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ABSTRACT

The paper describes the philosophy of with-profits business which has been developed in the authors' office, as a practical illustration of the running of such business in modern conditions. A description is given of how the philosophy is implemented in the main areas of actuarial management, including valuation methods, bonus distribution, product design and expense control. The discussion is extended to address a number of topics which are the subject of current debate including the financial strength of offices, future bonus prospects and disclosure of expenses.

1. INTRODUCTION

1 Origins of Paper

1.1.1 The idea for this paper was born while listening to the discussion on C. S. S. Lyon's paper(') at the Institute sessional meeting in January 1988. Within our office we had begun to feel a growing frustration with the fairly prevalent obfuscation within the industry regarding with-profits business compared with our tendency to view it in a simple straightforward way. For example, the resistance to unbundling contracts to allow expense loadings to emerge and the concentration on so-called `strength' when discussing best advice are just two aspects of that attitude. Accordingly, we were pleased to hear a number of speakers describing the way they viewed with-profits business in their offices and how they would like to advance those concepts. In our office a considerable amount of thought has gone into developing a coherent philosophy of with profits business in the modern environment and it seemed to us that we had, perhaps, already gone a long way down a road which others were attempting to follow; a road, of course, particularly relevant to our own office. Other actuaries will develop philosophies and strategies relevant to their own particular offices. With that in mind, discussion of a paper setting out that philosophy and how it influences the way in which our office is run would seem to offer the possibility of some benefit to the profession.

1.1.2 Given the nature and purpose of the paper, the usual form of disclaimer is not appropriate. Most of the ideas and views in the paper have the endorsement of our office and we are grateful to our employers for permission to describe them in this paper. However, the paper is naturally written with a particular audience in mind and the expression of views would not necessarily be immediately recognizable to our colleagues and board of directors. For any deficiency in the expression of those views, and the conclusions drawn from them, we take the usual personal responsibility. Our office is, of course, in a special position in that With Profits Without Mystery it is a non-commission paying mutual. We would hope, however, that some of the views are capable of wider application.

1.1.3 It is also appropriate to explain the involvement of the authors, and make some specific acknowledgements. R. H. Ranson has held a senior actuarial position in the office for many years and is the Appointed Actuary. As such he has played a fundamental role in the development of the philosophy set out in this paper, the foundations of which were laid while working in his early years for M. E. Ogborn when he was Actuary of the office. In recent years C. P. Headdon has assisted in the development and practical implementation of the philosophy. If this were not a professional paper, a third name would have appeared, that of our colleague, D. C. Driscoll, who has worked with R. H. Ranson for many years and has made a significant contribution to the development of the philosophy.

1.1.4 The paper is a description of the practical implementation of an approach to with-profits business and is not a theoretical treatise. The concepts involved have developed over the years and no particular aspect of them can be attributed to any specific development in thinking within the profession. There have been numerous papers on the various topics associated with the actuarial and financial management of traditional business over the last twenty years or so and most of them have contained some material which is relevant to the subject matter of this paper. Readers should not, therefore, take the short bibliography to this paper as evidence of any particular claim to originality in the paper. Rather it is that to have acknowledged our debts to the many authors in the past would have led to an inordinately long list and we have, therefore, only given references where we refer specifically to a particular author's work.

1.1.5 It is also worth mentioning that the paper is written in a deliberately simplistic way and covers a broad area of subject matter providing a high level view of the operation of a particular life office. We hope, however, that the simple treatment will not lead to the view that the matters discussed are themselves simple. Indeed they raise many of the most fundamental concerns of the profession at this time and a number of papers could have been developed by a detailed treatment of particular areas.

1.2 Structure of the Paper

1.2.1 The organization of the paper is simple. In the second section we set out the central concept on which the philosophy is based. The third section describes how, in practice, that philosophy affects the various areas involved in the actuarial management of the office, including product design. In the fourth section we look at some broader implications of the philosophy, in particular with reference to the current debate about financial `strength'. The paper ends with some brief conclusions.

1.3 With-Profits Business in Modern Conditions

1.3.1 Before embarking on the main body of the paper it seems worthwhile recording a few comments about with-profits business in general.

1.3.2 The continuing popularity of with-profits business indicates that it meets a real need amongst the investing public. We see that popularity continuing since with-profits business offers a unique investment medium. The combination of performance based on a diversified portfolio, a degree of smoothing to iron out peaks and troughs of asset performance, and increasing guarantees over a policy term is not seen in any other mass-marketed investment product. That is not to deny the attractions of linked business. We believe both types of business have a future since they meet different needs.

1.3.3 It should also be noted that with-profits business is attractive for offices since it provides a source of capital for expansion of the office and for the development of subsidiary businesses. That is so because, in current conditions, the actuary and his board have a considerable degree of freedom in the `investment' of the with-profits fund. Provided that the actuary and his board exercise a proper prudency in the utilization of the funds in the light of the circumstances of their companies, there seems no reason why that freedom of action should not be retained. A greater willingness to discuss the topic more openly than has traditionally been the case is likely to be helpful in retaining that freedom. In the case of a mutual office with-profits business is, of course, the only such source of capital for practical purposes.

2. THE `MANAGED FUND' CONCEPT

2.1 Description of the Concept
2.1.1. The essence of the concept is that we regard with-profits policyholders as participating in a `managed fund'. The premiums they pay, after meeting expenses and the cost of life cover and other benefits and options, are invested in the managed fund. The benefits a policyholder ultimately receives will reflect the value of the assets in the fund attributable to his policy, i.e. that policyholder's asset share. Viewed like that, the analogy with linked business is clear although, in the case of with-profits business, results will not follow asset values with the precision that applies with linked business. The mechanics are, of course, different because with a linked contract a specified proportion of the premium is invested at a specified price and benefits emerge calculated on a specified basis. With with-profits, the price at which a policyholder buys into the managed fund and the value placed on the underlying `asset share' when the policy benefits become payable are bound up in the premium basis and the various bonuses added; those are within the control of the actuary and directors.

2.1.2 The above description brings out parallels with linked business. However, the 'with-profits managed fund' has a number of special features not normally present in an internal linked fund:

(i) Each policy will have a guaranteed amount of benefit. The ultimate proceeds cannot fall below that amount.

(ii) The investment return on the fund is allocated to policyholders by means of bonus systems. Those bonus systems are arranged to give a degree of stability of results by some smoothing and averaging of the investment return. That reflects the mutual pooling of investment risk which is one of the distinguishing features of with-profits business. The assets of the managed fund may also be `invested' in the business to provide a capital base for other activities, for example in the financing of new business. (iii) Part of the investment return is allocated regularly in the form of declared reversionary bonuses. Those serve to increase the minimum value of the ultimate benefits over the life-time of the contract.

(iii) The remainder of the investment return each policyholder receives is allocated at the point his policy benefits become payable. That allocation, known as final or terminal bonus, represents a final 'topping-up' of benefits in respect of investment earnings not already passed on via the annual reversionary bonuses and will include a return of his `investment in the business', i.e. his contribution to financing the expansion of the office. Final bonuses may be more volatile than reversionary bonuses, although the office expects to average these over time to avoid severe and frequent fluctuations.

(iv) In the case of a mutual office, the with-profits policyholders, as the proprietors of the business, benefit from any profits (or sustain any losses) made in respect of other types of business sold. Such profits or losses emerge as additions to, or deductions from, the bonuses otherwise attributable.

2.2 How the Concept Developed

2.2.1 It may be instructive to consider briefly how the concept has developed. In many ways it is the explicit expression of an attitude which has prevailed in the office for many years. Put simply, that is that the business belongs to the current generations of with-profits policyholders. Those policyholders participate in a pooled fund and, when they leave, should take `full value' from the fund. The fund is continually open to new members. In particular, we do not believe in the concept of an `estate' in the sense of a body of assets passed from generation to generation and which belongs to no-one. This is a point developed later in the paper.

2.2.2  Once expressed, the managed-fund concept has proved a natural, and valuable, way of looking at the with-profits business. In our view it aids clear thinking in a number of areas and has gained currency within the office as a way of thinking about the way we operate. In particular, we find quite alien the concept of adding a `bonus loading' to non-profit premium scales in order to participate in the `profits' of the office. That concept carries the implication that the policyholder could have paid a different, lower, premium for guaranteed benefits. That is simply not an appropriate view for many modern contracts as can, perhaps, most easily be seen by considering unitized with-profits business. Providing cover on a non-profit basis is a quite separate activity and we do not find parallels between, say, non-profit and with-profits endowment assurances relevant. The concept of joining a managed fund on appropriate premium rates to share in the experience of that fund is fundamentally different from that of paying additional premium charges to earn a share of the profits of the office.

2.2.3 Although the concept has been used internally for a number of years, it is only relatively recently that we have attempted to use it as a way of describing with-profits business to policyholders. The results have been pleasing, in that clients generally seem to find the idea understandable and helpful. We believe that other benefits can ensue from emphasizing the investment nature of the business and the parallels between linked and with-profits contracts. For example, a client who appreciates the concept is, we feel, less likely to find changes in declared bonus rates in the face of changing investment conditions surprising. By this means we have tried to take some of the mystery and mystique out of with-profits business.

2.3 Effects of the Concept in Practice

2.3.1 It is fair to say that, once accepted, the concept permeates all areas of the financial and actuarial management of the office and plays a fundamental role in product design. Section 3 of the paper considers the main areas of such management and how the concept influences actions in each area.

3. THE `MANAGED FUND' CONCEPT IN PRACTICE
 Valuation

3.1.1 Redington(2) described his wish to achieve a valuation basis where the emerging surplus was close to the `natural revenue surplus'. We take that to mean that the emerging surplus reflects the difference between actual experience and that assumed in the premium bases. Although Redington was cautious in defining the term, his comments(3) on the statement made by one of our Presidents indicate that he was broadly in sympathy with such an interpretation. Such a basis seems to us consistent with the managed-fund concept. In particular, it seems appropriate to take strains as they are incurred-those strains can be analysed separately and dealt with through bonus systems in order to preserve equity between successive generations. The actual surplus emerging in a given year then reflects the experience-i.e. how the managed fund has progressed-in that year.

3.1.2 Unlike Redington, however, the approach in our office for valuation for surplus is to use a passive gross premium valuation where the valuation basis, as far as possible, reflects the premium basis of the business in question. That would seem to avoid the risks of `prescience' in the use of gross premium valuations which made Redington such a vigorous advocate of the net premium method. Our method could be considered effectively to be a retrospective approach-in essence, we compare the amount we should have accumulated (on the premium basis) with what we actually have.

3.1.3 The effect of such an approach is that, in recent and current conditions, profits on non-profit business emerge as they are earned. We have not had to face up to inadequate premium bases (on interest grounds) for a generation. If those circumstances arose again, we should need to consider whether to allow the losses to emerge as they are incurred or to take the expected loss immediately. With-profits premiums accumulate at `full value'; that is, the reserves are consistent with the premium bases. Reserves calculated in that way are compared with assets at (written-up) book value. The excess of market values over `book value' is held in the balance sheet as an investment reserve. Transfers from that reserve to revenue to support the cost of declared bonuses are made as necessary-a topic addressed in more detail below. In theory such a presentation could be maintained in conditions where assets at market values were below book values. The negative investment reserve in those circumstances could be held as `unrealized depreciation in asset values' as it was at the end of 1974. However, in such conditions it is accepted that some departure from the usual valuation approach would be needed to demonstrate solvency. That could take the form of increasing the valuation rate of interest whilst leaving the rate of future bonus unchanged-not an inappropriate set of assumptions in the conditions which would then apply. In those circumstances similar problems would, of course, be likely to arise if a net-premium valuation were published.

3.1.4 In practice, the major part of our office's business in force is recurrent single premium pensions contracts. For such business the debate between net and gross premium valuations is, of course, academic. Such business does, however, provide a straightforward illustration of the approach. Most business of the type in question is written with a guaranteed accumulation rate of 3 1/2% p.a. Each premium paid secures a slice of fund calculated by accumulating the premium, less an explicit expense deduction, at 3 1/2% p.a. until the chosen pension date. The reserve held is simply the premiums, net of deductions, accumulated at 3 1/2% p.a. until the valuation date. In practice the reserve is most conveniently calculated by discounting the fund at pension date at 3 1/2% p.a. to the valuation date. A higher valuation rate of interest is in fact used, with a future bonus rate sufficient to bring the discount rate back down to 3 1/2% p.a. That is simply a convenient means of breaking the total reserve up into broadly a part required to meet the guaranteed liabilities and the `balance' (i.e. that commonly called the future bonus reserve-although that is not a phrase we find particularly helpful). Such a split is used as a guide for asset-matching purposes.

3.1.5 The `natural revenue' character of the emerging surplus is immediately apparent. The earnings on the reserves in excess of 3 1/2 % p.a. and the implicit `fund charge' to finance expenses (see § 3.3.1) will form the interest surplus. The explicit deductions on premiums paid within a year together with the implicit `fund charge' will be available to finance the acquisition and maintenance expenses in the year in question; any difference forming the loading strain or surplus for the year. In particular, it should be noted that initial expenses are borne in full in the year in which they are incurred. In current conditions, where a substantial part of earnings arises in the form of capital appreciation, the revenue surplus plays only a limited role in bonus strategy as is discussed in § 3.2.

3.1.6 The above approach seems so natural as to be the obvious one to take. It is important to note that that impression is, to some extent, misleading. It would clearly be possible (and quite proper) to discount the liability at pension date at, say, 4% p.a. That would alleviate initial strain's in a manner broadly equivalent to a zillmerized net premium valuation. To some extent the `naturalness' is a function of the contract design which enables one to `look through' the business. Where a more traditional form of contract is involved, the `naturalness' or otherwise of the valuation method is less clear, although we aim to take a comparable approach to those types of business also.

3.2 Bonus Distribution

3.2.1 A natural extension of the managed fund concept is to regard each with profits policyholder as having a specific stake in that fund. The well-known approach of looking at `asset shares' is, thus, wholly consistent with the managed fund concept. However, we look at the asset share as part of the accumulated pooled fund (subject to averaging), not as the product of a mechanistic model at the individual policy level assuming, for example, a changing mix of fixed interest and equity holdings over a contract's term, which, we understand, is used by some offices. Such an approach represents a quite different philosophical standpoint and can be expected to produce different results. In our view it suffers from complexity in practical application and does not give due prominence to the mutual insurance of investment risk, which we regard as a key feature of the business. That is a concept developed more fully in the following paragraph.

3.2.2 The managed fund's holding of fixed-interest stocks broadly matches the guaranteed liabilities. However, that fixed-interest holding can be considered to match the guaranteed liabilities in aggregate. That is, the members of the fund are regarded as mutually insuring the investment risk amongst themselves so that the same investment mix applies to each asset share irrespective of duration in force or outstanding term. In that context it is worth noting that new business is desirable for the existing members because it helps maintain the proportion of guaranteed benefits on the business as a whole at a level that does not unduly constrain investment freedom. The key consideration for bonus distribution policy is the most appropriate way of passing on their `asset shares' to policy​holders leaving the fund. It should be noted that this approach to bonus policy is quite general. Although the recurrent single-premium form of contract is well ​suited to the asset share approach, it is possible to look at most other, more conventional, types of product in a similar way and, indeed, we do.

