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Question 1
i) Factors to consider when deciding what to do with XZ:

This question was generally relatively well answlereith the better students
obtaining good marks for the question. The oneaknotable weakness was that
candidates tended to ignore the requirements ofranmum return. Where this was
considered, candidates did not necessarily idemttigt impact this would have on the
business and the business plan.

General points — could be made in either part of stion (i):

Company ABC will want to take the course of actwimere it earns the highest rate of return
on capital employed, for a given acceptable le¥eaisk. It appears that the company will
measure this based on Return on Embedded Value ROEhus, the impact on the
projected ROEV(of the group) under each scenamas¢o be considered.

It should also consider potential future changeshim regulatory environment, as well as
changes in the past 2 years.

ABC will want to consider the additional capitalquered and costs that will be incurred
under the two scenarios. In particular, they wided to meet whatever requirements
(essentially injecting capital so as to achieveatistactory CAR ratio) the FSB deems
necessary under the various scenarios.

ABC will want to consider the time-frame involvedder each option and whether the FSB
is likely to allow them this much time while the ®Aratio is below 1 or whether an interim
capital injection will be necessary while a mor¢ailed plan (involving one of the 2 options
being considered) is prepared.

ABC will need to consider how the public will peree its actions and what the impact will
be on the share price.

ABC will also take into account a large number dhew factors, such as strategic
considerations and how it has dealt with other islidoses.

(@) Recapitalising XYZ to achieve growth (ROEV of aleast CPI + 10% p.a.)

Firstly, ABC would have to decide how best to fotis investment in order to meet
the proposed targets, and should develop an apatefiusiness plan. ABC should
also consider the feasibility of the target, i.&ether it is realistic.

In particular, ABC needs to consider what cost$ méed to be incurred in order to
reactivate the selling of new business.

These costs could include advertising (to get dhrawareness), re-staffing a new
business capture department, re-staffing the salésentre etc.

In addition, the company will need to determineatvtistribution methods will be
used.
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If they are going to use the old distribution nuets, then consideration needs to be
given to where leads will come from (does ABC stihve access to relevant
databases after its restructuring).

If new distribution methods are going to be udezhtconsideration needs to be given
to time fame and costs and whether competitioresrdble within the group. One
would need to consider the types of product solthibylarge life subsidiary.

If alternative distribution channels are to be dus®y the subsidiary, for example,
selling through brokers. This is likely to requakanges to be made to the products
to make them attractive to the brokers, for exanmeeased commission. It may be
that the existing products need to allow for thos,for additional features to be
included.

Even existing products will probably need to bltg re-priced.

Funeral products are price sensitive and to aehi@gh volume sales in the broker
market a keenly priced product is required. Theker market is probably not
appropriate unless a new product range is to beled.

Funeral policies are usually low premium policieghus large volumes are required
to make a reasonable Return on Embedded Value.

In addition, a decision needs to be made as tahehéhe previous product range will
be sold or whether this will be enhanced (or chdragenpletely)

While selling new products is likely to be capitatensive and result in first year
losses, as long as these products are profitaisievithincrease Embedded Value.

It should investigate market capacity, and take sccount the potential actions of
competitors and whether the products sold prewoars profitable and competitive.

XYZ could launch new products that might be atixacto the clients of ABC’s other
businesses, or by offering products that are comefary to ABC’s other
businesses.

Similarly, XYZ could consider introducing a rangd unit linked products for
investment in funds offered by the asset managepswnpany in the group. The tax
position of the two entities could make this atiiksc

ABC would have to consider the amount of capital twould need to be injected to
support the planed new business growth and howdaedwhat time period) this will
be repaid.

In particular the capital would need to cover:
. The costs associated with re-opening to new busjnes

. The costs of investment in the company’s infrastmes (IT systems etc.) to
support the rapid expansion plans and new products.

. The development costs associated with launching pesducts (staff costs,
marketing materials etc.) and new distribution cies (if appropriate).

. The new business strain created as a result oingrriarge volumes of new
business, to meet the acquisition costs and topstte required reserves.

ABC will need to consider the extent to which XYZowd need to purchase
reinsurance in order to mitigate the risks inhewttiin the new business.
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ABC may also feel that XYZ has to reinsure someir®ss due to the lack of
expertise within the subsidiary in writing the nkmes of business.

