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( Yesterday’s Lessons - Waht the Mature Markets Can Teach
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qgel Fao] UM & Be HHMA WA gk RARLLEY
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Mol Ege HBMeln RPWAUT 25 Bet wAI=CNE 4
PRy 449 PEFHA HFol HAMAURL, °] 7T A nE
o] & Nz =2dx AFEL WA HAMaU

T3 B GAMY Hgoz A2 AA B okl Fad A
8o FAsgon, Y& T VIFEL FF 259 4L A8 M2
27l @ AYES BBt A&y ofol wet 3o FAZL f B
7} #@(challenges and opportunities)”212 47 & + & AYU

A 607122l 7008 719o] LIMRAS] 3422 9low, LIMRA
t 9Ye Al HE AAAE 7098 19278 BolERT, VA ol
Aol 1509370 BT A&tk o] AYNEH BAHolD 4E
e BAS B3 gled, 2T BAMA HE WS Te=Iang
gk

o Ao JBE AL "l AFEBE] REERC HE
37 2 MEsSe YA #FR}e AYE vhdste Rolg: sAsY
. ol AART dg oY¥cn AZHEd, ol ZE Al 71EA
Q) BAERI(a basic natural law)g @27 JEYY BZE FJRAHL
g714 s o] REAME HAD AU BE, KR, FZAH A7HA
gAE AXA He AYUH.

RE BB (growth step)l e B (product)e} BRMEZL Hx, 2
ol Y3 BE A A9 g Auduch. 2 AFA/F IA dE,
HRBRE/E 233D, oL =3 HgLe won, wee A9 glgun
&7 (prosperity step)l A E AFL AA=7E ¥X, FLE woni
AZA7} AEA7] AFsa, $ERPLS HPMoIL FAR3E, wiAlol
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A3 vge A5PUth RKESA (mature step)l e Aol fafas] o,
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oYY AL AY ¥ W, AFEREY B IVt I B
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o] oju] ZAPHAL A A Y& APL 42 F A7 4EAY
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markets)o] 5L HEo} 231 Yt BL 2EL AE 2 A4 |
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e AFL A gl WE £=2 FHol3 JAFHT

ol % AL UHY, F9 TV, #92, A4 ¢ 3339 F
L =3 EIRSAyQ e (instant communication)Bifizol 7Hsdt7] WiEYY
t}. AxFgoz Y=L ololfe], AEE HIZH, AEL AF, 2 -
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olule 714 FaF -4uHlA B FARH W Fo] FAAd FA A
g oo B Azte] ZA devde AYYTH
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g A2 dAFUH

a1 BAE -#BODistribution), AD Eigfkol tigt FE&(the
Cocern of an Ageing Population), {BEREEMMEFRS} HAME(Consumerism
and Compliance) -& F3dF o2 t& Aolx AL o] Ao Z

zto] ZASC] A AAdte FFIYYe EES €4 € AU

geld Ae AAANZAAM BFR Qe 7L 2REH HE 5
A HIS A9 B3, oF TP HANY BEAAN #wsto o] F
AES oF Rua gy

olm] FAFAL e vie Zol XFHERS FHAMHAM<=
e AFol AND vy, LEHBAME F71AA S AR BV
dgE AdFU HEEHRAAE A7 4F 3 " 450 A
Zatm, FaFol APl wet APRFAZe] HFstn sy A
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o deiglel RasY d7FE Fe FAHHIE Hojx o], €4 9 A
£33 83L& 5 e 9AE 712 AU

ole ARF7IE BRolY TEREMEA Ue EXAAM dYede
KBHQ BESAUT o] GAdAMY 714 shtel AFF 3] A
Z, shtel fEA249E /I3 e B #EdUT qRi 3+
a3 HBERRe BEARHZA, o 3+ =Z3A(agent)S 140 A&
g AIZHAl A 4= (producer) Y ok

RE LEmBAAE RUT KHBER - FEEFSMER(the career
agent) -7} 4= AFE AT AU BEAAMe EE UFe
9%E Fotstn o, frEdAMedMEe 8%E Ftdtn AFUL
E3 BHAAME A&EEI2HL BBRETEITEE(consumerism)t A
ER o8l F7F Ado] AwtFoz W3lHY] A7kAE AMAHAY /F
AARAsY

A 7129 REAAZ 2 AT ARD Y /YL AF °
B ol ulg AZe REAAE Adsler T AUE A2 Mo}
of & RAYUth e % trlgvth BAAA ERE E—HEER
£ MR 7199 AFEHE 24T & AL AW/, oUW SEHER
FE AHgstolol ¥ RAZ YU

SETBAME BF £HRE KBHRL o7t gz A
Ztshe AMEEC] AUt WA, 2EL TFA Dot Lol HAA
Ho g dojux USE EF3tn A7l BEYeltt F ¥A olf e 29
7 ERAFAEC] o] A HolEx Y, F4Ho 2 dde A
E-(direct response companies)©] A&A31 o, AFES) AENS &
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& BF@EE7 A& A0 7t AL &3 A7) HEIYST B
P87t 20150} olf Zo| HH FoHAE AFolA ol TAFYL
vl go] o] =& FEAAE /Mgl dvke e ZA # AdU
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2 RolAT 237 W FASL 1 udiEd gy

g FEAAE EAKET ERFHY FE U AW
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zapao] AS$E RE#Se ByrlEn FFse AREC ¥l Asd
o a8y A ule) go] AF7Y e HIBAY VIS AIANF
A £2L T o, ATHY AFHE AAY & AL AYUS HBAS
£hHigol BREMOE AUL JE ME 9 shieln, MLEA A
Fole 2 Bt @ AdE AZnEF EAE /AT AsH

JeEmgol A Yol Ye 4L 2 tgE AN F2 AsY
. = S7x9 g AUt shte A REBER EERFEZA
o ko] HEo] HES 2EE RAYUh 25 FHF A= (products)
& AZ(commodities) 2.2 ZHF3H, Bl F37] H8 x5, 714
o2 AN, Ao old HEI HERRS AU

olge EYPAQ uAREAY AAJARAIF T 2L ABE
Po] AT HQ HEHL LS BLE Faln Ug B o} 23, &%

29 o)A (kiosks), LM Z(direct mail), YEN T AlF3a A
= 719=9Yt} old wi vdehte 93 dFFdd BEE HEL
28 #m&ET WBoAe thEolgt ASFYTH
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dx AUtk 238 JI9EL a2ENA YA 42" FRHS BN
S 9L, 7189 O FES Bt syt 28 MR
(2T BEEX 25S FHIUE do EMES T2 AFYS 9
J4 7195 e e £35S AgdAe g tAd 29 FH3E
EAZARAIAE)NA 15Y FHE AT AHlE, 2§ 2 LA
282 AFFo A BEPRE Besialn FUd 289 2L AN
Aats} zulAAtolo] BRGRE HFEstE fEholE T € & AFYT

old Ho] HFHY7LK? olvix F FF 2F A8E 5 UL
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AFERRE AQdMe AJAXFY SEGRER S (nondomestic
companies)®] B2 &35 & 332 AFUY ole FUEE AU E T
o] ¥ ZAYUth ol R ES AdWRe SABLEEESEAN HE B
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AFEIAIE]YTH
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T AL 2L AQUT 259 IRl A 2 AU o}

H ozt JdepdE Fud 7I9E £ TEE AT 33 J9ES B
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AQ17}?

%% BT 7153A &7 AGFUY. EALES ARFHA H
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o) gsbu 423 et WA YETME Hel F1 e AU

jeEpIEA A drobvd B2 A=717E ARET st A EAS
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fEUS de AHEE, 53] ofo]ES 7k 32 Aldi(young generation)
L 359 RE B3 BHL Fa Jon, 2159 HAM KR
(Uz)d &3 & deo] A7t A9 glguth

28 el EWAM 159 KRE HU HESAD, 159
BR 9N REENIUD. 358 95, 3%, A%y BE, AN4E 5
€ A3 BUD. BE Yol SZEA AHNRASE B, 4%
FEAE 0|52 ¥ & A& ANRLSS S0 BN BAL FAAA

|4

ZfL - EMADY KEo] FolAE - © BRAY e #&
olz} SdAFULE o] X AFEREIME XL Q79 =¥3E Hu
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ANFAA 2o o BAAEHE EEHHEANE F71A Ago] AsE
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I A @ $€ UEeE § A, 53] o] ololEo]
Je AL XWES WHo2 I mPol BEES T o] AN &
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AL =S FAle 3L BFsn Ye AYUD. = gE AFe
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B e fgske AYyth
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442 278 BUD g4 A7 A5l B ERRBRER
A BEY ®EE T BeS HsE dlA vehibA 84

AR EANFS 7HR vFH ATl #eiEHT Ae FF
o BEAARET BAFSY TS KAF EHRY ARSIUT o
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20lo] Auldt mAA B3t Rez RuHAFU 99 dFEel
Az FAP 2L AZATA J1dsn Y7l HEAYTH

ol AZTEol FE3n YE FEE UEE = OE AEE
29 4y duoly A4e FPshs it FHL W, IAL

B 523+ (Chartered Financial Planner) #fA<& st 34e Bgol
A3 A FPUth

Aol BERA T AYS tFEe AR AFe ue B}
Ao7l &3t FHM(commissions) EF AFFAGFRT 7 o)
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. o] M2e A2 BE&EHSR (fee-based planning) YUT. KBS
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BB EE Exksn syt
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& & e AF FaW BICZA FANRFANE Al ol & 2
of QgUth ERE Q& At oA HEcls Brke ed8 AU
2RAYY

NG AYSL AANG T BL oloplEL AAFT

_17_



SUth 4% 2 W e 7ol AN ZHeZREH ofF
A 7tzae wx 2agw, mdd #ug Adn YA Bast gL
ilo

o} 18] FWo] T o] LA JEAE HA A HE
| &

ol FESIA BEFo =N A2 A% HYge AR dolrta Sl
' 2228 2434 2 A9

_18_



YESTERDAY'S LESSONS — WHAT THE MATURE
MARKETS CAN TEACH US ABOUT TODAY’S
CHALLENGES AND TOMORROW'’S
OPPORTUNITIES

by
Richard A. Wecker, CLU
President-Elect
LIMRA International

18th Pacific Insurance Conference
Sydney, Australia
August 1997

_19_



Thank you. It is a pleasure to be here today and it is an

honor to be among this distinguished group of speakers.

Most of all, it is a pleasure to be in this beautiful part of the
world. | have looked forward to coming to this wonderful area for
quite a while, and therefore, you can imagine my pleasure at

finally getting here after many years of anticipation.

| have met so many bright and dynamic people while | have
been here and have been stimulated by so many innovative ideas

and approaches to doing business, it has been anything but “rest

and relaxation.”

Instead, it has been something much more valuable — it has
been educational, and inspiring, and motivating, and | thank

everyone who has been so gracious to us and made us feel so

much at home.
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As many of you know, | have just recently assumed the post
of chief executive of LIMRA International and this is one of my first

speeches in that role.

| think this is quite appropriate because LIMRA is a truly
international organization. It is fitting for me to make my debut
here in the Pacific Rim where so much is happening and where

we can learn so much.

In most of the developing nations of Southeast Asia, there
has been superb growth, and the industry is vibrant and

successful.

Australia and New Zealand, meanwhile, have endured a
drastic restructuring of their life insurance business, and in this
transition, we are bound to see new models and strategies

emerge that will be lessons for us all.
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Japan also faces major restructuring as well as new levels of
competition, while for the first time in their history, their domestic
companies are looking outward to new nations and new regions

for their future growth.

With all that going on, it is easy to see why the theme of this
conference is challenges and opportunities. We at LIMRA know
that to be true everywhere from what we hear from our more than

700 member companies from 60 nations around the globe.

Our first member company from the Pacific Rim joined
LIMRA 70 years ago, in 1927. We now have over 150 member

companies in this most exciting part of the world.

We have had a long and mutually rewarding relationship with
these companies, and | will call upon what we have learned in that
relationship to complete my assignment today.
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That assignment is to set the stage for this meeting through a
broad review of the issues that are facing the industry in the

Pacific Rim today and in the future.

Now, this is a charge that sounds more difficult than it really

is. | say that because all business seems to follow a basic natural

law.

All industries and even individual companies have life spans,
much like all living organisms. Each goes through three stages:

growth, prosperity, and maturity.

In the growth stage, the product is not well known and there
is little demand for it. Products differ greatly, distribution is

haphazard, margins are high and costs are low, and there is little

competition.
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In the prosperity stage, the product is well known, demand is
high, product differences begin to disappear, distribution is

competitive and varied, margins are small, and costs are rising.

In the mature stage, the market is saturated, margins are
slim, costs are high, both distribution and products become
unbundled while markets become segmented, and competition is

for market share, not new buyers.

Because this phenomenon exists, its relatively easy to see

what’s ahead for many countries and companies doing business

in the Pacific Rim.

Since most of you are in the growth and prosperity stages,
you can expect to eventually experience what those countries and

companies in the mature stage — such as Japan, New Zealand,
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and Australia — have already experienced or are experiencing

today.

Also, an interesting phenomenon is occurring. The mature
segment of the life insurance industry seems to have come fo a
fork in the road to their future — and for the most part, don't know

which road to take.

And so what is happening, in essence, is that they are
running in neutral. They are standing still while the developing
segment of the industry — those in the growth or prosperity

stages — catch up to them.

Under normal circumstances, those developing markets

could look forward to many years of success without the worry of

the problems that face mature markets.
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But circumstances today aren’t normal. There is a force
present in today's marketplace that wasn’t there before, and it is

causing change to accelerate.

That force is technology and because of it, new and
emerging markets that would have taken years to reach maturity

in the past are now moving forward with speed never seen before.

That is because technology makes for instant
communications via the Internet, global television, faxes, satellite

transmissions, and teleconferencing.

As a result, new ideas, new approaches, new products, and
— perhaps most significant of all — consumer and regulatory
developments, no longer take years to spread across continents

but are broadcast instantly around the world.
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These same instant communications have created a global
marketplace in which competitors are no longer on the same
street, the same city, or even the same country but can be found
anywhere on the globe. Thus, a country with a developing
industry often finds itself the host of companies from mature

countries looking for new markets.

And technology has made it possible to perform many
functions in small, developing companies that were once possible
only in large, mature companies.

Therefore, because of these circumstances, the issues that
your program committee has identified to discuss at this
conference are the three most critical issues facing the industry

today — regardless of where one may be on the business life

cycle.

Those issues — Distribution, The Concerns of an Aging

Population, and Consumerism and Compliance — will each have
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an entire day devoted to it, and you'll hear some very detailed and

insightful discussions of each one of them, particular to this corner

of the world.

Therefore, for my part, | would like to touch upon each of
these issues to see what lessons we have learned from
companies operating in mature markets, as well as to present
them from a broad, global perspective.

As we have already noted, generally speaking in reference to
the Pacific Rim, there is unprecedented growth in the emerging
markets, and stagnation and even some decline in the mature

markets.

In the growing markets of Southeast Asia, as economies
grow, so does the middle class, and as the middle class grows, so

does the market for life insurance.
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Almost without exception, there is a small percent of the

population insured, leaving much room for even more sustained

growth.

These are the classic signs of an industry in either the growth

or prosperity stages of their life cycle.

It is, for companies in this stage, a simple business — one
product, one market, one distribution system. In most cases, that
distribution system is the agent system, where the typical

producer is a part-time agent tied to a specific company.

In every mature market, it is this same distribution system —
the career agent — that has been overwhelmingly successful. In
Japan it is responsible for 99% of all the business written, and in

North America it is responsible for 98% of the business written.
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Tied agents were also the dominant distribution system in
Australia until consumerism and new regulations totally changed

that nation’s industry

Companies that are enjoying great success with traditional
distribution systems right now must be asking themselves if they
should be developing new distributions systems for tomorrow — a
tomorrow that will be quickly upon them. The real question is, can
they achieve the financial objectives of the company through a

single distribution system or must they use multiple distribution

channels?

There is a body of thought in the mature markets that says

traditional life insurance distributionis dying.

One reason is that they see what happened in Australia
happening all over the globe.
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A second reason is that they see banks and investment
brokers getting into the business, direct response companies
growing, and electronic commerce through computers and the
Internet becoming more feasible. Such developments, with
premiums shrinking while margins become narrower and
narrower, cause these thinkers to say that the expensive agent

distribution system has no future.

To totally change a company’s distribution system is a very
difficult decision to make. While all the logic seems to be on the
side of the anti-traditional distribution system advocates, all the

hard evidence is on the other side.

No distribution system has ever proved to be as effective as

the individual producer.
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Many suggest that France, where 51% of the life insurance
business is written over the counter and only 15% by agents, is an

example of a trend of the future.

But, as we noted, when growing and prospering companies
look to the mature companies for help, they find few successes to
guide them. Distribution is one of those issues that has kept
mature markets in a holding pattern, and it is as much a problem

in developed markets as it is within the less developed markets.

What is happening in North America suggests an alternative.

There, two different strategies are developing.

One strategy concentrates on a company'’s role as a

manufacturer of insurance products.
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They view products as commodities, strive for low cost,
compete on price, and use a variety of non-tied distribution

outlets.

These are the companies that are experimenting with banks,
kiosks in shopping malls, direct mail, and the Internet, as well as
variations on the traditional methods of distributing life insurance,
such as independent marketing organizations and producer

groups.

Their strengths are innovation, in both products and

distribution, and of course, their costs of doing business.

The other strategy is used by companies that concentrate on

their role as distributors.
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They have a field force that is closely tied to the company,
and they sell a wide range of traditional products. Their emphasis

is on retaining both agents and customers.

These companies do not experiment with other distribution
methods but instead look to strengthen their agent system by
doing such things as providing producer group-type benefits for
their better producing agents and emphasizing service, training,

and support systems.

Their strengths are their ability to establish relationships with

producers and clients.

Which strategy will be successful? ltis too early to tell.

Most likely, both strategies can work, and | would wager that

the success of companies will be determined by how well their
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distribution methods are managed and led rather than what form

they take or how they operate.

While on the subject of distribution, I'd like to mention a

subsidiary issue.

Earlier, we noted how products in mature markets tend to
become unbundied and sold as commodities, competition is for

market share, distribution channels proliferate, and costs become

critical.

As we have just seen, cost is a major reason for the search

for alternative distribution systems.

Once companies have done all they can to cut expenses and
reduce unit costs through downsizing — ridding themselves of
unprofitable units — and similar méasures, they will look outside
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the company to achieve their goals, either through a merger or

acquisition.

Over time, this reduces the number of players in a market,
and those that.are left tend to be either large, multi-faceted
companies that operate across all markets with a comprehensive
array of products, or small specialty companies that serve a

special market or geographic niche.

In the Pacific Rim, much of the activity is generated by

nondomestic insurers from mature markets.

This will create an interesting scenario down the road.

Many of these nondomestic companies are huge
multinationals who establish their own operation, or they are
smaller companies who establish a strategic alliance with a

domestic company. _ 36 -



When the time comes for the industry to consolidate, it will
be interesting to see which type of companies survive. Will the
industry be left with just a handful of multinationals or will each

nation retain a strong but small base of domestic companies?

My suspicion is that there is room for both. While huge
companies have the benefit of critical mass, small companies can
be quick and nimble in developing new products, pursuing new

markets, and implementing new technologies.

Returning to the distribution issue, the fact that companies
have taken two distinctly different paths is indicative of how much
of a dilemma the industry is in as it looks for answers to meet its

distribution challenges.

And to illustrate how much of a transitional period the
industry is going through in North America, and how diverse
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opinion is regarding solutions to its problems, another split is

occurring in the industry’s search for answers to the second issue

to be discussed at this conference.

That issue concerns the aging population and their need for

adequate retirement income.

When it comes to life insurance products, nothing

differentiates consumers more than age.

Young people, particularly young families with children, are
concerned with protecting their dependents, and they have few

options to choose from when it comes to covering their basic

needs.

As consumers grow older, however, their needs become

more complex and their choices widen.
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They are concerned about their retirement, their health,

protecting their wealth, and passing their property on to their heirs.

And of course, as consumers grow older their disposable
income grows, and they are much more concerned with investing

that disposable income profitably and prudently.

Aging — having a large population of older citizens — is a
characteristic of a mature market. Here in the Pacific Rim, we see

that Japan has an aging population while China does not.

Thus, what has developed in mature markets, where an
aging population is much more of an issue than in developing

markets, is that, again, two strategies have developed.

One strategy concentrates on younger markets, particularly
young married couples with young children, and they sell basic
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protection products. This strategy reflects what is happening in the
developing economies of the Pacific Rim, where most populations

are young and needs are basic.

The other strategy concentrates on the older, more affluent
market and sells products that are retirement and investment

oriented.

What has happened in mature markets is important to

developing markets for two reasons.

As economies mature, governments tend to retreat from
comprehensive social programs, such as heath care and
retirement benefits, because of the immense cost. At the same
time, the more affluent populace raises the demand for higher

levels of retirement funding.
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Therefore, as an economy matures, an excelient opportunity

for the life insurance industry arises to provide that funding.

In the United States and Canada, where the investment
market is healthy, those products that are selling are products

linked to equities — variable life insurance and variable annuities.

These products are popular because they provide protection
while at the same time are relatively inflation proof and do build up
the kinds of values that consumers will need at some future time,

either for retirement or for health care.

In fact, these products are so popular, and the need so well
recognized, that in 1995 in the United States, a significant
milestone was passed. For the first time, the typical agent
reported that less than half of their income came from the sale of
individual life insurance. The majority of their income came from

accumulation products, such as annuities and equities.
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Another indication of how dominant these products are
becoming is that less producers are now pursuing a Chartered
Life Underwriter designation and more are pursuing a Chartered

Financial Planner designation.

The nature of the work involved in planning for an
individual's retirement can often be quite complex. Commissions
are also lower than risk protection products; therefore, a new type

of compensation system is gaining popularity in the U.S. and

Canada.

This new system is fee-based planning. In it, the producer
doing the planning charges a flat fee, based either on the time

involved or on a set schedule.
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Commissions are usually deducted from the price of the
product so as to reduce its cost to the client or it is paid to the

planner in order to keep fees reasonable.

Banks have also recognized the potential in the retirement
market and are hiring agents away from life companies and are

installing them in banks to help their customers in their planning.

So far, the banks interest in this market has produced
significant sales of annuities. They have captured about 15% of
the annuity market in the last several years. It remains to be seen
whether or not they can find a model that can produce significant
life sales. Our belief is that it will be only a matter of time before

they do.

There has also been a proliferation of retirement-oriented
software lately. These software programs allow consumers to

use their personal computers to do self-planning.
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Consumers determine their own retirement needs, in the
privacy of their home or office, and then deal with an agent or
directly with a financial institution to purchase the products they,

and the software, have determined they need.

Companies in the Pacific Rim with a developing economy
and a young populace can look forward to some day serving a
mature economy and aging population. It is not too early to begin

to plan for that day and to establish competencies in this area.

That means building and implementing training programs to
develop retirement planning skills in your agents and familiarizing
them with the products used in retirement funding and investing,

including their features and benefits.
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It means identifying current clients who are in the market for
retirement planning and establishing a presence in that market

and an expertise in it among your agents.

It means developing products and processes to meet the
needs of retirement. That includes sales approaches, illustrative
material, promotional material and software programs that

producers can use to help them make sales.

And it means building prospecting and support systems that

aid producers in working the retirement market.

And let me assure you, what | have been discussing here is
not just a North American situation. The great success of
bancassurance in Europe is also built to a great extent on the
need for retirement funding in a mature industry with an aging

population.
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The third issue to be discussed here this week is
Consumerism and Compliance. This, in the past, was an issue

that existed solely in the mature markets.

As the industry becomes more established and recognized in
a country, the public becomes more knowledgeable, customers

become less loyal, and government becomes much more

intrusive.

But as we mentioned earlier, modern communications have
made the growing and prospering countries aware of

consumerism and compliance issues in mature countries.

Many have skipped ahead in their development and adopted

a more stringent, more active role in regulating the industry and its

agents.
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Again, their are two models from mature countries to guide

us.

One country is Australia, which we discussed earlier. The
other is the United Kingdom. In January of 1994 in Australia, and
in January of 1995 in the United Kingdom, life insurance agents

were required to reveal to buyers the commissions they receive

for most sales.

