularises registered holdors and offers them the right to convert te a new
or existing stock of tho same authority. This also applies to Government
stock lssuos,

6.2.8 Seourlties Issued or Guarantoed by Publie Corporations
This is anothor important category of Part One Assets and Inoludes bills,

bonds or securities issued or guaranteed by the Rand Water Board, the
Eleotrieity Supply Commission (Egcom) or tho Land and Agrieultural Bank
of South Africa. These are also fixed Intorest securities with intorest
poyabie half-yezrly in arrear and are usually redecmable at par at a given
dato or within a speeified band of vedemption dates, Yields on theso
seouritlos are similar to those offored on the securities of the larges local

horitics and thelr g & rurtty and ts alao similar,
Por oxample, Escom was established undor tho Eleotriclty Act 1922 and
Loeal Reglstered Stook issued by Bscom ia issued under the provistons of
the Blectrieity Act and In the long run effectively has the sceurity bneking
of the Goveraent.

Most of those stocks are lsted on the Jobanneshurg Stock Exchange but
Escom offors by far the widost varioty and volno of stocks 1n this olass.
In Decombor, 1976, there wag approximatoly R1 660 million of Escom
stock still outstanding i, o, atock that had not yot boch redecmed, t The
coats of dealing In these stocks on the Stock Exchange Is tho same as fou
Govornment and Loeal Authority stocks.

As with the other Part Onoc sssets diseussed so far, most transaetions
are comploted outside tho Stook Exchango, Tho bull of tho stock that 18

1, Thoe Steck Bxchonge Handbook, 8, 1975, pp. 3834,




supplied to the market consists of now igsues, Institutions do, however,
deal in existing seourities which can algo be purchased from the P,D.C, An
ntaresting dovelopment is the extont to which Escom has been prepared to
ereate & market In lts own stock by being an activo buyer and selier of its
own gtocks, Escom produces weekly llats of the prices at which it is
prepared to trade.

1t le nlso usual for Pubtlc C: to lasuo two d stocks
simultancously and in many cases both stocks are lssued at 4 discount on pax
which {g the redemption prico. The yleld to maturity on longer torm Esco
loans, in November 1973, was 11,20 per cont per snnuwm, i

5.2.4 Louns to Local Authoritles,
In some Instanees a loesl authovity may declde not to horrow monoy by menus

of 1gsuing a local regiatored stoek, but wouald do o by raising o loan under
which equat instalments of ecapital and interest arc paid at reguiar Intexvals,
hence itquldating tho loan over a fixed period at a given rate of Intorest.
Tha loaa I8 normally covered by means of o note or loan agreement, These
loans are often put out to tender 1, ¢, institutlons are invited o tendor ns to
tho rate of interest and conditions on which they would grant such loans,

The main of such an £ to a tifo assurer (s that
1t te not marketable. The boerrowor pays baok level instalments of capital
and Interost and the investor 1s thus also faced with tho problem of reinvesting
both enpltal and kotoresi,whereas ho may prefer to rather invost for a longer
period and recolve Intorest only until the eapital ts finally vopald, Thia is

not an clngs of Lo long-4: ingurers,
©.2.6  Mortgagos
have been an t shannel for fs offices for

many years and whoreas in the past fow decades thelr yolative importance
hag decrensed, ot some stago In their history oach of the four largest
domestic lifo offices in South Afrlen have, at & particular pofnt of time, hnd

1. 'Gilte and Somi-Gilts', op._elt.
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more than {ifty per cont of thely tuvestmonts {n mortgﬁges.x The African
Life A Socloty for example, had over t; hirds of its assets
invested in mortgages between 1936 and 1941 and during 1938 and 1939 this
amount wag approximately seventy five por centa but those percentnges

were genorally well in execss of the amounts held by the other three offices
glnce the furn of tho twentioth contury, In the United Kingdom mortgages

constituted the moln assots of life assurance offices in the ninoteonth centurys

and as far ag modorn experience I8 concerned, Whyte noted the foliowing ¢
"The foatora of o 18 that the pledges us

securlty for tho loan certain physical assots, usually in the form of land
or property; ho, so to speak, places them In the pawn of the lender. 'The
borrower enjoys the uso of the pledged land or proporty or the rents or
profits therofrom 8o long 49 he performa tho covenants under the deed, but
the londer has the right in the ovent of default to soize what ts pledged for
the purpose of obtaining puyment of suma due, subjeot under cextaln
conditions to the consent of the Couvt“l.

A o of g in {8 that thay ave a spectalized
form of tnvestmoent and requive experionce and exportise n tholr handiing,
‘They are P to and part of the yleld

on guch Investments should be regarded as an amount to bo writton off against
a:thsna.‘5 Many of tho expenses are, howover, ineurred inltially and, pro=
vided thore (s no default on the of & now
bond may not prove to be greater than the coate of doallng In shares, for

oxample, Another disadvantage Is that somotimes goveral woeks may elapse
botween the original firm offer to lond and the date the money i actually

1. Annual A it8 of tho four
2. Annual Acoounts, Afriean Life Assurancoe Socioty Limited,
3. Binng, op, ek, p, 343,

4. L.G, Whyte, Pringiples of Fingneo and Investments, 1, Cambridge
Univorsity Pross, 1080, p. 119,

8. H.E. Raynos, Ingupanca Companies' Invostments, Londen, Pliman
ond Song, 1036, p, 38,
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requived. This creates uncertainty as to whon tho money will be called for,
a8 it may in fnot be required at a {ime not really guttable to the londer,
for example, at a moment when the lender i8 overdrawn or would prefor to
invest often pay o it feo during the period
that the monoy is rescrved for thom, but not taken,
‘The advantages on the other hand are ¢
1) If tho properties on which mortgages are scoured and carefully

setoeted and the value of ozch property is congiderably in excesy of the amount
of the mortgagoe, the sccurlty of the Invastmont 16 very good naced, It 18 alsc
traportant that the loan 18 well covered with regard to income payments,
[{t)] To for the lnck of ity of o

and tho y heavy the rates of
interost chtrinable aro usually very satisfactory aud in excoss of thosa
obtainable on other fixed intorest inveatmenta, In Novembor, 1876, new
mortgage loang were belng granted at a yield of approximately fourtoen per

cont por annum, as thie wag the maximum permitted by lnw, 2

fihie) If rotes of intercst should rise, tho investor 1s sometimes in
a poaltion to Incresse the rate of interest on existing mortgages or In the
ovont of tho borrower wishing to ropay, the favestor will be able to re-lovest
the provoeds on moro favourablo torms,

v}y The granting of @ gage may often bo by tho
conolusion of sizrive life agsurance business on the ltves of the principal
‘porsons involved, o.g. the directors of the conpany borrowing the money.

Gront oaution must bo exercised in granting a mortgago,since if default
ccours, the lender may becomo invelved in conslderablo cxpenses in trying
to rocover hlg Investmont and notwithatanding tho value of tho property betng
woll In axcoss of the loan granted, tho marketability of the propexty may be

vexy Hmited,

1, DBlons, ap. olt., v 143,
2, Limitation and Diselosure of Financo Chargos Act, No, 73 of 1968,

8. .




Mortgnges are normally for a long porlod such as fifteen to twenty yenrs
and are usually repayable by means of level insiniments of capitul and Interest,
The exact torms and conditions of the loan would he negotinted botween the
borrower and tho londer, A lifo office prefora long-t
and would try and cnsure that the gago 18 In fact for o long~t . One

way to discourage tho borrowor {rom ropaying the loan promatwrely is to
invoke & ponalty on ropayments within a {ixed poriod.

A rolatively recent Innovation {8 that some lifo offices Insist upon purchasing
a ghars In tho cquity of n project before thay will grant 8 mortgage. For
oxample they may grant & moctgage of two-thirds of the value of tho property
subjeot to the borrower ngreeing to sell to tho offico a twenty five per cent
shave of the cquity, The advantagoe to the llfo offieo io that, In addition to
the mortgage, It oon partielpate in the cquity of & successalul venture, whereas
the advantage to the borrower Is that he may Lo able to negotiate more

torms for the if he is prep to aceopt tho lifo office

08 an oquity partoer,
6.2.0 Dehentures and Loan Stocks
iy an for lifo

L stocks aro
Riege!l and Miller, referring to tho poesition {u tho United States In the early
10608, stated tho following :

'Bonds form 46 por oent of tho total assoets of the life insurance companies,
They are the most dosirable of all Investmonts beeause of their fixed maturity,
galety through prior llens and regular and constant returns "'.

Dobentures form part of a company's lonn capléal and a debonture stock
1a normally seeured, later aliz, by a floating chargo on all the company's assots
remalning altor any prior olaims havo boon met,  Tho contract botwoen
tho company and tho dehenture holdor 18 usually sot out in & trust doed and o
trustee is noxmatly appolnted o not on behnlf of atl debenture stockholders.

1. R, Riegel and J.5. Millor, Inaurance Privoiples and Practiocs, Gth
od,, Englowood Cliffs, N.J., Prontioo Hall Ine,, 1966, p. 207,
In tho United Statos the term bond 19 used fa llou of the texm
debenture stoglk.
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Besides issuing debentures secured with a floating charge ovor the entive
assets of the company not otherwise pludged, a company may Issue debentures
Secured against particular asuets on which 4 mortgage bond 1 taken, These

are ly kenown a9

A company may also {ssue uneocured loan stook or ‘nuked debontures’
28 they are sometimes called, Theso hol are in offect
oreditors snd tn tho ovent of the bankruptey of the comprny wouid be in the
samao position as ordinary oxoditors, Becawse of the greater risks involved

n ungonured lonn stocks & company would not generatly he able to boxrow
funds in 4418 mumer unless 1t was In a sound Haanelal position and its credit
rating was vary good,

G {ssue d stock 1, e, tho stock is
convertible at some futuro doto on speolfied terms Into tho ordinnry share
capitat of the company. Tho debentures moy not nlways bo fully convertiblo
and sometimes only paxt of the debentwres may bo convertible, The
attraction for the company of issuing convertible debentures s that thoy

can usuglly oifer a lowor rote of tntorest than on non~ermvortlble debentures
aund the attraction to the invostor 18 that, in addition to the fixed return ho
obtains on hig debonture, he has tho eppoxtunity to convert into ordinary
shoros on specified tarms ond if,on tho date of conversion,the ordinnry shares
have o market value higher than the price at whinh he ean convers, ho in
assured of Immodiate capitat appreoiation, Tho price at which converslon Is

allowed 1H tho lator tho option 8
An example of a partly convertibio steck 1s the Carlton Contre Limited,
8,128 por cout first RU8 for

evary R200 held, into {ifty cont shaves on July 1, 1076 at 240 cents, on
July 3, 1977 nt 217 oonts, and on July 1, 1978 at 300 conts, The stock ia

Ll ta ot par by d on Juna 80, 1879 and
olosing on June 80, 1996, L

1. Tho Stock Exchango Handbook, 2, 1978, p. 397,
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Besides iasuing debentures socured with » floating charge over the entive
assiets of the company not otherwise pledged, & company may lasue debentures
secured sgainst partioular asoots on which & mortgage bond Is takon. These

are known a8

A company may also lesue ungocured loan stock or ‘moked debontures'
a¢ thoy nre somotimes called, Those are In effeot
oreditors and In the ovent of the bankruptey of the company would be in the
same positlon ng ordinary creditors, Bocause of the grester risks {nvolved

in ungeoured loan stocks a company would not genorally be ablo to horrow
funds [n this manner unloss it was in a sound finunclal position and ite oredit
rating was vory good,

e issue stocic i.e, the stock t8
eonvertlble at somo future dute on specificd torms Into the oxdinary sharve
oapital of the compony, The debenturos may not shways ba {ully convertible
and sometimes only part of the debentures may bo convertible. Tho
attraction for the company of is uing convortible ‘ebentures is that they

can naually offer a lower rate  {ntorest than on non~convertlble debentures
and the nitraction to the Investor I8 that, bn additton to the fixed return he
obtzing on hia debentura, he has the opportunity to convort into ordinary
shares on speoified torme and if,on tho date of convorsion,the ordinary shares
have a market valuo higher than 30 prico ot which ho san convert, he is
sgsured of immodinte capital uppreciation, The price at which conversion is
nllowed normally inerensos the later the conversion aption is cxevelsed,

An example of n prrily convertible stock is the Carlton Contro Limited,
8,125 per oont fivst N R386 for
overy R100 hold, into fiity cont shares on July 1, 1076 at 240 conte, on
July 1, 1977 at 277 conts, and on July 1, 1978 at 300 cents, The stook I8

d at per by g ou June 30, 1879 and
closing on Jung 30, 19.’)6.1

1. The Stock Eschango Handbook, 2, 1876, p. 397,




The advantage to & Ufc office of investing some of its funds in
debentures are s follows
(13 The rate of Intorest eually pald half~yearly) cifered on
debentures 1s usually very satiafactory. In Novembor 1975, the yleld on
first olngs secured long Was app ly 13,38 per cent
per annum,

{1 "Tho socurity offored by eavefully selected dohenturos in sound
compantes is vory good and In tho ovent of default the dobentare holder has
logal recourso to racovor his Investmonts from the preceeds of the sale
of mortgaged agsets over whieh debontures are scewred,

fitli] Soveral debenture stocks are quoted on the Johunnoshburg
Stock Bxchango and they aro thus usually readily marketable.

{iv) In the ease of convertible debentures, the investor hus the
opportunity to partieipate fn the cquity of the company at varivus conversion
dates,

ure usually r Bly long-4 inves.pents and s maot
fe offlves’ long~term requircments but the exact torm of tho investment
rany not always bo kmown, Fur examplo, = the vnoe of the Caviten Contre
debentures mentloned proviow v, they ar: redeermable by annual drawlogs
ard, dopending on when a part-culne debonture onte is drawn, it may be
redoeracd any timoe botweon June 3070 anu June 1946,

Asg a life aasuroer genorally profvra lors=ters investmeonts, 1t would
favour dehontures whore the ringe o: rodempticn dates 19 as narrow as
possible sad whore the firat dite i many yeora afisr commencement.

5.2.7  PreferencoSio:
‘Wheraeas dobenture stoeks and other formg of loan eexital ave pontraciual
obiigations, prefercnce shares o> pavt of & proprictar's eostal and whilst
tho payment of intorest on dobe:
profits or not, preference divi

reg 19 contractun! “hether a company makes
ave nayable o f tnxed profits, I the

23 et .3 not undes n obligation to declaxe

& dividend on its praforence vap: ... . orently nev isued cf preforonce shares
are gonorally cwnwlative 4,0, @ - px
past all arroar preference divid. -
paid to ordinarvy shareheldera,

compnny doos not mako profirs,

cnee dividad has cot been paid in the
5t bo paid Lofore ary dividend can bo




‘The rights of the preference sharokolder are carefully set out in the
sompany s Articles of Associntion, Theso vights include : the preforential
rate of dividend to which he Is entitled; if thero {8 more than one class
of preference coapltal, the prectss order of rating for dividends; the share (and
order of rating) 1 the distribution of assots in the eventa of winding-up
the company or reduction of capital, and his veico in tho conduct of the
cumpany and vofing tlg,hea.l

There avo {ypes of shares. shares could

be elther non-cumulative or ownulutive but under current conditions o new
preferonce Issus would be untikely to succoed unloss it was curawloative,
Preferenco shares may be part of the permanent capital of the company or
they may be rodcemable, In some cagoes the preference sharcholder may
have tho optlon to convort into the ordinary eapital of the company, It is alse
possible for a company to {ssue participating preforence shares, For examplo,
I the preferonce dividend is six per cent b may bo stipulnted, that once the
silvidend to ordinary sharoholders excoods ten por cont, then fov each
additlonal two per cont dividend paid to ordinavy sharsholders,an additional
one par cont will bo puid to preference shareholdoss subject to the total
proference dividend not exceoding sny twelvo per cont,

Now iosueg of preforence shares nro rave today sineo preforonce
dividends must be paid out of taxed profita and it 18 thus more expansive for a
company to pay a given proforence dividend than a similor rate of interest
out of pro-taxed proflts on & © Hife are taxed
at tho rate applienile to companios on a portion of tholr Investmont iueome.
Prior to 1871 thoy wero only taxed on two-thixds of their approprinto
dividond noome. Sineoe this concesslon was abolighed and thay ere tuxed
similarly on Interest and dividend lncome, thero 18 no ronson for them to

invest in a non~convertible preforenco shiaro uniess {t offers n highor ylold
than a debenture, The lattor genorally offors moro soourity.

1., Whyte, op,_elt., p, 73,
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In nddition to the above, preference shares are not attractive investmonts
to Hfe offices, mninly for the following reasons :
{1 They have nolthor the security of dobontures noxr the growth
potontial of ordinary shares,
i) ahares fuv

in that their valuo can flurtunte widely according to changes n underlylng
rates of intorest.

(i) ‘The romedies available to preforonce shavoholders in the
evant of default are mespre. Thoy de not, for exvropls, have the same legal
remedies that are open to debenture holders whose rights are centractual.

{v) There are relatively fow preference shares which are guoted

on the Stock and $helr 1g thus xather
limited. Even if quoted, preforenco shares ean seldom be dealt tn without
ditticulty,

A convortible prefevence share, howover, may offer the investor a reason-
ably attvactive dividend yleld together with the right to convort into ordinary
ghare capital at speeified dates. If the market price of the erdinavy shares
is In excess of the prico at which the preforence shares eon be converted,
then it will bo profitablo to convert,

6.2.8  Opdimary Sonpes,

Ovor the last twonty © 06 tho investments of life offices m ordinary shares
have inerensed substantially and the main fostures of such cquity tuvestments
are o8 follows 1

) The security of income 18 less than that on fixed tntorest
securities, Dividend pryments depend on tho company making profits and
the company la not compolled to declaro a dividend if proflts are inndoguate
or Uf lossos are made, Thorefore the tavestor 8 net only eoncorved with the
oxpocted amount of futuro dividends but raust also face the posaibility that
in o particular yoar or nwubor of years, the company may not pay any
dividends ut all.

{an Ordinary shareholdors also bear xisks as to tho security of
tholr capital. Ordinary shares sre Irredosmable securitios and an investor
has no vight to ropaymont of his investmont at a fixod prico at some future
dato, In tho event of tho liquidation of the compnny the ordinary sharsholder
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15 merely a residual claimant and could In fnot lose his entive investment i

the sssets of the company were only sulticiont to settle the claims of some

or all of 1ts ereditors. These two sorious disadvaninges of lnvestment

in ordinary shares may bo minimized by careful selection of the shares In

which n company tovests, ‘Tho shares of large financlally sound companies |
with 2 good dividend, carnings rnd profits record are less risky than for
example, those of a small company whoge husiness {a of a apeculative
nature.

(i) There are & large number of companies whose ordinary
shares are quoted on the Johannesbury Stock Exchange und theso shares are
more I than shares, The of shares 18

Hy good and this enk the liquidity of such an
investmont as 1t can usualiy bo roadily convorted into cash if roquived, In
this regard * .» mark stability of a sharo depends on the size of the eompuny
and the tightness of the holding of its shares, Tho sheres of a large company
are genarally more markeiable than those of a small ono and tie more
widely hold & sharoe is the more marketoblo it will bo, Mora often than not
it {8, however, diffioult to soll & very large amount of shares of any one
company on the Johannesburg Stock M.ichange. To obtaln a reasonable
price, a company wishing to soll a substantial amount of a particular share
rany ho ferced to soll the shares over a perfod of timo and, dopending on tha
reaotlon of buyers, might not bo ablo to sell all the shares it wanted to
anyway, unloss it could negotinte a sale outaide the Stock Exchange, Asat ¢
tho end of Soptombor 1875 thoe total number of shares, listed onthe
Johannesburg Stock Bxchange (1. o, tho entira issued capitel of thoss clagses
of ahares of all companies Jigted un this exchange) was just wador 7 000
million and the rancket value of those shares at thut datc was approximately
R20 300 mllllonl.

1. The Johannesburg Stock Bxchange.
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The oost of buylng and solling shares on the Stock Bxchange is
relatively high. There 13 a brokerage fee of 0,85 per cent of the consideration
as well a8 a baglo charge of half a oent per share limited to a maximum of
twenty five rand. In addition there s a mavkotable seourities tax of one per
cent on all purchases and sales. i Thus {n order to cover costs shares
bought at a partioular prico must appreciato by sppreximately 3,7 per cent
hefore they can be sold without logs on the purchase prico,

v} In theory, since ovdinary shares involve the Investor in
greatar risks than fixed interest securitios such as secured debonturas,
Government and municipal stock, one would expect the dividend yield on
shares to be higher than the rate of taterest payable on fixed intorest
seouritles. During inflationaxy times the demaud for shares usually
Inorenses and for years we have had the 'Reverse Yicld Gap’ i, o, the
dividend yleld on shares has been lower than that on fixed intovest securities,

Investors have been prepared to sccept lower dividends at incoeption, In
of ng over the years as the profits of the

company and hence earnings por share, increase. The greater the

expected incrense in futare dividends, the lower will bo tho dividond ylold

the inveator will currently sceept. Investmoents have thus often been made

in shares us o hedge agoinst inflation 1, 0. on tho assumption that shares

offer a menns of offsetting the effects of inflation throvgh growth in

dividend Income and hence ultimately growth in capital values. & v investmont

in ghares ot a lower yield than on fixed intorest sceurities is Justiiled on the

basig that ovor the poriod of tho fnvestmont the investor bolieves he will

rocetve a greator yield from the net income and capltal appreciation combined,
Of great importance to the oxpoctation of the investor is the prospects of

oapital appreciation on his investmont, IIe hopes that, over the years, shares

in selected will ghow capital app: 88 & result

of oonsiderable incronscs in the carninga per share of tho company over a

1. The Stode Exchango Handbook, 2, 1975, pp. 80, &,




period, The lovestor cannot considex his yieid on a shave to be only the
dividend yield but the effective ylold i on the paid and
any capital appreoiation that may have been enjoyed, Capitnl sppreoiation

iz an {mportant source of surplug that a lfe nssurer con uge to increase the
benefits pald to polleyholders and improve the compotitiveness of its
policies. It was during the 1960a that uny goneral attompt was firet made by
Ufo offices o deelare honuses from profits augmented from thig sowes,
Tho total amount of eaplial apprecintion enjoyed by South African life offices
has boen substantial but thie figure 18 seldom published, As on example
however, at Juno 30, 1972, the Old Mutual 1 sported that (48 total agaots

at thot stage wore 11913 million at balance sheot value and that they had an
estimated market valuo of R1 100 million, 1 ‘The bulk of this capital
approciation wns to equity type guch as shares and

D less it is whether these
expoctations will always be realized in the short run, For example, the RDM 100
share index foll from 287, 6 at tho ond of Deceraber 1968 to 169,4 by the ond

of Decembor 1970 1, 0. & deereasa of 41,1 per oent, At the end of June 1972,

the RDM 100 share {ndox wus 214, 8 and at this lovel was still 25, 8 per cent
below its lavel at the ond of Decamber 1968, Zhus, while o life assurer moy
invest in equitios for its prospeets of capital appreclation in the long rua, the

hility of capital dop n tho ghort-t mugt be

Investment in shares requires ledgo and, hefore ing
in a partivular share, u life assuror would considor factors such as tho
precige nature of the business of the company and factors that alfect tho
company, such as tho ndustry In which it operates, the company's earnings
record, ite dividend reeord, the percentage of carnings that have boen
digtrtiuted a8 dividends, the compony's capital stvueture, the cnlibro of its
mansgoment, tho marketnability of ita shares and the price of the share,

1, '0ld Mutual's Yoar, Congrats', Financial Matl, Octobor 20, 1872,
. 856,
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In October 1975, the average dividend yleld obtainable on all classes of
shares was 8,66 per (:ani:.1
5.2,9 Mutual Fund Units

The first mutual fund in South Africa, the South Afrioan Growth Equities
fund (SAGE), was formed in 1865, and by December 1975, there were
eleven mutual funds operating In the Republie, Mutual funds invest the bulk
of thelr assets in sharcs quoted on the Johantegburg Stock Exchangoe and they
ara bastoally an investment medium for the small investor, and not for
Inefitutions with thoir own i and i I

In 1965 tho first linked assurnnoes n South Africa were introduced by
1ife offives. In these policles a portion of each promium was used to buy
units !n & mutual fund, The urils purchased .. the sesured In thie regard
did uot become the property of the polleyholdor but botonged to the life office. B
The intraduction of theso mutual fund lnked polleios led to life offices
purchasing a congideruble mumber of mutual fund unlts since 1965, Whereas
some of these units may have been bought purely as an investment of the
life offlee, the bulk were purchascd to fulfil tho nssurer's obligations under
its linked contraots, It (s interosting to note that the Old Mutual, Sanlam
and Guaxdian/Liborty Life ostablighed mutual funds of their own,

G6.2.10 Eroperty Investments

Much of tho appeal of property Investiaent les in its tangthility and pormanence,
‘Whilst thovo are spocialized problems In proporty investments, lifo offices

2

have mado substantial investments {h this sphove In the last few doendes,

‘The Invosting of monoy on a sntlsfactory basis In property requires

speoializod knowledgo and gkills and thero is often the noed to call on
prefessional advisers, Lifo offices uouaily set up spocial departments to
handle their proporty investments, which nro thus dono on & largo cnongh
sonle to justify tho rolativaly heavy expenges {nvolved,

1.  South Afriecan Reserve Bank, Quartorly Bullotin, Decomber 1875, No. 118,
p. 8+46, '

2, H.E. Dougall, Invostmonts,8th ed., Englowoed Clifs, N.J.,
Prontice-Hall Ino,, 1068, p, 189,
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‘T4 obtain a diversified property portfolio Involves considerable sums
of money and 1t is generally only the larger life offfees that have made sub~ .
stantial investments In thie medtum, Properties are Hlguid investments

with poor k and it {8 an & it medium vl to
Government actlon, For example, rent controls lmposud on restdential
flats could substantially altor the future prospects for profitabiliiy of such
an Invegtment.

Neverthaless, there are several ges of
both from thoe polnt of view of yiold and prosp for oapital

Tha lnvestor obtalag o roturn on divect proporty invostments from
rental income net of malntenance expenses, rates and taxes. Over the

{n property,

yenrs rentels have increased, In spite of genernl increases in costs tlis
has ennbled investors to obtuin an increasing return on thoir initial
Investment, consequently lending to an appreciation in tho eapital value
of their properties. Moreover, ad land cannet be nugmeniud, land values
usunlly tond to lncrease as the population grows,

In nddition to g fn to provida for their
own use, there are soveral types of proporty investments available to life
oifices. As mentioned proviously, for tax reasons, Iifo asgurers wsually
form subsidiary companies to own tholr properties as thoso subsidinries
oan claim tho costs of maintaining the property 28 an cxponse to bo offsct
against rental Income whoreas « 1ife offico 1s taxoed on gross rental income

nnd cannot offset such expenses.
Lifo nsaurers tond to profor Mvostmonts in contral eity properties such

as office blocks, shops and eontrog, in the
cantral business distelot (CBD) have over the yoars shown tho grentest
capttal Life offices do not favour ite in

residontial flats due to the dangors Inhiexent In ront control which can and

have often been impoaed by tho Government and they have virtually avoided
investment in residential housing duo to tho small sizo of the lnvesimont and
the relativoly high oxponses Involved, Somo 1ifo offices however have recently
invested in township developments but it sooms untikely that assurers will
1avolve themselves on n largo sealo in this sphoro.



Asgurers are gonerally reluctant to invest {n vory 'specific purpose’
propertles such as hotels and factories unless they oan obtain & suitsblo
tennnt on a long lense, In this rogard offices do however invest In factovies
on & ‘sale and lense baolk’ basis as discussed later.

The return on difforent proportios vary according to the type of property
and the locality, The return would differ on & GBD project to ore in the
suburbs, and would diffex for example, as between Johannesburg, Cape
Town, or a smaller town, Generally the smaller the town and the loss
central the property, the highor the refwn requived by the inveator would ba.

The Intttal return, oxpeeted by an {nvestor on a property, would thug
depend on 3 number of factors such as the naturo of the property, 1t exnot
locnlity, tho qunlity of tho tenants nnd the nature of their leases. An investor
would usually accopt a lower Initisl return on & primo office bullding thon on
apartments., Depending on these factors, in November 1975, the acceptable
Initinl yield to n prospective Invostor varied betweon approximatoly 8,8
and 13, 0 poy cent per annum,

Licases usually have vent esoalstion clauses huilt Into them and these
could be oither on o fixed increase basis or, in the case of tenants such
a8 chain stores, for oxarmple, ronts avo usually linked to turnover, In
other oases rentals conld bo linked o tho congumer price index. The torms
and condltions of a lense are negotinted and If thero waa a surphue of office
acoommodation as oxlsted for exuraple in Novembor, 1072, the lessoo might
even be ablo to negotlato & lease without tho right to & reviow of rent, Whon
office nccommodation 1g Senreo the lossor would genorally bo ablo to obtain
the conditions ho wished to impose,

Rontals are usunlly inclusive of all sorvicos such hs rates, maintonanco
aod cleaning, tho only additlonal oxponse borne by tho tonant bolng eleatriclty,
refuse removal and any inoronse in rates.

1. Sorec Limited. A Roviow propsrcd for private clreulation in
conjunction with W.1. Cnrr Sons snd Co,, London, 1972, p, 4,
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An inoronsingly popular property Investment with lifo olflces is the 'salo and
longe back! whoroby & company sells its property to an lavestor and
Immediately loages it back on long lonse. This aystom has been succossfully
used in the oage of factories and chain stores amongst others. An
advantago of tho lense-buok to the seller 1g that it can release funds for
golf of It bmp lquidity, unfreezes fixed sasets
and converts them Into working capitnl and allows the company to secury
a further loan which might bu impossiblo {f a conventienal bond were obtained,

Nowalbi,

From # taxation vent I8 an expense, L baach
sometimes contain o ‘buy back® clause which gives the soller an option to
buy the property back after twenty five yoars, for exampie. The 'snle and

lease baol' {8 a very to the in that he obtaing
an attractive initial return on hie i 3

in future rents, the socurity of a long lonse with a single tenant and hence

no letting probl In addition all cogts, rates and taxes

ara the responaibility of tho tenant.

The ylold to tha investor depends on the financial standing of the tenant
und the typo of investment, Tho covenant of tho tonant Is vitally important
to the investor who will uaually not uceopt a loaso~back for lesa than
{wonty years. Loase-backs are usualiy on 'specific purpose! properties and
if the tenant breoks his covenant it may ho diffloult to ebtain another tennnt
ofi suitable torms, Regarding tho type of proporty, an lnvestor would require
2 cenglderably highor return oo a factory situated out of town than, for
exumple, on an offico block ccoupled #s an adminiatrative head office of a

large ohain store. Many p of tho } back are
posaible and tho negotinted leaso would depend on supply and demand,
In some ad por may with n tonant

and develop & projoct speclfically for him and lease it out on a long lenso,

Whilst thia is u direoct proporty investment, the mochanism {8 similax to n

sale and 1 back, This 1s vory to tho a8 thoro are

virtually no entroproneurial risks fnvolved fa that tho wholo projoct is

let at nn pgroed upon rental on & iong loase before any buitding 1s commenced,
! ta a direoct § tment in proporty, the sale and leasa-book




gonerally provides a bgher initial yiold, better tenant security and

negligible admintstrative costs, The only disadvantage could be in the event

of default of the tenant and thus an Investor must be thoroughly gatisfied

a8 to hig covenant, finanoinl standing and security, Whilst the terms and
dit of a gl and | back are in 1976,

a rensonable initial yiold on an Industrinl lease~back was 11,6 to 12, 0 per

oent per annum with tho ront oscalating by five per cent per annum,
5.2.11 Poliey Loans

Poltay lorns ave an involuntary investment of lifo offices {n that companies
have ittle control over the volume of such loans, Polloy leans are
partioularly poputar when money is diffioult to borrow. Life agsurers,
a8 0 condition of their pollofos, ususlly grant loans up to cighty or ninety
per cent of tho surrender value of a polloy. The surrender vslue ig
oxcellont socurity for the luan and there ie no risk of default. If for any
reason the loan value plus any other Indebtednoss of the policyholder to the
company {norensed to the surrendex value, the company can surronder the
polloy and axtinguish the debt. In terms of safoty the policy loan Is a vory

tractive & t a8 the value a8
more premiums aro pald. Life offices do not encouraga policy loaus as the
following statemont Hlustentes :

Yot insurance compunles discournge polioy leans. They do so for twa

rosgons, Flret polioy loans are small in amount and are therefors very
costly to admintstor. Thoir net yleld is far below tho Interest rate charged

and 6 not relativo to gt medie,
Second, and far mere important, a potloy lonn ia {requontly the prelude to
& Inpso of the policy, and nre in koeping

policioa In lorcu'l.

To the borrewer, a polioy loan is & vory attractive foxm of borrowlng
in that no collateral security s roquired other than the policy itaolf and n
loan 18 ugually quickly and eagily obtained. A repayment date 18 not usunlly

1,  Cohen oxd Zinborg, op, oit,, p. 703,



specified (other than when the proceeds of the polioy fall due) and the rate
of Interest payable on the loan Is usually lower than that payable clse'whlaw.‘l

The rate of Intorest charged on policy loans hes generally been lower
than the rate charged on losns by other institutions, 'This {e pavtly
atiributable to the fact that officas grant polioy lonns a8 2 benofit which has
traditionally been nvailable {1, e, 148 naturo oan be dasoribed as that of o
marketing instrument) and 18 also partly duo to the office wishing to conserve
bueiness in that it would rather offer the policyholder a loan on reasonable
terms than have him surrender his policy,

In recent yenrs the attitude of life offices sowms {o have changed for the
vory reasons stated by Cohen ond Zinborg above, Offioes have also
belleved that it was {nequitable to thelr polieyholders in gonoral to lend
money to potloyholders at rates lower than theso funds coula be invested
elisewhere since, the more they maximized Invostmont income, the greater
would be the bonuses they coutd pay to thoir polioyholders. Thus by
Noverber 1978, tho rate of interest charged by many companies on policy
loans was as high as eloven per cont per annum,

Lifo assurexs are obliged to provide non-forfoiture benefits on certain
types of ilfe policies under which at least threo years promiums have been
pnid.z Tho usual forum of such non-forfoitwre benefits 1y that if promiums
are wapald, thon the Lo assurer advances them to maintoln the polioy In full
foree and continues to advanco future promiums, i not paid, for as long as
the total Indebtodness undor the poliey 18 losa than the surrender valto of
the contract, Such premium advances and interest thereon are commonly
roforred to ae automatic nea-forfolture loans and 1ife nssurers have very
little control over theso lonne, In agyrogato, thoy can, howaver, bulld wp ko
= congidorable sum of money nnd the rate of interest charged on these loans
is geoorally simiinr £ that charged on ordinary policy loana,

3. Riegel and Millor, op, oit., p. 206,
2. Insurnnoe Act, No, 27 of 1943, 8, 62(3),
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§,2.12 Cash on Call and Dopoglt
‘Tkere are occastons when a life offico teraporarily hag spare funds which

caanot d ba tnvested long . Rathor than leave those funds
fdie, an office would pluce these funda on oall unttl they are vequired 1. e,
these are short~term Tho rate of intorost enrned

will depend on the length of thmo for which the money ia placed and on the
rates generally paid at the time for call money. Buch funds can ba placed
on ¢ail or deposit with various Instliutions such as bonks snd {inauce houses
and other financial institutions, An office would gencrally also keep moderate
balances In 1ts current account with commerein! banks,

A 1ife offlce may also deposit funds with banks or building scoletios. These
inveatments are not always made on the bagls of Investment roturns bul may
bo part of o business agreement whoreby the sssurer agrees to luvest
modorate sums in this manher in return for which the deposit recelving
inatttutions supply the aspurer with 'leads’ for insurance, For examplo, o
building socloty may pass on to the assurer names of people to whom they
have granted mortgages and the agonts of the assurer oould then tvy to selt
these people life policios to covor the indebtedness under thoir bonds.

5.2.18 Othor Investmonts

The types of investments onumerated ahove are the most important avenues
for tnvestiaent of sasureys' funde. In tho balunce shects of 1ifo nsauvers
will be found other #sets such na outstanding promiums, suadry debtors
and furniture and equipment {for tho company's own use), Some of theso
asgets become 1

for long-t a8 800n ng the moneys
are reedived and they are assoty ovor which they have little control,

A possible invostment altornative I8 in forelgr seouritics including
foroign govornment seourities, As stated proviously, those assets would not
bo permitted to rank as resoets held againat domestic HUabilities n tarma of
the Third Schedule to the 1943 Insurance Act. In addition thore aro the

of Control rigks, riske
of polftical intorforonce and taxation probloma. Such Investmonts are only
practioable aa » backing to a company's foreign linbilities. For cxamplo,
South Afrienn 1ife officos transaoting buginess In Rhodesia would covte aly
hold in
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Some offices also hold assets in Zambin, Malawl and the United Kingdom.
As an example of political intes.erence in the Insurance {ndustry It ia of
interest to note that the insurance ndustry {n Zambla was nationallsed fn
1970, and South African offfoes transacting business there had to hand over

both agsets and labilities to the Zamblan State C:
Bdmunds guggested the use of 1fe insuranca funde for the promotion of
new ! Mot d the 1 inherent In such a venture

a9 well ar the benefits that could be derived by the officss conocerned and
the conununity as a whole, In South Afrien a fow life offfcos have oreated

Y a8 new or have taken a substantial share
1n such companies, Generally the tendenoy of life offices to utilize their
funds 18 venture capital in this manner has been small, Life agsurers are

d in pure rather thrn in the premotion of new
ventures and it does not seem likely that there will he any major moves in the
direotion suggested by Edmunds,

5.8 Agtun] Investmont of Funds

It is of lnterest to brlelly analyse the actun! investments held by iile
aagpurance companied 08 at the ond of March 1075, Table 5.1 illustrates
the investments held et that date a8 well ns gt the ond of Decembor,
1388,

1. 8, Edmunds, 'Outlets for Life Insurance Investments’, Harvard
Businesa Reviow, XXV, No. 4, 1947, pp. 409-81,




Table 5.1 Assots of Long-Torm X“sureral

December 1968 March 1975
Type of
Asset Porceniage Percentage
Amount | of Totpl Amount of Total
Rmillions milligns
Colns, Banknotes
and Deposits 85 1,8 163 3,8
Government Stock 158 7,2 532 L 12,8
Loceal Autheridy
Stock 181 8,6 288 6,0
Publie Corpora-
tion Stock 181 7,5 247 5,9
Other Fixed
Interost Secwrl~
ties 161 8,0 390 9,2
Units In Unit and
Property Trusts 15 0,8 73 1,7
Ordinary Shares 824 16,2 789 18,8
Mortgages 400 20,0 kit 8,8
Policy Luana 138 §,8 191 4,5
Qtaer Loans 178 8,6 419 9,9
Flxod Proporty 184 0.2 687 18,8
Other Asseta 138 8,8 21.0% 4,8
Total Assets 2 004 100,0 4 237 100,0

The main features of Table 8.1 ave +
[0)) the substantial Jnorenaoe in total assets of life assurers of 111
pey cent In just over slx yoars;

1. South African Roserve Banl, Quarterly Sulletin, Decombar 1875, No, 118,

P 838,

* Estimated from Life Officos' Assoclation, Circuinr 2461, Qotobor 24, 1976,



(i)  the considerable increase of total assets invested In Government
stook, This was mainly due to the Incrsased statutory vequirements to
Invest {n this medium and was partly ut the expanse of smaller percontage

in looal by and public stock;

{ii)  the greater importance of fixed property lnvestments which
inoreased from 9,2 per cent of total investments ot the end of 1968 to 13,9
per cent at the end of Marel- 1975;

{iv) the deoline in bt t which
from 20, 0 per cent of the total to only 8,8 per cent at the end of March 1975,
In sheolute torms the life sssurarce indusiry disinvested in mortgages,
This relative d in 1 tmentd 19 even more marked when
oonsldorad against the fnct that, In 1059, mortgages ropresented 33, 3 per
cent of the totnl assets of all long-term inaurarsl and, at gome stage o
their history, each of the four largest domestic life offices had more than
fifty per vent of thelr investments in raortgages;

(v} the percentage of total investments held in ghaves increased
from 16,2 por vent 10 13,8 per ceitt, in Table B,1 ordinary shares wexe
valued at balance shest values which were usually equal to the original
eost price of these shares, except whero ahares wers held as backing for
linked lifo agsurence poliotes, tnwhich onsethe market values of these shares
wore normally used for bnlares shect purposes. Whilst exnot flgures are not
avalloble, substantiol volumes of lnked asgurance wore sold ln South Afvica
betwoen 1968 and 1975, and much of this business wans 1buked to companies®
infernal Investment portiolios, It is normal practioe for companics to
transfer equities from their erdinnry portfolios to these linked portfolios at
market values, and {f the latter figure woro greator, this effectively implied
writing up tho balance shoet values of quoted oguities to murket volues, An

1. slanro, 9p, oft,, P, 92
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example of how the Old Mutual has treated this problem i illustrated by the
folluwing statement ;

‘An item that appeara for the flrst time in the Financial Statementa ta the
adjustment of the book values of certain investments to market values, where the
latter are used to determine Old Mutual's liability under certaln classes of
policies '1. Furth 1ife have tlgo a portliy of the

It of to thelr ilfe fund, This appresiation would
mainly arise from thelr property and equity investments. For exampls, fox the
triennium ending June 30, 1973, Old Mutus! transferred ten million rand to their
1ife fund, this belng s portion of the preci of their

Thug part of the 'L tin b tments of life in ordinary shares
would be attributable to these fectors,
1n the Reports of the Reglstrar the value of ordinary shares i shown at market

values and i€ {8 instructive to compare, in Table 8.2, the values of ordinary shaves
heid by life nssurers at market value compared to balance shaet value, 'The latter
Fgureswere taken from the Decamber 1875 Issue of the Quarterly Bulletin of
Statistios of the South Afriean Reserve Bank, which showed values at the end of
ench calendar year compared to the end of each financial year ag in the Reglatrar's
Roport, Whilsi not strictly comparable tho two sets of figures indicate the
considerable differences between the balanee sheet and market values of the
ordinary shares held by itfe assurers,
Table 5.2, Markot Valuo of Ordinavy Shaves held by Lifo Assurers compured to
their Balance Sheot Values

Eam: Endlgf Ordinary Shares Magkcet value ¥ 100
Market Valuo | BalanceSheot Valyo | DBLN00 Sheet Valuo
B Milliong R Millions Por Cont
1968 592 a24 182,7
1069 695 389 178,7
1870 bes 437 130,0
1971 621 §21 19,2
1972 798 588 143,8
1878 1186 ng 161,0

1, 'Tho Old Mutual, Chatrman's Statemont for the year ending June 30, 1974,




"The extent of the vxeess of market volues «f lifo asonrers’ ordinary

shares over thoir balance sheoet values can he uisicrved from Table 5.2

1t witl be noted that the ratio of the market value of the ordinary shares
of 1ife ngsurers to thelr balanco gheet vatue deeseased myhstantinily from the
ond of 1968 {o the end of 1970 and fell ever further tn 1971, 7u this regard
14 must e noted that the KL 100 share index foll by 41,1 por ¢ent from the
end of December 1868 to the end «f Decomber 1074, although it inercased by
13,1 per cont from the end of 1970 to the end of 1071, The furt that the
market value of the ordinary shares of fuoure.g wag still woll above thete
kulance oheet values at the ond of 1970 and 1671, indicates thal these shares
were ganeru.'y purchased several years proviewoly, othorwise the substantial
decrense In sha. -~ prices between 196% and 1970 wouid huve decreased thole
market value to bel,. halanee sheet valaes,

1t can be concluded & *. by vefleeting part of thelr ordinary chare holdings
at market valuo instend of hu:once sheet values, there resulted an increase
in the peroentage of thelr totad agsets held in ovdinary shares when doing

this analysis by batance sheet values, Over the poried December 1968 to
Mareh 1976, 1t thus seemas that the percentage of the total nggets held by Ufe
agsurers in ordinary shaves increased only marginally, if at all, ‘This trend
15 in marked contrast to the post~war yoars up to 1968, During thia peried,
the holdings by long-term Insurere of ordinary shaxes at market values
Incronsed from 8,4 per cent of thelr total ussets in 1044 to 27,0 por cont
in 1.965.1 Thig latter Sgure compnres to a poreentage of 15,2 when oxdinaxy
ghares are valued at their balance shee? values as gives in Table 5,1,

Do Vos analysed the assots of the Old Mo wl, Santam, Siathern Life
and African Life, whose combined nsnets over the period §8406 to 1968
roprosented more than nineky per cent of the total asscts of all domostic
insurers and move than sixty five par sent of the combined anasts of tho Aomestic
and fovelgn Insurors trangacting lifo business in the Republic. The investments of these

1. Annual Reports, Regtstrar of Insurance.



four oompanies could thus be a8 tive of all

insurers and reasonably typleal of those of all iife insurers writing lie
huainess in South Mﬂcn.l
He the between inflatl

and deflatl "Tho firet oategory comprised

ordinary shares and immovable properties, whereas the second category con-

sleted of sopuritics of the South African foreign g i

loonl authorities and other public bodies, debenturses and prefersnce sh;res.a

‘The substantial shift by the four South African life assuranve companies

towards inflatl and the chunge in emphasis away

from detl lnvestmonts 1s shown in Table 5.8 below, *

Table 6,3, Ratlo boetween Inilation-Compensating and Deflation-Compensating
Investments of the Four Large Life Ingurance Companies gxpresged
#8 a Porcentape of thely Combined Totsl Interest~Bearing Assets,

Inflation-Compensating Deflntion-Componsuting
Yorr Tavestments Inventments
Per Cent Per Cent
1927 3,6 48,2
1932 3,9 83,2
1946 51 89,1
1985 10,7 87,9
1868 28,8 32,1
1968 28,0 38,2
1978 82,2 85,8

1. 1.7, de Vos, ‘A Reviow of the Investment Pollotes of South Afriosn Life
Insurance Companies, Volkskas Limited, Finance and Trade Review,
Vi,Nos, § and 6, 1856-218, 1965, wp, 187~8.