XYZ is likely to need external help in pricing theoducts, putting in place improved
underwriting procedures and in designing and impleting adequate systems.

It could also use reinsurance to alleviate thetaagirain.

ABC will need to consider the staff required to eleyp, market, sell and administer
the new products. It needs to be sure that XYZreanuit the necessary staff at a
reasonable cost in its chosen location.

ABC will, to some extent, want to minimize the amoof capital it needs to invest in
the company, and this will influence the produbtst the company chooses to launch.

XYZ will need to consider its investment policy amdset allocation/switching
strategy as a result of the new business (partigufait writes any linked business).
In particular, it will need to consider whethemwill use the expertise of the asset
management company within the group to managesassets behalf (and negotiate
a deal for this) or whether to have its own invesitrteam and manage its own assets.

Investment of Excess Assets will need to be comsttiearefully. Even after the
capital injection, the CAR ratio will probably remaclose to 1 which will require a
conservative investment strategy.

Detailed financial projections (or profit testinghowing all the expected policy cash
flows (and Embedded Values) at each future poirtinre will be required. These
projections should take into account the benetiisined from spreading overheads
over a larger number of in-force policies, anddal/elopment and investment costs
(including the cost of re-opening to new business).

The projections should also take into account angact on the life office’s tax
position.

The projections will also determine the statutampilities, the CAR and the free
assets at each future point in time and the timand size of capital injections
required from ABC as well as the Cost of Capitatl adhe ROEV for the relevant
periods.

XYZ must also assess the risks inherent in invgsturther in the life insurance
subsidiary. The risks may be assessed by carpuhgensitivity and scenario testing
to look at the impact of assumptions varying frdma tentral rate. In particular the
impact on the solvency position (CAR ratio) of tbempany and the need (and
likelihood) of further injections of capital at fue points in time should be
investigated.

The risk of new business falling well short of thmjected figures should also be
considered, as well as what this is likely to miematerms of the future CAR ratio and
any additional capital requirements.

ABC needs to consider where it might obtain theitehffrom in order to support
XYZ in the proposed manner.

ABC should assess whether there are other arebslite conglomerate that would
generate higher returns (ROEV or equivalent) frdms tevel of investment, at an
appropriate level of risk.
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(b)

ABC will need to consider what the public’s reaatis likely to be to their re-
opening XYZ to new business and, in particular, hibnwg will impact business
volumes.

Successful growth might have a positive impact threioparts of the group.

Consider methods to reduce CAR, e.g. use of intar@els, or increase excess
assets, e.g. release of any discretionary margins.

Lower average costs could reduce liabilities andRCA

Merging the two Life Companies

Again this question was relatively well answeredwbver, it was disappointing to

note that very few candidates considered the pitisgithat one life office could be on

TCAR and the other on OCAR which could well regulthe new combined CAR
being much less than the sum of the two CAR’simias (but less marked) situation

would occur as a consequence of two OCAR’s beingbowed (due to the squaring
and square rooting in the OCAR formula). Once agavery few students

remembered that the main point of the question waseet an ROEV target. Very
few students considered the need for projectednieveaccounts and Embedded
Values on this basis to compare against the resoitgpart (a) of the question.

Furthermore, it was disappointing to see that a bamof students thought that the
lapse reserve component of TCAR was calculatedignemate. It is key to note that
the lapse reserve should always be calculated paliay by policy basis.

A) ABC will want to consider whether or not to do dl fiegal merger (which
would involve a section 37 transfer of the busin&sXYZ to the larger Life
Assurer) or whether to continue with two licences dne business.

Having two licences would not solve the problentha CAR ratio dropping
below 1. Thus, this is probably not an option.

ABC would need to consider the one off cost imglmas of doing such a
transfer and compare this to the (opportunity) adsinjecting more capital
into XYZ

ABC would need to consider the impact of the meerthe balance sheet
and the CAR ratio of the combined entity. If omdity is on TCAR and one
on OCAR, this could be beneficial.

ABC would need to consider the implications of PGBwhich deals with
life insurance company take-overs.