After initial resistance, the life insurance industry in Australia

took the new regulation in stride, while in the United Kingdom they

fought it.

Looking back now with hindsight, and the way disclosure is
playing out in both countries, | suspect that all the effort spent

initially fighting such regulations in the U.K. was not only futile but

unnecessary.
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It would have been far better to have spent the effort
developing agents, redesigning compensation systems, reducing
costs, and otherwise improving the sales process, distribution,

and customer relations.

That is what happened in the United Kingdom and in
Australia. Let me now give you an update on what is going on in
the United States, which has also gone through a difficult period in

regard consumerism and compliance.

In America, the problem has not been so much of an
industry-wide issue as it was elsewhere but more of a company
issue, however, more and more companies are involved in time-

consuming and costly litigation.

These problems, to a great extent, were the result of the
growth in retirement and investment products that | discussed
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earlier — specifically, interest-sensitive products such as universal

life and interest-sensitive whole life.

In the late 1970’s and the early 1980’s, as the demand for
retirement funding rose, so did interest rates and dividends.

Eventually, the interest rates and dividends came down but the

demand remained.

A few agents chose to meet that demand by implying to their
customers that the high interest rates and high dividends would

remain in effect indefinitely.

When they didn't, the consumers complained and thus a
number of companies were fined huge amounts of money

because of the actions of the agents.

As you might have heard, one company may end up paying

billions in fines. -49-



So the real issue in the United States was not commission
disclosure as it was elsewhere but the failed expectation of clients
and the misconduct in the marketplace of a small number of

agents.

Today, the situation in the United States is this. The industry
received a great deal of bad publicity from which it is just

recovering.

In addition, there is a number of lawyers who are continually
on the prowl for more consumers with failed expectations so that

they too may go to court and file well-paying class action law

suits.

Meanwhile, to protect themselves from wayward agents and

predatory lawyers, companies have taken a number of actions.
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One company has totally separated the sales process and
the delivery process. Once the sale has been made, the producer
steps aside and the policy is delivered and administered by
another individual. This is to ensure that the client can not be
misled or mistaken in what they believe they have purchased or

what its expected return will be.

Most companies, however, have taken less stringent steps.

This is what companies are doing:

Instituting and adhering to strict compliance programs,

Installing ongoing agent training and development programs

that convey the proper market conduct standards,

Establishing excellent inquiry and complaint handling

systems,
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Using established industry programs that promote ethical

behavior, and

Working proactively with regulators.

Where these few guidelines are followed, a stronger, more

responsive, consumer-oriented business will result.

To help consumers know and understand what the industry

is doing in regard to these guidelines, a new association has been

formed.

It is called the Insurance Marketplace Standards Association
(IMSA). It has established a set of standards that companies

should meet and a list of approved assessors who will evaluate

the companies’ actions.
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Members of IMSA must also adhere to the organization’s set
of Principles of Ethical Market Conduct and Code of Life

Insurance Ethical Market Conduct.

To meet these standards, companies will review their
current practices and, where necessary, create and apply new

procedures seeking to assure company-wide compliance with the

principles and the code.

The one thing no one should do is to think that market
conduct problems can’t happen to them — it can, regardless of
where they are in the business life cycle. The only way to prevent

them is to take preventative action now.

Well, those are the lessons that might be learned from the
experience of the mature markets companies of the world
regarding the major topics of discussion for this meeting.
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Let me add one final lesson. Itis the most important lesson
that can be learned from the mature markets of the world — and

one that those mature markets should relearn.

That lesson is the old truth that those who forget history are
doomed to repeat it. The experiences of the mature markets of
the world tell many cautionary tales. Those companies in both
growth and prosperity stages of development who do not learn
from those experiences will be like the ostrich putting its head in
the sand, unable to see what's going on around him. Those
companies that learn from those experiences, however, will find
that they have propelled themselves into a new era of growth and
prosperity, having looked at the past experiences of others and

prepared themselves properly for the future.

*dkedekdhk
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Ageing Population and Lower Investment
Return

1. The question as posed may not be sufficient, the problem is wider, it is onc of retirement

in gencral. The problems of retirement arise from:

& Rising wealth and expectations

Longevity
Early retirements

A move from pay as you go to funding

Government interference

Medical advances and treatment

Retirement issues

2. The real problem is how much of any country’s resources will be devoted to the non-
working. In many economies, this question is alrcady being asked. Funding will not of
itself solve the problem, although it does help the economy during the accumulation
period by increasing the savings rate and investment. However, once retired, the
pensioner will be in the scramble for a portion of the National Income whether the
pension has been funded or not. If the pensions money were to be invested abroad, then
this would increase the national income by an inflow of dividends - funded pensioners

may then be in 2 stronger moral position for a greater share of the national income.
3. Pensions is only one part of the issuc, retirement income must be supplemented by:
8  Health care costs
8 Long term care
®  Emergency fund (cash on retirement)
4. If the industry is to help then it will be in the areas of:
& Fund accumulation

8 Risk management

®  Risk provision
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In many countrics fund accumulation has been a central part of life assurance companics
operations and funds under management. But now, they have no special position and
compcetition is extremely keen. The skills which are needed are not particularly life
industry skills, and the structure of lifc companics (especially pay bases) may inhibit their

devclopment and retention.

Risk management has not played as large a role in the business as it will in the future.
When we were just providers and distributors of products, this may not have been
important. In future risk management will be one of the ways in which we add value and
be integral to the business. However, before we can undertake risk management, there
will be a need to define and enhance our skill sct.

Risk provision has always been the life industry's stock in trade. In most jurisdiction the
life industry has a2 monopoly position in products to cover this. The challenge is to
position the products as cither value added or commodity, and to charge approximately.

If the industry cannot make reasonable profits on these, it is doomed.

5. So we now turn to the question as posed "Can Life Assurance Companics provide an
ageing population with secure retirements in a lower investment return cnvironment?”
Or we are living longer and caming less! As we have seen, the possibility of achieving this

objective is not entirely within the control of the life assurance industry.

Retirement provisions were developed when mortality rates were somewhat higher than
now and a significantly lower proportion of people reached retirement. Once they
reached retirement, their longevity was much lower than new. This meant that there was

lower level of provision but not necessarily highcr investment return.

The halcyon days of pensions was undoubtedly when investment returns were high and
expectations, at least, of payouts lower. Although the problem is posed jointy, ageing
and lower investment retumns are fundamentally different and should be treated scparately.

6. Mortality rates have been falling in insured populations since records began. At the

present time this looks likely to continue, although at a decreasing rate unless a major

breakthrough occurs which pushes back the "natural” limit of life. There is only one
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industry which is expert at "mortality”, the life assurance industry, and the future is bleak
of it cannot help.

However, the decrease in mortality rates has meant that the number of pensioners and the
period for which pensions are paid have both increased substantially. In the meantime
only minor alterations have been made to retirement ages. The state "pay as you go”
system can deal with this by increasing taxes or reducing benefits - the first of these is not
open to the Life Assurance Industry and the seoond is hardly an attractive solution.

The position may be even worse because annuitant’s mortality may increase at a faster rate
than assumed in the pricing basis of pensions in payment. This could be a particular
problem for emerging markets or the tiger economics. Standards of living are rising at
a rapid rate, and mortality improvements tend to go hand in hand with increasing wealth.
Wrong assumptions could lead to insolvency.

Is there any solution to mortality? Possibilities are

8 Increasing retirement ages to reflect the new circumstances
®  Higher funding rates
& Lower benefits

Nonc of these lic entircly in the hands of the insurance industry. The main role of the

industry may be one of education and a pressure group to ensure that the position is
addressed.

7. Reducing investment returns are presumably a result of a reduction in the expected rate
of inflation. If this is the case, then therc is 2 complex situation. To the extent that
inflation is expected then individuals will wish to have starting pensions high enough to
take account of this. Thus the lower the expected rate of inflation, the lower the required
starting pension. On this analysis part of the problem will be self correcting.

A similar factor will be at work during the accumulation period, in that incomes will rise
less quickly so prospective final salaries will be lower and consequently the required fund
will be lower. Whether this will make it easier to deal with, or more difficult, depends

upon the rate and incidence of inflation and how market expectations change.

PAWPDOCS\WESTALGLK01847.NOT
_ 67 P



26 June 1997 4

8. A more difficult problem is how the industry can provide a solution when there are
varying rates of inflation and varying rates of investment return.  Under these
circumstances the industry will appear to do superbly well at times and dreadfully at other
times.

It might be thought that only countrics with falling populations, such as some European
areas where the average number of children per woman is 1.25, would have the problem
of an ageing population. The reality is that any country with a lower rate than
approximatcly 2.3 children per woman will ultimately be faced with the problem of an
ageing population, because of the reduction in mortality ratcs.

The advantage that countrics of the Pacific Rim have is that the economies are expanding
rapidly. This will mask the consoquences for some time until growth rates reduces (or for
cver, if they continuc to grow at 8%+ per year). Thus these countries have the luxury of
being able to plan ahead for eventualitics which are imminent for the Western Europce and
Australia.

9. Finally turning to experiences in the UK. The UK has a threc way system

®  Large cmployee sponsored funds
®  State provision (pay as you go basis)
8  Individual Personal Pensions

The life assurance industry is involved in Individual Pensions and top ups for employecs
in the large employee sponsored funds. All recent provision has taken place against a very
strong bull market so the direct problem of an ageing population and lower investment

returns has not had to be faced so far.

However, the UK life assurance industry is going through a major crisis which has its
roots in this issuc. In the mid 1980's the UK government became concerned that from
the year 2020 the social security costs would be unsustainable. A major item of cost
would be the state old age pension. It was decided that there would be 2 major initiative
to persuade individuals to use the private system - mainly life assurance companies. At the
same time there was a move to “liberalise” pensions and cnable employecs in sponsored

funds to opt out and transfer into a Personal Pension with an Authorised Provider.
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The environment was such that many individuals transferred from large funds to
Individual Pensions with life companics. Subsequently it was found that many such cases
were the result of bad advice, and that the pension planholders had suffered financial loss.
The life assurance industry is in the throes of investigating and compensating those
affected. The estimate of the total cost to the industry is in the range £3 billion to £5
billion. All of this has rather clouded the issue and taken the “gloss” off Private Pensions.

The new government has continued to be worried that the state will not provide sufficient
income for pensioners because the burden wil be too heavy for the then taxpayers. Thus
far no firm propasals have emerged, but they have said that their first priority will be for
the lower income section of the population - this makes sense because other sectors are
catered for by the large schemes and Individual Pensions. There is obviously great interest
in the details to be announced.

From the life assurance companies point of view there are two problems

® the amounts of moncey to be collected from the lower paid are likely to be in small
units. Most companics arc not structured in a way that enables them to handle these
small payments.

® there has been considerable criticism of the life companies on the level of costs and the

previous pensions misselling so they are not in favour with the legislators.
So there may not be the opportunities which might at one time have been expected.

The major contribution which the life industry (together with employer funds) has made
is to ensure 2 high level of funding. The UK has by far the highest level of funded
pensions in Europe. Whilst, as stated earlier, this docs not give a complete answer it does
give greater moral strength to pensioners in the argument over the division of the national

income.
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(Living Longer and Earning Less)
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2006(F4) 36.9 60-64
2016(FA) 396 65-69
2026(FA) 41.4 70-74

o RERER B R

T
)

AE - S8 BRAA =ZANA T AL HAF 2o
MREFADL otk T 22 AZA 8471 Fa%H ol EFe

AHel ML fRIG

- 74 -



(i) BB =23 A79 & F9 F71
(i) Z7183slaz se A

(i) =A% fictrae] S7t

olehe} He 7 dRIFOAN B4 1009% 18 AR £A
2 ez Y& Ro2 Ao YAe 2/HA 24S HoFT U
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7}, BB EE A 8] 2 (Long-Term Care)
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19949 69 AA 339 AT 1008 3T REE(nursing home)
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<50 0.01 0.01
50-59 0.08 0.07
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85-89 15.2 9.25
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1980 | 178 | 17800 | 13937 | 783 7,826 6111
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BELBIFHBMAEZAE® (The Economic Planning Advisory Council)
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Living longer and earning less.
AH. Pollard

On 13th December while | was enjoying a Westpac Christmas
lunch the banker on my left said : “Did you hear this morning’s
great news ? The Reserve Bank has lowered the official rate
by another 0.5%.”

“Terrible news” | said. “I have no mortgage and down goes my
investment income.”

LIVING LONGER - THE FIGURES
The population expectation of life at various ages in Australia has increased
over the last 20 years as follows (1):

Year Males aged Femalesaged
0 60 70 80 0 60 70 80
1974 68.5 15.7 9.8 5.6 755 203 129 7.2
1984 72.5 178 113 6.5 79.0 224 146 83
1994 75.0 19.4 12.3 7.0 80.9 240 156 8.8
Increase(%)
over 20 yrs 10% 25% 26% 24% 7% 18% 22% 23%

An increase of 25% over a period of 20 years for men and over 20% for women
is substantial. While the increase in the second decade is less than in the first
in all cases, it is reasonable to assume that the expectation of life will
continue to increase, though probably at a slower rate.

An_ageing population

With the fall in fertility over the last 25 years the age distribution of the
population is changing significantly. The following table shows how the
median age is increasing. In 1971 and 1972 the quinquennial age group with
the largest population was the 0-4 age group. The table also shows how the
youngest age group with a smaller number of people than the 0-4 age group
continually rises decade after decade (2), (3) : '

Year Median age Youngest age group with.
of population . lation han Q-4 r
1971 27.4 S -9
1976 28.4 20 - 24
1981 29.5 35 -39
1986 31.1 40 - 44
1991 32.5 45 - 49
1996 34.0 50 - 54
2006(est) 36.9 60 - 64
2016(est) 39.6 65 - 69
2026(est) 41.4 70 - 74
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In the last 20 years the number of children under 15 has grown by only 3%, the
number of 15 to 64 year olds by 36% and the number over 65 by 76%. The
number over age 85 grew by 138%. 70% of the over 85s in 1996 were females.
In the one year to June 1996, while the whole population grew 1.3%, the over
85 population increased by 6%. The numbers 20-24 fell 2% in the year.

(While lower mortality is important, it is lower fertility which has had a
greater effect on the ageing of the population.)

Expected length of retired life.

From a social and financial point of view it is not merely the longer
expectation of life at the older ages which is important.

Three factors are important and they all add to the financial cost :
(i) the large increase in the numbers reaching retiring ages
(ii) the tendency to retire earlier

and (iii) the increasing life expectancy after retirement.

The following figures (4) for the number of men employed in each age group
per 100 of the male population in that age group show that earlier male
retirement has been a feature of recent years. This is partly due to
retrenchment and inability to get work. Surveys confirm earlier involuntary
retirement.

Date 45 - 54 55 - 59 60 - 64 65 and gver
Nov 1980 88.6 80.1 48.4 11.5
Nov 1996 83.3 68.0 40.3 9.2

it is an interesting fact that despite the earlier retirement of individual
males between 1980 and 1996, because of the increased numbers surviving to
these higher ages the actual numbers of men employed at these ages as a
percentage of employed men of all ages remained virtually unchanged.

Date A rcen f all mal mpl he num mpl ver
following ages were : '
45 35 60 65

August 1980 30 12.5 5 1.6

August 1996 31 11 5 1.8

The figures given earlier for the drop in the percentage of males employed at
the higher ages indicate, acccording to my calculations, that between 1380
and 1996 males, on the average, retired two years earlier.

The drop in mortality alone between 1980 and 1996 caused the expected years

of male retirement to increase 16%. With the additional effect of two years
earlier retirement, the increase in 16 years in the expected years of retired
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life was 26% (5).

The retirement figures for females are confusing because of the increasing
workforce participation of women and by the movement, in the case of both
males and females, towards part-time work.

Whether earlier retirement will continue, or whether recent trends will be
reversed, will depend on the age distribution of the labour force, social
customs, financial provision for retirement and the state of the labour market.
Currently with the long-term outlook for the labour market not favourable and
with increasing provision for retirement, a reversal of recent trends to

earlier retirement seems unlikely. Certainly for many issues retirement
trends need to be taken into account when studying the effect of ageing.

Population forecasts

The ABS Series D projections of the population of Australia are based on the
reasonable assumption of fertility reducing from the present 1.85 children per
woman to 1.75 in 2004 and then remaining constant, and net migration falling
from 120,000 in 1995-96 to 70,000 a year in 1998-99 and thereafter
remaining constant. The forecast percentage increases in the numbers over
various ages are as follows (3) :

Age group 1996 _2001 2006 2011 2016 2021 2026
All ages 0 6 10 15 19 23 26

Over 65 0 8 19 35 59 82 107
Over 70 0 14 23 35 54 84 112
Over 75 0 20 37 46 61 87 128
Over 80 0 20 46 66 76 96 133
Over 85 0 29 58 94 121 133 166

It is clear that the high growth in numbers in the older age groups, which has
been a feature of the last 20 years will continue to be a feature of the next 20
and more years. The next 20-year growth in the over 65 population will be
three times that of the total population, and for the over 85s over 6 times.

her in lati

All the figures quoted so far are for Australia. Because of Australia’s higher
fertility rates and large immigration programme, ageing of the population has
proceeded at a slower pace in Australia than in most Western countries. This
can be seen from the latest figures for the percentage of the population 60 and
over, 65 and over and 75 and over for various countries (6), (7) :
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Country 60+ 65+ 75+
Australia 16 12 4.7
NZ 16 12 4.7
USA 17 13 5.5
Japan 20 14 5.5
Austria 20 15 6.1
France 20 15 6.1
Greece 21 15 6.1
Germany 20 15 6.2
Switzerland 20 15 6.6
Italy 21 16 6.5
UK 21 16 6.9
Sweden 22 18 8.2

(Incidently, Monaco has the oldest population with 29% aged 60 and over -
presumably due to being free of income tax rather than demographic factors. It
is very difficult for foreigners to become residents there !)

The United Nations published projections of the populations of various
countries in 1995 and their results for the proportions of the populations aged
65 and over are (6):

Country 1995 2020 2030
Australia 12 16 22
NZ 12 15 20
USA 13 16 21
Japan 14 25 30
(8] 4 16 18 23
France 15 20 25
Greece 15 22 31
Italy 16 23 34
Sweden 18 21 22

The ABS Series D projections for Australia (3) give 18% 65 and over in 2021
compared with 16% in the table above. The people aged 65 and over in 25 years
time are with us now, aged 40 and over. The main assumption in the
projections concerns their survival and this can be fairly accurately forecast.
The departures from the above figures are not likely to be dramatic and we can
assume a very significant ageing of the populations will take place.

The increases from 12% to 16-18% in 25 years for Australia, 14% to 25% for
Japan, 16% to 23% for Italy are very large.

We have generally underestimated future improvements in survival rates. In
post-war Japan the female expectation of life jumped from 54 years in 1947
to 77 years in 1975 - a remarkable increase of 23 years in a 28-year period.
Based on these figures the President of the Institute of Actuaries of Japan
(Shigekazu Hishinuma) in the early 1980s in an excellent paper (8) estimated
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the limit to the female expectation of life in Japan to be about 81.7 years. By
19889 it had exceeded that and in 1994 was 83.0 years (7).

-wi robl

It is clear that the problems arising from an ageing population are not limited
to Australia. They are more acute in many other countries. The taxation cost,
and hence the burden on the working population, of State pensions, health
services, nursing home facilities etc is a problem for all advanced economies
who saw the need and introduced generous welfare programmes. Fear that the
increasing cost of state welfare with an ageing population will result in an
unacceptable increase in the leve! of taxation is causing many countries to see
to what extent care of the aged can be passed back to the individual or to the
private sector.

Some relevant quotations are : “government social security programs in the US
and around the world face projections of insolvency” (9); “discussing the
potential for Social Security privatisation” (9); “Indonesia is privatizing its
social security system”(10). Australia’s superannuation guarantee levy is a
move in that direction.

| suspect that, if one or two of the countries most critically affected show
the way, others will soon follow their lead with enthusiasm. Any such changes
can only increase the role for the life insurance industry.

The title of this Session refers to providing “an aged population with secure
retirements”. The words “Eaming less” seem to be stressed as though having
adequate income is now the main concern of the aged. | suggest that a greater
concem is having access to nursing care, to acute hospital care and to a
nursing home bed when the need arises. | shall therefore refer to these before
dealing with investment returns.

S- M CARE

Services required by the elderly include 24 hour a day skilled nursing care
(usually at home), skilled nursing care at irregular intervals for limited hours
per day, and full nursing home care. ’

In June 1994 the number of nursmg home residents in Austraha per 100 of the
relevant population were (11) :

Ar Males Females .
<50 0.01 - . 0.01
50-59 0.08 0.07
60-64 0.22 A .. 023
'65-69 ‘ 0.46 ' 0.50
70-74 1.14 1.04
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75-79 2.90 2.27

80-84 7.12 4.66
85-89 15.2 9.25
90-94 28.4 15.4
95-99 43.6 25.4
100 + 57.8 39.3

The cost of care in a nursing home is substantial - probably in the order of
$40,000 a year. As such care is subsidised by the Government the number of
nursing home beds is government controlled, and even those who can well
afford to pay often find it difficult to obtain a bed. The elderly population is
becoming increasingly more affluent with home ownership, the growth of
occupational pensions and personal savings and expect to find nursing care
when required. The government however is reluctant to face the increasing
cost of long-term care. Political pressure for healthcare facilities for the
elderly will rise as the percentage of persons of voting age who are 65 and
over rises from the present 16 % to 23% in 2021.

‘Without any change from the 1994 figures above,in the number of persons in
nursing homes in each age group as a percentage of the population the number
in nursing homes in future years will increase by the following percentages
solely due to the ageing of the population. Figures for the increase in the total
population are shown for comparison :

Year 1996 _ 2001 2006 2011 2016 2021 2026
Increase(%) o 20 4 6 8 102 134
Pop. inc. (%) 0 6 10 15 19 23 26

The need for insurance cover to provide the costs of the various forms of long-
term care is clear. The challenge to the insurance-industry worldwide is to
develop a suitable contract. The costs are too high if insurance is left to
middle age. Young people never think they will need cover. The solution seems
to be to add long-term cover as a benefit in superannuation contracts. When
paid for over 40 years the cost is small.

GROWTH MARKETS - HOSPITAL | N

The number of occupied bed days in hospitals' per 1000 of the relevant

population for the 75 and over age group is, in Australia, 7 times the all-age

average for men and 5.5 times for women. Figures for the higher ages are :
All ages 50-64 65-74 75 andover

Men 1172 1620 3963 8236
Women 1496 1459 3133 8191

UK data show that the increase with age is largely due to medical rather than
surgical cases.
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If these rates are not cut back by shorter stays in hospital, or by a government
planned shortage of hospital beds and resulting waiting lists or by the
disappearance of private hospital insurance, then the number of occupied bed
days resulting solely from population growth and the ageing of the population
will increase by (%) :

Year 1996 _2001_ 2006 2011 2016 2021
Increase (%) 0 10 20 29 . 40 53

Half of this increase is due to population growth and half due to population
ageing. Bed-days will probably increase to a lesser extent than these figures
because of shorter average lengths of hospital stay. However recurrent costs
per bed day have recently increased by 1% p.a. more than the CPIl and there are
also capital costs (13). :

With the increasing costs of Medicare, the Government is reluctant to accept
an increasing liability for hospitalisation and therefore is encouraging private
hospital insurance so that the private sector will bear more of the burden. Its
present approach is to encourage lower income earners to insure by providing
a subsidy, and by virtually forcing high income earners to insure by imposing
a tax penalty on those who do not. With increased contributions by funds
taking up much of the subsidy it seems unlikely that the approach will have
much success. It is estimated that 800 persons a day are dropping their health
insurance.

The Government’s latest modification is to permit health funds some
flexibility in the benefits offered under their policies and in particular to
offer premium concessions to fund members of long standing and to penalise
short-term insurers. This is not likely to do any more than stop the drift from
insurance and hold the present unsatisfactory position.

Age rating would make hospital insurance quite unaffordable for those who
most need it (the aged) and who cost the hospitals most. Community rating is
therefore essential. However the low-risk young now recognise community
rated hospital insurance as the poor deal for them that it is, and are opting
out, making premium rates for the elderly unaffordable and they too are forced
to drop out. Voluntary community rating will not work.