2, [bid,, pp. 190, 186,

3, Ibid,, p. 199, The figuros for 1968 and 1975 related to Decembor 1588
and March 1975 and wore caloulated from Table 5,1, 'These latter figures
rolate to all insurers, snd not only to the four Wfe oftices considered,
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After analysing the investment polictes of South African life assurers
over thig period, de Vos voncluded that the most important characteristic
of the development of the Investment policios of the South Africen life
ingurance companies since 1927 was thelr nctive sttemyt to countovact the
influence of the inflafion which followed from the Seoond World War, Te
aohieve this objective therse was an acceptunco of ordinary shares ns an
investment medium, on incroase in fmmovable property investments and the
devel it of 1 back og; and a general deeltns in the

proportional investmoent {n fixed interest-bearing socnrlﬁﬂa.l

It can bo noted from Table 8, 8 that life offlces continuad to substantinlly
incrense thelr holdings of inflation~compensating inveatments after 1963
ond by March 1978 these toveatments represented 32,2 por cent of Interest-
bearing Investmonts compared to only 8,8 por eent i1 1927,

5.4 Investment Principles of Life Assurance Compunies
The I t les of life that have emerged over the yonrs

ann be placed in the following broad categories :

{1  Security of Capital : Tho early writers on the subject believed
that this was tho most factor to consider in the 1 b of life
aggurance funs,

{18}  Moaximization of Inoome : Lator writers belleved that life
assurers should attempt to maximize the sxpeoted yield on their funds,

[¢(14] tahing and m ¢ Spoclal los were o
In the 19308 to cnoble Ule 1o protect from
fluctuntions in rates of intorest by ensuring that the value of thelr assets and
labiiities would altor in & aimilax mnnner when thoy were affected by changes
in rates of Interost,

5.4.3  Invegtment Princinios Quncontrating on the Seourity

of Capital

for the investmant of life funds waere fleat Laid down,
by the Britiah nctunry, Ballay, fn 1862 and his five principles became known
o8 Badley's cnnens and for many years theso canons wore accepted as

1, Ihid, b, 202,
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correot, i
Bailoy's five canons may be stated as follows :2
iy That the {irst consideration should fnvarlably be the securwy
of capttal,
an That the highest practicable rate of interest shoutd be obinined,
but that this principle should always be subordinate to the gecurity of the
capltal,

(i) That a small proportion of the total funds (the amount varying
aceonding to tha ofroumstances of each indh ldusl ease), should be held in
rendily convertible securition fox tne payment of ourrent claims and for such
lonn 28 might be d lo,

{v) That the laxger proportion of funds remalning should be safely
lnvested in seourities that ave not rendily convertible. It was dosirable,
according to the second principle, that they should he so lnvested, because
guch geouritles, belng unsuited for private individunls and trustees in
consequence commanded & higher rato of interest,

) That, as far a9 practienble, the capital should be emploved to
aid the business of 1ie assurance,

Axr gocurity of oapitnl was of paramount importance to Balloy he did not

d stock or ! or long dated

Government socuriifos 08 guitable invegtmenta, At the time Govornment
aeourities conslsted almost ontirely of undated Consols and their eapital
value flucteated ns prevailing rates of interest changed. Furthermore at
the tinie there wors considerable risks in Investing In equittes, Instead ¢f
these Batley dod such a8 lonns
and bank doposits, He bolleved that mortgages wore ideal ss the capital
wad free from fluctuations ko maxket value and that there was also the

L. A.H. Batley, 'On the Principles on which the Funds of Life Assurance

E«nietios should be Invoated', Journal of the Tnstitute of Actunries
¥, 142-7, 1862,

2, Ibld., pp. 1434
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borrowers ownstakein the venture ng security, B

Later on Balley relexed hig views and wrote ;

'L, It being now hardly possible a8 in former times to obtaln investments
In which the prinetpal {s scoure with a ressonnblo rate of interest, insurance
companies must act 89 private lavestors would, Namely, they must go on to
the Stock Exchange and not have all thoir egge In one basket but they must be
prepared to run rigks of fluctvations in mavket val\ms'z.

In 1912, May, also n British setuary, found himself in agreement with
Balloy with minor qualificacions,  On the first sanon ho balieved that «

"It 13 abeolutely Impoasiblo to ngsure onesolf of the safety of the eapital
of any single investment, and Lt is only in regard to the safety of the capital
as o whole that onc hos o reasonable chaneo of success,

He also belleved that the third canon wae  autuantieally achicved if the
investments were spread over a laxgo aren ns it was then obvious that there
would always be o constderable number eaprble of favourable x‘cnllzmtlon./1
May added the followling investment principle to those Inld down by Bailey.

*That in order to the result of 'y fl nnd to
secure the safety of the conital {a the best way 1t s desirble to sprend
these investments over as large an aren as possiblo's.

Portiollo was thus d ug  specific
principle.

1, D, pp. 1448,

2. Balley In e 1-socussion on the paper by A, G. Mnekenzie, 'On the
Practics und Yowors of Agsurance Companies in regard fo the Investment
of thetr Lifo A Funds', Joursnl of the Institute of Actunting,
KXKIX, Port 111, 188-232, 1891, p. 220,

3,  G.B, May, 'The Invostment of Lifo Assuranoe Funds', Journal of the
Ihatitute of Actanrion, RLVI, Partll, 1M-68, 1912,

4. Ibid,, pp. 152-3,

5. Ibid,
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A different commentator, Penmen, stated In 1933 that, whilst the precise
application of Bailey's canons had varied conslderably over the yonrs, they
03 to tho t of life funda at that time
a8 they had boen in 1962.1
He believed that the avotdanco of capital loss or depreciation wos more

when idering now than the rate of interest
obtnined and Botlay's theories weroe thug still valid in respect of irredeemnble
agscts ond long dated simeln2
Penman stresged the & tmont ple ¢
',.. a8 8 general ule, tho currency of the scouritics in which the rgserve

ia Invested should be the same as that of the Life Assurance Contracts which
it covers, unloas the lattor are espressed {n the eurroncy of a country whers
[t ars To tho extent that departure lo made
from the gonoeral rule, the currescy selacted ghould bhe a8 stable ag

prncnonbla‘a.
The that should Iy Invest thelr assets

in seourities ol the same ourrency as that In which thelr labilities are, I8
genorally acoepted. Recent the of this
principle ocourred when the South Africsn rand was develued relative to the
Rhodeaian dollar In December 2971 and agrin in Septombor 1973, South
African offices with Hobilities in Rhodesln In oxcess of assots at the time
oxperlonced & dovaluation loss ps tho value of thely lisbilitics In rands
inorensed by more than the rand valuo of their nssets, By contrast companies
1 tod in at the time d a profit, Thia
i8 not necessarily moaningful if the relativo strength of the Rhiodesian dollay
was of a temporary nature. 1t coula possibly moxre than adeguatoely
cnmpensate thia by investing to oarn highor returng outside Rhodoesta than tnaide,

1. W. Pehman, 'A Review of and 8!, Journal
of the ustitute of Actuaries, LXIV,Part II, 387427, 1938, p. 388,

2, lbid,, p. 369,
8. Ibid.. p. %07,
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As late ag 1937 thero were writers such as Murray who belleved that
Balley's canong woere still fundament Ity volid, Murroy stated that the
avoldance of capital loss or depreclation was far more important than the
vato of trkerest onrned.l Murray ooncluded that @

(1} The iatrinsic seeurlty of the investment j8 always a more
Important considoration thun the rate of interest,

@) Maintenance of markot value 18 usually s more Important
congldaeretion than tho rato of intorest.

(3 In cortaln clrcumstoneos the vate of interest moy take

precedence over sonsiderations of minor market {luctustiol
“The excoptions however, do not svem, ... to bo of sufficient importence
to onuse ug to qualify Balley's fivet and second oanons, and I think we may
gny that thay still hold good‘z.
Murray listed » nunber of that

Baitay's first theee canons nmongst others, An interesting principle of
Murray's was that compuntos shou:d follow an aative investment poliey i.e,
u policy involving n willingness to vary, In relatton to the then oxisting

5 and the propo of dHf

olassen of luvestments if deemed necessary. 3

Balley's principles had aivoady been gertously challenged in 1938, when
{nt the disousalon of Penman's paper, Swift and Coutts disngroed with what
was then the majority view,

1n this discusslon Swift stated that as lifo office funds warse continuously
inoreaeing, compnnies were always investors and required long-dated
securities and consequently the security of Interost income was more
important than were day-to-day capital values, 5

1. A.C. Marray, *I Polioy of Life A
‘Trausnoctions of thu Faoulty of Actunrics, XVI, Part VI, M'l-&d !.937. b, 268

2. Ihid, p. 286

3, Ihd., p. 26l

4. Clayton and Oaborn, op. olt., p. 61,
8. Penmon, op, oit., p. 422,
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Coutts belleved that Bailoy's prinviples hardly touched the fringe of
ihvestment problems at that timo and that Balley's firat two principles
were little more than platltudes. He also maintained that, on a strict lnter~
pretation of those conditions at the time, all funds should havo been invoested
{n short-term Treasury Bills, and offices would ther have been Insolvent in g
matter of a fow weeks.

Coutts disagreed with the thosia thae the avoidance of capltal loss or de-
preciation was more Important than the rate of Intorest obtained, 18 the lalter
was the vital elomont in an office’s business und, unless & minimum rate of
interost was earned the office would be fnsolvent, He tlao stated thet it was

Yy to between dop which wag due merely to
fluctuations in market values und depreclation where there was a roal loss
of capital ewing to faiture of the borrowers® eredit, If a fund were Invested
ta with a definite r date and If thore hod neen vo change

sither in the tntrinsic valuc or in the ability of the borrowers to meet thelr
obligations he belloved that temporary falls tn market values should couso
n anxmty.g Whiilst of tho time Coutia’ views wore not gonorally shared by
his colleagues they were aceepted lator.

In 1828 Roynes had slready made & strong case for {nvesting a proportion
of life ofifice funds In ordinary shores, 8 He considered nite groups of equity
tnvestments and cquivalent laveste coto In debentures over the fifteon yoar
peried Irom March 8L, 1912 to Mnareh 31, 1024, In torme of total income and
warket valuo ng at Mareh 81, 1927, the ordinary shares proved to be the
botter lnvestment, A8 a resualt of this theoxeticnl exercise, Raynes concluded ;

L. hid
2. Ihd.,, b 424,
8, H.E. Raynes, 'Tho DMace of Ordinory Shares (as distinot from Fixed

Interost Bearing intho¥ tment of Life A
Funds', Jodsrant of the Instituto of Actuaries, LIX, Paxtl, 21-60,
1928,
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Coutts balieved that Boiley's printiptes hardly touche® the Iringe of
investment problems gt that time and that Bailey's first two principles
ware little rore than platitudes, He nlso maintained that, on a strict Inter-
pretation of these conditions ai the time, all funds should he -e been Invested
in ghort-term Treasury Bills, and offices would then huve been lusolvent tn o
mattor of a fow weeks,

Coutts diaagreed with the theals that the avoldance of capital loss or do-
praciation was more important than the rate of interest obtained, ag the latter
was the vital olewent i an offfes's bhusiness and, unless a minimum rate of
{nterest was enrncd the office would be ingolvent. He slso steted thet it was

Yy to between dep which was due merely to
fluctuations in market values and depreclation where there was & real logs
of capltel owlng to fatture ol the borrowers® eredit. I a fund werc invested
In securitics with a definite redemption dato ane  thora had been no change
alther in the intrinsie value ov in the ability of the borrowers to meot thelr
obligetions be belleved that temporary falls in markoet values snould cause
an unxlaty.a Whilst ot tho ¥ime Coutts® viows were not genorally shaved hy
his coltengues they waore accepted later,

In 1028 Roynos had alrendy made a strong caso for investing o proportion
of life office funds i crdinary eharea. 3 He considered nine groups of equlty

il e 1n d over the fifteen year
period from March 31, 1912 to Mareh 31, 1927, In torms of total tncomo mnd
market value na ot March 31, 1927, the ordinary shares proved to bo the

Yotter investment, As o result of this th i ias, Raytes 1
L

2, Ihid., b2t

3.  H.E. Raynes, ‘The Place of Ordinary Shares (as distinet ‘rom Fixed
Interest Boaring Securitios) in the Investment of Lifo Assarance
Fundg', Journal of the Ingiitule of Actuapies, LIX, Paxt 1, 21-50,
L9248,
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'ButIw. dgo a step further and say that from the point of view of
aefaty, the figures Indleato that a weil-sproud iavestment In ordinary shares
i a befter proposition for the ordinery long-torm investor than an {avestment
in the debentury 18sues of the same group of companies '1,

He was not prepared to comm't himself as to the actual proportion of the
funds of an office which should be invested In vrdinary chares but he believed
that for an investment in shares to ba of real hesefit it Lad to ropresent a
significant fraction of the whole,

Soon after Raynes' {irat paper was written, the Great Depreasion
commenced, and at that stage money Investmenta were botter than any
Investment in shares. Raynes' papers should, however, bo rogarded as the
firet literpture presenting 2 fizm view that ordinary shares should be used
as e despito tho of their capital values,

Taling the longer term view, howover, Raynes' view turned out to bo corraet
and, when he Investigated the period 1927 to 1837, tho results of his previcus
theorctical expertment wero fuxther strongthencd, :
5.4.2  [ovestmont Priveiples that Consider Jneome Maxhmizatlon
of Primary Importance,
A life office must corn at least tho rate of intorest assumed in its premium

caleulations in order to remain solvent, Normally, tho promium and
investment fncome of a life agsurance company far exceeds ia outpo mnd life
offices thus have Little nced for liquidity and should not bo coneerned with
temporary flustuations tn the market vatue of thelr investmonts, Pegler,

who wroto ong of the early major papars to stress the incomo aspects of
investment poilcy as opposed to the malntenanco of capital values, commented
a8 followa :

1. Ibtd., p. 28

2. H.K. Raynes, ‘Bquities and Fixed Intorest Stocks durlng Twonty=Flve
Yeare' Journol of tha Institubu of Actunrios, TXVIL, Part IV,
483-0ul, 1087,
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'In these circumstancos it Is submitted that it ts not. or Bailoy has
stuted, securlty of capltat which is the primary cenalderation, but securlly
ol ;ncome, and that the achieviment of the latter witl, of itself, cnsurc that
the cnpital value 1 muintuincd'l.

Pegler's principles thus revolved nround maximizing yields whore, to
an actuary, the yleld of an luestment could havo only one meantng :

"1t 18 the net rato of Interest (or its gross oquivalent) at which the
sums invested are exuctly cqual to tho present value of all future net Intersst
or dividend paymoents plus that of all enpital returned, whether this takes
place by drawings or repayment in o lump sum, by return of part or all
the capitat on Iquidation, by salo or transtor of the Investment, or {n any

other way, In this 1 18 made for and for the
tax on fncome or capital inerements borne by the fund or funds fox which
the lnvestment i mnde‘a.

By uslng the torm ‘expected yleld' Peglor's intention was to avold the
implication that investments ¢hould all be placed at the highest posalbie
ylelds as those wero assoclated with tho highest xisks, The expented ylold
took secount of the p! of ing future pay te ond

interest ox dividend payments,

Pegler's firvat prineiple wan that it should bo the alm of life office
investment policy to Invest 1ts fundy te carn tho maximum cxpected yield. 3
This could be acoomplished by combining the concepts of yleld and seourity
of capital. Peglor made no distinction hetween capital and tncome, but

d that to yiold wore froquently veceived
Irora both, At tho time t was an unorthedox view that the two ware inter-
dopendont and 1n goneral lnseparable until after the fnvestniont had been

roatized,

I J.8.1, DPeglor, 'Thn Actuarial + Journal of
the Instltute of Actuaries, LXXIV, Partll, 1’10-”11 1948, p, 181,

2, Ibid,

LR T
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In a noteworthy paper published some years after Peglur's contribution
had appenred in print, H, U, Clarke put forwpre a review and eritlelsm of
the former'd work. In what fullows, theviews of these two writers will be
compared,

Clarke stated that the simple alm of investment polley was to secuvs tha
maximum realized ylold, but as this woe . platitude it could have no place
a8 on lavestment principlo and thus the expected yield had to be maximized
but with the mintmum error. b Ctarke believed thut Pegler's . st
principle oculd be bettor dedoribed as :

*The alm of investment should bo to securo the moximum "expocted”
yleld with the minimum error having due regavd to the naure and incidence
of the Ushilittes™,

Clarke stated that Pegler had erred in helloving it possible to veconotle
the conflict between yicld and sccurity and he disagreed with Bafley who had
stated that capital seeurity showld take precedence ovor yield, Clarke
expressed the view that any P involved o P!
between these two opposing factors and the welght ta ve given to each factor

had to be & mattor of porsonal judgment,

Both Clarke and Pegler thus strossed thut the basle atm of investment
polioy wos the maximization of expested yields, but they had a diiferent
emphasia on the welghts to be placed on capital security and yleld, Clarke's
eriticlam of Pegler's first principle does not scom to ho completoly justified
a8 Peglor took account of the capital value of nn investmoent in his cor copt of
axpocted yleld,

Peglor's sucond tnvestment principle was that ¢

‘fovestmonts showld bo spread over the widest possible range in order to
ssoure tho advantnges of and the 208 of

1. M., CGlarke, 'A Broad Annlyais of the Prohiem of the luvesivaont of
Life Funds', Journal of the Instituto of Actunrios, 80, Part I,
385-89, 1954, p. 838,

2. o
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political snd tronds‘l.

Pegler thus put forward a plea for portiolin diversification within the
framework montioned above but Clarke did not agree that th wide sproading
of investments should be glven priovity over thely selection in nocordance
with industrial, economice and political risks and trends and Clarke gave 68

hig othe'_r i that should attempt ¢

"To gelect ding to yield, having regard to
nszessments of the offect of industrial, ezonomic and political factors and
future trends in these factors, sp g the widely,

‘where the degree of rolisbility attached to the asgessment of investment risks

ia low; and a3 for us ng \n asgets to the
currency and duvation of the Habilities and the basis of tuxntlon'a.
Clarke's aecond prineiple thus involved both diversifioation and the
matching of assets and liabilities by ewrrency and by duration, Pegler
believed that within the limits of his secund prineiple, rifices should vary
their investmont povtfolics and select new fnvestments in secordance with
thair view of future trends, 3 In this regard Huebner, an American writer,
1 the mein Amorioan lifo offices in
the of their & Ono of these
wa8 the solection of juvestments to moos the noeds of tho tlme and he gave
the examples of Ux;lted Stotes life compnnies having had 18,7 por cont of tholxr
assets in farm mortguges In 1924 but oaly 2, 6 por cont in 1947 and having
had 385, 0 per cent of thelr nsseta in rallvoad bonds in 1906 but only 8,1 per
oot tn1047.%
Pegler's lnat investment nrinciple was that offices should emleavour to

1. Poglor, opgit., p. 1830
2. Clarke, gpcit., . 839,
3,  Pogler, op. eib,, . 185

4, 8.8, Hucbner, Life Insurance, 4th ed. rov, and onl,, New York,
Appleton - Century - Crofts Ino,, 1050, p. 471,
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orjentate thelr investment policy towards wocially and weonomieally desivable
ends, > His reasons for advocating the ahove were that, with the steady
incrense in atate (nterforence in economio nffairs, he belleved that it was
obvious that enterprises which ware regarded us being contrary to the

pubtic interest would bo discouruged, whereas those that promoted it wowld
ho oncouraged, Intorferenco could take the form of prohibitions, restrictions
and discrimtnatory taxation, Pogler alss belloved that o poliey tending to
increase soclal and ceonomic welfare would not only henefit the eompuny's
polioyholders and shareholders, but in tho long run would promotoe the
‘presperity of the country 68 a whole and thig would ruact favourably on the
prosperity of the offico.

In nddition .  * vrovious discusslon, it hag olso beon noted in the
literaiure that “atjon should be made hetwoon the objeetives of a
Ufe ~rfice and sethioas by which these objectives could bo achieved In
this regard Whyte holiesed that there was widespread agroemont that thye
primary objective of a life assurance company was to invest its funtds in such
a way a8 1o onsurs the due fulfilmont of all conteactunl obligations and that
the secondary objective was to cmploy all rosources of skill, onergy, wisdom,
{oresight, prudence and business judgmont, In ovdor to achieve the highest
1avel of profit, whether it bo obtalned by way of ineomo or capital, but atways
without projudice to the attainment of the primary objective, 2

In this rogard it is of Intorest to note that one of the reasons why, since
the Second World Wuxr, long-torm insurers in South Africa shifted theiv
emphasiy from purelusing public gector seeurities {othor than tho amounts
2 hold by luw) to the purchaso of private sector soowrities

i

thay woro redqudv
such a8 aquitics and properties, was the profit motive, Insurors consldered
that the interest rates paid on Governmont stock were unroalistically low and,

1, Poglor, gp. glty, p. 146,
%, Whyte, i, elt,, p. 138,
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in addition, the throeat of erosion of capital by infintion made tho holding of .ed
interest bearing securities watiraotive,” This Is a furthor indivation that 1ifo
asgurers have as o major objective the desire to muximize the overall yiold earned
on their investments,

5,4.3 Matching and Immunization
Sineo Life offtc v3 havo to earn not loss than the rate of interest underlylng the

1 in the'r pri ratea, the post ‘cheap money policy wag of much

concern to Aritisl. lifo offices, la tho Secoad World War, the Treagury Bill xate wag
kopt 6t one por cont, and long~term rates of inferest were brought down to three per
oent,

The low {nvestment yields fhen provailing v « ravy eoneern to investment
af e and they hol to seck Ways $o protect thelr

funds agalnst the effects of declines in intevest yiclds, Arvising fyrom this, some

important papers were dolivered to the Facudty and hutituto of Actuaries on
‘matehing’ and 'fmmunization',
‘Tho eontonts of this section rely heavily on the following papors :
) Hoynos and Kirl:cm, l!)’.'»:)‘a
i) Rudington, 19‘""
(1)  Bayley and Perka, A!l-’i{&.s
(iv  Anderson and Bians, 1!)57.6
) Wallag, 1959."
An well ag providing cover against riske of death or survival, ifo offtocs
provided an invosiment serviee invelving guarantees of future cuplial

i, Munre, o eit., o 79,
2,  H.B. Rose, Tho Eeanowie Rackyvound tu fnveatment, Cambridge, Cambridge
Univorsity Press, 1960, p . 638,

8.  A.J. Hoynes and R.J, Kivton, *The Financial Structuro of a Life Offiec!,
‘Transactiona of th nonlty of Actusyies, 21, Pavt 2, 142-218, 1963,

4, F.M. Rodington, Review of the Principh: s of Life-Oifico Valuations®,
Journal of the Institute of Actuaries, LXXVIN Dart 111, 286-310, 1952,

8, V. Baylay and W. Porks, 'A Consistont Syatem of Investment and Bonus
Distribution for a Life Offtec?, Journal of the Institube of Actuaries, LXRIX,
Port 1, 14~73, 1963,

6,  J.L. Andorson and J,D, Binng, "The Actuarial Manngement of a Lifo Office',
Jowrnal of tha Institute of Actuarios, 83, Part 1T, 112-62, 1067,

7.  G.B, Wallas, "mununization', Journnl of the Institute of Actunrics Spudont
Soolety, 16, Part 5, 345-57, 1950,
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gecurlty and minimum intorest yields. These guarantees could only be
provided if the office were backed by holding 'matched assets' providing
an equivalent guarantee of onpltal and interest, or by holding sufficient
free resarves to cover possible ndverse offects of departures from the
‘matched ossets' position, : Cash outgo has been defined a8 the excess of
claime tnd annulty payments over premiums (this item eould he negative
in cortain yonrs), A matehed iavestuont situntton would occur in the
followlng mtuation :

‘... 80 long a5 the sum of the inferest income and of the procecds of
maturing Investments is equated to the eash outgo, vear by year, throughout
the future existence of all nszeds ond Mabilitles ot prosent extant, the
assets will in all efroumstances exactly meet the Uabilitios and the fund
is in fact securo againat nll future fluctuations in rates of mtcreﬂl"z.

A 'dato diatribution’ of assets which satisficd the shove hae boen defined
08 the 'standurd agsot digtribution’, I it wero possible to luvest preoisely
as deseribed, {luctuationd in the vate of interest eould not nffect the
com -any, a8 onch year the oash income would Lo esnotly squal to tho cash
wutgo,

Tafe offices might wigh to profit from varviations in Interest rates by
investing longor or shorter than the standard agset distrbution according
to thotr view of lkoly changes in fntercst yieldn. I the sctual asset
position were shorter than the standavd, the proce~ds of maturing Investments
would have to be roluvested for the balance of the siaudard term, and if eates
of Interest had rigen by ther, & profit would arise. If the nssct pesitlon wore
longer than the standard then, when menny was needed to pay for tho oash outgo,
investments would hitve t6 bo sold and, i xates of intercet had inoronsed in
the moantime, investmonts would be sold for less than thelr cost and a loss would
nrigo. If rates of inforest had decrcased, honds wonld realizo more than

1. Baynes and Kivton, op, elt,, p. 4L,
2, Ibid, p. 2
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pir and a profit would nrieu.l

Tt wns not belloved that the standard asset distribution had to ba rigidly
adhored to, but in deetding to Invest longor or shortor than this standnrd,
investment managors should bo aware of the consequences thereof, Where
a fund woa Inoreasing, the greatest lmportance should bo sitachoed to
protection ngatust tho adverse cffects of falling Intorest ratos, since if vates
deerensed tife officos might not bo ablo to Invest Tuture moneys at the rote
assumed in the premium rates for busincss alveady gold, Thus the view has
boen hold that offloes should have a very long=lated notet distribution
and should probably hold ne investments whatevor maturing within twenty
yoars,

The word 'matehing implied tho disteibution of nogets to malkw them,
as far u8 possiblo, oqually aa vulnerable aa the linbilitles to thoge in-
Thuences which affect both, s n fta widegt sonso, this included the matehing
of agsets and Habiitles in currencies and mmunizaticn’ was deflned 08
follows :

* .1y Tuso the word ™ {0 sigoify the of tho
assets In anch 1 way that the existing business 18 immwune to o gencral
ehango in the rate of intorest .., On the basis of this definition
§ tion ia to bo a8 a form of hing™,

‘Thexe were gerioun diffiewltion in giving practieal offect to the
Immunization theory and, tn additien, the cxtent to which tmmunization was

imptomented in practico was o matter for consideration, o it had to be

bored that 7 prefit ag well ag loss,
Tho main difficulty of w matehed p! it polioy was that,
hy hypothosis, tho standnrd assot distribution consisted entively of gllt~edged
bends redecmable at flxed dates, whereas the practieal asact dlatvihution of

1. 1d., p. 263
2, Ihid,, po290,
8. Redington, op, oit., p. 288,
4, fhid., b 284
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2 company would conalst of many diff typos of d

{rredeomable ones, For oxample, ordinary shaves, which were
irredoomublo, strictly had no place in this assot distribution. Likewise
there wore with payable at short notico, as thoy

could not be regorded ag ‘doad-phort! investments, In practice alowance
had to o made for both types of sconrity, A furthor problom was that,
instend of having & fixed redomption date, redeomablo stocks wore ofton
repayable a3 the borrower's option at any time within a atated poried of
years,

In regard to the liabilitles, there were sften options to polieyholdors,
guch a8, for examplo, guaranteed minimum gurrender values, loan valuos,

options and i annuity options at maturlty,

In practico thego options were moro widely avafiable in the United Statos
than cfther In tho United Kivgdom or South Africa. Neverthbeless no aeaet
dintethution could provide for more thun one get of contractunl henefits,
1t can bo sald that tho safest course was to mateh assets agningt the option
Involving the shorteat lability when interest rates were ricing and agalnat
the option involving the longest Hubil y when Interest rates were falling,
and that, (o practies, oftices should attempt to keop option henefits as low
a8 possiblo and hold free rescrves to cover possibie losoes that might avise
from these options, The writer bolioves that, in theoe civewnstonces,
offlees siwuld iwvest on the asswmption that the options did not exiat, as i
would be unreacenable to favest all acecte in a hghly tiquid form in ease, for
cxample, policyhetders all surrendered thelr pollcies, The loss In lavestmoent
ylold would be teo great and could geriously endanger the selveney of the olfice
if most polieyholdors continued their policlos (a8 was likely), stueo the offieco
might not be ablo o earn the mininum yiold required to meet s obligatlons
at maturlty of the policies.

Under conditions of Imperfeet financlal markels thero 16, In all Lkelihood,

1. Haynes and Kirten, op. aft., pp. 177-88,
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not only ono inglo rate of intercst and uniform changes In this rate, By
contragt, rates will differ according to the torm of the investment

and changes La the pottern of rates of interest witl not neoessarily bo unfform,
Under certain eireumstancos it will alge bo quite congelvablo for short-torm
rates to fall and for long~torn rates to romain the same or oven incrense,

In matching and lmmunization theory, theve were problems with rogurd to
equities, mortgages and propertics bocauso tho income, 86 well as tho torm,
might bo indetormivate, Offices would be roluctant, and properly so, to
invost heavily in long-torm sceuritiug at o time of very low (ntorast vetes,
espeelatly if they belioved that rates would increase (i the near futurve, It
hos been recommended that nvestment policy had to be flexible to tako

dh e of apeefal n general, where offices have substantial
surplus asgets, these could be regarded ag falling outside tho scopoe of
tmwmuntzation priveiples, s theoe surpluy nascts gave the offlces conalderable
seopo for investment floxibillty.

‘Tho most far b of ng & change In
e rate of (atorest wag that the honus rate on existing with-profit business
wag Immunized at the lovel existing beforo the shungs in tho rate of intorest.

This hag been eriticized and au alternative form of Immunization wag put

ferward, hased on the following two prineigles ;

Ty Now busineso should not he required to support the bhenefits
of existingt buslness,

@) Futuro premiums on extsting policies ghould secure ot least
86 favourable beneflts a5 now buaineas’ L

Tho benefits seoured ander a poliey wore analysed in two parts L.e, that

part oeowred by past premium payments and that to be secured by futurs
premium payments, Tho former part wag nsgoelated with the theoretionl
paid~up polioy valuo. From this has been developed the concept of ‘paid-up
immunization’ whore tho mean torm of Investment is considorably phorter
than total immuniznation,

1,  Buyloy and Porks, op, eit., p. 17.
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By 1857 there seomed to bo {airly goneral agrooment thut the normal
nsset distribution for o pitrely non-proflt fund was total immunization and
thet depasturo from this position would bo dangerous unless the office had
adoquate {rac resorves. t

1t hag been argued thut, i total imwnunization io necossary for 4 non=
profit fund, It should alae he regarded vs normal for a with-profit fund
consigting of policies withenly a small bonus loading. As the oize of the
Bonvwe loadingy Inervaces the argument loges much of ite validity and the
loadinga give the oftiee seope for departure from the immunized position,

While totul immunisation provided grenter 8 hility of bosws vates,
paideup immunieation woe for greater congiateney In the bonug~garning
power of new and exluting humuw:m.2 et another syatem of smmunization
wag presented and was called current honug immunization, 4 Tt system
implied fnvosting in such a manaee that, I vates of intereat chasged, tho fund
would b ablie to gupport honwses un the existing polictes ot the vate
appropriate to now polistew, Thia might lend to a comparatively ghert
average foem of fnvestment,

1t must be noted that sot onc of the Inmumcation methoda ean be
claimed as a unique colution, but wero to bo regarded as o standarvd from
which & company could depart, the extent of the departure being governed by
tho size of the offiee’s irve regerven, Total immumoation gave »ao most

stable hiorug, hut chaeges in om vaply Fed g . Carrent
Lonug immunization might b regarded a5 the meot equitable, as 4 now
policyholdor wonld abtain the bonuo hlo preodums could suppert, @ ut home
rates would be Hable to fluctuate more than offices might be voady fo allow,
Pald=up immunization eoutd e regarded az a compromize hetween the two,
oalthough it advoeaten Clatmed it vae valid {u o own right,

In peaetiee, hoth patdeup cred owrrent bonud fmamunizatton might lead to
an office holding astete of a shurter menn form than 1t would othorwise rogard

1. Awdorgon and Binng, gp elt., pp. 1201,
2. Ibtd,, pp. 122<8,
8. Wallag, op, cit., p. 950,
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a8 normal,  Often these shortor daied securitios would not onrry £ high a
yiold g9 longor dated stocks and thia would confl : with oifices' desiro

to maximizo tho 'expected yield' on tuotr funds, It would alse lead to
relnvestmoent problems af the maturity of thege investmonts,

Modern theory propounde that the primary considoration in investiug funds

is  that tho purpose of the investment should bo considored, Lo, in F'lo oftice
Invostment ngacta suttable to the Habilitics showld bo selected, The dugros

of visk that could ba afforded then had to be ascortained and this should bo
viewed in relation to the sise of the efffee's foes reserves, In & nonsproflt
fone with no free veoerves o untikely situation), the office would bo foreed
to adopt o position of vxget mutehing and, tn thig case, the seope for judgmont
in masimizing vields winld he novercly Umited, A typleal contribmtor i

J.G. Day, who argued ao foliows ¢

"The larger the reserven, the greater the freed a one hag in deterrmming

poliey, the more adventurous ore ean he ever the rioke ono takes and the
mure opportunity and svope ther e in {or peroonal judgurent, The aim in all
cnges ohowld be to mexhaee peld sebject to the regtrictions on one'n

polley: oo that normal'y tae larger ono's regerved, tho larger wouid bo the
maxtmized yield at which une could aim heeause the recexves would enable
ono to hold seeuritieo whi-h one woulid not conotder e
udt Inveatment Prin
ann why capital=vortaiaty and mtakotobility

Aglen g Brasticn

Thore are 80 compeliing res

ghould ho eonniderat aa the prime facdor of the vestment polioy of life
snsuranee companten, The unly exerptions would bo the engo of o life

offtee which had eoaned 2 wrlte new bugineno and wae 1n a ponition where itg ous-

g0 cach year exeeeded ftg ineamo or the situation whero o company had on
excoptianally high Jovel o) maturities ocenrring In o partiemlar yeav, The gone
oral  poaition of Lifo ofticen 1u South Alrica and overteas i8 that promium

1. J.G. Day, "Developments b Inventme it Poliey During the Lagt Deeade',
dgurpal of tha Inotitite of Actwrlos, 86, Part I, 123-61, 1069, p. 186,

SORL R DR Akl
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and lnvestment income substantintly exceeds outzo in the form of expenses,
commissions, death and maturity elnima, adarrender and loan pavironts
and In these el any pected Uguidity & ean g

ba met out of evrrent income,
Life offices JHd 2ot gencrally have liguidity secdo in vedor to meet exponges
or eommisslond 16 hoth of these were reaearubly predictatito snd the latter
was o funetior of preweinm Inevine,  Death clabmn could be reagonsbly
aceuratoly fureea t viicd muturity vlaiino could of couroe te plaased for
tite demeeeds of 5 Hle office by virtue \

exactiy, Thoey wepe pousible Diad

of its poticy provisieng where b the pohieyiiolier peald tihe o van oy

aurrender Mo poliey ot i opbon withow pess potiee Wheee i oflieo
affered guaranticd tugrerien valees Bho gy JHOR Wi seeve Do sinee, i
no guoranteed valuen wore ven, thi asiiec cimbed aicavit s ooy 1t
surrender valueo i1 i fomnd o owldon sed audotontol deros 4 by palievhstdero
to surrender their policicd, I Canodo aid the Paatod Stutea of Amerien

o, whoreas

guaranteed surrender values are o feature of the mowennce nret
0 South Afries aid the Tioted Kuysdon the ave ae a0 widels weilable,

Licutdity might be needeil D u eontamgorey vesorve to provide far owdden
Inereanes i elaimy eor owreer e desmonid: asnd 385000 €050 quated 1
Clayton trt O3bora wre gaven oo, !

The Brae esaimade wan T wtere ool stercie e sertalies Hhat ovcurred
n the United States duvanys b sntloe o cpideai 4 Tobn ned 134, Deapite
the gravity of the preblem, pretea snflow more s coveved ench sutgo
for ench company, potwathetamding o thvp wereaoe 1 el A differont
1 of the vreat Depreasion, when

typo of emergeney W io S cropanie erit
there wan a gharp ieervate in saeresiorn ad dessals for loans agalngt
polioies. Thoy produced ntatistien slmasg how, denpite the shar therease
Tantedd Bangdomy amd the lmim‘l Statea

in surrenders avd Inqwo 1 loth
of Amerie, the not eack 1llow of voapanice remattied pocitive,” The

1. Claylon and Ouborn,
2, Iy, pp. 667,

op. ety . &



conclugion {s that life offices have 1 very wank precautionary motive for
Hepidity,

Theve 8 also o speculative motive for Hauidity whereby offlecs may
profer to remain lquid in order to tako advantage of purcheses at a lower
price at a lator stage, or to be able to pwiteh investinents.

Thay found that investment managers wero loath to horrow from other
financial {nstitutions to take adventnge of expected clx ages in the level of
Intarest x‘nms‘1 3t was also obnerved that tho shocr woight of investible
Income made it vory difficult fo delay investment declsions more than a
fow woeks, The larger Britich oifices conid not oven dolsy a fow weeks
without ncoumulating extremely lavge fande whichh thay would then he pressed
to luvest on the most advantagenus terms . 1 car hus be coneluded that for
ilfe offices the speeulativo motive In ag weak a8 the precauticnary motive,

In vecent years, lifo sosurance companics i South Africa and the United
Kingdom have sold lurge volwmes of elag ¢ promivum business, Whore thoso

alngle p policies vep a i of & compuy's
total ngsets, the observations mado by ¢ iayton and Osborn on liquidity
would have to be modifled, In these cases companied would rotain some
mensurs of lguidity to protecs theme dlved agalnst evndden survenders, loans
and death clatms, Furthermore, lquidi;y would alse he neecasary to
onable the life company to mect fte eblizations ou msturity o thege conteacts,
The conelusion was reachvd that life companies gonerally had littlo need
for Hquidity and that they tricd to keep fitly ovested ot ail time, They
were atgo generally nat dealers in neeurities, hut frue long-torm lwestors
who purchas d secw tHea to hold for ineome purpoges and they did not
‘withhold funds in nnticipation of Ineresses in xates of interest, nor did thoy
berrow for current {uvestment in antieipation of fulls In the rate of Intorest. 2

1. b, p. 68,
2. Ihid,, o, 69,
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1a South Afriea life assurers are not permitted to borrow money. i To be
sure, life assurers are generaily not traders in secuvittes, but hold long~
term investments for Incomo. 'This s not purely a matter of choice, as the
sizo of their holdings of corporate securitics made it diffi>ult to dispose of
tham, Ineddition Tife assurers owned many securities that had boen privately
placed and woroe thus not quoted on any stock exchange., 2 Clayton and Osborn
thue goneluded that life oftioes in tho United Kingdom wers (ncomoe-gonsoious

and thet the of eapital values was of secondary
fmportanes, Temporary {luctuations in market values were generaliy not
of importanco to these life vffices, but permanent decyonses in eapital
values obviously were important,

‘Theve 16 not much evidence in the Uniie * Ringdom to support the view that

P diw i is ¥ aimed at a9 an investment ebjective.,

For mogt offices the size of funds aceruing to be invested, together with the
desire to be fully invested at all times, cnsured that rossonzble diversification

was obtained vixtually antomatieally,

Professor Jones, in a study of the of in
the United States, atated that nny Mife office had to determine its specific
pertfolio objectives in the light of its desire to fulfil two ultimate objectives
1,0, to mnintalu its solveney and to ho competitive, 3

1t has boen obscrved how investment thougt 1 the Untied Kiiguom was

d on capital belng of prime Impostance and
how, aftor tho Second World War, it shifted to the primary objective of
maximizing lnvestmaent yields, The objeetives of eapital and inc:une certainty

might vendor implausible the hypothesis that life offices sought to maximize

thetr portiolio returna hy from the labl assets

1. Insuranco Act, No, 27 of 1042, 8,204,

2, ©'Leary, Thoe Institutlonul Saving-Investment Process and Current
Eronomic Theory', Americon Beonomie Reviow, XLIV, 456-79, 1964,
P, 468,

3. Jones, opcit., p. 16,
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with the highest ted yiolds, against y seemod

to necessitate concern with of nasets and such 0g
liquldity, marketability, oredit quality, divorsification and maturity
composition, L In the United States the eolvency objective hag had a profound

effect upon the composition of life insurance company postfolto decisions,
Jotes co.nmaented :

'The main thrust of this effect, however, has boon to restrict the get of
Investment opportunities which Ife comyrny investment depurtments
gertously consider as potentia! portfolie adiditions, Within this restriotion
set, {t doos not appear that thero are significant marginal devigions
tnvolving trade~off of expected returng againgt the various non~veturn
asset characteristies. Thug, within the olipible oppoctunity set, the
agsumption that portfolic choiens are made S0 ag to maximize the expected
discounted portfolio rate of retwrn may be an acceptable worlking
hypothests®®,

The destre for income-certainty induced ofiices to luvest mainly in
intermediate and long~torm sceuritles and it con probably Le asid that
diversification was obtained by the larger lifo companies at little, if any,
cost In expected roturn, 3

The divorsification process could afford added safety only to the extent
that it provided Insurance againet unfwown or inealewlable ricks sinco, if
tho risks were known, the Investment coutd he avoided, or the rick could bo
discounted in tho price to be paid for the n\wutmt\nt.4

1n a synthesis of Ufo office inveatment objectives, Glayton and Osborn
concluded that the capital valua risk wao of sceondary importarce to offices

i, ibid., .o 22,
2, mid,, p. 60,
3. hid,, p. 6L,

4. 4. W, Meader, Diversification . A Sound Principlo ofton enrvied to
Unworeanted Extromos', The Anpalist, 44,No, 1126, 195-8, 1034,
P 196,
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and that the liquidity attributes of posaible assets wers barely considered. i
As premiwn caleutations assumed an undurlylng rate of Interest, life offices
have heon vory concerned with minimizing income risks and actuaries have
devised methods of matching and immunization to deal with the problem.
‘Nevertheless, thercs ware sorious diffteul in lmpl these

theories, especlally In the case of a growling fund, They bolleved that, in
practice, offices had not boen as concerned with the nchiovement of ncome-
as the of and would hai'e had

peopla boliave, In support of this ‘was the

British lifo offices had made In mortgages since the war, notwithstanding
the fact that these investments had an average life of botween ten and fifteen
years, which was much shorter than the avorage maturities dotated by the
matching and immunization theory.