ABC would need to discuss the proposed merger wWith FSB and an
independent actuary would need to be appointed(orshe) would need to
consider the requirements of PGN108. Thus, ABC ldv@iready want to
consider the requirements of PGN108 (which dealh whe independent
actuary’s role).
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B)

C)

D)

E)

F)

G)

H)

J)

K)

L)

ABC would consider whether there will be any ecoresmof scale as a
consequence of merging the two operations. Thimikely; however, if the
costs of the larger subsidiary are lower (on a bagis) then those of XYZ,
then XYZ may gain from this.

ABC would consider how similar the products of X'é# to products offered
by the large Life Insurance subsidiary. If theg aimmilar, then it would be
relatively easy to migrate to a new system. Huge likely that, in the South
African environment, a company like ABC will havefuneral product, so
system migration should not be a real problem.

ABC would consider whether to recommence makingssainder the XYZ
brand and whether the brand still has value. W sales are to be made then
the costs of re-opening to new business need tohsdered.

ABC would need to consider whether there will bey atompetition
commission issues in terms of the merger.

ABC should consider how the policyholders of XYZnsaler the image (and
security) of the larger Life Insurance subsidiand avhether such a merger
could have an adverse impact on withdrawals (beicompany).

Although less likely to be important, one wouldaaleed to consider the view
of the policyholders of the large Life Insurancebsidiary and how they
consider XYZ.

ABC would consider the cost of meeting policyholdesisonable expectations
(there would be a need to communicate the mergethanbenefits thereof to
all policyholders).

ABC would consider whether XYZ gets any advantagetdrms of costs or
more options - not likely to be important given gm®duct mix and the fact
that reserves are likely to be low for funeral pels and we know that the
excess assets are low) from merging its assetatiortivith that of the larger
Life Insurance subsidiary.

ABC would consider whether there are rental agregsnerhich may slow
down the moving of staff to the larger subsidiadBC would also consider
any other agreements that XYZ is locked into.

ABC would consider any geographic restrictions ¢affs(e.g. if the two
subsidiaries are in different cities). SimilarkkBC should consider other
issues relating to staff (e.g. the need to retremzhthe cost thereof)

ABC would consider whether XYZ can benefit from ferential reinsurance
arrangements that may have been arranged by therldife Insurance
subsidiary.
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M) ABC needs to consider reinsurance. For exampdeetmay well be less need
to reinsure - which could have an impact on expkgieofitability etc.

N) ABC would want to look at the budgets of the comsbiirentity relative to
those of the individual entities and they wouldalsant to determine what the
ROEV of the individual entities would have been pamed to the expected
ROEV on the combined entity over the next few years

These calculations would need to allow for the coftthe transfer.

O) ABC would consider possible tax advantages if amesgliary is XSE while
the other is XSI.

i) Figures, indicators and ratios that the FSB can bexpected to be looking at:

This question tended to separate the good candidaben the mediocre candidates.
While a number of candidates performed well on thigstion, a larger number
performed poorly. As a consequence, this questioded to separate out those who
passed from the rest. The fact that the first mdrthe question had an Embedded
Value bent to it, seems to have confused a nunilstudents and it was surprising to
see how many students thought that the FSB woul@specially keen to see
Embedded Value calculations and Value of New Basinlculations. It is
important for students to understand that the priynpurpose of the regulator is to
ensure solvency (both current and future) and ooerisure profitability and value.
As a consequence the regulator will be interestedte@ms pertaining to statutory
solvency whereas shareholders will be interesteithisiand in the expected value of
current and future business. Embedded value argeMa New Business techniques
tend to relate to shareholder interest rather thagulator (FSB) interests. Many
students spent a lot of time writing about Embediadlies and Value of New
Business and getting very little marks. Technycdhere is some overlap in that the
projections that are performed to arrive at an Emdbed Value are usually
projections of the statutory revenue accounts. s€hare, of course, something that
the FSB will be interested in.

The FSB can be expected to look at the projectatu®try profits (change in excess
assets) as they know that shareholders will ordpdstoehind the company if profits
are expected to be reasonable.

They may also look at the projected dividend flohu.particular, this will give them
a feel for how much additional support the compaag give the business (by not
paying dividends) should experience not materiadizactly as projected.

The FSB can be expected to look at the projectegssxassets at the end of each
year. In particular, one would expect the FSBotuklat the relationship between the
excess assets and the CAR (i.e. the CAR ratio).

The FSB may also consider the relationship betvi@@AR and TCAR.