The only solution, it seems to me, (14) is to require the tax authorities to only
appprove superannuation trust deeds that have minimum hospital insurance as
a benefit. This requirement would make the Government’s present
subsidy/penalty scheme effective. The results would be :

1. A significant lowering of insurance contribution rates as low-risk
contributors are brought in. (92% of the work force now have
Superannuation). Insurance would become more viable for the elderly.
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2. With the lower contribution rates the Government subsidy would provide
a significant part of the premium for low income earners and hence not
reduce to too great an extent the retirement provision. It would also
make the penalty on high income earners more effective.

3.  Private hospitals would welcome the arrangement because it would raise
their occupancy and hence their profits. It would make efficient use of
all available beds.

4.  Public hospitals would be able to transfer more beds to private fee-
paying beds and hence increase their income. The day charge for private
patients in public hospitals is in the hands of the government and can be
increased if necessary.

5.  Superannuation funds could obtain cover from registered insurers who
would welcome the extra business which would reduce. their costs. Or,
larger funds could register as health insurers (subject to community
rating and the other requirements) and they would provide strong
competition for existing insurers because the cost of administration for
them would be very small (virtually only claims settlement directly
with hospitals) .

The likely criticisms of the proposal are (1) the element of compulsion and
(2) whether the cost of the hospital insurance would so reduce the amount of
the retirement benefit as to make it inadequate.

The reply to the first criticism is simply that community rating is essential
and voluntary community rating will not work. In any case de facto compulsion
has already been introduced by the Government by the size of the tax penalty
on those high income earners who do not insure. There is no better time to
introduce compulsion than when a subsidy is being provided.

To answer the second criticism one needs to consider actual figures. The
requirement | propose is that the member only should be covered, and should
be covered 100% for hospitalisation in a public or private hospital with a $500
deductible. (The spouse will be covered by his/her superannuation, if
employed. If not, such cover or ancillary benefits, can be purchased if desired
outside the superannuation system). '

The MBF premium for such a contract from 1 July 1997 is $469.00 a year.
What this will reduce to when all the low risk contributors are insured is
unknown but $350.00 does not seem an unreasonable expectation. If from this
is deducted the $100 subsidy, the cost is $250.00 a year or only 0.8% of
average earnings. This does not seem to make the proposal unacceptable.

With governments worldwide seeking ways to reduce the burden of welfare, it
seems to me that a development such as this in Australia is only a matter of
time.
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GROWTH MARKETS - INVESTMENT SERVICES
in n m_envir

For decades in the post-war period the social philosophy was “full
employment”. Over 25 years the average unemployment rate was 1.7%. Only
once in that period did it exceed 3% - namely in the 1961 recession when it
was 3.2% (15).

The current social philosophy is “low infiation”. If underlying inflation rises
above 3% then, according to current philosophy, the economy must be slowed
down to reduce these cost pressures. Slowing down the economy means fewer
jobs. With the unemployment rate at 8.6% Bishop Hollingsworth was right
when he said “it is indecent for the sake of low inflation to put people out of
work”. With the official unemployment rate over 8%, and the real rate well
into double figures with no signs yet of falling, one wonders how long society
will accept a low inflation philosophy.

There are other reasons why it may prove to be impossible to hold to a low
inflation philosophy.

Firstly, there is the size of the pay rises granted recently (at the time of
writing, Feb 1997) under enterprise agreements (16) :

ACl Glass 16% by mid 1997

Hawker de Havilland 17%-18% over 2 years

Lendlease 219% over 3 years

Multiplex 24% over 3 years

Clyde Oil 159% over 3 years, plus $1000

Goninan 10% in 1997 plus 2% productivity

BHP Stee! ‘ 109% over 2 years plus up to 5% productivity
Amcor 109% over 21 months

Secondly, individuals have ;built up their major asset by buying a home with
borrowed money and receiving the capital appreciation flowing from inflation.
Low inflation should see house pnces stablhse

Thirdly, high infiation encouraged hlgh gearing by companies since asset
prices almost always rose. :

Fourthly, governments will no Ionger.’ be able to solve their fiscal problems by
“bracket creep” - the increased revenue as individuals move into higher tax
brackets as their nominal income rises with “inflation.

Politicians and society may well come to see some merit in higher economic
growth with some infiation. :
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| suggest we cannot take it for certain that the present low investment return
environment will be with us for ever. | remember reading, just pre-war when
interest rates were low and falling, a serious technical paper on “investing at
zero rates of interest”!

ral level of i nt r irrele

It is the real after-tax rate of interest which is important,and that being the
case, Australia is in a high interest environment. Currently, (February 1997)
inflation is 1.5% p.a. and the official deposit rate at call is 6% i.e. a real rate
of 4.5% which is historically high. Throughout Australia’s earlier perod of low
inflation (in the 1950s and 1960s) the real short term interest rate averaged
2.0% (17). Our current rate is higher than that of all the advanced economies.

The following figures show that the amount available for spending after
allowing for tax and inflation is in many cases higher in the present low
inflation environment than in the high interest 1980s (18).

rgmygs;(&[

HIGHEST MARGINAL TAX RATE (48.7%)

1986  15.1 15100 7746 9.77 9766 -2020
1989 17.8 17800 9131 7.83 7826 1305
1996 5.99 5990 3073 1.52 1519 1554

LOWEST MARGINAL TAX RATE (21.7%)

1986 15. 15100 11823 9.77 9766 2057
1989 17.8 17800 13937 7.83 7826 6111
1996 5.99 5990 4690 1.52 1519 37N

Whatever the general level of investment returns, be they high, low or
fluctuating, there will always be funds seeking investment (private savings,
superannuation, lump sums etc) and a demand for investment services. The
1955 to 1970 period was an era of low interest/low inflation with 5 year
finance company debentures yielding 6% to 7.5%, bank housing loans 4.5% to
5.75%, bank fixed deposits 2% to 4.75% etc and yet life office assets
quadrupled during this period, trading bank fixed deposits and capital raised by
listed companies (mostly fixed interest) both quintupled (19).

With low inflation also there is little need to provide for erosion of the
capital base.

Demand for capital in Australia, as evidenced by the rapid rise in foreign debt,
is and will continue to be, high.
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Large funds for investment

Funds becoming available for investment depend to some extent on community
attitudes to consumption versus saving. The likely trend over the next decade
or two is a balance of conflicting factors. The steady drop in the household
savings ratio from nearly 15% 20 years ago to around 1% currently (20), the
high level of unemployment, the increase in single parent families and the
move to part-time work are all negatives.

On the other hand the increase in two income families, the reduction in family
size and the introduction of compulsory superannuation are positive factors.

Over the 5 years to June 1996 with all these factors operating, the market
capitalisation of listed shares rose from $167bn to $347bn (or 44% to 71% of
GDP), Australian assets of life offices from $82.5bn to $110.4bn, interest
bearing current deposits with banks from $18bn to $52bn and fixed deposits
from $77bn to $130bn (21). These figures all suggest a significant increase in
funds for investment.

The time in the life cycle when investible assets reach their peak is when
children have left the family home, when people are reaching the peak of their
career or when they have sold the large family home and entered a unit or
retirement village, or have received a lump sum on retirement,etc. The ageing
of the population will result in a higher proportion of the population being in
this category and should mean an increasing market for investment services.

The Economic Planning Advisory Council made projections of household
superannuation assets at retirement in 2031 and in 2041 based on the phased
in introduction of 9% Superannuation Guarantee Contributions and later 3%
employer contributions. They assumed :

(i) 40 years service for the primary income earner and 30 years.for
the spouse who is assumed to receuve two-thlrds of the salary of
the primary earner.

(ii) salary increases of 1%p.a. in rea! terms

(iii) current tax arrangements’ :

(iv) superannuation funds earn'4.5% p.a. real rate of return.

They obtained household superannuation assets at retirement in 1992-93
dollars as follows (22) :

Main salary ~ 2031-32 2041-42

(% of AWE) ($°000) ($'000)
67% 307.2 ‘ 380.5
80% 368.7 456.4

100% 463.4 573.2
150% 700.0 865.2
200% 931.7 1157.1
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With universal superannuation, even if lesser figures than above are achieved,
it is clear that from this source alone large funds will be available for
investment and investment services will be in demand.

Rice Kachor forecast that superannuation assets of about $260bn now could
rise to over $1284bn by the year 2006 under an optimistic scenario, or to at
least $1031bn under a more pessimistic scenario (23).

The assets of the elderly (24)

Retirees make up about 15% of the population but, according to Government
estimates, own 28% of the $1240bn private wealth - $250bn in residential
assets and $100bn in non-property assets.

A MINTEL survey puts retiree investments, excluding owner-occupied housing,
a little lower at $78bn : -

775,000 self-financed retirees ($132,000 per couple) $52 bn
908,000 pensioners with investments $26 bn
700,000 pensioners with no investments

The $78 bn investments are held in

Annuities, allocated pensions $10 bn
Other retirement income streams $20 bn
Bank accounts $20 bn
Shares, unit trusts, real estate, fixed interest $28 bn

Universal superannuation, as indicated above, should greatly increase these
figures.

Pre-retirement investment

With the increasing superannuation guarantee contributions pouring into funds,
the market for investment services will steadily increase. With the ,
deregulation of the financial system there are many operators in the field.
There are over 40 major operators whose performances are published in
investment performance surveys .

Figures for the last decade show that a consistent 60% or slightly more of
total superannuation fund assets are held outside the Statutory Funds of life
offices (25).

In a recent BIS Shrapnel survey of 254 super funds 20% said they expected to
replace the managers they were using (26). There are no significant deterrents
to prevent switching if a client wishes to do so. A recent Mercer survey
showed that seven fund managers have produced an excellent median return
over 20 years of 14.7% p.a. i.e. converting $1000 into $15,500 over 20 years.
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After adjusting for CPI inflation the real return was 8.2% p.a. converting, in
constant dollars, $1000 into $4850 over 20 years (27). The seven fund
managers were :

B.T. Retirement 16.7%
J.P. Morgan ‘ 14.9
Rothschild 14.7

- Westpac 14.7
MLC ' . 13.8
AMP 13.2
Schroders 13.2

This gives some idea of the competition.

Whether life offices can hold, or build up their less than 40% share of the
increasing market depends on a number of factors :

(i) Their past performance as reported in surveys.

(ii) The public reputation of their investment team.

(iii) The quality of their investment advisors who service clients; the
quality and regularity of the information they provide and their
ability to persuade both existing and potential clients that their
investment team and management, in all areas of investment have
the best specialist skills, all the requisite knowledge and are in a
special position to be able to consider good investment
opportunities.

(iv) Their cost structure and efficiency.

(v) The extent to which they are geared to meet changes in the market.
Rice Kachor predicts that the next decade will see industry funds,
master trusts, and personal superannuation increasing their share
of superfund assets from 28% to 52% of a very much larger total,
and rollover funds switching to annuities and pensions (23). .

ost-retir i m

The market for post-retirement investment services both for investment of
superannuation assets (see figures given earlier), for proceeds of sale of the
family home and for non-superannuation savings will be substantial. Retirees
have their own particular preferences and a wide range of products is
available - annuities, allocated pensions, bank deposits, shares, unit trusts,

property trusts, real estate, negatlve gearnng arrangements and fixed interest
securities. .

In this market the client is the individual retiree rather than the trustee of a
superannuation fund. The consultant, the insurance agent and the broker have
to compete with the professional financial adwsors in servicing these clients.
In the late1980s, when returns of 17% were available on safe fixed mterest
securities, retirees were happy with these simple mvestments In a Iow
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interest environment, funds are still there to invest, but retirees are more
discriminating, and more likely to seek advice as to what is for them the best
investment.

If life offices are to satisy this market they will need to be able to provide
the wide range of products mentioned above as well as having a reputation for
performance, quality staff etc. Their reputation for performance in the much
publicised pre-retirement market will indirectly influence this market too.

The growth of single premium business, of annuities, allocated pensions and
investment products and of bank associated companies offering mainly these
products show the way the market is going.

A low investment return environment not only makes retirees more
discriminating in seeking advice about range of products and investment
return, but makes the level of costs of operation of greater importance. The
challenge for life offices. in marketing what are essentially investment
products in competition with others in a deregulated financial market is to
finance a highly qualified expert. investment team, provide expert client
advice and market .their products while keeping costs at a competitive level.
This may well be an impossible task for a small life office unless it chooses
to operate in a niche market.

The following figures are the ratios of commission paid divided by premium
income for 1995 for the 22 largest offices (28). | know they cover all classes
of business and are therefore not comparable, but they vary so widely (from
12.8% to less than 1%) that they may have some relevance to the point | am
making. In a low investment return environment these commission differences
may well be critical and the costs of non life office competitors may well be
quite low.

Tower Life 12.8 AMP 4.9 GO 2.5 Macquarie 0.9
FAIl 12.4 Nat.Mut 4.9 BT 2.0 Citicorp 0.9
Colonial 11.3 Lendlease 3.8 Le Fort 1.9 SGIC 0.4
Norwich 9.6 Prudential 3.6 ANZ 1.5 AM 0.2
Mercantile 7.5 Zurich 3.6 NatAust 1.3 C'wealth .0.02
L&G 6.8 Suncorp 2.6 All 22 offices 4.1%

As in all markets it is important to design products which meet the needs of
clients. Many retirees with significant funds feel they should be sharing in the
capital gains available on the stock market, particularly when fixed interest
returns are low, but they fear the downside risk of loss. Endowment warrants
which provide some leverage, or capital-plus warrants or similar products
may become popular. A product which offers a share in capital appreciation of
a parcel of listed blue chip stacks with a guarantee of return of investment
without interest if the total value of the stocks fall. seems to me to be a
product likely to appeal to wealthy retirees. Whoever devises and markets
such innovative products may well take a share of the very large market from

stockbrokers and others. 12



i i havio modelli

All that has been said so far assumes there will be no change in client
behaviour in response to a different economic climate.

The literature (9) indicates that actuaries in USA are busy collecting data and
building models to indicate the effect on retirement patterns and income
streams of mortality, health, tax, benefit levels, social security programs,
retirement ages, etc.

Economists too are building retirement models devoting partlcular attention
to retirement behaviour as affected by

different saving and consumption patterns with rising life expectancies

the opportunity cost of retiring at younger versus older ages.

marital status, family structure and health

the type of plan (defined contribution plans reward working to older
ages, defined benefit plans favour earlier retirement)

* * % *

‘Actuaries and economists are now working together to develop jointly more
complex models.

That distinguished American actuary of my era, Dr Robert J. Myers on page 10
of reference (9) reveals courage which | lack when he expresses frankly a
view with which | have considerable sympathy. He describes complex
retirement models built up from past experience and extensive opinion polis
as “a relative worthless, even though a great intellectual exercise.”

One of the problems is that, in Australia, the move to earlier retirement
mentioned earlier, is not a matter of deliberate planning, but the result of
forced retrenchment associated with company restructuring and high
unemp!oyment |evels. It may or may not recur.

Another problem is that if a Iow mﬂatuon low interest envnronment becomes
a permanent feature of the economy, it may very well cause a change in.
saving/consumption patterns and attitudes to superannuation. But a study of
the past, no matter how complex, will give us no guide as to the future. The
marketing plans and public education programs of life offices could do a great
deal to adjust client behaviour to the new environment. ‘

Although in my view it is too early yet to be certain, those life offices that

believe we are in a new economic environment have a duty to advise their
clients how their saving patterns for the future should be adjusted as a resuit.
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CONCLUSION

1. With lighter mortality, an ageing population, earlier retirement and
universal superannuation there is a rapidly growing market in Australia for
services to the elderly.

2. I the Australian Government can be persuaded to include long-term care
and hospital insurance as benefits in superannuation schemes they will be
benefits in increasing demand.

3.  With universal superannuation the superannuation market will continue
to grow. The extent to which life offices participate in that growth will
depend on their investment performance, the reputation of their investment
team and the quality of service provided by their client advisory teams.

4. The post-retirement funds available for investment will increase rapidly
from universal superannuation, sale of the family home, non-superannuation
savings, etc. The extent to which life offices participate in this growing
competitive market will depend on the appropriateness of the products
marketed, their reputation as investors and the quality of service provided by
their consultants.

5. Large funds will still be available for investment even if a low
investment return environment remains, but clients are likely to be more
discriminating in their search for the best returns, considering different
advisors and various products. Costs of operation will become relatively more
important and the challenge will be to provide good investment results and
good client advice at an acceptable cost. There is no reason why large life
offices cannot meet this challenge. Small offices will need to concentrate on
niche markets.

6. It will be more important for products to be tailored to meet the post-
retirement needs of a wealthier community. A share of capital gain in an
equity portfolio with a no-loss guarantee is an example.

7.  If life offices believe we are in a new economic environment, they have a

duty to advise their clients how their saving patterns for the future should be
adjusted as a result.
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7) D. W. Gregg, "Human Wealth-Span: The Financial Dimensions of

Successful Aging,” in N.E. Culter, D.W. Gregg, and M.P.Lawton(eds),
Aging, Money, and Life Satisfaction: Aspects of Financial Gerontology.
New York, Springer, 1992, p. 169. See Also: N.E. Cutler and D.W. Gregg,
"The Human Span’ and Financial Well-Being in Older Age,” Generations,
15(Winter, 1991): D.W. Gregg, The Human Wealth Span: A Life-Span
View of Financial Well-Being,” Journal of the American Society of CLU
& ChFU, 47(March, 1993): 30-32. For a more recent summary of the
model and related concepts see: N.E. Culter, "Davis W. Gregg’s Model of
the Human Wealth Span: Defining the Theory and Practice of Financial
Gerontology Over a Life Time and Across Historical Time,."in L.A. Vitt
and JK. Siegenthaler(eds.), Encyclopedia of Financial Gerontology.
London, Greenwood Press, pp. 518-524.
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~ Ageing Populations:
Living Longer, Earning Less, Seeking Retirement Security

How Can Life Insurance Companies Provide Ageing Populations
with Secure Retirements in a Lower Investment Return Environment?

Neal E. Cutler, PhD

 The stcph E. Boettner/Davis W. Gregg Chair
» of Financial Gerontology

Widener University
Chester, Pennsylvania USA

PROLOGUE

In his Plenary Address to the 1990 meetings of the International Insurance Society, Nippon
Life Insurance Company Chairman Gentaro Kawase identified what may be the fundamental

dilemma of contemporary life insurance, and what may be a general theme of today’s
discussions: '

The needs of life insurance customers are shifting from preparation “for death” to

preparation “for life,” and from *for others” to “for myself.” To meet the challenge

of these changing needs the life insurance industry must take the following two basic

tactics:

4 keep the share of and vested interest in the death-coverage market as a core of the
industry, and -

4 adjust to the new demands of a savings oriented market while paying careful
attention to the realignment of financial sectors.'

However, because of trends in the “new gerontological demographics” over the next
quarter century, as discussed in this paper, even keeping this core “death market” may not be so
easy. As Black and Skipper have noted:

'G. Kawase, “The New Century Survival Strategies for the Japanese Lifc Insurance Industry,” Plenary
Address Delivered to the /nternational Insurance Society, annual meeting, Paris, 1990.
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The existence of baby boom generations in the United States and elsewhere continues
to enhance demand for the products sold by life insurance companies. These
individuals, for the most part, are in their prime child-rearing years, and . . . the
demand for life insurance can be expected to reflect this fact.?

It is at this point that gerontological demographics become especially critical. It is not only
the changing aggregate demand for life insurance (or death-protection insurance “for others”) that
is affected by changing demographics. In addition, as millions of boomers in dozens of
countries become middle-aged and mature out of their prime child-bearing years, it is the
mix and profile of life insurance, pensions and other retirement income vehicles, as well as
health and long-term care insurance which become key elements in the strategies for life
insurance and financial services companies.

1 FINANCIAL GERONTOLOGY IS NOT THE STUDY OF OLD PEOPLE—
Population Aging vs. Individual Aging

In an important article published at the beginning of this decade Professor Eric Midwinter
discussed the social and economic consequences of “an ageing world” in terms of worldwide
growth in the number of elderly persons.’ Gerontology is not, however, limited to the study of
old people or of old age—but is the study of the multiple developmental processes of aging. As
such, middle-aging is as much a part of gerontology as is the traditional focus on older
aging. This is especially important in the new field of financial gerontology—a major concern of
which are the linkages among aging processes, financial security, and life satisfaction.*

Middle age has three special implications for linkages between retirement security and the
life insurance industry. First, as suggested by Black and Skipper, the need for traditional life
insurance by middle-age families diminishes as they move out of their child-bearing years.
Second, and of special relevance to the search for retirement security, middle age is a stage in the
human wealth span in which financial planning for the rest of one’s life typically accelerates
(or begins if it has not begun already). Third, because of increasing old age longevity, middle-
agers nowadays are more likely to have personal and financial responsibilities for their surviving
elderly parents.

Underlying all of these implications and issues is a financial and insurance world in which
middle age is becoming as at least as important as old age. To document this new gerontological
demography, we begin by noting that there are two different kinds of aging, Population Aging

2K Black and H.D. Skipper, Life Insurance, twelfth edition. Englewood Cliffs, Prentice-Hall, 1994.
3E. Midwinter, “An Ageing World: The Equivocal Response.” Ageing and Society, 10 (1990):221-228.

*N.E. Cutler, D.W. Gregg, and M.P. Lawton (eds.), Aging, Money, and Life Satisfaction: Aspects of
Financial Gerontology. New York, Springer Publishing Company, 1992,
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and Individual Aging. Population Aging refers to the aggregate number or percentage of people
of different ages within a national (or regional or local) population. By contrast Individual
Aging refers to the maturation or human development of individual men and women, including
their increasing longevity.

We are especially concerned with changes over time in the dynamics of these two
interconnected but different kinds of aging. Trends in the age structure of national populations
provide information and insights conceming how private and public organizations
influence—and are influenced by—the number and characteristics of men and women in our
societies. And trends in mdmdual longevity begin to tell us about how stages and changes in the
life cycle affect personal and family decisions
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human wealth span *
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= every nation is different, many of the developed
countries of the world share a similar pattern in
which post-World War II baby boomers enter

middle age around 1990.

Australia exhibits this typical pattern. The percentage of 65+ (“old age” as traditionally
defined in many public pension schemes throughout the world) shows a slow and steady
increase. In contrast, the proportion of middle-agers remains fairly constant until the mid-1990s,
when the percentage increases noticeably. Included in Appendix A are parallel graphs for Hong

Kong, New Zealand, the United Kingdom, and the
United States, each of which is remarkably similar
to Australia.

Japan, by contrast, is characterized by a more
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than the result of geriatric improvements in longevity. Indeed, in many countries the post-War
birth rates were so atypically high that the baby “boom” is a worldwide demographic, social, and

SN.E. Cutler and S.J. Devlin, “The Demographic Environment for Risk and Insurance: The Perspective of
Financial Gerontology,” in H.D. Skipper (ed.). /nternational Risk and Insurance. New York, McGraw-Hill, 1997.
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economic phenomenon. It is in this context that financial gerontology, the study of the multiple
processes of aging, is just as concerned with middle-agers as with elderly persons.

This is not to say, however, that we have forgotten the " Life Expectancy At Birth
traditional concerns of aging and gerontology. When we 1900 1990
focus attention on Individual Aging—that is, trends in life (Women)
expectancy and longevity— we quickly see a second Australia 57 80
significant cause of the aging of societies and economies. Japan 44 82
Many studies look at life expectancy at birth as measure of | USA 51 79
changes and improvements in longevity. The numbers do | UK 50 79
look dramatic, but these improvements in life expectancy at Spain 36
birth are the consequences of improvements in infant ' —

mortality, and not to improvements in geriatric health. [The
trends for men are the same, but the numbers are slightly
lower.?)

As we consider the financial challenges of planning for retirement, including both income
and health care issues, the more important life expectancy concern is years of life after age 65 (or
some other older age). For example, the 1940

Probability of Survival to 2000 pattern for the United States seen here
from Age 65 to Age 90 Has Tripled illustrates the importance of improvements
3% . . . . :
20% Individual Aging, of life expectancy at age 65,
2% : o in individual retirement and health care
- planning. In 1940 a person who celebrated his
or her 65th birthday had, on average, only a 7%
7 chance of living to age 90. By 2000, the
™ probabilities of survival to older ages will have
o . tripled, and a 65 year-old will have a 26%
e " 7000 chance of living to age 90.