3.2.3 In his Presidential address in October 1986, Marshall Field(') spoke of his concerns regarding the tendency for the insurance risk to be passed back to the policyholder in modern contracts and for those contracts to become increasingly like products offered by other investment media. We would make the point very strongly that in the with-profits contract, as we view it, the insurance of the investment risk is far from dead. As noted in § 1.3, life offices offer a unique vehicle under which clients pool the investment risks between them. Apart, say, from friendly societies no other type of provider can offer such a contract.

3.2.4 The question of averaging and smoothing of performance is crucial. We believe that policyholders selecting the with-profits approach do not wish to see the volatility of returns which characterizes linked business; that is, the mutual insurance of the investment risk, which, as noted above, is a key feature of the business, should apply not just to reversionary bonuses but also to total proceeds. It therefore follows that assessed asset shares should move in an orderly fashion from year to year, tracking the general trend of overall investment returns rather than reflecting directly individual years of under or over-performance. There are a number of ways in which such smoothing and averaging can be achieved and the approach used in our office is outlined below.

3.2.5 We also believe that, in modern conditions, with-profits policyholders expect to achieve total policy proceeds broadly commensurate with those under a linked managed fund contract (although, as mentioned above, not exhibiting the short-term volatility of linked results) because it is with such contracts that comparisons can properly be made. That clearly has implications for the investment mix of the with-profits managed fund, which will, in turn, affect bonus policy. The interaction of those items is considered in the following paragraphs.

3.2.6 If one accepts that the policyholder's key concern is the total proceeds achieved, then the matter of how those proceeds are made up between declared and final bonus elements should be of secondary importance. As the asset share builds up from year to year, the decision on the relative balance between declared and final bonuses can be viewed as a decision on how much of the overall return (after meeting any guaranteed accumulation implicit in the contract terms) should be `consolidated' as declared bonus and how much should be left 'unconsolidated', either for future consolidation, or payment as final bonus. That is, of course, the theoretical position. In practice, policyholders tend to want reversionary bonuses to be as high as possible to avoid the potential volatility of too great a concentration on final bonus. Also, marketing colleagues are uncomfortable if declared rates deviate too far from the market norm. It is also interesting to note that the introduction of the requirement to hold a solvency margin effectively implies that at least a portion of the return must be left unconsolidated, for distribution as final bonus at the end of a contract's term.

3.2.7 Since the 'with-profits managed fund' is invested in a mixed portfolio of assets which produces both income and capital appreciation in the assets, it naturally follows that the form of bonuses allocated to policyholders must be in harmony with the form in which the investment return on the portfolio arises. Since it automatically offers scope for new investment, the income received can generally be distributed by way of declared reversionary bonuses. The extent to which the return arising in the form of capital appreciation can be passed on as declared bonuses requires judgement unless a programme of switching of investments is to be undertaken. A balance has to be kept between the return which can be consolidated in the form of declared bonuses and that left unconsolidated. Unless that process is carefully controlled, the result could be that too great a proportion of the capital appreciation is distributed in guaranteed form and the office, apart from suffering restricted freedom of future investment, becomes unacceptably vulnerable to the effects of a fall in capital values which could render it technically insolvent. To avoid such risks, the investment strategy would probably have to be adjusted to increase the proportion of fixed-interest stocks held in order to match the increased guaranteed benefits given.

3.2.8 If the situation described above were allowed to develop, the result would be that of investment strategy being determined by non-investment considerations. It seems unlikely that that will be in the best long-term interests of policyholders in terms of achieving their expectations described in § 3.2.5. Clearly, by its very nature, with-profits business implies some investment constraints as does any managed fund. However, our approach is based on the belief that those constraints should be controlled, so that the relative weight of fixed interest holdings need not be higher than would-be considered suitable on investment considerations alone in a balanced mixed portfolio.

3.2.9 If the decision as to the level of declared bonus rates is viewed as really being a decision as to the level of earnings which should be consolidated, then the choice of the precise level of declared rates is clearly arbitrary. There will be a range of `sensible' choices between rates so high that investment strategy is constrained and rates so low relative to the market that they would not be regarded favourably by policyholders. Within that range (and the limits of the range are, of course, a matter of judgement), the precise level of rates is a matter of choice. Naturally, such choice has to have regard to the marketing implications of any decision. In our office a reasonably objective method has been followed for a number of years as a base from which to determine the appropriate level of declared rates.

3.2.10 For several years up to and including the declaration as at 31 December 1982, the approach was to use a model based on the yields available on fixed​ interest investments over the period covered by the declaration. It was considered that policyholders could reasonably expect that transfers of capital appreciation would be made to the Revenue Account to augment the surplus to the level which would have applied had the investment been wholly in fixed interest stocks. That was the minimum return to be expected. Declared bonus rates were therefore established by reference to such rates of return, taking due account of the taxation position of the different tax funds and the likelihood, or otherwise, of conditions being similar at the next declaration at least. The relevance of that final point is that in the late 1970s and early 1980s a slavish adherence to the model would have led to declared rates which were unlikely to be sustainable or, at the best, would become erratic. Such an approach was considered to be inconsistent with what we had led our policyholders to expect. In other words, on certain occasions bonuses were declared at rates lower than those indicated by the model. A summary of how the model has been applied over recent years is given in Appendix A, and years in which particularly significant decisions were taken are discussed in more detail below.

3.2.11 The implications for bonus rates of the sharp fall in interest rates in the autumn of 1982, if the lower level had persisted for any length of time, were discussed with the board. Various plans were considered as to how to move to a lower bonus rate climate if that became necessary. Those early discussions, and reference back to them from time to time, subsequently eased the path in 1987 and 1988 when reductions in declared rates were recommended.

3.2.12 At 31 December 1985 use of the model would have indicated a cut in rates. However, in view of the exceptional performance of equities over the triennium covered by the declaration it was considered appropriate to maintain rates at the previous level. A year later the trend to a lower interest rate climate seemed to be firmly established and it was felt that the rate of return represented by the previous declared rates was sufficiently above the prevailing level of interest rates to make beginning a move to lower declared rates desirable. Accordingly, rates were declared at the rates of interim bonus which had applied during 1986, which had been set below the rates declared at the end of 1985 for similar reasons. Although that was a cut in rates, it passed largely unnoticed because it took the form of confirming an expectation established by the level of interim rates during the year. At that time interim and terminal bonuses were amalgamated into one `final' bonus, partly for simplicity because interim bonus is essentially a type of terminal bonus, but also to avoid the situation where the level of interim rates creates an expectation as to the level of declared rates and hence constrains freedom of action.

3.2.13 At the end of 1987 a further reduction in rates was made. On that occasion there was no argument but that an explicit cut in declared rates was being made. The basis for the decision was, as mentioned above, the apparently clear trend to a lower interest rate climate. As such, it represented the continuation of the strategy commenced a year earlier and the events of October 1987 were largely irrelevant to the decision. Indeed, the intention to make a further reduction in declared rates had been discussed at length well before October of that year. However, somewhat paradoxically, the sharp reduction in overall earnings from the levels that would have applied had it not been for the `crash' in some ways made the presentation of the decision more, rather than less, difficult. There was a clear danger that the cut could be seen as a sign of weakness. To avoid that danger there was a very full briefing of the Press and of our field force and a letter setting out the reasons for the decision was issued to each policyholder with their bonus notices. That strategy appears to have been successful in that there was very little adverse comment either from our policyholders or external commentators. Over the two declarations the gross rate of return represented by the declared rates was reduced from above 13% p.a. to about 11 1/4% p.a. The latter rate is, of course, still relatively high in a long-term interest rate climate of 10% p.a. or less. Indeed, it is interesting that, despite the sharp rises in short-term interest rates during the autumn of 1988, longer term rates were largely unaffected. A general climate of rates broadly around 10% p. a. seems quite persistent.

3.2.14 The precise form of the rates (i.e. fully, semi, or super-compound) applied to different classes of business are determined so as to pass on the desired rate of return equitably to policies of different durations in force taking into account the form of the policy and the taxation fund to which it is referred. Although it should be possible to iron out any inequities in the application of declared bonuses by adjustments to terminal or final bonus rates, it is felt that a fair level of total proceeds is most likely to be achieved if the declared rates are as equitable as possible in their effect during the lifetime of each contract.

3.2.15 For final, or terminal, bonus rates the starting point is the rates needed to lift the guaranteed benefits and declared bonuses to the appropriate asset share. It is at this stage that the averaging and smoothing of returns mentioned above are undertaken. Initially, crude asset shares are calculated as the gross premiums paid, less an allowance for deemed expenses and mortality costs, accumulated at the rate of return earned on the fund at market value over the lifetime of the contract. The calculation in respect of contracts in the life and general annuity funds takes account of taxation at rates which broadly follow the actual tax rates suffered from year to year. Profits on non-profit business are brought into account by an appropriate adjustment to the yields actually achieved. Dividing the asset shares so calculated by the guaranteed benefits and reversionary bonuses payable gives crude scales of final bonus. The scales are then smoothed in two ways. The detailed scales are smoothed to iron out irregularities in the progression of rates from one duration to another. Furthermore the overall level of the scales is adjusted to bring in some smoothing of scales over time. The starting point for that process is the size of the investment reserve as a percentage of with-profits reserves, averaged over a number of years. The purpose of that latter exercise is to introduce some stability in the scales from year to year, and has a similar effect to introducing some averaging of the overall rates of return achieved from year to year. It is clearly a matter of judgement as to how far that smoothing process should be followed and, conversely, how quickly one should reflect market movements. There is scope for a range of views on this and we are aware that some offices vary terminal/final bonus rates more frequently than does our office. A significant factor in formulating the approach to this matter must be what policyholders have been led to expect. Similarly, changes of approach in future cannot be ruled out as attitudes and policyholders' views of with-profits business evolve.

3.2.16 It should be noted that all of the with-profits reserves are brought into these calculations. In other words, the final bonus rates are not just assessed in respect of business leaving the fund but in respect of all of the with-profits business in force at the date of valuation. There is a further point that solvency margins are set up from the unconsolidated surplus and, by implication, the outgoing policyholder takes his contribution to those margins with him.

3.2.17 We mentioned in § 3.1 that strains are taken as they are incurred, particularly on new business of the recurrent single-premium type. Since one would expect those strains to be offset by surpluses in future years as renewal premiums are received, it would be inequitable to base the proceeds for policyholders now leaving the fund on asset shares resulting from earnings which reflect the effect of those strains. Accordingly, the accumulated new-business strains incurred are identified and treated as a notional addition to the current fund value, with a suitable enhancement for the loss of interest, before determining the appropriate level of final bonus rates. Where there has been a failure to recoup some of the procuration costs, e.g. through non-renewal, that is brought into account. Such an adjustment is, in part, a reflection of the approach taken to asset shares in the sense that, under different approaches, e.g. detailed individual asset shares, such an adjustment may not be necessary.

3.2.18 The results of a bonus declaration are presented in the conventional way to policyholders and a number of final bonus scales appropriate to different types of business are published. At the declaration as at 31 December 1987 the effect of the declaration was also shown to policyholders in present value form for all contracts of the recurrent single-premium type. That is, the present value of their contractual benefits including declared bonuses was shown on bonus notices together with the amount of final bonus which would apply if benefits were payable immediately. It is felt that such a presentation gives clients a helpful insight into how their policy benefits, both consolidated and unconsolidated, are building up. For new contracts, such as personal pensions, the present value presentation will be the only one used. If clients are accustomed to seeing their benefits building up from year to year in present value form then with modern computing facilities the need for published final bonus scales is, perhaps, arguable. However, it seems likely that, for at least some years to come, policyholders will expect to see their proceeds determined on published scales of rates so that they can see that they are being treated fairly relative to other policyholders.

3.2.19 In adopting the present value presentation it is important to make the nature of with-profits business clear. That is, unlike a deposit-based contract, the present value is not available at all times. Although the value is steadily accumulating over the contract's lifetime, the policyholder is only entitled to receive it in the circumstances described in the policy, for example, on retirement or prior death. In practice, in current conditions, the full present value is also paid out in other events such as on transfer or surrender but that basis is not guaranteed. The retention of flexibility in this area is essential if constraints on the valuation of the business are to be avoided.

3.2.20 It is important to emphasize that equity is regarded as being of prime importance throughout, in that we attempt to treat all policyholders fairly. To the extent that there has been any over-distribution in the past to one class relative to another, we would aim to rectify that by means of the final bonus scales used at termination. If the final bonus rates are calculated fairly, then the precise form of the declared rates should be irrelevant. We, therefore, find the view that is sometimes expressed that a simple bonus structure favours short ​term policies while a compound bonus benefits the long-term difficult to understand. In practice, as noted in § 3.2.14, we aim as far as possible to achieve equity through the reversionary rates since that helps avoid the inconvenience of a proliferation of final bonus scales.

3.3 Product Design and Premium Rating

3.3.1 The essential concern in setting with-profits premium rates in the office is to ensure that new policyholders make an appropriate level of investment in the with-profits managed fund, so that an equitable result will be achieved by uniform bonus systems applicable to new and existing business. Despite modern computerized calculation techniques and the theoretical possibility of many different bonus series, we believe that a complex structure inevitably leads to a loss of clarity of vision about the business. Simplicity throughout our activities is regarded as being supremely important. That approach has led to a recurrent single premium contract as the natural base for the business in modern conditions. As has already been mentioned, each premium paid, after an explicit deduction, rolls up at a guaranteed rate of interest. The rate is, to a large extent, arbitrary in that the guaranteed benefits simply provide a `peg' on which to hang the bonuses. It should be remembered, however, that the higher the guaranteed roll-up, the greater the potential constraints on investment strategy. A rate of 32% p.a. is now the norm for contracts in the Pension Business fund. A 0% accumulation rate is used for assurance contracts. The explicit deduction is designed to ensure that each contract bears a fair share of expenses and also to meet the cost of any other benefits, such as waiver of premium. The balance of the expenses is met by a charge on the accumulating reserve. The analogy with the initial and regular management charges on unit-linked business is clear.

3.3.2 It may be a helpful illustration of the practicalities of operating with​ profits business to indicate how the 31% p.a. accumulation rate for pensions business arose. When the recurrent single premium contract was introduced in 1957 a 22% p.a. roll-up was guaranteed. That was based on the premise that bonuses in the early years should be at a similar level to those applicable to level annual premium contracts in the assurance and general annuity funds. A roll-up rate of 21% p.a. on the recurrent single premium business was seen to be a satisfactory fit. After a year or two bonus rates were allowed to diverge from those for the other classes. Then, as investment earnings rose, it became necessary to increase the guaranteed rate, first to 3% p.a. and then to 3?% p.a. if equity were to be achieved between old and new business by a common bonus rate for the class overall. That was, of course, before the introduction of final bonuses. In the new environment we should expect that such changes to the accumulation rates would probably be unnecessary, since it should be possible to use the final bonus scales to achieve the relevant degree of equity.