While the statutory minimum CAR ratio is 1, one Wbuot expect the FSB to
approve the Company’s application to open to nesirtass unless the projected CAR
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ratio is well above 1 (probably, at least 1.5 magtoser to 1.25 if the company is on
a TCAR basis) at each year end in the 5 year piojec

The FSB would probably also look at the absolutell®f free assets — i.e. Excess
assets less CAR (they would want to ensure that whas sufficient to withstand
reasonable deviations from expected experience).

The FSB would probably require the impact of cersensitivities (in the projection
assumptions) on the above key projected statigtasely: statutory profits, dividend
payments, excess assets, free assets, CAR, CAR rati

The FSB can be expected to require the projectssuraptions and the reserving
basis. They would want to ensure that this isstel

In particular, they can be expected to considerpfwected business volumes by
distribution channel (and the reasonableness thertbe projected mix of business,
as well as the key demographic and economic assumspand how relevant they are
relative to the company’s peers and the currentr@emment.

The FSB can be expected to consider the appropesseof the projected asset mix
relative to liabilities and with regard to cashwiaequirements (allowing also for
worse than expected scenarios) as the FSB will wale fairly sure that not only
will the Company remain solvent in the future blsoabe able to meet its cash flow
requirements as and when they fall due.

The FSB will want to ensure that all statutory riegments are projected to be met
(e.g. assets greater than liabilities, CAR ratioexcess of 1 after allowing for
disallowed assets and asset spreading adjustmassgt spreading meets the
requirements of the Act etc.).

The FSB may also be interested in any guarantegsABC may give (as the parent
of XYZ) as to further capital injections if so racpd.

The FSB would probably also want to understand gharantees implicit in the
products being offered and how these impact the @AdRRthe components thereof.

The FSB would require that the projection is sigo&dby the company’s statutory
actuary.

The FSB would probably want a description of hove thusiness plan will be
achieved in addition to the basic numbers.
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Question 2

(@) This question was relatively well answered whicls wabe expected as it related to
applying basic unit pricing and fund managementoemts to a practical situation.
However, few candidates considered the potentitiér@dinces as a consequence of
internal as apposed to external managers being.used

Fund management

The company would need to consider who will perfdine investment management.
The management could be performed either by amiater external manager.

In deciding on internal or external managementctirapany would consider

(Note: profitability is discussed in a later senjio

» If the company chooses internal management, theesacof the new funds could
affect the reputation of the company’s investmerdnagement as a whole,
including existing funds.

* By the same token, using an external manager cafitt perceptions of the
company’s ability to manage its existing funds.

* The company may be reluctant to use the investmamagement of a company
that is a competitor in other lines of business.

* The choice of manager would have to be consistetht the company’s desired
investment style, desired level of risk, and inehdharketing position.

If an internal manager is preferred, the companwyld/oconsider:

* Whether the expertise and capacity required to getide new asset classes exists
in the company, or whether new staff would haveddired.

* While the asset classes may be new to the linkedugt, the company may already
invest in these classes to back its non-linkedliiegs.

If an external manager is preferred, a key conatda®r in the choice of fund manager
is their past performance. Whilst this may noglguarantee to the future performance
it may be used as an indicator of the better lijgdyformers. In addition the company
will want to take advantage of the track recordtheir marketing literature. The
company should consider whether there are any retamges at the external manager
may affect its performance, for example changekddanvestment team.

Profitability

In deciding whether to launch the new funds, arfdse — whether to use internal or external
management, the company will assess the impactaditgiility.

The company will consider the competitive enviromimeand what it implies for the
interaction between projected volumes and the lefreharges.

The expected volumes would differ for internal amdernal management, and would be
affected by reputation and market perception: cdrapany lacks experience in the new asset
classes and, in particular, has no relevant tracérd.
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Implementation costs would have to be incorporaténl the profitability analysis, including
new investment management staff, changes to admaitii systems, training of sales staff.

The company should consider the duplication of sa@gising from using an external
manager.

The profitability analysis would also allow for thest of investment management, and how it
differs between internal and external managemeAiT is an important element of this cost
under the external fund manager option.

The company will consider whether the new fundsaginnibalize existing funds. The
existing funds, being equity funds, would be expddb produce greater (but more volatile)
profits.