In sum, there are two different kinds of aging. Population Aging is the natural, inevitable
consequence of past fertility trends. Most of the countries of the Pacific Rim, as throughout the
developed world, will experience increasing numbers and percentages of middle-aged and older-
aged persons “simply” because of the maturation of their baby boom birth cohorts—and this will
take place even if none of the boomers lives significantly longer in old age than their parents or
grandparents. However, patterns of Individual Aging do indicate improvements in old age
longevity. Consequently, middle-aged boomers will, on average, live longer than their parents
and grandparents.

" 8y.S. Bureau of the Census, Intemational Population Reports, P25, 92-3, An Agﬁ'ng World Il. Washington,
D.C., U.S. Government Printing Office, 1992. )
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Alternatively stated, these two different kinds of aging become very much intertwined in
producing tomorrow’s large older populations. Population Aging is a “multiplier” of the
improvements in individual longevity. Millions and millions of boomers who survived into
childhood and adulthood because of reductions in infant mortality will now also live longer lives
due to geriatrically-relevant improvements in old age longevity.

In the longer run, forty to fifty years from now, the consequence of this “dual aging” pattern
will be a geriatric boom in most of the countries of the world. In a shorter and intermediate time
frame, however, it is the middle-aging of national populations that has more direct relevance
to pensions, insurance, investments, and health planning for retirement and post-
retirement security.

Il THE CONCEPT OF THE “HUMAN WEALTH SPAN”

In a series of articles written in the early 1990s, the late Davis W. Gregg, PhD, CLU, long-
time president of The American College of Life Underwriters, and this writer introduced the
concept of the Human Wealth Span as a model by which we can examine retirement-oriented
financial planning over the life cycle.

This chapter introduces the concept of the human wealth span and demonstrates its
relevance to the financial dimensions of successful aging. Wealth span, like life span
and health span, suggests a dynamic lifelong process in which the course of later life
is affected by earning, spending, and savings decisions taken earlier.”

In full recognition that this is a simplified model of a complex set of human maturational stages
and process, the model has three basic heuristic purposes:

® to focus attention on two fundamental stages of the life cycle, seen in financial, retirement-
oriented terms, the Accumulation Stage and the Expenditure Stage, noting—as Gregg
emphasized—the developmental relationship of the former to the latter;

p.w. Gregg, “Human Wealth-Span: The Financial Dimensions of Successful Aging,” in N.E. Cutler, D.W.
Gregg, and M.P. Lawton (eds.), Aging, Money, and Life Satisfaction: Aspects of Financial Gerontology. New York,
Springer, 1992, p. 169. See Also: N.E. Cutler and D.W. Gregg, “The Human ‘Wealth Span’ and Financial Well-
Being in Older Age,” Generations, 15(Winter, 1991): 45-48; D.W. Gregg. The Human Wealth Span: A Life-Span
View of Financial Well-Being,” Journal of the American Society of CLU & ChFC, 47 (March, 1993): 30-32. For a
more recent summary of the model and related concepts see: N.E. Cutler, “Davis W. Gregg's Model of the Human
Wealth Span: Defining the Theory and Practice of Financial Gerontology Over & Life Time and Across Historical
Time,."in L. A. Vitt and J. K. Siegenthaler (eds.), Encyclopedia of Financial Gerontology. London,
Greenwood Press, pp. 518-524. ‘
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The Human Wealth Span

1930 | 70 75 85

Expenditure
Stage

B 1o note that over the course of recent history there has been a significant change in the relative
balance in the number of years (and therefore the financial burden) included within these two
stages;

®  but also to note that there have been substantial change in the complexity of financial
responsibility in the Accumulation Stage and Expenditure Stage.

The designations “1930" and “1995" are not meant to imply scientifically precise descriptions
of those years, but only to symbolize “then” vs. “now.” The model suggests that “back then”
people entered the Accumulation Stage of their individual Wealth Span at a relatively early age.
And while the actual ages involved vary from country to country—and can also vary substantially
within countries (€.g., urban vs. rural patterns)—the general view is that “back then” people had
a relatively long Accumulation Stage compared to their Expenditure Stage.

In recent years the balance between the two Stages has changed. People tend to enter the
workforce later than in the past. And because of early retirement patterns in many societies the
Accumulation Stage is shorter. At the same time, increases in old-age longevity mean that the
Expenditure Stage will last longer. The clear consequence of these changes is that we now have
fewer years to accumulate financial resources that must last for a longer time.

From an historical perspective, however, these significant changes in the relative number of
years in the two stages are only the beginning of the story. Recent financial trends suggest that
individual financial responsibilities within the Accumulation Stage have become
substantially more complex. In this regard, two sets of new complexities will be briefly
mentioned here: (1) increasing personal responsibility for pension investments decisions, and
(2) increasing personal responsibility for aging parents.
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® [t is during the middle-age years of the Accumulation Stage that workers accumulate most of
the pension credits that will be spent in their retirement years. In the traditional defined benefit
pension, including most government-sponsored pension and social security programs, it is
“someone else” who both guarantees the financial value of the retirement pension and who
makes the investment (or tax policy) decisions that guarantees that the funds will be there.

In the past several years defined contribution pension plans have become increasingly
important in many if not most developed countries. This includes both private pensions that
supplement basic government pensions, as well as recent endeavors in many countries to convert
all or part of publi¢ pensions into defined contribution systems.® In all of these situations,
investment choices and responsibilities are shifting to the individual employee. In short, for
millions of middle-agers throughout the world, in the past several years the Accumulation Stage
has not only gotten shorter in years it has become more complex in terms of financial decision-
making and the later life implications of those decisions.’

u Intergenerational family responsibilities constitute yet another category of increased financial
complexity for middle-agers during their Accumulation Stage years. One of the consequences of
improved old-age life expectancy over the past several decades has been the survival of elderly
parents. In a recently-published historical demographic analysis, Uhlenberg traced the impact of
trends in longevity on family structure.®
While the study uses American data, the
logic and structure of Uhlenberg’s analysis is

The Impact of Longevity on Family Structure

applicable to all societies now experiencing
improved old-age life expectancy.

in the United States

Adult Children with

In 1940 a 50-year old had a 52% chance Living Parents 1940 2000
of having at least one parent still alive; by At Age 50
2000 this will increase to an 80% chance. As ge .
o atleast 1 parentalive 52%  80%
recently as 1940 there was only an 8% both parents alive 8%  27%
.chance that a 50-year old would have both At Aggﬁo A 0

parents alive—increasing to 27% by 2000.

Even more intriguing are the data describing .

“60-year old children.” By the year 2000
nearly half of all 60-year-olds are likely to
have at least one parent still alive. (And, as

at least 1 parent alive  13%

44%

aK. Kinsella and Y.G. Gist, Older Workers. Retirement, and Pensions: An International Chart-book.
Washington, D.C., U.S. Bureau of the Census, Economics and Statistics Administration, IPC/95-2, 1995.

®R.V. Burkhauser and D.L. Salisbury, Pension;v in a Changing Economy. Washington, D.C., Employee
Benefit Research Institute and National Academy on Aging,, 1993.

1%, Uhlenberg, “Mortality Decline Over the Twentieth Century and Supply of Kin Over the Life Course,”

The Gerontologist, 36(1996):681-685.

- 147 -



Neal E. Cutler, Widener University ¥ p.8
Pacific Insurance Conference B Sydney, Australia 8 August 1997

gerontological math suggests, the parents of 60-year olds are likely to be in their 90's.) Thus, in
addition to all the “traditional” pressures and responsibilities of middle age, the Accumulation
Stage age is becoming even more complex as aging kids become involved in the personal care or
the financial support of their aging parents."'

III  “SECURITY” IN RETIREMENT INCOME SECURITY: The Health Factor

The focus of this paper and this Symposium is retirement security. Our general question is
the degree to which the life insurance industry can provide aging populations with a secure
retirement. But “security,” as previous research has demonstrated, is more than just a generous
amount of cash. Financial well-being includes subjective and psychological dimensions as well
as fiscal components.' In the United States the traditional view of retirement income security
has been as a “three-legged stool.” In much international analysis the parallel metaphor is that of
the “four pillars” of retirement security."

The traditional three legs are government pension or
social security systems, supplemental employer pensions,
and personal savings and investments.' More recently a The Five Legs
fourth leg or pillar has been added—that of earnings from of the Three-Legged Stool
“post-retirement” work, as retirees either need to or want to of Retirement Income Security
return to work.

1. soclal security
Each of these four legs or pillars refer to sources of 2. private/employer pensions
income. Yet the psychological or subjective feelings of 3. personal savings
. . 4, eamings from work

security reflect a combination of the money you have (or

. ) . S. health care costs
will get) compared to the expenditures you will make or !
that you worry about having to make. In this regard, it is the
fear of old-age medical problems and health care costs that
is émerging as a major threat to the retirement security of many middle-aged and older persons.

"'NE. Cutler, ‘;Cariﬁg For Elderly Parents: Where Do You Look For Help? [Why Does a Financial Planner
Need to Know About Geriatric Care?),” Journal of the American Society of CLU & ChFC, 48 (July, 1994): 33-41.

I2NE Cutler, “Can Money Buy Happiness?" Journal of the American Society of CLU & ChFC,
47 (September, 1993):30-32.

130, Giarini, “Introduction: The Opportunities of the Four Pillars’ Strategy,” The Geneva Papers on Risk
and Insurance, 55 (1990):95-99; N.E. Cutler, “Cross-National Patterns of Middle-Aging in a United Europe:
Implications of Financial Gerontology for the Four Pillars.” 4th International Conference on Strategic Issues and
Planning in Insurance, Association Intemnational Pour I’Etude de 1'Economie de I’ Assurance, London, 1991.

") H. Schulz, The Economics of Aging. sixth edition. Dover, Massachusett, Auburn. House, 1995.
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As we have wntten prevxously, the source of this insecurity is not what is known, but is a fear
of the unknown."

There are five sets of unknowns that collectively serve to erode the retirement confidence of
the middle-aged “future elderly.” (1) How long will I live? (2) Will I be healthy or will my
health gradually decline? (3) What will health care and long-term health care cost when 1 am in
my eighties and nineties? (4) Will I be able to atford the health care that I will need? (5) Will I
be able to remain independent or will I be dependent on the good will and assistance of others?

The unceitainties are several. It may be the case that a third of 65-year-olds are likely to live
to age 90 and beyond, but few individuals can be sure if they will be in this third or in the other
two-thirds. Only 25% of persons over age 80 live in nursing homes, but knowing which side of
the 75/25 divide you will live on is not so
likely. It is reasonably certain that health care

costs will continue to rise, but not knowing if - ADL Rates per 1000 persons (U.S.)
pensions, savings, investments, and insurance bathing  65-74 38
will be adequate undermines the security 75-84 L
component of retirement income security. 8se 217 1e8%”
. dressing  65-74 29

While heart disease, stroke, prostate 75-84 51
cancer, and Alzheimer’s Disease are difficult 85+ 132 169%°
to predict in terms of personal incidence, the tolletting  65-74 12
age patterning of more everyday decrements 75-84 29
in personal functioning is well-documented. 8se 8, ok o 1540 t0 15+
These national U.S. data indicate the number :

of persons who need daily help with'specified

“Activities of Daily Living” (ADLSs). While it’s true that 35 per 100 (3.5%) is not a very high rate
of such everyday need for assistance, the important point of these patterns is the dramatic change
that comes with older aging. Moving from mid-70s to mid-80s comes with a 168% increase in =
the probable need for daily help in taking a bath, with a 159% increase in the probability of
needing help in gettmg dressed and an almost 200% increase in the likely need for help in going
to the toilet. . : e v A

Once again, the optimist may note that even at advanced age. only 21.7% of octogenarians
need help taking a bath. It is the uncertainty of knowing if you will be in the lucky 80% or the
dependent 20% that creates feelings of insecurity. Needing such help may not produce insecurity
if getting the needed help is not problem. Havmg a healthy spouse or a loving daughter or

BNE. Cutler, “Retirement Planning and the Cost of Long-Term Care: Battling the Fear of the Unknown,”
Journal of the American Society of CLU & ChFC, 50 (November 1996):42-48.
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daughter-in-law nearby would reduce some of the insecurity.'® Without such family or neighborly
assistance relocation into an assisted living or nursing home environment may be the only
alternative—a set of choices and decisions that is likely to be both financially and
psychologically expensive."

Life Insurance Companies, Long-Term Care Health Insurance, and
the Security Component of Retirement Security: A Modest Suggestion

To bring our discussion full-circle, we return to Kawase’s comments that the needs of life
insurance customers are shifting from death to life, and from “others” to “myself.” These
sentiments are emphasized globally by the emerging gerontological demographics which describe
the middle-aging of millions of baby boomers worldwide, and a resulting lowered need for

traditional life insurance. What is

«The Cost of LTC Will Reduce devclqping, however, is a need for the
) ) financial resources to pay for unknown
My Retirement Income & Asse and uncertain health care needs: in
agree disagree other words, to insure against a future
TOTAL 82% 14% financial risk.
1832 75% 1%
32-42 [late Boor] 85% 12% . lr:i one recegt study of American
attitudes toward retirement income
4350 [earty Boom] 8% 10% security, the most dominant “threat” to
s+ 9% 7% that security came from the uncertainty
b:;mom ;13://: ::;:‘ of long-term health care costs.'* In
$50,000% 8% o 1996 a national sample responded to
! the statement: “the cost of long-term
US. National Survey, 199 care will reduce my retirement

income and assets.” As the results
indicate, there is a remarkable national
consensus on the matter. Over 80% of the Total sample agreed, with similar percentages found in

each age group and in both the wealthier and the less wealthy segments of the population.
Middle-aging boomers are even more worried that the costs of long-term care will erode their
future retirement income security.

NE. Cutler, “Functional Limitation and the Need for Personal Care,” in B. R. Bonder and M. B. Wagner
(eds.), Functional Performance in Older Adults. F.A. Davis, 1994, pp. 210-222.

"7\.E. Cutler, “Geriatric Assisted Living: When Mom and Dad Can’t Live Alone Anymore,” Journal of the
American Society of CLU & ChFC, 50 (March, 1996):29-33.

18\ E. Cutler, “The False Alarms and Blaring Sirens of Financial Literacy: Aging Boomers’ Knowledge of
Retirement Income, Health Finance, and Long-Term Care.” Generations, 21(Spring, 1997).
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How can life insurance companies help to insure the retirement security of the world’s
growing population of middle-agers—these “future elderly” whose security appears to be
jeopardized by the uncertainty of long-term health care costs. One modest suggestion is to
accelerate the merging of long-term health care benefits with life insurance benefits. The slow
pace of stand-alone long-term care insurance purchases is occurring in part because many
customers are reluctant to invest in a product that may never pay benefits. To be sure, home, fire,
and car insurance are products that we purchase with the hope of not qualifying for benefits. But
such insurance is often required by government fiat or by the terms of a mortgage, and is
purchased on an annual basis with a relatively short time horizon. By contrast, with its very
distant time horizon and uncertain payoff, long-term care insurance does not seem very appealing
to financially-pressured middle-agers.

Yet people throughout the world are accustomed to investing in life insurance which, like
long-term care insurance, has a relatively distant (hopefully) time horizon as far as benefits are
concerned. Thus, a product that insures against the dual risk of either premature death or the need
to pay for long-term care services would be appealing to broad range of middle-agers. Although
movement in this “integrative” direction is taking place it is only a beginning.

For example, while viatical insurance has received substantial attention in the context of Aids
and Alzheimers care, such accelerated death benefits, or assignment procedures, are typically for
short-duration acute care rather chronic longer-term care.'” And while some life companies offer
single-premium universal life policies that pay either death benefits or multi-year convalescent
care costs, given current public questions about long-term care insurance, a $50,000 single-
premium is not likely to be a general solution to the problem.”

® The world is becoming increasingly middlé-agéd.

®  The human Wealth Span is changing; the Accumulation Stage (populated largely by middle-
agcrs) is bccommg both shorter in years and more complex ﬁnanclally

= Old~age longevity is mcreasmg, and llvmg longer does not automatmally mean living better;
age-related declines in everyday functioning are probable.

®  Feelings of retirement security are strongly influenced not only by estimates of the amounts
of future income, but by fears of not knowing if that income will be sufficient to pay for the
several uncertainties of health and health care costs.

M.E. Osborn, “Rapidly Developing Law on Viatical Settlements,” Wake Forest Law Review,
31(1996):471-495; K.C. Huntley, S.L. Poe, and J.L. Thomton. *“Life Insurance, Imminent Death and Accelerated
Benefits,” Journal of the American Society of CLU & ChFC, 48(May 1994): 84-96.

z"'e.g..‘http://wv»i'v};moncyguan:l.com. With thanks to Nancy Morith, President of N.P. Morith, Inc., for
pointing out the Moneyguard example. - 151 -
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The concepts and research findings reviewed in this paper suggest that a more pro-active
approach to providing insurance against the risk of unknown long-term geriatric health care costs
should be more formally considered by the life insurance industry. Consumers need to be
educated about and offered insurance which overtly insures against two longer-term financial
risks. If you live long but decline in functional capacity—a pattern than appears more likely over
the next quarter century than in the past'—then your premiums will have purchased a known
amount of long-term health care. But should you die before this need arises, then the same policy
will provide benefits to your heirs. It should not be matter of special favors, riders, or last-minute
conversions undertaken in emergency situations. The industry is surely capable of economically
determining both the underwriting process and the price structure so that we can simultaneously
insure for death and for life, for others and for self. ;

We have discussed the question how life insurance companies can respond to the retirement
security of an aging world in terms of both Aging and Middle-Aging. Since many linkages
between life insurance and financial gerontology are suggested by the Wealth Span model of -
financial security and retirement planning, it is appropriate to end with Davis Gregg's thoughts
on the question of security: o

It can be argued that the need for security is fundamental and that economic security is a
compelling goal for most persons. . . . For a nation or a society, criteria of economic security
will vary with economic development. Although merely adequate food, clothing, and shelter
may be the central goal in less developed nations, far more may be expected and even
demanded by most persons in more developed societies.

The etymology of “security” is the Latin securus, meaning “without care,” and is suggestive
of broad human implications. Security can be thought of as peace of mind and freedom from
uncertainty. Insecurity is characterized by feelings of doubt, anxiety, fear, worry, and
apprehension.” : C - Co

Dr. Gregg would no doubt agree strongly that life insurance companies should and can playa
major role in developing the security characteristics of retirement security internationally, in no
small part by expanding the range of financial services and insurance products offered to an
aging world. | . SRR

21 E. Cutler, “Alzheimer's Disease as ‘Normal Aging'-- Retirement Planning and the New Longevity,”
Journal of the American Society of CLU & ChFC. 47 (November, 1993):34-39: N.E. Cutler, “Live Long
(90+ Years) and Prosper: The Personal Financial Implications of Demographic Trends,” Journal of the American
Society of CLU & ChFC, 48 (May, 1994): 35-37. o St e ‘

2p w, Gregg, “Human Wealth-Span: The Financial Dimensions of Successful Aging,” in N.E. Cutler,
D.W. Gregg, and M.P. Lawton (eds.), Aging, Money, and Life Satisfaction: Aspects of Financial Gerontology.
Springer, 1992, p. 173. -152- fou . B
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Appendix A
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Source: Staticlics Bureau, Kanagesent and (oordination Agency
“National Survey of Fazily Income and Expenditure” (94)
Note: 1. married couple only.
2. amount of social pension is monthly basis.
3. winisue living expenses is derived from a
questionnaire survey.
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Source: Statictics Bureau, Nanagement and
Coordination Agency “National Sutvey of
Family Income and Expenditure” (94)

Note: two person households.
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PIC Theme:

*Ageing Population & Lower Investment Returns-Living Longer, Earning Less”
Can life insurance companies provide an ageing population with secure .
retirements in a lower investment return environment?

Tetsujiro Hayashi
Director, Chief General Manager
Portfolio Management
The Dai-ichi Mutual Life Insurance Co.

Introduction

With the lengthening of average life spans and the rapid decline of the birthrate,
Japan is experiencing a population ageing process at a rate never seen before
anywhere in the world. Until around 1990, or just a few years ego, Japan was the
"youngest” of the industrialized nations, but & bit over a decade from now it will be the
"oldest” in terms of its demographic structure.

Meanwhile, the Japanese economy has just been through a tremendous roller
coaster ride. The speculative bubbles of the late 1980s sent the prices of stocks, land,
and other assets spiraling, but when the bubble burst early in the current decade these
same prices plummeted. And while the country is still reeling from the aftereffects of
this experience, which is certain to be recorded in the annals of Japanese economic
history, it is being forced to adjust to the prospect of a shift to slower growth as a result
of medium to long-term limitations on the supply side. .

In this paper I wish to consider how the bousehold finances of Japan's elderly,
who have in the recent past enjoyed a relatively high degree of financial stability, are
likely to change in the context of the drastic shifts in the social and economic
environment and what sort of role life insurance companies should aim to play in their
capacity as private-sector providers of personal financial security.

1. The Household Finances of Today's Elderly

First let us take a look at the current state of the household finances of elderly people
in Japan.

The average monthly income of households consisting of unemployed elderly
married couples is currently ¥313,000, of which ¥274,000, or ahout 90 percent, comes
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from public pensions or other similar government payments. This latter amount more
than covers the total average monthly spending of ¥238,000 on household consumption,
including cultural and recreational items and entertainment expenses (Fig. 1).

Looking at households consisting of just one elderly person, we find that the total
monthly consumption average of ¥147,000 is slightly in excess of the public pension
and similar income average of ¥138,000 (Fig. 2). The individuals in this category are
presumably making up the difference by drawing on their savings and using benefits
from private pensions. But we can see that even in their case the public pension base of
income is adequate to cover their essential consumption needs, including food, housing,
utilities, clothing, and health care.

Figure 3 pr:esent.s the distribution of unemployed elderly couple households by
amount of public pension income. According to a survey by the Japan Institute of Life
Insurance, the average amount that respondents aged 65 or over think is necessary as
a monthly minimum for an elderly married couple comes to ¥273,000. The data in
Figure 3 show that about 50 percent of households are receiving at least this much
from public pensions. Furthermore. a full 80 percent are receiving at least ¥202,000,
which is the amount required for essential expenditures (excluding leisure,
entertainment, and the like). In other words, Japan's public pension system is serving
as a solid pillar of financial security for today's senior citizens, most of whom are
receiving more than enough to cover their basic needs.

Among two-person households (a category that appears to refer only to married
couples, but includes both those with jobs and those without), we can observe that
spending on culture and recreation is considerably higher among those in their sixties
and seventies than among those in the under 30, 30-39, and 40-49 age groups (Fig. 4).
The proportion of such spending as a percentage of total consumption expenditures is
the highest for those in their seventies. We may take this to indicate that these older
people are not being forced to scrimp in order to get by. Another point to note is that
the rate of labor force participation is relatively high among Japan's elderly (Fig. 5); for
the aged population as a whole, earned income is an important element alongside
income from public pensions.

Furthermore, the households of those aged 65 or over have an average of ¥25
million in savings and less than ¥2 million in debts (Fig. 6). And almost 90 percent of
them own their own homes. So today's elderly may also be considered wealthy in terms
of their stock of assets.

It is true that the collapse of the bubble economy has had a negative impact on

senior households in the form of lower levels of rent and interest income (Fig. 7).
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According to survey data from the Ministry of Health and Welfare, the proportion of
such households' income derived from assets (rent, interest, dividends) fell from 10.5
percent in 1989 to 6.5 percent in 1993. Still, there are reasons to believe that this
decline has not dealt a serious blow to the financial security of the elderly as a whole.
Firstly, the proportion of asset income was not so great in the first place because of the
solid base provided by public pensions and the high level of labor force participation
and secondly the inflated levels of the bubble years were actually a departure from the
norm.