The honus londing element 1n premium rates provided additionnl buffers
for companies and, in addition, [io offices had further leeways by virtue
af the {ree regarves thoy hed built up over the years and those enabled thom
to survive periods of falls in intorest rates,

Companies took some income risk fox two reasons. Fivstly, tnoome
seowrity can bo nehieved only at some price in rate of return, capital certainty
and other pany ohj . ¥, stoek and flow cushi

exist which insulnto Hfe companies from the effects of ennaidorable declings
in levels of intorest rutas.z

‘To the extont that companiss hed a eapnelty to absorb income risks to o
large dogreo, there were limits to which they were willing to pay for income
gecurlty, Given that immunization of eapital-value and income risks are not

3 of § it - 'y, lifo assurance companics can thus
be regarded a8 adopting & partie *wment pattern by following thoe

1, Clayton and Qsborr, gp, clt., pp. 79-83,
2. Jones, op. cit., p. 55,
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stmple objective of maximizing expected ylotds. t
Clayton and Osborn wera of the view that thero wag little renson to believe
the simple maximization rule was modified to any grent extent in order to
achieve portfollo divorsification to reduce dofault risk. Tho muximization
rule was qualified howover to the eont that a compuny had liabilities n
soveral currencies »8 precedence would viten bo glven to cover Habilitios
with assets in the samo currensy in order to avold exchange vate risks,
There was often no eholco in tho mattor as legistation mado it compulsory
to invest funds loeally. They summartzed thelr viows ag follows : i
*T'o sum up, the needs of life assurancn companies in relation to thelr
labilitios are such that they respond tn tho following mannor. They follow
& polioy of keoping fully invegted at all timea, Thoy are income-couselous
Investors who purchiueo ngscts to hold for income and do not normally behave
g traders In seouritios, Subject to the constralnts imposed upon them by
‘heir lobility to taxstion aod curvenoy risks, thoy choose thetr invesiments
with tho alm of maximizing cxpeeted ylelds although this objective ts
modifled Ia practice by the desire fox some portlolio diversification within
thelr equity holdings '2,
In South Afrlen statutory bases of the valuation of assots and labilities
are tald down. 3 The of and
aa the rate of Intorest changes, the valuo of agsets wnd Habilities changes
accordingly. This would not bo true in South Africa due to tho statwtory
minimum valuation buges of asaets and Usbilities, If for oxamplo ratoes of
nterost Y the values of assots such as 4

aggume that,

oquities, companica would net bo able to fully adjust tho vatuo of thoir
lakil if tho J, vosulted in o of
Napilities below the mintraum permissiblo.

1, Ctayton ond Osborn, op, oit., p. 81,
2, b, p. 82,
3. Theso wore dlsewssed {n dotail in Scetion 4, 8 and 4,4 of Chapter 4,
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Due to the statutory basts of valuation of assets, South African companies

would, howsver, be concerned even with temporary fluctuations in eapital

values, In terms of the Insuranco Act, quoted equities moy not be valued at

n price oxcoeding that quoted on the 1} Stock i by

4 equity pricos foll . ovon only ) could
find themaolves technically Insolvent, aa thoy might not bo ablo to deerease
their Habllition correspondingly, A South African life assurer would thus

have to bs more concorned than {ts British countorpart with security of capital,

Most of the los of and were ped for

non-g It and with-profit business, The popularity of linked nssuranco
business has altored the validity of many of theao principles, Whero laked
business is transncted without the effiee providing nvestment guarantees,

the

iples of and are less sinco the

company's {labiiittes oqual the valuo of its lnked assete, whatover thoy

might bo. When minimum investment gunrantoes aro provided on Linked

t ig of ingofar as tho value of the

Haked assots at maturity must not bo less than the guaranteed mintmnm

moturity values, Some South Afriean have

volumes of singlo premium ondowment business that provided gusrantend
minimum matunty values, Matching is Important for this typo of business
a0 that the company oan ensuro hoth that it will have the necessary lguidity

to meet theso gubstantial matuvrities, but siso that the valuo of ita nesets
at the tima will bo ut least oqual to the minimum maturity velues guaranteed.

The maxtmizing of expected yields refexr to tho yield not of tax., South

Alfricon companles aro taxed on a portlon of thelr investmont income, but not
Iy
on oapltal npp “ Thus, if two offered tho
samo gross expoeated ylokl and all othor fnotors such ag risk wore equal for both

tavestments, o South Afrlcan company wowld gonorally ohooso tho ono offoring

the

gronter papital apprecliation,

1,
£

Insurance Aet,No, 27 of 1913, 8,15,
‘Tuxation of Lils Asowrers was analysed in Secetion 4, § of Chaptor 4.




125

CHARTER G

MATHEMATICAL MODEL OF A LIFR ASBURANGY COMPANY.

6.1 INTRODUCTION

In tho pravious chapters all major factorn which inotitationalize life sesurance
business n South Africa have fouad consideration, 1t in, howover, necegsary

to gystematize tha intor=play of the many courseo which detormine the
profitability of Hife ancuranes oporations on a general level, This objestive
This will now

can best be thed throwsh ma ical
Do dono, The areangement of thio chapter io ao follows, Firetly, a brief

roviow 18 given of the characterivties: of mathematival moulling swd
After this brief utreduetion, mathematseal models of lifo aomeennee operations
ave pregented  to extmine the offect o profitability of varlations in expense
lovels as woll ag in the rate ol futerest earned on funds. ‘The Impact on
profftability of varfations in the level of new busineas written each year, as
well 5o the Lypo of product sold, o sloe studied, 'The influeneo of these fectors
on the objeetives of mutunt and propriviavy compantes io analysca,

Any mathomatieal model is, of convoe, mdy ag meaninglul ao the eloseness

to reatity of tho funds 1 Jerlying the mudel aad
theoretical nosumptions arc seldom fdentieal to actusl experience, Tho
of wiing a aatical moted &, featdy, that it quantifies tho

financtal offect of the variation: deseribed abwve and, Secondly that it can

provide 6 more tangtlile end meantnyful puide to reality than any method of

general reasening or deduction.  Furthermore, i ean help to confirm or

negate what in theory enc helioveg the theoretical aituation would bo under

differing circwmstances, The writer's purpese tn deaigping tho partieular

modela dogerihod 1 this chapterwan to Nlastrato prineiplen and to nttempt

to quantiy the relative differeneen i expected experionce of 4 company under

difforing asoumptions,

6.2 Slmulation and Aetun
have g y veserved tho term Hor p

using a phystont or mathematienl anategte and roguiring & modern high-specd

oomputer for tho exceution of thy experiments, Tn ito more general contoxt
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CHAPTER G

MATHEMATICAL MODEL, OF A LIFE ASSURANCE COMPANY

8.1 INTRODUCTION

In the previows chaptors all major faetors which tnstitutional{ze lifo agsurance
Dusiness In South Afrien have found eonstderation, It 1, howover, nccosgary
to systomatizo tho intor-play of the mnuy courses which detormine tho

P of lfe on a genoral levol, This onjective
can best be through math sl model! Thio will now
Lo dona, The axrangement of this chapter is ao follows,  Firoily, o brief
roview I given of the ehara itien of ol ond pimulat!

After this brief intreduction, mathematicnl medels of lifo oaswrmnce oporationa
are pregented to examine the oifert on profitability of varistiuns in cxpenge
lovels as well ag In the rate of intervat earned on funds, ‘Eho impact on
profitability of variattons in the level of new business wrltten each year, as
well g tho typo of product sold, o aleo studied. The influence of theso fuctors
on the shjeetiven of mutual and proprietary compuntes {9 analyaed.

Any mathoinatient medcl 10, of couvae, ouly 4o meaningful ag the elogouess
to reality of the fundowe dderlyivg tho model and
theorotical assumptions are seldom tdertical to actual experionce. The
of unlng 2 muth tieal modet e, Freatly, that 1t quantifies the

tinancisl offeet of the vavintiono dederibed shove ond, oceeadiy that it con
provide a mors tangihle and meaningful puide Gy reality than any method of
goneral or tion,  Purth , it can belp to confirm ov

nogato what i theory one helteven the thearetival sitwtion would be under
differing elrcumstances, The writer'n purpose in deasgning the partioutar
wadoty dogemibod In g 3 chapterwas to lluatrate prineiplos and to attompt

to quantify tho relative differenevs in oxpeeted experioneo of a compary wider
difforing aosumptionn,

6.2 Simuistion ard Actnaried Medely

Leonomista bave genceaily reserved the torm ‘shinulation! fox proecsses
using o physienl or mathetnatienl analopue and requiring & modorn high-gpoed

fov the of the cxporimonts. In ita mere genoral context
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stmulation hns beon described as follows

1 "Simulation" of an cconomic aystom meuns the porformance ol exporiments
upon an analogue of the economic aystom and the deawing of inferences con-
cerning the properties of the economic system from the behaviour of it

\! The anal is an of o more complex
reat system, the esoential properties of which are retainad in the n"alogue‘l.
Aftor n mathematical model hao been translated {nto Instructions
secvptanlo to o computar, the behaviour of the model, as givea by the computer
output, {4 fefomded to Lep the of tho cyatem helng

straulated.”

Due to the ability of the computor th handlo vevy large sumbers of
o sdations and complex ealeulntions rupidly, solutions enn he fouad to
8y« zmb teat Qre several ordera of magnitwde farper ard more complicnted
than tho.e *hat could #i+ handled by the more conventional techniques, 3 The

1 ot enableg an Inight £ bo gained into
many phenomeny whoae intrimvie nature 16 not ot all ohvlr,m;.“

The earliest applieatisw of pp to P
physieat analoguen of « hydroalie or elvotrical vaviety, Au early au 1802
Irving Fisher reeontacded the wso of hydrawlic analogues to siudy the

of the many ol n the structurisg of prices, § but it was
aet until 0t the firot lncdeaalic alegmes of evonomic syetems were

@
eonstyucted, I L9GE electieal annlofmer were being ueed to study business

1. Intepn pedopne . ol th il Sejen

MacMitlon o, and Free e, 1968, p, 208,
2, Thid,, P,
3 Iu,
40 Dide, peou?h,

8. & Pisher (11100, Mothemationl D,
Now Haven, Yale Univeraity Pres

epq, dwdhed,, V. 14, The

ations in the Theory of Priens,
10651,

6. AW, Phillips, Mecbanieal Madeln in Economic D *, Jeonmnies
Now linplea, 17, 2888-805, 1960,
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oycle modelsl and tho shift to the use of digital computors hagan in tho late
1950 & when Adelman and Adelman® in o simulation atudy on an IBM 650
computer, investigated the dynamie of the Klok inodol

of the American coonemy,
n regard to netuarial mudels, the fnllowing hns heen stated :

thctuarinl seionce, the h £ of ean bo
viewed as tho ofdest form of 76 1t 16 apyp tha Hret
profession to be based on the of i ton

business eaterprise, By one maogsure of ouccoess - timo ~ the basie actuarial
modol i matehed by the hstorie modelo of seionce !tsmlf‘a.

A numbor of life torms have ty boen used in
thig chapter and, where necessary, veferonce should be mado to tho glossary
of lfe ) ina dix 3 for a full of theso
turms,

6.8 Literature on Lifo Assurasea Medsda
6,31 Investment Moduly

Theve tg litrle actvarial literature on the subject of model offics theory and,
of the literature that exists, a considorablo nmount wag divected towards

theory: ¥t theory, whieh
wan digevssed in Charder 5, Three important papers on investment
immuntzation were publiched in 1652 and 19338 by m\dimghm,4 Raynee and
Klﬂon‘s and by Bayley and Yerke, ¢ These papers were specificntly conoorned
with investment theory and the ‘matehing' of nsuets and lobilities in such &
manner that tho a88ets weve 28 valaerable as the labiittien to factors that
affected both: fa particular to changes in ratea of interest, 7 The threo papors

1. 0,5.M. Smith and B, ¥, Erdly, *An El 2 Analk for the
System’, Bleetrical Enpineering, 73, 362-6, 1963,
2. 1, Adeiman and Foa., Adelman (1969), "Tho Dynamic Properties of the

Kiotn=gindolborgor Model} Ameriean Beonomie Ancoointion. Rendings
b Dusinons Cyolen, Homowood, Illinols, Irwin, 19865,

. DG ‘Actuarial T e and their o Non=
Insuranco Models', Opoxations Rosearch, 22,No, §, 842-53, 1974, p. 842,

4.  Redington, gp,_olt.. pp. 2R6-215,

5. Haynes and Kirten, op, git,, pp. 341-218,
6, Bayloy and Porks, op. cit., pp. 14-73,
7. Redington, op. oit,, p. 288,




128
d types of ) which wns
d by ag the of assets in such a way as to meke

them {mmune to n general change la the rate of intorest, * The throe papsrs
analysed In detatl the offoct of different investment policios en the value of
agets and Habilitles ot difforont ratos of interest und also the bouus rute
polley that could be followed in differing ciroumstances, Howover, the purposs
of the model doseribed in thin chaptor Is complately differont,
6.3,2  Genoral Actuarial Modols
work p Iy do.e on comprny 18 a8 follows ¢
{0 Mallott, 1960 on Formation of a Now Overscus l’«)x'flc)llt).“z
(4] Kimbor and Salmen, 1065 on Now Lifo Offices in Australia, 3
) Croole, 1963 on Problems of a Now Life omcn.“
{iv) Earle, 1872 on tho Capital Requiremonts of a New Life Offtee, s
{v) Strotton, 1472 un Profitability of Life Assuranco, g
(vi} Pupers to the Actuarial Congress
In 1972,
Theso cometbutions will now ho dlacussed brlefly.
6.8,2.1  Mallots on FPormation of a Now Gvorsens Portlolio
Mallett the of the e of o now p in an over=-
Bens tm‘x‘nox-y7 and was concorned with gencral considorations for oxpansion,

1, ibd., p. 280

2. R.G. Mallett, "Tho Problems in the Formation of a Now Ovorsess Portfolie!,

Tranasotions of the Faonlty of Actunrien, 26, Part 8, 547604, 1960,
8. D.J. Kimbor and L X, Selmon, 'Now Lifo Offices in Austraha’, Journal

ol tha Inatltutoe of Actunrica Student Sontoty, 17, Prrt 5, 428-51, 19885,

4,  G.C. Crook, *I'ho Probloma of a Now Lifo Office’, Jonynal of the Institute

of Actuarleg, 89, Part 1N, 226-66, 1968,

G, §.W.P, Earle, The Capital Requirements of o New Life Offtcet, o Papay,
pregentad to the Institute of Actuorios Student Snoloty, Mareh 16, 1072,
autl to the Faculty of Actuaries Student Soaioty, Novembor 27, 1678, and

distributed an o ronood noto,

G, AJNWY. Strotten, ‘Profitability of Lifo Assuvance', ‘Trananctions of the
Actuarial Sonioty of South Afrlen, 1, Part UI, 84-186, 1072,
7.  Maollett, ¢p, of
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actuarinl and menagement planning and finanelal aspects,  His modolg primarily

invotved development eosts and total expenses. Ile anelyacd two posatbie

lovels of now buginess and tried to entimate the ovuer liture that would have

to be Incurred to service this husiness oves v pesion of fifteen years, Tho

parametoes of ids modelo were mtemh:d o follow the promium beais of the

company for movtality and fntorent, and he sibemptod to vittually ollminato

surrender profits or logges, In thin way hin madel was chiefly concorned

with dovelopment eosts and expunsen mid new business valuation stratn,
G,3.2.8  Kin L Salue 1sfo Oftiens ta Angtealis

An agortant pager that emploged the neded cdfice technigque to esawaine the
rogresslon of new hnaineas strain m o now 1580 offiee sad aleo to determine

ogtmum new business lveia in relation to & amount of finance, was that
by Kimber aud Suhmm.l They wore partioulasly coti-erned with projections
indicating the effective attain =n g poawe Wi offiee 11 Avstralis ond they reached
three concluuions :3

o Substuntially differoit protitability emerged for on office with
premiums ,ast cuificient o raect the mortalive, mtcrest nmd cxpenses sctually
exper.eneed compared to an office with prenmvmu large enougth to enoure that
prafits wero made on eneh o theoe fuetorn,  Thiv xe o obwioug curelusion 1.0,
a company that experiences better mertality, lower expensed oad earnn &
higher rate of Intevest thun Bt talew it aeesunt i their premiam rateg, must
be more profitablo than one whivh expoerience! the name leveln of mortality,
expenses and interect as theoe antivipatid i therr premiuma,

[it4] The stututery i ¢ Lzt then p ling in
Australia lod to an avtificially kigh atrom belsy: plaved on the dnanees of a

now Hie office, ond an alteration fn the rote of interett from three and a half
por cont to four per cont wankd have copsidorably reducod the Sinaves necossary
to establish a rompany.

ity A new offfeo, due to the large new buniness strain it inomered,
way placed i a difficult position in tet L bad to compete on bonus and premiun

1. Kimbor and Salmon, op, _eit.
2. hid.. pp. 487-8,
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ratos with well-established organizations, whoge terms were highly
competitive, Tho latter weve reaping tho benefit of profita from previous
generations of policyholders on whose business stialn had been incurred by
the life company many years previously.

Kimber and Salmon projected both rovenue scemmts and valuation reserves
for with-profit and non-profit businoss. They {itted polynomial curves to the
cwmnutative strain for lovel new buginoss promiums of one million pounds per
annum and also to new business, starfing ak one million pounds per aunum
and inerensing in steps of cne milllon ponnds per annum, They illustrated
the resulta of thege two Levols of now business graphically ior the with-profit
and non-profit business and this elearly showed the well-known fact that
non~profit business was more profitable to a company than with-profit
business, and that the new medel d greator
sirain than the lovel new business raedel.

6.8,2,8  Crook and Barle on tho Problems of Covital
Resulrements of & Now Life Offico

Two papors covering £ imilar ground wore writton by (‘.r(mk1 and Barle, 2
Earle’s napor was an extendien of Crook's worl and both papora cusentially
dealt with the cap'te? cemuiraments of o now life office,

Crook denlt with beth non-profit and with~profit business and the models
ho used crabraced new business asswned to consist entively of twenty five
year cadowment assurances for lives age thirty flve yoavs at inception, By
assuming that only one typo of poliey was written, the number of catculations

'y to a model wag considorably ed and, in my
opinlon, tho does not nffect the and

rosults that omevge from model offics theory,

Bavla's paper was baged on the samo teehniques wscd by Crook, but
Earlo restricted himsolf to non- profit husiness aud justified thia by stating
that it wos unlikely that o now oifice would intreduce with-profit contracts in

i, Crook, @p, cit.
2.  EBarle, op, olf.
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thelr traditional form in its early years, duo to the hesvy strnin involved. i
Linked business was not included, partly due to lritations of space, but also
becauae it seemed ltkely to him that the capital requirements of traditionai
non-profit business would be similar,

Earle's models, howovor, included a few different types of policies in that
he examined twenty {ive yoar endowment assursnces i persons nge thirty
five at inception, and waole life agsurances for porsons nge twenty five and
fifty five at inception. He aleo gtudicd single promium policies. The latter
ghowed the least capital required, but in South Africa littlo convontionul
single pramivm business i gold, It iz interesting to note that the capltn!

red for the new weitton, ing ot £100 000 sume assured
wor anoun, and inereasing on the basis given by Bavle, way £163 214 fox the
cndowment agsurances, £205 736 for the wholo 1ifo assurances at age twenty
five at inception, and £164 583 {or the whole life assurances at age fifty flve
at imeptiona i.0, two of the policics considered involved similur capltal
roguirements, with the younger whole Jifo plan requiring twenty {ive per cent
wmore, It thus appears that (o study one “ypo of endowment assurance, for a
reasonably representative average age at inception and avoragn term, would
iltugirate principles cicarly.,

In the United Kingdom, at the date of Crook's and Eaxle's pupers, there
wag no atatutory minimum valuation baots, and they were thereloro maluly

with dovel X and the tax velief disallowed on normal

oxpenditure, In South Africn Hfe companice aro taxed difforentl, fo thoas in
the United Kingdom snd thus tho methods of both tholr medels are ot
appropriste to local Tur Crook was not d with

variations In cxponso lovels, Interest yields and lovely of now businoss.
Conseduontly the models deserihed lator in this chapter cover substantinlly
differont ground to that o hoth Crook and Bariw,

Lo Ihid., o 7
2, Ibhd, po 9
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6,3.2.4  Stretton on Profitability of Lifo Assurance
In Strotton’s pnperl or profitubility, ho used o model offico conslyting of thirty
per cent without-profit and soventy per cont with-profit business and, ot the
formor clnss, two-thirds were agsumed to he whole lifc aspurances and the

balance while sin of tho with«profit hunineas wero
d to he it the whole life
This o would be bly rep: ive oither of an

office that did not trangact linked assurance huginesy @l fow offices do not),

or of a typteal South African life company priiar fo fhe Introduetion of linked
Strotton d that all nes 30 W

begloning of & yoar and that xnaual premiwas wore RLOD 000, Business was

written at the

beQivided to di agen ab ineep for whele Lile and endowment
assurances, the latter all buing seawmed to matars ot age aixty (@ ccogonable
assumption for the purposes of his model).

He assumed that o aix per cent par annam net rate of fntorest was carned
op funds, that & compound reversionary homus rate of 2,5 per cont por annum
was deelared on with-profit business snd that office exponscs wure covered
by the poliey feo included ir the preminm. He conatrueted a tablo for ench agoe
of eniry of the percentage dying and withdvawing and hienco surviving in a yeor,
By using the various payameters, he followed the progress of one year's
businesa of R10) 000 ., +nl promiums fov fwenty yorrs and, by comprring
rovenue accounts to actuarial reserves, a surph or defieit was caleulated
oach year, A model office war. analysed in which lovel new husiness wag
written oach year and finally where the leve) of now husinesa inoreaged by
ter por cent por ammum,

Strotton elaimed that the model offive technkjue wag voceful, as it

tho p le rosults of & company more clearly than any other
metiod, ?

1,  Stretton, op. cit.. pp. Y1-136,
2, mid,, p. 94,
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He the of s funde and the profit that
would be earned on these and found that tho bulk of the profitability arese from
without~profit businoss and that the with-profit busineas was barely profitable,
Tu the disousslon on his puper, the writor pointed out that for the with-profit
business this was not unexpected, as tho ntercet, expense and mortality
exporioneed and bonus rate declared were searcely difforent from those tn-

herent in the premium rates, * Thig conelusion concurs with that reachod
by Kimber and Sulmon,
6.3.2.6  Laporg presented to the 1072 Intornational
Congrogs of Actumien
An Intornationu! tongrese of Actuarics taley place every four yeavs and, at

the time of writing, the most revent congress was held in - 12, One of the
subjeots then discussed was Mothed: of Foveeasting tho Devolopment of an
Insurance (ompany duvay the noxt Ten Yenrs' and o number of bivief and

mostly 1 papers wero 1 to the Congress. One of the
eontributors stated that, whilst tho model office wos a simplification of the
real office, it bad poveral advantages. To quote Fine @

“The advantage of the model office 13 not that it rnables us to prediet
precisoly tho stute of the renl office. This it rovely dees with agy aceurnay,
as ean bo shown by comparing actual states with forcerst states. What it
does 10 to cnably uo to study the Lehaviour of the reat offico by meeans of
controlled cxperimenta showing the effcet of difforent assumptions, interactions
1n the systom and the decision process '2.

In o different papor, Harcant and 'x‘r«m.“ approached the projection of

L ihid., p. 1L

2,  AB/M, Mno, AL ofT ques for asting the Dovelop-
ment of n Lifa Insuranee Company', Volunto 2 of the 208 International
Congress of Actuaries, Oslo, ¥7-100, 1972, p, 89,

3, 0.1, Barsant and K. P, Trot, 'Messurement of Capital Regquiroments
and Profitalility of a New Life Offfec’, Volune 8 of the 10th Taternntionat
Gongress of Actuaried, Oslo, 109-01, 1978, p, 112,
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profitabliity in another manner by analyaing the conatituent parts of tho offlce
P into and , and this month
by month. The writor agrecs with Hart that the mode! office techniguo hag

miore to commond it than this approach, i
8.4 The Writor's Mathematien! Mogdolg
6.4,1  Introduction

Stnce most of the caleuiations In the writex's niodel woro dono on a computer,
it was not necessary to make many of the ussumplions usually made in model
offiee enloulations which, whilst perbups not very material, made a model
rathor wiwoalistic, For cxample, new huainend wos agsumed fo be writton
ovenly throvghout the yoor and promiuma paid monthly, This {0 a more
roolistic assumption than one in which ali premyums are deemed paid annually
at the beginning of the your, On the lattor asswmpticn no polivy can lapse
during the firat yoar - an agsumption conteaxy to reality, The modele
described in the remainder of this chaptcr thus employ more refined
techniques than those of proviews 1teroture, Furthermore the models have
been constructed to analyse various aspocta of profitability, types ° business
and corporate objectives. New aopeets have thus been examined and since
there le no litorature relovant to wost of the work in the remainder of this
ohapter, few roforences wore quoted,

The models ware eonntructed o that the following points conld be
analysed ;

Y] Profitability was cxamined for dilfeyent snpense kol aud fox
differont rates of intorest carned op thi company’s funda, In this chaptor the
torm profit was gonorally used to monu tho surplug emerging, Swplus & o
function of the valuatlen bugis wsed by the company 1. ¢, A valuation basis car
affoct the tncldonee of cmargence of surplus but act tedal profif, 2 In Seuth

1, A, Hart, commenting on Stretton's papor, op, b bp. 116-G,
2, PR, Smith, "More Inforr stion Digelosure of Iife Oifice Affairs’,
Jdournal of the natitute of Actuaries, 99,Part 1, 240-02, 1078,

b, 285,
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Afries companies are legally obliged to uwse statutory munimum valuatton
bases and thus have lees flexibility than companies in the United Kingdom
for example,

ity The effeet which the writing of different new business levels
had on profitability was cxamined in a variety of medels, The effeot of
oessation of writing now busineas wan alse vsamined.

[1133 Tinked sgaurance businonn deserved speeifio congideration
becausa no comprehensive annlysis does us yot exist, Yot ot the same time
this type of business i very common in South Africa,

(5] Differences in the objectives of proprietary wei mutual life
assurance companies also featured prominently i the wodelling process,

Modela were e eted buth for with profit

and Hnked agsurance buginens. Linked ssouranee lusingst hot hecoms ox-

tremely fmportent in the South African market in revont years; partivularly
1n tho of life by il brokers. Liaked aspurance

contracts hove algo becomo vory popular in tho United Kingdom and most
major Hfe offices there market thege econtroets.

An endownmont type policy wau used for the linked madel, g the bulk of
Hoked polcies sold In Suuth Afrien sve of thic type. A whole life assurance
plan was, however, used for the conventtonal model, as many suvh conventional
agourance poliefes are sold.  Furthermore, o vew company offering o
competitive linked enrdowment plan would b witikoly 5 atteaet el eonventional
busineas othor than whole life assurances.

6.4.2  Creation of the Models and, Pnrametor Chage

The with-profit and linked models tavetved polictes for ono ogo ot incoption

and one term in the case of Ao otated 1 Iy, it was
that, to desipn n model offfeo embodying a wide ranjje of ages at entry and toxms
for endowment anpurance, would merely increnso the complesity, whilat not

1. M. Dornetein, "The kifo Apourance Seenc in tho United Kingdom!, South
African Inouranes Megasing, LXINo, 8, 16-8, 1963, p. 17,
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affecting the overall 1 The p rutes,

inpse rates and survonder values that wers assumed are representative of
the South Afrioan market, but values have boon taken to bo in aceordancs with
gonoral markot conditlons rather than thoso of any particular company, The
bonws rate sasumed in the with~profit model is low by South African market
conditions a8 the model office ealenlations assumed a new life company and
the bonus rato for such & compnny has to be declared almost exclusively out
of interest carnings wherens, in an cstablished offies, the bonus would be
augmented by surplus from non-profit business (much of which was writton
1n the past, but vory little of which is written currently) and from
miscolluncous suuress of swrplus, such ag ourrenders, alterstions, paid-up
polictes nnd k\psea."

The asswnptiony inherent in tho varions medel office caleulations are
givon below,  Whilst every attempt was made to make these assumptions clese
to veality, tho analysis wos mora concerncd with principles and trends than
meticutous detail, A nwabor of baste metlels wero doveloped on different
agsuniptions for ono year's now buglnesa. When these models were furthor
doveloped to allow for differont lovels of new business, models A to ¥ wore
defined, Ench of theoo models wag caleulated on the computer at two expoise
and two intorost rato lovels 1,0, o total of twenty four linked agsurance
models wers also devaloped, All in all tho writer congidered the rooulta of
forty four mathematical models, These madels were analysed ot difforent
lovols of now huginess and the impact of variotiony in intorest and expenso
fevels wag studiod separately.

The undorlying assumptions of the various models wero s follows :

(3] 4 200 policies woro deomed to bo written at the rate of 350
policies per month and the promium payable por policy was twonty five rand
por month and this latter figure included a policy fee (cspenso chavgo) of ono

1. This concurs with the third conclunion of Riraber and Salmon givon
in Section 6, 8,2,2.
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rand per month, This wag the ae sumptfon {or tho baslo model and, aftor ono
yeur's now business waa analysed, the more complicated models wore
congequontly derived,

{8 Tho linked model assumed all business to be twenty five year
endowment business for persons ago thirty fivo at inception. The conventionul
with~profit model nssuned all business to be wholn lifo seeurances with=proflt
for persons age thiviy five at Inception and the rate of annual compound
reversionar, honus declared wags assumed fo bo twenty throo por thousand,

(&3] Different modely wero constructed at intorest ylelds net of

tuxatton of 6,3 per cent per anaum and 7, § por cent per annuny, These net
rates would have beon considered high a fow years nge, but wore not un-
veasonablo in November 19’:‘5.1 Neither realized nor unrealized capital
approctation was specifically taken into account in the modela as the overall
viold could bo regarded na arising from cithor net income or capital apprecia=
4on, and in both the linked and with-profit modets this net return could bo
treated similarly,

@
nssuwmptions. Tho first was that expenses wors seventy five rand por policy
in the fivst year and fiftoen rand por policy por ammun therenafter, The cthor
medel was ono of inlual expenses of ninety rand per polloy and renowal
expenses of twenty rand per policy per cnnum, Thego assumptivng wora used
throughout and, although 1t could bo argucd that senowal expensos por poliey
eould deeronse ovor the years deo to economics of seale end eomputerization,

wag furthor d on two di exponse

thig might not happen, primarily duc to inflation, One twellth of the renowal
expenacs por polioy was agsumed to be incurred oach month, The differonce
hotwoon the initial and renownl expenses, boing apeelal firat year expenses,
was nssumed to bo incurred ag onch new polley was written,

) ‘Tho commigsion ratos sssumed to bo lncurred o the policies
writton woro ag follows :

. In 1975 long~t: otock was trading at & yield of
ton por oont per annum and first elaos leng-term dchontures wore bolng
{asucd at a yield of 13, 38 per eont por annum,
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{l) Initinl Commission : Sixty five per cent of the premium,

{i} Production Bonus : An avernge of b,5 per thousend of the exedit
sum assured where tho latter was equal to the total premiums payable for
endowment nssurances snd half the sum assured for whele lfe asaurances,

{11y Renownl Commission : Five per cont of onch premium for the
second to tenth year inolusive,

{tv} Overriding Commisaion : 82,5 per cent of the initial and renewnl
commissgion,

(6) The mortality experienced was assumed to be tho South African
mortality tablo 84 1966-62 seleet. Thiz is a mortality table publighed on the
setual mortality experienced by assured lives in South Afriea,

(7)  Discontlaunnce rates were assumed to be tho following porcentages
of the policies in force at the previous yoar-cnd,

Polley Year Digcont nuanen Rate
Por Cent
1 15
2 ]
8 g
4 & over 2

Policien wore assumed o acquire a surrcader value after threo yenrs
promiome had been pa«d £ 0, no surrendor vilue paymonts were made on
discontinuanee until the fourth onlendar yoar, Prior to attaining a surrondar
value, a policy lapsed on digcontinuance,

{8}  Surrendors and death elaime were assumed to oceur, on tvorage,
half-way through & calonder year,

8 Tho valuation baole used for the culenlation of netusrial reserves
at each yoar-end wag tho statutory minimem basls in fovce in 1975, i This
busis was used without modifieation for tho with-profit model, whereas in tho
linked modol tho statutory basis was applied to iho guaranteed mintmum

1, This boals 13 laid down in tho Sccond Schedule of the Insuranco Act,
No. 27 of 1943,
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maturlty vatuo, treating this as n pure endowmeont poliey but, f the valuo of the
linked inveatmonts atanding to the policyholdors' eredit st any your-cnd wore
groator, this greater valae was used ng a reserve, In addition, a regerve of

half the Life cover proaiam was oet up st vheh yoar-ond for the Nife assurance cover,

(10)  Dovelopment oxpenses were fgmoced g0 88 not to complieate matters
unncoessarily, For the purposas of the modols thoy coutd be assumed to bo covered
by the office expenses,

(11} To start a new life avsurance eompany taday it would only be pogaible
to establish a proprietary one, The medeln only nvolved shareholders’ cupltai at
the analysts stage, and they would thus be ac auproprote to otndy the
and strain arsiog from new husiness writtes by o mutun oifice as for 4 now

proprictary office, In the former eaoy the dizicits ariging in the earlier years havo
to be coverad by the veserves of the mutunl company b.¢, the moarging bhetween the
value of 188 aosels and Hahilitien, but chareholdora® camstal van be enployed for
this puepose in » proprictary sompany.

(12)  Whole life aeaurances withepeotit  The three {uoues o bo considored
1n this mud the following Seotion ar promiva rides, qurrender values and death
Benelits, -
Premium vated -

Commigsion ratos a9 deceriin - trse oo loaded far, execpt that allowance was
made for a seven ror mifo pr evtewm beavas,  Taltial expencen of cightecn pes cent
and renewal exper w5 of thrsy v el
The 8A 1556-62 ul* matc fmes Lty ©

A the prgRuimn wese talion into recount,

e vt uned and o rate of Interest of 5,8 por

eont wns pssumett, A ccapould eeior snary bonua of 1,88 per ecnt per annun
was loaded into the prem am eoten, The actuel forauls uoed to caleulato the rate
wag : .

1 000 A‘ D

Prem: . Rato ®

W
ﬂ.fi?nh = 16 - 1,830 0,65 ¢ 0,055’“5])

“t
where I\x i anar o e facter equad ko 8L Glo preamimn requived o purchase

"
a whole life sum 5. Fofumty tor - cgon age X at inception: a_and
8, are respect . seovnauite §n cre for the disconnted value at
8,8 pov cent p o oo per mawn b Uie, the fivst payment being
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due tmmediatoly, nnd of the valuoe of one per aunwn payable annuslly in arrear

1
for nine years. Yoth these factors arc caleuinted for a person ago x. Ax
wns orloulated af o rate of interest of 3,5 por cont por annum, thus foadiug the

7 rate for the 'y bonus rate of 1,93 por cent par
annum, Tho final preminm rats per thownand vand of suta assured wes H22,09
per annem or, allowing for the usnal five per cont londing to one twelith of tho
anrnal rate, the monthly premium rato was R1, 43 pov mille,  Allowing for a one
rand poliey foe, 8 monthly premiwn of twenty flve raud would purehage an intiial
sum agsured of R12 435, This {9 a reasonably typieal promium rate for o Ylow
bonug rate' life company.

Surronder Values i

Poe 1 000 of awm wasured thonaun'(‘m!(sx valuo formula used wag :

[

1o00 @ - e om0

wheve the annuity and {neters are ar degeriled above and wore cal~
wulated on the BA 1956-02 uitimate mortalite tahies v 6, § pur cent for the
annuity factors and 4,6 per cont for the popuwranee factori % is the agoe next
birthday of the? wholduer «f of qoourance (Hhirty five @ all cages

in this moded) and ¢ 1g tho curtate duration of the poliey B fovee at the date of
der; RB i the howua eroditi d to the poliey at the date

of surrender. The hagic aurrender viduew and tho eash value of benaees thug

{ are in ik with petitive market value,
Death benefits +=  This 10 the value of the sum asgured and revorsionary bonuges
a8 at the date of death,
(18} Linked asguranee ubivess @ premiwm rateo =
This wag a complex enleulation and was derived as follows, A portion of each

7 was called the amouwnt which was to be fuvested in the

linked Investmient portfotio of tho Ufe compavy, To cover acquinition coats
many companies havo o lowor alloestion mmount in the fiepe yoear than in tho
second and oubsequent yeara, and this was altie ammned for the Unked preminm
used in this model. The guarantecd matarity value wao assumed to bo the
allocation amounts acoumulated at 4, § per eent por annum compound

interent and the puarenteed minhnwn donth bewnofit was taken to oqual the
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aceunulation of theaa sllocatior amounts, plug six per cent per annum compound
{nterest, Thig forumla is of the Linhed offered by
several compshies in South Afvien,

The same commission at expense tevels that woro used In the with~profit
model wore aliowed tor in the promium rates, which were calvutated on the
SA 195662 mortaddty ulthnate tebite at 4,5 por cont per panun interost, Tho
inltial allocation amount was taken 1o e 83, 13 per eont of the annual promium
fexeluding potiey foe) nnd the renowns adlocation avsount 74,10 per cont thereof,
eateulations were made per hundred of renewal nlloestion wnount and the life
cover {or thy guaranteed matucity value was costed 1o a 4,5 per cent doereasing
term ae=yrance, The difference between thie amount 4nd tho guaruntoed
ménlmum lfo eover war caleulated as lovel term asourance eover,

Oer twmdrad of reucwal sloration omount, the pross tolai annutl promius
arrived at was 105, 12 or, por 1 000 of initiut life cover, thin represented an
asaual premiwm rato of 24,44 or ¢ 2,14 per mille monthly rate, allowing for
the usual five per cent monthly loading to one twolith of the annual rate.
Altewing for tho monthly policy foe ol one vand, a twenty five vand monthly pro-
mium purchages a guaranteed nitiol life covor of R11 215, with a guaraniced
minimunt maturity vatue of R9 682, The resulting proméum, rate i similar
4o tnt of in lnked in the South Afrlesn merkot.

The linked policy was assumed to be typleal of that offored by proprictary
companies iv South Afriea in that not loan than ninety pov cent of the nct fncome
goe. inters ftor deduction of tex.us! capital appreciation comhinedy ig

pagsed on t. polieyholders, and u management fee of 8,8 per cont pet annum
e applied to the fuvl 3,6, yielde v 6,5 por conk amd 7,5 per cont not of tax
to the eompony would mean net returng of 5,35 por cont

[o.m .5 - 0,5) and 6,26 por cent [fo,03 2,5 - 0,8) respeetively
Jotrihated to the policynholder,

Surrender values :=

Theans were takeh to o 8, 878{V-K) where V was the value of units standing to
the patieyhalder s credit ab the date of nurrender and K was o factor that
varied necording to the age of the policyholder at tnevption and tho daration
of the pelley in foree  and allowed for unrecouped initial exponses plus a
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small profit margin,

Of the balanco 2,6 per cont was retained by the offfee an nn additional profit,
Restlting swrrondor values were similax to thosoe guoted on the South African
market for this typo of policy.

Doath benelitg :~
These were caleulated o being the velue of the un'ts slanding to the polieyholdor's
erudis, plus the bataneo of the nitial suo aciured 2t the date of death, the latter
hoing caleulated ag if the inftial gum asaured were 4o deerease to cover o alx
por cent mortgane bond whero the outatanding balance deorensod anmunlly, The
combined velue wis sabioet 4o the domth henf1e never heing loss than the
guarantaed minimun which was the initied swn asauced,

{4)  Shareholdera’ capital :
The models were coaatructod on the nestmption that ik the Hirsy nstanco the
company harl no sharcholders’ vapital, This enabled the profitability of the
businese to bo analpsed by ttaclf, The sharebolilera’ eapital reiuived, a8
well ag the effect this would have on profitabitity, ¢nld be derived from the
models. In the very carly years when, without ~harchelders! eapltal, the fund
was actually nogative owing to office expenses, commispion payments and
mortality eosts exceeding the premuuu fncone, the twodols agsuraed that the
rate of intevest payahlo on negative funds wau the same as the 6,5 per cent
ox 7,8 per cent not earned o assoets, Thin apsumplion was reasovable, since
one of the purrese- of the models was tw inventigate the level of charcholders’
oapital necespary ax, once this wius subsevibed, there would no longor he any
negative funds and the shareholders’ rapital wonld earn the rates of Interest
assumed in the model, 1t should be noted that, in terma of the Insurance Act,

are not 1 to horrow reaney aud hence may not
have loan capitul. t
{18} Swrvivorship table ¢
To proceced with the mathematiesl newdel, Table 6,1 was vonatrueted for 4 860
policics entorimg In a giver yoar pnd showed the number of poliefes in fovee

L. Insurwnce Aot, No, 27 of 1943, 8,20,
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at tho end of each of the first twenty five years, the numbey of death claims
each year, as woll sx the numbor of nolicies torminated by lapso or
gurrender. Table 6.1 was based on new policyholders age thirty five at
{nception aud thua applied to the linzed endowment and convontional with~
profit model, The figures in tho table include decimals to permit accuracy
within the basie asewnptions, The tablo wan caleulated on a computer
allowing for monthly deeremontnl rates of mortality sind discontinuance
which were the twelfth roots of the cquivalent annval rate,
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Table 8,1 Polley Survtvorship Table

Number of Poli- | Mean Numbor of
Year cles in Foreo at | Policies in Force Deaths Discontinu~
Yenr End Durlag the Yesr anges ,
Cot, 1 Col, " Col, 4

1 8847, 80 34,5067 249,2390

2 3485, 27 6, 2080 485,7710

3 §146, 50 6, 4821 232,4890

4 208, 3088, 35 65,9012 106, 6560

] 2, R R001, 64 7,622 60, 5156 !