3.3.3 The recurrent single-premium approach has gradually evolved over the years from an initial design based on regular 

annual premiums of varying amount. Until relatively recently the bonus systems reflected the origins of the design, in that each premium paid was related to a particular policy anniversary for bonus purposes, and bonus was declared in respect of complete policy years. Given the flexibility allowed both as to the timing and amount of premiums, such a system led to some practical complications which were becoming increasingly onerous for the office as well as for policyholders. Under the recurrent single premium approach the policy anniversary should have no special significance and bonus systems have recently been changed to reflect that. Under the current system each premium paid ranks for bonus from the date of payment and bonus is declared in respect of calendar years. Such a system is well-suited to a present​ value presentation. Each year the benefits accrued to the end of the previous year accumulate at the guaranteed rate of roll-up and one year's declared bonus. Premiums within the year, less explicit deductions, are brought forward with a proportionate roll-up and bonus reflecting the part-year for which they have been within the fund. The method has been applied to existing business as well as new. That again illustrates the conscious striving to retain simplicity of operation. It is often overlooked that the office has only one very simple pensions contract which is used for all pensions business, whether individual or group.

3.3.4 The change to bonus systems provides an illustration of how the actuary needs to look ahead and begin to plan and recommend adjustments (and encourage his board and colleagues to accept them) well before a change of practice is fully implemented. The office maintained a triennial approach to bonus declarations up until 1985 and it was not practicable to introduce the new bonus method in those circumstances. However, a move to annual compounding of bonuses, although still declared triennially, took place at the 1982 declaration in preparation for a move to annual declarations. The change to a calendar-year system of bonus allocation had to be implemented over the two years 1986 and 1987. At the 1986 declaration policyholders were briefed as to how their future entitlement to bonus would be calculated and that was implemented for premiums payable after the 1987 policy anniversary. At the 1987 declaration a `catching up' bonus was allotted to bring the allocation on all recurrent single premium contracts up-to-date as at 31 December 1987.

3.3.5 The point made in § 3.2.19 regarding the nature of guarantees is also of relevance in the context of product design. A present value presentation does not imply a guarantee that the present value is actually available at all points in time. However, we see a need for a degree of flexibility appropriate to the circumstances in which a contract is used and, in practice, we guarantee a `full value' return at a range of retirement ages-for example, from 60 to 75 under s226 business and from 50 to 75 under personal pensions. In our view, issues of that kind require the actuary to have a close involvement, and interest, in the marketing aspects of the business. We would not regard as helpful an environment in which the actuarial involvement in product design was limited to narrow technical matters.

3.3.6 In § 3.2 it was explained that the managed fund concept was applied equally to more conventional with-profits products such as endowment assur​ances. However, in such cases the form of the contractual benefits makes the mechanics less clear to the policyholder although they are still there. Recently the recurrent single-premium approach has been extended to provide alternatives to such conventional products, although the office continues to offer traditional endowment and whole life assurances etc. for the time being. On the life side, a with-profits version of a `flexible whole of life' type contract is clearly suitable for the recurrent single premium approach. Less obviously, the idea has been used to develop a with-profits immediate annuity. That is most easily thought of as a bundle of pure endowments, one maturing each year over the life-time of the annuitant. Each pure endowment participates in the managed fund during the period of deferment and on `maturity' the proceeds secure a one-year temporary annuity at whatever mode and frequency of payment has been selected by the annuitant. The single premium paid can be split equally between the endow​ments-so that each year's basic annuity payment is the guaranteed 3 1/2% more than the previous year. Alternatively, the premium can be split so as to anticipate a certain level of future bonus and hence achieve a higher level of starting annuity.

3.3.7 The earnings on the with-profits managed fund will reflect profits made on non-participating business. Before leaving the section on premium rating it is worth noting that the pricing of non-participating business is not aimed at generating significant profits. That is, the concept of mutuality is extended to non-participating business, in the sense that such contracts can be effected under the umbrella of the fund and, although they are expected to cover their costs, profits are not actively sought. In practice, the fact that prudent assumptions are used in setting rates should mean that normally a small profit will accrue to the with-profits policyholders, in addition to the repayment of any `loans' (plus interest) from the with-profits fund made in writing the business. The `rate of interest' on the loan is expected to be broadly commensurate with the rate of return earned on the fund from time to time. That is, the intention is that the with-profits policyholders should be left in broadly the same position as if the business had not been written.

3.4 Expenses

3.4.1 It is essential that the expense loadings for each class of business are adequate and consistent between each class. Otherwise, the use of bonus rates based on the overall rate of return will give rise to inequity between different classes and, possibly, successive generations. Expense monitoring and control is thus a fundamental activity in the use of the managed fund approach.

3.4.2 As a consequence of the above, there are two arms to the necessary expense control:

(i) to ensure that the loadings overall are adequate;

(ii) to ensure that each category of business is making an appropriate contribution.

The mechanism used for both purposes is that of a `management expenses fund'. That is a notional fund comprising the initial and renewal expense loadings deemed available in the premium rates for new and existing business. The first part of the expense control is satisfied by ensuring that the management expenses fund covers the total incurred expenses, the second by monitoring the components of the management expenses fund against an analysis of actual expenses by business category.

3.4.3 The use of the expression `deemed available' in the above description is important. The expenses brought into the management fund are not the actual charges levied but the allowances for procuration and maintenance expenses built into the premium rates. A unit-linked analogy might help make the point clear. Premium rates might be designed to recoup initial expenses of, say, 50% of the first premium and renewal expenses of 3 % of each subsequent premium. The charges levied to recoup those expenses could be a 90% allocation rate for the first 2 years' premiums, a 5% bid/offer spread and a 1/2% p.a. fund management charge. In that case the contribution to the management expenses fund would be 50% of the first premium and 3% of each subsequent premium. Such an approach means that the contributions to the management expenses fund are well-matched to the incidence of actual expenses, making control of expenses by a straightforward comparison of the two items valid.

3.4.4 Although the comparison of incurred expenses and the management expenses fund is made annually, a precise match is not expected each year because trends are more important than the results of a single year in isolation. In particular, two points are worth noting:

(i) Most products have a natural `servicing life-cycle'. Initially volumes are small and servicing can be relatively cheap. Then volumes increase and manual systems come under strain and their cost-effectiveness declines. At that stage mechanization is called for and that normally brings a dramatic improvement in cost-effectiveness. A similar argument applies when mechanization is introduced at the outset. Initially the expense may not be covered; eventually, as the class matures, it produces a loading surplus. One would not, therefore, necessarily expect costs to be fully covered by the available loadings at every point in a product's lifetime. Again, it is the trend that is important.

(ii) Major projects such as the development of a new business area or a redesign of central computer systems are     undertaken to bring long-term benefits. It is not reasonable to expect the costs of such activities to be covered as they occur and some special action is warranted. That would normally take the form of identifying the costs of such projects as they arise and looking to recoup them with an allowance for the loss of interest over the period in which the benefits are expected to emerge. Such monitoring does take place to ensure that the expected recoupment is realized. As an example, the expenses incurred in fully entering the unit-linked market in 1984 were identified at that time and planned to be recouped by a loading in the unit prices over about five years according to the new business plan. That has already been achieved.

3.4.5 Before leaving the subject of expenses it is worth noting that, under the approach described above, there is no real difficulty in assessing the costs of running with-profits business, in a manner very similar to unit-linked business. The disclosure of those costs would not, therefore, be a problem. We would again highlight the similarities between unit-linked and with-profits business. With both types of contract identifiable loadings are applied for expenses. Under neither contract is there normally any kind of expense guarantee. If, in the event, the loadings are inadequate, the explicit unit-linked charges will be increased and with-profits business will suffer lower bonus rates than would otherwise be the case. It is important to note that in both cases the net effect is the same-the policyholder's investment return is reduced. The open nature of the management expenses fund is being reinforced at all levels throughout the office by the introduction in 1987 of a staff performance bonus scheme where the bonus is related to the extent to which actual expenses undershoot a target based on the management expenses fund.

4. BROADER IMPLICATIONS OF THE MANAGED FUND CONCEPT

4.1 The Myth of the Estate

4.1.1 Underlying the managed fund concept is the belief that the assets of the office are owned by the current generations of policyholders. The price at which those assets are transferred from one generation to another is determined by the premium rates and bonus rates in force. As explained above, we would regard our reserves for with-profits business as being the `natural' ones. The bases for non-profit business do not anticipate the potential profits on that business and the prudent valuation assumptions will give rise to strains on new non-profit business. However, the accumulated amount of such strains (net of subsequent releases) is trivial in relation to the totality of with-profits reserves. Profits on the non-participating business (mainly investment earnings in excess of the interest rates assumed in the premium bases) are brought into account as they are earned. Consequently, for our office we would regard it as reasonable to take the assets not required to cover the liabilities as essentially equal to the `investment reserve'-i.e. the difference between the market value and written-up book value of assets. Although there will be a small cushion within the liabilities, as noted above, that is not a significant element in the context of the overall position. However, under our approach, the investment reserve represents the unconsoli​dated earnings attributable to current policyholders. Where then is the estate?

4.1.2 Discussion of the `estate' would, in the case of our office appear to rely on some notional apportionment of the investment reserve between what `belongs' to policyholders and that belonging to no-one. Obviously, once an ,estate' has been created it can be deemed to accumulate thereafter. However, the intellectual argument for its genesis and subsequent maintenance does not seem well-grounded. It would appear to be particularly difficult, for example, to explain in product disclosure particulars that not all of the investment return on a policyholder's savings will be returned to him because some will be retained to build up the `estate'. We have not yet seen such an explanation. Provided one works on the basis that assets are passed from one generation to another at `fair value' (which may be above or below market value, due to the effects of smoothing) then the need for the concept of an estate is unclear.

4.1.3 If the estate does not exist, from where does the funding of new business growth come? The answer is, of course, the with-profits policyholders from the unconsolidated surplus. (For simplicity, the position of a proprietary office is not considered, but there seems no reason why similar arguments should not apply. In practice, traditional proprietary offices do not appear to have recourse to shareholders for additional capital.) The `investment' by the with-profits policyholders is the accumulated new business strain described in § 3.2.17, and as described in that section, the `investment' is `repaid' to policyholders leaving the fund by an appropriate adjustment to final bonus scales.

4.1.4 In various papers and discussions analysing the rate of new business growth supported by the estate, the arguments appear to be based on the approach of assuming maintenance of current bonus rates and that the 'non​estate' part of the investment reserve must be reserved for policyholders. The resulting conclusion that a rate of new business growth in excess of the investment return on the estate will eventually wipe it out, and is thus not sustainable, is not therefore surprising. We do not accept this approach and, in the theoretical extreme, we believe that the whole of the investment reserve is available to finance new business growth. In practice, of course, getting near that extreme would not be desirable since management's freedom of manoeuvre would become extremely constrained. It should be noted that writing-up from capital appreciation to cover new business strains depresses the income yield through revenue, other things being equal, and hence requires progressively higher levels of writing-up in future to enable a given rate of bonus to be declared. Whatever view is taken, it is clear that, broadly speaking, the growth of new business strain at a rate in excess of the earnings on the fund will, for a mutual, ultimately be unsustainable. However, we believe that for a mutual with a healthy investment reserve, the constraints on new business growth in the short and medium term are not so severe as the conventional analyses of the position of the estate might lead one to suppose. The figures in Appendix B illustrate the rate of growth of our office over recent years.

4.2 Investment Strategy and Future Bonus Prospects
4.2.1 The office's investment strategy in respect of with-profits business can be simply expressed as maximizing the return on the with-profits managed fund, subject to the relevant actuarial constraints. As discussed above, one of the aims of bonus policy will be to keep those constraints to a minimum. Expressed in that way, the analogies with the sort of investment objective which is likely to apply to a unit-linked fund is clear.

4.2.2 The with-profits managed fund can -be simply presented as just that to the board and to investment colleagues and broad comparisons can be made with other offices, to bring out different investment approaches as an aid to explaining differences in performance. For our office we take the non-linked assets and exclude fixed interest stocks sufficient to cover the non-profit liabilities. The investment mix of the remaining assets can then be determined and comparable figures can be estimated for other offices from their DTI returns. As an example of the approach, the office's distribution at 31 December 1987 in respect of the with-profits managed fund compared with the estimates for two other leading offices are as follows:

	
	Our office
	Office `A'
	Office `B'

	Fixed interest
	23
	-
	-

	Index-linked
	7
	2
	2

	Equities
	50
	56
	64

	Properties
	16
	39
	22

	Other
	4
	3
	12

	
	100
	100
	100


Clear differences of approach are apparent.

4.2.3 Use of the managed fund concept means that with-profits business is clearly seen as an investment product packaged in a particular way. Future bonus additions will necessarily depend on the return which can be earned on the managed fund. It follows that any discussion of future bonus prospects, in the sense of ability or otherwise to maintain current rates of bonus, is largely irrelevant. Such considerations are no more fruitful than asking whether a building society will be able to maintain its current deposit rates unchanged over the next five years. The industry has done itself no favours by allowing the view to develop that in some way life office bonus rates are largely unconnected with general investment conditions and that there are `massive reserves' always available to meet any deficiency in returns. It is pleasing to note that there are signs of a more realistic attitude now being promulgated. That is also true in the area of endowment assurances used in connection with mortgages. It seems to us that, in modern conditions, making reversionary bonus levels the critical item in that connection is not helpful. Surely a more realistic approach, as is necessarily used with linked policies (which are becoming increasingly accepted by lenders), is to define the rate of future growth which the client (and his lender) are happy to anticipate. The form in which that rate of growth, if achieved, is passed on to policyholders should be a secondary consideration, although it is accepted that clients will find a reasonable level of consolidation of earnings in the form of reversionary bonuses reassuring.

4.2.4 A natural consequence of those views is that `policyholders' expectations' expressed as a relationship of future bonus rates to current levels are also meaningless. In our view the reasonable expectations of policyholders are that an office will conduct its affairs so as to produce the best return it can in the conditions which prevail, and will distribute those returns fairly between different participating policyholders in a way which smoothes the emergence of the earnings. Such an approach is, of course, very much in tune with that expressed by C. S. S. Lyon0) in his recent paper. The approach is also useful internally in, say, discussions with directors about maintenance or otherwise of bonus rates. If future bonus rates are clearly seen to depend upon future earnings then it is not difficult to paint the various pictures arising in different investment climates.

4.3 Financial Strength

4.3.1 A recent trend has been for commentators to discuss the financial strength of life offices by reference to the so-called `free asset ratio'. The numerator of the ratio is generally what we have referred to above as the investment reserve. In our terms, the assets are, of course, not `free', they are simply the unconsolidated earnings attributable to the current policyholders.

4.3.2 In general, the relative size of the investment reserve will be affected by a number of factors. Apart from changes in the market value of assets the chief amongst those will be the valuation basis used, the bonus policy followed by an office (in terms of mix of reversionary and final or terminal bonuses) and the rate of new business growth (since one would normally expect a proportionately lower level of unconsolidated earnings on a recently effected policy than on one which has been in force for some years). A simple example illustrates the point. If earnings are at 12% o p.a. on a f100 level annual premium policy and declared bonuses consolidate earnings at 8% p. a. and 10% p. a. respectively then, ignoring expenses and calculating the liabilities by accumulating the premiums at the consolidated rates, we have the following picture:

Term in
Assets at
Liabilities
Liabilities in

     force
market value
(8% bonus basis)
(10% bonus basis)

5 years
712
634
672

10 years
1965
1565
1753

If those 4 combinations of term and bonus levels represented 4 different offices, the `free asset ratios' of the two offices where business is 5 years old would be 12.3% and 6.0% respectively, while for the two offices whose business is 10 years old the ratios are 25.6% and 12.1 % respectively. In each case the contract is the same and the same overall level of earnings has been achieved.