The tax position of the company would be affectgdabshift away from equities. The
allowable expense ratio would be expected to irs@ea

General issues

The company must decide whether the funds shoulthvested directly or via collective
investment schemes (unit trusts).

If an external manager is used, access to that geasafunds may also be effected through
reinsurance.

The administration platform would have to be ablé&al with the vehicle chosen.

The company would have to adjust administratioriesyis to be able to handle the new asset
classes, which would affect such areas as: lewfrtgx (and therefore unit pricing), and the
asset valuation of new investment instruments.

With a wider range of investment choices, the camgpahould be prepared for the
administrative burden of increased numbers of itaest switches.

The company would have to mindful of the need tsuem that sales agents and staff are
sufficiently familiar with the new fund choices be able to provide sound advice, as well as
the associated compliance requirements.

The company would have to consider policyholdersoeable expectations, including
communicating the new choices to clients.

A new, broader range of investment choices mayetle company to sell retirement annuity
business, as investment choice would now be altertgly with Regulation 28.
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(ii)
Candidates answered this part of the question godMost candidates seemed to be a
little confused when it came to absolute returndir(or they gave very little
commentary thereon). While absolute return funds ot bookwork, they are a
common form of investment within the industry aaddidates would be expected to
know the basics (e.g. that benchmarks usually pettainflation and that the fund
itself is similar in composition to a balanced oamaged fund). With this little bit of
understanding and the application of some highedeorskills to the rest of the
guestion, the marks pertaining to absolute retwnds were relatively easy to get.
Once again, this part of the question differentittiee better candidates from the rest.

General

For each unit-linked fund, the company would needdfine the benchmark investment mix
and the level of permitted deviation / variatioragset mix around this benchmark.

A fund may be passively managed (to track an ugoheylbenchmark) or actively managed
(whereby the fund managers trade the underlyingstments in an attempt to outperform the
index).

If a fund is actively managed, the guidelines stiodéscribe the investment strategy, e.g.
whether the fund pursues out-performance via stmikction, sector weightings, arbitrage
opportunities, etc.

The company should consider any requirements mg@f ethical or social policies.

The strategy and benchmark should be consistehtthét communicated to clients, and the
marketing strategy.

Another consideration would be the extent to whdagrivative use is permitted as an
alternative to physical securities.

This will depend in part on the expertise the fumahagers have in using such instruments. In
addition there may be regulatory restrictions onvadéive use.

It should be clear whether derivatives may be dsede.g.) efficient portfolio construction,
hedging, arbitrage, speculation.

The guidelines should describe:

» The fund’s liquidity requirements;

» Changing structure;

* The fees to investment managers and any externa@hadrators;
* Any measures imposed to manage concentration risk;

* The tax status of the fund; and,

* Any legislative or regulatory restrictions, e.gvasting only in assets admissible in terms
of Schedule 3.
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Specific considerations for the funds:

Fixed Interest funds

The benchmark is also likely to be based on a phkt index, for example those published
by the Bond Exchange of South Africa.

The desired term of the investments may also beifsga Variations permitted around the
benchmark are likely to be controlled via constiaon the duration of investments.

The credit risk would be managed via restrictions the credit rating of individual
instruments and the portfolio as a whole.

These restrictions may apply to both short and tengy credit ratings.
Concentration risk would be managed by limits opasxire to individual counterparties.

The guidelines may describe the extent to whichntlamager may make use of interest rate
swaps and the mix of corporate / government bonds.

Balanced funds

The company would need to consider what the apjai@pbenchmark asset mix should be for
the combined Balanced fund. The company would rteedonsider the balance between
maximizing returns, for example though equity irtwesnt, with reducing volatility, for
example through fixed interest investment.

Investment constraints are likely to be imposedttan deviation in holdings of each asset
class away from the specified benchmark. Diveratfon will be emphasized.

Given the potentially wide scope of appropriateestments, there will likely be restrictions
on specific asset classes, such as hedge fundseot property investments.

In particular, any restrictions on internationateéstments will be recorded. These will often
be in line with the SA Reserve Bank’s requiremdotshe insurer as a whole.

Another key consideration would be the typical stmeent mix of competitors. The company
might benchmark itself using published industrydutassifications.

The fund may be comprised of internal investmenthim other unit-linked funds. If so, the
benchmarks and risk controls in different assess#a would be in line with those of the
underlying funds. If not, the risk controls of baasset class would be described (e.g. the
active risk allowed in respect of equities.)

