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'Capital' is a word which was formerly rarely used in the context of a life 
insurance company. The word 'estate' was used and had special meaning. 
The thinking was that 'capital' was for trading companies, even banks. Life 
insurance companies were different and demanded different thinking, different 
experts (actuaries), different reporting, different concepts, different jargon. 

This was frequently put down to the long term nature of life insurance company 
liabilities. It is well known that this situation has now completely changed. 
Below I attempt to do no more than wander through some of the reasons for 
and implications of this changed situation. The hope is that a discussion of this 
will assist in the difficult decision making process ahead for many life insurance 
companies. 

It is frequently stated that, from the point of view of any Government, life 
insurance companies (and also pension funds) are seen as a means of 
mobilising capital. For clarification, this use of the term 'capital' should be 
distinguished from what is implied by 'capital' in the commentary below, where 
what is referred to is capital over and above reasonable policy liabilities. 

The examples drawn are usually from Australia. These have the benefit of 
being the most familiar to me. However, Australia may be a good choice of 
example in any case. It is a world leader in some.life insurance developments 
(allowing acquisition costs to rise to dizzy heights, and then suffering the 
consequences in regard to dissipation of capital and loss of public confidence, 
for example). In other developments it is arguably neatly between Britain and 
North America. (An example might be the march towards transparent and 
universal profit reporting and identification of capital). 



1 .  The environment changes. 

It is possible to identify fundamental changes in environment for life insurance 
companies that no single life insurance company, even no life insurance 
industry in any country, can hope to change. Some such changes, which have 
implications for the raising and employment of capital, are identified below. 

Globalised trading conglomerates, Governments, lesser enterprises and 
individuals want access to life insurance funds and do not see why they 
should be precluded from this access. 

Perhaps this is nothing new. However, there is a now a strong belief in 
a worldwide shortage of capital which spurs a search for where it may 
be found. Life insurance companies are no longer mysterious and 
untouchable. 

The life insurance industry has always been regarded as a great well of 
capital and a source of capital generating power. In current 
circumstances there may be some doubt about this, or at least it may 
be less true than in the past. Modern regulatory activity suggests 
considerable concern about the adequacy of life insurance capital. 
Nevertheless, the perception lags behind any analysis of the current 
situation leading to a conclusion of inadequate capital. 

Regulation is on the rise internationally, and regulators are under 
competition of their own! 

The term 'de-regulation' is a misnomer in this context. It usually means 
the replacement of a system which is closed to all but a few operators 
which can be trusted and dealt with personally, with an open system 
where the relationship of trust is replaced by a more distant one with a 
long list of prescriptive rules to follow. 

Regulation is a creature of Governments. Democratic Governments 
are sensitive to the voting power of consumers resulting in a growing 
body of consumer regulation. For life insurance companies, these 
consumer demands give rise to greater disclosure of many things, 
including capital adequacy. 



Governments are in competition for trade and industry, so they wish to 
draw capital and industry under their own influence, and to trade 
operating rights and favours with other Governments. Accordingly, 
regulators are also in competition, both with their counterparts in other 
countries, and with regulators in related fields in their own country. 

In these circumstances, it may be possible for a strong regulatory body 
to lead developments in other industries and other countries, but it is 
difficult not to work for some sort of consensus with them. 

Pressure is very strong for life insurance companies to bring their 
accounting and reporting into line with other companies. 

One of these pressure points is globalisation and the aggregation of 
banks and insurance companies into financial services conglomerates. 
Conglomerates which are even more diversified are more demanding in 
regard to uniformity of reporting. Furthermore, the life insurance 
company is usually a downstream subsidiary of the holding company, 
perhaps a minor one. Obscure and 'different' reporting is not 
sustainable in these circumstances. 

Trading groups wish to trade in life insurance companies, as in other 
companies and in commodities. Such a market demands price setting 
rules understood by a wide range of people. 

ln'~ustralia, the life insurance industry has always had its own 
dedicated regulatory authority which operated in the interests of 
policyholders. However, the boundaries of the life insurance industry 
have become blurred with those of other fund managers, unit trusts and 
investment advisers. The interests of shareholders (even potential 
shareholders) are now seen as important. The Securities Commission 
is the regulator representing shareholder interests in companies, and 
sees a role for itself with life insurance companies. A new regime 
regulating 'collective investments' is contemplated by the Law Reform 
Commission, and has reached the stage of a draft Bill before 
Parliament. This has potential to lead to further regulatory competition. 

