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CONSPEGTUS

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

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

risks and how it is managed, regulate

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

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

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

a succinct chapter which sets out a suggested approach to management

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

1, OBJECTIVES OF THIS STUDY

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

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

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

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

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

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

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

3. STRUCTURE OF THE STuDY

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




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

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

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

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

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

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

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




PART A

THE LIFE ASSURANCE INDUSTRY AND ITS MANAGEMENT

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

CHAPTER 1
LIFE ASSURANCE: A BRIEF HISTORY

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

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

1. INSURANCE TN ASTIQUITY

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




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

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

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

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

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

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

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

2. ENGLAKD

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

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

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

i




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

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

The records show that the first 1ife assurance company (life office)
to become registered in England was the ‘Band-in-Hand' Society which
was founded in 1695 by one hundred incorporators.8 'The Society
of Assurance for Widows and Orphans' established in 1699 appears to
nave been the first office open to the gereral public. A death
benefit of £500 on the death of a member was its object and a
contribution of five shillings from each of two thousand members was
reguired. This society apparently never attained the required
membership and survived for only twelve years. It pavad the way,
however, for the ‘Amicable Society for Perpetual Assurance on Lives',
founded 1in 1706 and operating on similar lines by virtue of a charter
from Queen Anne. 1n the beyinning this Society charged an annual
premium of £6.4.0 irrespactive of age, for a death benrefit the size
of which depended on the number of cuaths amongst members during the
year,9 There was a fixed number of shares {2 000) offered to the
public and persons between the ages of twelve and forty-five were
eligible for membership, The contributions received during the
year, less outgoings, were to be divided at the close of the year
between the representatives of members who had died during the
year. In 1770  the society claimed that during its
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history it had paid 3 643 claimants the total sum of £378 104 and
that the sums paid on death in the seventeen years prior to 1770 had
averaged £154 each.

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

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

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

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

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

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

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

3. UNITED STATES AND ELSEWHERE

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

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

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

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

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

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

4, SOUTH AFRICA

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

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

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

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

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

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

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

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

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

the six resss

uced iuargely to  the six reassurance

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

&, WORLOWISE DEVELIPMENT DURING THE PAST TWO DECADES

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

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

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

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

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

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

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

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

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

further illuminate the outstandingly successful history of this q

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

Average Aonual Growth Retes In % By Premtuma)

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

Sources  SIGMA/Swloo Re

4/82 - Privste Publication

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

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

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

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

[

AR Life Assurance Associstion Limited

African LLfe Assurance Campany Limited

Allked Inauance Company Limited

Anchor Life Anaurance Company Limited

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

Cherter Life Limitad

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

IGI Life Assurance Company Limited

Lifegro Assurence Limited

Liberty Life Asaociction of Africa Limited
Hatrapalitan Homes Trust Life Limited

Momentum Life Assurers bimitad

X8$ Inouronce orpany Limited

Mew Era Life Insurance Company Linkted

Homwich Union Life Insuranca Seciety

Prosperity Insurance Company Limited

Proten Assurance Company Limited

Rentmeenter Yersckerasro Bepark

Sage Life Llmted

South APrican Hutua} Lifa Asouranca Socioty
SANLAY

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

U8S Insurance Compony Limited

Cologne Retnsurancs Company of SA Limited

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

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

Swiso-5A Retnaurance Company Limitod

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

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

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

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

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

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

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

1. THE LEVEL PREMIUM

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

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

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

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

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

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

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

2, LEVEL PREMIUMS AND MORTALITY RATES

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

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

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

year,

i = rate of interest earned on funds.

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

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

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

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

Source:  Reference 1 & 2

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

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

3. FUNDAHERTAL TYPES UF LIFE ASSURANCE

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

{a) Term Assurance

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

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

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

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

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

and can oe wmade te  include the pight of partic

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

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

See Figqures 3.3 and 3.4), endawment assurance

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

ander flteees!

SUrreRuen 3

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

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

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

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

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

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

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

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

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

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

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

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

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

4. SUPPLEMENTARY BENZFITS

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

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

(b} Capital Oisapility Benefits

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

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

c) 'Dread Pisease’ Bemw: o

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

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

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

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

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




43

valuable to people who have deteriocating health, who enter more
hazardous occupations or who undertake more dangerous recreational
activities.

5. THE USES QF LIFE ASSURANCE

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

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

(a)  Domestic (Household) Heeds

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

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

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

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

{b) Business Assurance Needs

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

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

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

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

compensigtion scheme: to the rereipt of salary increases which are

subject to high Yevels of merginal income taxation.