We must not forget, of course, that the elderly include both extremely affluent
people and people living in extreme poverty. Still, on average, today's senior citizens
may be said to-enjoy a fair degree of financial security. The amounts that they are
withdrﬁwing from their savings and receiving from private-sector pensions and the

like are functioning as supplements allowing them to lead even more comfortable lives.
2. Changes in the Social and Economic Environment

(1) The shifting population structure _

As of 1995 Japan's total population was 125 million, making it the eighth most
populous country in the world. This represents a 70 percent increase over the 50 years
since 1945, when there were 72 million Japanese. By age groups, those under 20
account for 22.8 percent, the 20-64 group (the "effective” productive-age population) for
62.6 percent, and those 65 or over for 14.5 percent. (In terms of the 65-plus percentage,
Japan ranks 14th in the world.) As defined in a 1956 United Nations publication, a
country is said to have an "ageing" society when the proportion of those 65 or over tops
7 percent and an "aged" society when the figure tops 14 percent. By this set of
definitions, Japan now falls into the "aged" category.

The two major factors behind this ageing process are increased longevity and
lower birthrates. The average life expectancy of the Japanese has increased by about
10 years over the past three decades, and as of 1995 the figures stood at 76.6 years for
males and 83.0 years for females, giving Japanese the world's highest life expectancy
(Fig. 8). The remaining expectancy of life at age 65 rose by 5-6 years over the same
three decades; the present figures are 16.7 years for males and 21.0 years for females
(Fig. 9). Meanwhile birthrates have been falling; the total fertility rate, which
measures the number of children born to each woman on average during the course of
her life, fell below the replacement level in the mid-1970s (the replacement fertility
rate is the rate required to hold the population steady; for industrial nations it is a
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level of about 2.08 births per woman), and it has continued to decline since then (Fig.
10). Since the latter part of the 1980s in particular, women have been tending to marry
later or not at all as they have become increasingly involved in careers, and as of 1995
the fertility rate had dipped to 1.42. Low birthrates are a common feature of advanced
industrialized nations, but Japan's figure is among the lowest even within this group,
ranking with the former West Germany, Italy, and Spain. As a result of this
combination of improved longevity and decreased fertility, the population ageing

process is progressing in Japan at a pace unprecedented in any other country (Fig. 11).

It is virtually certain, moreover, that these trends toward longer lives and fewer
births will continue, meaning that Japan's population structure will shift drastically in
the decades ahead.

According to projections made by the Health and Welfare Ministry in January
this year, the population will continue to grow, though very slowly, until it peaks in
2007 at 127.9 million. After that it will start to contract, falling to about 100 million by
2050. The proportion of the elderly (aged 65 or over) will continue to rise, reaching 25
percent in 2015 and 30 percent in 2038, about 40 years from now.

Comparing the population structure in 1995 and three decades later in 2025, we
find that the effective productive-age population will decline by about one sixth and the
juvenile population by about one quarter (Fig. 12). Meanwhile, the elderly proportion
will roughly double, and the proportion of those aged 75 or over will triple. The median
age will rise from 39.7 to 49.0, meaning that roughly one person in two will be age 50 or
over. The productive age group (defined here as 20-64) currently has four people for
every senior citizen, but in three decades there will be only two such people to support
each senior (Fig. 13).

The combination of fewer children, more seniors, and a shrinking total
population will produce a deterioration in the finances of the social security system,
ageing and contraction of the labor force, and a lowering of the household savings rate;
as 1 will explain below, factors like these can be expected to lead to a decline both in
national vigor and in economic growth potential We need to rebuild our various
economic and social systems to make them fit the needs of a "super-aged" society; in

this respect our country is now at an extremely important turning point.
(2) The changing composition of households

As of 1995, slightly over half of Japan's elderly were living together with their children,

while over 40 percent were living either alone or with their spouse. As a long-term
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trend, the proportion living with their children has been declining, and the proportion
living singly or as a married couple has been going up (Fig. 14). The regibnal variations
are great, but the overall trend seems likely to continue.

Another marked trend is toward wives' taking jobs (Fig. 15). Among married
women in their forties and early fifties in particular, the percentage working outside
the home has risen more than 10 points over the past decade.

These changes in the composition of households suggest a decline in the ability of
the home to function as a place for the provision of care for the elderly.

(8) The impact on social security

With fewer children being born and more people living to a ripe old age, the number of
those ct.bllecting social security benefits will rise and the number of those bearing the
costs will decline. Particularly in the case of the public pension and public health
insurance systems, continuation of the present level of benefits will produce an
extremely heavy burden on the working-age population. In the case of the public
pension system, for example, a decision has already been made to raise the
commencement age for benefit payments from 60 to 65 in stages over the years ahead,
but even so the contribution rates will double between now and 2025 (Fig. 16). Since
the elderly are more likely to require medical care, the national health care bill (the
total amount spent at medical institutions to treat illnesses and injuries) is expected to
swell from the 1995 level of ¥27 trillion to a staggering ¥141 trillion in 2025; as a share
of national income this will represent a rise from 7.1 percent to 19 percent. By simple
calculation this will mean a burden 2.7 times as heavy three decades from now (Fig. 17).

The so-called public burden (a ratio derived by dividing the total of individual
" and corporate tax payments and social security contributions by national income) has
been held in the 35-39 percent range for the past few years, but if the current social
security system remains in force, it is estimated that this figure will rise to 60 percent
by 2025 (Fig. 18). If this tax and contribution burden becomes too high, there is concern
that corporate growth power will be sapped and overall economic and social vigor will
decline. The government has adopted a target of keeping the burden from exceeding 50
percent and has embarked on a major reform program centered on benefit cuts under
the public pension and health insurance systems. Let us now look at the direction of
the changes currently being discussed.
First of all, a number of changes are under consideration to lower the level of

pension benefits. The net-income-indexation system, under which\pension payments
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are increased in line with rises in the disposable income of the working-age population,
may be abandoned. Other changes been considered include introduction of income
caps to restrict payment of pensions to senior citizens with large nonpension incomes,
a further hike in the payment commencement age, and more stringent taxation of
pension benefit income. In addition there are proposals to limit the public system to
the "basic pension” portion payable to all and to shift the earnings-related portion (paid
mainly to retired company employees) to the private sector. The details of the reforms
will not be determined until 1999, when the next overhaul of the pension system is
scheduled, but it is clear in any case that the elderly of the future will receive benefits
at a level lower than those currently being paid.

Changes under consideration for the public health insurance system include
modification of the current piecework-style system of reimbursement to doctors and
hospitals, which causes spending to swell by encouraging excessive treatment and
medication, and raising of the share of costs borne by patients themselves. There are
plans to make company employees pay 20 percent of their own medical costs (they
currently pay only 10 percent) and to hike the monthly maximum outpatient treatment
payment for the elderly from the current ¥1,000 to ¥2,000. There is also a strong
current of opinion in favor of switching the elderly to a system requiring them to pay a
fixed percentage of their own costs, as working-age people already do.

For both pensions and medical care, the scope of cover provided hy the state is
bound to contract, and particularly for the elderly it will become impossible to rely as
heavily as now on payments from the government. People will have to do more to help
themselves, and the role of the private-sector financial security industry in supporting
such .self-provision efforts will grow increasingly important.

Another important issue concerning welfare is that of nonmedical care for the
elderly and infirm. A public system of care insurance has been proposed and appears
likely to be introduced, but meanwhile it is predicted that the shortage of welfare
workers and facilities to provide such care will become serious in the years ahead, with
the number of people requiring care expected to double over the next two decades (Fig.
19). In order to create an adequate service infrastructure, it will be essential for
private businesses to become actively involved. This is likely to mean increased
expectationé directed at life insurance companies and other private-sector
corporations.

(4) Medium- to long-term outlook for the economy
For three years through fiscal 1994 (April 1994 to March 1995), the Japanese economy
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recorded real growth rates of under 1 percent, but in fiscal 1995 the rate was 2.4
percent and for fiscal 1996 it has been estimated at about 2.8 percent. While the
aftereffects of the bubble are still being felt strongly, the economy does seem to be
returning gradually to normal. It is obvious, however, that our country can no longer
hope for the sort of sustained rapid growth that it enjoyed in recent decades.

The effective productive-age population (ages 20-64) will peak in 1998, but
thanks to increased labor force participation, particularly by women and seniors, the
working population should continue to grow for another six years, peaking in 2004 (Fig.
20). The annual rate of GDP growth, however, will be minimal; from the year 2000 on it
is expected to fall to between 0 and 0.2 percent.

The household savings rate is currently very high, 12.7 percent as of 1995. It is
expected to decline sharply in the years ahead, however, as the result of factors like the
rise of social security contribution rates and the increase in the number of elderly
people drawing on their savings; by 2010 it is predicted to fall to about 5 percent (Fig.
21). Meanwhile, rising social security payments and sluggish growth in government
tax revenues will cause the fiscal balance to deteriorate steadily. And the combination
of lower household savings and worsening government finances will have an adverse
effect on the saving-investment balance. Growth in the stock of capital, which averaged
5.9 percent a year over the 15 years from 1981 through 1995, is expected to average
only 2.9 percent over the 1996-2010 period (Figs. 22, 23).

These supply-side limitations will mean slower growth for the Japanese economy
as a whole. From the 1981-95 average of 3.2 percent, real GDP growth is forecast to fall
to about 1.8 percent over the 1996-2010 period (Fig. 24).

In the financial markets, meanwhile, lohg-term interest rates will probably rise
somewhat, but stock prices are expected to rise at only half the rate recorded in the
past 15 years. Overall the rate of return on investment is likely to decline to around
the level of real economic growth.

3. The Elderly Households of Years to Come

Above, in chapter 1, I declared that today's elderly Japanese are enjoying relatively
comfortable lives in terms of both their income-expenditure flows and their stocks of
assets. But we cannot expect a linear continuation of the current situation. Given the
social and economic changes noted in chapter 2, the financial picture for the elderly
will change greatly.

First of all, it goes without saying that the decreased public pension benefits and
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increased shares of medical costs borne by patients will directly hit the elderly in their
pocketbooks. It will become impossible for them to meet all their essential
consumption requirements solely from their social security income. Withdrawals from
savings and benefits from private pension plans will shift from being supplementary,
as they are now, to being indispensable sources of income. It will become extremely

important for people to make preparations for their own old-age financial security.

Secondly, it appears certain that the "very aged", people aged 75 or over, will be
increasing substantially both in numbers and as a percentage of the population. The’
elderly at these advanced ages have relatively little earning power and few
employment opportunities. For today's senior citizens, public pensions and earned
income are the major financial supports, but neither of these supports can be relied on
so heavily for tomorrow's seniors. It is easy to see that aged households will have to
rely to a greater degree on asset income. Achieving the most effective use of their stock
of assets, including savings, land, and houses, will thus be a key point. To put it
another way, lower rates of return on assets will have a more severe impact on the
elderly of the future than on today's seniors.

Thirdly, the increase in the number of people requiring nursing or other care will
be a major issue. As we noted above, fewer old people are living with their children,
and more married women are going out to work; both of these trends make it physically
impossible for the elderly needing care to expect to receive it from their daughters-in-
law, who have traditionally been seen as the principal caregivers[-The decline in the
ability of the family to serve as the provider of care will naturally lead to increased
demands for outside providers of care services. At present, however, there are severe
shortages of both welfare workers and of facilities offering such care. The introduction
of the proposed public care insurance system will lessen the financial worries of those
who require care, but it is quite possible that the need for the services will outpace the
availability of money to pay for them.

In the context of these major changes, private-sector financial institutions will
clearly have an increasingly important role to play in helping people build up assets for
old-age financial security and in managing the assets once they have been accumulated.
It will naturally be necessary to seek the most effective possible management of these
assets against a backdrop of difficult economic conditions. I believe that it will also
become important for our financial institutions to get involved in the provision of
nonfinancial services, such as the improvement of the physical and human

infrastructure for the provision of care and the supply of detailed information. It is to
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be hoped that the various types of institutions will actively become involved in areas
where they can put their particular strengths to work.

4. The Response of Life Insurance Companies

In the aged society of the future, as described in the previous chapters, it will become
extremely important for people to make their own preparations and provisions for old-
age financial security. In this chapter I will discuss the role that private-sector life
insurance companiés can play in connection with the theme we -are addressing this
time, namely "Living Longer, Earning Less: Can life insurance companies provide an
ageing populat:ion with secure retirements in a lower investment return environment?”
My overall conclusion is that our companies can and should offer comprehensive
support for the self-provision efforts of those who must prepare for their later years in
the context of this aged society. In this chapter I will first examine the current status
of life insurance companies within the private-sector financial services industry; next I
will outline the particular strengths of Japan's life insurance companies in responding
to customers' needs; and then I will discuss the companies’ approach to dealing with
the demands of the ageing population, specifically, how they can contribute to
customers' efforts to build up their assets.

(1) The status of Japan's life insurance industry
The Japanese now have personal financial assets totaling ¥1,200 trillion. The life
insurance industry has an increasingly important role to play as a guardian of these
assets. Evidence of this comes from the fact that the position of life insurance
companies among Japan's private-sector financial institutions has been rising year by
year. As of 1950 the life insurance industry's share of total private-sector financial
institution funds was only 2.1 percent, but by the 1970s, after a couple of decades of
economic recovery and growth, the share had risen to the 4-6 percent level. On a year-
to-year basis life insurance company assets grew at an annual rate of 14-15 percent
during the 1970s. Even faster growth was recorded from the middle of the 1980s on,
with factors like the popularity of savings-oriented products causing assets to surge by
more than 20 percent a year. The 1990s have brought a slowdown of this growth, but as
‘of the end of 1994 life insurance companies' total assets came to ¥175 trillion, or 14.4
percent of the total for private-sector financial institutions (Fig. 25).

Life insurance companies have also developed a high level of influence in
domestic and international money and capital markets. Their holdings of domestic and
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foreign securities at the end of March 1996 were ¥87 trillion, or 16.6 percent of the
total for financial institutions; this share is larger than that of either trust accounts or
non-life insurance companies (Fig. 26). The life insurance industry has also developed
a store of more than 20 years' experience and know-how in the field of international
investing and lending since starting such activities on a major scale in the 1970s; the
total of these international investments and loans was more than ¥21 trillion at the
end of March 1996 (Fig. 27).

In other words, with respect to asset investment, the life insurance companies have
expertise, the trust of the people, and a volume of funds that has grown tremendously.
They thus have the capability not just to sell insurance but also to use their specialized
investment strengths to develop financial and other products. This will make it
possible for them to offer comprehensive support to the Japanese people in the context
of the population ageing process.

(2) Strength in responding to customers' needs

As I noted above in chapter 3, the advent of an aged society is likely to mean a
shift of emphasis toward means of providing for old-age financial security. In this
respect a key element of life insurance companies’ strategies will be their moves to
attract and keep customers by responding to their needs and the demands of the
marketplace. What I would like to stress here is that strong marketing abilities are a
prerequisite for companies' ability to respond appropriately to such demands. These
abilities may be broken down into two broad categories: (1) customer segmentation
based on the companies' stores of data and information and (2) extensive sales office
networks, combined with the ability to offer consulting services based on direct sales
activities.

First let us consider the life companies’ strengths in the area of customer
segmentation: The life insurance industry has been selling products aimed largely at
providing financial security for surviving family members in case a person should die
prematurely. In connection with the sale of such products, the companies have
accumulated tremendous stores of data about customers and their families. This puts
them in a position to offer financial products and services designed to match the
changing needs of customers over the course of their life cycles. Banks and other
financial institutions may have detailed information about clients' assets. but they lack
this sort of data about age, family composition, income, and other aspects of each
client's life cycle. Life insurance companies, by contrast, have been conducting life-

cycle-based marketing based on their accumulated data since the rapid-growth years of
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the late 1960s, and they have built up over 30 years of experience in this field. In the
case of our own company, for example, we have life-cycle data for over 10 million
policyholders. It is this foundation that makes it possible for life insurance companies
to offer services to respond to the changing emphasis of customers’ needs.

The second area of strength involves the companies’ networks of sales offices,
which are a feature of the Japanese life insurance industry. These networks represent
the companies’ use of direct sales channels aimed at offering consultation by "life
planners,” sales employees in close touch with customers. It is the existence of this
setup that allows the life companies to cope with the shift in emphasis from financial
security for surviving family members toward the customer's own financial security by
speed.ily recognizing the changing needs and responding appropriately to them.

Sales personnel operate out of offices at the local level, making the spokes of the
sales network radiate out to the individual customers. This sort of network is a
strength exclusive to the life insurance industry.

In the years shead, the Japanese "Big Bang" and other forms of deregulation are
likely to make it possible for life insurance companies and other financial institutions
to undertake a broad range of activities. The life companies can take advantage of this
freedom to put their existing strengths to work in new fields. In the following section 1
will suggest how the companies can specifically undertake this enterprise.

(3) Specific means of responding

As we have seen so far, those who will become elderly in the future are going to have to
undertake considerable self-provision efforts. The function of life insurance companies
as private-sector financial institutions will be to use their existing strengths go as to
provide comprehensive support for customers as they build up their assets for future
financial security. The "comprehensive support" to which 1 refer encompasses the
three areas of (a) support in accumulating assets for old age, (b) support in managing
the assets that have been accumulated, and (c) support in the supply of nonfinancial
services (improvement of the physical and human infrastructure for the provision of
care, for example). Let us consider these in the context of the existing areas of life
companies’ core and peripheral financial services.

(a) Support in accumulating assets for old age:
In the area of core operations, the companies should improve their protection-oriented
products and services in connection with care for the elderly and infirm and also

strengthen their lineup of products with savings orientation by developing new
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products, such as variable universal insurance, so as to meet the changing needs of
customers. In the area of non-core financial services, they should consider the
provision of investment trust services. Rather than merely imitate the existing
schemes, like equity investment trusts and fixed-income investment trusts, they will
need to come up with distinctive products that only life insurance companies can offer.
The progress of financial deregulation is likely to intensify the competition in the
investment trust business. Participants will have to choose between two strategies: (1)
lowering fees to the minimum and proclaiming cost leadership or (2) differentiation of
product offerings. The life insurance companies should consider pursuing the second
strategy, based on their strengths as described above.

In order to support these additional activities, companies will need to use and
strengthen the sales channels linked closely to customers; it will be essential to
develop these channels into ones with a high level of overall financial consulting
capability.

Furthermore, for customer's convenience, I think we should consider is the
creation of "multi-purpose accounts” that could be used for the marketing of packages
of various products and would allow customers to switch funds between insurance
products and other financial products; accounts of this sort would offer added
convenience and value for customers.

() Support in managing the assets that have been accumulated:

Entry into the trust business should also be considered as a way of helping customers
manage the assets that they have accumulated for their old age. As individuals build
up financial assets, they will find themselves bearing higher levels of risk, and demand
for risk-taking investment will expand. Meeting this demand naturally requires an
asset-administration function, and the trust business, which carries out the asset-
management operations for investment trusts, is likely to grow. Asset administration
itself is a low-margin business, bqt with the expansion of the investment trust market
in the years ahead, it can be expected to be able to cover for these low margins with
large volume. Meanwhile, 1 think there also will be a great need for trust
arrangements other than investment trusts to meet customers needs, such as pension
trusts and life insurance benefit trusts.

(c) Support in the supply of nonfinancial services:

It will be important for life insurance companies not only to offer financial benefits but

also to get actively involved in services relating to care for the elderly and general
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heslth care. Both for care-related insurance, which is within the companies' core
operating area, and for non-core financial operations, payments of money will be
central. We will not be able to say that we have met customers' needs, however, if we
provide them with money but the infrastructure for its use is not there. Life insurance
companies will probably be expected to play a role in this respect by offering
consultation about care, entering the field of services for senibrs, and contributing to
preventive efforts to keep elders healthy and self-reliant.

(4) In conclusion: "Big Bang" and Japan's life insurers

The life insurance companies need to plan their overall business strategies in the
context of the government's plan for a Japanese "Big Bang,” a sweeping deregulation of
the financial sector. The liberalization of products and prices will lead to intensified
competition, requiring life insurance companies to move beyond their traditional areas
of operation into non-core areas such as those described above.

Under the deregulatory program now being discussed, it will become possible for
life insurance companies, commercial banks, trust banks, and securities companies to
enter each other's fields of business. They may be able to do so either through
subsidiaries or through the establishment of financial holding companies, In any case,
though, within a few years the Japanese financial sector. is poised to enter an age of
megacompetition transcending the existing lines of division between types of business.

What course should the life insurance companies choose in this context?
Japanese financial institutions have tended to imitate each other, operating with a
high degree of uniformity. In the coming age of megacompetition however, they will
have to seek survival by differentiating themselves from their rivals, and so 1 believe
that there is no single "correct” course for us to follow. My personal view is that we
should not simply enter every new ficld that becomes open to us (banking, trust
operations, securities), but should ooné.ider what opeiations are necessary in order to
strengthen our existing bases in msuranoe, pensions and investment and seek
additional operating licenses aocordmgly

The life insurance industry must make effective use of its exxstmg human,
physical and financial resources, wokag from the base of its product development
abilities and its umque aales channels through "life planners” in the core area of
individual financial security plannmg In this way it should develop an ability to
provide universal financial services including activities which go beyond its existing
core. The goal, as I see it, should be to develop from a traditional life insurance
industry into & total lifetime security gnd service industry.
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Figure 1 Living expenses of married couple houssholds (retired, husband 65 years old

or over,wife 60 years old or over, average per month)

(Yen, %)

IHousehold age 65~69 70~74 75 or over Average
Amount | Share | Amount | Share | Amount | Share } Amount | Share
Income 325, 083] 100.0]313,333] 100.0{291, 167¢ 100.04312, 250{ 100.0
Public pension 282,000] 86.7| 281,750] 89.9| 254,187{ 87.3] 274417} 87.9
Living expenditure 2548701 100. 0] 241,480| 100. 0] 208,783} 100. 0} 237,604 100.0
Food 63,7211 25.0] 62,086)] 25.71 55,766] 27.0] 61,049] 25.7
Rent 18,516 7.3] 20,679 8. 6{ 20, 041 9.7] 19,615 8.3
Fuel, light and water charge 15, 231 6.0} 14, 750 6.1] 13,773 6.7] 14,684 6. 2
Furniture 10, 981 4. 31 10, 291 4.31 9 513 4.6] 10, 365 4.4
Cloth, shoes 12,909 5. 1] 10,614 4.4} 7,793 3.8] 10,796 4.5
Medical 13,828 5.4] 12,063 5.0] 10,373 5.0f 12,333 5.2
Transportation, communication | 24, 247 9.5{ 22,193 9. 2] 15, 497 7.5% 21,227 8.9
Education 22 0.0 0 0.0 0 0.0 9 0.0
Entertainment 30,1951 11.8] 29,427] 12.2] 22,617 10.9] 27,900F 11.7
Social expenses 35,0491 13.8) 33,715 141.0] 32, 751 15.8] 34,004] 14.3
others 30,170] 11.8] 25,663} 10.6} 18,659 9.0] 25,624 10.8

Il.iving expenditure /public 90. 14 85.7 8). 4 86. 6
pension benefits (%)

Source: Statistics Bureau, Management and Coordination Agency “National Survey of Family Income

and Expenditure” (94)

Figure 2 Living expenses of single households (retired, average per month)

(Yen, %)

Household age 65~69 70~74 75 or over Average
Amount | Share | Amount | Share | Amount | Share | Amount | Share
Income 183, 500{ 100. 0176, 250f 100. 0] 162, 333} 100.04174, 890] 100.0
Public pension 150,2501 81.9] 141,167 80.1{ 118417 72.9] 137920 78.9
JLiving expenditure 162,324] 100. 01 151,179] 100. 0] 121,969 100.0}] 148,871} 100.0
Food 34,5241  21.3] 31,342] 20.70 27,915) 22.9] 31,505] 21.5
Rent 18,202] 11.2]| 15,360] 10.2{ 13,874] 11.4) 15,971] 10.9
Fuel, light and water charge 9 373 3.8] 9,414 6.2] 8, 393 6.9] 9, 097 6. 2
Furniture 6, 379 3.9] 10,077 6.7) 5126] ~4.2) 7, 250 4.9
Cloth, shoes 10, 380 6.4 7,890 5.2] 6,762 5.5 8,476 5.8
Medical 7,819 4.8 6,495 4.3| 7,099 5.8] 7,162 1.9
Transportation, communication | 12,318 7.6] 11,030 7.31 8 428 6.98F 10,737 - 7.3
Education 0 0.0 0 0.0 0 0.0 0 0.0
Entertainment 19, 161 11.8] 19,703] 13.0] 13,072] 10.7] 17,546] 12.0
Social expenscs 27,5951 17.0] 21,905f 14.51 20,292) 16.6] 23,530] 16.0
others 16,573) 10.2] 17,962] 11.9] 11,008 9.0] 15,396] 10.5

Il.iving expenditure /public 108. 0 107.1 103.0 106. 3
pension benefits (%)

Source: Statistics Bureau, Management and Coordination Agency “National Survey of Family Income

and Expenditure” (94)
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Figure 3 Distribution of retired household Figure 4 Entertainment expense

by amount of social pension per month by household age
minisum necessary income (Yen)
100 without entertainment ‘ 100, 000 (%)
v
% 202 minimum living expenses 90,000 Share of total 125
v , cxpenses
213
80 | 80, 000
70 70,000
60 1 60,000
(%)
so 50,000
10 40,000
30 10, 000
20 20,000 | B
10 10,000 |
0 0
100~ 133~ 167~ 200~ 233~ 267~ 300~ 367~ 433~ o
(in thousands of yen) % ©
Source: Statictics Bureas, Nanagement and Coordination Agency 8 < 8
“Nationa! Survey of Family Income and Expenditure” (94) Source: Statictics Bureau, Kanagement and
Note: 1. married couple only. Coordination Agency “National Survey of
2. ayount of socisl peasion iz monthly basis. - Family lncome and Expenditure” (94)
3. winimum living expenses is derived from a
questionnaire survey. Note: two person households.