Such competition leads to pressure for reporting which is uniform 
throughout various industries and can serve multiple purposes. It is 
also difficult for a regulator to ignore regulatory developments in other 



countries as Governments find it easier to negotiate in business 
matters when the industry framework in the various countries is similar. 
This is a 'level playing field' argument: 

Liabilities of life insurance companies have become less long term, and 
liabilities of other organisations have become more long term. 

Obligations under policies are less and less governed by the wording of 
the contract. The contracts themselves are less prescriptive about 
term. Regulation, particularly consumer legislation, is superimposed on 
a contract and frequently alters retrospectively what was agreed at the 
outset. The pace of change of circumstances for policyholders is such 
that it is not perceived as reasonable that the contract can only be 
discontinued according to contingencies described in the written 
document. Further, heavy penalties for discontinuance for other 
reasons are increasingly frowned upon. 

At the same time, other organisations are finding their obligations are of 
much longer term than anticipated. Take a drug manufacturing 
company whose products give rise to negligence claims years after 
their use, and, close to home - the lengthening of liability periods for the 
liability classes of general insurance. 

More sophisticated consumers want transparency and accountability. 
They want to identify what they are buying, so that they can make 
informed decisions. 

Thus, they want to know when they are buying, say, investment 
management and under what mandate, and when they are providing 
risk capital. 

This makes it difficult to offer a contract such as traditional whole of life 
where some of the premium (the bonus loading) can be regarded as 
risk capital, and in any case the investment mandate is difficult to 
communicate. There is further confusion with the life insurance 
component and the investment management component. 



2. The environment changes-----> 
outsiders demand change in the life insurance industry. 

Some such demands for change are creative and might properly be called 
initiatives.. In the context of capital, the following are worth mentioning. 

The insurance acquisition game. 

This has been described as a 'full scale war throughout the broad 
financial services sector for capital and distribution ascendancy'. 
Banks are said to be best placed as buyers, because they have had 
the discipline of a risk-weighted capital adequacy regime for some 
years. In Australia there are also powerful players in the large mutuals 
and insurance companies whose origins lie in State ownership. 

Prescriptive solvency and capital adequacy requirements in regulation. 

Following the lead set by banking regulators, insurers are now being 
subjected to a more rigorous capital adequacy regime. 

Banks have lived with prescriptive capital adequacy requirements since 
the late 1980's. This was driven from an international platform and 
participating countries were allowed 3 years to adopt the global 
standard. Disclosure of capital adequacy is now accepted and 
expected from banks. 

There is an active debate on the extent to which any shortfall in capital 
adequacy revealed by new reporting requirements should be made 
public. On the one hand, it is likely that such publicity would adversely 
affect the business and may, by itself, make the position worse, at a 
time when the regulator is doing no more than asking for management 
attention to put the situation right. On the other hand, strong 
companies have already made much, of their capital adequacy in 
advertising and this will compel others to do likewise. To be silent will 
lead to a presumption of inadequacy. 

Directors, under their enhanced responsibilities, can hardly take a view 
other than that capital adequacy is material to potential policyholders. 



The international influence is strong, and there is a universal desire for 
regulators to avoid insolvencies. Comparisons have been reported 
between the rate of insurance company insolvency in various countries. 
The Canadian situation is always well reported, and the last few years 
has seen the first three Canadian life insurance company failures. To 
date, considerably more insurers have become insolvent in the USA 
and the UK than in continental Europe and Japan, for example. It is 
suggested here that the difference in regulation plays a part, as the 
European and Japanese markets have been more strictly regulated in 
the relevant period than those of North America and the UK. This is 
the broader picture, there are exceptions. In France, in a holding 
company web, it is possible for capital to be counted more than once 
for regulatory purposes, in a manner which is not possible in the UK for 
instance. 