4.3.3 This trivial example brings out some important points which can be overlooked in practice. The office which consolidates more of its earnings will have smaller `free reserves', other things being equal. Similarly, the office whose business is of shorter duration will have smaller free reserves than a more mature office. It is by no means clear why an item affected by such factors should be regarded as a suitable measure of strength from the viewpoint of a new policyholder. Indeed, a high level of such `strength' could indicate features such as poor growth or under-distribution to policyholders which would make the suitability of choosing such an office doubtful. It could also be argued that with ​profits policyholders expect bonuses to be declared at the highest levels sensible. Comparisons of `strength' based on measures of unconsolidated earnings run directly contrary to that expectation.

4.3.4 There is, however, a more fundamental issue to be addressed. Even if a better measure of strength could be made, it must be asked why strength is of itself a desirable feature. Clearly there needs to be an adequate level of strength or an office is at risk of having the DTI intervening in its affairs. However, beyond such a level of adequacy it is difficult to see the merit of strength as an end in itself. One must ask for whom the strength is being built up. There is an argument that a high level of strength could indicate a failure to achieve a full value return to policyholders although, of course, such strength does add to the office's freedom of manoeuvre. Whether that is desirable or not is a matter of judgement. In the extreme, maximum strength could be achieved by having no declared bonus and passing all the return on by way of final bonus.

4.3.5 The figures in Appendix B illustrate how the relative size of the investment reserve of our office has varied fairly widely over the years, essentially in response to external investment conditions. The average is some 15% to 20% of the market value of assets. Commentators who are currently concentrating on so-called `Form 9 strength', i.e. essentially the figure in the above table, might well consider the implications of some of their discussions if, and when, the conditions of the 1970s reappear.

4.3.6 It is, of course, easy to dismiss crude attempts to measure `strength' without suggesting an alternative. In our view, in choosing an office for a with ​profits contract, policyholders should be interested in one that exhibits the following features:

(i) Cost-effective administration, so that more of each £ l of premium is available for investment.

(ii) Good investment performance.

(i) An adequate level of strength so that the office is allowed by the DTI freely to manage its affairs.

(ii) Consistent and fair treatment of with-profits policies of all types and terms. (Specifically, to beware of offices which achieve good results on one particular form of contract and indifferent results elsewhere.)

Constructing comparisons based on such items is by no means straightforward. However, the dynamics of a life office are not capable of being simply summarized by a single ratio and that message needs to be clearly made. There will also be qualitative factors such as underwriting standards and quality of service which will be relevant in making a choice of office.

4.4 Actuarial Control

4.4.1 It will be evident from the wide range of topics addressed in this paper, that for the successful application of a concept such as the with-profits managed fund, there needs to be a high level of actuarial involvement across all aspects of the business. It is, perhaps, not surprising that the concept has developed in our office which has a long tradition of strong actuarial control running back to William Morgan. That control is not applied in a limited technical way but in an outward-looking positive manner designed to foster the commercial success of the organization. We believe that actuaries have unique insights into the operation of life offices which make it vital they should play a central part in running those institutions. Recent proposals to strengthen the position of actuaries in organizations where their role has been less central are, therefore, to be welcomed, but there is, perhaps, scope to develop actuarial attitudes so that offices see the gains to be obtained in involving actuaries fully in their businesses. We fully agree with Redington's well-known comment that "an actuary who is only an actuary is not an actuary".

5. CONCLUSIONS

5.1.1 In a paper such as this, which is essentially descriptive of an approach, detailed conclusions are out of place. However, we have tried to bring out the intellectual basis for the approach taken in a clear manner so as to provide points for discussion. Views on the conduct of the business have intentionally been expressed strongly-both because they are strongly held and also to stimulate discussion.

5.1.2 It is perhaps appropriate to conclude by re-emphasizing that the paper describes the approach which has been explicitly developed and applied in our office over, say, the last fifteen years but based on many years of less explicit practice. The essence of the approach is to look at the business in as simple a way as possible whilst achieving a fair outcome between policyholders of different classes and generations. During that period the office has shown high levels of growth (see Appendix B) and achieved past performance results which may be regarded as consistently good across the spectrum of with-profits products. The objectives of the approach, therefore, seem to result in a satisfactory practical outcome and that gives us some confidence in setting out the approach in this paper as a working and workable philosophy.
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APPENDIX A

DETAILS OF DECISIONS ON DECLARED BONUS RATES IN RECENT YEARS

(i) Triennium ending 31 December 1970.

The average yield on the balance sheet value of the assets had been 71/2% p.a. A comparison with wholly fixed interest investment suggested that a yield of 81/2% p.a. might have been earned. Hence the surplus disclosed by the valuation was augmented by 3 % of the average fund in force. Balance sheet values were written up by this amount, which allowed an increase in declared rates.

(ii) Triennium ending 31 December 1973.

Income yield on assets at balance sheet value again averaged 7 1/2% p.a. Corresponding yield if in fixed interest investments deemed to be 10 1/2% p.a. Writing up of 9% of average value of fund allowed a further increase in declared rates.

(iii) Triennium ending 31 December 1976.

A special situation in that market values were just equal to book values and hence there was no appreciation available to augment actual earned income which had been less than that required to support the current bonus rates. Yet the assets still had their intrinsic value. (In theory, the equity and property assets could have been sold and the income of the fund immediately increased by investment in fixed interest. On this basis, the current bonus rates were more than comfortably supported.) It was decided to maintain current rates and that was achieved by releasing some unnecessary margins in the valuation basis which existed at that time.

(iv) Triennium ending 31 December 1979.

Yield through revenue of 11% p.a. compared with deemed yield on fixed interest of 12 1/2% p.a. Writing up of 4 1/2% p.a. of average fund value permitted a further increase in declared rates.

(v) Triennium ending 31 December 1982.

Yield through revenue again 11 % p.a. Deemed fixed interest yield had increased to 13 1/4% p.a. (which was somewhat below the actual level of fixed interest yields for much of the triennium) so writing up of 6 3/4% of average fund value permitted a further increase in declared rates.

(vi) Triennium ending 31 December 1985.

Yield through revenue fell to 10% p.a. and average fixed interest yield had also reduced to 11 % p. a.
A straightforward application of the previous approach would have indicated a substantial cut in bonus rates. Equities had, however, performed very well over the triennium and the Investment Reserve had grown substantially. It was decided that some modification of the approach was appropriate so that some of the benefit of the out​performance of equities was consolidated. Accordingly, it was decided to maintain reversionary bonuses at the previous declared level. The corresponding writing up required was 94% of the average fund over the triennium.

(vii) Year ending 31 December 1986.

Further reduction in yield through revenue to 9% p.a. Average fixed interest yield remained at around 11 % p.a.
In view of the outlook for interest rates it was considered appropriate to begin to adjust the balance between the reversionary and terminal bonus elements. A move back to the level implied by the approach used up to and including 1982 was considered too dramatic a step to make in a single year and so bonuses were declared at the 12 1/2% level which had applied for the triennium ending 31 December 1979. The corresponding writing up required was 3 1/2% of the average fund.

(viii) Year ending 31 December 1987.

Yield through revenue and average fixed interest yield had both reduced further to 8 1/4% p.a. and 10% p.a. respectively. Decided to take a further step in line with the strategy to move to declared rates appropriate to the lower interest rate climate and rates were reduced to a level consistent with earnings of 11 1/4%. Fund written up to permit a declaration at that level.
]APPENDIX B

HISTORICAL DATA
	
	Fund at

market value

£m
	Transfer to

revenue account*

£m
	Investment

Reserve

(after transfer)

£m

	31.12.72
	194
	-
	51

	31.12.73
	190
	12
	18

	31.12.74
	154
	-37
	0

	31.12.75
	213
	37
	0

	31.12.76
	241
	-
	0

	31.12.77
	333
	-
	56

	31.12.78
	389
	-
	54

	31.12.79
	454
	15
	24

	31.12.80
	608
	-
	74

	31.12.81
	741
	-
	73

	31.12.82
	1086
	45
	204

	31.12.83
	1437
	-
	337

	31.12.84
	1833
	-
	467

	31.12.85
	2246
	125
	436

	31.12.86
	2885
	115
	580

	31.12.87
	3386
	125
	524




* Excluding transfer to cover change in value of linked assets but including transfer needed to cover the cost of terminal or final bonuses paid.

ABSTRACT OF THE DISCUSSION

Mr J. A. Jenkins (opening the discussion): This paper is of a different nature to most other Institute papers in that it describes in detail the approach which one particular life office takes to an important class of business. This is in contrast to the more usual format of discussing a topic in general terms with no one particular practice in mind.

Explaining the with-profits concept to policyholders, potential policyholders and financial advisers is not always an easy task. I believe that the difficulty is only partly due to the problem of explaining the basic principles themselves, such as the guarantees provided, the pooling of risk and the smoothing of investment returns. The remainder of the difficulty can often be caused by the design of the with-profits contract being considered. The with-profits managed fund concept, introduced in Section 2, is useful in drawing analogies with unit-linked business. However it is important that the analogies are not taken too far. Paragraph 2.1.2 discusses fully the special features of the with-profits managed fund as far as the passing on of investment returns is concerned. An important further special feature, which is not mentioned in this section, concerns the treatment of expenses. If the explicit deduction from the premiums to allow for expenses is insufficient to meet the actual expenses incurred, then, other things being equal, the investment return from the with-profits managed fund will be reduced to compensate. Admittedly the expense deductions under unit-linked policies are not usually guaranteed, but an increase in charges would require explicit action and would probably have to be brought to policyholders' attention.

The authors have described their concept mainly in terms of repeated single premium pensions contracts. The managed fund concept can be applied much more easily to this type of contract than it can to annual premium endowment contracts. For life contracts the interaction between net investment returns and expenses through taxation is one example where complete isolation of the actuarial components is not possible. Although the with-profits managed fund concept put forward in the paper may be regarded as a new way of explaining with-profits business to the outside world, many other life offices have developed, internally, mechanisms for managing their with-profits business which are broadly equivalent to the same concept. Such mechanisms are clearly likely to be tailored to the type of with-profits business written and will also allow for shareholders' interests where appropriate.

Whatever approach to the management and control of with-profits business is adopted, I believe that the fundamental issues which must be addressed are the same. Chief amongst these are an office's attitude towards the smoothing of investment returns, both income and capital gains related, and, subject to this, an office's attitude towards maturity payouts in relation to the corresponding full asset shares. Of equal importance is the question of what level of capital appreciation arising from equity investment can safely be distributed in the form of reversionary bonuses without unduly constraining investment freedom or endangering solvency. The paper considers these issues in Sections 2 and 3.

As far as maturity payouts in relation to asset shares are concerned, the authors state, in § 2.2.1 that their policyholders receive a `full value' return from the fund. The intention underlying this statement is clear enough, but the question of the smoothing of investment returns immediately arises. The authors make many references to such smoothing throughout the paper. They imply, in § 3.2.4, what appears to be a high degree of smoothing of total policy proceeds, but then go on to state in the following paragraph that with-profits policyholders expect. a return broadly commensurate with a unit-linked approach. I am doubtful as to whether these two concepts are consistent. Much depends on exactly what is meant by phrases such as short-term, long-term and broadly commensurate. Clearly different offices do have different approaches to these considerations, as can be evidenced by comparing unit-linked and with-profits past performance statistics for particular offices for various combinations of premium size and term. Also, as is indicated in § 3.2.15, some offices review their terminal bonus rates more frequently than others, thereby taking a narrower view of the concept of smoothing.

Given the range of views, I would suggest that there is significant scope for offices to disclose their philosophies for smoothing investment returns under with-profits policies to a greater extent than is generally the case. The authors go some way along this path, in the case of their own office, in their consideration of the investment reserve as a percentage of the total with-profits reserves. As an example of what I have in mind, it would be interesting to know the length of the period of time, in years, over which various offices would aim to smooth investment returns for the purposes of determining with-profits payouts. The disclosure of such philosophies could be used as a marketing initiative, and such openness would, I believe, be of significant advantage when a reduction in bonus rates needs to be considered. An alternative phrase used in § 3.2.3 to describe the concept of smoothing is the `insurance of the investment risk'. From this point of view the need to define the investment risk and to specify the level of insurance being provided against it seems clear.

I agree with the principle put forward in the paper that the full asset share under a with-profits policy should be returned to the policyholder on maturity. Clearly such asset shares are subject to smoothing and should allow for shareholders' payments and non-profits surplus contributions where appropriate. In § 3.2.1 the authors take issue with the method of calculating asset shares used by some offices, namely that of a mechanistic model at individual policy level. I consider this to be a difference of terminology. Is the asset share regarded as including the smoothing element, or is it a figure which then has the smoothing process applied to it? Whichever definition is used, some calculation at individual policy level is necessary and the authors confirm this assertion early in § 3.2.15.

In relation to investment returns and bonuses, I now wish to consider the process which the authors refer to as consolidation, that is deciding what proportion of the total investment return can, and should, be passed on to policyholders as declared bonus. Although I would agree that, from the policyholders' points of view, total policy proceeds are of key importance, I would stop short at relegating the split between declared bonuses and terminal bonuses to second place as suggested in § 3.2.6. I think the two considerations should be equal, partly because the provision of guarantees is unique to the life assurance investment medium, and is therefore a feature upon which the industry should capitalize, and partly because such guarantees have definite value to the policyholder. The value of the guarantees may be difficult to express in monetary terms, but the existence of such a value is clear when a policy is being used to provide for a specific purpose at a specific time, such as on retirement or to repay a mortgage.

As far as the office is concerned the question is that of the extent to which capital appreciation can be passed on to policyholders in the form of declared bonuses. The authors consider this question in § 3.2.7, and I agree with their view that if too great a level of capital appreciation is passed on in this way, without increasing the level of fixed interest investment to match, then there could be a serious risk of insolvency. If, on the other hand, the level of fixed interest investment is increased, the scope for future participation in successful equity investment is reduced. It is generally accepted, nonetheless, that some level of capital appreciation can be regarded as being sufficiently permanent to enable reversionary bonuses to be declared at an acceptable level of risk. In this context capital appreciation on property investment is likely to be less of a problem than capital appreciation on equity investment. Many offices do take this approach and this can be seen by comparing investment reserve transfers with the cost of declared bonuses in their DTI returns. There are also some offices which have a policy of very low fixed interest investment coupled with the holding of specific mismatching reserves.

In § 3.2.10 the authors describe the starting point which they use to determine the level of capital appreciation to be taken into account in setting declared bonus rates. This is that obtained by assuming that the entire fund had been invested in fixed interest stocks. I appreciate that this is a fairly convenient and practical approach to follow, and there is the important advantage that it can be explained to policyholders and financial advisers in straightforward terms. On the other hand I am not sure if the primary reason put forward in the paper for using this method, namely that policyholders reasonably expect it, is valid. It can be argued that a policyholder, taking out a with ​profits policy, should fully expect a significant element of equity-type investment, and, even though declared bonuses are expected, there is no reason, other than the past practice of the office and the practice of its competitors, why any particular level of declared bonuses should be expected.