Figure S Labour force participation rates by age group and sex
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1.0 “Year Book of Labour Statistics”
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Figure 6 Amount of savings and debt and houss ownership rate by age
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Figure 7 Income from property against total incoms
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total income
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Source: The Ministry of Health and Welfare
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Figure 8 Average life expectancy
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Figure @ Life expectancy at 65
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Figure 10 Total fertility rates in major contries
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Figure 11 Ratio of old age population in major Figure 12 Population pyramid
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Figure 13 Number of borsons of productive age(20-84 yrs) per person aged 65 or over
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Figure 14 Living arangements for the aged population
(65 yrs old or over)
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Figure 15 Labour participation retes for married women by age groupe
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(in trillions of yen)

Figure 16 Forecast of public pension premium rate per income

(Employed’s pension insurancs)
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Figure 17 Forecast of national health cost expenses
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Figure 18 Forecasting of the ratio of tax and social insurance premium

to natiénal income
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Figure 19 The number of elderly in need of care
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2 sn) Figure20 Projection of growth rate of working population
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Figure 25 Life Insurande.Industry’s Share of Total Private-Sector Finanolal Institution Funds

gbm«ﬂ. %=)
'1985 1975 FY 1085 FY 1990 FY 1991 FY 1992 FY 1993 FY 1994 FY
[ . % % % [ % %
linsurance Oos, 263t 60| 16070 635673 10.1] 151,044| 145 103.1291 150 176,701 158] 180,038 164] 201,862 165
3 | Life Ins. 2222 64| 12,794 62045 84| 127,603 12.2L 138,003] 12.8] 161,051] 135] 164,617 142] 175656 14.4|
2 LN 400 09 3218 10828} 1.7 23081] 23 24225| 22 25139] 22 25319] 2.2 26,226] 2.1
3 [AN Benke 30,841] 70.8] 144507 a73400] 60.5| 611,330 584 613282] 566] 618837 653] 633218 547 674500 65.1
& | Oty Banks 13,100 30.2| . 65,324 139,162] 222| 221.6870] 21.8] 214987] 108 212540] 100] 210831] 187 239,151] 105
Regione! Banks 7.1901 ~164| 234518 05505 15.2] 155031| 148] 160,207 147 160,628 143 163010] 142] 169,340 138
5 | Regionel Banke 11 - 3288 75| 16,149 38,045 6.2 §0,030| 5. 00,538] 5.6 00,183] 64 60.7381 8.2 62,651] 6.1
2 | Long=Term Oredt Banks 26874 e6.1] 14137 36212] 68 55,024] 5.3 58,000 54 88,141 62 58540| 6.1 '61,033] 5.0
# | Trst Banks (Banking #/0) 803 20| 4170 0620 1.8 16200 1.6 13300 1.2 10256] 09 10,360] o9 14811 1.2
S | Truste/e : a,eoe% 82| 20264 54205 66 87414] 03] 108482| 08| 112000 105| 123,030 1o.e| 121.674] 10.
& [Shinkin Banks 3175 13| 19,701 50482 8.0 82501 19 85162] 79 g7468] 7.8 20,354] 7.8 04,175
g0o] 18] 6137 2 12861 20 22400 2.1 22528 2. 23,115] 2.1 23740 2. 24.37:!\
38i0] 80| 20142] 69| 60534 o6 81,278 18 03078] 8.7 100473 00| 103685 00] 108430
278 63| 10631] 87 60889] 10.7 96013] 03| 108264 98] - 112731] 104] 117,194] 101 122636
.43,740] 100.0 225278 1000| 627,748 100.0] 1.046,165] 100.0] 1,084.360] 1000 1,119.414] 100.0] 1,158,116] 100.0/| 1.224056
1233 — 6,668] . — 285602] — 51,784] — 51817 — 65.531| - 74,345] — 82617 —
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Seourities Finence Cos,
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Figure26 Holdings of Domestic & Foreign Securities
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The problem of "ageing population and lower investment returns : living longer, eamning less” is
really difficult to find any satisfactory solutions.

There is a big question : can life insurance companies provide retired people with adequate and
secured retirement income in a lower investment retums environment? There seems no simple
answers to this question. However, some suggestions are expected to be conductive to discuss and
grope for any solutions to the problems.

This paper is dealing with the problem of “living longer, earning less”, which Korean life
insurance companies will face in foreseeable future.

As for ageing population, Korea is no exception like most of advanced countries in the world In
2020, Korea will truly become ageing society, reaching over 13% in the ratio of & & over population
to total population. Its life expectancy is forecasted to be over 78 within 25 years. Ageing population
is becoming an unavoidable reality in Korea.

In respect of market interest rates and investment returns, Korea has been enjoying higher level
of interest rates and accordingly higher investment returns in comparison with advanced countries.
Even though the levels of interest rates and investment returns are still maintained above 109, it is
expected they will go down well below 1036 in less than several years. When they get down to 5%
or lower, life insurance companies will have to change their management paradigms to survive in
retirement products markets.

The following are suggested as general solutions to the problem in "living longer, eamning less”
environment. For most people working period should be extended beyond traditional retirement ages,
60 or 65. People may also have to wark after retirement from their regular jobs. In the 21C, people
have to save more, and make wise consumption of their current income for ensuring happy retirement
lives. People are advised to prepare some kinds of long-term financial plans when they are still young.

In the category of life insurance industry approach, life insurance companies shall pursue the
following management strategies : D product and service development, @ marketing efficiency, @
investment efficiency, and @ integrated financial service operation.

Asmgaﬂsmmomnmdsavbedevdopmaanewwpeofhmlmmsmmcgcdled"mdmt
health insurance” is suggested. It is also recommended that retirement income products must be
diversified in terms of investment risks, flexibility of premium payment methods, surrender values, and
liquidity of cash values.

In relation to strategies for improving marketing efficiency, diversification of distribution channels
must be tried in order to reduce distribution costs and improve quality of services to customers. In
addition to deversification of distriburtion channels, strategic cost saving plans in marketing activities
are required. .

Improvement of investment efficiency will be the most critical factor in relation to survival and
growth of retirement products business in the environment of "living longer, eamning less”. Investment
portfolios must be efficiently revised and efficient reduction of expenses for investment activities
should be pursued. Various modern investment techniques such as ALM and derivatives must be
developed and effectively utilized. In the future market environment life insurance companies shall be
properly trained in order to be gainfully involved in higher risk investment activities. In 21C, overseas
investment operations by life insurance companies will be expanded, and they must be able to take
advantage of overseas investments for improving their investment efficiency.

The concept of integrated financial service will become very popular in the near future. Life
insurance companies shall seriously take into account the feasibility of integrated financial service
operation in light of providing retired elderly people with convenience and cost reduction of various
financial services. It is hoped that in the coming 21C, all the financial needs of retired elderly people
can be conveniently and economically handled by a “host life insurance company” in a form of
integrated financial service operation. . '

In conclusion, as social and economic environment changes, major functions of life insurance
business shift gradually from life protection to retirement protection. In the business of retirement
protection, the life insurance industry must play a major and leading role in overall financial markets.
In order to be leaders in the retirement products markets, life insurance companies must change their
mnagmmtparadigmmduymdoﬂwkbestinﬂmmanagmtphﬂosophyofbeconﬁng faithful
"host life insurance companies” for their customers.
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Ageing Population and Lower Investment Returns

[. Introduction

Ageing population is a worldwide phenomenon and Korea is no
exception. Most of advanced countries in the world including U. S.,
Canada, U.K,, France, Germany, and Japan have already shown the trend
of ageing population for many years.

The ratio of 65 & over population to total population in these
countries currently exceed at least 12%. This is a clear sign of ageing
society. The ratio for Korea has steadily increased for the last 30 years,
reaching to 59% in 1995. It is forecasted that in 2020 the ratio will be
over 13%.

During the period of 5 years from 1990 to 1995, the average life
expectancy of Korean people was 71.6 and it is expected to be 78.1 in
2020. For the same period, the average life expectancies for the majority
of developed countries were well over 75. In about 20 years, Korea will

of no doubt belong to the group of ageing population countries in the
world.

It is apparent that as economy develops and personal income level
rises a country becomes ageing society. Ageing population is a natural
phenomenon in developed countries. It is an unavoidable course we have
to follow as long as we aspire to become an advanced country.

The economic needs for retired people will increase as they are able
to live longer. With a view to lead a comfortable lives after retirement,
they have to prepare some means to secure adequate level of life time
income. The life insurance industry has been playing a major role of
providing retired people with retirement income for a long period of time.
Various kinds of retirement products have been available in life insurance
markets.
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Until recent days retirement income products sold by Korean life
insurance companies have been able to yield quite high returns to
policyholders. The level of assumed interest rates used for those products
have been in the range from 7.5% to 9%. These rates can be understood
relatively high in comparison with those of advanced countries.

In the mean time, the market interest rates, in the long-run
perspective, are expected to gradually declined to a very low level. In a
financial environment of low market interest rates, life insurance
companies can not be expected to make high investment returns. As a
result, retirement income products will not be able to maintain high level
of investment returns.

In the near future Korean life insurance industry will face a difficult
situation to overcome. While the income needs for retired elderly people
will rapidly increase as they live longer, the investment returns from
retirement income products will inversely decrease. There is a big
question: can life insurance companies provide retired people with
adequate and secured retirement income in a lower investment returns
environment?

This paper is to address the problem of "living longer, earning less”,
and tries to seek some solutions to the problems which Korean life
insurance companies will face in the 21 century. At the beginning of this
paper, we discuss the trend of ageing population phenomena both in the
world and Korea. Then some analysis is made on the trend of interest
rates and investment returns for different kind of investment tools.
Further to the analysis of market interest rates and investment returns,
investment performance of Korean life insurance companies in recent
periods are briefly reviewed.

Then, this paper gives some explanation on the trend of product
developments for retirement income and their market shares in the life
insurance market. And also, this paper makes some analysis in regard to
economic needs for elderly people and their means to secure retirement
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income. Finally, this paper summaries issues and problems of “living
longer, eaming less”, and tries to suggest some solutions to these
problems.

The solutions suggested in this paper are categorized into two
approaches: one is a general approach, and the other is life insurance
industry approach. In the category of life insurance industry approach,
solutions are discussed under the four main headings: @ product and
service development, @ marketing efficiency, @ investment efficiency,
and @ integrated financial service operation.

Il. The Worldwide Trend of Ageing Population

1. In the advanced countries

Some demographic analysis of a group of advanced countries indicates
that those countries are already in the stage of ageing population. Let
us review some of recent statistics in connection with population trend in
several advanced countries. As shown in the <Table II-1>, the total
population of US. is over 268,000; Japan is over 125,000; UK. is over
58,000; France is over 58,000; Germany is over 81,000; and Canada is
over 30,000.

<Table II-1> Total Population (1997)
(unit: thousand)

country USA. | Japan U.K. | France |Germany| Canada | Taiwan
total population | 268,189 | 125,672 | 58,587 | 58,433 | 81,845 | 30,101 | 21,639

As shown in the <Table II-2>, the ratios of 65 & over population to
total population in these countries are at least above 12%. The highest
one is 15.74 of UK., and the lowest one is 1254 of Canada. All of Japan,

UK., France, and Germany are almost in the same level of around 15%.
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It is generally known that when the ratio is over 7%, a country is called
"ageing society”, and when it is over 14%, the country is a "aged
society”. On this standard, Japan, U.K., France, and Ger:n=ny have
already become "aged society”. Both U.S. and Canada are currently in the
group of "ageing society”, and they will soon become "aged societies”.

<Table II-2> Population Structure of Advanced Countries by Age (1997)
(unit: thousand, %)

age country |U. S. A} Japan UK. France |Germany| Canada | Taiwan

0~ |population | 58,286 | 19,511 | 11,450 | 10,940 | 13478 | 5944 4,964

14 raio | 2175 | 1552 | 1954 | 1871 | 1603 | 2041 | 2292
15~ | population | 175,575 | 86,823 | 37,937 | 38,388 | 57,684 | 19,526 | 14,964
64 ratio | 6552 | 69.06 | 6473 | 6565 | 6862 | 67.05 | 69.10
& population | 34,003 | 19,382 | 9,223 9,142 | 12906 | 3,653 1,727

ratio 1272 | 1542 15.74 1564 | 1535 12.54 798

As for life expectancies of these countries, Japan shows the highest
point of 799, and both US. and Canada indicate the lowest of 76.38.
<Table I-3> is summarizing the life expectancies of advanced countries.

<Table II-3> Life Expectancies of Advanced Countries (1996~ 2000)

gender US.A. | Japan UK. | France |Germany | Canada | Singapore

male 734 768 745 738 735 75.0 735
female 80.1 829 794 813 798 81.2 786
total 768 799 770 776 76.8 78.1 760
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2. In Korea

As seen in the <Table II-5>, the population growth rates in Korea
have been gradually decreased for the last 15 years and a decreasing
trend seems to continue. However, the total population of Korea is
steadily increasing and it reaches over 45 millions in 1996. As shown in
the <Table II-4>, it is forecasted that by the year 2020 total population
will be over 50 millions.

<Table II-4> Trend of Total Population of Korea
(unit: thousand)

‘85

‘90

‘95

2000

2005

2010

2020

37436

40,448

43,411

44,606

46,789

48,434

49,683

50,578

<Table [I-5> Trend of Population Growth Rates of Korea (%)

lm .

‘85

‘90

‘85

2000

2005

2010

2020

137

0.99

1.02

0.95

0.77

0.60

0.42

0.13

In respect of population structure, Korea is running towards "ageing
society” in a great speed. As indicated in the <Table II-6>, in 1995 the
ratio of 65 & over population to the total population was 59% and it will
pass 7% by the year of 2000. Korea, then, will truly become an "ageing
society”. The trend of ageing population in Korea is expected to continue
for the time being in future. According to the forecasts by the National
Bureau of Statistics, in the year of 2020, the ratio will reach 13.2% and
within 30 years from now it will be over 14%. The <Graph O-1> is
apparently showing the trend of ageing population.
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<Table II-6> Population Structure of Korea by Age
(unit: thousand, %)

209 ‘60 | '85 | '90 | '95 | 2000 | 2005 | 2010 | 2020
[ o~ | population | 12651 | 12,305 | 10974 | 105537 | 10233 | 10,421 | 10,080 | 9,013
14 ratio 340 | 301 | 256 | 234 | 217 | 212 | 199 | 172
15~ | population | 23717 | 26,759 | 29,701 | 31,900 | 33,671 | 34,450 | 35,506 | 36,446
64 ratio 622 | 656 | 693 | 707 | 712 | 70.1 | 70.1 | 69.6
5~ population | 1,456 | 1,742 | 2,195 | 2657 | 3371 | 4253 | 5,032 | 6899

ratio 38 | 43 | 5.1 59 | 74 87 | 100 | 132

<Graph II-1> Trend of Population Structure by Age in Korea
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The <Table HI-7> explains the trends of average age and life
expectancy in Korea for the period of 40 years from 1980 through 2020.
In 1980, the average age was 26, and in 1995 it was 29.5. It will be 39.5
in 2020, and this is an indication of increase of average age by 13.5 for
the period of 40 years. On the other hand, the life expectancy was 65.8
in 1980, and it was 735 in 1995. It will be 78.1 in 2020. For the same
period of 40 years the life expectancy has increased by 12.3 years. This
is another indication of ageing population in Korea.
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<Table II-7> Average Age and Life Expectancy in Korea

‘80 ‘85 ‘90 ‘95 | 2000 | 2005 | 2010 | 2020

otal | 260 | 276 | 205 | 312 | 329 | 346 | 363 | 395

a":;ge male | 251 | 267 | 285 | 301 | 317 | 334 | 35.1 | 385

female | 269 | 285 | 306 | 324 | 341 | 358 | 374 | 406

total | 658 | 620 | 716 | 735 | 749 | 761 | 770 | 78.1

life male | 627 | 649 | 677 | 696 | 710 | 723 | 733 | 745
expectancy

female | 69.1 | 733 | 757 | 774 | 786 | 707 | 807 | 817

The number of people belonging to the age group of 65 & over was
only 1,456,000 in 1980, and it increased to 2,657,000 in 1995, a net
increase of 1,251,000, while the total population increased from 37,436,000
in 1980 to 44,606,000 in 1995, a net increase of 7,170,000. By reviewing
the <Table I-6> we can find that in the year of 2020 the number of
aged 65 and over will be 6,899,000, an increase of about 5,400,000 from
1980, in contrast with 9,013,000 of aged 0 to 14, which is a decrease of
about 4 millions from 1980. While the ratio of aged 0 to 14 will drop to
17.2% in 2020 from 34.0% in 1980, the ratio of 656 and over will rise to
13.2% in 2020 from 3.8% in 1980.

In reference to <Table II-8>, it may be pointed out that the number
of people, among the age group of 65 and over, participating in economic
activities has steadily increased for the last 25 years. The economic
participation ratio of that age group was only 259% in 1970, but it
increased to 419% in 1995. In case of male only, the ratio grew from
41.7% in 1970 to 58.8% in 1995. It seems natural trend that in the future
more aged people will have to or be wﬂhng to participate in economic
activities for various reasons.
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<Table II-8> The Ratio of Economic Participation
Among Age Group of 60 and Over
(unit: thousand, %)

70 ‘80 ‘85 ‘90 94 ‘95

o total 1704 | 2543 | 3013 | 3598 | 4241 | 4,145

population of = e 1 700 | 1028 | 1207 | 1412 | 1684 | 1657
60 and over

female | 1,004 1,520 1,806 2,186 2,557 2,488

ratio of total 259 283 293 356 382 419

economic male N7 451 43 498 538 584

participation | female | 14.8 17.0 19.3 26.4 279 309

In summary of the demographic trend in Korea, she is currently just
around the comer of ageing society, and it will be very soon before the
problems related to ageing population become very significant social
issues, and draw special concerns from the government as well as private

sectors. In less than 30 years, Korea will not be able to avoid becoming
"aged society”.

lll. The Trends of Interest Rates and Investment Returns

For the last several decades the level of market interest rates in
Korea has been quite high in comparison with those of advanced
countries. In the environment of high market interest rates being
maintained for a long time period, insurance companies have been able to
take advantages of so-called cash underwriting and could provide
policyholders with not quite satisfactory but acceptable rates of returns
for their premium.

In general, investments yields on insurance policies could not be
competitive with other kinds of financial investment tools, but with the
help of a higher level of market interest rates, they have not experienced
hard time in competing with other financial institutions. In other words,

costs of mortality and operating expenses could be subsidized, to some
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extent, by a higher investment returns from their investment portfolios.

Although the level of market interest rates is still staying relatively
high, it is apparently in the direction toward steady decline year by
year. No one can be certain when market interest rates will go down to
the level of advanced countries. However, it can be fairly forecasted that
in less than at most 10 years interest rates will be close to those
prevailed in most developed countries.

Let us review some of recent market interest rates trend in Korea
for projecting. a direction of future interest rates.

The <Table IM-1> shows a general trend of interest rates represented
by interest rates on one-year time deposit. One-year time deposit rates
can not represent true market interest rates, because they have been
determined by the central government. They are used as just surrogate
for judging a general level of market interest rates.

<Table MM-1> Interest Rates on One-Year Time Deposit
year ‘82 ~'83 ‘84 ‘85 ~'92 ‘93 ~'94 ‘95 ~'97
interest rate(%) 8.0 9.0 100 85 75

<Graph I-1> Trend of Interest: Rates on One-Year Time Deposit




Before 1982, the interest rates on one-year time deposit used to be
above 12%. Then all of a sudden, it was dropped to 8% by the
government. At that time it was received as a financial shock. But it
began to rise again year by year up to 10% in 1985. Since then, the
rates have stayed at 10% until 1992 for more than 7 years. In 1993, it
went down to 85%, and that was a sign of downward trend in interest
rates. The rates went down again to 7.5% in 1995, and thereafter it is
remaining at the same level.

Speaking of only interest rates on one-year time deposit, we had
experienced double-digit interest rates before 1982, and except for several
years in the 80's, the era of single-digit has begun since 1993. The
current level of 7.5% is still quite high compared with those in advanced
countries.

The <Table -2> shows a trend of the yields on government bonds
since 1985. In 1985, the yield was 15.2% and it continued to rise up to
16.7% in 1991. Such level of yields on government bonds could be said
very high in any measure. Since then it started declining gradually,
experiencing some ups and downs, down to 9.24% in 1995. When it went
down below 10%. there was even some sentiments that we are no longer
living in the world of high interest rates and we must adapt ourselves to
an economy of low interest rates. Even though the yields went again
upward a little bit in 1996, it seems clear that a downward trend of
investment returns is manifesting.

<Table M-2> Yields on Government Bond
year ‘g5 | 90 | ‘o1 | "2 | '93 | '04 | ‘o5 | %6 | 07
rate of return(%) 152 | 157 11679 |13.17|11.96| 1346 | 9.24 | 11.44 ]| 11.10

In the <Table M-3>, the same trend of investment returns as in the
<Table M-2> can be identified. However, the yields on corporate bonds
are in general a tittle higher than those of government bonds. In 1991,
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the yields on corporate bonds was 18.98%, remarkably high compared to
16.79% of government bonds.

As long as investment returns are maintained above 10% with low
risk or risk-free, the problem of “living longer, earning less” is no longer
existed. In respect of investment returns, life insurance companies in
Korea are still enjoying higher rates of returns.

In regard to interest rates assumptions in life insurance prodﬁcts,
they were used to very high, for example, 12% before 1982. Since 1982,
they have been below 8%, except for the cases of nonparticipating
policies introduced in 1992. As shown in the <Table II-4>, for a long
period of time they have been around 7.5% and for some individual
annuity policies they are in the range of 5% ~7.5%

Some 20 years ago, this was almost impossible to imagine. Now, this
low rates become very realistic assumption, and we are even afraid that
they might go down to less than 5%. When the level of interest rates
assumption are lower than 5%, life insurance companies will face very
difficult situations to satisfy the needs of policyholders in light of
investment returns.

<Table MM-3> Yields on Three-Year Corporate Bonds
year 85 | 90 | ‘91 | ‘2 | ‘93 | ‘94 | ‘G5 | ‘W | W
rate of retum(%) | 14.2 | 164 | 1898 | 14.00 | 1221 | 1422 | 11,65 | 1257 | 1217

<Table M-4> Interest Rates Assumption for Life Insurance Products

year Ju?/éaz Ju::;,a? CJuly, 1992 June, 1934
. participating policy:7.5
interest rate 8 75 nonparticipating policy individual annuity:
assumption (%) ) shorter than 10year9.5 50~75

longer than 10year8.5
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IV. Analysls of Investment Performance In The Life
Insurance Industry

1. Returns on Assets

As shown in the <Table IV-1>, the investment performance of
Korean insurance industry has not been quite efficient, though the level
of investment returns rates may not be regarded badly low. In 1985,
returns on total assets was only 11.9%, while the yields on government

bonds were 15.2% and 14.2% for corporate bonds.