L] 2607, 54 24343, 01 &, 1800 59,1417

¥ 2431, 03 2467, 00 #, 7077 57,7918

] 2765,20 500, 81 o, BH48 56,4502

8 2699,95 Q788,35 10, 1368 65,1158
10 265,21 2076,24 L, U521 53,7878
11 2570,90 2605,70 11,8801 GR,4775
12 2508, 84 2541, 56 12,7852 51,1739
18 $443,97 247%,74 13,5007 49,8783
14 2379, 81 2414, 17 14,8714 44, 5816
15 2316,88 2850, 80 15,9958 47,2802
16 2258, 87 2087, 57 17,1668 48,0030
17 2100,20 2024,45 18, 5684 44,7180
13 2127,26 2161, 89 19, 6037 48,4278
1 2064,23 2008, 47 20, RH20 42,1457
20 2001,17 206, 83 23,2014 40,8568
a1 1508, 00 178,84 28, 5305 39,6608
28 187,84 1009, 64 24,0201 88,2789
23 1841, 68 TR4G, BY 26, 340 36,9871
2 1744, 06 182,44 27,7641 35,6064
25 1684,48 L8, 0 29,1018 34,3993

By P =Dy - W,

‘Where Ft 15 {he number of policies in foree at end of year t:
Dt ta the numbor of deathy in vear b

wt 18 the numboer of digeontinusnees during yoear 1

Theso Mgures ave shown in columne 1, 3 and 4 respeetively,
Taking yoar five, for example, wo have :

1“5 a Ffl - DB - W5

= 3 082,04 - 7,6182 - 60,5188 - 2 964,81,
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On tho basig of the sesumptions stated eartlor in this chapter, the
profitabllity of one year's new business was followed through from the first
to the twenty-filth yoar 1.e, to the year before the policies matured, By using
tho poliey survivership table and applying each yesr the mean nwaber of
policies in foroe to expense and commieaion payr ents, the number of deaths
to death benefits, the runber of surrenders to surronder valuos, and henoce
caloukating tho moan tavestmont oarnings, n Ufe fund was constructed ag
equaliing the fund in tho provious year plus jncome less outgo. By comparing
these funds to the sctvarial reserves, the total defieit or surplus cach year
wae derlved und, by comparing thege totalg, the surpluy or defied enrned
in the year concerned was determined,

Algebraieally the ahove can be represented us follows :
Lot F o and Fl Be the 1tfe funds at the boglnning and ond of the year respeotively,
and Vu and Vl be the i at the and ond of the
yaar respeetively, The total aurplup at o year-end is thus Fl - V1 and

the surplus sarned during the year (1-“_ - Vl) - ° Vo)
6.5 Linked Assurance Model

6.5.1 Annlvgis of One Year's N
Using the mothods deseribed above, & hypothetical revenuo account and surplus

8inesns,

poaition was dorived for one year's new business, Table 8,2 bolow shows tho
profitability yoar by year of one year's lnked new boginess, followed through

for twenty flve yoara, This talle was baged on the company carning a net of

tox yleld of 6,6 per cent on I8 funds and Inearring exponao levels of seventy

five rand per policy in the fivat year and fiftcen rand per policy cach year there-
after, All prolits or lossee were assumed to remain 1o the life fund and were not
cleared to a profit and loss account,

All revenuo sccownts and Lability caleulations ave thoao of a hypothetical tife
asgurance company. This pertaing throughout this snalysie and to avoeld un-
ncgeary repotition the word iypothetieal® haa not heon used to qualify the
tables.
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Deficits emerge over two yoars since policies were asyumed writton
during each month of the year and thus the high initlal commission for one
yenr's now business was spread over two oalendar years,

Table 6, 3 compares the surplus ewrned ench year on the two levels of
intorest rates and the two oxpense lovels and it was derived from the equivalent
to the second iast column in Tuble 6.2, Tho total hypothetienl surplus
within the fund at the end of twenty five years wag also shown In cach onge,

This {iyure represented tho difforenco betweon total assots and Habtlities
at the end of the twonty-[ifth year,
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Table 6.3 Surpluses Earned Each Year on Difforent Interest and Expenso

Assumptions
Net Ruto of Intorest Earned
6, 5% 7,5% 8,8% 7,8%
Col, 1 Col. 2 Col, 8 Col, 4
Inittal Expenges
pex Polley in
Rand 5 75 90 50
Ronowal BApmecs|
per Poliey in
Rund 15 15 20 20
Surplus Eauned
in Year :
1 640 734 643 312 -89 252 ~598 084
k3 - 38 968 - 80 277 =111 140 ~113 101
3 142 768 146 806 120 938 124 Q72
4 124 778 136 746 102 446 118 221
5 110 915 131 158 a7 §72 106 308
G 320 170 158 309 104 059 131 948
7 148 166 * 186 888 182 407 158 840
8 167 618 216 477 140 525 186 727
b 187 784 439 48y 150 243 207 845
10 208 885 109 494 178 852 166 817
15 311 562 G5 879 272 288 309 462
20 443 86M [ R 3 920 477 841
25 678 744 876 406 609 430 783 350
Total Surplus
Earned Over 85
| Yours 6 820 250 8 136 410 G 8oL 0LO § 950 240
Your in which all
provious Deficits
are oliminatod * 8 7 9 8

®

‘This is the yoar in which all aceumulated defielts In provious yoars have been

oliminated by acoumulated surpluses in later years,
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A grophical {Hustration of Column 3 of Table 6. 4 s given in Figure 6,1
bolow :

BURPLUS

s
G

1o 16 20 YEAR

<

100
200
300
400
500
600

a4
o DEFICIT

Fig. 6.1 Deficita/Supp) {Figares in R'O00Y
With tho cxeeption of the poried yearo three te five, furpluses geacrally

Lorned Foeh ¥

tnerease each yrar, The drop i surpluses hotween years three and five 18
eauacd by the fact that whoen policies wre diseontinued in yone threo, ne
surronder values are pald and the company retaing all the premiums paid,
After a poliey has beenin foree for three years a surreader value 18 pald on

Hereo n in the fourth yoar ia less profitable
to the company than ons in tho third year, It can aloo be noted with clarity
from Figure 8,1 that only in years one and two do real defieits have to be faoed,
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A graphical {llustration of Column 3 of Table 4, & is given in Figure 6,1
bolow :

SURPLUS

300 /

200 -

100 /\/~/

¥ ODEVICIT

Fig, 6.4 Deli
With the execption of the perled yearu three to tive, surptuges generally

sen 1

nraed Pach Xear {Figres in R1000)

inovense cach year. The drop in surplures hetween vears three and five is
eaused by the {aet that when policies aze diseontineed in year threo, no

surrendor values ave pald and the company retainn all the p i padd,
Aftor o poliey bas heenittforee for threo years o purreader value 18 padd on

Tioneoe & in the fourth year ie loss prefitable
o the company {han one In the third pear, 1t can also be poted with elarity
from Fgure 6.1 that only In years one and two do real deficits have to be faced,
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An explanation 1s also required for the decresse iv surplus which ccours
in the tenth year on a 7,5 per cent interest ylold as ghown fn Column 4 of
Table 6.5 The roason or this peeullarity i that in this yoar the value of
unite standing to tho policyholder's credit io greater than the statutory mintmum
vatuation basis and this greater velue was used as tho setuarial Uability, The
reversa pertaing in all previous yeaxs  execpt the firet. On the 6, 6 par cent
per annum interest yield bagis the value of the units atanding to the polieyholder's
eredit exaceds the stafulory minimum reserve basls ooly ln the fourteenth
yeur and decrensos the emergine surplus in that yeor when compared to the
thirteenth year,
The following facts emerge from Table 6,3 ¢
@) The higher the expenges of the company  tho lower are the profite
made. The ‘higgher expenze level! 1u defineu a8 ninety rand per prliey tnitial
cxpenses and renewal cspenses of twenty rand per poliey per annum, Similarly,
tho "lower cxpense lovel’ ia defined a¢ ueventy five rand por policy initial
expensos and reaewal expenses of fifteen rand per poliey per annum,  On hoth
hases of net interest enrnings it takes one year longer to elimivate past
defictts on the higher expense level. At that level, total profitability over the
twenty five years ig 1,7 per cent lese on 1 6,5 per cont net intorest yiokd and
L, 6 per cont feus on a 7,5 per cent net intevest yield i, 0. on both interest
rato lovela. the deercase in profitabilliy io aimilar if cxpenae levels Increase.
(i) The higher the rate of interegt the compuny carus  the greator Is ifs
profitatulite, Om the lower expense level the total profitability of the compiny over
the twenty five pears fnereases by 19,8 per cent i 1o ot vield v ineres-od from
6,5 por vent o 7,5 por cent. At the highor esponne lovel, its profitabilit, i
ineregsed by 19,4 per cont Ly the cmae sne per eont inerease in net ylold f.o.
on both expence levela the incremse te profitobility in similar for an ineronse
of one por cent in Its net vietd,
(i) Dofierts reantt from the new bualueas for the flat two years nt
thereniter surpluses arise and on this Unked busineos defielts aro oltminated
in o portod that varics from eitht 1o ten years, depending on the oxpense lovel
at which the compuany operoates and the investment yield it carna,
6.5.8  Projection of Mifterent Tevela of New Ruatoens: written Bach Yo
fho modely of the provious Seetion eonsidored the profitahility of ono year's now
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business over a twenty five year time horizou, This assumption clearly
conilicts with roality hecause a 1ife assurance company would not write new
business for only one year and then cense operations, Thovefore six differont
lovels of now businens written cach year will tow bo analysed,

In ordor to intraduce this section, tho Information given in Table 0, 3 above R
should bo briefly reeatled, In particular it wag obgorved that one yoar's '
business produced defieite for the firat two years hut thereafter surpluses
emerge, It wag also observed thot the business we profitabilo in total,

One annr therefore dednee from Thible 6,3 that »

(1) the more busineus the compuny weites, tho more protita it witl
ultimately make, sinee in the long run, the husiness 15 profitablo,

(I owlsg to the new husiness straia fncurred when writhg business,
the more business thal 1 wrilten, the loager it will talu for profits &y emerge,

{1}  The sharcholders’ eapital required to flnanee now business inereases
48 the amount of new husiness writton mereases and thavefora, oven though
over the long-term sotal protits may be greater for a hipher lovel of new
business sales, the profits carned per shara may be leso at a higher loval of
new business,

(tv) X the company ceaced to write acw buriness, the now husiness
strain coases immediately and 1n the short-run profits would incrense,

At this Junoture six new modets, defined as Moduls & to ¥, will be
introdused to test the above wuppositions S the cage, not so far considered,
whero new buginess Is written cach year, Tho parameters of the alx modoly
which wore analyscd over a twouty five yenr pevdud were a8 follows &

Model Ar The company writes 4 200 policias vach year, each with a
monthly premium of twenty five rand,

Medel 1} Tho company commeures writing now business ay in A in the
ilrat yoar and inereasay this by ten per cont por annum for fitteen yoars, There-
after busineds remains &t the tovel writton in the fitteenth year.

Matlol C: The company commences writing now suginess 28 in A In the
firat yoar and Inereases this at bwonty five per eent per anmun for five years,
ten por cont por annum for the nest nine years and thereafter business remaing
at tho level written in the fiftoenth rear,
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Model D: The company commences writing new busioess as in A in the
first year and inorenses this by ten > ~ cent per annum each yoai.

Model F: This is ag por mou. . . for the flest [ifteen years, but there-
after the company 18 asoumed to cease writing new businose and have no further
new husiness expensed,

Modal ¥+ This 8 aa per Madol C for the fivet {ftaen years bub there~
after we compony i8 assumed to ecase writing now buslness and have no further
tew business expousus,

Table 6.4 lHustrates the profitability emersing from theso six madela on
the asis of a 6,5 per cont por anmin fnrercst rate and the lowor cxpense
luvel, 1a choosing yeara ton, sixteen, twonty and twenty fivo to dopict the
emerging surplus, year sixtesn was taken instead of year fifteen to {llustrate
how substantially surpluges nerease if @ company ceasnd £o write now
business in that yoar,
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The maximum doficit arising is defined as the muximum deficlt that would
ders' capital was Lo, It wonld ho the greatest
amount by which the actuorial liabilities in respeet of the business wrliten ex-

arige if no

ceeded the valuo of the assets bulll up from tho business on its own  without
oapital,

An Niustration of how tho deflelt arises 1o given for the case of Model B In
Figure 6,2, below :

SURPLUS

=

@
"
o
-
=
2
>
%
&

YEAR

8 DEFICIT

Fig. 6.5 Total Surplup for Model B (Figures In R'milliong)

1t can bo noted how the defielt inerenses as now busiraus stoain sceumulates over
the yoars, The maximum total dolicit is reached ot the stage whon surpluses
omerging ui rencwnl businoss oqual the strein arising on now business, In
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later yenrs the surplus omorging on renewal business is consequently greater
than the new business strain, rosulting in a not surplug, This 18 the resson
for g surplus first emerging the year after that in which the maximum deficlt
is rogached,
In Table 6.4, the minimum sharcholders' oapital that is required to enable
1 company to write a given level of new business lv generally that capital which,
‘when aceumulated with interest at 6,5 por cont per annum net exactly equale
the maximum deficit tn the year 1n which the latter is reached. This figure was,

however, i fnoany p year tho with interest was
not suffioient to meot the total deffeit at that stage. For example, toking the
maximun detlelt in modol A, the minimum sharoholders’® capital required
winld be RS 066 820 / (1, 065 )7 « RL 972 000. Inizct, if the sixth year
deficit of 2 992 900 1s discounted ut G, § por cent por annum, the required
stareholders' capital would be R2 052 600 ana this highor figure has thus been
takon, If the minimun level of sharcholders' capltal were injeeted, the total
fnsuranee fuails aad shiareloldors® capital would nevor bo logs than the total
aetuarial resveves. The sharchelders® capital could, in fact, be injected lnto
the compuny ereh year an it waa needed  but for practical purposes it was
agsumed to be subscribed at inception. The models are mudified gt o later
stage to allow for the tnjectism of sharcholders' capital. In practice the above
level of shareholders’ capital would he faadequat, as it would not provide
marging and rescrves te aet az o huffer in difficult times, such ag duvring
yeurs when expange ‘ovels or moriality lovels expenienced were groater than
anttelp +d or when intorest yiekds fell holow the minimum required to build
up sctuarial rescrves, Buffers are mostly neoded in yonrs when capital values
of aerote fall substantially and, hecauso of the rtatutory minhnum valuation
basiz, the Uahitities do not generally deercase by u similar amount or may
even not decrosde at all, A company must thus bulld up substantially greater
capital reserves than the minimun lovel above, Beyoud the year tn which
maximwn straln levels are reached, the necesgury additional rescrves could
bo built up from emouging surpluges i. o, by tho company retrining n portion of
the surplas eurned to strengthen itu reserves,
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Figure &, 3 below illustrates the profitabliity of the varions models slven in
Table 6.4 over a twenty five year time horizon,

DEL ¢*
SURPLUS / MODEL
/ # MODEL ¥
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'
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&
I e
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;‘ /
i

+ MODELE

PO At/ MODELD
/

MODEL A

DEFICIT
Fig. 6.8 Annual Surpluses of Difforont Models (Source Pable 6.3)
(Figures In R'inilllons)

YEAR
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Figure 6, 3 {llustrates clearly how, at lower new business lovels, surplus
emorges sooner, but in the later years the emerging surplus is lower, Thers
exists thorsfore a trade~off botween the timing and the value of surpluses.
The Figure also illustrates that, in the sixteenth yesr, when new business

cenacy under models E and 7, the surplus g

greater than the comparative models B and C respectively, but in the later
yoara tho surplus emerglng 1 less than that gonorated by models B und C
rospectively. It shows the rapid incresse in the emorgence of profits in later
yeara, For example, in model B, the total surplua earned in the twenty~
fifth year 1s more than double the surplus oarned in the twentleth year and in
tho fourth year there ig a deficioncy compared to a surplus of approximately
R13, 3-million ln the twenty-fifth year,

ly the effect on surpius of the two differeni exprnge levels

In oxder to
and tha two different interest assumptions, model C from Table 6.4 was
analysed on the four hases described in Table 6. 5. Similar tronds would
emerge if any of the other five models were analysed on all four bases,
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Table 8.6 illustrates how the conclusions derived from Table 8, 3 for one
yoar's new busihess are also true when comparing now business written
onch year,

() The lower the expenses of tho company the greater s its
profitability. This can be olearly observed by comuaring columus one and
three or comparing columns two and four, If uxpenscs are at the higher
level compared to the lowor, total surplug emerging over twenty five yoars
deoreasa by 92, 6 per cont and 80, 0 por cont at net intorsst rates of 6,6 por
cont and 7, 5 por cent por annwm respectively,

(1) Tho groater the yield the company carns on {ts funds the higher
1a it profitabi.ity, If the interest yleld earned Increases by one par cent
per anaum, the total surplus earned over twenty five years troreases by
18, 8 per cont and 24, 0 per cent at the lewer sad highor exponee levels
respectively.

6.5.3 Conclusions; BRasie Linked Models

From Tables 6.4 aud G, 8 the following conclnsiong con be derived,

(3] The more linked now husiness o corapany wishes to write the
mora capital it noeds to do this and this is o direct result of the strain
eaused by wriding now business, The minimum capltal required to write
the lovel of now business inborent in medol C is 168 pexr cont groaor than the
amount of capital required to write the level of now Lusiness in model A,

1133 In the inndels given in Table 6.4 it can be seen that surplus
starts emerglng from years oight to twelve, according to ihe lavel of new
buriness which the company decides o write and all provious defleits havo

« ~oliminated betwoen year thirteen and soventeen,
m Table 6,5 it can be noted that the year in which surplus first emerges

{8 grently affected by the exponse level at which the company oporntes and the
net yield which it carns, For examplo, ona 7,5 per cont per annur net ylold
and the lower expense level, surplus first emorges In year eleven and alt
pravious deficits have been eliminated by yoar sixtoen, whevess on ¢ 6, § per
cent per aanum net ylold and the higher expense level, surplus first emerges
only in year fourtcen, and It takes tll year ninotcon beforoe all provious

deflotts have Leen climinatod,
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(i) If wo asewme that shareholders reguired a grose yiold of ten
per cent por anmum on thelr capltul befove they would invest in o partfoular
venturo, all the models in Tables 6.4 and 6,5 would be extromely profitable,

The modole ignore sharsholders! capital und, 15 the minimum capital as
enleulated {n Table 6.4 wore tnjocted, it would nlso surm 8,5 por cent o
7,5 por cont per anxum not of tax Recording to tho modol used,

‘The flgures given in Tablo 6,4 need therefore to he modified to allow for
the taterest earned on the shoreholders' capital subseribed, This ie done
in Table 6.6,
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1t 19 obvious that the modols A to I in Table 6.4 are all very profitable to
shareholders. Even if the 6,5 pexr eent not yleld assumption and the higher
expense lovel wore examined for Model A (. o. the least profitable to the
company), the totnl surpluses at the end of twenty five years deorease to
R37 mitlion and tho Shave 1 capital y i 12, 5 million.
1f this lattec figare 18 rcoumutated with intorest nt ten per cont por annum
compound, then at the end of twenty five years It amounts to R27 milton,
showing that the suvestment 18 still a vory profiteble one indsed when this

figuro i compared to R47 million, boing the total nceumulated surpluges ,
plug accumulated net interest parnings of 5,5 per cent por annum vn shareholders’
capital,
V) From a study of modela A {9 C it can bo noted that tho more
buginess the company writes, the greater is the ultimate total profit it makes., |
Over a twenty {ive yoar period however the total profit earned on models E aud F 18
greater than on models B and C respectivoly £, e, by censing to write now
business aftor the fifteenth year the company inoreases its total profits over
[ twenty five yoar poried,
6.5.4 The Consequpnees of Censing to Write Now Buslpess
Constder Models € und F which are identical for the fivst fifteen years but
which diverge from the sixteenth year hacause Modul ¢ assumes new buslness
to be written at the leve” of the fiftcenth year, wheraos model F nsownes that

no business is written,

1f, for these models, sharcholders were voucer hed with a timo horizon
of only twenty five yours, the company should decide to censo writing
buslness aftor the fifteenth year. It should be reealled in this vegard that
the moro business the company writea, the groater will be its ultimate
profitability but new husinean strain will defor this profitability.

1% i3 thus Instructive to ctudy, from Table 8.4, tho surpluses emerging
in models C and F from year fificon onwards.

Tho relevant datn are collected in Table 6.7,
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Table 6.7 & of Earned in Models C and I, Yenrs

Fifteen to Twouty Five
Value of Surplus (R'00u)

Yoar Medel C . Modal ¥ Difference
Col, 1 ’ A Col, 3 Col, 3 (-} Col. 2
2 410 2 410 -

16 3 816 B 426 4 GLL *
. 17 5 472 10728 6 261
? 8 7 230 11 483 4 223
19 9 109 12 434 3 826
20 1% 345 13 672 2 227
21 13 )59 14 987 1 689
22 15 768 16 295 b3z
28 18 373 17 689 - 61
24 21 204 19 170 -2 025
25 24 87¢ 20 148 -3 528

*  This figure measures tho releaso of the atenin that would have boen
ereated from wrlting the same lovel of business s in the fiftocnth yoar,
This amount can he derived firom the swrplus figures v Teble 6,2 aud allows
for the inercase in lovels of rew business over the years, 'The valus {g
®10 7 (1,26° 1,10" - Rt oo 650,
This showa the level of new husiness atratn that can bo presout in o given yonr
i.e, & surplud of 83,82 mblen ariaen o tho sisteenth yoar, pfias allowing

for new husiness shiain of R, 61 pubiien,
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‘Table 6.7 clearly illustrates that oven though over the twenty five year
peried model ¥ 18 more profitable than model C, the surplus emerging each
year in model € 18 greater than model ¥. Table 6.7 llustrutes the vensiderable
increase fn surplus in the year in which new business cessey. In tho
sixteenth year the surplus produced in model ¥ is R) 610 641 groator than
In model € and tho differen-+ 19 oven greater in year seventeon, In fact,
morel F produees 121 per cont more profit in yoar sixtoen than medel C, In
v ar twenty three, howavor, the deferred profits inhorent in the greater volume
of busi s = model ¢ overte.ie thoe surples emerging in model £ ond theresfter
modal € praduces more surpius than model ¥, Fron. ...dping the wrond of
years twonty threw to twenty five, it can be noted that tho sheciute difforence
in the surplus.es emorging between inodels € and ¥ inesvascs witdl eventually
the total surpluges emerging under medel ¢ will ho greatur that ihesse
emerging fron, modol ¥,

The ahove argument ¢an also be proved by the 'reductio ad sbsardum’
approach, For exaraple, I 1t did not pay the office to write new business, it
could ceors 16 do 80 after tho firat year, m which etse the surplus emerging
in year twenty five woukl ho RG79 thousand compared to R24, 276 nullion undor
model C, Of courge, if business were written for one yoor only, the
shareholders' capital that would be needed would be anly R602 t‘uuuﬁmxil und,
aitowing for thiy, model? 7* and € are retativoly more profitable.  Furthermore,
if only one year's business were wriiton, profita would ecase In year tweaty
six but under model ¢ the surpluses ecatinu to incroese hoyond yeur iventy
five.

Thua, where the business in profitable in itself, the more bustness the
company writes, tho grenier wilt be it uitimate profitability, ¥rom a share~
holder's viewpoint, th conclugion i8 thus that 1t cosnet e o finanetal wropoenition
for the company to ccage writing now husineas, In year twonty five tha

carnings por shave ave 14,49 wider model C but only 13, 78 under model F

f.e. greator th the former case,

1. Thia s the firat year deficit discounted for ono yonr at 6,5 per cont.
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New nsiness oreates new business strain and hence defers profite, The
rate at which a conpany wis:es to increase its new business production
therefore depends on the availability of capital and the extent to which
sharcholders are prepaved to dofor profits. A proprietary company oannot
simply wish to maximize sales irrespective of the strain that artses since, k
if the rato of increase of nuw business is too steep, then In the extreme case
the company will never show profits and the strain will cause 1n: :lyeney,
The company must aim for scme optimal solution,

For a proprietary company the concluaions to be derived are therefors
clearly as follows

® The lavel of new Husiness it deciden to write must be dotermined i
by the amount of the sharcholders' capital and vesorves i hos available, It ’
we orved that model € required oighty gix pur cont more oapital than
nu md, evon though the total surpluses oarned under model € ware
greater than under model 13, the eguivalent earnings per share were loss
under model ¢ than undor model B throughout the twenty five yoars, The
difforonce narrowed by the end of the twenty five yeor period, when sarnings
por shave under model ¢ were ninety four por cent of thoso wnrter model B,
compnred to ninsty one per eont and soventy eight per cont at the end of
yoars twenty and sixteen respectively,

Thus It cannot be agswmed that, if unlimiteil sharcholders! capital and
reserves were available to a company, it would aim for meximum possible
new Lusinuss lovols, The lovel of new business premiums nimed ot would depead
on the time horizons of the sharcholders. If It almed to ohtain reagonable l

dividends by the end of fifteen years, for example, it would atm for model B
rather than model €, If the company conaldered that tho firat twenty five
yoars were tho most important, 16 would alse nrefer model B fo medel ©,

It can be ohsorved that model A is more profitable in the shoxt-term to
ghareholders than models B, i1 or D but aver the long-torm 1t is much less
profitable, For example, model B raquives forty four por cont more oapital
than model A, but over the twonty {ive year peried surpluses {ifty elght per
cent groater are earned under modol B, Soveral cumpunies in South Alriea
seem o alm nt raximum new business figures, irrespective of immediste
profitability and, if theix share capltal and/or reserves were lavgo enough,
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thuy would aim at a model i* type of lavel, rather than model B. In prnctice
a compeny could only Inereass its now business levels to the extent that i had
the buman regnurccs to achiove the dosired level,

{1} A company with shavhe.ders should always ain o tnerease
its profits over the long~term and should therafore pever consider - course
of action such as model B or ¥ 1. e, to congider consing to write now business
0 boost fmmedinte profitability hut to decrenso long-torm profitability,
Table 6,7, and the analysis thereon, conchusively proved that n the long run
r company with shareholders would earn more in toral and movo per share
if 1t continued to write new burineds rather fian to conse at some stogy to
Inerease immediote profitubility.

The earnings per shave ave greater under mode! A thar under moedel B up
to year elghtecn and in yeor nincteen e egulvalent earningy pox share would
be R1,71 under model A compared to R, 85 under model B (plus any intorest
aarned on sharchelders® capital in both moedels),

Model A suffers from the deficicncy that, due to inflation alone, 8 company
would probably have some ineresse In new business premimns in most yoars,

¥ with in a company wonld need to lacrease
1ts new business to keep it expensu lovels por poliey within reasonable
limits, Companios would also have to consider factors such as inotivation and
staff morale. The staff of a company whick yeur after year merely maintatned
its new buginess premium income may hecome denmtivated, feeling that thotx

pany was in faet retrog i eolative o others, In goneral terms the
company would have ta chonse whether it atied to grow or not,

Table ¢.4 illusteates the offeet of new business steadn on the emergenco of
surpiug ln 2 compray 1,0, a considerablo increase in the vate a company writes
new business will cause substantial stratn and, whilst it will lead to groater
profitability in the long run, it caugen a deerense In fmmediate profitability
ond dolays the emorgoneo of surplus,

1t is intercating to note what the profitability would have heen on Model €
in your sixtecn II, inotead of veasing to write now huginesa, thoe company
deeidod In that yorir to write double the level of busincss of the previous yoar.
In year sixtecn, instend of & sucplus cmerging, there would in factbea
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of R798 i in the h yeur had been at the
same lovel of tha previous year, the surpius in the sixteenth year would have
heon R3, 8 million und, if business ceased fu that year, the surplus would have
been 18,4 milllon, it cen be noted that these differences nre Gubstantiol and

" m

han to

itlustrate how &n office paying d to
eonglder ite strategy concerning the flow of new business, The above
explains the attitude of a coriain lifo offico, operating in South Afrien, thet
stated that they did not alm to maxhinize profits, but rather nimod {o ensure
a growth of to their profit and loss account,

1t ean bo noted from the above that the correlotion butwecn curpluses
eavned in & given year to volume of sales is negative Lo, in 2 gives year
the more business & company solls, the logs aurplus i genovated in that year.
Pigure 6,4 Hlustrates the surplus snd new busiress sales cerves for the
{ifteonth year for tho oxamples given above, whilst Figure 6,5 gives the
surplus curve for model ¢ in tho fifth year,

It ean bo noted from both Figures 6,4 and 6,5 that the surplus ewrve is
the oppesite of the normal 'profit curve’ of a moanufacturing concern, Due to
the new business strain involved 1n writing additional business, the preater
the volums of new buginess production in 2 glven year, the smallex is the
gurplua that I geaorated with the extreme coso that tho groatest surplus
emerges whon no new business 18 written ot all.  The surplus cerve in the

given tloereases ap linearly.,

The exact poajtion of tho profit curve in relation to thy curplus and sales
axis dopends on the year for which tho geaph in charted. It ean be noted
from Figure 6.5 that, if the surpluy curve were ealeulated in the early years
of a }fe company’s existence {in thic cage the fifth yeary, the slope would be
gimilar to that glven In Pigure 6,4 Lut, at all sates lovels, profits are negative,
in virtuatly all enses In Figure 6.5 defictoicws pmorge and this figure
lustrates how largo the deficiencies can be i bigh new businesa figures are
‘writton soon after an office commences busineds,

1, This was in roeply to the questionnaire sent out by the writor and analysed
in Chapter 3 helow,
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4.5.6  Mutoal and Propristiey Companies Compayed,
The conclusions to be dorived from the models for u mutunl life assurer are
next considored, It might be argued that .4 Hnled policies a mutual office
would lly distribute to pol i ait tho Iroome net of tax and

manageraont fees and not only ninety pax eow, to deftand In this model, Thio
would not affect ary acgwnents bat cinaply Wlter the incidence of emergenoo of
swplus, I all the net income wore dustrilinded to policyholders, surplus

would take longer to craerte and, on the inferent yicld and capenso

agswmptions, tatal profitability to the offive would be smnller  hue the privetples
analyoed below  would be tho cume,

On the assuniption that o mutua! effice en urely to heaefit #ts cvisting
polieyholdess and, in partiveioe, ita with-profit polieyhellora, the profits
cmerging belong to these pohicyhobioro wad the vifice muost stiempt to
maxsnize thoe benefits payalie to these witheprofit polleyhilders,  In practice
any prudent oftie keeps veaerves tor e tingenciva awd tu help Hinaree feturo
exponston ond they ave perndteed to do so b Law. Al the nroflta of o ravtucl
company belong te it with-profit pulivyholdors but the managoment of the
ribale and how mueh to retain as regerves,

company ean duride how bt e Qi
An analysts wag made to detersaine whether it 10 to the henefit of existing
with=profit polieyholders for o nteal company o contingo to welte aew buginess.
Toth mutual and proprictary sompanien wanld nosmally dlateibute to Hnlked
potlepholders part of the profits ariste? trom ciienses, movtality, lapsen wd
gurrenders and thus, whilot i Tublea 6.4 and 8.6 & wos assumed that profits
belong to tho company and could be distributed i full te otarcholders, the
contraeti of Mmoot companies waually enslile polieyholders to participate in
these mincellaneoun oourees of tuephng,
It was ebaorved how new basinesn steain defore profita so en expanding
office  but tn the long van it waulilh ho prefitable to Shareholders for the

company to expand e This hyy wan tested to
whathet it was alco teuo for the extating with-profit policgholders of 1 mutual
company.

'Fablo 6.8 liots the numbeor of policien in force at the ond of varions yeavs
for models A to ¥ and shows the profitn per pullvy in these yoars where the
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tetal profite in the relevant years were dorvived from Tablo 6.4,

No company would merely sake tho total profits and distribute these
equally betwoeen all the policies ou ite Looks. They would genorally distribute
then in relation to policy rescives or aceording to the duration that the
policies had beon in fvee. Tablo G.# 10 neveriholoss inotruetivo,

Toblo 6,8 Profi o Modela A b F_(Bimes in Rewd)

a Vi, Boller

Number of Poleicr ot End of Yonr

Year | Model A Model B} Modol ¢ [ Model D [Model 5 | Model ¥

10 40 208 49 46y 81 9738 40 G659 [4u 968 8728
16 677 103 606 1181 2% J10G 55 [ 90 4w 163 G564
80 63 060 43 g8y fust e D 774 THL s 146 709
25 62 116 THG 766 |85 w AT LY |71 050 188 631

Profite Per Policy in Yeor

Vear | Medeld | ModelD | Model ¢ | MudelD | Model i | Model F
10 16,48 LU A 1 =0 = 0,80 1~ 7,48
16 83,97 24,61 18,55 21,00 85,47 b, 52
20 4,46 45,02 a@u 81,95 87,62 93,18
23 109,50 4,61 0,10 42,57 1o, & 161,80

It ean b ohgosved from Teble 6,8 that, in relation to the individual
poliey, model ¥ io the mont profitablo moddd of all. This means that of tho
modele ennsidered, the mont profitable level o} busincns por poliey 18 ono
where the company ceasen to write new hnniness affor the Difteenth year,

A graphical Mustration of the emerping profit per poliey from the {enth
your onwards in given in Fagure 6,6 for models B, D and 1B which ave
axactly compavable {n that they are identieal for the firot fifteon yoars mul,
0 modet B, busineso i leeel siter Iifteon yoars, whilat In wodo! 33 1t
continues to inerende ot ten por cent per antum after fifteon years and

in model & it codsey after the fifleenth year,
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noted, On the eriberion of protit por policy, the leas busineso that is

written, the greater ke the profitability por policy, On this buois modet B ia
the most profitatdc per poliey, followed hy modet B and lnotly model D,

Models B and k were analysed in detall, ad theao boing identieal for
the first fifteen years, the same wumber of paticies sre In foree ot each
year ond and the same profits per polley arc earned each yoar during this
porlod, Aftor year tifteen, model ¥ becomes more prefitable to tho
pollevholder: of they in foot recelve the profits) than model B, This happens
for two reasons, Firatle, the faet that in medel 1 the company «cnses to
write new busiaess in year sisteon teads to an immedinte norenso tn
surplus ag thure {9 uo new husluens steoi in that year and, ovor the twenty
five yoars model B generates move sueplus in total sthan madel B although,
a8 was noted from Table 6,7, modol B wbimately g orates more profits




e

over the loug-term. Secondly, under model B, bucause the company ceases
to write new business, the total namber of policies in foree i8 much less
than under model B and consequently the groator surplus gonorated cach
year 1n model ¥ 18 divided among o smatler total numbor of poliotes, honeo
In & greater profitubility per polley, The variations ean bo ohserved

{rom Table 6,9 volow,
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1t can ho observed thit oven whon the surplus onrned In & glven your ln
modol B fs groater than in mode! B, this is moro than compengnted by the
rapid inorease in the differences fn the numbor of policies in foreo,

The above annlysis simply studles the total surplus per policy, Wowover,
tho surplua carnod epch year from yeara aixteen to twenty two fnelucive 18
groater in modol T han an medel B oand thic 1o divided by a much smablor
number of peileies with ematler total actuarial reserves, For example, at
the end of year twoniy two, model B kau 77 116 pelicies In foreo, comparad
to 181 06t policies in model B fe. model B hoo on'y forty oight per cent of
the numbers of poticles tu foree 28 medel B, Therefuee for these six years

there cen be shat linked paliegholdors are better off wder madel B
than under model B and any poliey heroming i claim by death or aurrendor
would reecive greater benefity in thoup years under model ¥ than under
mogel B, provided taese surpluses were in fact distributed to policyholdess
and paid to thom on doath andior surrender.

A prudent company bullds up resorveg over the yeors for contingeneles,

and purposes and there are almost

Invariably marging in an watablished office hotwenn the value of their acgets
at balance sheet value and their true marked value a0 well as maxging ia the
eouservative gtatutory valuation of thelr labilities, compured to a baro
minimum valwotion for selveney slose, I an offfee wore to cvare writing new
business, it could graduasily relenae e reserves in both the value ¢f wsots
and the value of Hahilitiea and distriinte theae te polieyholders, Furthermove,
by eanaing to write hew businens, it would ectse to have new buniness strain
ard could thevefure, by hving a ‘cloned fund’, maximice the welfare of ite
exlating with-profit policghelders who, in addition to the profit earned on their
polioter, would reccive the bhenofit of aeeumulnted venveves and releases of
stramn,  In practice mutual companies do rot do thia and this will be
aralyged further helow,

At the end of twenty five yoars, the actuavial reserven held wudor modot
B are R468 million, whereus wider model ¥ they ave only R85 miltion and
thug, i the surplus emergtng in the twonty-{ifth year is considered and

d por rand of held, these surplusos amount




175

to 2,96 conts for model B and 3, 69 cents for model E {,0, 21,2 par cenl
groater in the latter case, Therafors, oven though the total surplus
omerglog in yesr twenty five Is grenter in model B than {1 model E, tho
actuacinl Habilities are go much loss in model E that the amallor surplug
in yoar twenty [ive reprosents a groater amount per rand of actuartal
reserves than in model B,

Thus, for the full twenty five yoars considored, it wruld bonefit oxisting
linked policyholders for the company to coase wrlting now business if it were
a mutual company and thoy shared in the profits. Polieyholders whose
polictes become death or surrender cleams in the twenty Live vears would
reectve greater beneflts wndor model B and o would those poticyholders
whor* potieles matare in tho subsequont yeara,

Aftor the twenty-{ifth year the surplus emevging each your would continue
o inerease and ho yyroater in mode! B than in model B, but the difference In
total nctuarial regerves would continuo towiden until, Ly the end of yenr
forty ong there would be ne further netuarial reoorves In mode! B, 0o all the
polietes written in the sixtcenth yoar would have matured. If these figures
ore further velnf hy the of existing and surplus

within 2 company {0 the ders us the fund duall

doereases, thore fe no doubt that to a mutual company the intercata of its

exlsting polleyhioldera are bout 2atiafed # the comproy enanes to writo new

business, This argument io developed further 1n Seetfen 6,6, 4,

6.6 With=Profit Ansuras
6,6,1 Annlysig of One Year's New Busineas

Simitar methoda to those employed for the linkew aseurance model wore waed

to dovelop a hypothetical revenue accvunt and surplus position for the with-

profit or conventional model wver a twenty five year period for ono year's
1

now bt 'ness, and the resutta avo shown in Table 6.10,7 Tablo 6,10 18

1. Tho ronder should netetirat it would be of Uttt bonefit to produco graphleal
tlustrations for with-profit bushicss ne was doro for lluked business, as
the emerging tronds wore similar, although the total profitability was
substantially difforcnt,
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compazuble to Tuble 6.2 for the lnked model buf is baged on the company
osrning & net of tux yiold of 7,9 per cent por annum on iis fundy and on the lower
oxpense lovel, In the table all profits and looses were assumed to romain n tho
Ufe fund, 1.0, they are not transferred to a profit and loss account,

Daftelta once sgain emerge ovor two years siuce yollcies were aaswuned
writton during oach month of the year and thu.. ihe lgh inltiol commicslons for
one year’s now huglneds wers th fact sproatd over two eatondar yoars,

Table 6,11 compares the surples earned cach year on the two Intorest rabes
and tha two expenso lovels, 'The table was derived froe the equivalent to the
second last colutan in Table 6,30, The total hypotheticn! aurplus within tho fund
at the end of twenty five yoars wag alao ghown in ench case. This figwre was
tho difference betweon total asscts and total Habitiites at the end of the twenty «
fifth year,

Tt onn be observed in all four cxamples tht the eurplug ghown §5 smaller
in yeur four than in year three and cvan less in your five, Theseaftey the
surplus produced each year increages, Infact, in tho convontional with-prafig
modol, thid phovromenon ta more pronowiced than in  the Unked modet, due
to the lower overall profitability of the formevr, Thia feature in the omergng
surplus 18 onee again cauaed by the fact that ro surrender valaes aro pald
by the comuany until a pelicy hoa been in foveo for three yoars, Thus,
tho medyl . surrendor values in vespeet of the first year's buniness ave first
pald In the fourth and fifth ealendar years, In the fourth year, for esomplo,

R21 802 {s hvpothetically pajd out I surrerdor values,
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Table 6,11 Surpluses Earned Each Year on Difforent Interest and
Expense Agsumptions

Net Rete of Interest Earned
Per Annum
6,5% 7, 6% 6,5% 7.5%
Col, 1 Col, 2 Col. 8 Col, 4
Initial Expenses por
Poliey in Rapd 5 5, o0 90
Renewal Exponses per
Polivy in Rand is 15 20 20
Surplus Barned in
Yeur ¢
1 ~481 487 ~433 343 486 014 -488 116
2 -344 098 -346 033 ~366 270 ~368 757
3 86 252 90 358 64 432 67 624
4 46 428 67 688 23 099 M 059
|3 10 068 30 683 - 18 375 8 832
8 16 156 45 852 - &34 IE e
1 23 600 63 143 - 2158 G oLBk
8 3L 491 81 694 4 400 51 946
9 36 388 106 113 9 874 68 474
10 46 792 120 969 16 760 87 282
15 162 96 807 598 113 686 A1 172
20 291 66O 4901 990 169 ~13 Ly 246
28 507 041 740 159 287 Y 648 115
Total Surplus Earned
Qver 25 Yoars 2 467 503 | G 278 000 1 duu 270 5 091 840
Year in which all
Provious Deficits ave
Eliminated« 15 12 18 18

* ‘This 18 the year in which all accumulated dofieits In previous years have been
by L in later years,
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Stmilar trends emerge from Table 6,11 as did from Table 6, 3 for linked
business {,e. the lower the expenss level at which the company operates the
more profitable it is and the higher the rate of intorest it earns, for a given
rate of bonus declored, the greator is its profitebility.

The profitability of with-profit business for a given rate of reversionary
bonus 18 extromely sensitivo to ohangos in rates of intorest snd i can be
noted that at the lower expeneo level the profitability of the company s
incronsed by 164 per cont If the rate of interest earned incrcoscs by one
por cont from 6,5 por cent por annum net to 7, & per cent por annum. net
and at the higher lovol of exponaes the profitability Is increascd by 247 pex
cont for the Gante one Por cent fnorensc tn earted net ylold,

The expense lovel 19 also an {mportent {actor whon dotermining
profitability on this clags of business, At 4 0,5 por cent per annwn net intorest
yield the profitalitlity decresges by forty por cont if expenses incveuge Irom
the lower to the Mghor lovel and at 2 7, 5 pex cent net yiokl hasis the decroase
I8 pincteca per cont,

Table 4,12 below fllustrates the relative changes in profitability of the
Mnked and with-profit businoss o changos in rates of interest enrned and
aiso to changes in expense lovels,

The roason that the profitability of tho with-profit husiness 18 extremely
Bonsitlve to changes in rates of interest i that the bonus rate a sew compuny
oan deelare is dependent on the rate of Interest 1t oarno on its funds, If the
mortality and cxpenso lovels cxportenced by the offico wero idontical
to the agsumptions inhorent in the with-profit premium rates, the company
would reed to gar o neb yiold of approximntely X por cent per snauwn
to support ita honus ruato of twenty three per thousand, Thorefore, if it
earned 6, B per centpor annum it would have an fntoreat profit mazgin of
0,5 por cont net.  If the not rate of interest it carned on 118 funds ovensed
from 8,6 por cent por annum to 7,5 por cont per anmum, fhe not fnterost
profit margins woald inercase from 0, § por cont (o 1, 5 por cont or 200 per
cont 1, 0. 0 15,4 por ecnt incresge in tho net rate of intorest the company
oarnod on its funda (from 6,5 por cont to 7,5 por cont por annum) would
inexonse 15 ntorost profit margin by 300 per cont,



180

Table 6.12 Influence of Changes in Expense and Interest Levels
on Profitabillty

Linked With-Profit | Col. 1 as Per
Business Business Cent of Col, 2
Col, 1 Col, 2 Col, 3
Per Cent Por Cont Pex Cont;
Decrense in Profit-
ability if Kxpenses
Incrense from the
"Lowex ** Level to
the 'Higher'™ Level ;
{a) Ona 6,5 per cent
net yleld 15 40 38
{b) Ona 7,5 per cent
net yield 16 18 79
Incrense in Profit-
ability i the Net Yield
Egrned by the Company
Incrensas from 6,5 per
went to 7,8 per cent :
(a) On the lower’
expense level 19 154 12
(v) Onthe 'higher '
expense level 19 247 8
* ‘The *lower' expense level is defined as seventy five rand per poliey
initial expensen - renowal expenses of fiftesa rand per policy per
annum, The expenso level is defined as ninety rond per
poliey initial and renewal expenses of twenty rand per

polioy per ann 2 algo p, 150,
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The figures given in Tahle 6,12 clearly illustrate the sensitivity
of profite in the with-profit model to tho net yield the company earns.
1in practice, as the net ylold it anras on its funds inorensed, the comprny wonld
prohably increase the honue rate 1t declared to polieyholders, Coreetition would
algo force It to do s

in tho Hoked model, howover, tho company has i earn 4,5 per cent per
annum net to support it8 guaranteed minimuwm matarity valnes, If the company
enrng more than this minlraum yield on its funds, the sharcholders rocelve a
managemont fee and ton per cont of the not of tax ineome 1, ¢. 68 long as the
compuny earns & yield greater than 4, § por cent per annum, approximately ten
por cont of any net increase in yield 10 for the benefit of shareholders and olnety
por sent Is & to ! This strongly with the with~

profit model where the polieyboldor effectively veceives the benefit of all the
fntevest earned unifl 6, 0 per cont por annum and, if the bonus rate is not incronaged
at higher intorest lovels, the company receives the benefit of all excess intorest
aarnings,

It enn algo be noted that the sbyolute profitabiiity of the lnked business 18 much
higher than the with-profit business and thie will bo analysed in greater dotedl after
Table 6,14 below, By comparing Tables 6.3 and 6,11 1t will be observed that,
whilet the now business strain in the firxet two yeurs 13 very similar for both Mnked
and with-profit business,on the latter deficits arc only eliminated after approx-
fmately twieo the length of time to that veguired for linked business. This s due
to the fact that, from he third year omvards, the profits emorging on Huked
businogs aro far greator than on with-profit businesa,

6.6.2 Profection of Different Lovols of Now Business wriiton Egoh Your
Duo to the smaller total surplug cmerging on with-profit bustiess and the slower
cemerganee of ‘ata surplus, it cculd be antielpnted that, when a model is constructed
for now buginess wrheon oach year, the totsl now business strain cinorging would
be very large and swmpluges would tuko fax longer to como about than they would under
linked businoss,

Table 6,13 is similar to Table 6,4 for linked business and the paramoters of
the modela are the sume as in Table 6.4 but, owing to tho vory slow omergence
of surplug, it was considored that no purposc would be achieved by including
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model D, Therefors only five models were analysed to show the comparable
with-profit medels 1,0, models 4, B, C, ¥ and F.