I agree with the authors' view that the precise level of declared bonuses is arbitrary. However, as the paper implies, the need for an objective method of arriving at a starting point is essential. It would be

interesting to know what other methods, besides the method described in the paper, are in regular use within other offices.

As far as the presentation of the progress of a with-profits policy to the policyholder is concerned, the authors indicate in §§ 3.2.18 and 3.2.19, that a present value approach is being used for all new contracts, personal pensions in particular. I agree that, for the policyholder, this is a more meaningful presentation of the benefits than showing the prospective amount of cash at' retirement. However, from the policyholder's point of view, it seems that this present value approach produces a contract which is effectively of the unitized with-profits design used by several offices for repeated single premium pensions business. Given this situation, the need to continue administering the contracts via guaranteed cash sums at retirement seems questionable. Would it not be simpler to use a direct unitized with-profits approach in the first instance, thereby making the analogy with unit-linked policies even clearer?

In § 3.3.1 the authors indicate that a guaranteed interest rate of 3 1/2% p.a. is the norm for pensions contracts. An alternative approach is to guarantee a rate once a premium has been paid, but reserve the right to alter the rate for future premiums. This alternative, which is used by some offices, enables a slightly more active approach to be taken. Both methods have advantages and disadvantages. As far as life assurance business is concerned, the use of a 0% guaranteed interest rate seems inconsistent with the use of 3 1/2 % p.a. for pensions business. Allowing for taxation, I would have expected a rate of around 2 ½% p.a.

I agree with the two arms of expense control described in § 3.4.2, but I would add a third item. In addition to overall loadings being adequate and each class of business making an appropriate contribution, it is important that some attention is given to the appropriateness of the contributions to expenses from different policies within a class. This is necessary to ensure equitable treatment between large premium and small premium policies, and also between long-term and short-term policies. It is also important for an office to understand how it would be affected by a change in the average premium size or average term of its business.

The `management expenses fund' mechanism, for monitoring expenses in relation to available expense allowances, is described in §§ 3.4.2 and 3.4.3. Mechanisms such as this are clearly very useful in that the allowances are based on the actual business volumes taken on. I would expect that most offices have in place mechanisms similar to the one the authors describe.

For unit-linked business the determination of the available expense allowances is a relatively straightforward procedure. If profit testing methods are used to set policy terms and conditions the expense allowances will have to be determined first. In the case of with-profits business, on the other hand, the position is not so clear cut. If the intention is to return, subject to smoothing, the full asset share at maturity, then it may be argued that the with-profits expense allowances should be the same as the unit-linked ones. Such an approach has clear advantages where policyholders can choose between a with-profits or a unit-linked investment medium under the same contract. If, however, there is little or no unit-linked investment for a particular class of business, such as low cost endowment business, then the determination of expense allowances must be to some extent arbitrary. Expense monitoring is important for with-profits business just as it is for unit-linked business, but as far as the former is concerned, bonuses will reduce if actual expenses exceed allowances, as the authors confirm in § 3.4.5.

Paragraph 3.4.5 also states that the disclosure of with-profits business expenses would not be a problem. I agree as far as the total expenses relating to a particular with-profits office are concerned​ such information is available from published accounts and DTI returns. For offices which are not solely with-profits it should also be possible for the office to identify the expenses attributable to the with-profits business-such information is usually produced for internal purposes and could be published. However, although the monetary amounts could be disclosed, making meaningful comparisons between two or more offices is extremely difficult. Any attempt to relate the expenses to premiums, size of fund or number of policies, could be invalidated by differences in the circumstances of the offices in question. In § 4.3.2 a simple numerical example is given to demonstrate the inadequacies of the `free asset ratio'. It would be a straightforward exercise to construct similar examples to demonstrate the inadequacies of expense ratios.

In Section 4 the concept of the estate is considered and whether the existence of an estate is defensible is questioned. If an office has always had, and always intends to have, a policy of returning the full asset share to all policyholders exiting the fund, then I would accept the authors' conclusion that all of the assets are required to meet liabilities to policyholders. In order for this to be the case the asset share payouts would need to allow for all sources of surplus. In the case of a proprietary office they would also need to allow for shareholders' payments.
Probably, for some offices, payouts exactly matching asset shares over many past years have not always been achieved. The reasons for this could be many. It is only comparatively recently that we have been able to calculate asset shares accurately. Actuaries of previous generations had to rely mainly on prospective valuation methods necessitating some level of conservatism in the assumptions employed. It seems likely that, in many cases, any estate which does exist came about more as a consequence of the actuarial tools available rather than any specific practice of restricting payouts. Additionally, any office which, prior to writing with-profits business only wrote non-profit business, would be very likely to have an estate. Also some offices have probably used their estates to subsidise returns on certain classes of business in response to competition.

I agree with §4.2.3 regarding the general overemphasis on current bonus rates. I suspect that in many cases offices' fears of reductions in new business levels as a result of a reduction in bonus rates are unfounded. No doubt some of the reticence to reducing bonus rates is caused by the current interest in financial strength shown by many financial advisers and industry related publications. The simple examples in § 4.3.2 illustrate the misleading conclusions which can occur in considering free asset ratios based on the market value of the assets and the published value of the liabilities. However, although the absolute values of such ratios are of little use, I think that the trend in the ratio is of use, assuming that the valuation basis remains unchanged; indeed it is stated in § 3.2.15 that the size of their investment reserve in relation to their total with-profits reserves, suitably averaged, plays a part in the determination of final bonus scales.

The life assurance industry would certainly benefit if the level of openness shown in this paper were to become the norm. The role played by the actuary in the management and control of with-profits business has traditionally been fundamental. In today's modern and competitive environment there is every reason why this fundamental role should continue.

Mr H. H. Scurfield: The authors' office is different from many others, not only in its distribution system, but also in its product mix. We are told that most of their with-profits business is recurring single premiums. This requires less financing than the traditional annual premium business and perhaps explains why they exist very successfully without any estate. In that respect they are unusual.

In my office the current generation of policyholders inherited an estate, and as a matter of policy we expect to see the size of this estate grow with the volume of business. It would be quite wrong for that estate to be used up by any single generation. Whilst the growth rate of the business is less than the investment return on the estate, there is no financing strain. The estate gives real advantages to the with-profits policyholders, in particular because it adds to the freedom to invest for maximum possible return. Looking at the last 40 years at 10-year intervals, we have found that ordinary shares have regularly produced a better return than property, which, in turn, has usually produced a better return than fixed interest investments. There are exceptions in the short term. Thus maximum return, in the long run, comes from putting as much of the assets as possible in ordinary share investments. However, on risk grounds, there needs to be some spread into other types of investment. Our office takes the view that, because of our substantial estate, we do not need to invest any of our assets, representing the with-profits policyholders' reserves and the estate, in fixed interest investments. The size of the estate, together with the balance that comes from ordinary shares and property, is, we believe, sufficient security, also bearing in mind the proportion of maturity monies which is paid as terminal bonus. Thus the estate helps to avoid the need to invest in the least profitable of the three types of investment and, in the long run, contributes to a better return for policyholders. A large estate also helps to contain the proportion of payout that is to be terminal bonus.

How big is our estate? After valuing for future terminal bonuses on the basis of policyholders' reasonable expectations, we maintain our estate at some 15% of assets, which are valued on an asset income basis, which removes the fluctuations which come from using market values. The bonus reserve valuation, combined with the asset share valuation, helps us to arrive at the amount of money available to increase bonuses. We check that the proportion of the estate to assets is maintained, and this provides a discipline to ensure that we are not using the estate for any single generation of policyholders. Thereafter in deciding bonus rates we place a heavy reliance on asset shares which help us to answer two questions. Are we preserving equity between policyholders of different terms and are we altering bonuses to prepare for changes to come in the future?

The current valuation regulations require margin upon margin. For instance the maximum valuation rate of interest is restricted to 92 1/2% of the current yield, for which we are only allowed to use the running yield for equities and property, and the maximum rate of interest on fixed interest investments is limited to the gilt yield, even though we may be earning consistently more. We are restricted on future new investments to using 7.2% p.a. Finally we have to show a mismatching reserve and a solvency margin. There is some logic in each of these individually, but there is none for an accumulation of all of them and, indeed, together they serve to redirect with-profits policyholders' monies into less profitable investments which, in turn, will produce a worse return for policyholders. This is being discussed by the Joint Actuarial Working Party with the GAD, and it is to be hoped that there will be movement on several of the points listed.

Mr H. W. Froggatt: Considering the subject of guarantees on with-profits business; as the authors state, it differs from unit-linked business because of the guaranteed sum assured and the increasing amounts of reversionary bonus added to the policy. Guarantees cost money, so it is worth considering how the costs may be met. Two possible ways are: to make specific charges for the guarantees; and to reduce the impact of the guarantees to an acceptable level, by choosing suitably matched assets. From a policyholder's viewpoint there may be little difference between the two methods, because, in order to match investments to the guarantees of with-profits business, fixed interest stocks need to be held. Such stocks can be expected to yield less than other riskier investments such as ordinary shares and property. The difference in expected return represents the stock market's assessment of the cost of the guarantees. The authors have chosen the second method.

So, for the authors' office, it seems that the total guarantees are catered for by adjusting the aggregate investment portfolio. The office, as a whole, holds investments appropriate to its guaranteed liabilities. It also exercises some control by adjusting the reversionary bonus rates. In neither case is account taken of the very different levels of guarantee being provided for policies of different original and outstanding term; nor for policies of different classes. In effect their policyholders are charged the same for guarantees regardless of the level of guarantee which applies to their policies at the time. This can leave room for selection against the with-profits policyholders in some circumstances.

Insurance operates by pooling homogeneous risks. If risks are significantly heterogeneous there comes a point at which it becomes worthwhile to distinguish the different levels of risk and to underwrite and to charge different rates of premium for them. In the context of asset allocation for with-profits business, the relevant risk element is the investment guarantee. So it is appropriate to ask at what level of guarantee it is worthwhile to abandon the simplicity of the authors and differentiate between policies with different levels of guarantee?

One test which could be applied to the fairness of a bonus philosophy is to see what happens to results if the mix or the amount of business changes significantly. It seems that results for a policyholder of the authors' office could depend quite considerably on the mix of business written by the office, if, for example, the office were to write a lot of short-term with-profits business such as additional voluntary contributions or pensions policies with a short period to run before retirement. Short-term business implies high guarantees, and this, in turn, implies more fixed interest and different, and probably lower, returns from investments. If the bulk of the new business were to be made up of the very shortest terms of policy (say up to five years), I can foresee many problems in maintaining 70% in ordinary shares and property once the existing business has taken its share of the authors' office's investment reserve.

The simplicity described in the paper has its price; and existing and new policyholders-and their advisers, if they have any-ought, in the present climate of disclosure, to be made aware of what these might be. I have used general reasoning in an attempt to show the possible consequences, but more detailed model office and asset share projections would be required to show how seriously fairness could be distorted in the circumstances of a particular office.

Mr M. H. Field: In my Presidential Address, (J.LA. 114, 1), I was concerned at the large and growing element of discretion open to the Board advised by the Appointed Actuary. The authors sweep away the architecture I had known; and I can understand, and even welcome, the directness and simplicity of what they put in its place, but what controls are there on the discretion that I was so concerned about?

The authors contemplate a guaranteed sum on which reversionary bonuses are declared, and concede that the level of the guarantee from time to time controls investment policy. I think that is a regrettable hanging on to the past, and the authors' concept could usefully lead to a with-profits policy with no par value. In saying this I take strength from the authors' comments about compound and simple bonus systems and their evident reliance on terminal bonus to provide total equity. Their office must regularly give full credit for terminal bonuses in surrender values, otherwise the whole concept breaks down. Such a contract of no par value is formless, but so, essentially, to me, is the authors' model. You also have to put great weight on closeness of fit or to controlled departures from asset shares.

My original question remains unanswered in the paper, and it is to this end that I think further progress needs to be directed. A statement to the effect that "in simple terms there is a smoothing of asset values over time and of the peaks and troughs through the bonus system" is a start, but I think policyholders and their advisers need to have some indication of the timescale and of the pressure of smoothing. There is still, I fear, too much mystery.

Mr J. H. R. Tonks: I have come to the conclusion that the problems with which the authors wrestle are very different, and are in many ways simpler, than those brought out by the fund for which I have responsibility. Like Mr Scurfield I believe we have an estate. If we closed the fund to new business and paid asset shares to all our policyholders there would be a large amount of assets left. To that extent I think that my fund and the authors' fund are different. The estate is not a myth to us, and I am sure that that is true of many other companies. One of our problems arises from trying to manage this estate. I think the authors' fund has given the right amount to the right policyholders in the past. My fund, and I suspect many others, has a considerable estate, which has been built up by past decisions which have resulted in policyholders receiving less than their asset shares on average.

Assuming that the fund continues to accept new business, we could endeavour to reach the simplicity of the authors' situation by considerably increasing the bonuses paid to the current generation of policyholders. To my mind there are two major objections to this course. First, it is inequitable to pay the present generation considerably more than they have earned. Secondly, if bonuses are artificially increased in this way the fund will attract more new with-profits business and so hasten the time when bonus distribution returns to normality. At that time the new policyholders will become disenchanted with the situation, because they have received less than their expectation. Thus I believe that, in practice, the estate will continue in being for the foreseeable future.

I regard an estate as a disadvantage only in so far that it adds to the difficulties of the Appointed Actuary. In my view the estate is lent to the present generation of policyholders and adds considerably to their security while their policies remain in force. When their policies become claims they pass on their share of the estate to the next generation of policyholders. It is extremely valuable to have a sizeable estate for the reasons Mr Scurfield set out, to provide security and to help in smoothing the bonus declarations in erratic financial conditions. If these remain adverse for an appreciable time the authors' fund must reduce bonuses. Others with an estate will have at least a choice in what they do.

I agree with the authors that if your estate is a myth then you will have no interest in the calculation of the strength of your fund. I agree that the use of Form 9 strength has many weaknesses, but I submit that if an actuary were given the task of comparing the estate sizes of two offices, using published information only, he would use a similar technique making, in practice, approximate adjustments for the differences in the valuation bases of the two offices. However, I think there is one serious flaw in the authors' attempts to destroy this approach to measuring an office's free assets. If, in the table in § 4.3.2, they had added to the liabilities the liability for terminal or final bonuses earned to ​date in present market conditions, they would, on their approach, produced liabilities in all four cases which were exactly equal to the value of the assets. Thus all four offices would be equal, as they would have free asset ratios of zero. So, if all offices were prepared to add to their published liabilities the value of the terminal bonus deemed to be earned to-date on current scales and conditions, the Form 9 strength would give a much better-but not a perfect-measure of the office's free assets, which is, in my view, an indication of the size of the estate.