<Table IV-1> Rates of Returns on Assets of Life Insurance Companies
year '85 | '86 | ‘87 | ‘88 | 89 | 90 | ‘91 | ‘92 | '93 | '94 | "5
working assets(%) | 124 | 13.1 | 16.1 | 169 |135{129 127 | 127 | 11.7 | 11.7 | 111
total assets(%) |119|126|154]159{130(124{120|11.9|108|109|103

<Graph IV-1> Trend of Rates of Returns on Assets
of Life Insurance Companies
—o—working assots  —»—total assets

91 92 93 94 95

85 86 87 88 89 90

The rising trend of investment returns on total assets continued for
several years, and it went up to 159% in 1988, the highest rate of
returns over the period of 15 years from 1982 to 1996. Then it began to
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decline continuously from 159% in 1988 to 10.3% in 1995.

The differences between working assets and total assets in terms of
investment returns have not been very large. They were always less
than 1.0%. They were only 0.5% in 1985, 1.0% in 1988, and 0.8% in 1995.

2. Composition of Assets Portfolio

The assets portfolio of life insurance companies in Korea mainly
consist of D' cash & deposit, @ government bonds, @ corporate bonds,
@ stocks, ® loans, and ® real estates. Historically, the major investment
asset of life insurance companies has been loans. As indicated in the
<Table IV-2>, more than 50% of working assets has been invested in
loans for a long time period. The proportion of loans in 1985 marked
63.6%, and even in the 90’s it has been over or close to 50%. In 1990, it
was 52.7% and 49.6% in 1995.

This is a very natural result in that the rates of return on loans
have always been higher than others, except for yields on corporate
bonds. In 1985, loans interest rates were 14.3%, next to 152% of
corporate bonds. In 1995, it was 14.4%, compared with 12.9% of corporate
bonds and 8.7% of cash/deposit. Except for 1990 in which the rates of
investment returns on real estates were 27.6%, an abnormal result, loans
portfolio produced relatively higher returns than others in the past. In the
70’s and early 80's, there was no much choice other than making loans
for investment management. ‘

The investment in government bonds by life insurance companies has
been stable in its proportion, representing 7~8% of working assets. It
was 8.0% in 1985 and 7.0% in 1995, and it showed a slight decreasing
trend year by year. '

In the 70's and 80's, stock investments by life insurance companies
were not active and it accounted for only several % of working assets.
But it continued to increase its proportion in the investment portfolio as

- 269 -



stock markets were developed and became active in trading towards the
end of 80's. In 1990, the proportion of stock investment in working assets
rose up to 17.9% and then declined a little bit to 14.19% in 1995. Since
early 90’s, the Korea stock market has experienced severe bearish
market. In recent days, life insurance companies become less aggressive
in stock investment. They are cautious about riskness of stock
investment.

The proportion of real estate in investment portfolio has been
continuously decreasing from 12.0% in 1985 to 3.4% in 1995. It was 7.9%
in 1990. The real estate investment has not been increased in proportion
to increase of total assets when companies grow beyond a certain size. In
principle, real estate investment has been allowed for the purpose of only
doing business operations by regulatory authorities.

The proportion of cash/deposit in the investment portfolio has
steadily increased. It was 6.9% in 1985 and increased to 12.5% in 1995.
This is partly because short-term money markets become very active
and diverse, and new companies in the life insurance market are prone to
play in the short-term money markets.

<Table IV-2> Composition of Assets Portfolio

of Life Insurance Companies (unit:%)
1985 1990 1995
cash/deposit composition 6.9 10.7 125
' rate of return 84 10.4 8.7
govemment bond composition 8.0 75 70
rate of return 109 126 72
corporate bond composition 54 33 8.4
rate of return 152 153 129
loan composition 63.6 527 49.6
rate of return 143 142 144
real estate composition 120 79 34
rate of return 38 276 82
stock composition 40 179 14.1
rate of return 96 33 82
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<Graph IV-2> Trend of Composition of Assets Portfolio
of Life Insurance Companies

B cash/deposit D government bond &corporate bond Oloan B real estate B stockl

1985

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

<Graph IV-3> Trend of Rate of Returms on Assets Portfolio
of Life Insurance Companies

|lcash/deposit Ogovernment bond & corporate bond B loan Oreal estate

30:
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V. Analysis of New Product Development and Market
shares of Retirement Income Product

1. New Product Development

Entering the 90’'s, many kinds of new products have been developed
and sold in Korean life insurance market. In reviewing those products on
the basis of their major characteristics, we can identify some outstanding
trend in producf developments.

First of all, life insurance companies as a whole have been very
much concerned about "ageing population” and intensified their efforts to
develop new types of retirement income products. As the results, every
life insurance company in the market tried to introduce their own new
annuity products. On the other hand, in order to encourage people to save
for retirement the government made a very important decision to give
some tax benefits for a certain type of annuity product.

Secondly, another noticeable trend in product developments was an
increasing interest in developing new kinds of pure protection products,
such as cancer policies, health policies, accident policies, and travel
policies, etc. Those products have been successful in drawing particular
attention from life insurance markets. This is because of the fact that
people become more worried about dread disease like cancer, and that the
fatality rates by accidents have been remarkably increasing in recent
years.

Thirdly, as the government policy of price deregulation has been
implemented step by step and nonparticipating life insurance products are
allowed to be sold, life insurance companies were rushing to develop
various kinds of such products. Most of these products are
protection-oriented life insurance policies, and interest rates assumed in
those policies tend to be a little higher than other participating policies.
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2. Market shares of Retirement Income Products

The <Table V-1> explains a recent trend of market shares by
several types of life insurance products. The figures in the table
represent the percentage of market share, based on premium volume, by
each group of life insurance products.

<Table V-1> Market shares of Life Insurance Products by Premium

(unit:%6)

roduct lelng.beneﬂt Death.t?eneflt Endowment Gr.m.m Total
year policies policies policies

‘86 17.3 37 65.7 183 100
‘87 19.3 29 59.2 186 "
‘88 33.1 13 48.1 175 "
‘89 437 1.3 350 200 "
‘90 : 46.8 1.3 269 250 "
o1 51.1 20 25.1 218 "
92 535 36 242 187 "
‘93 62.6 6.0 14.1 173 "
‘94 62.4 7.7 115 18.4 "
85 54.8 9.2 139 221 "

In the group of "living benefits policies” are mainly included
retirement income products like several types of individual annuity
policies, and "education insurance” products. In this group, retirement
income products account for a greater poxtion of the total volume.

In the group of "death benefits policies” are included all sorts of
individual life insurance products which do not belong to both "living
benefits policies” and the group of e‘hdpwment insurance.

In the category of group insurance, there are all kinds of group

insurance products including group term insurance, group whole life
insurance, group pension products, and etc.
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As shown in the <Table V-1>, it is very clear that endowment
policies, used to be one of the major product lines in Korea, has been
continuously reduced for the last 10 years, while “living benefits policies”
have been increased in a great speed.

It is also important trend that in recent years "death benefits
policies” become very popular and its market share has been steadily
increased. In 1986, the market share of "living benefits policies” was only
17.3%, but since 1991 it has gone over 50%. In the mean time, the
market share of endowment insurance has moved in almost exact reverse
direction ; namely, it was 65.7% in 1986 and went down to below 15%
since 1993

This trend surely confirms that people are becoming more concerned
about their retirement income security than short-term savings for near
future consumption. This is a clear reflection of ageing society.

Vl. Economic Needs and Retirement Income Security

Economic needs for elderly people naturally increase as a society
becomes developed and life expectancies of people increase. With respect
to economic needs for old people, they are in great meeds of medical care
expense, expense for personal care at home, expenses for leisure
activities, and other sundry expenses in addition to the basic expenses for
living, such as housing, clothing, and food.

In comparison with the economic needs for old people under the large
family system, the economic needs for elderly people under the nuclear
family system will become greater. In other words, in the society of the
nuclear family system retired elderly people need more income security
than in the large family system.

When life expectancy was not long, for example 60 or 65, retirement
income for old people was not that great. In average, retired people have
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had only 5 to 10 years of remaining life span, therefore there was no
great concern for retirement income. Most of them used to be dependent
upon their sons and daughters.

In the day to come most people have to prepare for their retirement
income security with their own efforts. Accounting to a survey, in which
people were asked how much retirement monthly income in a minimum
- they would think necessary if they were retired in that year, conducted
periodically by the Korea Life Insurance Association, it was 534,000
($680) in 1991, when the monthly household income was %1,071,000
($1,364), and it was W785,000($1,000) in 1994, when the monthly
household income was ¥1,546,000( $ 1,969).

From the analysis of the <Table VI-1> it can be easily understand
that economic needs for retirement would increase year by year along
with a rise in the level of household income. It is not difficult to
conclude that the economic needs for retirement in 20 years, when Korea
will become a truly "aged society”, will be beyond our imagination.

<Table VI-1> Retirement Monthly Income Thought Needed
(unit: ¥1,000, %)

79 g2 | 85 '88 91 '94
retirement monthly 132 242 304 346 534 785
income(A) :
mon%hly household 200 437 | 538 650 1,071 1,546
income(B) 1 ‘
AB 595 | 554 | 565 | 532 | 499 | 508

In the some survey discussed above, we can find some interesting
result. As shown in the <Table Vi-2>, there are three noteworthy
tendencies which can be easily identified.

In the first place, the number of people who is going to be relied
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upon economic supports by their offsprings or relatives for their
retirement is in the trend of decrease. In 1982, it was 16.0%, but only
75% in 1984.

Secondly, in recent years more and more people become interested in
buying life insurance products as well as using various types of
retirement income plans for meeting their economic needs after retirement.
In terms of percentage, people who would consider life insurance products
as one of proper means of retirement income security was less than 15%
until 1991, but it rose to 23.4% in 1994. On the other hand, the
percentage for wvarious types of retirement income plans was also less
than 20% in 1982, but it climbed up to 31.5% in 1994.

Thirdly, we can identify some desirable tendency that more and more
people intend to continue to work as long as they can. In the 80's, not
more than 50% people would like to work as long as they can. In 1994,
the percentage was 62.9%, a remarkable increase. It seems quite clear
that in an ageing society most people have to work longer for their
comfortable retirement lives.

<Table VI-2> Means to Secure Retirement Income

(unit : %)
‘82 ‘85 ‘88 ‘91 ‘94

number of house 767 882 916 994 1,042
life insurance 153 | 140 148 150 234
saving account 313 344 394 334 393
property(real estate, etc.) 25.2 271 239 28 30.8
working ability 488 449 443 546 629
family(offsprings, relatives) 16.0 18.6 182 9.1 75
retirement benefit, annuity 19.2 23 275 258 315
etc. 33 36 34 1.2 04
total(multiply answered) 1589 165.0 1710 161.9 195.7
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Vil. Problems and Solutions

1. Problems

For the period of next 30 years we will see a drastic social and
economic environmental changes which will be a great burden to Korea
life insurance industry, particularly in the area of retirement income
business. As reviewed in the above, Korea will soon become an ageing
society and average life expectancy of Koreas people will be almost 80
towards 2020.

In an ageing society, it is very likely that retirement period will be
longer than before for most people. And it is also apparent that economic
needs for retired elderly people will be increased and diversified as a
country becomes economically and socially developed and a general level
of personal income increases. In such'a situation, people will need more
retirement income than ever before.

In the mean time, it is fairly expected that the general level of
interest rates and investment returns will become lower in the mean
future. Therefore, the investment returns on retirement income products
of life insurance companies will be gradually decreased. This means that
retired people will get less investment income from their retirement
income products. ' '

In conclusion in contrast with the fact that income needs for elderly
people in the 21C will be greater than before, the income available for
retired people from retirement income products of life insurance
companies is expected to be gradually decreased in the future. In other
words, the big problem is whether or not can life insurance companies
provide retired people with adequate retirement income in the environment
of "living longer, earning less”.
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2. Solutions

In order to solve the problem of “living longer, earning less”, we
may have to think of two categories of approaches; a general approach
and a life insurance industry approach. In a general approach solutions
will be in the hands of retired people, and solutions in another category
will be the responsibilities of life insurance companies.

(1) General Approach
A. Working Longer

In order to meet increased economic needs for retirement periods, the
first thing we have to do is to lengthen our working period beyond
traditional retirement ages, 60 or 65. And also we have to continue to
work after retirement as long as we can do. By working longer, we can
make our retirement periods shorter and then retirement income needs
can be reduced. As life expectancy increases, people are becoming
physically able to work at older ages, for example, over 65 or even
beyond 70. Some people might be able to start a second life with a new
job.

In this connection, we have to try to build such kind of society in
which most people will be able to find new jobs for their second lives
without much difficulties. Working longer is not only good for economic
reasons but also good for health.

In the world of an ageing population, it will be more important to
give old people opportunities to work than to provide for just income.

B. Saving More

In the environment of lower rates of investment returns, saving more
money will be required to accumulate a certain amount of fund which
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will be enough to provide elderly people with adequate retirement income.
For ensuring happy retirement life, people have to simply save more
money than in the past during their working periods.

People will have to spend more money in buying retirement income
products in the future. Without a large amount of investment in
retirement income products people will not be protected for their economic
security in retirement life.

C. Wise Consumption

It is a general trend that people in young age group tend to be more
interested in current consumption for comforts and leisure activities than
planning for the future. Although their personal income level will be
much higher than their parents, they should recognize that economic
needs for their retirement lives will be greater than their parents.

In view of “living longer, earning less” environment, young
generations should wisely consume their current income for happier and
brighter retirement lives in the future. They need carefully analyzed
financial plans for retirement. Unless they prepare such a good financial
plan and faithfully implement those plans through their life time, it will
not be easy for them to meet the enormous economic needs for
retirement in the 21C. ' |

(2) Life Insurénce Industry Approach
A. Product and Service Development'

In the environment of ageing society there will be a great needs for
new kinds of products and services fo‘rv elderly people. Besides retirement
income products in general forms, other types of products for insuring
risks of elderly people will be necessary in an ageing society.
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One of serious risks of elderly people is impairment of health caused
by many kinds of perils. Life insurance companies must develop a new
kind of health insurance product specifically designed for elderly people.
This kind of new product is supposed to take care of expenses for @
hospitalization, @ out-patient care, @ personal home care, and @ taking
drugs at home.

This product may be called “retirement health insurance” in that
people are advised to buy at an early age long before retirement and pay
insurance premium for a certain period of time. Then the contract will
start paying medical expenses to insureds from the time of retirement.
This is, in one sense, a sort of long-term financial plans for retirement
health care.

In this plan, people are saving for a particular purpose of health care
for a long period of retirement. This kind of policy can be designed in
various forms with different terms and conditions to satisfy policyholders’
diversified needs.

In the mean time, as a means to pay premium for this product,
retirement income products can be used by way of linking two policies.
That is, when they buy retirement income policy, they may be offered
"retirement health insurance” as a package product. The premium for a
retirement income policy will also take care of the insurance costs for
"retirement health insurance”.

As for variations of retirement income products, there can be many
different types in terms of investment and morbidity risks from the view
points of both policyholders and insurers.

In time of lower interest rates, higher risk investment policies with
higher expected returns might be preferred for a certain group of
policyholders, In contrast, some people might prefer policies with lower
risk investment or fixed returns. Therefore, there should be available
various retirement income products with different levels of investment
risks in life insurance markets.
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Specifically, retirement income products like equity index
annuity(EIA) will be very attractive to those who prefer higher risk
investment policies. The potential gains of this product link to a stock
index such as S&P 500, and its value of investment will never fall below
the amount invested. Variable universal life insurance policies will also
perform an important role in retirement income products markets. This
kind of products are able to meet the needs of preference for risk
investment and flexibility of policy.

In very competitive retirement products markets, competitiveness in
terms of price, flexibility of premium paying method, surrender values,
and diversity of services must be necessary for any kinds of retirement
income products.

Annuity products with no load or low load may be necessary in time
of lower investment returns. Flexibility of products in premium paying
methods will be required in a volatile environment. Annuity products with
high liquidity must be developed to meet diverse economic needs of
elderly people. To enhance liquidity of policies products shall be designed
to make surrender values favorable. to policyholders.

B. Marketing Efficiency

In the environment of lower investment returns and severe market
competition, improvement of marketing efficiency in retirement products
markets has very important implications to operations of retirement
products business.

On one hand, it is directly related to cost reduction in products
distribution, which may be very helpful in improving low investment
returns to policyholders.

One the other hand, improvemént of marketing efficiency will be able
to provide policyholders with more choice and convenience in buying
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retirement products. This will also work as an important competitive
factor in the markets.

Of many approaches available to improvement of marketing efficiency,
diversification and/or development of distribution channels will be a most
critical issue. People are in need of variety in distribution channels, and
they try to select the least cost distribution channel. People are, in
general, becoming more savvy, they would, therefore, prefer direct
marketing operations to indirect marketing systems which is likely to
incur higher transaction costs.

For direct marketing operations, various kinds of distribution channels
will be available including tele-marketing, direct-mail, internet-marketing,
and bank-marketing, etc. When marketing costs can be reduced to a very
low minimum, retirement products with low load or ever no load might
be available.

Besides an improvement of marketing efficiency in relation to
distribution channels, strategic cost saving plans in marketing activities
shall be effectively implemented. For example, commission for agents and
brokers must be reviewed and properly revised for efficiency and
effectiveness in sales operations. Administrative costs in marketing
operations must be reduced to a minimum level without deteriorating
operational efficiency.

C. Investment Efficiency

In the management environment of “living longer, eaming less”,
critical strategies for survival and growth of retirement income products
business must focus on improvement of investment efficiency. In modern
theories of investment, investment efficiency is determined on the basis of
risk-return relations. Efficient investment is simply defined as maximum
returns with given risk, or minimum risk with given returns.

Still performing higher level of investment returns, Korean life
- 282 -



insurance companies should be more efficient in their investment activities
in order to be successful in time of lower investment returns and severe
competition among different financial institutions.

In the beginning, they must be concermned about efficiency of
investment administrations. Expenses for investment administrations shall
be reduced. Together with reduction of administrative expenses, their
investment portfolios should be revised for more efficiency.

In the financial environment of liberalization and deregulation, life
insurance companies shall develop and diversify their investment
techniques, including techniques for asset and liability management(ALM),
and investment in derivation products.

Investment strategies must be determined according to the natures of
product portfolios. When product portfolios are composed of largerly
risk-oriented ones, such as EIA, variable annuity, and variable universal
life, investment strategies must be aggressive and try to eamn higher
rates of investment returns with assumption of high risk.

It is expected that markets for derivative products will be highly
developed and investment activities in those markets will become very
active and diversified. To be involved in derivative markets, there will be
required not only advanced techniques and experience in investment of
derivative products, but also carefuliy reviewed and designed strategies
for derivative product investment. . - |

Overseas investment activities by ﬁfe insurance com:ianies must be
pursued for diversification of investment portfolios. They will need to
develop techniques for international portfolio management. Life insurance
companies are expected to make oversea investments mostly in
developing and/or underdeveloped countries. They might have to be
actively involved in investment operations at international capital markets.
With efficient overseas investment operations, life insurance companies
may hope to earn higher investment returns with a reasonable level of
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D. Integrated Financial Service Operation

With a trend of financial liberalization and deregulation, the concept
of integrated financial service operation is becoming very popular in many
advanced countries. In several European countries, integrated financial
services have been offered for many year by some life insurance
companies and other types of financial institutions in the forms of
"bancassurance” or "assurfinance”

In the coming 21C, integrated financial services will be provided by a
great majority of financial institutions, including life insurance companies
and banks.

From the viewpoint of retired elderly people, a system of integrated
financial services will be of great value to them of reduction in financial
cost, conveniency of financial transactions, and variety of financial
services.

For being competitive in retirement products markets, life insurance
companies should strategically review and analyze feasibilities of
providing their customers with integrated financial services.

Under the concept of integrated financial services, life insurance
companies are supposed to be totally accountable for fulfilling all kinds of
financial needs of retired elderly people. In the future, it must be come
true that all the financial needs of retired elderly people can be
conveniently and economically handled by a "host life insurance company”
which is providing customs with integrated financial services.

Through operations of integrated financial services system, life
insurance companies will be more competitive in retirement products
markets with the benefits of higher investment returns, lower costs, and
diversified and convenient services to their customers.
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Vil. Summary

The problem of "ageing population and lower investment returns :
living longer, eaming less” is really difficult to find any satisfactory
solutions.

There is a big question : can life insurance companies provide retired
people with adequate and secured retirement income in a lower
investment returns environment? There seems no simple answers to this
question. However, some suggestions are expected to be conductive to
discuss and grope for any solutions to the problems.

This paper is dealing with the problem of "living longer, earning
less”, which Korean life insurance companies will face in foreseeable
future.

As for ageing population, Korea is no exception like most of
advanced countries in the world. In 2020, Korea will truly become ageing
society, reaching over 13% in the ratio of 65 & over population to total
population. Its life expectancy is forecasted to be over 78 within 25 years.
Ageing population is becoming an unavoidable reality in Korea.

In respect of market interest rates and investment returns, Korea has
been enjoying higher level of interest rates and accordingly higher
investment returns in comparison with advanced countries. Even though
the levels of interest rates and investment returns are still maintained
above 10%, it is expected they will go down well below 10% in less than
several years. When they get down to 5% or lower, life insurance
companies will have to change their management paradigms to survive in
retirement products markets.

The following are suggested as general solutions to the problem in
"living longer, earning less” environment. For most people working period
should be extended beyond traditional retirement ages, 60 or 65. People
may also have to work after retirement from their regular jobs. In the
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21C, people have to save more, and make wise consumption of their
current income for ensuring happy retirement lives. People are advised to
prepare some kinds of long-term financial plans when they are still
young. T

In the category of life insurance industry approach, life insurance
companies shall pursue the following management strategies : @ product
and service development, @ marketing efficiency, @ investment
efficiency, and @ integrated financial service operation.

As regards.to product and service development, a new type of health
insurance, called "retiremient health insurance” is suggested. It is also
recommended that retirement income products must be diversified in
terms of investment risks, flexibility of premium payment methods,
surrender values, and liquidity of cash values.

In relation to strategies for improving marketing efficiency,
diversification of distribution channels must be tried in order to reduce
distribution costs and improve quality of services to customers. In
addition to deversification of distriburtion channels, strategic cost saving
plans in marketing activities are required.

Improvement of investment efficiency will be the most critical factor
in relation to survival and growth of retirement products business in the
environment of "living longer, earning less”. Investment portfolios must be
efficiently revised and efficient reduction of expenses for investment
activities should be pursued. Various modern investment techniques such
as ALM and derivatives must be developed and effectively utilized. In the
future market environment life insurance companies shall be properly
trained in order to be gainfully involved in higher risk investment
activities. In 21C, overseas investment operations by life insurance
companies will be expanded, and they must be able to take advantage of
overseas investments for improving their investment efficiency.

The concept of integrated financial service will become very popular
in the near future. Life insurance companies shall seriously take into
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account the feasibility of integrated financial service operation in light of
providing retired elderly people with convenience and cost reduction of
various financial services. It is hoped that in the coming 21C, all the
financial needs of retired elderly people can be conveniently and
economically handled by a "host life insurance company” in a form of
integrated financial service operation.