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

in all of the above uses of 1ife assurance products, the trained
a.visor s required to select the proguct or products, as outlined in
Sections 3 and 4 above, which are most suited to the assured's needs
and ability to pay premiums.6 In all cases these products provide
for numan needs which have existed in one form or another since the
baginning of time and which can be expected to remain essentially
unrchanged for the rest of time. This fact makes the 1ife assurance
industry unique in an age of rapid product and industry obsolescence.
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CHAPTER T11: SOURCE REFERENCES

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

Ibid. p.10.

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

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

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

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

MANACING THE DEVELOPMENT OF A LIFE OFFICE

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

1. LIFE ASSURANCE COMPARIES AND GTHER COMMERCIAL UNWDERTAKINGS

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

(a)  The tife Office Balance Sheet

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

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

minug all

ume  raceived and  investment in

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

that,

LIFE_OFFICE BALANCE SHEET

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

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

ransfers to Shareholders' Funds

TOTAL NET LIABILITIES TOTAL NET ASSETS

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

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

{b} The Operation of a Life Office

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

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

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

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

1

e,




o )

52

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

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

2. CRUCIAL VARIABLES

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

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

{a} Capital Requirements: Mode) [

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

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

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

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

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

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

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

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

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

be achieving increased profitability, since a larger than budgeted

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

those assumed in the premium rate calculation.

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

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

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

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

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

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

recovered  ralatively quickly byt o total recovery of all <

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

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

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

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

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

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

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

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

surplus generated may have arisen from several different sources:

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

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

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

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

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

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

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

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

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

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

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

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

treaty arrangements is a necessary prerequisite for the chier

executive wishing to maximise the profitability of his life office -

See Chapter V.)

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

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

office would budget for & small surplus to arise regularly by

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

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

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

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

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

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

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

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

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

acquisition of the new husiness wnen it was first written.

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

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

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

better office profits,

{d} Premium Formulations and Profit Projections: Hodel 11

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

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

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

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

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

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

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

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

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

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

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

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

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

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

3. ASSESSING TrE DEVELOPMENT UF LIFE OFFICES

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

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

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

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

1

Fon A‘ PV S Y (m& -, T



~70-

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

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

{a} Day to Day Evaluation

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

There are several measurements which a Life Office may wish to
implement for the regular monitoring of its emerging results but
these will undoubt.dly cover the following main areas:




71-

{1} Production of Mew Business. This can be measured daily in
terms of both submitted and accepted new business and by individual
intermediary, branch, region and the company as a whole. (Analysing
by individual and by geographic location can be an extremely useful

day to day management tool.)

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

Tu

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

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

Broking Houses:

wxom

Independents;

=

{Support ABOVE 5%

Indenendenta: {(Support UNDER 5%)

OTHER

TOTALS

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

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

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

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

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

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

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

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

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

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

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

distribution of policies processed in the new business, policy

alterations and claims departments is another measure. The number

of entries made or transactions dealt with in the billing,

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

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

known to all within each departmens.

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

and these compared with the actual flows experienced. Office policy

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

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

are invested must oe establisned and means for monitoring actual

resuits in each of these areas should be developed. Investment

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

Section 2 (c) above}.

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

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

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

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

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

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

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

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

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

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

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

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

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

{c} Surplus Projection Plan: Hodel ULl

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

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

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

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

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

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

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

executive, He will then combine the divisional totals inte company

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

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

snould  ddeally show several years of actual results in order to

waligate the reasonableness of his projections over the next five to

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

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

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

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

feast the ensuing year or two. Having established the details

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

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

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

consfderation at Board meetings during the nourse of a financial year

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

and division of the company.