A fifth item needs to be added to the information to be provided for a policyholder as set out in § 4.3.6. This is the relative size of the estate of the office which he is contemplating joining. That is not to say that the policyholder would always place his business with the office with the highest relative estate, and I accept that there are many policyholders who would prefer an office with no estate, once they were able to understand that such an office's bonus philosophy is in line with the authors', in that it has paid full asset shares in the past and proposes to do so on future claims. Other policyholders may prefer to join an office which has a safety net of an estate, even if they realize that this has been built up by paying less than asset shares in the past, which could indicate a similar policy in future. Whatever the outcome, I believe that they should have this information, and that it is our duty to them to devise some means of providing it.

Mr J. Plymen: In § 3.1 the authors give a lesson on the first principles of valuation-a lesson which seems to be largely ignored by most present practitioners. The surplus can easily be calculated as the sum of the income surplus based on the income return plus the surplus from capital gains. This is spent on reversionary bonus, which is equitable as regards the policyholders over the different durations. I believe, after reading many actuarial reports and valuation reports, that the average actuary works the other way round. He begins with the bonus that he wants to declare, based on historic and competitive considerations; then he works out actual costs; then he manipulates the surplus by a suitable investment write-up to get the answer; and then pays a bonus that is highly inequitable. As Sir Mark Weinberg pointed out in a recent discussion (J.LA. 115, 403), the usual simple or compound reversionary bonus results in an unfair distribution of profits. It gives far too much to the early policies and too little to the older ones.

Forty years ago, when I was assistant actuary of a life office, some bonuses were based on a `contribution plan', using the profits from loadings and interest from a net premium valuation. Such bonuses, although equitable, were not competitive. The reversionary bonus system, which paid out so much quicker, became the accepted standard, despite its unfairness. The net premium valuation produces a reasonable income surplus, and reflects correctly the cost of current and future `contribution plan' bonuses. With the reversionary bonus system, however, provision for future bonuses becomes inadequate. This means that an alternative bonus reserve valuation was needed to check that future bonus costs were being adequately provided. Recently, however, offices have been reducing the bonus for newer premiums and increasing the benefit for the earlier premiums, moving towards the `contribution plan'. In these circumstances the need for the alternative bonus reserve valuation disappears and the net premium valuation becomes again fully appropriate. The authors apply their system to a conveniently simple class of pension policy. The question arises: how does it apply to traditional with-profits business?

In the paper, `Life Assurance Profitability, Performance and Prospects', by J. Plymen and D. Woodward (T.F.A. 37,158) we analysed the surplus from traditional with-profits business. We used a net premium valuation which is not really very different from the valuation basis used by the authors. In any event it would not be very difficult to revalue the funds on a gross premium valuation. We used the same principles; we determined the revenue surplus; we entered in the investment write up, being the difference between the return on equities and the return on gilts; and we did an expense study against the model office. We did exactly the same as the authors; that is, we worked out the surplus and bonus cost for the next year and projected that figure forward for three years using a form of model office. 

I maintain that this system of analysing the surplus of a net premium valuation by an adjusted gross premium valuation gives all the answers on the following counts: the size of the estate; the strength of the investment reserves; the effect of rising costs; projected profits for the next three years, using a form of model office; the long-term growth rate of profits; for proprietary offices, an evaluation of the share price.

Mr A. Saunders: I am disappointed by the degree to which discussions seem to be inhibited by the increasing commercial sensitivity of information. As the industry has become more competitive we have all, I think, become less eager to share our ideas in free professional debate, for fear of giving away some competitive or marketing advantage. Perhaps this discussion will start to rectify this.

I agree with the basic concept expressed in § 2.2.1 that policyholders, when leaving, should take `full value' from the fund. The problems start when we try to determine exactly what is `full value'. I also agree with the concept of with-profits policyholders paying an appropriate premium to join the existing `club' of with-profits policies. This implies that the terms for new policies should be set in such a way that the future bonus earning power of new and existing business is similar, which clearly has no direct link with the rates being charged for non-profit business.

There has been much recent talk about the use of asset shares, but there is no single definition, so far as I know, of exactly what is meant by the asset share for a policy. I believe that a significant drawback of the managed fund approach (as used in the paper) is that it makes no consideration of the necessary matching of assets and liabilities.

The reality of with-profits business is that, at different stages of their lives, individual policies either provide support for, or receive support from, others. The authors' approach assumes that these effects can be netted off against each other and hence that a uniform asset distribution is appropriate for all policies at all times. However this would not be appropriate if the business was either expanding or contracting at anything other than a moderate rate.

The alternative method, mentioned in § 3.2.1, is to calculate an asset share for an individual policy, assuming a changing mix of fixed interest and other assets over its lifetime. (There is, of course, more than one pattern of assets that could be used for this.) Such a method reflects the increasing level of guarantee inherent in a traditional with-profits contract. Considering one policy in isolation, it seems illogical to have the whole of the proceeds invested in equities near to maturity, as they would then be susceptible to fluctuations in equity values, a situation that would result in wildly fluctuating terminal bonus scales. Equally, at outset, there may be no need to have any part of the assets invested in fixed interest securities. These differences can be extremely important, and the asset shares produced by the two methods can differ significantly. The asset share seems to be very sensitive to any unusual investment conditions close to the start of a policy, for instance 1974-75, and even to quite small changes in the investment part of the policy premium, both of which can produce significant waves in the indicated scales of terminal bonus. To me there is no one correct asset share, and we have to use judgement when determining suitable scales of terminal bonus for use in practice. Whichever approach is taken it will be necessary to adopt some degree of smoothing in practice to meet policyholder expectations in terms of stability of proceeds.

Paragraph 3.3.7 states that non-profit business is written on terms such that it leaves the position of the with-profits policyholders unchanged, but they are providing the capital needed initially to finance the writing of the business, and to back the guarantees. As the with-profits `club' is, by writing such business, incurring risk with its assets, surely it is entitled to look for some additional return on the assets so employed, otherwise, why bother to write non-profit business at all?

Paragraph 4.2.2 implies a total matching policy for non-profit business, which is consistent with a philosophy of not seeking to profit by it, but again the with-profits club is surely entitled to mismatch the assets and liabilities for this non-profit business if it wishes, and to profit thereby (although it must be prepared to make good any losses that arise from such action). It may be that some other offices are adopting this strategy, which could explain the lower proportion of fixed interest assets held.

Mr P. N. S. Clark: If I were to answer the question, `When is an estate not an estate?', by `When it is an unconsolidated surplus', would this be sufficient? The authors state in §4.1.1 their belief that "the assets of the office are owned by the current generations of policyholders". I believe that the implication the authors draw from this is that, ignoring smoothing, the sum of individual asset shares for individual policies equals the market value of the fund. This means that smoothing must be a totally balanced concept, that any over-payment to one group of policyholders must be equally and oppositely balanced by an under-payment to another group. Failure to achieve this must inevitably lead to insolvency in the long run if the rest of the theory is left intact.

Smoothing is mentioned on a large number of occasions, but I am not convinced that the authors have explained the precise practice. For instance, if the overall rate of return on the fund (capital and income) fell from 10% p.a. to 5% p.a. over a short period, and remained at 5% p.a. for a sustained period, I believe that any normal understanding of smoothing would involve a more or less gradual descent from the 10% p.a. figure to the 5% p.a. figure. Having reached the 5% p.a. figure it would then stay constant. However, I cannot see what resources the authors would draw upon to fund the excess in that run-down period other than by maintaining a rate lower than 5% p.a. at the bottom of the hill until the shortfall had been made good.

The scenario may look improbable. However, I believe it is in consideration of the improbable that some of us retain what we would unashamedly call an estate.

Mr A. B. Bamford: Like many other actuaries I am concerned about how one company should be preferred to the others, and so better information about how companies approach the distribution of surplus is welcome. In § 4.2 the authors consider the distribution of assets in what they usefully call the with-profits managed fund, a helpful kind of analysis. It does not establish which company is the best, but it does draw attention to an important way in which they may be different from one another.

Mr Saunders drew attention to the matching of non-profit business, in which the analysis may not be as simple as it appears to be. There may be another reason in that there are a number of offices which transact deposit administration contracts which are officially non-profit and appear as such in the DTI returns. These contracts are quite openly backed by a substantial proportion of equities. If this is ignored the figures will be misleading and will exaggerate the equity content in the authors' with-profits managed fund. I may be wrong, but I think that office B in § 4.2.2 is an example of this.

As an adviser I am particularly interested in the authors' advice to advisers in § 4.3.6. It seems that these criteria are such as to select an office which is in every way admirable, but I am not sure that this is the office that will produce the best results. In particular, I am not sure that consistent and fair treatment of different classes of with-profits policy is actually so important for prospective policyholders as the authors suggest. If there is an apparent bias in favour of one class of policy then, presumably, the bonus system will ensure it will not be corrected for some time; and in the short term I do not see why a proposer should be discouraged from taking advantage of it. More fundamentally, I would hesitate before reaching the conclusion that an office was being unfair in its allocation of surplus between classes unless I had the much fuller information about its attitude to bonus distributions which this paper so excellently provides for one office.

An advantage of strength, despite what the authors say, is that the office has freedom of manoeuvre. If it is not felt to be desirable that the office with large reserves has freedom of manoeuvre, then there is no case for the policyholder entrusting his savings to that office in the first place. Even if strength has been built up by relative under-declaration of bonus in the past, a point made by Mr Tonks, it is difficult to see that the new policyholder will not benefit from the existence of the estate to some extent.

I support the emphasis which the authors place on cost-effective administration, although I find it difficult to decide which offices these are. It is true that future investment performance will have a far greater effect on the ultimate proceeds, but that is even harder to determine than the current expense level. Thus the policyholder can start with the knowledge that the office's investment department will have as much of his money as possible to use.

An adviser has the duty to acquire as much information about his candidate offices as he can, and then to make a judgement based on all the factors known to him. It is the case that life offices are now ready and eager to provide explanations of matters which we cannot resolve by juggling with the DTI returns..

Mr R. S. Skerman: I think the bonus strategy put forward by the authors is entirely sound, although I have a reservation concerning the smoothing of bonus rates which arises from § 3.2.15, in which the authors describe their investment reserve as the source of some stability in final bonus rates from year to year. I will deal only with the consequences of a change in the market rate of interest, and take account only of contributions to profits from the return on investments. I agree with the comment in § 3.2.6 that the division of bonuses between declared and final is of secondary importance, and my comments will relate to total bonuses. The asset margin is approximately the excess of the market value of assets over the actuarial reserve on a 3?% p.a. interest basis, the `natural reserves'.

In § 3.1.4 the authors say, quite rightly, that their reserves can be re-interpreted as reserves at a higher rate of interest with a future bonus reserve. To use reserves at 3 1/2% p.a., when the market rate of interest moves from, say, 10% p.a. in one year to either 15% p.a. or 5% p.a. in the next, implies respectively an immediate and permanent increase or decrease in the rate of future bonuses of 5% p.a. Assuming that the changes are permanent, bonus rates will, in practice, move gradually from the level appropriate to 10% p.a. to that appropriate to 15% p.a. or 5% p.a. as the case may be. The period over which this change will occur will depend on the degree of smoothing applied to the bonus rate. The authors' investment reserve will thus show the amount available for departure from the bonus rates applicable to the new market rate of interest, and is likely to be negative when interest rates rise to a very high level, thus justifying bonuses at lower rates than those in the early years after the change. Thus they are, in effect, smoothing the bonus rates applicable to the new market rate of interest for existing business only.

My approach would be to use a bonus reserve valuation, allowing for discontinuances, using future bonus rates changing gradually to a new level over a period. The excess of the market value of assets over bonus reserve liabilities on the basis I have described, which I call the estate, is a measure of the strength of the insurer based on its existing business. No single figure can be asserted to be the estate, but my approach enables the effect of different rates of movement to the new bonus level to be evaluated. It is applicable also to traditional annual premium business. Evaluation of the estate after each year's bonus declaration is valuable, not only for its own sake, but because it provides a starting point for the Appointed Actuary when advising the insurer on the level and trend of the insurer's strength. This advice could take into account any perceived abnormality in equity values. This can also be extended to take future new business into account. If projections are made of the business in force in future years, allowing for future new business, and the estate from year to year is calculated using the same interest basis and future bonus rates as described previously, a practical picture of the future development of the strength of the insurer and the future bonus rates can be obtained assuming that no change occurs in the experience. My approach is a good deal more complicated than the authors'.

In §4.3.4 the authors have been somewhat dismissive of the merits of strength. It provides a measure of the resources of the insurer in excess of its contractual liabilities plus its realistic, even though not contractual, commitment to future bonuses. It thus influences the volatility of bonus rates. I think most insurers could have provided contracts acceptable to policyholders with less strength than has been customary in the market recently; but an insurer risks facing competitive difficulties sooner or later if it holds an estate significantly less than that held by competitors. When assessing an insurer, from the point of view of a financial adviser to potential policyholders, bonus performance and strength combined should be taken into account, although I would rather not be asked how they should be combined.

I see many advantages in the recurrent single premium approach with an interest margin in premium rates and think this could well be extended to endowment assurances and to other kinds of business. I like the definition of the phrase `reasonable expectations of policyholders' given in § 4.2.4, but it leaves open the important question of whether regulations will find it an adequate description of bonus policy. Strict regulation on this point may well restrict the present flexibility of with-profits business.

Mr P. D. Needleman: I suspect that many offices have a bonus philosophy which, in some ways, is similar to the managed fund concept, albeit applied in their own way and appropriate to their own circumstances. The description of the concept given in §2.1 is very similar to the operation of a unitized with-profits contract. The aim is to unbundle the various elements of the premium basis and expose these in a simple and understandable manner. Many offices have now introduced unitized with-profits contracts which operate in a similar manner to that described in the paper and have many common features. The only difference is that reversionary bonuses for unitized with-profits are based on the fund. In the authors' office the bonuses are based on the sum assured-that is, the premium rolled up at the guaranteed interest rate. However, as the authors state, this is merely a `peg' to hang the bonuses on. In fact, the methods can be considered to be the same, since the fund is equivalent to the sum assured and declared bonuses discounted at the guaranteed interest rate.

The advantages of the managed fund approach are clear-not only its greater simplicity, but also the great flexibility it provides. Under it interest surplus is allocated, quite naturally, as a percentage of the fund on which it accrues. This approach can cope more easily with changes in investment conditions, or with varying premiums. In addition the terminal bonus is used to top up the benefits, in respect of earnings not already allocated, in the form of reversionary bonuses and to ensure an equitable return based on asset shares. This method of bonus allocation is, I think, much more easily understood. I agree with the authors that the concept allows the link between future investment returns and the level of future bonuses to be more clearly seen. Reasonable expectations of policyholders, expressed in terms of current levels of bonuses, are quite spurious. The other major advantage of the method is the ability to reduce new business strain. The expense strain can be reduced by incorporating an appropriate initial expense loading and the reserve strain is considerably reduced due to the nature of the contract and the valuation basis. In particular the cost of bonuses declared in the early years is very low and corresponds closely to the level of interest surplus on the reserves.

The advantages are numerous, and I think this type of approach may become common in the future, but what are the pitfalls? For proprietary offices, because of the low cost of bonus in the early years, the shareholders' transfer from such business will be initially much lower than under a conventional with-profits contract. Experience in other countries suggests that the more transparent nature of the bonus may put increasing commercial pressure on the level of bonus declarations. The extent to which capital appreciation is consolidated will, in particular, come under pressure if interest rates remain at a relatively low level or fall further. Whilst I agree with the authors that the overall level of future returns should be considered, in practice, if with-profits business is to retain its unique identity, it will be necessary to consolidate a substantial proportion of capital appreciation.