Prescriptive definitions of solvency and capital adequacy are much 
improved following recent work on analysis and quantification of the 
risks involved. In many jurisdictions there is also a superimposed 
requirement for a minimum amount of capital outside policyholder 
funds. It remains the case, however, that any formula which must be 
universally applied is wrong, by definition, for all companies. This issue 
has been subordinated to the desire for easily codified universal 
requirements. 

Regulation by rating agency - an emerging prospect. 

This activity is barely limited by the crude nature of the analysis from 
published information conducted on life insurance companies by rating 
agencies. Such limitations will be progressively removed as new style 
of life insurance reporting is put in place and refined. 

Rating agencies are promoting 'voluntary ratings' where the agency 
has access to inside information and discussion with management. 
Sometimes such voluntary ratings are published only with the 
company's agreement, and sometimes they are published anyway. In 
any case, anticipating that the activity will increase, the company's 
agreement to publication will become less important. There will be a 
similar effect to that in relation to publication of capital adequacy 
margins -failure to publish will be taken as a weakness. 



In New Zealand, this is a de-facto matter for general insurance 
companies, as prudential supervision for these companies has been 
delegated to rating agencies. 

3. The environment changes-------> 
outsiders demand change in the life insurance industry---> 
the life insurance industry responds. 

Life insurance industries have been reactive to these changes. Rarely has their 
stance amounted to initiative. This is understandable given the position of 
strength in which life insurance industries were at the dawn of the 
developments described. They were a fortress; formidable to assailants. A 
historian may observe that determined assailants, having more to gain by 
proceeding than to lose by withdrawing, eventually breach the fortress if they 
persevere. 

Some responses can be identified which are important to the question of 
capital. 

Capital (or lack of it) has been corning out of the closet for some time. 

In spite of many masking influences, it can be shown that major 
Australian life insurance companies have, over a number of years, 
been gradually revealing the extent of their free capital. This is not a 
sudden reaction to new regulated solvency and capital adequacy 
requirements, but a gradual response to perceived environmental 
changes. 
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Some of these disclosures have been sudden and dramatic, as for 
National Mutual, the second largest Australian life insurance company. 
This is presently a mutual organisation. In 1995 it disclosed, in 
advance of proposed new capital adequacy requirements, that it 
expected they would show a shortfall of $600 million even though 
current solvency requirements indicated solvency by a factor of some 5 
times. This disclosure prompted anticipation of de-mutualisation and 
transfer of control of the company to the AXA group in exchange for an 
infusion of $1 000 million of capital. 

The new capital adequacy requirements referred to are still not finalised 
(as at March 1996). Although Australian life insurance companies have 
been requested to report on the proposed new basis in advance of the 
date when it is mandatory, very little is known currently about what will 
be the capital adequacy situation of most companies. 

The mutual configuration has lost ground. 

In Australia again, three mutuals remain although they are three of the 
four largest companies. It would, however, be more true to say that 
only one remains, the AMP Society which is by far the largest 
company. 

Demutualisation of National Mutual is imminent and a foregone 
conclusion. The third mutual, Colonial is said to be strong, but in its 
desire to be a broader based financial services organisation, it has 
taken over the former State Bank, owned by the Government of New 
South Wales. As part of the negotiated agreement for this sale, 
Colonial has undertaken to de-mutualise on a short timetable. 

There has been some recent boost to the mutual ideal in Australia, as a 
concept and culture. This is in regard, not to life insurance, but to a 
motoring organisation which conducts a major general insurer. A 
recent attempt by the board of this mutual organisation to float it as a 
company, failed. The development is significant although it may not 
halt the trend to de-mutualisation of life insurers. 

An interesting example on this subject is the largest life insurance 
company in Indonesia, Bumiputera 1912, a mutual. It is the only 
mutual in Indonesia, although one other is a co-operative. The new 



Indonesian regulation is embracing identified capital as much as 
anywhere. There has been pressure for this company to de-mutualise. 
Nevertheless, this pressure was successfully resisted on the grounds 
that the mutual configuration is the only one which accords with the 
national philosophy of co-operative financial support. 

The compliance function has "ballooned. 

Life insurance companies are law abiding. Their instinct is to obey 
every new regulation. To do otherwise would be counter to the their 
professed position of integrity; the guardians of savings. However, it 
was easy to take this view in the past when there were few regulations 
to obey. Then life insurance companies were largely self-governing. 