Depending on the insurer’s requirements, the imrest allocation may have to comply with
Regulation 28.

Absolute return funds
The benchmark is likely to be set in relation tthation (CPI or CPIX).

This may be in the range inflation + 2% to inflati® 7%, depending on the aggressiveness of
the fund.

If investment in individual asset classes is retd to specific ranges, these ranges are likely
to be broad enough to provide significant investinfiesedom.
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The overall aggressiveness of the portfolio isljike be limited using a cap on the combined
investment in risky assets such as equities arsthofé assets.

(iii)
This part of this question separated the betterdidettes from the rest. The question
involved taking some relatively straightforward kowork and applying common
sense as well as limited market knowledge to tlestipn and then an answer was
easy to come by. Once again the better candigagsrmed quite well on this part
of this question.

A base feewhich is the non-performance portion of the fee.

This is the fee that would be payable if the perfance equals the benchmark used for
performance fee purposes (the performance feedjurd|

If an external manager is used, it should be cld@ther fees are inclusive or exclusive of
VAT.

The fee payable for performance equal to the beackorf the fund should be lower than the
fixed fee of a similar fund, unless there is negaparticipation.

A participation rate, which is the proportion of any out-performancedchhs payable to the
investment manager. This may or may not includgatiee participation (i.e. a reduction of
the total fee below the base fee if the manageenoatforms.)

Negative participation may be used to ensure tleafiopnance fees do not encourage the
manager to take undue risks. If negative parti@pais not used, then there should be
appropriate risk measures and restrictions inrmbestment guidelines.

It should be clearly stated whether the manageadigipation is in the pre- or post-tax
returns.

If fees are based on upside performance only, teubaly paid after downside performance is
recouped, then one needs to ensure that therdl isusticient incentive for the investment
manager to regain lost ground.

It is important that any fee structure aligns theiiests of client and manager.

A high watermark may be used to reward only absaubwth.
Or, a performance hurdle may be used, which igeh&n required before performance fees
become payable. This may differ from the portfglioenchmark.

For a balanced portfolio, the hurdle could be dbsdrin terms of a nominal portfolio with a
fixed asset composition, split between major aslssses.
Alternatively a peer group may be used as the baadh

The measurement period over which investment pmdoce will be compared to the
performance hurdle.

This must be a sufficiently long period so that-patformance is not simply due to market
volatility, and underperformance is not too quictdygotten. Often a rolling period.

The period must not be too long — new investors expect to pay for the performance they
enjoy, not that enjoyed by older clients.
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The accrual frequency, which is the frequency efgierformance fee calculation.
This should not be shorter than the dealing frequexi the fund, as investors would then be
able to leave without paying their fair share offpenance fees.

The crystallization frequency, (i.e. is the fregexenf payment to the manager).
A fee cap (and possibly a minimum fee), represgntiie maximum (minimum) fee payable.

(iv)

This question was extremely well answered with cmstlidates getting high marks.

The funds to be merged would have to be similame @spect of this would be that the
objectives of the two funds are sufficiently aligne

If this is not the case then merging the funds rbaycontrary to the expectations of
policyholders.

Policyholders must not be disadvantaged in any mahigay by a merger of funds.

The company will need to consider the costs astmtiith merging the funds. This should
be compared with the expected future cost saviagsrasult of economies of scale.

It is likely that the funds may not be altered witlh contacting policyholders. The company
will need to examine relevant past literature amdicy conditions to ascertain whether
notification or, even, agreement is necessary.

The decision may depend in part on IT systems heu tlexibility / the resources available.
If they are similar it may make it quicker and easo perform a merger of the funds.

It is possible that unit prices will continue to tegjuired for different groups of policyholders
as a result of different levels of annual fund geearon the two products. Hence there may be
no overall reduction in the number of sets of upiices that need to be produced.
Alternatively, the fee may be set at the lower levAlternatively, this may make it very
difficult to argue the merits of merging the twanéls.

Policyholders would probably expect the pricingdasharges) to be the same under both
funds. If different charges are levied for differgroups of policyholders, this could create
an equity problem or at the very least, a percegtimblem.

There are also operational issues to considerekample, there is a risk that the company
will price funds incorrectly where there has beatange to the IT system.

END
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