The level of unconsolidated earnings is crucial to the viability of the approach to the estate expounded by the authors. Section 4 makes it clear that the concept of the estate does not have a place in the philosophy of their office. All the assets belong to the current generation of policyholders and the investment reserve merely represents the unconsolidated earnings attributable to current policyholders. The implication is that the accumulated individual asset shares would correspond closely to the total market value of the assets. This philosophy corresponds to the `revolving fund' theory of operation of a mutual, whereby insurance is provided at cost and no permanent surplus charges are levied on members' policies. An alternative philosophy is the `entity' theory, whereby a mutual is run for the benefit of future as well as existing policyholders. In order to enable it to grow, the mutual must raise capital from its members by levying a surplus charge on its with-profits business. Under this theory part of the surplus will have been contributed by past generations-this general surplus, or estate, is available for the long-term benefit of both current and future policyholders and is not seen as belonging to the current generation.

It is my belief that most offices, including many mutuals, do have what may be termed an estate​ that is, a significant level of assets in excess of the asset shares attributable to the current generation of policyholders. The true level of the estate may be much less than the investment reserves when unconsolidated earnings are taken into account, but this can only be assessed by comparing asset shares with the assets available. It is still possible for offices with an estate to operate the managed fund concept. However the fund for the existing generation would exclude the part of the assets representing the estate. Such an office would have to be clear as to the extent to which earnings on the estate are to be credited to the managed fund or, conversely, if a permanent contribution is expected from the managed fund to the estate. The estate will have arisen from a number of possible sources-​non-profit business, surrender value profits, surplus charges on past generations of with-profits policyholders. The appropriateness or otherwise of such past under distributions is debatable, depending on your point of view. However, most mutuals, in the United Kingdom and overseas, would appear to operate according to the entity theory. I think that it is quite reasonable to make a charge for the use of capital-this would apply not only on with-profits business, but equally in the pricing of non-profit business. I do not find the arguments in §4.1.2 compelling.

The authors continue in § 4.1 to make a case for being able to run a with-profits office successfully without the need for an estate. The unconsolidated surplus provides the capital to fund new business growth, and to minimize the constraints on investment strategy. Whilst I agree that it is an important source of funding, I am concerned that the circumstances which have enabled this particular office to sustain a high level of new business growth over the last 15 years may not occur again in the future. The very high investment returns and growth in equity values have resulted in an exceptionally high level of unconsolidated earnings. If lower returns are achieved in the future, the proportion of unconsolidated earnings is likely to be much lower, and may severely constrain new business growth and investment freedom for offices without a significant estate. I suggest that the approach adopted by this office can only be viable if there are already significant volumes of with-profits business in force, and if a substantial proportion of earnings are retained in unconsolidated form.

The theory referred to in §4.1.4 is quite general, and suggests that new business growth cannot exceed the rate earned on-the assets. This applies to any profit flow where there is an initial loss followed by a stream of profits. If growth exceeds the investment return, then losses result in each year, and the conclusion that capital will be exhausted applies whatever the source of that capital. It would apply equally, therefore, where financing is provided by the unconsolidated surplus, unless such surplus was also increasing at the same rate of growth. It is interesting that the growth in funds shown in Appendix B was approximately 27% p.a. between 1974 and 1987 and equity returns averaged a similar rate over the same period.

On the question of financial strength, I agree with all the points made in § 4.3. Comparisons can be very misleading, nevertheless there is the perception that an office with a large estate, appropriately measured, will be in a better position, if it so chooses, to subsidize returns for a new policyholder for a period, than one without. The desirability of strength is itself a question of degree and it is, perhaps, because `what is adequate?' is so difficult a question to answer, that people tend to play safe.

The philosophy described by the authors is clearly a workable approach to with-profits business. It may have been a contributory factor to the successful period of development which this particular office has experienced; or perhaps it has only been viable because of this success. In different circumstances and for different players, attempting to run a with-profits fund without a significant estate could be a much more difficult path to follow.

Mr C. S. S. Lyon: The estate, in the authors' estimation, is regarded as that part of the excess of assets over liabilities that belongs to no-one. I find this too narrow a definition and prefer to define it as the equity in the business at a particular time according to the valuation principles employed in the published valuation. Thus it includes the unconsolidated surplus referred to by Mr Clark.

This estate is in two parts. The first and visible part, the asset estate, is the excess of the published value of the assets over the published value of the liabilities. These are the assets against which no published liabilities have been set so far, and they correspond to the authors' investment reserve. The second part, the liability estate, is invisible and represents the portion of the published liabilities which has not been self-financed by the relevant policies, although it is expected, upon anticipated actual assumptions, to be released as surplus in due course. Thus the demarcation line between the asset estate and the liability estate is a function of the published valuation basis, and the size of the combined estate depends on the extent to which future participation rights are treated as unallocated equity rather than quantified liability. Growth in the liability estate, as Mr Needleman indicated, at a rate faster than the rate of investment return on the fund, has to be financed by transfers from the asset estate. If the asset estate grows at a slower rate before such transfers it will decline as a proportion of total assets after the transfers have been made. Excessive growth in the liability estate, which in turn will reflect excessive growth in new business strain, may, in time, cause the asset estate to fall to a dangerously low level.

The Appointed Actuary must always be aware of the potential conflict of interest between policyholders, particularly if the published liabilities do not fund a significant component of the bonus distribution, such as terminal bonus or super-compounding of reversionary bonus, the payment of which also depresses the asset estate. In that situation the office might find itself unable, through over-trading in new business, to fulfil the reasonable expectations of existing policyholders ​the actuarial equivalent of a cash flow crisis. I sought to develop this point in Appendix 2 to my recent paper (J.LA. 115, 349).

To whom does the estate belong? Just as the equity of any joint stock company belongs to the current shareholders, so the estate of a mutual life office belongs to the current with-profits policyholders. After all they have the voting rights, but, just as all the shareholders could not withdraw all their equity and the company continue trading, neither can all the with-profits policyholders withdraw all the estate unless the life office is wound up. Part of the estate must be handed on from generation to generation, the quantum depending on the financing profile of new business and the rate of its expansion, and, of course, the desired freedom for investment policy. What matters is that each generation pays the appropriate fee for the use of the previous generation's estate and is rewarded appropriately for what it invests in the next generation. Asset shares ought to take these financial considerations into account.

Mr G. K. Aslet: We are coming to a time when, I think, some mutual offices will have to face up to the questions posed in a demutualization, and this makes it important for the arguments about ownership to be freely aired.

The concept of an office having working capital I find attractive. If the office is proprietary that working capital was originally subscribed by its founding shareholders, but it will have grown from retained profits from both within and outside the long term funds. If the office is mutual there are no shareholders and the initial capital was often in the form of loans or guarantees. However the present position has occurred through retaining profits which have arisen over very many generations. It does not seem to be difficult to explain that a mutual life office has an existence apart from the interest of those who happen to form the current generation of policyholders. This was surely the intention of the office's founders. To do otherwise seems to invite the opportunistic argument that the office should be wound up immediately so that its riches can be distributed among its members. Such a course would not appeal to those who need insurance and not a windfall profit.

The concept of the estate as working capital also helps when considering the financing of future business development. If there is no estate, and all the investment reserve belongs to the current generation of policyholders, then they are surely entitled to expect it to be invested as profitably as possible, and for any benefit to accrue over the lifetime of their policies. Investing in new business might not meet these criteria. New initiatives, such as developing new distribution channels or expanding into Europe or overseas, are even less likely to do so, and might represent an unacceptable level of risk to the current generation of policyholders. However, such developments might be essential for the office to survive in the long term.

If I find it easy to justify the existence of the estate, it is much less straightforward to calculate it. Where it has been attempted, and I think in particular of the Southern Life demutualization in South Africa, the assumption has been made that future bonuses will continue at their current rates, and that this assumption expresses the reasonable expectations of the policyholders. Such an assumption is no longer realistic, although it is by no means certain that policyholders have accepted that conditions have changed. An alternative definition of policyholders' reasonable expectations, such as that put forward in §4.2.4, is urgently needed.

I believe the existence of an estate makes it easier to justify the smoothing of bonus rates, which is an essential part of the reversionary bonus system. I do not find the authors' conceptual model particularly helpful when it comes to determining the amount of smoothing to apply, or when explaining to a departing policyholder why it is essential that some of his share of the fund should be held back to allow a smooth progression of bonus rates. The authors also criticize the current emphasis placed on office strength, and I realize that this is fashionable. I do not want to imply that any single ratio can adequately describe the characteristics of a life office, but strength does have virtues beyond that of preventing the DTI intervening in an office's affairs, and there are many policyholders who might wish that their advisers had paid more attention to this point when recommending their policies. A strong office has greater freedom to adopt the investment policy it believes will be most profitable in the long run and thus most beneficial to its policyholders. Such an office also has more time to adjust to changed conditions before being forced to take action.

Mr J. Goford: A most valuable section of the paper is that which distinguishes with-profits and unit​ linked products. In the balance of pluses and minuses between linked business and with-profits business the minus for with-profits business is undoubtedly the expectation of lower yields because of the need to cover guarantees. The pluses are the sharing in the profits with other businesses, the different treatment of the investment return representing terminal bonus in the reserves, and, in the case of mutuals, the absence of shareholders. In theory, for an office with no estate, the effect of averaging by the smoothing of the investment return itself should be unbiased.

The paper is illuminating in the treatment of a new policy, with-profits or non-profit, as an investment of the existing with-profits policyholders. The initial investment is the difference between the reserve at outset and the asset share. In an office with no estate, over time, surpluses repay this initial investment and accumulate to the amount of the terminal bonus. The repayment of the initial strain and the accumulation of terminal bonuses are the indistinguishable yields of the surplus arising. However, there is an interest rate at which expected surpluses repay the investment and accumulate to the expected terminal bonus. There is reference in § 3.2.17 to accumulated new business strains incurred being identified and treated as notional additions to the current fund value with a suitable enhancement for the loss of interest before determining the appropriate level of final bonus rate.

The paper leaves me with some questions. What is the suitable enhancement for the loss of interest? Is it the earned rate or something higher? Do surpluses repay the initial investment in valuation strain first, before accumulating terminal bonus, or is the initial strain deemed to be repaid over the lifetime of the contract? Is the addition to the current fund value of the accumulated valuation strain with interest not overstating the level of the investment as some of that strain will already have been repaid by surpluses arising to date?

As new with-profits business causes initial losses which require capital rather than provide it, and is unprofitable to the company, then how can it be a provider of capital? The answer is, again for an office professing no estate, that it is under reserved for terminal bonus. Only the excess of asset share over the reserve is available as a source of capital. This occurs after the repayment of initial strain and once terminal bonus is accruing in the investment reserve. Because there is no reserve for terminal bonus the asset share accumulating for terminal bonus is available as a source of capital. I suspect, also, that for regular premium conventional with-profits business the statutory reserve basis severely restricts this source of capital.

Experience from monitoring the expenses of unit-linked business would appear to be valuable in enabling the analysis to be conducted with somewhat more sophistication. In particular the allocation of expenses between acquisition and maintenance, and of acquisition expenses between head office and various field functions enables closer reins to be kept on costs and a more focused response when variances are adverse. In addition, the effect of premature lapses can be reflected sooner through a more comprehensive expense control procedure.

Mr C. J. Brocksom (closing the discussion): This paper is somewhat unusual in that it draws principally on the experience of one office. It has enabled us to move from the particular to the general, and many points have been raised which are of fundamental importance to those actuaries advising or managing like offices who write with-profits business.

A recent headline from the leader in a weekly trade paper said: `Life draws to a close for the with​ profits plan.' Referring to the changes in the marketing of mortgage business, the author suggested that new business strain will cause a change of emphasis away from the use of with-profits policies to unit-linked. From there, as the article mentioned, it is only a short step to repayment plans based on unit trusts and PEPs. In this climate it is clear that the complexities of with-profits business have to be unravelled, and the real advantages to the consumer must be identified and demonstrated. In the present world it is no longer sufficient to sell business on the basis of trust and the impression that what was right in the past must be right for the future. Openness is called for and must be provided. The actuary can, and must, play a part in responding, and the title of this paper is a well timed reminder of the role we have to play.

In § 1.3.2 the authors see with-profits business as offering a unique investment medium in providing performance based on a diversified portfolio, a degree of smoothing and increasing guarantees. However the authors note in the next paragraph that the business provides capital for expansion and for the development of subsidiary business. We need to ask if that last statement is consistent with the first, and does the diversified portfolio referred to in the opening definition include the non-profit and other subsidiary business referred to later?

Undoubtedly the unique feature of the with-profits business is the smoothing and increased guarantees that the authors refer to. They say that this is a matter of judgement. There has been some debate, and there is more to come, on how this judgement should be exercised in the matter of smoothing. How can the intentions be made clear to the policyholder, and how can the results be subsequently presented to him? The policyholder who is insulated from the full effect of a trough in performance may have no problem, but for the one who has to give up some of the peak that he would like to enjoy, there is a price to be paid. With openness and fairness he will be willing to surrender some of his good fortune. If he knows there is no such thing as a free lunch, he may be able to see, as actuaries do, that there is no such thing as a free guarantee or a free smooth ride. That is a point that has been made by several speakers.

The way an office can be managed was the central theme of many contributions. Whether or not an office has an estate, whether it should have an estate, what to do with it when it has it, had best wait for a full report at a later date. However it is clear that, if an office has an estate that is brought forward, it has an obligation to look after it and not dissipate it on a single generation of policyholders. It was equally clear, and was stated in several contributions, that an office should not retain an excessive amount from policyholders in order that it can provide for the future.

There have been many contributions on the subject of asset values, and this is only the opening of the debate on these. The initiatives taken to have full debate on this at a later date, based on the experience of a wide selection of offices which are prepared to pool their experience and make known their methodology, are welcome.

There has been a strong plea for the net premium valuation, and there has been a defence of the bonus reserve valuation. Both arguments are sustainable. Maybe we are looking to a point where the projection methods using modern computer systems, will cause us to put aside this long standing debate.

We must be concerned, as were several speakers, by the perceptions of the policyholder as to what he should expect. The views expressed in §§ 4.2.3 and 4.2.4 are ones with which I am very much in agreement. In Section 4.3, `Financial Strength', we are reminded, as some have already said, of the dangers of using, without question, the results in DTI returns which have been designed for a very different purpose. However, we know instinctively that the greater the financial strength of an office the more is the potential it has to realize the full benefits of skilful management. To build it from retained earnings exclusively, which rightly should be passed on to leaving policyholders, cannot be acceptable. To maintain our office's strength by controlling the pace and structure of business is acceptable and is very important for the policyholders. With-profits policyholders are entitled to full information about the value of their interests. The discounted value of future benefits, or more directly through the unitized approach, as a number of speakers have suggested, provides a helpful insight to the policyholder. The information regarding the balance between the build up of guaranteed benefits and the levels of terminal bonuses, together with the effect of this balance on investment strategy, will all help the policyholder so that he can judge what it is that he has in his contract with the office.