‘The heavier strains of with-profit business are primarily coused by
higher surronder vnlues and doath henelits being paid out than on Haoked
policios, us well ns o faster build~up of actusrinl linbilltles, At the 6,5 per
cent Intereat lavel, the total swrpluses on modela B and C would still be
negative at tho ond of twenty five years,

Table 6,13 was therefore based on the lowar exponse lovel and on g 7,5
por vent por annum net interest yleld baola,

Oneo again the sizteonth year was chosen o8 ono of the tHustrative years
to show the substantial offcct the cessation of now busines~ has on the surplus
of the company,

All ethor definitions guch as that of maximum deficit arising and the minimum
sharebolders' capltal requized are tho Bame ns for Table 6,4,

To study tho elfect of variatlons In oxpense lovels and rates of interest
oenned on emeorging surplus, model F was furthor unalysed in Tablo 6,14,
Similar variations would bo observed if the othor four models were studied
on thego difforing interest und expense azswaptions, Modol I was
spootfically selected for Tablo 6,14 as model ¢ wns chosen for further
analysis tn Table 6,5 of the linked model and it ean he noted that simiiar
tronds amorgo.
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In Table G.14 the totai surpluses vary substantially according to tho intorest
ylold and exponse levels and they vary fron a defleit in Column 3 to  surplus
of R0O million In Column 2. InTablo 6.14 it can bo noted that, if expenses
inerease from the lower to tho highor lovel, the total surplus emorging over
the twenty five years {s decrensed by thirty six por cont i the fatorest yiold
enrned i% 7,5 por cont por annum huy, if the intoreat yicld carned s 6,5 por
cont per annura, an inereass ln the expense Jovel tung ¢ total surplus of
2 million tuto a deficlt of R? million. If the rate of interost earned by the
eompany on its funds inexcasen by one por cont frem 6,5 to ¥, 5 por cent per
amum, then on the lower expense lovel the total surplus emerglog over the
twenty fva yoars more than quadraples 1,0, it foereasen from R22 million
to Rou millfon, ©w the higher expense lovel, o one per cont per nhnum inereage
it yleld turns a defieit of RT million fnto a surplus of RSH miilion, These
sirures elearly Hlunteute the extreme sencitivity of the with-profit medel to
varintions in interest yields and expense lovels, This table ahvo clearly
ghows the considerable effeet the slow emergence of suwrplug hag on the
enpital requirements,

In Table 6,13 the model which oreutos the hoaviest strain lo model C and,
if @ stmitar teble weee constructed on o 6,8 por cont per aunum intorest yield
and the higher exponue love., o swpluc weuld only fivet emorgo in the fwenty-

fou: 2 yonr end 1 evious defieits would prelably not Le eliminated until
appr dmetely thie dosdioth year, The profitability of cunvortional wholo Mo
with-profit polletes k- rung considerably less than uader linked endowmont
agouraree plang and the profits are deferyed fov o longer period,  Whilst
one year'n now business 18 profitable evor even o twenty five year poriod
(and obviously moro so for a longer paried), the omerpenee of surphud 18 so
omall und deferved for so long that, when buniness s wrilten each year, tho

strain on the new businens more than for the
on renewal business and thorefore the emergence of surplus in total is
poatponed for many yoord,

6,63 Gonelustons: Baste With-Droflt Modala

Similarly to linked busivess, the more with-profit now husiness premiums the
company wishos to write, the moro capital it vequires owing to tho now husiness
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strain croatod, Deepite the fact that tho now business straln for with-profit
businoss fn the firat two years s only slightly heavier than under lnked

business, the emexging surpluges fox a given year's new business are 86 much
smaller fvom the third year onwards that tho effective now husiness strain on
suceosslvy yenrs' with-profit new busineas i8 moch bighor than on lnked
business. Tt oun be observed that ¢ requives fny more enpital to enable a company

to write the same lovel of whole lite with<profit p ingome to
linked endowment promium tncome, For example, even asouming a 7,5 por
eent per annum not yield on the with-profit business and a 6,5 por eent per
annwn net yleld on the linked business, to write model A now huplness premium
tneome requires twonty five por cent more enpital for with-profit business than
for Unked bustness, X the company wichea to write the level of prewutum incomo
cf model ©, total capital requirements for with-profit husiness arc RR miilion
or 316 per cent of tho level neceasnry to writo model A with~prolit premivm
facomo and 148 por cont of o eapital to weite madel € lovel of premium income
tor linked buginess on a one per cont lower interest yield, Infaet, at the 6,6
per cont intorest lovel and the higher expense lovel, to write the mode! ¢ Level
of with~profit whole iy & 8% eapital of R17 militon would

be requived 1,6, 130 por cont more than the coapltel necessary to write the samo

level of linked endowment business on similar expense and fntorest yield
apsamptiong,

Model C i8 by far the st unprofitable with-profit model but the
maximum. deficit ia reached to the twenty-fourth year andthe following years
produce surpluges, The minimum charcholderg® capital plup sceumuluted
net intorest is needed until the eighteenth year in this ease t.o. ot tho end
of the year the full aer eapital and intcrest of R63 million
combined 16 required ap the total defiedt fn the fund at that otage is RB3
milllon, By tho ond of the twenty-fifth yoear, the total existing defieit {which
started to decreane in tho proviens year) 19 Rel million, but the aceumulation

of sharcholdurs' capital prug tnterest, nosuming no dividends have been pald,
at this stage 13 R8Y million, making a total of R22 million availublo for
diatribution. It would be moro Hkely, howover, that as the deffeit starts to
inerongs at a slower pace than the iuterest on accumulated shareholders®
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onpital plus {nterest, the company would ataxt to distribute some of the excess
acoumulated interest as and whon ¢ is carned, Infact, a dividend of R1,1
million «, ald be paid in the twontleth yenr {f required, It e Instructive to
observe from Table 8, 15 what dividonds could be paid if the compuny dlstributed
the fuil surplue each year, Thero values are shown in Colwnmn 3 of Table 6,16,
Tablo 6,18 is based on tho higber exponse level and a 6,5 per cont per annum
interast yield, Thoe mintmum eapital reguired for this model i8 R17 milllon,
Tho aceumutation of sharcholders’ eapital and not intorest shown in Column 2 1s
bused on the that ave ag thoy arise,
Table 6,15  Popsible Dividond Paliey Under Model ¢ (Flgures in R'000)

End Accurulatton of Shave-
of Defiels holdurs' Capital, Net Pozsible
Year of Dividends at 6,6 Por Dividend
Cent Interest
Col. 3=0Col, 2
Col, 1 Cal, 2 (=) Col. 1
19 86 720 56 808 178
20 B9 456 60 407 952
21 61 51 63 381 17
22 62 889 63 534 2 658
23 43 894 66 977 3 683
24 62 850 67 G614 4 563
25 61 445 67 a2 § 607
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It can bo ohserved from Tablo 6,16 that, aliowing for the injection of
shareholders' capital and the net tnteres. ensned thereon, in practice
dividend declarations are possible {n ths long~term on this model, A company
would gaterally not declare such a small dividond s that distributable in the
ninstecnth year and this amount, plug intorest, would bo added to the dividend
paytble tn tho twentiath year, It can bo noted thut the compnny can start
paying dividends from the twentieth yoar. I the total surplus is distributed s
a dividend each yoor, the company will not be able to butld up sdditional
raserves for contingencies and to allow for fluotuations in aeset velues,
Allowing for secwnulated tnterest on shwreholdera’ copital, these dividends
are quito low and oven over the bwonty five year perfod the effeetive roturn
on shavcholdors® capital {9 small, This indicates what a truly long~torm
husinoess conventional lfe agsurance can bo, unless thero ave reasenable
interest profits, The with-profit businecas in {ts own right producces no profits
in this peried and the dividends that are declured are morely the reaidual net
{rterost earnings on shareholders' eapital that aro not required to (inaneo
defleits enoh yeaw, In the example given, shavcholders ave not even ablo to
recolve over twenty five years the net interest yleld earned on thoir eapital,
Fhey have, howevor, financcd the now business to bulld up future profitability.
¥ has boen obsorved that, to writo whole life with~profit business, far moro
capital is required than for Haked endowment husincss, If tho revenue accounts
in 'Tables 6.2 and .13 avo studied, the roasen tor tho greater strain of with-
proflt businoss can bo seon to bo ¢
() tho fax greater surrondor values payablo en with-prefit business
in tho carly yonrs, Following one year's now business at the 6,5 per cont
nterost level, tho surrendor values paid on the with-profit policies aro highev
then on the Unked plans for the firat sixteons yenrs and in the Sifth year, for
examplo, surrcador values payablo on the with-profit policles ave R47 551,
compared to R29 008 on the hinked plang 1, e, the surronder vatua paymenta
on with~profit business are 164 per cent greator nt duration fivo,
un the higher doath benefita on tho with~profit busineas. The
clatm values on the linked plan on the 6,0 per cont intovest lovel aro alightly
highor than the guarantoed sum assurad in the early yeara and oqual to it in
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later years, wheress under the with-profit plan the doath benefit at inception is the
intiial sum assured and this inerenses with revorsionary honuses each yeax, resulting
in total death benefit paymants much higher than under the linked plan und, in fect,
In the twenty-fifth yenr the deuth beneftt paymonts under the with-profit plan are
R627 135 or 91,4 per cent groafer than under the Hnked plan,
(it} ‘The lifo fund under the with-profit plan consequentty builda up far

mare slowly than under the linked plan. At a 6,5 por cout per ansum net yield
basig and the lower expense level, If one year's new husiness of 4 200 policies is
analysed, atthe ond of twenty five years the fund is R19 million under with~profit
busineas but a much larger R23 million under Hnked businoss, Novertheless, the
linhilittes under with-profit busineas build up more rapidly than under linked
business and, by tho end of the twanty-fifth yenr, the liabiMiies under the with~
profli new business are R18, 5 million compared to R1G, 8 million under the linked
plany whick are within one year of maturity, Therefore, with the growth of funds
being smaller and the growth of linbilities betng larger under with-profis business,
it ts not surprising to Hnd it bolng lews profitable to the sompany than linked buainess.

Even where # Inrger intorost surplus {8 snined on the with-profls business i, e,
when o net yield of 7,5 por pont per annum net i8 earned and the 1ower expense
level s the fund still at a Jowor rata than under linked
business and at the end of twenty five yenrs the comparative funds are R23 million
for with-piofit busineas and R27 million fox linked business, In this example
the lnked Uabilities at the end of twanty five yents sre greater then under the
with-profit business but, nevertholoss, ot this atage the totel accumulated werplus
in the funds 8 RG milllon for with~profit business and R& mitiion for Linked tusiness,

It should bo borne in mind that, as discussed enrlior, o bonus rate of twenty

three per mille {5 low for the promium rato given when compared to similar
policles marketed In South Afrion, This was justified on tho basis of surpluses
not boing available from non-profit business and past surpluges, ag well as

souress to 1 t the bomns rate,
The wbove figures clearly Hlustrate why & new life offise usually does not
offer with-profit business or, Ly, if it offors it, it will

uswally {ind it vory diffioult to competo with tho old catablished offices whe
huve hoxme sew bustnoas strain over many yeara in the past and are how deriving



190

the benefits thereof. In addition, these established offices have usually

written large volumes of non~profit business in the past, although they are not
eurrently dotsg so  and the substantial surpluses derived from this business, ns
well us the reserves bullt-up in the past, enable them tn supplemont thelr bonus
rate from sources other than interest surplue and put them tn an advantageous
competitive position, A substantlal amount of business written in South Africa

1s linked nssurance and this typo of business does not confront companies with this
handionp, 'Thus almost invariably the newer officcs that have ontered the life
sgpurance industry in the last fifteon years have speclalized in linked business
and the bulk of tholr premium {ncome on erdinary lfe business {i. o, non-pension
business) has como from this source.

I cun be noted from Table 6,19 that the surplusics under with-profit business
amergo far more slowly than vuder linked businosa. It takes from twelve to
saventeon years for surpluses to emorge under tho with-profit business compared
to elght to twelve years under itnked business at a ono per cent lower net rate cf
intercat and (vom seventeon to twonty two years for provious dofloits to be
olimtnated compared to thirteen to seventoen yeurs under the linked business on
o lower interest yleld, The profitability of with-profit business 's thus much
mors long-torm than under linked businosa,

Toble 8.4 illustrates the Importance of expense leveld and Intorest yields in
dotermining the thaing and quantum of emergence of surplus, For oxample, the
total surplus emorging on model F ub 1 7,5 per cent por a: aum net yield and the
lower expense lovel 1s RD0 miilion compared to a deflelt of R7 milllon on 0 6,5
per cont net yicld basis nnd the highor expense level,

1t has boon shown that the total profitability to sharcholdors of with-profit
husiness 16 much losa than undor lnked business and, as was noted in some
cases, thoe former would not bo profitable at all in the flret twonty five years,
A now company would thug have to earcfully contomplats tho level of withe
profit business it wished to writo, the honus rate it tatended doslaring aud the
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profitabiiity of the business as 1 whole.

The most profitable model analysed in Tuble 8,13 1,0, the one with the
groatest ratio of total surplus at the end of twenty flve yoars to the minimum
sharcholders’® capltal necessary, is model E with a ratio of 13,22. On the

basis of a ten per cont pexr antum ptablo refurn to sha:

at the ond of twenty five yoars, the capital no

payments have heen made) would need to be R47million, Total surpluses within
the fund are R57 milllon and the accumulation of 7, B per cont por annwn net on
shareholders’ eupital would bo R22 million, making & combined total of RE9
million L, e, forty seven per cont above the totul minimum required. By
contrast the least profitable linked model shown in Table 6.6 was medel D

and this genorated profite 132 per cent greater than the minimum requivement
and this at only 6,5 per cont net, On a 6,5 per cent net vield none of the
conventional models produces a ten per oent per aunum return on capital
invested in the time period considored,

‘This i8 a major rengon why a proprictary office would caxefully consider
the lovel of conventional business thoy wished to write, This would, however,
not be &s important to a mutual office.

1t has also been noted that the net interest yleld corned Ly the company i8
of vital importancs in ceve ~ning the profitability of with-profit business,

In practice part of this Interest surplus would usually be distribused to
the policyholder ia the foxm of 8 higher rate of reversionary bonug, ¥ is quite
clour from the above that, unless n reassnable nterost surplus I8 made, the
profitability of with-profit buslnosa to a proprictary company 8 neghigible.

Owlng to the honvy new husiness straing on with~profit buginess and the
subsequent slow emergence of surplus, evon though the business may be
profitable over the long-term, it cannot simply be stated that the move business
» company writes, the more profit 1t will make. The voason for this {8 that
the emergence of those profits may bo so far delayed that it would not be
ressonable to tako such a long-torm viow, or the company may not have
suffieient finunce. ¥ach company would ke to decido on the time hoxizons
over which it wishes to consider profitability,

1t can be noted from Tabto 6.4 for Hnked business that model ¥ was in
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total more profitable than model ¢ over the twenty five year period but, by
the end of that poried, the surplus emerging each year in model C was much
grestor than (n model ¥ ond i was noted that within a fow years modet C
would beoomo more profitable in total, For with-profit business i oan be
observed from Table 6, 13 that under model F the total suwrplus emerging over
the twenty {ive years {5 R90 million or 188 per eant of the total surplus
emorging under model C and oven In the twenty~fiith year the aurplus emerging
under model ¥ 18 considerably greater than under model ¢, although the gap
1s narrowing constderably. Model € in fact takes many years to bacome more
profitable in total than model F. Many companies would flnd !~ unacoeptable
1o wadt this lony for profits,

Ta write model A new business needs loss than one~third of the total
enpital of that in model € and this to earn gixty one per cent of the profits
avar the twonty {ive pears. ‘Thus, on tha 7,5 per cent per annwn net yleld
basis, model 4 {8 more attractive to a company than model C, At a 6,5
per cent per annum het intorest yield and lower exponse level model C in
total is still unprofitable at the ond of twenty five yoars, whoreas model
A produces a surplus in aggregate in the twentythird yeur,

In detormining the lovel of with-profit business ot which n company intends
afming, it must bo guided by the nat interest ylold it can hope to oarn ond the
bonus rate it would have to doclare. It has boen shown above that the decision
whethar 4 company should ehooso model C er model A lovel of now business
would be completely difforent tor a glven bonwd rate. if a 6,5 por cont par
annum or 7,§ per cent per ashum nef yield ware earned on its funda,

8.6.4 Mol nnd Proprictary Companios Compar
In the with~proftt model it {9 simplor to determine whether tho ¢ ssation of
writing new buntzoss would i1 {n the lutorests of tho extsting with-profit
palteyholders of « mubnal tfe assurex, It is not necessnry to ropoat tho
ergwnents prosented in Soetion 6,8, 8 hut, to sscortain whother the cessation
of writing new businoss would Lo profitable to oxisting with~proflt polioyholdora,
medels € and I from Table 6,13 wers fuvther toalyaed i Table 6,10 botow.
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Table 6.1¢ Models Cand F : C of Profitability to
Policvholders (Figures iy Rand)

Model ¢ Model ¥

Total Surpluses Emerging
over 25 yoars 53 6560 700 90 2488 400
Surplus Emerging in

{t} Your 16 -181 614 2 926 770
{i1) Yoar 25 18 397 400 18 756 600
Surpluges Per Poliey in

1) Yonr 16 -1, 00 17,88
(1} Year 20 21,70 88,87
(141} Yenar 26 53,17 188,59

It can be observed from Table 6,18 that over the twenty five yenr neried
model F 18 far more profitable than model C, The surpluses emerglng fn the
first fifteen yoors are identical on both models but thereaitor the surplus
emorging each year under nodel F Is greater than under model €. The
profits per policy ave far greater ander model F' than under modol ¢ but In
practice, profite would he distributed in rolation to nctuarial reserves, Since
there nre far fowor polictes In force undor modol ¥ than under moedel C, ug
b new husiness 13 assumed written in the former model after the sixtcenth
year, the surplus per rand of aotunrial resorves (which are much small.
under model I than under modol €) must be greater fox moded 7 than for
model C throughout the perled L o, the avgumont in favour of consing to
write new business is far stronger for with-profit businoss than for linked
Lustress,

If cognisanoo is alao takon of tho fact that an existing mutual sompany
would have built up large resorves over tho years and if the compmy woxe
t0 wind down over the yonrs, these reserves could graduslly be rolessed and
diatributed to polieyholders, Thus, taking nccount of these reserves In
assats and llabilities, s well as of the faots shown above, the existing with-
profit Lders would be Ay botber off if tho company ceased
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to write new business, avd thelr eventusl bencfits on death or swrrender
would be much larger on this basts,
The question then arises gs to the rendon why mutunl offices do not in
faot conse wrlting new business to maximize the benefits to thelr existing
with-profit policyholders. Theanswer must be that mutual offices oan 10t
therefore exist purely for the benefit of these policyholders and evidence to
support this hypothesis 19 given in Chapters 7 and 8, One of the objectives
of & company which operatea in South Afriea, the National Mutusl, 18 to bring
outstanding life insurance to the public and to promote tho banefit of their
services to as many peopls as px‘a(-v:hmble.1 These objectives are also
mentioned by other compantes and elearly Indicate that, whilst mutual companies
obviously try to provide good benetits to their existing with~profit polloyholders,
they do not aim to maxim.zo tholy welfare by consing to write now business.
Ancther argument mutua: companies put forward against coasing to write
new business to maxtmize the benefits to exlsiing with-profit polioyholders is
that the laxge surpluses thoy have accumulated in the past have been contributed
by polloyholdors no longer with the company and there lg ne reason why

existing policyholders should elaim the rewards of past prudence and accuraulation

to the 'estate’ of the offico. Tho existonce of this attitude ia sirongly reinforced
by the followlng view :

‘Actusrial opinjon, toe, would not support Augustus de Morgan's argument
that the funda of a mutual society belong exclusivoly to tho mombers of the fund
at the purticular point of time. A mutual lhe assurance society 18 a continving
business, Ample finds are necessary for the eredit and stability of the offlce
and each goneration of membors comes into a herltoge from the past; so Inits
turn, oach gonoration should endeavour to pass on that horitage wntmpaired to
the genorations that susecoed it, William Morgan undorstood this and modern
opinton would support mm‘2.

1, Source, o pamphiet ontitled '"The Nattonal Mutuei, Who aro They'. The
reador ghould note that this pamphlot makes no mention of thelr exieting

with~profit policyholdors,
2, Oghorn, op, cit., v, 207,
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‘The ahove stats 1t clearly ind| that mutusl les regard
s and thus do not have an objective to

maximize ths welfsre of existing with~profit polloyholdors If it means ceasing
to write new businoss,

Confirmation that muiual life assurers have objestives wider than those
of serving thotr oxisting with-profit poltoyholders was given by the Chalrman
of the largest life assurer in South Afrios, the Old Mutual, when he stated the
followiny :

"Belng a mutual life agsurance society our aim is twofold, firstly to make
available, on ag wide a baste a8 is practicable, the benefits of mutual life
agsurance, boelng oover and savings, Sccondly, to provide service of the
highest quality to our mumbors in texms of seourity, adequate market coverage,

cificlent and woturn on 1 lnvustcd‘l‘
The refevence to offering life assurance on 'as wide a basis as is practicablo’
extonds tho obj of mutual Ufe boyond thelr existing
with=profit polieyholdors.
It has been ohsarved that polioyholders would recelve grester benefits

If no new business were written, As stated proviously, I cogatsance were
taken of the large ostates companlos have acownulated and If theso wore
distrlbuted to polteyholders as the funds deolined, the oxisting policyholders
would definitely lmprove tholr posltiens If mutual compantes consed to write
new business. This Is partioularly trus fox with-profit business and, on the
Dbasis of the modols alone, far lags obvious for linked buginess, The
tabilities tn reapect of the oxisting husinesa of the large mutual offices in
South Afriea are mainly related to life assurance {including substantlal amounts
of non~profit businoss) and ponsion fund buslnese and therefore those poliey~
holders cannot bonefit from the groator surpluses they would recotve if the
companies consed writing now buslnosa and relonsed tholr past reserves,
This course of action would not be an accoptable ohjeotivo to auy mutual

1, Chalrman's Statemont, The Old Mutual, The Stor, Decombor 4, 1976,
P 84,
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company and it has been noted that thetr objectives are far larger than merely
maximlzing the bonofits to thelr existing with-profit golioyholders, 1t showld
bo stated howeves, that by continuing to write new business and to expand,
rutual life offices are not doing thelr polioyholders a digvervice ag many of
them offer competitive nontraeis. Some mutunl offices have declared high
reverafonavy bonuses on thetr with~profit policies hecomlug desth or maturity
claima. Infaet, the iwe largest compantes In South Africa, which are hoth
mutuat compunies 1, o. the Old Mutual and Szalam, have a {ine record over
tho years fov excellont payment of benefits to thelr with-proftt polieyholders,
6,7 Investment Yield

Both the Unked and the conventional model have shown that the most important
{sotor nffeoting the to the gh lders and pol i of & life
aesurer is the investmont yield the company obtaing on its fund. This s the
reason why companies sttompt to moanimize these ylalde within thair
requiremoents of safoty of eapital, The desire to maxlmize ylelds on funds
will be cleaxly seen from Chapter 8 o be » major orporate objective of life
ssgurers, The lopal mnd to 2 g this have beon
deseribed In provious ohaptors,
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CHAPIER ?
CORPORATE, OBIRCTIVES
7.1 Introduetion

In order for a company to pina moeaningiully for tho fufure, it should be cloar
a8 to what ite corporate ohjectives are, ¥n recent years many companies have
tried to clearly thelr e and have devised gultable
business gtrategles o sentove them, Somo companies have lnid down these

objectives in writing and thelr mansgersent to thelr

Those objectives thon tended to dominate thowr businesa Lehtvouy, 56 current
and possible future aetiviticn wore always vegarded in the Light of company
goals, Othor companies, howsver, have not formalsted and set out in
writing o comprchonaive statement of tholr objortives, 6 they hove seldom
tended to take planaing this for. In the opinion of the writer, thia conld only

be to their detrimont, as ton of company ohjectives and goms would
help managensent  lan for the prosent us well as for the future,

An analygis * as been made In this chapter of company objeetives in general
i@, thoir purpose, ne.are and influence on hueiness behaviour, A detailed

anatysis has nlso heon given of the objeetives of life in
purticutar and of the spectfic problems of tide industyy, In ovder to obiain
avidence on Ufe compantes® shjoetives, a iuestionnaive wags sent to the ehiof
oxeeutives of thivty Hfe assurance companies and thotr roplies will be analysed
in Chapter &,

To obtain additional {nfurmation on the corporate objectives of life
agsurancs companics, the annual reports and chalrman's and divectors® raporty
of n number of compmiles wore studied. 1t was found that corporata objeotives
were often stated 1n tho chairman's statoments accompauying company reports,
7.2 Profit Magimization
The fundamental objective of many companies hag been to maximize profits,
and thig hag alao beea the tradittonst assumption in the theory of the firm,
Durlng rocont yoars, howover, the ‘profit masimisation' hypothesls hu¢ come
undor severe attack from economists and husinessmen, 'Tho main point of
aritieiem has boen that the firm was not governed by just one objective  but
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by u plurlstic systom of ohjectives. Congequently the conoept of long-term

profit wag g ally too vague, v ly so in apeclile
declgion situstions and, even If it wore to the smaller

it would not egplain the gosl behaviour of larger corporations, 1 This does

not lmply that the hypoth hag been ot d altopether hy 'y
ecvnomists, There has boon a considerahle amount of Hteratnre on the subject
covering the whele spertrum of views from those who have suppurted the
traditional theary {0 thoge who have negated it catively, oven as an olement
of a multiple poal aystem, Some of these differing views will be given below,
In the writer's opnlon, the profit masimization hypothests still holde an
important place in the theory of osrporate shjcetives but it 1o geldews, if ever,
the only objeetive, [t usually wns 1o he cousidercd alungeide other major and
minor objeatived,

One contributor to the digevsarm stated that the asoertion thst the only
true purpose of buseness wau it waa ro aubatitute for o more dotalled

programme. To huve an objecioe to mate 60 marh profit s posoible®

1oft unanswered qu: stions abaw. o it wao to be made anG whether any
restraints were to £ ohoerve n tho cuest, The sxtent to which progent
profits would bo fo gone m o efplion of larger profits iu the futuro was
unepecified, The doulra i 7 precit on its own did not maks it a magnetic
pole establishing & veet-d o urbag many alternatives, 2

st all ~orparate deeielony could be rade exelugively

Baldwin agreed “nat
s
gement behavieur with o slogle erizanizational objective

on the haals of mut wof profite. © However, he coutended that, If one

wanted a theory o =
subject to maximizat. n or minamization, profit seemed fo be the most realtatic
of the x . vod, He concedod What, ¢, on though profit maximization

1. F.E. Riide!. misats” - Can it be Justified? ', South Afriean

Journal of i'207 Mo, 1 I2e41, 1099, p. B2,
2, W Andeew 2nd 0. L. Bower, Business Poliey,
rood, 1.3, Riecard D, Irwin, 1978, p, 100,
3. Tatives of nagess, Envirenmental Restralnts and

et

Tsal Batorpr:
51, pp. 3634,

erly Journal of Beonomics,
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might be the moat single
managemont bohaviour, {n some cases it might bo uscless fn detormining
the best singlo solution to particular problems,

Ancther contribution to the tople hos beon made by Penroge, who suggosted
that flurneial decisions of firma wore controlled by a desire to tneronse long-
torm proflts, She also stated that, ns a polisy recommendation, an Investmont
should not be made In expanston for the snke of growth if tho voturn on the
investmont were negnttve, 'Therofors, it follows that to inoresse tho
total tong-run profits of the enterprise wap to increase tho long-run rate
of growth, It was therefore immaterial whother ono referred to 'growth’ or
‘profit’ as the goal of a firm's investmont activities. 2

Baumol analyscd the hypothesis that na fixm could be earning maximum
profits unless ita marginal cost of production and mazginel reve.ne arising
therefcom were (at loast approximately; equal 1, e. unless an additionnl unit
of production could be sold for ot least as much &3 it cost to produce. The
additienat uatt produced would have & marginal profit of zcro. 3

e proved thig hypothesls both diagramaticnlly and by goneral resgening,
He gave the example of o {irm that produced 200 000 uuits of a product ' amd,
at that level of output, the marginel revonuo from production was 81,19,
whoreas its marginal cost was only 96 cents, Additional units of 'x' would
therefore have realized 1L0 - 96 = 14 conts more than they had cost to produce
and consequontly the firm could n ot have been maximizing profits by keeping
production at tho 200 000 wnit lovel, Simllarly, if tho marginal revonue recelved
from an additional unit of 'x' were luss than its merginal cost of production, the
Hlrm could not have been maximizing 15 profits ug, by reducing its output, it
would have reduced its incomo but would have reduced its cogta by an oven

1, g, p. 264,

2, Bdith T, Pourose, The
Blackwell, 1668, pp.

3, W.J Baumol, Economie Thoory nnd Oporations Analysin, Sxd ed.,
Trentico~Hall, Englewood Cliffs, N,J,,1072, p. 321,

haovy of the Growth of the Fism, Oxford,
0,
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great i ameuﬂt.1
1t is of interest to rep: with slight i Baumol's

of the above,“ This is done in Figure 7,1 below, Baumol nssumed a falling
demand functlon, Le. @
p = p{x), where p Is the price and x 5 the output and %ﬁ' <o,

l /M, Demand = Average
Cost Revonue
|
! { S N
N
: } N Murginal Revonue ~ ~.
E @ < Qug, o
0,8

Fig, 7.1 Qustration of Hypathasls that Proflts are Maximized whon
Murgingl Gost Equals Marginal Revenuo

Lo hid
2. ibid., pp. 821-2.
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In Figure 7.1 MR, P,MC, O and § represent marginal reverue, price, marginal
cost, output and sales respectively. Total yevenue s price multiplied by
quantity sold or, ot a level of output OQ, Jt becomes the sren OQPR under

the marginal revenup curve, :

8 1y, total costs of p! of OQ nre by the ares
OQKC, Total profit Is tho differance betweon thess two areas, i.e, total
profits are given by the striped sres TPK, less the Initial area where losses
are made, the dolted aren RTC, It is clear that, as point @ {3 raoved to the

1. ‘Thig oan be proved as follows, If wa ngsume that the marglnal and
average revenue outves in Figure 7.1 above axe gtraight lines, P will
equal a-bx, Revenue equals price P muitiplied by output % 1.0,

R=Px=ax -bxz.
To obtain the marglaal reverue curve, we have ¢
ar

i - 2bRy

f.e, tho gradlent of the marginnl rovenue curve is twice ns stesp as
that of the average revenue curve.

Total reventue equals quantity sold multiplied by the price per wnit of
aales. Output OQ I8 assumed to be gold at price OPl; hence at this
outpat level total revenue s ¢

(0Q) (OP;)
or the restangle: OQRIPI
1nseribed under the average rovenus curve, Now the rren undex the
marginal revonue ourve : OQPR
and ¢ho rectangle: 0@1}11’1

have the arear ﬁQPWPl

in common, Furthermore, the triangles: RWPy and Ry WP are congraent
and thus of equal Bize, (They are congruent us opposite angles of a
vertex, RWPy nod By WP ave equal; angles RP{W and WRy F nie right
angles, and. Ba proved shove, le equale WRY,

‘Therefore, the total ares under the margiaal revonus curve OGPR
eyualy the aren of tho rectangle OQR, P, sa roquired,
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right, t.e. as sales expand, total proflts incresse until output reaches the
OQm tevel, and ot this stage maximum profits will be reached. If output
expanded to the level OQm, marginal costa of any extra units of production
would exceed marginal revenues and henoo total proiits would decrease. We
have therefore illustrated that the point of maximum profits ocours where
ranrgingl cost equals marginal revenve,

One should notethatthe converse of the nbove Is invalid, It 1s not gencrally
true that anv ovtput level at which marginal cost and marginal revenue happen
to be equal y, », when marginal proftt is zerc) will be a profit maximizing level.

‘There may he several levels of p at whioh cost and
revenue are oqual and some of these output quantitios might be far from
advantageous to the company. In Figure 7.1 the condition is satisfied at both
output levels OQL and OQm. We have seen {hat, at output level C)Qm, profit s
maximized but, at output level OQ(:' the flrm obtalns only the net loss
(nogative profit) represented by the dotted aven RTC, The necessary condition
for profit maximization i that te second derivative of the profit function is
negattve,

The normal seles situation iy one in which revenue and costs are functions

of output. 1o this cose : 2x) = Rix) ~ C(x), where z cquals profits,
1n order to masirize profits,

dZ | dRw | domy

dx dr dx = 0

dR( | dCLx)
dx Todx

1.0, marginal revenve equels marginal cost, :

1.  Inthe theoretical case of perfeet competition output (ox males) is not s
fungtlion of price but {9 w conatont, l.e. averago revenue equals marginal
revenuo equals price in this vase, Mathomatically wo have:

Z(x) = (P) {x) - C(x)
and to maximize profits :
ax) Lagm
&« * P =0
Codem L p
s

x
Profits are thus d when the I cost of p
the goliing price of the output.

cquals
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‘Fhe revenue function R(x) equals price raultiplied by output, i.e. R(x) =
P{x)x. We have proved that, in order to maximize profits, we need :
dR(®), _ dclx)
dx dx

or, by expansion

%’9 X v P = d%’-()
‘where the left hand sido of the equntion represenis marginul rovenue, Thia
oonsists of two terms 1, e, g‘ng& X which {8 nlways nogativo 2nd which
constitutes the loss in revenue that must be forgono to soll ope additional unit
and P(x) which 18 the price received from the one additlonal unit sold,

Revenue, coat and profit curves can algo bo shown graphically, In Figure
7.2 the horizontal axlg denotes output lovel or soles x, wherens the vertical
axis denotes total revenuc R and total cost C. The groaph glves the fotal
revenue and total cost functions. Whilst the total rovonue tunction je o
second degree curve, tho total cost curve is of the classical type aud ia
represented by a third degroe polynomial, In Figure 7.3 the corresponding
profit function i shown,

In Flgures 7.2 and 7.8 it can be observed that at output lovels oxl and
Oxﬁ profite are zero, Between these two fevels of output profits ~re positive
and profits are maximized at output lovel OX:!' However, if & company wished
to maximize sates aubject only to tho constralnt of not maling a loss, 1t should
sell at ouput lovol OXE‘ Companics may have as their objective to make at
feagt o mintmur profit, say, at level leN‘ If level PM!N
maximum profit possible at level Pytox! the ftrm will produce C'Xs to obtain
thon there is more than

is groater than the

profit PMAX‘ 1f, however, lele loss than Pm ax’
one solutlon to tho problem and, ns iltustrated fn Figures 7.2 and 7.8, the
company could produce the asmo profit leN olther at output level oxz or ox4.
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R Total Costs

[REN Total Revenus
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208 |

7.3 Simon's Satisficing Behaviour
A prominent oritic of the profit maximization bypothesis was Simon who gave
the following objections :1
(1)  The hypothesia does not clarify whether short-torm ov long-torm profits
are to bo maximized,
{11)  'Tho entrepeneur might obtaln all kinds of 'psychlo meome! from the
firm, npart from monetary rewnrds, He might wish to meximize his utility snd
be prepaved to forego profits in order to obtain an increase in 'psychic lncome!,
{iil)  Tho entrepencur might simply wish to obtain a rate of return which
he regorded ns satisfactory, rather than to maximize profits, B
(iv) Whara there exiata an eligupolistic relationship among firms, :
becomes an goal, for what aetion is optimal for one firm

depends on the actions of other firma,
Simon commentcd that the notlon of satiation, whilgt it was lmportant tn tho |
of inp logy, did rot play a role in olassical ¢eonomic

theory. In most psychologlcal theoriea the metive to act stemmed from drives
and action tormineted when these drives weve satisfied, Furthermore, the
conditions for sntiefying a drive wore not fixed but might be specified by an
aspization level that adjusted itself upwards or downwaxds on the baslc of
exparienco,

Therefore, if one sought to explain business hehaviour tn torms of this
theory, one could expect the fixm's goal to be to attaln a sortain lovel of profif, a
pariteular sharo of the maxkot or a coxtain et ol of sales, rathor than the moximizing
of profit, Firms would thorelore try to antisfice rather than maximize,

Stmon stnted that models of sntisfieing hehaviour wore richer than those of
maximizing behaviour, sinco they analysed not only the equilibrium level bt
the method of reaching it as woll,

Ho d hig hyp by quoting ewpiriesl atudies;

1. H.A, Simon, "Thoories of Decisjon-Making in Economics and Behavioural
Solonce's Amorioan Economie Review, XLIX No, 8, 263-83, June 1989,
p. 262,

2. Ihid., oo, 262-3,
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firatly, the series of studles steming from the pleneering studles by Hall

and Hitoh thet indicated that businessmen often aet prices by spplying a
standard mark-up to costs to give them the return thoy desired, Thore was &
further gerios of studies derived from the debate over the Keynesian hypothesis
that the amount of Investment was insensitive to changes in the rato of intorest,
The general finding of these studies was tﬁut the rate of inforest wag not an

factor in invest d
Simon sgroed that, in many cases, the Aexit;
of the and the £ of the data which had to be employoed
in any It by firmy goavo up the atterapt

to maximize sales or profits and set thorusolves some minlmal standards of
achiovement which they hoped woul< assure the firm's viability and an
acceptable level of profit, IFirms thet weve satisilod with achleving such
Mealted ob wero sald to 2,

Marrts explained the ‘satisficing' concept as bolng a form of behaviour in
which the subject, faced with a difficult problem to solve, preferved to
saoxtfice some of the rewards of the optimum solution in order to reduce the
paing tnourred in serrching for It, 1, e, accopted o solution that was sufficiently
satlsfactory fo rolution to various criterin suoh as survival and aspiration,

It has boen pointed out thut no person or could In fact £

at 2 uttlity lovel higher than would be theorctienlly attainabio from n
maximiziog position, By contrast, tho drive of satistioing theory stommed
from the possibility that, in many eases, the maximizing solution 18 unknown
and s therefore of academic Interest lml‘v.4

7.4 The Separation of Ownarabin and Managemont

‘The lifetime of a company is vot limited to the existonce of the owner or
entrepencur  and thovefore the whole machine of company entorpriss has
onhanced tho desive for continuity. Over the last fow docades n clenr
distinetion of identity betwoeon the and the has d.

1 Ipd., p.o283,
2. W.J, Baumol, Feonomic Theory and Onorations Analysls, op. eit.p. 832,

3, R. Marris, The Economie Thoory of 'Managerial' Capitalism, London,
MocMillan & Co,, 1964, 1. 108,

4 Ibid., p. 206,
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This distinction was clear-out lngofar as tho difference between manugement
and mnjority shareholders existed. Minority sharsholders were, however,
seldom in a position to influence company pollay and to natively divest the
gourde of the business. It could be argued that, ng long ne management
gatlsfied holders, their main would be ¢

()  to ensure continuity of the firm (and hence perpotunte omployment

of management);
(1) to ensure growth of the assets of the firm: nnd
{itf)  to inorense the power and prestige of manngement,

Rildel maintained that this destroe for the continulty of the firm could nob
be defended ns an ginee, while it explained the desire
for ¢ontinuity of an exigting ffrm, it did not explain why a firm had initially
boen mtnb\ished.l

A different commentator, A, Alehian, has stated that the obsorvations of
hehaviour that refute the profit or wealth maximizing theory are the 'facta’

that goms mansgers fnecurroed expenditure groater than that nocesaary to
meximize the wealth or proflts of ownors of the firm, Turthcrmore, managerial
actlons not conduoive to the greater wealth of stockholders were taken to bo
well-estabiished fuots.e In this regard Hindlay noted that it had becomo

tional to troat the of hip and control e vaising two

oonnected Issues; fivstly, whether manngement had considerablo latitude in
the attention thoy paid to the ownor's interest and, sccondly, to what use they
put this froodom, 3

Hindley also belleved that it had gonerally been acoepted that managements
have had considerablo letitude and most lternture hud conoentrated on how
they eoutd havo used this,

1.  Rildel, on, oit, p. 36,

2, A,A, Alchian, 'Tho Basis of Somo Recent Advanees in the Thoory of
Managemont of the Flrm', Journad of Industeial Boanomies, XIV, No, 1,
30-41, November 196G, p, 30.

8,  B. Hindley, 'Separation of Ownorship and Cortrol in the Modorn
Corporation', Journal of Law and Feonomy, RI(L), 185-221, April 1970,
B 220,
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Strong empirieal evidenoe to suggest that the behaviour of many typesd of
firms deviated {rom the profit muximizing idenl was given by Furobotn and
Pejovich, Part of this empirical evidence has been given sbove, 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
analyels should take Into rocount the offects of ohabges in propexty rights In
resources on the notions of decision makers, Managars oould, at some cost,
engage in discretionaxy behaviour and divert a portion of the organization's

i and P benefits for th lves. They 1
tnfringed upon the iuterests of the owners who might venot thereto, i

It s of course truo that emoluments and stnff preforence were two waye
managers could spend funds boyond the profit maximizing rate, This lssue
was discussed by Wilitamson, who stated that tho preforence for targer staffs
exiated as salaries were 4 to the slze of the etaff amployed.
His hyp oan be d as the of utflity, it was
in the Intarest of the owners to maximize profite but managers tended to
maximize their own utility, There were costs of polioclng managers' sotions to
angure that they moximized the welfare of owners but, if tha profits saved would
be logs than the costs of such sotion, I would be better to avoid the former,

lysed the above by 1 mode!sz and a
lifted graphical rep of one of thess models way given by Furobotn
and Pojovich and is xoproduced hulow, 3

1. E.G, Furchotn and 3, Pejovich, ‘Proporty Rights and Econowlo Thoory, &

Survey of Recont Litorature', Journal of Economig Litexature, X, No, 4,
1137-62, Decombor 1972, pp. 1146-7,

2, ©O.B, Willinmson, The Boonomies of Digevetionary Behaviour ; Managexrial

Objactives ns & Thoory of the Firm, Englewoed Cliffs, N,J,, Prontioe-Hall
1864, pp. 38-~66,

8, TFurobotn and Prejovicl, op, olt,, pp. 1151-2,
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PROFITS TO
STOCKHOLDERS

A

>
STAFF SIZE

Fig. 7.4 The Relationship botweon Stockholders' Profit and Statf
Stze 88 Sourcos of Uttty or Pecuniary Income to the Manager
In Figure 7.4 the verticsl axls measures profit to the owners (stockholders),
and the oxis gtaff (or 1\
Curve AA s the eurve p aying the st of

of profits and numbers of staff employed open to the mannger. The initial
posltively shaped position tudiontes that us the number of staft membors
employed Increases, so do profits, Moving acvass to tho right it con be noted
that beyend polnt K, an jnerease In staff decroases profits,

From tie manager ‘s point of view, indifferonce ouxve UU roficots a posstble

1] of d of staff nad profits, Both profits
and staff numbers entor tho manager's utility function as larger profits or lnyger
numbers of stafl employed imply grontor salaries for managers,

Indlfforoncs eurve UU shows how, to the manager, his marginnl utility
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fror an additional unit of staff is inltially grostor than his marginal utility
from an additional unlt of profit but ag staff size continues to increase the
marginal utility of an extva unit of profit ia eventually greater to the manager
than the marginal witity of an extra unit of stoff,

In maximizing his own utility, the manager will thus opt fox more staff
28 tong as his maxginal ut.iity from an extra unit of staff is greater thun his
marginal utitity from an extra unit of profil,

From the above it can be seen that the best attainable operating position
for the manager is atL: where he maximizes his utility function subjoct to the
caastraint of the opportunity set AA, Thae vertlonl digtance betwesn L and X
thus represents the transfor of wealth from stookholders that 18 made possibie
through the attenuation of the manager's property rights in the flem. The
transfor has to be equal to or less than the cost to stookholders of enforolng
a return to X 08 otherwise they would do so.