The ballooning cost of compliance in the new environment was never 
envisaged when many existing contracts were priced. In this sense the 
new regulation can be viewed as retrospective, or at least a 
retrospective increase in the expense structure. This difficulty extends 
beyond pricing and expense considerations, into the exercise of 
discretion in allocating investment returns to participating policies. 
Expenses which cannot be recovered via pricing are bound to reduce 
available capital. 

Companies have not priced for a litigious future, and may not be able to 
afford it. 
Pricing can be adjusted for new policies, but a lag of even a few 
months in price adjustment can be a potential problem. 

4. The future for life insurance companies - strategy in the melting 
pot. 

Much had been made, in Australia, of new solvency and capital adequacy 
regulation. This comes into force in 1996 and has the effect of focussing the 
minds of those concerned with the finances of life insurance companies. 
Putting such a focus aside for the moment, there is an opportunity for deeper 
reflection. These new regulations are more a symptom than a cause of 
change. 



De-mutualisation has been a response to a need to raise capital. What if 
existing capital is adequate? The directors of the AMP Society, say in their 
1994 Annual Report "AMP is a very well capitalised organisation, with the 
capacity to write new business, invest in our future, pursue new ventures, and 
weather the economic cycles that are bound to occur in Australia, the United 
Kingdom and other countries in which we operate". 

However future capital generating capability is another matter. In a stable 
environment where traditional policies were the unchanging mainstay, capital 
was generated as policies progressed through their life, went of the books and 
new policies came on. This was the cheapest form of capital generation - akin 
to reinvestment of dividends. The policyholder did not have the choice of 
whether or not to do this. Now choices are being demanded. It is not feasible 
to raise new capital from the aggregation of small contributions from many 
premiums. There is an argument for separating out the role of the capital 
provider (shareholder) and the person receiving the services of investment 
management (still the policyholder). 

Much of what has passed as profit and capital generation in recent years has 
really been exposing existing capital and shifting it around. This has masked 
the important fact that new capital has not been generated for some time, a 
situation which needs to be faced. 

Nor does a mutual structure fit easily with the new regulatory environment, with 
its trend to demand identification of capital and specified solvency and capital 
adequacy reserves. If this is to enable the regulator more easily to 
demonstrate effective regulation, then part of the function of trust held by the 
mutual is being transferred to the regulator. If the trend amounts to falling into 
line internationally, then there is not much point in lobbying to change it. 

What is more, the reaction to changes of many life insurance companies has 
been to diversify into other financial services outside the core business, and 
into other countries. These moves can be capital intensive. 

5. To conclude: do we go forward or around in a circle? 

These fundamental changes in environment and their impact leave many life 
insurance companies with a difficult decision making process. 



For the more substantial life insurance companies the decision is not if, but 
how, to become something very different. Usually the strategy is to become a 
broader based financial services organisation. Others have joined the 
acquisition race. 

Many, particularly small, companies have not so much to embark on a decision 
making process, as to assess how the can fit in with new solvency and capital 
adequacy requirements. 

Are the life insurance company responses described the right ones for the 
changes experienced? It has been said that they are, in the main, reactive. 
Should companies be more pro-active? 

There is a need to seek new capital elsewhere than from the aggregation of 
small contributions from many premiums, and often more of it is required by 
new regulations. More security has a price, which needs to be paid for by 
policyholders and shareholders. Investing shareholders are able to control their 
commitment in a more flexible fashion if they are dissatisfied with the return, 
whereas policyholders are subject to longer term contracts. For this reason 
financial security and ratings are more important for policyholders than 
shareholders. 

Actuaries have been said to be 'the guardians of capital'. There is some 
argument that new reporting and regulatory regimes transfer this trust into 
numbers, reported according to prescriptive formulae, for all to see and judge. 
Perhaps this implies that actuarial skills are henceforth better employed by 
regulators rather than life insurance companies. 

Where will new capital come from? The traditional source (the aggregation of 
small contributions from many premiums) was very cheap. Equity and near 
equity sources are probably the next cheapest. This means de-mutualisation 
for a mutual, and takeover or stock exchange listing. 

Perhaps the irreversible change is that new capital will not come from tinkering 
with life insurance product design. It is necessary to go forward in another way. 