The President (Mr R. D. Corley): The value to the profession of a paper such as this is clear to us all. Our thanks are due not only to the authors for describing the philosophy of their office fully and clearly, but also to their employer for allowing-indeed, encouraging-them to put the paper into the public arena.

We have seen that the authors' wish that others should come forward to explain where their views differ from those expressed in the paper has been fulfilled. Thus we can reasonably assume that the continuing debates about bonus philosophy, which take place in the actuarial departments of traditional offices, will gain from consideration of some of the points made here. One of the fundamental points at issue is whether asset shares, which by now have been accepted by most actuaries as basic information when making bonus decisions, should reflect overall experience or a more demanding interpretation of equity. Although each actuary must come to his or her own conclusion, this paper will encourage the disclosure of bonus philosophy and lead to a healthy discussion of the real strength and value of the traditional life assurance products in the market.

I invite you to join me in showing our appreciation of the contribution to actuarial thought that has been made by the two authors.

Mr R. H. Ranson (replying): We took a deliberate risk in describing what our practice was to stimulate discussion. We were not seeking, and certainly did not get, agreement, but I think we have achieved what we intended that is, a greater willingness to be rather more open about the operation of with ​profits business.

A number of speakers talked about the estate, for perhaps a disproportionate amount of time, without any great effort to describe how they go about operating the rest of the business. I found that rather interesting and a little disappointing. It is useful if you have inherited an estate, but is it just a lucky chance that it exists? Did not previous generations create it? Are you asking the current generation to add to it? Some may say yes, others no, but you need to be open about it. As we said in the paper, we have yet to see the operation of the estate described in product particulars. If the estate exists, is it illusory that it gives as much protection as speakers imagine? If adverse conditions arise, then will the current `protectors' of the estate really be willing to support bonus rates to the limit of the estate? What about the trust point? If you inherited the estate, should you pass it on undiminished?

I think that the concentration on the concept of the estate obscured the various issues relating to with-profits business and probably demonstrated some unwillingness to face up to the business as it actually is. We take the savings from the current generation, we earn what we can on those savings and pay it out to the current generation.

It should be clear from the paper that in our office the actuary and his colleagues have a considerable influence over all aspects of the business. As Appointed Actuary I am not just restricted to the statutory requirements. We think that actuaries should operate in such a way that their companies want them to have this wide involvement. I would say to you that, if you are operating in a technical environment at the back, come into the front, it is much more satisfying.

WRITTEN CONTRIBUTIONS

Mr G. E. Barrow: I wish to consider § 1.3.3, which received little comment in the discussion. Although there may be debate as to whether the sums available for `investment' should more properly be described as the estate of the office or unallocated surplus, what is beyond dispute is that they are very large. It may be helpful to consider some of the ways in which they may be utilized:

-Providing freedom to invest for the optimal return without the need for too restrictive a regard to liquidity and/or matching considerations.

-The guaranteeing of surrender values on a proportion of policies if this is perceived to be in the interest of the office as a whole.

-Establishing a subsidiary company overseas e.g. in Europe or Australia. -Setting up a      unit-linked operation.

-Introducing a new heavily front-end loaded contract with a long period of amortization.

-Setting up a direct sales organization to offset the loss of new business from independent advisers. 

-Investing in an expensive new computer operation

.

Each office will have its own criteria of approval for the application of funds, but it is clear that `investments' will have consequences for the pattern of emergence of surplus and hence affect some cohorts of policyholders differently from others. It follows that any such proposed utilization of funds must be considered in relation to the long term well-being of the office and not solely to the narrow interest of the current policyholders.

The authors express the hope that the board of directors, advised by the actuary, will continue to retain this freedom of action and see no reason why this should not be retained. I am not so sanguine. In the U.K. the tide is strongly towards greater financial accountability and, even if the actuary and board of directors act in harmony and utilize the available funds in what they judge to be the best interests, not only of present, but also future policyholders, I expect there to be mounting pressure against the degree of discretion vested in them.

In a mutual office of the traditional type the directors are chosen with the sole purpose of promoting the sound progress of the office in the interest of present and future policyholders. In a proprietary office having a substantial volume of with-profits business the objectives of the board are broadly similar, except that they also need to have regard to the shareholders' interest. That is so for as long as the shares are widely held, but may not their order of priorities change if the individual shareholders are bought out by some financial conglomerate? The directors of the life office then become appointees of the main board and owe a duty to the parent company to maximize the return on the capital invested in the life office. Indeed, if control of the life office has been acquired at a substantial premium over the market value of the shares, the group has a compelling need to maximize its return on its investment if the market rating of the group as a whole is not to suffer. Ultimately it is the main board directors of such a group who determine the allocation of its capital resources. Individually and collectively they may have little understanding of the principles of the financing of with-profits business as traditionally practised in the U.K. It might be difficult to persuade them, for example, that the rate of expansion should be constrained if the reasonable expectations of policyholders are not to be jeopardized. In such a situation I foresee the possibility of differences of opinion between the actuary and his board of directors, difficulties which would not be more tractable because they would be ones of degree.

I agree with the views in § 4.4 about the need for the actuary to be fully involved in all aspects of the management of the with-profits office. Sadly, my own impression is that the actuary has lost status and influence in some English offices transacting traditional business. (I say English, rather than British, because it appears to me that the Scottish offices have so far avoided this change). If I am correct there may be several reasons for this. One is the fission of the components of the overall actuarial function between the Appointed Actuary, the actuary with responsibility for new product development, etc. Another is the enormous growth in the size of invested funds, which has enhanced the importance of the investment team in the management hierarchy. One consequence is that a young actuary with ambitions to secure a seat on the board is likely to opt for the investment rather than the purely actuarial field as offering greater prospects of promotion.

In the paper which Ferguson and I wrote for the 1984 International Congress of Actuaries, `Solvency and Policyholder Expectations', we dealt at some length with the accountability of life office managements for their stewardship of free funds. My own views have changed very little since that paper was written.

Mr G. V. Bayley: The structure of the authors' system of investment and bonus distribution is comprehensive, but their commendable pursuit of simplicity has materially flawed the foundations on which the structure is built. In § 3.2.2 they say that "the members of the fund are regarded as mutually insuring the investment risk amongst themselves so that the same investment mix applies to each asset share irrespective of duration in force or outstanding term". The paper is, however, silent on precisely how they implement this central pillar of their philosophy. The investment risk attaching to the underlying contract-guarantees builds up toward the maturity of each single premium component of a policy. To give effect to the co-insurance principle when the asset share mix remains broadly uniform, therefore, requires a complicated system of risk premium credits and debits (in that order) to the individual asset shares. The omission of any description of how the effects of this arrangement are quantified seems to be confirmed in § 3.2.15 and suggests that no attempt is, in fact, made. If so it is all the more surprising that the authors are so dismissive in § 3.2.1 of others' solutions, which are well documented. One method is steadily to change the asset-share mix-not particularly complex in practical application. In the authors' terminology the cost of securing the investment risk is then mechanistically priced into the asset shares of individual contracts.

I urge the authors to reflect upon the implications of the omission to implement their stated principle. Two consequences of this are: the effect of the omission on reserving and distribution policy following a relatively sustained period of favourable equity performance, and when the company is expanding rapidly; and they should reconsider whether it remains any longer tenable to claim that the bonus distribution system is, indeed, equitable between policyholders of different outstanding terms.

Mr N. J. Greenwood: The non-existence of the estate is a less complicated notion where liabilities accrue on a recurrent single premium basis, as in the authors' office, but to me that merely removes future contractual renewals and leaves the rest of the problem untouched. The difficulty for with ​profits business is that a trough cannot be filled from a future peak. Inevitably, and not necessarily inequitably, this leads to a cushion of reserve, whether explicit in the form of investment reserve and solvency margin or implicit in valuation amounts. Whatever it is called, and estate is the accepted term, it undeniably exists both conceptually and in practice.

I am not sure that to question the ownership of the estate is the right approach. It can be crystallized to the current generation by closing the fund; but even then margins are needed for fluctuation and administrators/proprietors require remuneration. That course of action is against the innate commercial entity of the business and is not helpful for considering open funds.

There is a further use (and need) of the estate that is overshadowed in the paper in developing the asset share approach. This is as a continual buyer and seller of options between equities and cash. This can be seen by hypothesizing with-profits business as a succession of discrete tranches of fixed term business sold each year. Each tranche, treated singly, would invest almost exclusively in equities for, say, two-thirds of the term aril then progressively switch into dated gilts and cash. The managers would have no choice, because the impending maturity guarantee would force them to match exactly at maturity. An unfortunate corollary of this is no equity exposure in later years, no unrealized appreciation and no need for a terminal bonus. When all the years are added together as a dynamic portfolio, the cash content is seen as a home pending investment decision and as a practical matter to draw cheques against. It is only the presence of the estate that permits this-allowing exposure to equity investment throughout the term of the contract while giving a cash guarantee.

This is a one-way bet for maturing policyholders for which a charge has to be returned to the estate to prevent its diminution. I suspect, but have as yet no proof, that the cost is high and the transfers each way between estate and contractual liabilities are large. If with-profits is to survive greater disclosure to the public then this dilemma has to be solved.

Mr I. J. Kenna: It is interesting to read the authors' paper in conjunction with the recent Report of the Working Party on Information relating to Long Term Insurance Business.

The Report (Appendix C5) states:

"In very broad terms, companies get into difficulties either as a result of a sudden, unforeseen, incident or because of action taken (or not taken) over a long period. By definition the first case is unexpected and no intermediary can be fairly criticized for recommending that company to clients."

The estate provides some measure of protection for policyholders against the `sudden, unforeseen, incident'. The responsible intermediary should indicate where such a measure of protection exists. 

In § 4.1.2 life offices have been challenged "to explain in product disclosure particulars that not all of the investment return on a policyholder's savings will be returned to him because some will be retained to build up the `estate"'. Policyholders are sophisticated enough to understand that part of their contributions will be retained for life cover and expenses. There is no reason why they should not understand that part of their savings will be retained to protect policyholders in general from the sudden, unforeseen, incident'. Life offices should respond to the challenge and disclose information about their estates to intermediaries and other interested parties. The DTI returns are of limited value. By definition the sudden incident was `unforeseen' at the time when they were made.
In the final analysis, policyholders will judge whether security should be sacrificed in return for the claim to give the investor better service and value for money.


,

The authors subsequently wrote: Our approach to the matter of asset mix was not put forward as the only possible approach and the paper acknowledges that other offices may choose alternative approaches. We accept Mr Saunders' point that a dramatic shift in the profile of the business could lead to a need to reappraise the approach. In practice such shifts have not occurred and we suspect that other approaches might also require some adjustment in those circumstances. We are not convinced that the approach suffers from the drawbacks described by Mr Froggatt. If one takes a broader view by looking at the whole term of a policy, the perceived 'cross-subsidies' will, to some extent, balance out, having different effects at different stages of a contract's history. In any event it would seem to be a moot point as to when a `mutual pooling of risk' becomes an `unacceptable cross​-subsidy'.

Concerning the estate, that section of the paper was deliberately written in a rather provocative way. We feel that there is probably much truth in the closer's view that, were one able to reach common ground on the terminology, differences of view would not be as dramatic as at first appear. If an office has inherited a clearly-defined estate from previous generations, then the management of that estate raises issues which we did not attempt to address in the paper. We take the point made by Mr Scurfield and others that an office in such a position can enjoy an extra degree of freedom. However we remain unconvinced that the existence of an estate is the universal panacea described by some speakers. Returning to the `asset share' arguments, using an estate to allow mismatching would seem to bring up the same issues of inequitable benefits arising from that process as those of which our approach has been accused. Presumably exponents of the detailed asset share method use a system of controlling contributions to and from the estate in order to avoid such perceived inequities.

It seems to us that the cushion the estate provides, as described by Mr Clark amongst others, is only there if one is prepared to run it down dramatically in adverse conditions. If our approach to smoothing disadvantages future leavers of the fund then, under Mr Clark's approach, they would seem to be disadvantaged by inheriting a significantly weakened estate. Is the difference, conceptually, between those two positions really that great? Or, to put it another way, is the `protection' afforded by the estate more illusory than real?

Mr Lyon is concerned that we ignore the `liability estate'. However, under our valuation approach, where strains are taken as they are incurred, the published `asset estate' (in his terms) will be net of the transfers needed to cover those strains. The published position would, therefore, seem to have within it an implicit control which will avoid the dangers he describes. In practice, in the office, the implications of a particular level of expansion are carefully considered before new business plans are agreed.

Turning to more detailed points, Mr Goford asked about the rate at which the unrecouped strains are accumulated, and the answer is the earned rate. The addition to the unrecouped strain each year is the net addition (i.e. strains on new business less recoupments on existing business) which would seem to answer his subsequent questions. The opener and Mr Needleman mentioned parallels with unitized with-profits business and we would not disagree with those. Indeed we have maintained for some time that we effectively sell a unitized contract with a constant unit price of £1. The opener felt there was some inconsistency between the 3 1/2% p.a. guaranteed accumulation rate for pensions contracts and a 0% rate for life business. As mentioned in § 3.3.2, the 3 1/2% p.a. rate arose largely for historical reasons. When the comparable life business was introduced there was no need for consistency between the rates-the effect of the 0% guarantee is that life contracts attract declared bonus rates which are the net equivalent of 3 1/2% p.a. higher than the net equivalent of the pensions business declared rates.

Mr Tonks felt that the simple examples in § 4.3.2 contain a flaw in that a full reserve for accrued terminal or final bonuses would, on average, give a free asset ratio of zero. We entirely agree with that analysis (subject to the point noted in § 3.2.6, that a full reserve for accrued final bonus is not possible due to the solvency margin requirements). However, rather than a flaw, we see that as a demonstration of our point that measuring `strength' by reference to the amount of unconsolidated surplus is a nonsense.
We take Mr Bamford's point that clients should be free to take advantage of perceived bias in results for different products. However, the risks of such an approach must be borne in mind, since `flavours of the month' have a habit of being changed. In making our point we probably had in mind a rather longer term contract than Mr Bamford had.

Some speakers, including the opener, pointed out that the extent of smoothing was an important factor. An office needs to retain some flexibility in this area to react to changing circumstances. However, in our office, we have for several years averaged the investment reserve as a proportion of with-profits reserves over a 3-year period in setting final bonus rates.

Concerning Mr Field's comments, we had hoped that viewing the key feature of modern with ​profits business as being the mutual reassurance of the investment risk would go some way to filling the void he sees as being left by the declining emphasis on the protection element. However that seems not to be so. The concept of a contract with no par value, which we take to mean, effectively, a smoothed linked product, would appear to be a logical development, and could be attractive for an entirely new class of business. However our paper was primarily concerned with running with-profits business, in its conventional form, in the context of an established fund. In any case the increasing guarantees are generally seen as an important and valued feature of with-profits business and we believe that the industry would do away with them at its peril. If packaged investment products are seen as a spectrum ranging broadly from deposits to fairly risky unit links, then with-profits business occupies a distinct place in that spectrum. We should be looking to clarify and publicize the features that give it its place in that spectrum rather than moving so close to its neighbours that its unique character becomes blurred.