Marris ped the thesis that have ped finanolul
inceniives which, when applied togethor with certain functiona! requirements,
have tended to to promote growth, Further-

more, when an executive took a deolsion leading to sucoessful axpansion, he
net onty erented now oponinga but he recommended his colleagues aund himself
28 partleularly suitable candidates to fill them. He swyrosted that the best
short desoription of the motivation induced by soolal exlatence in a managorial

group was that of a drive towards efficient,
with n persistent sovroh for new opportunities, These expansion drives wowld
not neoessarily ooinelde with maximization of wealth to the owners of the thrm.1
A notoworthy hypothesis about the gonl conflict between the owners and
in modern was put forward by Monsen and Downes,
In reference to tha differonce betwoen risks and rewards, their arguntent wae

that the self-int b of ina firm lay in
maxtmizing the monager's lifetima incomes, This incoms Included both

1. Marris, op, oit,, wp. 53, 81, 102,
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monetary elements such as salaries, bonnaes and capital gains from stoolk
options and non-monetary elements such as lelsure prestigo and power,

Dua to the of hip and owners have tended to
becoms % and have firms  to provide a stoady licome
from d and gradual of the warket price of ita stock, In

fact, their romoteness from the firm's aotunl affairs hove made it impossible
for them to press for profit muax!mizing behaviour,

Two rensons have been gi~en by Monzen and Downes as to why the behaviour
of large fi. ms that wore managerially controiled deviated from the profit
muaximization bypothesis, 2

Firstly, the large sizo of such firms required them to develop hureau-
eratic mansgement structures that could not be porfectly controlled by the men
1n chaxge of thom, In particular these structures tended to provide top
raansgement with blased information that reflected too strongly the desires of
those controiling the structure and only partinlly carried out the orders issued
by top managers. These problems existed duo to the sheer size of firms and
would therefore exist in large ownor-managed {irms a8 well ag large managorial
firms,

Secondly, ns stated sbove, the of and has
1imited owners to being setisficars rather than maximizers sud henes

managers have aimed at achieving a steady growth of enrnings plus graduntly
rising stock prices instesd of maxtmizing profits. Thus they bolioved that
large mnnagerial firms have tonded to be move osutiows and havo spont

less monay on ‘eragh' havo d loss

in profits, have larger exponse aecounts and have probably grown more slowly
than thoy would have dono had they sought to maximize profits,

I the above roasoning is correet, it should he possible to domonstraie
it ly, A in tho p of ownor lied and
manog firms wus observed In an 1 survoy done by

Mongen, Chlu and Cooloy, They defined owner~controlled fixms as those where

1. R.J. Monsenand A, Downos, 'A Theory of Largo Managerial Firms!,
Jouxoal of Politien] Heonomy, LXXUI, No, 3, 221-88, Juno 1966, pp. 2267,
2, Ibid., p. 236,
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one party owned at longt ten por cent of the voting stock and was represented
on the board or in management, or was otherwise known to stockholders, or a
sltustion where one party owned twenty por cent of the stock or more, In this
context 'party’ menit an individual family or family~holding company. A
management~controlled compnay was ono whero no single black controlled
gronter than five per cent of the voting stock and thers had been no evidence
of recent owner-gontril,

Twelve industries were analysed and three flrms of ench control typs were
selectad from Fortunc's st of the five hunared lorgest industrial flrms in the
United Stutes by sales in 1868, Thig samplo provided data for thl;‘l:y Bix firme
of each control typo taken over the twelve-yenr peried from 1962 through to
1963, 'Thus four hundred and thisty two observations for anch control type were
analysed, :

The moat {mportant statiatic they analysed was tho vaito of not {ncome to
net worth as this measuved the return on the owner's investments. The mean
ratlo valuos exprossed ns a percentage were 12, 8 por cent for vwnar-controlled
companios and 7, 3 per cont for managor-controlled companies 1, e, the return
earned by owner-controlled sompanies wos seventy five per ce.t higher than for
monag; trotled This d that the owner~controlled flrms
provided o mueh better roturn on the original Investment and this suggosted o
hetter managed capltal structure and a more efficient allovation of tho owner's
resources, The net {ncome to net worth ratio varied by type of Industry but
by onty one thixd of tho amount of the ¢ntrol type cffect, No other effect,
inoluding tho size of the industry oxr the inforaction of control plus industry, wans
signifioant, The owner- or manngement~control type affected all Industries
very atx‘m-ngl.,v.3

Hindley nlso by the ratio of the
balance shoot value of assets compared io the stook mavket price. The resuits

1. R.J. Monson, J.8, Chiu and D. B, Cooley, "The Bifcet of Soparation of
Ownership and Control on the Porformanco of the Large Firm', Quarterly
Journal of Beonom/. 9, B2, 485-51, 1868, pp. 438 40,

2. Ihid., pp. 4422,
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of these experiments ouly produced wenk support for tha hypothesis that this
ratio and the dispersion of ownerchip were related. However, he stated that
the hypothesis sonld not be refuted on the basis of the resuits, L
7.6 The Lemsl View of the Fizm and Soolo~Ethionl Considerstions Governing
its Behaviour

An Interesting legnl view of tho 'ruison d'$tre’ of companies has been given by
R,C. Betthin, who wrote as follows :

'"The iaw, it wou'd seem, is content to recognise that a company 18 in fact

an simply of
porgonal gain, Thelr target is profit, and it is on that tavget that the directors
2

muat congtantly set thelr sighta™.
Whilst the above might be the legal view, in many oases It was oloarly not

who have joined together {or thelr own

the practlee of and many company have openly stated that
they did not suppoert the above view. Beuthin argued that many divectors falt
that it was their duty not ony to satisfy the interests of sharehoders but also
the of employees, i trade the loeal

and the natlon, bearing in mind that the relative prioritios of cach would vary
from time to tlme. 3 There was liitle doubt that, in pursulng their daily activitles,
many compantse did not constder rurely the interests of thelr sharcholders but
also considersd the various sections of the community,

Beuthin d the legal of & company ding fonds on &
to charmties and unlvm'smos.“ In the long run the motlvation must be to ultimateiy
benefit the shaveholders, For oxamplo, sponsorship of aporting activit‘es and
charitable donations must be for the purpuse of advertisivg the company's

products and creating ox preserving goodwill to the ultimete henefit of ahaveholders

1.  Iindley, gp, cit., p. 220,

2. R.C. Beuthin, The Rengo of 8 Company's Interests’, South Afvican Law
Journal, LXXXVI, part if, 1-24, May 1969, pp, 9-1G.

8, Ibid., p. 10.
4. Ibid., pp. 12474,
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in 2 society which has come to oxpoct such condtet, espaclally from tho larger
it to and he believed, found
thelr justiffcation in the fact that they were meant to bring direct advantages

t0 the company and its shareholders in the long-term. Beuthin quoted court
cages {n which the view wag adopted that gifts to employees were permissibie
if thelr purpose wore to encourage long sarviee rather than mevely to reward
“‘1 Beuthin therefore clearly belleved that the legal view of the aotlons of
companies was they should be undertuken primarily for their long-run
profitability o the company.

Ethical and social motives have become ini

business behaviour, especlally in recent years. A business cannot run itself
exclusively on ethical and soctal objectives, or principally for the benefit of

the community as a whole, Many companies have, however, come to the

view that they have certain bastc social responaibilities and, other things being
equal, they should embark on actions that would be to the good of the commwnity
in general, Some companies which have made vast profits bave belleved that,

if they spent some of these profits for tho bonefit of the community or state,

they would be less likely to be interfered with by the authoritics, The

philosopl y was that the state would be more likely to encourage thuse enterprises
that could be observed to act for the benefit of the community, A typieal

account of the attitudes of comypanios towards thelr social responsibility is
available from Interviews held with twenty five large British compunies (twenty of
which woro in the top hundred cempanies In the United Klugdom. when ranked

by capital employcd),z Randonly solected from 2 variety of industries, all

the company reprosentutives interviewed aceepted the genoral objective

1, 1bid,, p. 13, Sce Wimhledon asd Putnoy Commons Congervaters v, Tuely
(L9811, Ch. 190; Hampson v. Price's Patent Candie Compauy (L876), 46 L.J.,
Ch, 437; v, Bank of ia (1888) 40, Ch, D, 176;
Hutton v, Wost Cork Railway Co. (1883}, 23 Ch.D. 654,

‘Their Rogpongihilitios to Shaveholders,
. London, George, Allen and Unwin, 1871,

2. B. Shenfiold, Compuny Ros

LEmployees and the Commy
po. 434,
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that companies should act in a aocialiy x¢ “noneible mannor. None of the
companies doubted that thelr primary respe 1. hility waa to be efficient
and profitablo and that being uoclally rosponsiiic would not serve & useful
purpose if it hindered these overs’! company pualu. Fhey did recognize thay
some sctivities whiv" were to the heicfit of the commus iy and were apparently
nea-profit sceking In the sbort-run, migi, Ho a neteseavy povt of longox-torey
husiness success and would therefore in nn wiy conflict with tho continuous
progperity of the company and it:: ability to servo Ui hest intevasts of its
sharsholdors,

It has been clalmed that the salaried auaier was more litcly on the
owner-¢ tvepeneur to consides the clatms of proup. siher thai thrio of the

owner. It. < unlikely, however, that the pursuit of socis-ethicu) responsivilities
was a fundaracs-* covporate objoctive  but it would rather i a vecendary guidelne
in the light of whic: vious primary aciions would have to be vicwed, In many

instances funds used fos fenations could have hoer used by cusapantes more

in othex ctions  hut have believed that the goodwill
obtained from the community as a whole more than offset this.

It is informative to study the allitude of South Afriean componics in this
regard and as an ovtstanding example of 4 major company {hat hag involved
itaelf heavily with the community, the South Afrivan Brewerics esn be quoted,
In thelr 1975 anoual roport the chatrman dovoted aliost a full page to their
role as a corporato oltizen and in this rospect he had the following to say :

1t 18 i belief that a Griop ouch a5 ours cannot stand apavt from the

, and we are b
ibtlities and obligations, In the futus v, 1 addition o ronporting sport,

g+ share of social reapons-

Y and ke carie 5. we will cote-ontrate our offorts more
o
forcefully, in the ficld of technleal education’™,

1. Ild., p. 168,

2, Statement by tho Chalrman of the South African Broweries Limited,
Dr. F.J.C. Cronjo, 1975 Annusl Roport, p. 12,
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Kantzenbach, a German , rogs the it of n flrm,

irom this more as of different and pl
groups than as an autonomous rulex. Within the framework of this co-oxdination
the management would also consider the place of its sooio-ethionl responsibilities.

The managera of a firm could vwot think exclusively of shareholders, There
were a4 number of groups whoge interest had fo bo oconsidered:

"Therefore in laying down the firm's objective functions, they must give
more oxr less due consideration to the literests of all who fulftl a role
employees, owners of capltal, suppliors, customers, eto ‘1.

‘Whereas u firm must consider the various groups that could affoct its
gurvival and progress, the problem was that actlons designed to inciease
the satisfaction of onoe greup (such ns employees) might diminish the satis-
faction of another group (such as shureholders), The managemont of the

company muat therefore make d within tts £ Sl
of constraints, 2
7.8 Sneetal Hypothesos
7.6,1  Sales Maximization

Some economiats 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 nhoad of profits
as the matn object of the oligopolist's concern is .,, highly impressionistte,
but I beliove it I8 quite strnng‘s. From their acttons it appesrs that a number
of firms have bolleved that the maxtmization of profits and sales were clogely
related to ench other and that, on the assumyption that all sales were profitable,

1. E, X 'Soclal C of Activiifes,
Thoughts on Basie Economic Polioy Decisions®, German Beonomic Review,
7, No. 3, 185-98, 1969, p, 189,

2, P. Kotler, Marketing Decision Making. A Model Bullding Approach,
London, Holt, Rinehart and Winstor 1874, pp. 237-8,

& Growth!, rev, ed., New
9.

3,  W.J, Baumol, 'Business Behaviour, Va
York, Hercourt Brace & World, 1267, p.
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to maximize sales was to maximize profits, Thia Is, however, not always
oorrect, as will be proved below, Nevertheless, it 1s not uncommon to find

which have w0 sales of sll thelr progucts,
despite the fact that some of their sales areas cowd ke proved to be highly
unprofitablo, Baumol argued that, in cases whore tho sales of cortain products
were unprofitable, businassmen would tend to Usten to proposals to malke them
profitable, 1 He found that in many oasges, howsver, businossmen were so
conearned to maintain a high volume of sales, that they were rcluctant to

Improve if 1t monnt sales volumes,

If n firm's objective were to maximizo sales, there had to be gomo
oonipromise between sales and profit obj . . if the

of sales involved disregarding profit altogether, bankruptey could lie uhead,
for sales could possibly be muxiraized at o price so low that not even variable
costs would be covered. The compromise between sales and profits wae
generally u vague one and seldom laid down in detall, Flrms in general
secmed to 8ot prices at a fixed mark-up on average cost prices,

This led Baumol to the conotusion :

‘T am prepared to genoralise from these observations and nesert that the
typleal oligopolist's objectivea ean usefully be charactorised, approximately,
a8 sales subject to n profit ",

in anothor publication Banmol medified his maximization theory of sales

and stated that maximization of tho rato of growth of sales revenuo might
be 2 better app to tho ob of the of many firms

rather than tho maximization of the current level of suless. To support hiz
argument, ho polnted out how the publicity matorial of many firms showed
their percentage incrense in sales oneh year rather than meroly stating
their absolute amount,

1. b,
2, Ibd., p. 49,

3. W.J, Baumsl, 'On the Thoory of the Expansion of the Firm', Americen
Ecopomie Reviaw, 52, No. 5, 1078-87, Docombor 1062, p, 2086,
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A number of firms have had multiple goals, but these are not always
capable of being realized, Kotler examined the case of » firm that wished to
maximize both sales and profits, This was seldom possible. He gavy examples
of cost and demand equations snd, In solving these, it emerged thot difforent
pricss were required to maximize sales revonue and profits respectively,

Kotler's reasoning is briofly reproduced as follows :

The domand equation ig ¢
Q=1 000 - 4R

and the cost equation 18 :

C = 6 000 + 5OR

From the above two equations :

Z2PQ-0

% = <86 000 + 1 200P - 4D%
4z _ap =
LZo1am-8p=0

;P =150

The proflt maximizing price Is thus P = 160,
‘Total revenue is glven by QP:
QP = 1 000P - 4

8Py 4P
G5~ S1000-8P=0

e P2
The sales revenue maximizing price is thus P 125, which 18 16,7 per cent
lowex than the profit maximizing price, In both the above casex second
derivatives are negative proving that the solutions reached ave la fact profit
avd sales paximizing pricea respectively, L
Baume! siso speculated that the goal of the large business firm could be
by sales Bubjoct to & profit

He maintained that an oligopolistic fixm was {n equiltbrtum at a price where
profits were aqual to a minimal acoeptablo profit lovol,

1. The exact cxposition Is given in Kotlor, oy, _cit., pp. 2888,
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Baumol developad hie sales maxtmization model to Inctude advertising
costs and sasumed that, ualike a price reduoction, incressed advortising
would always inorease total revenue. Thereforo it would alwaya pay the
sales maximizor to inorease his advertising outlay until he was finally con-
strained by his profit objective.  This monnt that sales muximizers would
normally advertise no legs than, and usually more than, profit maximizers.
Unless the maxtmum profit lovel were no groater than the minimum profit
required, it would be possible for a firm to increuse advertlsing beyond the
profit maximizing level without violating the profit constramt.l

7.6.2  Multiple Objgetives
1n some recent hypotheses the firm has been considared as sceking to
satl fy multiple objeciives. These objectives vuld be ealled tho frm's
goal variables and inelude such things as profit, snles, market shares and
employee and communtly welfare,

1t has been observud that o flrm with multiple abjectives cannot
s{multaneously maximize ali of thom and thus it hag to place « utility
function over its objectives and seek to maximizo this function. In
general, the firm must attempt to find o way to convert its mutiiple

3! into a uttlity that allows the deciglon-malker
to avaluate the total effeot of alternative policies on its long~run
goal-formulation, 3
Kotler summarized the position of a fivm with multiplo goals that wished to
find nn ophionu. nurketing programme. The firm would fixst have to clarify i«
goul variables and then formulate a utillty function, It weuld also have to

1. W.J, Baumol, Business Bohaviour, Value and Growth, op. oit., v. 60.
2. Kotlor, op, olt,, p. 17,
3. Ibid,
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clarify the marketing decision varfables under its control both ln the short~ and
long-run and ascertatn their offects on the goal variables. It should then project
the likely levels and effects of the environmental variables on the goal variablea
and clarify the constraints that would have to be obacrved with respect to the
declsion and goal variables. It would then artive at a doclsion that would
maximize the firm's utility funotion. B

7.6.3. Other Hypotheses

The entire corporate philogophy of a company can very scldom, If ever, be
zed by a gingle obj such as of sales or profits,

Companles uswally have to consider a wide range of interests und views, hesidos -
4 get of maln sbjoctives, and they usually have o number of minor objeotives,
Thus compnuies generally have one or moro major nhjectives, but these are
ugually subject to constraints, some of which 8re in fact minor objectives, A
nwmber of these other corporste objectives are considered In this section, A
fixm could In fact set its main objeetives subject to cortain constraints and
within sach main objective it could have o et of subsidlary objectives,

RHEdel listed & number of alternative objectives of the flrm, 2 nine of which
were chogen from three empirienl studics by Heinen. 3 Tho ton objectives were:

3] Profit maximization,
{n Sales maximizntion,
(i) Prioclple of rationality,
(iv) Safeguardieg of tho firm's potentinl,
(v} Sefoguarding the firm's Uyuidity,
{vi} B g tho firm's
{vii) Prostige,
{vitt} Powoer,
{ix) Zthioal and social objoctives,
{x} Continuity of tho flrm,

‘The firat two objectlves have alrondy been discusaed in detafl carlier In thia

1. b, 19,

2. Ridel, op. clt,, b, 38,

8. 8. Helunon, 'Das der N den, 1966, quoted
from Litdol, op. cit.
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chapter and will not be discussed further here. The fourth and tenth objectives
could be dealt with ¢togother and were discussed in Section 7,6,
The principle of lity was with the of the

difference between input and cuput values, Irrespective of the aim for which
thls surplus fs sought. The principle had a formal charactor and was indifferent
to the economic system in which it opernted, It was not a primary objective, but
rather a formal secondary one.

Similarly, the desire to safoguard liquidity could not really bo described as

a 3| , but rather n p for the survival of the firm ana

henco a necessity to ensure continuity.

Rifdel stated that the objective of independence could have differant meanings -
it could mean the desire to avoid a controlling influenco In the company by
ereditors, cllents or suppliers, or it could mean an opposition to mergers in
whioh the identity of one party was usually lost, Whilst tndependence was

1 to the of system, 1t could bardly be considered

the raison d*Btre’ of a fivm, Therefore, onoe ngain, the desire for independence
oould not be deacribed to be n primary objective of business but rather o
secondary ono.

Power and prostige could be dealt with together as power was essentially
only a stroagor form of the dosire for prestige. Tho power motive was

ona of the

s forces of man, and In gome cases
economio empires were bullt up by groat ontrepencurs, moro for the sake of
the satisinction which the exercise of power gave than for profits. The
influence of powar could be used to incroese profits, The power motive had all

the of an H but was inter-velated to the profit
motive,

7.06.4 Prioing Policy

Priolng poiley 18 tnked up with 3! A company

(unltess 1t has an absolute monapoly) cannot foxmulate ite pricing poliey without
considering lig or possible fox its p .

1. Riidel, op..oit., pp. 337,
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The most typieal pricing objuctives have been deseribed by Lanzllottl as :1
{3 Ppricing to achieve a targol return on lavestment;
(i} stabilization of price and margin;
{11h) vrielng to renlizs 8 target market share; and
{iv) pricing to meet or prevent competition,
Price-making In any one firm was not usually ruted by a stngle poliey
objective but the target rate of return has been the most frequantly menttoned
as & prieing goal, 1o, flrms wero expliclt that their prioing policies were basud
malnly upon the obj of 4 rate of return on an lovestment

It & given year or over a longer term, 2 In particular, the targst rate of return
WAaS g 1 lo to the of new products (thoeo that
inftially did not have olose rivals). To guote Lanzilott] :
'It seems reasonable to conclude that the pricing pol.cles are, in almost every

ease, egeivatent to a company policy that vepresents an oxder of priorities and
choloe from among compoting objectives rather than policies tested by any simple
teet of profit mnximlznﬂon's.

Under stabiilzation of price and margin Lunzilotti found that, in good times,
firms refrained from {neroasing prices ag high as the market would bear and
different polloles would, [n sy event, lead to the entry of new comypetitors
anxtous to participate in lucrativo markets, and this could be to the existing
fiem's ulttmate detriment.

The target markot share was found by American resenrchors to be almost ag
Impoertant ag the target rate of veturn ss a pricing objeotive. In Some industries,
especially where there was a negligible difference in the products of a firm and
those of {ts competitors, companies belioved that their prices had to be slmilar
to pricea charged by thelr competitors. Pricing polioy of 'meoting compr tion’
was nlso tied up with a flvm's asplrations of the maxket ahare it deaired to

1. R.F, Lanzilott], 'Pricing Objectives In Large Companies', Amorican
Economie Review, XLVIIL, No, 6, 921-40, Decomber 1968, pp. 922-3,

2. ibid., b, 923,
3 Ibid., p. 839,
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capturs, A firm had to charge reasonsble prices to ensure that possible
product substitutes did not become more attractive to the consumer,

Iir vespect of the above Lanzllotti concluded :

'"Hance the target share of the market ag a guide to pricing tended to be used
for those producta in which the flxm did not, at the outset, enjoy & patent or
Innovative monopoly‘1.

7.7 Corporate Stratogies
The four factors that would determine corporate strategy may be summarized
88 follows :
{1} roariet opportunity:

{n and

{1i}) pornonal values nnd aspirations; and

{iv) acknowledged obligations to ac., aents of gociety other than the
shareholders,

The two important nspeets of corporate strategy to ¢onsider were its
and lts L tati Each of the four components of corporate

strategy, taken on 1t8 own, could lead to n completely different course of action,
In practice the management of a company had to consider thelr corporate strategy

bearing all four 1n mind and making p were ¥
Christensen, Andvews and Bowor felt that It was worthwhile for a company to
lay down strateg: and this for four {mportant reasons, namely :
{1} the Inadequacy of setting goals only in terma of corporate profit;
() tho neccasity of planning nhond in undertakings with long lead times;
{141)  the need of influencing rather than merely responding to envivonmental
change; and
{iv) the utility of setting vistble goala a8 -n tnaplration to organizutional
ettort,®
There were, of course, limitattons of planning strategy In too much detail,
Piratly, It wag difftoult to make long-torm plane with any dogree of scouracy.

1. Ibid., p. 953,
2, Chxistonsen, Androws and Bower, op, ¢it., pp. 10910,
3. Ibid., B, 311,
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Secondly, if one were over-dedicated to & corporate strategy, this might result
in lost opportunity #f a company were too inflexible, Moreover, there was the
inevitability of conflict betweon the geals of departments within the firm and
organlzational and personal unes,

Different goals might stand in different relations one to the other and, according
to Shubik, this was measured in terms of X;glcnl congietency, completeness,

lity, and
7.8  Objoctives of Life Agsurance Companies

Teo the obj by life s the writer
studied the Annual Reports and Accounts, C s Stat and other

1iterature of n number of South African life nssurers. In mony of these documents
eorporato obj wero oither or gtated, Tho writer found

that one company published a document giving ito history, marcketing strategies

and a speclal stats of its ! vnd, whet was of particular
Interest, how it intended to attain these objcetives. 3 Presurasbly it had other
major obj: which were for and not bub

it was refreshing to find a company that clarified its thoughts on objectives and
published these for publie Information.

The Mational Mutunl's objectives were :4

*T'o hring to the publie tite

nud other flnancial services.

To meot the needs of people avising out of the financlal rigks asscciated with
{ife und health,

To provide the benefit of our services to s many people ns pracyicable,

To oprrate profitably for the bonefit of our policyholders and, at tho same
time, to muake our services attractive and competitive,

To promote the convept of insurnnce in all Ity forms and to enbance it in the

L bld., p. 118,

e M. Shubik, ‘Objective Functions and Models of Corpornte Grganisation',
Quaxtoriy Journal of Economies, LAXV, No, 3, 345-75, August 1961,
p. 363,

3. A pamphlet ontitled "Tho Hational Mutua! - Who are They?'
4, b
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eyes of the publie elther alem.: or in with other

To maintain our services af the highest practionble standur:d consistont with
our other objectives’,
Most of the above objectives ara neithor original nor surprisiug but are

fond, ital 4o the of eny lie company wanting to promote
its product to a8 wide n mavket aa possible, to provide a good service and to
malntain the compotitiveness of s product. In fnct, most of the objectives are
renily subsidinxy to vhe prime objeetlve which seemn to bo that of 'providing

the bonefit of our servites to 16 muny people as practicablo' 1.e. to maximize
gales. To provide a good service, vperate profitably for polioyholders end
promoto the concopt of weould aff bo itng factors o 8 company's
¢« . t'ng objective of achieving as wide & maxket penetration as possible,

« & often diffieult for & company to set a single overriding objective,
as - oudd be of lttle use in practice and one wonld viriually have to
obtaln n set of lower level objectives that would place constraints on the major
ebjective, Howevor, for a company to embark on a farmal planning structure,
raatters would be factlitated by adopting o single overriding objnctxvo.l
Thore ars three major intercatod parties in soy proprietary company i, e,
holders and {and the lattor two are the only

polley

{nterested parties in u mutual company). Market forees would tend to ensure

that employ were L ly d and, whilst onauwred
that they voced for thelr staff, thay could not havo n publicly stafed single
§ to place the of thelr abovy all other parties.

Non-profit polleyhoiders have thelr intcrosts satisfled, provided the
oompany fulfilled i48 contractual commitiments, Thus the pavties whoso Interests
showld be were the sh ) and the with~-profit 1
or only the latter in the ease of a mutual company.

1. R €. Livesay, 'Corporate Planning in a Proprietary Insurance
A h apor d to the Institute of
Actum‘k\a Studant Soclety, London, on Janunry 26, 1978, pp, 3-4.




7.9  Possible Objsctives of Life Offices
It 13 of interest to compare what, in theory, the objactives of 4 life agsurance
company could be ond what, in practico, they are and to ¢hserve what thelr
published statements imply thelr corporate philosophy o bo,

The writer listed what, In bis opinlon, the carporate shiectiver. of a life
company could bo, A large number of major and minor vbjectives could be
listed and most companies would have one or more of these ebjectives in

thaty own hilosophy. Somae obj are peculinr to proprisiary
companies  but the majority of these are applionble to both proprietary
and mutual companies.

Incinded 1o the obj of a life company the ng may
be found :

t to profits tc

{t) to moximize nsects i, ¢, atrive to be largor than cther companies;
{iil}  to moximize sales 1.e. each year to report higher now buslness
figures;
@v) to maximize the wolfare of with-profit polieyholdors i.e.
pay them s large benefits as possible;
{v) to be of sexviceo to tho countxy 88 a whole by educating the public
on tha henefits of life agsurance and selling this to them;
{vl} to maximize the welfare of ita stnff;
{vli) to keep exponscs at n cortain maxiraum level:
(vilf}  to incrense shareholdors' dividends at a oertain xate ench year;
({tx} to remain an indopondent organization and hence frce from control
and Interference
{x} to provide cmployment opporiunities;
(x1) to give an excellent sorvice to both it policyholdors and the persons
who market its product;
(xi1) to mobilize savings via life nesurance and invest theso for the
benelfit of the community as a wholo;

{xMl) to traln tholr staff as well as possiblo so that thoy can be more
competont in thoir jobs and honoo lmprova thelr soervices to polloyholders and

1 Objeotive (vili) I8 ologely oonnected to Objective (i),
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marketing officlals, i and
(xiv) to further specific community, cultural, educational and sports
or philanthrople cruses,

The Life Office Managomant Assoclation of America (L, 0O, M, A.) definition
of 'objective’ in regard to a life inewrer ig :

'Brond or general corporate missions or rosults fo he achieved ovar a stated
period of time (can be a long pertod), usually in conjunction with a formal plan,
and directed toward such mensurement fretors as growth in sales, shure of
market, profitability, roturn on funds or other agreed-upon yardsticks of
performance '2.

A number of the sbove crnnot really be deseribed as objectives us sush bub
are almost ineldental to the vary fact of boing in the life nesurance business in
the first place. For exumpis, if n compnny 18 a proprletary one, it is
sxiomatic that they wish to operate profitably, Any company must provide a
certain leve! of service In order to operate in life assurance which s eseentially
a service industry; they must train their staff in order that they can oarxy out
tholr jobs. It is logiaal that expenses must be kopt within reasonable timits
or olse profits to and/oe will bo A
compnny must trent 1ts staff rengonably well, othorwisa it will loge them to

other compnaies,

In ossonce a company must thorefore have certaln major and minor objectives,
and a numbor of g0 ealled ‘objectives’ of companies sre nothing other than the
menns by which they intond achieving thelr objectives.

One could take tho oxample of a compnny that markets its products only
through independent Intexmedinrics and hog, ns lta majos corporate objective,
the desire to maximize 1ts new business production, It would almost cartainiy
wish to tratn 1t stalf well and possibly have thoe most compotent and motivated
people {o sorvice these intermediarios,

i, Objectlves (xi) and (xill) ave intor-related.

2, An Introduction to Annual and Long Renge Financinl Planning, Finaneial
Planning and Control Report No, B, New York, Life Office Management
Association, July 196G, p. 8.
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It may wish to give an efflolent and speedy service, The latter two cannot
really be described as major corporate objectives but ave the means hy which
the company wighes to attain Its objective of maximizing new business produstion,
Undoubtedly the company would set Internal plans and goals in regard to staff
tralning, stondards of service and computerization, just as it would have to do
In regard to the competitivensss of the product it offered and its image in the
roarkot,

'Objactive' fourteon above cnnnol cver ho roy: as g j

a8 a life company exlsta for ita and its employ
and 18 not a philanthrople ovganization. It ma, donate money o educational
and cultural cauges to improve its image i * mmunity ag a whols, who
could then sce the 'good doeds' of the comyp nee be more receptive to
buying lifo aosurance from them 1,e. ther  aatlons should be regarded as o
form of advertising.

An example of tho differentiation between objectives nnd the mesns of
attalning these 15 given in the statement balow :

A4 a mutnal company our ultimate responsibility is to our policy owners,
These roponsibitities start with the sale of insurance; they are sustained Ly
continulng service to the gpecitd noeds of ench polley owner, by prudent
{nvestment of funds entrusted to ug, and by maintaining effleient operutions;
they nre discharged by paymont of procecds as bonefits to our pelicy ownors
and beneftetarios',

This statement reforred fo a hypothetical mutual lifo assurer whose objective
and henco its responsibility waa to its policy ownors, Markoting, investmont
and sorvicing were the monns by which thoy enaured tho fulfitling of their

responalbilitles,
7.10  Somgofthe( of Lifo Offlcos ng in thair Publighed
Statoments

7.10,1 Genoral Ohjoctives

This scction denls with the objectives of life offioes a8 actually dtsclosed in their

1, Creating & Corporato Plan for a Life Insurance Company. A Case Study,
Pinaneinl Planning and Control Ropert No, 17, Now York, Life Office
Management Assoclation, July 1970, p, 9.
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annual reports, s and ' In terms of the Fourth
Schedule to the 1973 Competies Act, as amended, @ company registered under

the Compantes Act has to supply audlted n.oounty Lo vhe Recetyer of Rovenue,
Publie companies must also lodge audited ascounts with the Registrar of
Companies, A directors' roport, dealing witn every fact and ciroumstance
material to an appreciation of tho company's affalrs by members, must bo
produced wnless the company 18 a wholly owsned subaldiary,

Under the 1943 Insurance Act, as amended, evory veglstered Insurer
hus toproduce nadited neoounts to the Registrar of Ingurance within gix monthe of
its financial year ond. Evon though there is no legal requiremont to produce &
chairman's report, in practicc most companies do ge, and use this veport as

ap 1 d It was gomey attachod to tholr nonual accounts
and nttached notes (ofton denoted nnnual report) nithough it wes also frequently
Some igsue very h

directors! reports with thofr accounts ana omit the chairman's report. The
most oxpliclt atatoment of corporate objeetives wng found in a paraphlet issued
by the National Mutual and thiy was discussed proviously.

The viow of the threo lavgest mutual companios In South Afrien is clearly
shown In the statoments bolow ¢

‘A prime objoctive of the Southern 1s to pravide polisvholders with the host
poasible refurn on thelr money and by judlelous investment of thair funds, the
Southern generates profits solely for tholr bcnom'l‘

'The very reason for the exiatence of tho Soclety 18 to pay the proceede of
polieies to membors or thelr benefleinrles when the need fer which provisien
hag Been mude matorinlises ‘2.

'Ag a mutual life assurance company Sanlam belongs to its paucyholdm‘s‘s.

'We arc resolved to continue In our offort to secure for our polieyholdersy
the muimus profits ... 4

1. Statemont by the Chalrman, Mr, Clive Corder, {n an introduetton in e
booklet on Southern Lifo'n Now Quality Plans, Novomber 1972.

2, The Old Mutual, Annunl General Moeting 1070, Chalvman's Address,
3, Sonlam, Chalrman's Report, 1970,
4. Sanlam, Chairmon's Report, 1967,
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‘The message from the statements ls clear. A mutusl compnny belongs
to ita and the mejor obj of a mutunl company (s to

maximize the bonefits it can give fo them, [n trying to achieve this major
objective, a mutual enmpany will alse hava soveral minor objectives and
probably havo objectives in regard to the communlty a8 a whola,

In regavd to the service it extonds to Balam hog f

an objectlve for its stafl who serve le
15 'Grow by ﬁerving‘l.

tdera’ interests. This obj

In the statement of Sanlara’s Chaleman, the above motto 18 elaborated
upon ag follows :
"The botter our poliey is dosizned and adapted to the necds of each

polieybolder, the more eiffelent our sorviee, the botter we invest, the better

the resulting product we can offer our poi le_vlmlder'p.
This guotation (llusteates quite cloarly the inter-relutionships Yetween

3 and
If reforenae 1s mado to the objectives an diseloged hy the Natlonal
Mutuat, it can be obscovesd that they extended to the provision of benefits of
thelr gorviees tn a8 many peoplo as practiealno i, o, far bayond the realms
of tholr existing , olicyholders, Somo mutual companies bellove that it ts
thetr rola to provide Iifo nosuraneo on as cconomic & baais a8 peaaible to
the community a8 a whole, Thoy believe that, with pavt of thely funds, thoy
can promote projects which aro tn the publie Intorest such as read safety,
, medieal and and g

finance, Companten believe tnat thay havo a dety to thelr slaff to offor them
gecurity and long-torm careors, The ahove aro amonget the additionnl
objectives that govern the hehaviour of mutual 1ife agsurers and many of
theso factors ave also vory Impertant to proprivtagy companies,

1. Santam Chairman's Statemont, Swndny Timos, Maveh 81, 1074, p. 20,
2, Ihid,
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7.10,2 Spetal Responsibilitios of Life Agsurars i
Companies are alse becoming move fwara of their soctal reaponsihilities and :
maay embirk on getlvities that are not in thelr ghort-torm interest it should 3
be to thelr long-run benefit, An example of the above ean be quoted :

"Wa tuke the view that long-ters growth {a only possiblo for un organtsation
which is aware of and to its total Growing side by H

glde with the i on § must be an of

o sooial anda of the necs to reevnolle these
sppavently conflieting it .\f)'l.

o illustrate the above, the Chulrman of the Legal and Genersl potuted out
that, o8 one of the largest sharchulde=s iu the Distillers Compary in the
United Ringdom, they wore the fisak mauransc rompany to pubiticly support a
more generous settloment to the fumiliea of thalidomide cl':ilf.h'un.3 The
inerensed offer which wag accepted waa obviously at the expenso of ehort-torm
profiis of the Distitlers Company (amt hence pro raty of Tagal & Goeneral)
but was belloved to by In the long-texm interests of the ehareholders of the
Distitlors Company, There was, of eourse, also n tegal 1sue invelved in the
Diatillers Company offeringy componnation,

When Hifo aseurers made contributions towards projeete such o8 modienl
regearch and voad safety programmed, ey wore dantting monsy fov the beneft
of the community a8 a whole and were showing thelr sense of soeial veaponaibility,
i many cases, howevar, they were also aeting in the long-term: intorests of the
1ifo agsurance Industry as a whole,

For example, In the Chairman's Report of Sanlam for the year chding
Segtomboer 84, 1971, the high motor aceident mortality rate of youngs South
Afrieona of around age twenty five wan diseuaned, 18 wes the high death reto of
polieyhaldera over ago forty five from heart atlmoents and other discases of the
elrculntory systom. For this rengon Sanlam had spent large sums of monoy
prometimg road safety and atsy agreed to sponsor the ¢S, L R, and the Medieal

1. 1978 Regort and Agcounta, Legal & General Arsuranc ) Socicty Limited,
United Kingdom, 1972, Chairman's Statement, p, 14,

2, Ihid,
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7.10.2 Svclnl Responsibilitien of Life Assurors
Compenies are also becoming more awave of thew soclal responsthilities and
many embark on activities that are not in their short-torm Interoeat hut should
be to thelr long-run benefit, An cxumple of the rbove ean be quoted :
'Wo tuke tho view that long~term growth i only pousiblo for an organigation

which Is aware of and to its tof.l resp ithL, Growing slde by
side with the 1 on ik must ho an of
soefal amd a of the need to reconotle these

apparently conflicting ideas '1.

To {llustrate the above, the Chalrman of the Legal und General pointed sut
that, as one of the largest sharcholders in the Distitlers Company ta the
United Kingdom, they wore the firat ingurance company to publicly support n
more genorous gettloment to the fumilles of thalidomide childven, 2 The
{nereased offer which was accepted was obviously af the cxpenso «f shorlworm
profits of the Disttllera Company (and henee pro rats of Legal & General)
but was believed to be in tho long-torm intorests of the sharcholders of the
Distillors Company. There was, of course, alao n legal issuo “wolved {n the
Distiliers Company oflering compeasation,

When lifo nesurers made contrbutions towards projects such as medienl
research and road asafety proprammed, they were donating money for the benefit
of the community a8 o whele and vere chowing thetr seaee of seeial vesponcibility,
In many cages, however, they were also acting in the long=term tntorcata of the
1tfo assurance industry 69 3 whole,

For example, in the Chatrman'z Roeport of Sanlam for the year ending
Soptember 30, 1671, the high motor aceident mortality rate of young South
Africans of avound age twenty five wau dinenased, us wus the high death rate of
policyholdera ovor ago forty fivo from heart aflments nnd other discases of the
elroulatory systom. For this ronvon Sanlom had spent largo suma of money
promoting road safety ond alse agreed to spongor the ¢,8,1, R, and the Medioat

1. 1572 Report and Aceounts, Logal & General Agsurance Snotety Limited,
nited Kingdom, 1972, Chalvman's Strtement, p. 14,

2. i
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Regearch Councll's joint resenrch an coronory heart dineases, Thoy alge
donated large sums to the medical P of .

Of course, it {s not only Saniam that have made such donations. Several

of the other large insurers havo done simitarly and, In '

oan bo made to the contributions made by the Old Mutual, as the following
statemeat liustratus
'Most t rtaat of all your to the common welfare have been

your grants for h and cdue ly to which have
already recefved more than R1 000 000, All our gavings ean enly be of value
to the comraunity If our paople are properly equipped spiritually and {n every
othor respeet, The country thanks you',

In tho case of Sanlam they oy alaw have originally had far broader objectives
than simply tho coneopt of life asearance, Saslam’s motto 15 ¢

Uit die volk gebore om die volk to dmu‘2

Banlom atarted to embody the ideal to help the 'Afrikaner Volk® gatn a foot-
fold In the commereial and Industrial te of South Afvica,

‘Santam has now achieved its objective of setting Alrtluans buginess on ita
feot, Inthe procesg the whole economy hus hm‘eﬂtcd'a.
741 Mytuol and Proputetary Compapien Compaed”
‘The behaviour of a mutua! tfe assurer cannot, in the opinton of the writer,
bo explained exclusively oo the growds that it exists only to maximize tho
benefits of {to cxisting polleyholdors, 1t wag shown that, doc to tho technical
naturo of the buelness of Il asunranee and the reserves end surpluses that
have been peeumulated In the past, the existing policyholders of o tuutual
company would be botter off {f It coased to write new husinens

1. Mr, A,J. Basgon, President of the South Afriean Agrieutiweal Union, in
seconding the motlon for the adoptivn of the Annual Roport and Financial
Statements of the OId Mutual for the yenr ending Juno 30, 1974,

2. ‘Saalam Survey’, Supplemont tu Pinancial Mail, Novembor 26, 1071, g, 4.

3 Ibid,
4. Thore 18 no aut on the botweon mutunl and

propriotary compantes, The subjeet 1o, kowoveor, examined {rom an
ampirieal appronch In Chaptor 8 and from a mathematleal approach in
Chaptor 6.
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Most of the mutuni companies have built up sizenble reserves over tho years
and the market value of their assets Is usually substantially greater than that
shown in their published balance sheets. Furthcrmore, thelr Habilities have been

valued on the bagis laid down by the
Insurance Act, If theso pyutunl eompanies wero to censo wrlting now bustness,
they could virtually elunlnate all their now business expenscs and probably

close many offices and vortainly substantially deerease tholr sumber of employece,
Duo to the natuxe of a closed fund, thelr total asscts would attll Inzrease for
geveral years in the future 18 lncome oxeeceds outgo, Howsver, as polieio.
mature, are surrenderea or polleyholders die, the funds would sventually atart

to

Onee & fund he no donge need to keep
substantinl rercaves for future contingencien and those alremly built up could
be steadily reteased to those with-profit policyholdons whoae pollews besomo
olaims, ¥ ag polictes the Hahility valustion straing

would also gradually be released, Over thoe yeurs it would bo found that the
with~proftt pelicyholders in a reagnnably managed closed fund would obtain
better bonefits thau if tho vompany continued to write new bundncss,

With inflation at 1ts high current levels, tho new business figures hoing
written by many companies ave inereasing gubmtanttally cach year. The very
anture of tho statutery valuation system wherchy lncmna In tho first year i

lesa than the d total of exy and pald,

death elalms and valuation regerves that have to be vel up cause finaneial
girains on the surpiug of enmpanies nud hold baek surplug for future gencrations,
Furtheemore, ag 2 company grows, 1t vecds larger regevven for coatingencles
and fluetusting ugsct values, and thorefore an capandivg fund hag to adopt &« more
cauttous anad conservative policy than a fund that is winding dowa,

The shava philogophy would, of course, not be aceopted Ly the managers of
mutnal e assurers who would cenflrm that their objeetives avo widor than
moeroly that of maximizing bencfite for exluting policyholdora, i

i, The argumont developed above was analvacd In greater dotal In
Chaptor 6,
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It hag been observed that, in additton to wanting to serve the best interests
of their exisiing policyholders, mutunl conipnnies alse wishio bring life
gssurance within the rench of as wide a body of people a8 possible,

Thie algo tmplies & corporate objective to muximize sales and heneo 68 an
automatic conscquence to lnerease thelr assots. By attempting to improve thelx
products, invest better, offer o superior service, by more intensive marketing
and by deorossing epsts they nre ellcctivoly trying to attain a number of objectives,

“Che annual repoxts of virtunlly all life assurance companies heve tended to
highlight the inerenso In now business {Igures, growth i assots, inoreuso In

income, pay to pol and In tho ease of proprictary
to It RppLuts that growth in how
business figuros i,c. sales and assots are possibly major corporste objectives,
Ina 'y company onoe would iy oxpect & 3]

to be to steadily tnoreage the sarnings of sharcholdera or possibly over to
maximize thom. One would not, however, expect n proprietary company to
publicly state that Its major objective was to the return to oh

a8 this couid he fnterproted by those who wish to do so,thot this could be at the
exponse of with-profit nolicyholders. It would be more nceeptable publicly to
taik of an incroase in Loth the return to sharcholders and polioyholders and

1o have the Interests of both paxties very much at noart ag tho following

statement (Hustrates :

"Tho operating and surplus necount reflocts a sul.stantially highor operating
surpiug which has onsbled the company to continue its improssive reeord of
conglstontly Inorensing ratos of bonusos to paxticipating polioyholders, whilst
at the anmo time [nerensing its dividend distzibution to ordinary sharuholdox's'l.