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

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

LIFE O (HOPEASE

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

SURPLIS Qi LIFE FiHy

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

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

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

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

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

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

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

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

LS N

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

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

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

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

(d} Conclusion

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

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

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

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

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

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

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

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

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

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

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

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

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

ABC PROPRJETARY LIFE

. 4
Aetial Acleal dctuel Actaal Froated.frosect Frosect drasect Fromct drossel Frosect rasse L Bragect Prosets Proeets 3 M
my 1961702 1762703 1900/04 1984/0% [S9/96 1PB4/67 1992780 |VER/8Y 1989/%0 1990/9) 1990792 199093 199V/94 19T4/95  199L/4
I;;IW!H(ESS (Orasy} 2,02 5070 14,142 23,950 DOM0 34,510 49,209 &a.351 BR.BT 020,297 163,744 220,057 299,427 2,876 $42.862 i
A Bl et of Reass.) 1A 309 0,30 B0 M T UIH OIS L8 TN 29 T3 080 W KT
: HET PRGN, W A2 13AR 60 W0 WL GRS ST AT 1IP0I UG 0 S0 MG PITE
: FESION PR, GO COUSSE A0 400 N0 G0 RO R30G5 108 45 07 a8 bas
AVESHN B GISEB RDE N0 T RS2 BN DM WA B WM WIN T WM I
UL IS SRl i) LR LI LM 0 200 220 289 60 304 485 358 41 49 5 N
. EOUITY SAITENP WD RS N I T B 2N 240 242 29 2B M 67 W 42
SRR chrnlue, e ) ¢ 4w w8
TEAL IREE MM L34 0072 4007 S TN 97,000 125,990 144,300 29,207 283,864 375,372 496,021 440,002 98,00
C SEATH QIS L0 208 3,700 4060 TN 083 12800 16,382 M08 34K 4,072 4,598 82,33 SI50S1 1SLASE
' HATURITIES e 43173 2000 LB G038 4@ BB IR 15,520 DI 2. WA 82 498
ARITIES e ki3 A5 18 1408 LEN 243 222 4T 4000 B8O 10N 243 900 24,004
1‘\ sumieLeRs @ ae L LN M R 38 9 LU 4 SAm SNN 69
TOTAL PHCLCER FATNRNTS DI AT AT 10,000 MG ORI 478 BT 43716 202 77,408 103,535 1000 194904 .88
“ Lonssim 180 L8 5308 AN 1T 14,400 22,080 20,09 40,430 36,582 73,486 9,476 16,292 JBT,28 2407
' oonnts B3I NEE TS L0 B0 1,80 IR 1062 20 60 R0 WHE MGG S8
. Wit Wowl M M BN 2N 2 LMD LA AR SA9 LA S 0.8 13K
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projections from 1985 onwards are based on a 10 per cent per annum * .
compound growth rate and wovld seem conservative at this rate. -
Normal salary increases of members of those pension funds with which

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

organisation. By showing both the agreed annval budget and Jast

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

amount actually paid out.

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

investment team. Haturally, the usval investment reports emanating

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

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

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

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

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

Tife office and are guite adequate to facilitate effective management

by an experienced team.

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

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

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

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

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

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

1. THE HISTORY QF LIFE REASSURAMCE

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

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

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

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

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

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

transacted overseas.d

X

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

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

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

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

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

The reassurer is today in @ strong position to provide

- %_M,ﬁ%m“x.m;ﬂ



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

financing arrangements of ceding offices.

2. THE NEED FOR REASSURANCE

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

These four aspects will now be discussed seriatum.

(a) Fluctuations in Mortality Experience

Protection is required 2931nst the possibility that actual wortality

experience departs significantly from that provided for in the

premiums and valuation reserves. It is obvious that complete

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

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

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

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

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

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

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

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

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

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

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

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

Uniess the iife office has adequate capital and free reserves to
support the strain arising from their established level of new
business, financing assistance will be required. To go to the
market for agditional capital may be neither convenient nor
acceptable to sShareholders and hence the possibility of reassurance
arrangements. The torms that this may take are as numerous as there
are minds which have been applied to the matter. The essential
nature of these transactions however, is to transfer all or part of
the strain to the reassurer. Modifying the commission terms between
the company and the reassurer is often the method used in such
transactiuvns. An example of this methud based on a fifteen year
term policy for R10 000 sum assured on a 50 per cent quota share
basis is shown in Table 5.1 below:
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TABLE S.1. MODIFIED TERMS REASSURANCE
Item 100 per cent To Reassurer Net Office A/c
Annual
Premium R 30 R 15 R 15
1st Year
Commission -9 -18 +9
1st Year
Expenses -10 - -1
Actuarial
Reserve -30 ~15 ~15
Strain -19 -18 -1

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

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

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

accordingly.

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

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

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

under this heading.

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

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

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

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

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

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

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

can obtain a substantial body of data at r

in underwriting standards or retention limits.

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

d otheryi

o be boyend the
e be beyend the

capacity of the office concerned or which would otherwise have been

earn commission on business which wou

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

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

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

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

3. FORMS OF REASSURANCE

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

(a) frequent Reassurance Arranyements

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

(if) Automatic Treaty Agreement. Ynder an automatic reassurance

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

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

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

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

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

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

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

In practice, one finds that most South African Life Offices have
treaty reassurance arrangements which cover their standard risk
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business. Sub-standard lives or the excess on very large sums '
assured, are most frequently reassured facultatively. 1

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Quota share has the advantage that it s simple and cheap to
administer and, since it {is not possible to exercise selection
against t