A number of proprietary companios have statod that tholr philosophy was that
of a profit hetweon pol lders and and
8o in velation to investment linked ngsurance policies, In those pollcles a

apeelal investmont portfolio wag usually formod and tho promiums from 'lnked
polioyholdors' wore inveated therein, Usually ninety por cont of the investment
incomae (not of incomo tax and o managoment foo of usually 0,8 por cont per

1. Liborty Life Assoolation of Afriea Limited, Direotors' Report for the
‘Yoar onded Docomber 81, 1972, p, 2.
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annum) was treanferred to the polleyholders ae well 18 ninaty to one hundred
pur cent of the capltat appreciation, The lnvestment purtaership was therefore
apparont on the basig thut the polieyholdors reevived aine vrnd (or every one
runc that wont to sharcholdors and, furthermore, a8 shurcholders obtnined ton
por cont of total net Income, the higher the not fncomo, the higher the veturn
to potleyholders and henco the higher tho retvra to sharcholders Lo, it was to
the benafit of shareholdore that the maximunt povs il roturn was carned for
policy“olders,

On non~linked putlelos a 8imilar position prevalled, us It was usual to flad

in the articles of of apt mpany that ot lepst ninoty por
cent of the surplug esrned from that elozg of business must be altocated to Ity
witii-proflt polloyholders. The company must therefore aim to maximizo total
surplus and hence maximizo the rotnen to both polieyholders and sharcholders,

1t appears that virtually all Ufe nssurance companies (both mutual and
propriciary) havo tried to inereuse their volume of anles cach year a8 the
following statemont shaws :

‘Sustatned good growth tn volume of business is, of course, casentlnl to
any institution if it is to voraly vigorous and retain the oompetitive urge that
18 vital to tho goul of providing good value for morey to ite clicnts and members,
However, growth to bo Justified in tho interests o) pelicyholders muat not,
through an exsoy ive over-taxing of resorves, provent the institution from
maintaining its standards of profitability,

1t 18 thua the aim of your Bourd of Manogoment te maintain a vate of growth
that will nov tmpaiv profutability, and I am plogsed tv uy thie tho roswiis
achioved over the past yoar onec sgaln demenstrate the sucongs of this polley 'l'.

The above statomont by tho Chalrman of tho Old Mutuest clonrly jllustoates
how profitabllity can be tmportant to a mutunl company as woll ag to
propriotary eno, Wo have goen that tho mutual company scoms to have an
objoctive to maximizo the wellaro of its with~profit potloyholders to whom It
bolongs, whorots the proprietary company has to censider both the Interosts
of 1ta with=profit pol and ks 8.

1 Chalrman's address by Brigadicr G, C. G, Wordmullor ab the 1972
Annunl Genoral Mocting of The Old Mutual,
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Theoretically one would consider that proprietary companies were more
profit-motivated than mufual vompanies. There is, of course, the important
factor that the management of proprietary companies were answerable to
shareholders, and this tended to keep their management dynamie, cost- and
more profit-conscious, wherens in n mutual company managoment wag

1nally to itaelf (altt in theory It 18 responsible to a board
of elected by with-profit who were ity not an
organized body and hence, In fact, the directors tended to be elected by
management who recomnended them), In addition, the mutual companies in

South Afrion axe generally the older companies that have built up substantial
regarves over the years and the view has been hold that this hae made thelr
management more complacont, By contrast tho proprictury companies have
generally opexated for a fax shorter period and have hence not built up such
reserves and have therefore been forced to bo more consclous of every nspadt
of managing tholr operations,

The mutual companies generaily considor that they offer bettor value for
potential polioyholdera ag they de not have to service the capital of ghareholders.
The proprietary compantes generaily consider that they ure more competitive
in that they aro tightly in betng to they are
more dynimic innovators and the profit partnoxship concept onsures & good

return to would-be polleyholders,

Mutual compantcg have olalmed that, as they wero 'owned' by thelr with~
profit p , all thelr i longed to thelr i In
practice, whilst Luis might be true, they havo not distributed all thero surpluses

to with=profit policyholders but have retatned a considerable amount of gurplug
to strengthon their overall xeserves and help inoroase thelr financlal stability.

Prudent life companies must aitompt to build up sizeablo reserves over the years

and the differenco betwean the published valuo of assets and Mabliitles, togsthor

with the hidden reserves, arc known ua tho 'estate’ of the office. The ostablished

muztusl compnnios all have large ostetos and these have boon acoumulated over a

porlod of many years In the past. As a company expands, it needs a largex estate

to allow for contingonoles, variationg in the market value in its nssets snd
oatastrophes, A mutual company ¢an only inerense the alzo of ite estate by
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adding to it from growth in its current estate and from surplus generatsd, where~
a8 a proprietary company can add to 1ts estate guite simply by Inoreasiop it
sharcholdors’ capltat, Some proprictary companies have therefore argued that
1t was betler for a polloyholdor to allow part of the surplus to be used to pay

* dividends on sharehvlders’ oapital rather than £o have to provide all the
oapital in the fivst placo, as would be necessary [n the ¢ase of & mutual company,
Furthermore, {n the Articles of A of proprietary with~profic

policyholders are normally guarantecd nt least ninety por cont of the surplus
that arose from their class of business, and in the cage of contracts linked to
managed Investment portfolios (linked busires3) the policyholder usually had a

a8 to tho of income and capttal
appreciation that was distributed to him,

Propristary compaunies have to produce profits for sharcholders on a year~
to-yenr basts and are constantly made profit-eonscious beenuse of this, whoreas

the il of murual is in the Lonusces they are uble

to pay to their with-profit
in reserve, the profitability pressure should not be as groat. This greater

and, na are kept

of pr by it o5 does not necesgarily mean

that they will offer a better contract to prospective policyholdors than mutusl
cOmpanios,

‘The management of the compuny concerned 18 tn many ways, more velevant
in determining whether the company is dynamic, an innovater and profit~
motivated, There are some proprictary compantes that offer hetter prospeetive

returng to Iders than mutuai and vieo vorsa,

‘What hag been above is that profi: is to both
mutusl and proprietory companies, although theory may have led us to believe
that th would only be tmp: to p 'y 1t 1s the oh) of
both mutual and Y to offor haneflis to their

policyholders, as this witl enable them to successfully attract more new business
In the future, It appears that competition in the desire to obtain more now
business hus forced the overall objectives of mutual and proprietary compnnies
to be moro similar than one may have assumed,

The effect of tho influonco of on and obj
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also dependa on the method by which 4 their i
a company marketed 1ts policies through independent brokers who were in a
position to judge the competitiveness of that office, competition would be

essentlnl to the company it infl their obj N rates,

target investment returna and profits to pol L C it
would not be expected to play as Important & rolo in Influencing tho objectlves of
an offico that kated its products y through its agents who

wore omployecs, Howevor, oven ln this caso the company would try to have
reagonnbly competitive products as otherwise they anulid flud thelr agents in

tn many with other and losing now business
aafos to thom,
The writer belioves that Yy fos, in being
te to thelr l are more d towarda profitability
for both thelr and thoir p d and ghould
e more dynamic in theic Thero are und diy some very

dynamic and well-managed proprietary companies in South Afrlca, However,
despite the Inck of the motivating fonfure of hetng ansvrerable to sharcholders
1n the case of mutual companies, thore are some mutual companies that have
porformed vory well indeod for thelr with-profil policyholders mnd have been
managed off] 1y and . Currently a large number of linked
insurance policies are being marketed in South Afriea and the most Important
favtor in detexrmining tho ultimate moturity or death benefit to the policyholders

is the Investmont expertise of the insucer, 'This deponds on tho company
concernad, and could vary considerably from insuror to insurer in vach
category,
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CHAPTER §

CORPORATE OBJECTIVES OF SOUTH AFRICAN LIFE ASSURERS :

AN EMPIRICAL INVESTIGATION

8,1 [ntroductlon

To obiain evidence on Ufo ' , adetatled

guestionnaire was sent o the of thirty life
operating ln South Africa (a speclmen of the coverlng letter 18 given in Appendix 1
and a copy of the questionnatre in Appendix 2). Copies of the questionnaire
were posted to all companies whoae total nssets, ne reflected in the report of the
Rogistrar of Insurance for the year ending Docember 81, 1973, oxceeded
RS 000 000.1 A total of {ifty sevon life compantes was listod in the x‘eportil but
since its publication, two of these had morged with other companies and thereby
reduced the total to fifty five as at the date on which the questionnaire was
distributed. 3 The total assets of these fifty flve companies, a8 nt December 81,
1972, were R3, 8582 billion, while tho total assets of the thirty companies to
whon the questloninire was sent amounted to R3, 848 billion as at the same date,
or 99,12 per cent of the fotal assets of all life assurance oompnnles.‘i

The questionnaire wus sent out in November 1974 and the companies were
requosted to render tholr completed refurns by January 31, 1976, Only eleven
replies were received by that date nnd reminder lotters were sont to the remaining

1. Registrar of Insurance, Thirtleth Annuak Report, year ended December 81,
1973, RP 91/1074,
2. This excludes the seven i les listed ng the

questionneire was confined to direct life nssurers only, As at December
81, 1973, the totnl nesets of the relnsurers were R49, 88 million, or
1,27 per cont of total industry assets at thot dote,

3. Not all these companles were still sctively writing life business and,
as at June 30, 1974, theve were only forty-four companies Moonsed to
transact new life business,

4. Lugistear of Insurance, Thirtioth Annusl Report, op, oit., pp. 24-6.
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nineteen companies requesting their early roplics, Additiona! letters were sent
to two of the larger companics ag their views were conatdored to be of particular
{mportance,

Completed questionnaires were linatly recoived from nine companies: four
mutuat and five proprietary compsaies, three being South African-controlled

and six {oreig trolled. Nine advised that they wore not willing
te complete the quostionneire for various ressons. Two of theae believed that
the information reguired was too confidential; a third company was being

and d that there was little merit in replylng
and yot another company explained that, belng a substdiary of a British company
which sat objectives fu the United Kingdom, they preferred not to participate
locally, The remaining twelve companies did not reply to any of the correspondence
sddrassed to them.

Even though replies wers recolved from only nine companies, 1t was
considered meoaningful to analyse them, as they Included the views of five of
the seven largest lifo agsurance groups in tho country, In addition, the

pproximak wsaots of the that veplies amounted to seventy
Tour pex cent of the total assats of the Industry, while their total amual premium
ineomo represented sixty seven per cont of the total anrual promium income
aof all lifeassurers.

Therefore, In relation to total industry assets and annual premium {roome,
tho offices that replied reprosented o vory important section and their views
eould be regarded ns ropresentative of the opinion of the Industry as a whole,

Many of the ofiloes requested that thetr roplies bo treated as confidential
and although they d the thereln to be used for

an analysis of lfo assurance corporato objeotives in genoral, they wanted to
ensure the anonymlty of thelr compnnies In the analysis, The ensuing summary
has been done Ln such a mannox ag to honour these requests, although the
sources of inf ton of stat in d t 3 to the

public havo heon given,

1. Iid., p. 12




8.2  Roplios to Questlonnaire sant to Thirty Iife Assurers

8.2,1 Statistical Informution of the Cowtpanios Roplying
The replies to the first section of the doaling with
tuformation are swnmarized below,

Completed raplies were recelved from nine compantes, four of which were
mutuat and five proprietary, three being South African and the balance forelgn-
gontrollad, Returns were received in respoct of & varlety of yoar~ends ranging
from December 31, 1873, to December 31, 1974, Since one International
company that replied only quoted ts Group's world~wide assets and premivm

income, total ssgets and total premium lncome figures were quoted from the
Roglstror's roports to ensure consiatenoy and also to obtain comparablo total
assct and totnl promium incomo for the life sssurance industyy 08 n whole from
an offlolal publieation. The total aasets of the nine companies as at the year
onds given in the of ] Amnual Report were

R2 847 million or geventy four per cent of the total assets of all life agsurance
oompanies, As nt the same dates, the total nanunl premium Income for the
nine companies was R411 million or sixty seven per cont of the total premium

Incorns of all life nssurance companias,
8.2.2  Corporate Ohfectives
Having dealt with the 1 supplied in the leted
, it wns to deal with the vest of the questions

o an Individual basis
Queation 2,1
Hos your company
Reply
All plne companies answered ‘yes',
Quostion 2.2
If they ave documented, 1o what form are they? Are thoy, for example,

olear il ?

in a leaflet form, given in annual reports or kept confidenttally for Information
of top menagement only?

i, hid., p. 12,
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Reply
One company stated that their corporate objectives were well known but
not All the other digck that thelr ohjont were

published, but the format In which they were svailable varied considerably, One
company's objoetives wore laid down In thelr Memorandum of Associution, whilst

d thesso to settor
and middle manngers, In one oase this documant was available to any raember of

a fow d thelr obj and

stall who wished to see {t. Two vompnnies gave tatks or handed a statement of
their business philosophy to new members of staff 1.e. they discussed thelr
corporate objoctives ng part of a staff induction procedure. One cormpany
quentiried tholr corporate objectives in top menagement raports that were
reviewed monthly at general manogoment lovotl and quarterly at middle
managemont lovel,

In n few corporats obj und woro partiaily
or more fully disclosed in annual reporta and chalrman's statements,

nestion 2,3

I your J haveo beon and cnn ba diselosed,

what are they?

Reply

Thig was tho most comprehensively answered and the most soavohing
quostion, o the anaswer embodied the fundamentsl xonsons for a compeny's
oxistence, Tho replles wore quite varied, ranglag frore the desire to serve
the community a8 & whole to profits for A
can ha glven-as follows :

One company its ol 8 bolng the of lives,
the granting of annuitios and ull othor cognato business,

Another company's long-texm objectlve was to strive for excelience in
roapeet of growth tn promium lneome, nesets, paymonts of bonefits to potioy~
holders, profitability in torms of value for money to polloyholders and ollent
sattslaction In regard to sorvico and beneflts rocotvod,

A fow aimed nt the of ingomo growth kn the
long-torm and of tho oxpected and actual return on thelr investmeonts ns woll a8

to mintmizo cxponsos conalstont with effictent sorvicoes to polloyholders, One
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company stated that its long-term objectives were subject to giving theix
polieyholdars value for thoir premiums ot least comparable to that offered by

the industry, and algo that thoy would avold practiees which might be advantageous
tn the short-term but would be detrimental 4o policyholders In the long-term.

One proprietary company oloarly its hie as :
" genoral terms, to provide the best possilie finuncial servieos to tho

cominunity in the form of lifo and genoral i having
vegard tu the tntereats of shavehelders and staff and the company's rosponsibility
to the community.
n practienal terms, our alms aro to schiove ¢
4] the maximum expected retuch on invested funds;

{ii) minimum expense ratios with efficiont nolieyhold:
serviee;
(i effleiont underwrlting righs;
tivy of our i to tho exteut that this can
he satisfactority reconciled with (), (1) and (ith".
One company had a generel view that they should provide the host poasible

tinaneial serviees to the community in the form of 1ife assurance, having regaxd
to the interests of sharcholdors, staff and the company's xoponsibility to the
sommunity ns a whole,

One of the proprictary a7 wag to
growth of contributions to their profit and fosa account subject to keoping
resources employed at an ngreed upon lovel, the tatl
of potieyholk a feod a8 o publle pany and 8 good

rolationghir with their atafl,
An Interesting viow was that of one group whose objective was to supply an
overall investment and savings gorvice with a eomploto rongo of Ingurance services

08 its Thelr ng prineiplo waa to engure that oach
Individual policyholdar and invostor enjoyed thelr xightiul share of the bonefits
of the investmont of hia funds, By ap B of profity

between shaveholder and policyhotdor, they holtoved this wonld cnsure tho
maximum retush for Loth policyholders and shnreholders,
‘Yot othor views were to attompt to provide kife assurance sorvicos to ng



many poople as possible, to eporate profitably for polivyholdors, to make thelr
soervices ntiractive nnd compotitive, to offor a high standard of service amd Lo
promote the concept of life assurance in nil its forms and to enhunce it n tho
cyea of the public,

Question 2.4

What do you belleve ig the fundamental reasen for your company's
oxlgtence?

Benly

One roply glvon wag tho fulfliment of tho basic noed of man for sseurity
for himself and his depondnnts in the event of death, disability or old age,

Two that the fund 1 reason for thoir oxistonoe

way the provision of financial services with n profit motive, whilst another
viow wasg to provide the best value for monoy in life assuranco and ponsions, with
special smphasis on value for mongy to profit-sharing policyholdera,

Ono large propriotary pany d that the fundamental reason for
thelz esistence was more clesely Unked with the provision of investmont services
than purety 12 provide life assurance covor and they stated tho following views @

Our Lasic obluetive is to cator for South Afriean public domand by suppiving
o greator and moroe ovorall and savings servieo with

a full runge of insuranco sarviced as {ta foundation, Those sorvices will be
provided within the frameworit of the dynamie South Alrican coonomy with it
noed for more soph and savings and far

more oquitable participation on the part of tho publie in the full bencfit of the
dynamle tavestmont potontiol of the ecuniry. Those services will alse bo
provided with tho full baeking of the accumulated assets and know-how of owe
td=witl and \

8.2.3 Maximlzation Uypotheses

Quostion 3.1

Does your company aim to profite ns a i ?

Reply

©Ono mutunl company voplied in the negative, whilst anothor stntod 'not
exolusively'. A third mutusl compnany atmed to maxtmize the relurn to thelr
partlolpating polioyholdors within eertain constraints,
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Fouyr companles, including one mutual company, answered in the af{ivmative,
One propristary company aimed to maximize a sustainnble growth of contribution
to its profit nhd loss account, whereas nnothex proprictary company did not intond
to axpand af the oxpense of profit but on the other hand did not nim to make an
immedtate profit out of lack of expansion,

Question 8.4

I 80, g it short~-torm ox long-term profits, nnd how do you aeporato
the two?

Roply

14 the Ught of their reply to 3.1 above, three sompaniss found this
question not applieable, Tho consonsus of opintons wae that, a8 the life nesurasce
industry was ossontinlly  long-term ono, the attompt would be to maximize
long~term profits, Ono company stated that thoy did, however, also set short-
torm targets, whoress anothor company did not speeifically soparate long and
short-term proflts. Ono proprictary company was quite clear thut ‘ours

isat 7 80 the b is long~term profitability’.

Quontion 8.3

Is it n company objective to maximize ngvets?

Beonly,

It way intorestiog to noto thet only one company answered an unquaiified
‘yon! to this question. One view was that they would only attumpt to maxlinize
assets insofar as it was profitable to do se, whercas another was tnot the
maximizing of ngsets waa not an objective o itself but was vathor 8 consequenca
of achleving sucoons In the maximizing of profito and sales. The other
companies ofther answered {n the negative or atated that tho maximizing of
aggots wos not o specilic objective.

Question 8.4

16 1t & company objeative to maxlmize sales?

Beply

Fouxr compantes answorad ofther o' to this question or answored that
thoy wished to aptimize rathor than to maximize sales. Of these one belloved
that both growth and sales woro nmongst tholr more important objeetives, but
that they had to be sttained in conjunction with a number of other objectives mnd,
a8 there could be a dogrea of conflict, they nimed at optimization rather than



248

meximization,
Five however, Ly ‘yas' to thie quostion
gonerally with the proviso that tho business should bo of good quality, would

result in profitablilty and was obtained on tho baale of ethieal procedures.

Ono company stated that 08 an objective it ranked bohind the maximizing of
proflts. Ono constralnt wag placed on the maximlzing of esles by one group

and that was that tho 'naw business strain' eaused by the wrlting of the business
did not excocd thoe invested capital and + To any company
this is an t to the of sales sinco, If the ‘new
capital of the

business straln' exeeeded the freo regorves and shareholds
pany, 1t would bo tech 1 Another 1 to the
maximizing of salos wns the Umit to which the human rogources of the company
could produce and ndminister the additional business,
stion 8.5

Whieh, i any, of tho nbovo 18 the chlef objective of the company? In
what oxdor do thoy xate in priority?

Renly,

As stated above, ono company considered thet optimization of grewth

and sales was more Important than maximization, wiilst another telloved its
3] was o growth, A third compony congidoved that
all their obj ware equally nithough 1t iy diffloult to ses how this
could In fact Lo 8o, whorons another folt that sales, profits and nssets moximization
had to bo achioved at compromise rates to reach the ebjective of efficlent sexvico,
In this regard one mutual company stated tho followling :
Both growth (by whatovor moasurc) nnd selos per se  aro nuturnlly among
our more important objootives, but thay have to be attained in conjunction with
& number of other objcetives. As thore 18 a dogroe of confliot botwean several
of our primary key result arcas, wo are Secking optimization rathor than

maximization',

However, of thoue that spocilled an ordex of priovity, throo considered that
maximization of profits was the most Important and next the maximization of sales,
whilst oune mutual pany the of sales n8 more impoxiant
than the moxinizing of nssets, Ono propristary company stated that its chiof
objective was the maximizing of nsgots, then the rmaximizing of profits and lnstly
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the maximlzation of sates, Thia was an intoresting reply fo receive from a
10, cletary company, ag it would have scomed more logient that thotr firsl
nriority should he the muxtmizing of profits,
uestion 3. 6

To what extent do tho above 1aflusnoe your tavestments, marketing and
cost at which your business is conduoted?

Reply,

Most repl‘as to this questlon tonded to refloct that the answera to the above
questions interrelated directly with the mannor in which the companies wera

angd that tnvosted to tho long-t: yield on
thelr twvestments, In nddition, most to contal . exp
or to provide an offfelent sorvieo af cost, Some

companies gpeeifically montioned that thoy set expense objectives or budgets
and tried to keep within these as far ag possible, Furthermore, one compuny
gtated that economy of operation was sc important to thom that the chjeotivo of
maximizing sales wus in [aet to spreod tholr averhaad coste,

With regard to marketing, tho goneral view was to consentrate cfforts on
those areas or on thoge products that were profitable, to attempt to obiain
‘quallty businoss  intne process aud to achlove this ol oo coonondenl vost,

One company claimed that the farfors mentioned tn questions 3.1 to 3,4
completoly tnflnenced thelr copduet, whoreas another gunumarized the
situatio. by stating that in i their tho major
wog profit, Thig proprictary sempany bolioved that sharcholders were motivetod

by profits and thorafs and kol o company
wore likely t0 be moro diligent in trying to contain costa and inveat bettor,
Furthormore, thair sharcholdors obtainod & cortafn porcontago of total profits
and thercfore the groutar were total profits, the highor was the return for both
polioyholders and sharoholdors and this profit motivation ensured the greatost
efforts to maximlze profits to both policyholders and sharcholdors,

1, ‘Quatltr businosa' is a doseription vaed for business on which premiums aro
patd rogularly and which ig very soldom digcontinued by the polioyholder 1. o,
buainoss on which tho lapso oxporience is vory low,
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In this context one mutual company held the following view in regard to
their tnvestment actions ;

‘We invest to achleve a high long-term return, Including both intevest or
dividend ylold, a3 well as oapital growth, subject to the following constraints :

{8} The need for of fong
liabilltios,
(b} Seourity for polieyl the long-t capltal

guavantees inherent in many lifo assurance products.
(e} Statutory requirements and the publio Interest, Specific

) are sef for '
One mutual office bolieved that the whole situntion was In fact reflected in
thelr bonus rate declared on with-profit policies and {n this regard tney attempted
to obtain a high investment ylold at an acceptable risk, to expand their marketing
activities ot reasonable cost and to obtnin economio unit costs in thelr administration.
Queation 3,7
I a proprictary company, do you any

yields as a return on shaxcholdera! capltni? Baefore injeoting new capital, do
you set & minlmumn acceptable rate of return ou this capital and, if so, what
are your views on sccoptable returus?

Reply

Thie quostion was not applicable to mutual companies but the range of
anawers recolved {rom the prop y was rather One

group ¢ld not any yleld s they it was

not possible for o life assurance company to do so.
Another view was expressed by a compuny that was part of a large world-
wide group which were sble to funds ly for

Thelr general comment, howevor, was that an weoeptable return at any point of
time dopended very much on the state of the market and the purpose for which
the capltel was required.

Anothor proprietary company statod that it was not the minlmur yield set
by the company that wag Important Lut whether sharcholders wore propared to
subscribe the oapital in the Hght of the comprny's past record und thelr expected
future progress. In any event tho net return expooted over the long-term shonld,
it w8 considered at least equal the returns obtainable by investors elsewhere
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in the finuncial market.

One company wns prepared to commit itself to stating that a ten per cent
per atnum return was acceptable, whereas unother bolieved that, with the
current variations in intorest rates, any answer would have to be heavily
qualified, It was however, considered tnat an elght por cent per annum return
on the sum of shareholders' capital, plus free roserves, wae defensible,

8.2.4  Genera! Oblactives

‘Amonget life 1 the j have been
declared by some companies, To what extent do they fonture In your sompany's
philosophy?

Questiond, 1

Does your company aim to maximize the weifere of its policyholders
{including both benefits carned and service supplicd) and, if so, how and to what
oxtant?

Reply

All replies to this question were in the afflrmative i. e, both from mutusl
and 'y and wished to achieve this by

Investing their funds for the highest expected long-term return ansd to provide
nn effiotent but cconomie sexvice, One propristary company stated that they

tried to fulfil the tiong of whilst a large
mutual company alred to provide a competitive lovel of benefits to all polioy~
holders but to long banofits to g

Two proprictary companies had as thelr major objective the maximizlng of
profits and, as the with-profit policyholders tend to recelve the greater pevcentnge
of total profits relating to thoir clase of business, i the desire to maximize
profits in total nutomaticolly ensured the dosire to maximize the welfave of
potleyholders.

Question 4,3

Does your pany alm to tho welfare of ?

1, Usually at least ninoty per cont.
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Reply

This question waa not relevant to the mufual compunfes, The proprictary
compnules all answared in the affirmative but onc was particularly concernod
with i growth of to thelr profit and loss

acgount, Two companies answered that their alm to maximize profits was to
1t to both pol ) and
Questiond. 3
Tioes your company aim to maximize the welfare of your staff? I so,
how and to what oxtent?
Reply
A fow compantes answered in the affirmative, whereao other veplies

were qualified, Where detalled raplies were supplied, all companios stated

their desire to provide of fringe
henefits, to provide staff welfave short of paternalism, to organizo stalf
development programmes, to employ a smaller number of employees but to
simultaneously obtaln « better cluss ond higher quality staff, to provide

and prog enroers for their amployees,

One mutuni company stated thelr view ag follows :
*We aim to provide salaries, fringe benefits and facilities conformabte with
the market, subject to .ue cost reatraints imposed by :
(n)  the prices at which we sell our products, and
(o) our corporate plan
We aim to provide satisfylng and jobe with employ

A decistons’,

Question 4.4

‘When considering the bonefits due to polioyholders, sharvholders and
staff, what s your order of priority?

Reply

The unanimous view of mutual offices on the order of priority was that
policyholders wore the most important, In thelr cnso the cholce was simply
between policyholders nnd stalf, as they had no shareholders. One mutual office
laid down its erder of priority to polieyboldexs ag belng flrstly the fulfilment of

1 benefits to and secondly the provisien of profits to

‘with-profit policyholders and then ndequate remuneration to staff,




251

Two prop: Ty that all three parties rated equally

and one belleved that they were inter Another 'y company's
view was that the question was unanswerable, as the treatment to each class
would depend on civcumstances and their aim was in fact to achleve an equitable
reconcillation of the intarests of all parties.

One proprietary company commented that the major consideration was the
viabitity of tho business eaterprise and in that context thoy beliaved that staff
{human resources) was possibly the most important factor in any business

and pol 1 was & close second,
Quostiond, 5 b
To what extant does your company wish to maximize the wetfare of the

country a8 a whole hy mobilizing savings and Investing in projects for the
national good? What do you believe are your company's soclal rasponsiblilties,

and what {8 your attitude towards and In public

and other wolfare mechcal
research, road salety, sport and charities?
Ray

The roptics to this question varied ]
did not have specllic objectives to invest for the national benefit or to make
of sny , one mutunl office stated that thoy sought
investments where thelr national and thelr to
polioyholders could both be dizcharged. Interma of thelr Articles of Assooiation
this pany wag not 4 to maoke except in the most limited

way, Many of thelr stoff members in fact contributed to a fund they operated to
support charity and wellare organizations, One proprietary office was of the
opinion that thoy could only prosper If the environmont in which Jhay cxtlsted
also progpored and therefora thoy belioved that they should do what they could
to promote all the ficlds montloned.

A large intornational propriotary company bolioved thet It wag tholr duty to
moximize ylelds to polloyholders, glvou only that Investments mado showld not
be conirary to the welfnre of the community 1,0, whilst not speclfically
investing in projecty for the natfonal Intorost, thoy would net invest ln avenues
that woro contrary to the community's wolfare, This company also commented i
that reduced p tand tders! and
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should not be made, excopt to organisations which might directly assist the
compahy, This view thai donations should be mado only to orgunizntlons which
ocould offer some guid pro quo was shaved by another company.

Another large proprietary office stated that they made melor investments in

at a stightly lower rate of

publie and also in
return, as they belleved this would b to the long-t beneflt of the it

of the economy,

Questiond.6.1

To what axtent doos the bonefit of the community as a whole feature tn
your investmont doclsiona?

Reply

Most companles considored thas this was very important and three
companies specifieally stated that they would not consider any investment If it
were 1 to the & of the . One large mutunt office
aommented that the above played only a very limited role in thoir Invostment
dec{s{ons and that, in the long~run, they would best sorve tho community ag

whole by making the most for thelr policyhot ~ »s,
A fow companies stated that, whilat the above was business

and the safety of capital and lnvostment veturns were moroe important,

Question4,6.2 .

Do you make o and aports? I so, how
doos this relate to your philosophy on 4.1, 4.% and 4, 8 above?

Repwy,

Three compnnies considered that the answor to this question wus given In
their reply to quostion 4.6, Anothor three companies made only limited dona ‘ons
and one only made donations to sports events to obtaln publicity. A fourth compai,
stated that, In practice, thoy adopted & more charitablo attitude than was
theoreticnlly justiliable. One mutual office answored in the affirmatlve to the
quostic and stated :

Qur donations aro malnly concer od with desorving cauges und we rate thoso
donations low as promotional instruments, Our tssistance to these causes

transcends more {inancinl and, our are

ty lmitod with poli roeelpta’,




Question 4.7

As n service industry, do you believoe that an objective of yours should
bo to provide an excellont service to poligyholders and, if 80, how doos this
relate to your othor objoctives?

Renly,

The answor tothis was ly in tho affix: o but three
stressed that this service was oxpensive and effectively the nim should be to

provide an exeellont yorvice, but at an econommical rate, or nt a cost that would
be acoeptable, Two proprivtary companics qualified their affirmative reply,

one by stating that it was subjoot to profitability of the sompany, and tho other
by remarking that, a8 the cost of this sorvise was oxpensive, it had to be
veconciled with the aim of ¢ g that were in monetary

terms,

Quogtlond 8

ave you aet objectives tn respect of your eorporvate image? If 5o, how
would you wish to bo regarded by the publlc and your competitors?

Reply

One company stated that they waore In the process of setting such objectives,
whureas anothor simply answered that they wighed to bo regarded as sotlng as
a 1 company, One large prop! 'y company had n detailed statoment

of buslness which P those obj; a8 objea~
tives. A large mutuel offico summarized tholr view by two phrases In regard

to the .x sompany, Those wore to be vogasded as 'your anchor in lifo’ and also
‘your friend for life'. Threc companios stated that thoy wished to be regarded
u8 trugtworthy, honest and of undoubted Integrity, Three wished to bo known for
thelr efficlent service, whoreas two offices specifically montioned that they
wighed to be obsorved as &l Lok Two large wanted

to be regarded ns sownd, stnbic nud of uadoubted finanelul strongth and to be

seen to offer value for monoy to policy « Throo other aimed
to project themselves as elther professional or a3 a sound, modern institution
and to have that would ehnll thoir One company
wantod to HEIN as 1 good omployer, whoreas another office

offored socurity of and for employoes to

tholr contributlon to tho company,
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Questiond. 4

Does your company have any other objectlves or philosophies?
Reply

Two had obj of holping pol Lldera! famitles,

espoctally on death,  One large company wanted to huve a genexal phitosophy
of ohearfulness and, with all humility, of corporate supertorify, A largo mutual
commpany wighed to romain ptive to modern and adoptive to

change, which could advance thelr overall goats, Another mutual compuny

had got cbjectives In regard fo money

p 3 and use of and

s One large 'y company 's baslo

philesoply was founded on the concept that life assurance should bo o reatly
worthwhite investmont {n its own right, as well a8 providing the essential ({fe
cover necded.

One company did not answer this question and two companios answered in
the negattve, with one specifically stating that they 'would not ke to overdo In
philosophios’,

Quogtion 4.0

Do you set short, medium and long range plans? I so, in what respeet and
how do you monitor your performance against your plang?

Reply

All compnnies conflrmed that plans were tn fact sot, No company sot
gonoral plans for further than three yoars shead ‘und very fow sompanios
stated the perlods for which thay sot plang, One company sct both ono and
two year plans and stated ihat thoy proforred to sot short-rango plang
a9 they were sceptieal of long-rango corporate planning  due to the atmost
Infinitoly oxpanding funnel of doubt regarding the longor term, Thelr
only exception was tn regard to thelr computer prejeet whero thoy were
in tho process of comploting a four year plan and developing  five yoar
plan, Another compony set one, iwo and  throo yoar plans, and this
fittod fn partioularly well with thele trionninl deelarstion of bonuges out
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of surplus, All companics stated that their plans wore reviewoed, jaonitored
by budgetary control or by managoment information sorvices, One company
kept dotatled records to but did not

state how often comparisons were made, Two companies monitored progress
yuarterly against the financial etandards eot by their plans, olthough in
one of theso senlor mansgement monitored the one and two year plans on
a monthly besis,
Three compantos spoeificd the followlng areas in which plang were

set: sales; and
technologioal reguiremonts; profits; product ronge and product develop-
ment; exponses (one company dld this separately for uew business and
renewal business); discontinunnoes (lapses) nnd mortality exporienced,

Question 4,11

Given the objectives above, how do you seck to achieve them? In
particular, how have these objectives influenced the conduet of your bustuoess,
the k of your p the of your funds, the tralning

of your stnff and tho serviee you provide?

Renly

Two companies stated that all thelr prineiples, objestives and
philosophies set out In thelr replies wero put to practice In thelr different
ftelds. One company did not answor this quostion and another consldered
that it was not possiblo to givo a definiiive reply as aetiong inovitably
tavolved o of and Market
considorations wers the main factora thoy took tnte ascount in arriving
at docistons,

One propriotaxy offico stated that cognlaance was inkon of the above

objectivas In all decisiong that were made and tho motivation fo achiove
theso objeotlves was profit, which in iteelf wns a moasure of succoss,
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Three companies specified that in order to achieve their objectives, they
made great offorts to ensure thewe objectives were communicated either to
mahagers or, in two cases, to thelr staff ns a whole, Onee this had been

achieved, energy could be directed by employees to the ob) .
Management of one of these threa dl d and d their

various objectives regularly,

One company belioved that they could nssess the success of ohjectives
through budgetary controls and management by exooption, One company was
)] a by obj systom in which, by agreetng

upon obj botwoen indlvidual and thelr superiors, they
considered that thoy would obtaln far groater staif participation in decfsion-
reaking ond greator commitment fowards holplng the company achiove its

abjectives,
The fullest answer to this question was given by a large mutual compuny
that at{empted to achiove its objectives,
)] by lesigning and pr’~ing products sultable for the market
sectors and dist outlon systoms we have dofined;
() by maxketing our products to achiove the taxgets set in our
Coxpornte Plan;
an by w 1ting, lssuing, and servieing the
buslness on our bhooks acoording to the service standards and cost objectives

wo have set;
{iv) by g our funds o the abj sot as
regards distribution by typu, goograpbical aven, rato of return’,
8,3 Coneluslons
It is instructive to analyse tho roplies to some of the questions glven previously

tn some detail, Firstly, the gencral conststency of the repiles to all the
questions was analysed to aseortain whothor thoy wore logioal and tho answers
to various questions compatiblo with ono another. Secondly, tho roplics of all
the companies to ench of the more searching quostions were analysed to
nseertaln what the general view of the companies wora and nlso to study the
differcuves in views where they emerged,

8.3.1 Systomatization of Reptles : Tho Obloetive Matvix

To study the conaistency of the various companios' roplies to some of the
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questions, an ‘objertive matrlx’ was constructed. This matrix lsts the nine
oompanies by numbor, the first four belng the mutual companies and the remainder
the proprietary compnnies, Their ropiles were listed to questions 3,1, 3.3, 3.4 und
8,6 of () and to 4.1, 4.2, 4,9 and 4,4 of general
objectives. Theso eight questions have been listed as questions 1 to § reapectively

for purpeses of the matrix, The replies to quostions 1 to 4 were analysed ag

of Income hyp Y, Lo, to study whether compantes almed
to maximize profits, assets and sales, and to the relative

of each of these, 'The replies to questions § to 8 were analysed ag ‘maximization
of benefits hypotheses', i.o. to study whethor companles almed to maximize the
bonefits to polieyholders, sharvohoidors and staff, and to determine the rolative
importance of each of these,
The following codes are defined in the matrix :
[+] A compromise wag neeessary or answer varied necording to
elrcumstances,

[} Reasonably g0 or to treat them well or to give good benofits,

1 Indireetily yes or it was a4 congequence of other actions,

N Ne

N/A Nt applieabi.

N/E Nzt exelugtvody or nas spoe(flcnlly}

[+) Optimication rather than maximization,

P Only  profitabile ta do so,

? Aaawer not elear or question not fully answered,

Y Yo

In some ¢2.20'5 anewors to guegtions did rot exactly £it the above definitions
and tho letter (o» uoed in the matrix was the answer noarest to that aotuatly

glven,

1. In this o ot 'not exclusiv. v* means that whilst, for example, the compnny
aimed & this wag not an exclusive objective but
Was JOhL 4 alonpgide c.iers.
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In analysing the consistency of veplies, the answers of companies 4, 7, 8
and 9 have been considered balow In movoe detail,

Compnny 4 angwered ‘not exclusively' to 1, 2 and 3 and felt that they had to

he i il together nt rotegl Those roplles were too vague to
he meaningful and could 1n fact range from a8 far apart a8 ‘to a minor extent’
10 'yes, but not exc'usively’, Thetr replics to questions 1 to 4 arc therelfore of
littie nso,

The ar_wers of company 7 fo guestions § to ¥ were ulso of litéle value,
Question marks were Inserted in the matrlx for thede roplies as this company did
not reply to the questions but reforred to thelr answer to quostion 2, 3 of
corporate abjectives, in whioh thoy stated that they almed at masimizing

growth of to their profit snd loss account, subject to
fulfitting the bl of pol g and good
relatlons with the staff, It was not cloar how the latter two would interiink
with maximizing or optimizing of bonefits to palicyholdors and steff,
The criticlsm levied against replios of compnny & was that they rated alt

the aiternntives ns cqually and the same was to

the repliog of company 8 to questions 1 to 4, A company sheuld have some
peioritios or, if they Aid not, a fixed answer was not peasible, as the ordor

of preferonc: 1rled g to ot or, ly, &
wns necessary between the varlous objoctives or the varieus groups,

The replies of the othor companies 1o questions 1 to 8 were quite consistent
and logical, and these replies have been analysed in more detall bolow,

#.8,2  Maximizntion Hynotheses

Question 1
Does your compuny alm to profits us o il ?
Reply

Bix afmed to profits, One did not aim to

do so exclusivoly, whilst two tricd to optimize thom and one company dld not atm
to maximizo profite, It was of {nterostionoto that two mutunl companios almed

to maximize profits and this for thelr pot ld 18 wag
by their reply to uostion 8, It could be concluded that maximlzntion of
pr » whother to or pol ) 18 u general

J! of life
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Question 2

18 it 2 company objective to maximize assets?

Reply

Only one company speeitically aimed st maximizing assets, One wished
to do so, but not exclusively, whilst two wanted to optimize nasetsl and one only
maximized them If It were profitable to do so. Two companles considered that
s8set growth arose Indirectly from the success in maximizing sales or profits
and two companies did not try to meximize assets,

It can thus be concluded from the above that mnximlzation of assets is not a

L of life but that an incresse in aasets wae generally
an of the salos or profit maximization approach
of the company,

Questlon 3
Is it a company objective to maximize anles?
Reply

Five companies almed to maximize sales, and of these one would maximize
only if it were profitable to do so. One company dld not try to max imlze sales
and four others tried (o optimize sales or, alternattvely, did not attempt to
maximize sale exclusivoly.

It was of interest Lo note that three of the mutual companies aimed to maximize
sales, one not exclusively and the other mutunl company almed to optimize sales,
Only one proprietaxy company aimed to maximize aales, two to optlmize and one
only to maxiy ize If It weru profitable to do so, whilst one company definitely did
not attempt to maximlze sales. Maximization ~f sales thus sesms to be an

of muteal but ¥ are more

with their profit and logs account and would only aim to maximize wies if 1t
were profitabie to do so, From the mathomatlcal modela in Chapter 6 It was
observed how rapldly [nerousing now business figures cause & short-term deoresse

1. By optimizing assete, theso meant
thelx assets taking account of thelr more § of
proflts,
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in the profits of compantes, It is therefors quite logical to expect that proprietary
companies who wish to show reasonable profits each yoar would be more moderate
in their desires for new sales to mutunl who do

not have to show surpluges eacl. year but merely have to ensure that the value
of their assets s greater than the value of their llabilities.

in view of the above, the reply of company 8 o this question was contradictory
to its reply to question 1, It was proved mathematioally in Chapter 6 thut e life

agsurer cannot maximize sales and profitability . Some

was thevefore inevitable, This was also proved mathematically in Chapter 7 to

be the general case for compantes,

Question 4
‘Which, if any, of the asbove 15 the chief objective of the company?

In what order do they rate in priority?

Reply,
As P y, the replies of 8 and 9 to tha above

throe questions wers of [ttle value, Even though the chief objective of company N
8 was to maximize nasets (and it was the only company which had this objoctive),
thelr reply to questlon 4 conflicted with thelr reply to question 1, even thuugh
they vated profitability as more important,

To the other three pro 'y the and
of profits were the most hmportant, One mutual company had the same view,

whereaa to two others sales was most

It ean be concluded that to vi tual companies sales maximization 1a their
most important ohjestive, although this was sometimes subject to the overall
profitabiity of the business, Propriotary companies, on the other hand, congldered

the profitability of the business as their most important objeative.

It must be considered that, in terme of Section 34 of the Insurance Act, Ne.
27 of 1943, the premiwm rates of a life assurer have to be oertifled by the
valuator of the company to be notuarially sound.

Therefore tho premium rates of all products sold by a life nesurance company
must be self-sufliciont and, whilst sples might lead to new business strain, they
should not lead to losses. It was thus not surprising that mutusl companies
gonerally bad the maximization of sales as & basle objective i.e, 18 sales of
each product wera seli~supporting in the long~run they could aim for sales ig
maximizning.,
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In studylng the answers given to question 3.7 of the questionnaire it was
interesting to note that two companles wore propared to specify the acceptabte

return on to extsting or td-he 3 wheread the replies
of other companies varied from as far afleld as stating that 1t was not possible
to do this to atating that, whilst not quantifiable over the long-term, the return
should be at least equal to that obtalnable by investors elsewhere in the financial
market, To tho writer It seems that this latter view is the correct one for a
polentlal investor in the life assurance Industry, In practice this fa not always
the case, and a would-bo majority shaveholder or foundor may enter tha Industry
for other roxions, such as the dosire for power, prestige and the uses to which
the cash flows generated by o 1ifc company could be placed,

8.3.3  Goneral Oblsotives

Quegtion §

Does your company aim to maximize the walfare of Its policyholders
(including both beneflts earncd and service supplied) and, If so, how and to what
extont?

Reply,

One proprietary compnny tried to fulfil the xeasonable expestations of
policyholders, but all other atmod to ! beneflts,

Question 6

Does your company alm to the welfare of 1 ?

Beply.

Mutual have no id but all the 'y

to or optimize ! benefits,

Question T
Does your company alm to maximizo tho welfave of your staff? If so,

how and to what extant?

Reply

One propriotary company tried to optimize proflts subject to maintaining
good relatinng with their steff, whoreas all othor compnnios nimed elther to treat
them very well indeed or to maximize tholr wolfare,

Question 8

When considoring tho benefits due to polioyholders, shareholders and staff,
what 18 your order of priority?
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Reply
As dlscussed previously, the replles of proprietary companies 8 and 8 were
of littie value, All mutual had thelr polleyholders as thetr chiel

eoncern whilst two of tho proprietary companies stated they hud to compromise
botwoon tho three groups concerned, Ono propristary group belleved that their
staff were tho most important, as thoy made the business entorprise viable and
without this thexe would be no reasonable return to either policyholders or
sharcholders
The following ¢onclusions omergo @

[eh] all companies wish to maximizo the welfaro of thelr with-profit
polieyholders and to the mutual companies this 13 thelr chief objective;

{ti) all y wish to or optimize the

rewards to thelr sharcholders; and
{ity all companlos wish to treat thelr stafl extromely well and in
one proprietary company this waa the most Lmportant priorlty, as it would enable
them to achieve the other two objectives stated above,
8.8.4  Corpurate Objectives
1t can be seen from the anawers to questlons 2.1 and 2,2 of corporate
objectives that, whilst all alne set 1! , the formats

tn which these wero avaliablo varied {rom belng 'well-known but not published, '
to ‘dooumeonted' and belng 'distributed to management’, and in two cases their
objcetives were discussed with now stalf members os part of thelr staff induetion
courges. It is obvious that i n company wishos o nohleve {ts basic objectives,
the more membors of stuff that know about thom and are committed to them, the
more likoly the company as 8 whole ls to achleve thom,

‘Tha reptles to questions 2,3 nnd 2.4 have been analysed separately for mutual

and prop 'y The basie obj of the mutunl companies were
to bring kife assurance to the public and to oporete profitably for their with~profit

potleyholdore, to administer thelr business economicaily and to maximize or

optimize yields, Thoso obji wore simtlarly present in the
voplies of proprietary companlos, where it was stated that thelr dominant objective

was the dosire to Imlzo long-term roturna to ox to maintain &
sustainablo growth to thelr profit and loss sccounts. In two cases companies
apeoifically stated that tholr overall objective was to provide the best possible
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Reply
As P ly, the replies of latary 8 and 8 were
of {ittle value. All mutunl had thelr as their chief

concern whilat two of the proprietary companies stated they had to compromise
betwoen the three groups concerned, One proprietary group belleved that their
staff were the most important, s thoy mado the business entorprise viable and
without this there would be no reasonablo return to elther policyholders or
shareholders,
The following conclusions emerge :
4] all companios wish to maximizo the welfare of their with-profit

policyholders and to the mutual companies this is their chief objective;

{1 all prop 'y wish to or the
rewards to tholx sharcholders; and

(it all companios wish to treat thelr staff oxtremely woll and In

one proprietary company thls wae the most important priority, as it would enable
them to nchiove the othor two objectlves statod above,
8.3.4 Cowporate Objcetives
It ean be seen from the snswers to questions 2.1 and 2,2 of corporate
objoctives that, whilst all nino sot the formats

tn which these wore ovailable varied from belng 'woll-known but not published, !

to 'd ted® and bolug 'd to , aad in two cases thelr
objectives were discussed with new stafl membors as part of their stoff (nductlon
gourses, It is obvious that If a company wishes to achieve {ts basic objectives,
the more membord of staff that know about ther. and are commltted to them, the
more likely the company 18 a whole I8 to achievo them.

The roptios to questions 2, 3 and 2,4 havo been analysed soparately for mutuat

and propi ¥ The baslc ob) of the mutunl companies were
to bring life assurance to the pubilo and to operate profitably for their with-profit
policyholders, to ndministor thelr business economically and to maximize ox

ptimi yolds, Thoso obs wero prosent in the
repites of proprietary vompnnies, where it was stated tnat thelr dominant objective

wag the deslre to long;: returns to ot to malntain
sustalaoblo growth to their profit and loss accounts, In two cases compankes
specifionlly stated that their ovorall objective was to provide the best pessible
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financial services vie and they y tried to

the of sh and pol jointly,

Mutual companies congldered that the fundamental reagon for thelr existence
wayg to britg [ngurance to the pubtle, as the futfliment of the basie noed of man
for sacurlty for klmeelf and his dopondants, and usually within this framework
they tried to do 50 a8 profitnbly ns possible for tholr with-profit polleyholders,
Whiist the proprictary compunies also aimed nt bringlng these Insurance services
to the publie, thay nlmed to do so with & profit motlve o1 aimed to maximize
proflt, Ono proprictary company summarized their viow 2a the 'proviglon of
financial sorvices with a proflt motive'.

To summarlge, whilst all [ngurance companies aim fo bring insurance and
financial services to the publie and try to | ox to optimlze & £
Ylelds and to run Uy, the mutual aimed to the
rewards to thelr with-profit polieyholders, subject to the constraint that they
would not d to the benelits to present with-profit
1 Proprictary ies almed (o polieyt

pol.

benefits with a proflt metive for thetr sharcholders although this was usunliy

subjeet to fulfilltng the of g or, with some
the of ! and ders vore simitar, as
they n hip in and other Purth N

cumpetition ensured that proprietary compnnies kopt the returns to thelr with~
profit polieyholders competitive, or It would be difficul for them to obtaln a
repsonabic share of total new Lusiness sales,

83,8  Socigl Responsthilitios
From the xeplies glven to quostions 4.5, 4,6.1 and 4,6.2 fn particular, ttcould
be ooneiuded that there wad in essonce littte differonce between the answers of
mutual and proprietary compnnies, In gonoral, the view of the compnnies was not
that they specificaily sought lnvestments that ware for tha natlonal good (in fact,
one company suid this was for tho Govornment to doj, but that they would definitely
not invest in anythlog which was closrly to the detrimont of the communtty, Whera
the interests of potioyholdors nnd that of tho community as a whole ooinelded these
typos of {nvestmonts wore favoured,

1, Beo Chapter 6, pp, 194-5,




in govoral, companies ususily made donations to eharitles and other
organizations only when there could he some type of guid pro quo for the company
i.e. when spongorships werce mada thoy wore often for more than pure linancial
roagons and somotlmes solely for pubilelty, although one company did not rate

£hem high in promotiosal value. One 'y pany
that no donations wore made [rom polieyholders' funds but sundry small donations
waro made on behalf of sharchotders,

Soma of the karger hava sums for medleat
research, universitios and rond saloty sod this for the beneflt of the community
asya wholu.1 In fact, some companics have In praetice boen more generous, as
endorsed by statoments in tholr anuual reports or chatrman's roports than their
replics to the quostionnaixe actually indicated,

Tn hig 1672 Annual Statement, the Chairman of the Old Mutual wrote ¢

"Your Board hns niways been aware of tho importance of ensuring that the
Old Mutual does even .nove than bo finavelaily successful, pay bonuses, provide
employment and pay taxes. Wo aceept that the Soclety’s vesponaibility extonds
heyond the provision of basle {inanoial sccurity for its members and their
famllies. Your Direetors thus seck to identily the Society closely with the
gectors of the community in which it operates and to act In the fnterest of these
eommunities ag & whole, and thus,thoy beliove, in the interests of the mombers
of the Old Muteal, © ) of sooial beneflt such

as the provision of housing, the development of education and the supply of
municlpal amonitics are placed high on the list of priorities for lnvestments',
From tho abovo It can bo that made by life

gongrally were only & very small percontage of their anaual revenue, although

some of the larger havo made to

and medienl research and to rond salety iu pavticular, Compantes did not lnvest
in outlets that were to the dotriment of tho communlty but nsually did not
specifleally seck those that wore to communnl benefit, Thoey sometimes gave

%, See Chapter 7, pp. 2312,



266

preference, st slightly lower ylelds, to investing in public and munlcipal
ingtitutions, as this would ba to the long~term benefit of the community. Interma
of Section 17 and 15 of the Insurance Aet, 27 of 1948, Insurance companios have

to (nvest a conslderable portlon of thotr | n certaln app:
and the son-Goverument stock portlon of these includo bills, bonds and securities
Issued by muniolpalities, 19 well as some public Institutions such az Esoom

and the Rand Water Board ag woll ng other D! the the
of L Th ies would fulfil their soclal obilgations
and ly meet tholr to P securities,

8.3.4 Corpovate Image
In studying the replles to question 4,8, the way the life assurance industry wished
to regard itgell can be summarized by the following words and phrases
'Sound, stable and of undoubtcd financlal strength'; ‘trustworthy and of undoubted
Integrity’s 'professional’t ‘pruviding good value fox money': ‘efficlent and
commerelal’s ‘your friond and anchor in lifo'; 'n good employer offertng
seourity’,

It can be observed that the industry wishes to portray a solid institutional
image, with greatest emphnsis being placed on finnnclal strength, stability and
Integrity, but companies alao wighed to be rogarded as efficlont, comniereinl
and modorn tn outlook,

1,

These are in the Third Schedule to the Act,
No, 27 of 1043, a8 umended,
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CHAPTER §

LINKAGE BETWEEN THE THEORETICAL AND EMPIRICAL ANALYSES

QOF CORPORATE OBJIECTIVES

9.1 [ntroduction

In Chapter 6 2 meihomatlenl model of a lifo office was snalysed. A study was

made to observe the offect on profitablitty of variations ln the investment yleld

a company earned, alteratlons in the levels of new business it wos sssumed to
write and differences in the type of product marketed, The cffset on profitability
of the cesaatlon of writing now bustness was algo nnalysed. Tho tmportance to
tho pany of Its yleld and the severe straing imposed

by the statutory minimum valuation basls were clearly observed from these

analyses.
The th 1 objectives of n genexn!l, and of Llfe nssurance
in lar, wero e Chapter 7. A number of differant
possible objectives was i b that timed
to maximize profits, to moximize sales and to satiafiee rather than to maximlze,
The soclo~cthleal [t the of warg

also discussed, As well as o theoretical approach to the possible objectives of
itfe nosurers, their actual objectives as revonled by their publishod statements,
wera annlysed.,

Ifowover, there was little! on tho subject of the corporate objectives

of life nssurance companies and hence the questiornaire was sent out to a number
of companles In November 1974,
This questionnaire was analysed in Chuptor 8 and the replles vondered by the

provided th of thelr actusl objectives and
thetr attitudes towards a wide rango of mspocts of tho life assweance
business.
In oll three chaptors akove the
and proprictary companles wag anatysed whenever possible. In partleular, the
¥ that mutual nlmed to the benoflts of thelr

in obj of mutust

exlisting with=proftt policyholdors wns tested empiricatly and mathematlently, ns
well as [rom o theoretien! approuch,
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It is of intoroest to study the links between these theoreticnl, mathematical

and empirical snatysos of the corpurate olij of life

From the analysis of the replies to the questionnalve it was ovident that Uife
asgurers have Lo fact ostablished olear corporate objectives,

9.2 Profit Maximlzation

It was observedl that the highor the ylold o company carned on its fundg and the

lower the expense level at which it operated, the groator would be the surpiug
that It earned, It was also ncvted2 that, In the short~run, tho more new business
a company wrote, the less the emerging serplus would bo, [t was ilustrated
how, In a glven yerr, there was an tnvorse relaticnship betwoen the level of new

husiness seles and tho surplus that emerged In that year !, e, tho higher the tevel
of new business [n n glven year, the lower tho emerging surplus would be, 3 In
the extreme cnso the groatest profit emerged In & givon yoar if the company ceased
to writo how business and was able to sliminate ald its new buslness cxpenses in
that year,

Howaver, it was shown how cach 'generation' of now business was profitable
to the compnny in 168 own x‘lght.4 Tho wrlting of guccessive 'generations’ of
new business led to sevare new business strain, duo to tho statutory minimum
vatuatton basts, and honce caused the deforment of profitabliity, Furthermore,
it was obaorved how o substantial inercnse in the levels of now business wrtiten
roquired 0 conslderable {nereaso in the capital requirements of a aumpnny.5

From the above coneluslons derived from the mathemntieal modele, * ean
be deduced that it would be unlflealy for life offices to alm at maximixing profits
In tho short-term, 88 the wny to achieve this would be o cerge writi: © new business
and climinsto atl thelr now business oxpenses. Iowever, it was observed that .

1,  From Tables 6.3, 6.5, 6,12 aad 6.14,
2. From Tables 6.4 nnd 6.13.
8, From Figures 6.4 and 6 5,
+. From Tables 6,2 nnd 6,10,
4, From Tables 6.4, 6,6, 6,13 and 6,14,
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this action would be at the expense of long-term pz'of!l:nl:»lllty1 and for a
. roprietary company with a given share capital, this course of netion would be
unnceeptable slaco, i the company censed writing new businogs, at Bome stage
profits would coase completoly f.e. when ail the poticles were finally terminated,
In practice mutual companies alse would not aceept such an (zbjectlva.2 Thus,
if companles almed to maxlmize profits, {4 ean bo concluded that they would onty
try to maximlze profits over the long-term,
Furthermors, since tn tnerease in the yield a company carned on its funds
substantially Improved its profitability, It could be untlelpated that eompanies

would attempt to imizo their ylelds, 1t was ghown B
how the 1 ent for Jos to tnvest a P of thelr H
agsets In d was a to £ yields

sinoe the yields onthese securitlos are generally tower than a company could
obtaln elsewhere, 3 The lavel of now business & company wished to write would,
due to the statutory minimum valuation basls, be mited by the size of its capttal
and regerves and also he limited by the capuclty of Its human resonroes,

From the repiies recelved to the it wag ok chat

six of the nine companles aimed to maximize profits, whorens two tried to
optlmize them, Obly ono compnany dld not have profit maximization or optimization
a8 an objective. One of the two compaates that almed to optimlze profits tiled to
masimize a sustainnble growth of earnings to its profit and loss ascount. This
company could be stated to havo objectives of satisficing rathor than mlmlmlzmg.4
Considaring the probloms of new business strain, 1t was of intorest to note that
one proprictary company did noz intond to expand at the oxpense of profit but also
didl not try to Increase short-torm profits by tack of expansion,
‘Whilat two mutuat companios tried to muximize profits and this prosumably
for thelr with~profit policyholders, thls was not to be achieved by the cessntion

1. ¥rom Table 6.7,

2, This wag shown in Sections 6,5.5 and 6, 6.4 of Chapter 8,
3. Rafer to Chapter 4, 8§,4.2 and 8,4, 2,1,

ik Refor to Chapter 7, 8,7, 3.
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of wrlting new business to do so ! Trom thelr published statements mutunl
compaaies definitely considered 1i. indelves as continuing organizations, Within
the context of organizational continuity, it could be cone:uded that maximization
of profitabillty was generally a corporato obj of lie

The tact that mutuel componies aim to maximize profits for thelr pollieyholders
is grlven support by & numlier of pubiished statements tssuad by them, i

One proprietary company, replying to the questionnaire, nlmed to fulfil
the r b i of pol! . All othes {both
proprletary and mutunl) tried however to maxlmize the benefits pald to thelr

with-profif polleyholders, In some of the propriotaxy companies there wag an

identlty of interost hetween sha. and In that gb 1d

usvally recelved a fixed porcontage of the profits distributed to policyholders and
thus, by maximizing the benofits paid to polleyholders, shareholders' henefits
would be Al pr 'y almed to or optird:

the henoflts received hy thetr shareholdors,
1t enn bo concluded that, subjeot to tho constraint that shareholders recelve
a cortain pereentage of the surplus distrlbuted to policvholders, proprietary
oan aitempt 0 the benefits distributed to both polleyholders

and shaveholders, If the consiraint did not exist, polleyholders would obviously

receive greatr benefits if shareholders recelved a smalier proportlon of total

profits or If they recetved nuthing L, e, but for the oonstralnt any dlstribution

of profitg t shareholders would bo nt the expenso of beneflts payable to policyholders,
Thus, both In theory audt in terms, proprietary life

have atmed to iz 0x aptimiza long-t . Some
mutua! companioa have aldo tried to maximizo long-term profit. billty to their
polleyholders. In practice thove 1, however, an eiement of confliot in that the
behaviour of mutanl companies geoms to bo that of ‘salos maximizers' rather than
that of ‘profit maximtzers’ and it has beon shown that snlos and profits eannot be

maximlzed simultaneously.

L i, 8,7,10.1,
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9.2 Maximization of investment Yield
C 1ty aimed to ize profits by i ¢ their funds to achieve

the highest expected long~term return and by administering their companies ef -
ficiently and . Thus of the Ilnvestment yleld

on thetr funds is a major objective of companics to enable them to maximize profits,

The typieal st: ts pupport the hypoth that atm to
maximize investment ylelds.

‘i i@ of the utmost importance to us to earn the maximum yleld on our poltoy-~
holder envlngs'l.

'As a result of its Investment pollofos, Liberty Life has achieved a record
return on its Life Fund which substantinlly exceeds the interest assumptions on
which the caleulation of the actuarial Habllity is based, This rate of return, a
factor which 1s fundamental to the suvoess of a life assurance operation, compares
most favourably with the yields seoured by other leading South African life
assurance offives '2.

'T have already mentioned the substantial increase In uwr lnvestment incoms,
and thia has led to the grosa yield on our ltfe assurance fund going up from 7,44%
to 7,82%, yet ancther record year's.

Further evidence that, tn practice, 1ife companies iry to maximize their in~
vestment income was recetved in the replies to the questionnaive, Replies In-
oluded statements that companies aimed to achisve the maximum expected return
on {nvested funds and this return included capital growth, It can thus be concluded
that lfe nasurance companies de, as Peglex stated, attempt to invest their funds
to earn the maximum oxported yield.4
9.4 Sales Maximization
‘The rosults of the mathematical models developed in Chapter 6 proved conclusively
that, In a glven year, an Increase in su.es would load to a decrease in surplus em-
erging ln the short-term due to the heavy new business strain caused, The reverse

1. Eanlam Roview, 1072,

2, Ldberty Life Association, Directors' Report {nr the year ending December
81, 1974, p, 11

3, Southern Lifo ¢ - ciation, Chulrman's Statement for the year endi g April
80, 1978,

4,  Pogler, op, olt,, p. 38L,
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would ganeratly bold true in the long-torm, provided that the rate of incroase
of gules of new business was not so great as to defer the emergence of surplus

tadelinitaly,

it has been proved that tl and life in '
canpot simultaneoualy maxtmize their sales and immediate profits. 1t I8 of
interest to study what thoir attitudes, in practical terms, have been to the
maximlzation of salea.

Thus, ln theory, it would be antirtp: that prop "y would not

alm to new gates in tho short-t whilst, over the long-term,

they would be concerned with the emorgence of surplus, The some does not hold
true for & mutual company and thore ls no reason to expect that they would

not attempt to maximize sales, both in the short~ and lu tho long-term, subject
only to the capaclty of their human resources to do so and of the size of thelr
froe reserves to absorb the resutting new husiness strain,

In snalysing the replies to the questionnnire, it was obsarved that three of
the four mutual companies replying nimed to maximize aales, wheroas the other
mutual assurer tried to optimize new buslness snlcs.l Only one proprietary
company simed to maximize sales, two to optimlze, one only aimed to maximize
if 1t were profitabie to do so and one proprietury company definitely did not try
to snles. Thase 1 results support the hypothesis that mutunt

Hfe offloes are saleg 1 whoreas Y are

more concerned with the emergence of profit and would generally alm ot sales
lovels that met their prolit objectives, This 1s the ressen why one company to
which both profitability and sales were lmportunt, believed that there was a
degreo of conftict in obtaining both simultancously and henae they aimed to
optiinize each instead of to maximize.

Tt was noted that at loast one mubual company, the Old Mutual, whllstconcerned
with growth, belloved 1t could only bo justified Ln the intcrests of pollogholders if
It did not prevent the company from malntaining its standards of pmﬂmbmtyz. it
wag, however, ohserved that mutual nssurors seom to have an objective of bringing

1. Hefor to Chapter 8, $,8.3,2,
2, Refer to Chapter 7, p, 235,

|
}
I




life asgyrance to as many prople ag possible 1, e. they have an objective to
meximize gales,

The greater the sales of new business, the laxger the total premium lncome
of @ company woult be, The fart thut {he total premium Income received In 2

given vear by o compuuy 18 vegarded ay oy s evid by the
following “to¥omoents ¢

'Some of the aew Levelii of uehlevements were ¢

1. OLD MUTUAL becwne the first South African Hfe assurance office to

excecd the R200-miliion mark in gross premiunms and sninlty considerations
received, Tho R100-million warl wag reached only three years ago in the 126th
year of the Soclety's oxiawnm-'g.

*The support which you and your fellow policy-holders have continued to give
3 v company hag made Sanlam the e assurance company which 1n is latest
flna:. =1 year had the highest premium income within the Republic and South-
Waest Afriea, 1t i8 with particular pride therefore, aud in gratituds o all
our poliey bolders, that we present this report of the past year's activities to
30“'3.

‘These statements support the hypothesls tha* mutual lide offices glm to
me mize sales,
9.6  Assgts Maxlmization
It is obvlous that the greater the level of now busiress a compony writes each yeax,
the larger the totnl assots of a company would eventually be L o, In cortain
regpeets an wijretive of sates iy 1 a desire to nsdoty,
In theory it woub! bo wxpocted that the obj to sales would take

precedence ovor the e . 19 mikiegae wisets, There is, however, an element of
prestige and power that uecmmpanics Ha- srowth of o company, When life offices
are classifled Ly size, the yaxdoliel fur measuring size s the value of its assets,

1. Ibid., pp. 280, 231,
2. Otd Mutual, Chairman’s Statemoent for the year ending June 30, 1975,
3, Sanlam Review 1971, Chairman's Statemont,

i
it
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From this P life may have to their assets

Irrespective of the profitability of doing su. They may not, however, attempt to
achleve this my merketing produots {hat are actuarially unsound, as their premium
rates have o be certified to the Reglstrar, 1 The Iraportance o a life sssurer of
the growth [ its assats ig il by the 7 s

'The company {Irst reported ngsets of RL00-million in 1972 and it 18 indicative
of its continuing rapid growth that two years later the consolidated assets of Liberty
Life were already well past the R300~-miilion mark, having aitalned a level of
R335~-million at the end of the 1974 year'z.

Qely one regpondent {0 the questionnalre stated that it was a specific corporate
objective to maxlmize assets. Somc compznies balieved that the maximization
of ngsets was not an objective in itself but arose Indiveotly from the success of
thelr objectives of maximization of sales or of profita, Other companies either
did not attempt to maximlze assets, or they attempted to optimize the increase
in the growth of their ussets or to maximize them only if It were profitsble o do
s0. All these latter views basionlly reflect that the maximization of assets was
not & specllic corporate objective but a result of other courses of action.

9.6 gocinl and Natlonal Respongibilitios
An early a o view ing that life should to
orlentate their investment polley towards soclally and economically desirable

ends was put forward by Pegler, 3 His logic for this recommendation was that,
with the steady lncrease in the state interference in economic sifaivs, ib could
be entlclpated 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
compunity in which i operated, in recent years many companies have adopted
the view that they have cortain basic social and national respovsibilities ns a
‘corporate coltizen'.

1, Insurance Act, No, 27 of 1943, 8, 84,

2, Liborty Lifc Association, Directors® Report for the year ending Decomber 81,
1974, p. 6.

8. Pegler, op. olt., p. 185.
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In South Africa life nssurers have been forced to nccopt a certatn i inimum
ievel of natlonal responsibillty by belag obliged to Invest a substanttal percentege
of thelr investments in npproved securities, i It has, however, been shown that
they have accepted a far wider social tnd national responsibliity than that imposed
on them by laglalation, 2 Congiderable sums of money hove been donated to outlets
such as medionl h and road safety programmes,

Companles have also regarded themselves as having other national

78 the Totl r, R

‘Moreover, OLD MUTUAL, as a loading ifo assurance offico in South Afriea,
has cortain national responsiblities. These relato to the provision of finance
where shortages in the supply of capital tn the economy arise that cannot be
gatisfied hy other types of financlal institutions that conoentrate on specifle sosters
or types of mvestments'“.

Most companies that roplled to the questionnalre stated that they did not
specifically soek Investments thnt were for the natlong. good but, (f this purpose

ided with the of pot s, thon such in were

it

from & different

In gomoe coges ! thetr national
viewpoint ;, 0. instead of specifically investing in profjects that ware to the
natfonal benefit, they refralned from direeting thelr resources to those avenues

that were coutrary o b, Owing to thelr in app:
securities, some companies bolleved that they wore simultaneously fulflliing thetx
sacial obligations in regard to these lovestmoents,

Life agsurance companies have, howevor, in practice shown a considerable
degree of soctal responsibitity and in thls regard the Old Mutual and Sanlam in

have donnted tdorable sums of monoy to read satety programmes,

medieal and ke One majox propriotary company
gtated that desplte the fact that, In n private entorpriss economy, it could ba
argued that invostmonts of a e office should bo made with the objective of

maxgimizing the expected return theroon, tho ivtorests of the community as a
whole did feature significantly in their making of lnvestment declsions,

1,  Refor to Chapter 4, 5,4.2 and 8.4.2.1,

2. Refer to Chapter 7, §,7.10.2.

8. Old Mutual, Chalrman's Statement for the year cnding June 80, 1975,
4, Refer to Chapter 7, §,7.10,1,
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9.7 Mutusl and Proprietary Companios Compared
The attitude of the three largest mutual life assuvers in South Afriea clearly

Indicated that they regarded *he objective of maxim!:ing the beneflis of thelr with-
profit policyholders a8 being of primary impoﬂnnco.i Furtharmore, eince

a mutual company belongs to ite p the shove implies that
mutual companies aim to maximizo the bonefits paid to thelr oxisting with-profit
pollayhoidors, It was argued In theoretioal terms that the above hypothesis could
not be true for mutual companies as they are currentiy known.2 1t was further
argeed that, if mutunl companies aimed to maximize the benofits of thelr exlating
with~profit policyhoidess, they should cease to write now business and dispense
with the expense of their new business operations, The consequent increase In
distributable surplus tn future years, which could be inerensed by the gradual
ellmination of reserves built up in the past, would sabstantinlly increase the
benellts payable to oxisting with-profit policyholders.,

The hypothesis that the axisting with-profit policyholders of a mutual life
assurer would be better off If the company wara converted to a clased fund was
proved mathematiently, 3 Mathematleal madele E and T Lliustrated how the

surplus d when no fu“ther now business was

written. When this higher total surplus was distributed In proportion to the
tknbilities of thosepoticies stillin foree (boaring lit mind that no new business was
belng writton}, the distributioa of surptus to existing with~profit policyholders
wasd conslderably Inereased,

In practice mutual companies have not censed oporations in order to maximize
the henefits to thelr existing with-profit policy . ‘Thus the hyp that
mutual compantes aimed to maximize the henefits of these polioyholders was

rejected, It was observed that amongst the disclosed obj« stivos of nt least two
mutual companies, the Old Mutual and the National Mutual, was the aim of

1, fhid., 8.7,10,1,
2. Id, s.7.11,
8, Refer to Chuptor 6, 5.6.5,5 and 8,6. 6.4,
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providing the benofits of mutun] Uifo sesurance on as wido n husls ng puaﬂlhlo,‘
Furthermore, Ogborn hes stated that contomporary actunrial opinion would not
support the view that the funds of a mutual Hfe rssurer helonged excluslvely to
its membexrs ata given point of time, A mutunl llfs nssurance Soclety was a
eontinuing business, 2

The writer hag also atated that, whilst all the profits of a mutuel life assurer
belonged to 1ts with-profit policyholders, not all these profits have been dlstributed
to these policyholders. This is by no means unreasonable und the followlng
statement adds welght to the views expressud sbove,

‘Tor this reasnn wo make & practico of vatalntag g portion of our sucplus
which ig not distributed immediately in the form of bonugses, but is kopt as &
security margin to ehsure that Suulam will always be sble to meet otl Its obliga~
tions to alt policy-holders, even If there showld be a slump such as the drop in

share prices on tho stook ge over the past two years, Indesd,

it 1s this proctice which ensures the security of assurance with a company like Sanlam,
On the other hand, we tako into account that the polioyholders who bought a

poticy years ago which raust be pald out this yenr, haa also oontributed to the

securlty margin and is entitied o a faix share of lt‘s.

8tnoe mutual consider to be
they must fnce similar problems and bave almilar attitudes to proprietary offices,
‘Whilst mutunl companies do not have to service shaxeholders' capital, they can
only build up additlonal resorves (1, e. working capital) from surplus, wherens
n neoprietaxy company can and doos partly use shareholdera' ez * ior thig
purpose and will only have to use surplus to gorvice this capital, « 1 companies
do not, howaver, have to publicly report on profitability whersas a quoted

propriotary company would have to, II was that & 1n obj
betwaen mwatual and wis that the former seem to

be 'sales ', wherens prop) Y aim to be

‘prolit maximizer’,

1. Refor to pp, 280, 284,
v by 307,
3, Sanlam, Cheirman's Report, 1970,

2.  Oghorn, op, gl
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9.8 The Future

It 14 of intorest to specutnte on the future of the Hie assuranco ndustiy tn South
Afriea and of tho reladive Impovtance of mutunl ind proprictary componies, We
bave seen In Chapler 3 that, until the end of 1874, throo of tho four largest life
assurers in South Alriea were mutual companies, [, e. Old Mutual, Senlam

and Southern Life. By the end of 1976, howover, the picture had changed, and
the four largest life assurers in South Africa of two mutual

O1d Mutual and SBanlam, and two proprictury companies, African Eagle and
Liberty Lifo, 'This doas not mean that the proprietary companies are bacoming
relativoly more important in terms of the totol assets they control, Infact, it
etn be shown from Tables 3.1 and 3.4, that in 1945 tho three large mutual
companles referred to above eantrolled 57, 8 per cent of the total assets of all
1ife asaurers and, by the end of 1973, thly was virtually

at 57,8 per cent.

Thus, no clear trend hae yot emorged in regard to the rolative importance of
proprietary and mutual compantes, It was also shown in Table 3,2 that the
number of forelgn insurers has docrensed substantially over the years and, from
1870 onwnrds the trend for the numbor of domestic lifo viflcos to Incrense,
was reversed, In view of the recommendations of the Franzsen Commission
in regerd to the desirabllity for insurers to domostieato and that, other than
in exceptional eircumstances, no further oenses should e issued to prospective
new iife assurura.l and the probubllity of further morgers, it scems probable
that the trond for the total number of life assurers oporating In South Afrioa to
deerense, wili continuo,

It ean e spoculated that this possible process of concontration in the South
African life agsurance industry will enhanee the produstivity of this tmportant
sector by rationsilzation of humsn aud other resanveoes,

1. Refor to Chaptor 4, S.4.8,2 and $,4, 0.4,
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COVUERING LETTER TUAT WAS ATTACHED TO THE QUESTIONNALRE SHENT
TQ THE EXECUTIVES OF THIRTY LIFE ASSURERS IN SOUTH AFRICA

Dagv St

CORPORATE ORJBOTIVES.

In recent years more companies nre concentrating on deflning thelr gonis and

clorifying thoelr corporate objectives, In many ctses companies hove olear

ohjectives bhut have never commiited these to paper and established them as

clear b and thetr sealor managemont accordingty,
In many tho objs of aro eloaxly laid down in the

Chairman's and Directors' report accompanying their annual accounts, and at
least one company has distributed a leaflet speclfically outlining thelr corporate
objectives, Thers has heen considerablo literature on the subject, especially
In recent years, O 1y the Depart of of the

Unb ity of the W is n survey on the corporate objectives
of Life Assurance Companies 1, ¢, to what extent Life Companies have clarified
thelr objectives and how they differ betwoen different types of Life Ci

We are sending ey to the Chief of all the lending Life
Assurance Companles [n South Afrfoa and wo would greptly apprectate your oo-
P by leting and this g to us by January 31,
1975, We leal that o survey of thig kind can provide pavtioularly useful hformation,
and & copy of the resuits of the will be to all
that have completed 1t,
We would it if nil gquest are as fully and i H

ag possible,
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QUESTIONNAIRE SENT TO BEXECUTIVES OF THIRTY LIVE ASSURKRS

IN SQUTH AT,

A

1. STATISTICAL INFORMATION

1.1
1.2
1.3
1.4
1.5
1,6

1.7

Name of company,

Is your company a mutual or proprietary company?

18 your company South African~ or forelgn-controlled?
Date of iast published nccounts,

Total assets us at date of last published accounts,

Gross incomao single for the

above financisl year,
Slagle premiums received in the above financial yeax,

2. CORPORATE OBJECTIVES

2.1
2.2

2.3

2.4

Has your company clear } ?
If they are documented, in what form ars they? Are they, for example,
[n & leaflet form, glven in annual reports or kept confidentlalty for

Ieformotion of top management only?

I your 3! have been hod and oan be df
what are they?

‘What do you belleve s the fundamental renson for your company's
exlstence?

8. MAXIMIZATION HYPOTHESES

3.1
8.2

3.3
8.4

8.8

3.8

Does your company akm to maximize profits as a corporate objecitve?
If 80, is 1t short~term or long-term profits, . 1 how do you separate
the two?

I8 1§ a company objective to maximize nsaets ?

Is it & company objective to maximlza sales?

Which, i any, of the above s the chief objective of the company?

n what order do thoy rute In priority?

To what extent do the sbove infl your

and cost at which your business s oondur ted?
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3.7 If a proprietary company, do you any p
yields as n returs on shareholders’ captitat? Before injecting new
capital, do you set a minim..m acceptable rate of return on this capltal
and, if 80 what are your views on acoeptable returns?

GENERAL OBJECTIVES

Amongst lifo 1 the & obj have

been declared by some companies. To what extent do they feature in your

compony's philosuphy?

4,1 Does your company uim to maximize the welfare of Its polloyholders
(inoluding both henefits anrned and service supplled) and, if so, how
and to what extont?

4.2 Does your company sim to maximize the welfare of shareholders?

4,3 Does your comi+ v alm to maximize the welfare of your staff? If
80, how and to what extent?

4,4 When considering the benefits due to policyholders, sharcholders 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 & whole by mobilizing savinge and investing in projects fox
the natlonal goed? What do you belleve are your company's social
reaponsibilitles, and what is your attliuda towards donatlons and
investments in public institutions, universitles and other education
{nstitutions, welfare organizations, medical research, road safety,
sport and oharities?

4.8,1 To what extent does the beneflt of the community ag a whola
feature in your Investment deciglons?
4.6.2 Do you make to N and sports and,
if so, how does this relata to your philosophy on 4.1, 4,2 and
4.9 sbove?
4,7 As a service industry, do you believe that an objoctive of yours should

be to provide an excellent sexvice to polieyholders and, If sohow does
thig relato to your other objoctlves?

4.8 Have yon sct objectives in rospeet of your corporate image? If so,
how would you wish to be regarded by the public and your competitors?
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4.9 Does your company have any other cbjeotives or philosophies?

4.10 Do you sei short, medium and long range plans? 1If go, in what respect,
and how do you monitor your performance agalogt your plans?

4.11 Glven the objectives above, how do you seck to achieve them? In
particular, how have these objactives Influenced the conduct of your
business, the of your the of your

funds, the training of your staff and the service you provide?




APPENDIX 3 283

GLOSSARY OF LIFE ASSURANCE TERMINOLOGY*
A

Actuarial Reserve (Actunrinl Linbiltty)
the lahility or reserve n life assurer hagto establish. on the basiy latd down
in the Second Schodule of the lguranco Act, in respect of (s unmatured life
sgsursnoe poticles.

Astuary
in terms of Sectlon One of the Insurance Act, thls means a Follow of the Institute
of Actuaries of England or of the Faculty of Actuarles in Seotland or of the
Soclety of Avtuaries of America or of any other Institute, Fnculty, Society or
Chapter of Actuaries approved by the Minlstcr of Finance, An actunry s an
export who appiles the of
irterest to statistics from which life assurnnoe, annuity and si-nllar under~
takings derive thelr principles of oprimtien,

Age

at knception - the aga of the «he of his life

polioy,

next birthdny - the nge normally used for premium caloulations, where the
applioant's age at hig next birthday s taken as the vperative age at the comm~

oncement of the life assurance,

Agent
n person who introduces 1i¥e assurance business for which he receives payment
by commlgsion ~ often n vompnny eraployea cailed » representative.

Allocation Amount
the portlon of the promtum on a laked assurance poliey that s used to purchase
inked Investments. Due to high scquisition costs of new business this amount
ts uaually a smaller peroentage of the annual oremiwn in the flrst year than in
the second and subsequont years.

Annuitant
a person in recelpt of an annulty.

Annulty
o contract whereby in return for a capital sum porlodio payments ave made by
the Uifo asaurer [or the rematnder of tho life of the antuitant, Sometimes
payments nro made for a fixed porlod or are subject to being pald for not less
than o cortain porlod,

teforences:
B, Truran, Life Asayrance in our Lanrunge, Capo Town, Tlmmins, 1872,

Dictionary of Life Assurance, @.W, Richmond ang F.H. Sherriif {ed,), London :
Now Ern Publishing Co,, 1930,

Life Officos'As. .cintion and the Assoclnted Scottish Life Offices, 'A Plaln Man's
Guide to Poople, Protection and Prosperity!, London, 1970.

R.J, Mitler, Lifo Assuvanco in Sowth Afrion, 3nd ed. rev,, Johannesburg, Blue
Crane Books, 1970,
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Asgsurance

B

usuatly refers to long-t« or life

Bonus

addltions - sharo of surplus allotted to holders of with-profit policles, usually
in the form of additions to tho sum agsured,

compoutid ~ each yenr as the now bonus is declared, it compounds upon the
previous total bonus,

dectaration - a bonus is declared once the results of the valuation have been
determined and the polieyholders ave notified of the amount of bonus aliotted
to their policies,

londing « the extra p 1tk it pays for hig polioy
eempared to a non—proﬂt mlloyholdor. The payment; of this extra premium
glvos him the right to partiolpato 1n the profits of the life nesurance company,
rate - the amount of bonus allotéed is expressed as a rate of the sum nasured
0.8 R26 per RL 000 sum assured,

reveralonary - onco declared it forms part of the sum agsured and I8 payable
at the samo time and in the same circumatances as the sum assured. U
'roverts’ to tho sum assured.

Broker

[+

an intormediary botween tho life assuror und prospective polloyholders,

Closed Fund

o life assurnnee fund in whieh no further new business is written,

Comnlssion

basic « tho monetary rewaré pald to the intreducer of lfe assurance business,

1t s pald by the Hfe assuror and s usunlly oxpressed os a pexcentuge of the
premium,

intlal ~ tho commigsion pnld on tlm first yenr's promium,

ronewnl - tho id o YORIS P

overriding - ad & paid to of business and varjes
acconding Lo the contract they have with the Ule nssurer, 1 is usually wupressed
a8 n percentage of the luitial or xonowal commission oy of both,

Conventional Businoss

o

o torm brondly appliod to with-profit and non-profit business as opposed to
linked nssurasico business.

Days of Graco

period during which a policy is kopt In forse pending payment of o premium.

Reereasiog Torm Assurarce

aform of term anvuraneo undor whioh the sum nssured decrenses during tho
torm of tho poliey, Tho deerease in sum assured cun be tevel onoh yoar but
1t usunlly dervoasos in stop with the debt that would bo outstanding on a
mortgoge loan at vurious rates of interost,



Defleit
ocours whon the total valug of a life agsurer's aesets s loss than the value of
its liabilities, In a given yoar an operatlug deflcit {8 the excoss of the inorense
In the value of a company's tinbilitics over the increase in the value of its assets,
Discontinugnce
refers to policles belng discontinued by doath, mnturlty, lapse or surrender,

Domestic (hsurer
& registered insurex whose head office is In the Republlec of South Africa.

B

Endowmont Assurance
pedley under which the benofit is payable on & predetermined date or at death
#f thiz ocours first. It can be lnked, with= or non~profit,

Estate
110 disclosed and hidden resorves in tho value of o life nssurcer's nssots aad
linbilittes. 1t 1s tho difforence hotwoen the value of its nssots and liabilities
whera these are caleulated on a realistic basis and not on the statutory
valuation basis,

¥

Foraign Insurer
4 vegistered insurer other than n Demestie Insurer,

Funeral Polloy
a poliey, on which the benefits nxe limited, (in torms of Sectlon One of the
Ingurance Act) to & masimum of R300, These Leneflts must conalat
prancipaily of the provision for the funoral of the assured or the funeral ox
sume othor non~monatary beneflt to any person,

[

ieneral Insucanco
anothor name for non-tifo o short-term Ingurance.

L

Immunization
8 form of 'matehing’ the asscts of a Ufe assuver to its Habilitles sueh that the
buslness {8 {mmure to 4 genernl change in the rates of Interest 1, e, if the rate
of interoest altered, noy change in the valuo of assets would bo acosmponied hy
a corrospording change In the vatue of the company's Habilitles.

Industrial Insurance
insuranco bnsiness (other than funeral bustuess) whereby the insurer agsumoes
similar obligations to Life business but whore tho sum assured does not excoed

0,

1n force

tho number of policies {n {oree At a glven polut of tlmo,

Insurance
ugaal.y refers to shor-t or noo~lifo
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Insurance Act
the Insurance Act, No, 27 of 1948 as amended.

L

Lapse
a i :licy lapses if & promium ie nol paid in the days of grace unless it is
kept in foreo by some form of non-forfelfure clause,

Level Premium
is whore identicnl premiums are payable on the first due date and throughout
the e of the pollay,

Life Agsured
the person whose (e 1 assured by a life policy,

Life Business
oxcludos irdustrlal and funeral business and a life polioy is one whereby a

life assuror, in returs for the payment of p ABSUMEs an
to pay cortain sums of monoy on death and/or survival for a specified perio.

Life Oiflce
life

company that Hife bustnass,

Life Officos’ Association
the Life Offices! Asacolation of South Africn.

Linked Pollcy
a form of syatematic saving contract under which life cover is usually
provided and o part of the premium buys, or 1s deemed to buy, investment
unita such g units in cquity or propert,’ portfollos, Thoy are also called
unlt Linked or investment linked polleles,

LongTerm Assurance Business
wmaoans any Ufe, industrial, funeral or einking fund businogs,

M
Matehing
of asscts means investing 86 08 to oble-r u distribution of assets, to mafe

them, as far as pogsible, cqually as vulnorable as the Yabilitles to those
influonces that affect both and particularly to varintions {n the rate of tnterest.

Mortality 'Tablo
a table reflocting the mortallty of a group of lives. In calewlating promiwm
rates, tife agsurers use mortatity tables derived from the mortality of lives
nssured. In tho frat few years after nssurance commences lives arg known
08 'select' livos and exporionca & lightor (leasor) moxtality than lives that
have boon asaured for a fow years, These lives are said fo exporience
Hultlmato® mortality,

Mutual Company
ouo which has no sharcholdors and the assete and proflta beloag solely to lts
polleyholders,
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N
New Business
the new premium Income sold by a company,

New Business Strain
dodertbos the sttuatlon whoreby whon new husiness is sold, the commissions
patd and exponses incurred, as woll as uny death olaims arlsing, together

-with the #otunrial liabflitles that have to be set up as required by law, general.y

oxceed the promiums recoived by the company, the result being & new
bustncas vtrain',

Non Furfetture
- a clausoe > In e polleies (as
opposed to f-1in. 'y) whareby any
unpnid at the end of the days of gl aee 19 advanced o8 a lonn ugainst the

surrendor value, for ng long ag the latler contitues to finance unpaid promiums,

Non-Profilt Business
business that does nat pavtleipate In the profits of the life agsurer ~ also
called without~profit or business,

P .

Patd up Poliey
potiey kept in foreo for o reduced sum assured after the promiums were
discontinued prematurely,

Part Ono Agsols

P {or that must be held by a life
agsuvor, The deﬂnitlon of thoso nssets that constitute Purt One agsets is
givon In Part One of the Third Schedulo to the Insuranco Act.

Por Millo
por thousand,

R
Retantton

the sum naesured retained by o Uo assurer on one lfo,
§

8.A. 1966 - 62
mortality tablo based on a study of South African assured tves between tho
yoors 1956 and 1962, This 1a the most modorn published mortality table In
South Afriea but rocont {igures elreutated by the Actuarinl Suoloty of South
Afrieo indionte that mortslity rateg {n South Afrlen have not altered
significantly aince those tubles wero published,

Short-Term Insurance Business
menns any Inguranco business othor than long-t business or Y
third-party ingurance buslnoss,

Svm Assurod
tho amount which becomes payable 1a the ovent of a olaim af althor death or
maturity,
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Surrender Vaiue

cash value of a whole life or polioy when Polictes
usually only aceuiro a surrendor value after threo yenrs promiums have boon
paid,

Surplus

the difforence bolwoeon the total value of the assots of o life sasurance company
and its tabilitles. In a given yenr an oporating surplus is the oxcess in tho
increnac in value of tho company's nssots ovor the Incrense In the value of ita
lebtlities,

T

Term Assurance
2 tomporary assurance uadox which tne beneflt is payable only on death of
the life agsured before a predotermined date, It 18 not availablo on o with-

profit basis,
v
Valuation
the of the of & lifo assurer ot a yoar and,
A statutory minimum valuatine buals Is Inid down by the Insurance Act.
w
With-Profit Business
policios that particlpate in the profits of the life agswrox,
%
Zittmer

the initial cxponse allowanca that may bo used in tho statutory minimum
valuation busis,
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