In conclusion, as social and economic environment changes, major
functions of life insurance business shift gradually from life protection to
retirement protection. In the business of retirement protection, the life
insurance industry must play a major and leading role in overall financial
markets. In order to be leaders in the retirement products markets, life
insurance companies must change their management paradigm and try to
do their best in the management philosophy of becoming faithful "host
life insurance companies” for their customers.
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AERYR QA F£ 7|9 76344 EZde dF 13000822
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solyton], AT A A vl (head manager)¥} 7L A Y Aol 9
72 LE2A HUAG. o]2 A8t AMF ALF | vt L3 49
Hlgo] 10% FE ¥ YEAZGA Fd P2 AVHEE & +
Ae g 79E AFsHA HAUh

3) FHkeme fafF (19929 7%)

AF o™ st Qe g ZFAVE AU, AFAAN
BAEL o2 AF A9 GFEEAVIZ 2AHA YEAFEINALS
BAA71E goldtA Aot AFRES BEE v FEEFAE W)
£ 71ALA HUX o2 A3 KBfRE(financial security)d} BERK
< 93l MBRREHE sl @EMe BESIed £ o ByFoln RN -
HENQ EEHRS 95t REES #Bot BstA =AJch

ol A BY SolA MBEHY REEEE 93 BHES
dqFe e FEEALE 432 A3t ABEIAR{AESC] F
&x2 AR HAh 28 19969 ARE HERYAYLE A F
gHE $3 £ - HRE KRE| 713 Ao =) 80,000719 RERENE
JEol A2 53 W32 £aREmESS KEA it &g de
e EqEPERAA thdzte] AEE T3 SHF k39-E 0] &3}
o IAA A ERE BF XV FHIHY AA4RE AT
A g

TH, A2 AR A& JAELS FE3IHAME 2E0A EA
€ 43 449 & F Ne PEY REREGERRY -
infrastructure) & ol &3l= 713 HEAFHQ WHoz WS #HRSI 9
3t Ad ¥ dzt 719 Al & FES FAFQ FAF S
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3 EREEHHAAS BRALT. 22n FEUEE AT AN 2
AU FFEFZANE AT O IAAV FEARE T3 HEE
M 4 A sz, 239 BodAM KBS KEHT + YA ke ASE
g9 dAZAE ol Wy A7t BEEFI}AT, BRI B
sido] uolztol & Wl disl AAsE o, RIAFA B 9FE
o #7Y RREERAZL 22 FAY & e @] oiFe A
ghe A3 2¥ + Ut

Aoz YO 4LHFRREEHEE MIEREHA 2 (financial
planning channel)® &R FAIYAZF HYPF £HRBF L] SH
24, AEHASRY HE, &73 =HI871T) £EARKREH S
o3 S G LA 2 Aot

5. BZ&% M (Nippon Life)2] &
7} EREEEES] N2 A2

7o REANE g0 Ao 7R FHHE GFH
o ftaglon AREL o2 REBMI £YFFIRN ALERE HHE
4t} BURE AAQTF FAA FL Fo| AAFE HlEo] FUFHL=E
E=9}7] YEd ZYESHA 2ge H2 FA gouME Y4y F&34
BRERS BHET 5 A} olyF FHAAM M 71, 3F EF

7t £AYA7L Ho] Aot AAe] HAL A3 =FPgGn & £ U

adds B7n A3le F4F ke ol BFRH
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BT BE 71AE Aol £33 7ol AFHY Y9 18P
€ #A% AL FF o o9Ax en FTHAF ¥ =FEAE
A% AedRE FH o FF7 @FEride YA FEe] Holzkn 9l
o dAde 57, 71SAEY AndA AAAZHA Anze] AT 2
< A8IFHS uE oA P I FALENA FNF/AEAR =%
€ ATde A 7ee X 2% Aok

[E7] 20105 Rz B

7 201099 PR PAFAHQRYY FHA)
A

‘ xﬂxg
A% < o P < ° » < 7HA 3
ARJA4 o
s 3 v AFAA A1
MNE A
Ay & AT k=
AR | o | |2HQ2| omy | 02w
(6.0%) (5.4%) (3.1%) »_
Zz 119 14 177 223 133 28 .
BN A& 4qugg NETE

*Nippon Life estumnates

9, ol8d 7%, 719 2 AR AEAA 7159 wsz g
o Y 2229 EBBHC UE o LFHD YT F, 2047) EAE
BREZE M9 Fzed(ole A AY WFE olfoiad Az
ol A9 Z vATY Waglol AN AEL AAHE A3 87
o] 3gsjobt & RolTh,

A HA HF AL RES REN 4£ERE KRBt
A29] wiolu| B-AMd7} BEY RERETS (financial security market)©)
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Aoz A2 A ge a2dd Aol GNPE7I F&3te A%
o] A#o] 75 AAT, %B%EE HTE 7HYEol 9uiste uieh o
o] #EFE oln] MR Aoz B

T WA H3e F4£o BHRE, F =BACAM =FE T2
A AU 9 AAF a9 Fro|th o] Rote AF FIH 1=
Aol 7} Ao 2 dAaHre ) (F2 AAAFY VAdIdFE
£3), g F§7183e] A AYoz A5t RYATE HREEA
teyol uet REE Aol

A AA d3e BREIRID o Roke AIA ARY FTF
71#e AU X8 2L JIE FABEXMu 20 &3 oy, BRE
$243184 (national health care co-payment)©] 20253717 50% 2 Q1742
Aoz Aol Ay A= F=E A33le ol E71¥3) A Aotk
o]l AFPo M AREC] FLED, JPET 48 FE F U=EF
7l SisME A BERBF REBFS Ehol Ao dth o
2 93 AHRBRAHEe PREHAKRS FASY 2L AU ME
o WM #HE) A% BHE AFEoE F Aok

ol g 21l WBRE wiFo A9 A WF, F FKE
BHG EEBRE R, FEo MBRE L BERXRY d™stqd PR
JIALS e AL MY HBBAS XBAA, EBMADAA HVIUE
HEY £ES REse Aol
U REAE e Ry 8%

xPQlTe S A¥S APy A3 Loy B d ¥
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S Az olAd, AMAAA ABRY EEAES B Hs) A
23 49 ¢ 3tux o

ol AFE e} Zol, HEHFHLEALS A& 2P BEAQ
8 Ziolth. 22y & v ZF¢ AU SPdd, eydns
EFshe o8 7k g dujside] EAsa gl

olfE tId wulAld FoM A9 “BIl4rB2(Bacassurance)”
Za BEe #7804 REBREES A2 B0 53] 8L 4
2 398 HEBMEE Jdehlz fich dad, Bl gart sbg ge
Hol e Z@xo 9 ABEY WM £URPR 50% olgo] 28
Bl & B3 As=EHUL

olgg £qAu e FriMe ojdHdE 271X EHRo| Aot syt
€ Y9 3% Wil 32rt 88 olF o= Ax Rkl B AT
€ Aotk g § JHAE REERSL FAY-H o] FAFez A
o] =& guistnz dhe A9 A=Y &ETE FFNA E F
AE W, Ao EbR&d e nefEMIES BLE RBg %
ZREBoIY —R: £33 2o BER mR U BEA 58 8
olt}t. oY W FA e AAZA YA AZAHRYPolY YA B dF=
2L AFES B, olvl ¥k HEREo Jx BTN KH
ke Zo] o 4% ez A4HR Utk ¥W nAEL dFond
EANEY 5 FHATIE FYU 454 2 Jg d5EE Asum
€ Ext ofyz} AFZA FLst AdeA M FEF FFL A
I Ao oY AL vFe Bz 2PF TN AUAFe
W7t S7teta glew, F=ddFFACDIY ¢l A (unit trusts)e] o
AZFLEA A71€ 3 Ute AHAME EB&8A & + Atk

n

ﬂll
tilo

=8
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o 8 v} 7 ) (telemarketing)ol Y AW (direct mail)& F& A
ZAQFE) HEERHES F4 Bmstn . d8d, ERAME -
3A7} AHRY @ AFARY 3%E AAFn JoH, UddE=dA
E 11%E A2 Utk Frs} gFAVIEd B a4 J)e
of dF 858 AR g 29 FEER] dojutn A, FA
HAs} JlEl N2E ZHFERS BiFo= nlgo] HPF JHB/UE W
o HWAE A2 iddh

9, MBBHELET ASHLFS BuiEoldlA Fad 98E
F33A 2 Aot x=BATFS} {3 U vhARe] FL4S T
Z Aoln], $4% FLYFY S /AL Ae EBBRACIY AFEAAL
Eo] AFste ALY AL HEFEAAMuIZA o TR} S
AA Aol 43t

dhde] zt mAe] golZo]Fe] oo} e JIE FAUARY
oly} 7let BYPFFS] BulE AT BIKMA FHEAYE FEI 7=
o A%, RE JE APRYLE 60%°lde] LIRS T Bl
H1 Jote AL ol 2Rl 43 AE"EFY UL YEhle
ol

YL SMmRBOZAY A BY ol 49 2 WAt
wstste nAe Aol 2SR S70] Rio] EHMM KBRS 3
= F@ozMe BEE /AT Atk AFo] A S HYsA 5
2, AEst gl get A4EA0] AFSE AARAH 2 Y@ FFE
u$ 27k @ Rolgh

t}. BEE 20005+
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OB E 2000483 S EEESY BRIA $I9 AHe
Q437 98] 28Rl B BEARL 58 RE 4RE AYs U}
3 slch 2E 200048e 19540 $YHQeH, dAE S APe
g587] 98 Wasitn dAXE § shA gEe TMES T1, A
ge AArtn Aok 2 F AN FaRe gL 2.

(1) B3EEREe] Bt
(2) ] Anlx #=1pt

1) EEER| &t

2e7 A2W4 T A vAc 430z BEM #24 723
WEE REE 58 AG7Ie] sl

REr B2 B i e REARERY B Mty &
E 3 A g JvAHA ALM BREEAN2 B} tEo] u
Bell =T AL B9 Ao dulsty] A% X LR EA=
REEA] gFolFol & Aot

ASHe BERe L£GRKBEHES HERKRET Y, J3uyY
BAte] 712 g wet 54 99 £9 qRES AGANA v
FHZ st gl o2 QlF YPRIPFIIANEL A APsAE
FH 3l vl Y AL AEE 7HAA HA

YEAYT 22 YPEYPHAES] ¢, 1989080 2ARE FL
AERFEE B2 F4 UAFder g3g £ Aoy, 1990490
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o BB MEWA H@E Qs A= FHY WAFlol H2d
ozn ZA7AY Wse wet FRE FH WA oEse
MEGEe) AR WEEo] EAHNAT. ol & A A4 A
g3 Ado] §e Asgete dd ATHel AYrNE B I
5 37 QEMAE ARFES Edok ¢ Bast Yoke BFE =299
.

g} BPEEES TGRS BRgezA Aee e ¥
Me Az nAe $HL B 5 Ak AES WA T AFR
e Z7H71E RS ¢ ogle dolu thieE AR B4 A
oA Aohdy] SAME BA7F 2AE FHslokt ot olF AMME
HeRE WAESY RES 9§ 2itkxe] Bl a7d0

KAaHS #E7] 9% A A ZA2AN dBAPL BRAME
o WEMS BAMNOZ RBESY st 1990014 19943 Apolel ¥
100021 dle] Sate RS W@sted AFSAT. 199592 Al
7 MABTFR B (restructuring) =79 A3 Bz AH|, A
W3 AT, 479 ¥AL 53 50089 F29 A H(regular career
staff) T 150099 Aurzl e FAE W, 1,008 FHLE SR
AYE e AFT Aol Y& PorE HWRBMANZSZA F 30007
9 AYS FF3AA

zolge Ansy] 98 5 AA 2AE BRAGHRY BRS &t
3 AERAN BEL M5l st RETHMEY AT, I8
gaMEe TAFez AJAEY F4F &4 FF3) a3, KAARH
o] SMWMTY HELES 9% BERESA “PEFBRE (business
surplus)”e ZEWOZ WAl ste FIEES M BRdAME ¥
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B2 AQHYHEE A9ARE 84383, AFdMEe IEKREHRE
(branch profitability index)& =%, °l& tA] AIGY SRR w3}
3 3l BRe AQE T olHF FITRE Fdld AAFHe=
TAd4E A1 § YE 2L MEsiEie o] o]F Xz Yo}

2) ®Ee] An|42HE

F dA FAHL HH Mul2AFoltt. FHLAF JIAEC] B
RY BREAT fES 7712 Hld EALS UAEE e FERE
o AEFH HAERT wel s Ao 2 YolXA | Aoy,
Mulze] FRAE OS AA Aol old) wat A Fo Mul2g ATY
T € 7Rl 2L E3, #oFE 330 J|dS SAANA 2
Aolth. Al B3 FYPYRYHAIELS A9} Po] BEBALS BH):
BEHRES RSt A KE Mu2Rpts BERER JJololgt &
o

HA Y MulzAFolghe ZF9ETE ZE FPESo] FA3) TH
87] fiste] dRAWL EE 20004189 EHEN BES 2000939 &
ABZE 3000 o] AEEE BRE BEAC.

Y& APERPAZ & 74 Kt QR FAGY o8 T3t
o AT 7199 FULL L2 FRAM BRYRE FAN: PH=
Adste MJARIAG T AEME Rivol APRPAZANAN AAse
HEo|l e 2 ade Yoo A2 F KERWY & 25%= ol
¢ AERBRYCIY, ARBRE #3EAL HHoE HYSE FAA
TASE e BARBRRHE 25%E (AT A= AAA Lt 50%
olge]l et & ¥ ¥ #KF}n Acke Aotk BL JAEl
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AYEES aALET AF] Mu2AF FozA NAnHE XF
e 28 HHS BT & AL BT ok gite) HEEE HAA
4 5 g Aok

2. HEE 20003+#1e] BE N RS

gEgRe FAHe MulzAFolgte AAEEE 4 £ v
o wupsde WL oy 4std o e F JHA HAT &
wgo i wujsdel 73 @ Fupde FISL At

(1) Ao EHmiEEbEste AediAd)
@ #mOLAYS Byl 9 A2 Ade] BEN BB

1) BAde] EpnEEELD FPIREAE)

Aarze s ARy AHH Feyze FAd Azt A
Qo] HaFoz AML Tt RUdA He BEAE APl di
“# BB (living insurance)”e] HRBZ RS RS o HolA B
PAJe PRI HAE AL J9I87] st BEA HAsor & o
F3 BAS HA3) FE “A0RAEA 24 (human-oriented industry)”®]
23 43 ¥ F Ao

o] HFHT BE2S #T & & A=SF AF= HAH
o HASE 9 249 NEFAY LFAZAMTEH vl EF
72 A ZE 2Ag Al olalF@ Folof ulza sbed Ao
olg Y& E 1Al ANo] Bu e Z<A(personal agents)FHe} 7
Weuge 53 AW BHe L e BRE BRAA F Havt
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At

a2y oA EBifre] HFikE BREMA#C] vddxz 43F 9
AE FEE Zolge oule ol FALse} Af3 £ AASE o
T A2 BjAde] THIA dEo] APERIANFY F&F 2R S
E28A € Aolth old wa} A&LRIAE F3Wsd 7HF & H 3}
T Aol dopde AW, Hps) mREES MARE%eS BiTdAMe
<33 AP Aol 2L BAGHN BEAQAA AHE WFe A
o, ZANA HH Mulxg Ao 2 L BiNE AFE F Ue
Aol AEY & e A7t E Aot

BELHRE RAEIAN #4 & AAE @3 Qe vI9 3
U AU Bt £e ulg A X gejAdgs AMEEA
et FAH ‘“Eg%—‘iﬁ(customer—first)”ﬁ o] I AgRES
Ag3e AT AL FA%T Aok 2o o] A olHF
98T F}EA ge AHRE Bulrigolyd Yo #AIgle] 183}
A &3 gk

HZ o] MulzA|Folgte EXE AV fstd JEAHL o]
Y BEHE 24T Tl Y& FTH AHER 7THE RLE BEFIR
B A I (specialized professional sales -channels)S ##kstAl =gsln
Qeon, ARAz BE A U2 214719 HAAdz A
fAie & A=ES =XE Askn Utk

7h) BHmfEE e 5 71X HE o

a3 53id AEREFH0] 2RIV E FEde A
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24 HHe Nuag AZAAN Lo} FPBel, J8 wgAF
BolAdste) FA0) ARstE 24710 AE3HA] ANME oHY B
o2 olrtet & AU

(%3] mEAN I MmEE AW

!

% 3
¥ 3
I
CEEE RS
(2o ZmG ATAA)

— +3 2w —Pp
&E9%de g
(AEF 2 Nulzo) gq))

HE3ZQ FELe AWPINE ZEde 538 ARTAN=IFL
nEr] e BEFNA  L£#kld  MBREt(advanced fianacial
planning, $3'3)E &3, @RI AMui2e SHES FAF2=EA
BB (scope of activities, £+F WIS A= Aol AFHoE F
a3k Aot

O AREE HE&ERS HIE FI BIMINE FE3e 532
AEZZAAN D A3l =93tz g

- 324 -



(1) BHREtL FRIEE

ditzes AFAAAE FHAT R, 9, A, ¥
A)E nHo2RE Y31, ol AR7IY AFIA Hrlsta i
AoA 748 o3 TEEZELS AT A ATAYE LA
. ol ALEARAC] AFHoE AT Y ALUHMN2E 25
oA Aoz & £ gl

- Y9 120029 EALRBEES] g ANYEI} 6040439
EEZRO £dHo] low, O F F 60% A= & (deposits and
savings) 22 A] ZAEE-L-9] FHEfo] Doz Q). o] T AL JE
3t AMHI2E 78 AIIEAME 7R HLE HFFA AL &

€ 7HA3 e =FATFAZNA ARLAAES| =de] diulg 4
vle] dAY 2E] ulg MEBRET DHAEAMUAE BEtsts Ro
FEE BREBEM € 4 dde A& Jehddh

AFAAAZE A =FAGHAY 3344 8L Y37
AAME ZE F7Y FELEFS IE 5 Aolok AT, AFHA J)
F9L ARG FHo] AnFrE AFG dE FEdo A3 A
52 23 28y ol A Y ge] g F ez FHEAR 7]
& FE71FEL Y4 HA Av)A e (retail marketing strategies) .2
A AFAAAS] Fgel B AFHA YL 7)&oln itk

i 5?:{:0

80,0009 9] AAHQA BYPTF S (sales agents)oAl TFAEXA
A3 5% MRS B3 ARAAAE 7] 93 9.3 us
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A717] st YRAEE AAHoZ MBRELEBBEZ=22Y
AMsta, A=Ze o} 2000/ FESo] BALY FAMA] AFde 4
AH AETSETAL £ & UASS RBPHEBEMNICE-NET)
B4 TP e FAo nSFARPE AMSFAY. EF 49
Zguuo] wE ojAMsled 2FL TFo RIPRIAFN AJBAYAR
392 ©x Aguyuel o F§, BB, A4 2 FEAY 78
ANegHol 5 ARPA FRRE FF AP AAEY AEA4
e =3 4 Y= 7] A3 B AFAAANEIY FTARAF
AFP(Affiliated Financial Planner)& 5325 S8t U

to o

AZES} FAEAVE S T4 ALY A= BAELS F
o] ABHAMHLE AFEY] 9T BE BA @A FL8 B
g A E§9 270 R AEd}n FFAUA AEBAH2E A
28] HHe ARAYS AT oS FFuue AT AN
= ZeAoln] BE/LY HHEMREA) 2% (information processing system)
o] 234t}

grgge n4 goiMe] A& AMRAu2E AT A
2E BujFU(sales staff)o] W FolLLLr AFH I ZE AX
o] TAAZTIRE AL IPste =FAANLYR BY 12 BF
& Aol 75d =ERHFHE Z2Fo2R RIRIAL AFLAAN
Hl27)% 94 38t

(2) “f24 A v A(total service)”9] Rt
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YEAXE FERRUYS 53 AFELIH &R HERE
7} 1996 10€ %€ ARHJT dEAFAAE Fzdve] 2 gz
9&s] ABEET &HRYS Zo] dujdtie o] oflE nAe ®
€ AFEALTE FFANE F de FHAYZE AFse U gz
Hadte] YR Py EHRYe FIUE AYse TEA “FHAN)
&"ghe §ol§ AHEEa Qloh dig 80,0007 23t AE RYEIAQY
7Hedl 40,0008 9] HAHYA FAAuAY Eo] BIHE FS53t dA A
ERZES Busia Qo

ARy s &HEyge] Jsuvel Y BEERGRELR 40%
o] nZo] ¥ HYSAA YHEPH &HEY LS $A FASeE A&
AEdte Ao vent.

[¥ 0] ABEYR EfEYPe] Fodvo] g nZ9 oA

T ' o ojl e AU

Az gv7l SEETE T3 A

(4) 0, 0,
ZE RYS USRS 40% 21% 33%

RE ¥Fo MEMS MESE %23 SBAMLY} 0T
A%, RBEES 08 2y B oh]z} 2o tg F§raD
o) EERGHSP HEA ¥ Rolth 53 £540 ¢ AFI%
3 BAse 179 W B HFYLNE vz dY FEAWRE
A olul MR #i8 AAST Y& @fTe] FERRESIN B
of N7l YENE L£ARKETS 159 WizFo] nATe BAE
Fnssy] st BESS EEREE St o) Aoz Foy
ol
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ey ERAFY BoldM A FALGTH V8 FF
o BT JRHgdl ETFANZ AYoln FRHMEE B FAs T2
Aolt},

g BoAde Asstyl A% A2 Ade @E) B
AAF FEAFEE e 2 FH2 vehiA 2 Rolo.
RS gite 2%

B HHEAE
itz HES BRI M2 FEY fiBeE RH

Anzoz Bude nAgA AFL2 JHAYE Mul=E A
28 £ Y Aol YEA He “@HLEFY RRE FolstA €
Aotk 4G HAE Fstzm Mul2E TFsFge A BPEAAL 4
Hrye] FARAIZNY AXNE AL KA Utk o

aPdE B7etn APRIAGS S8 832 JAHLE F
Agls Zbitgsr BEML 2 ki ®Ee a3oz i WEAS
gz sl o) nAe] AAZ SAA 2 Aolh a9 2 A 43
HYIAEL YL fASEN AU AES ¥ F A= FA
gde pEsol @ Aoln, FAc] APRYPIAZAMY FAYE A &
e d=uoly Mze REAYY EATHEES BRI BEF RAA
9e BRS BikdeuE P& £olof T Aol

1) ANSBYE % (ANS advisors)
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Zhde] dEAPL HAC EHoU AFY @ =FIHA
AFE e Fudez ANSZAR e AL AAHI}AT. 23
E QA v 2(Advanced Network Service)& YEHE ANSE 250% 9
Aoz Y F8 TAAY ERA AZFEHUT ANSE FES AL
FAHIEE RYRFRAe2RE ¥R R BFEESES HEZ 41
on a8F 1HENA PLAYMu2E AFJThe HAA 7|E9 1Y
ddfigte gag.

1L,700%3 o9l nAL JhA QAT EX BEHRAL BE
BES BRdT ERE Fo24 71934 4% 1o HEAN2E
BA] R EY, W2 F3HA waiAde] 53 1y wujs
T ALL7E FAAMNEeEN AP uA e AN PAHEE AFEY
7} 238U 2y ANSEAAEL FA9 JIMFAA 180= A
St $AHZos A dYg FAHR B MEEEAvIZE RfH4tss] B
del REE B%Eol B3le %l Rae BEHRS REsAT

H|& o]A] Alzte] EBepAT, ANSZAREC] o3 d AMul2E
ATFoEN A9 RWEHR] HFHL FHEVFR Eolvde
T 71d89E ERE olv] AFZ 3. o|RAL W] wujxido] Yol
BFS AAEe A4 8 Rl

2) fts &BES KEAYE A

folA AFE vl Zo] AHEY B &P Fsud 3}
of wa} ek 80,0000 Edte &IEY BMUMREE] AHEYS wvl
&3 gith ol SHUIAAL RS n8&BAC AA G AL
o] S48 BERAG2ZA AduddAg fAst QEAFEOMNE 3A 2
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E A 2YRAAAEY S49
AgAL 8FdE NI AL
58 AgFHoE &k ot

oA AAF Hul=g AFE F
24¢ At 284 @A o =
Z s AL AR BoAEE =
31 AZHA.

A

o
A
2

genaze Aruvis 24y dBo HEY FIuv
Ge "o 738 A7Z JEAPE Fd9 ARAHFAADE A
& ggatn AR Mu2we) #sle Fuse AP Hu2g A
28 & A= BUALALE LG Aol

o). o] HE

AFE S FAFA 71¢e] 42 2 A5 Vg AP &5
o] AR wet =HSA B nEe] AR 21K KHAE B
mo] @ 71A ERsl 2 Rolgte HE FAsAor Atk 2 FL <7t
AEARYAZL APsY] A FaF dolguolast A=A
e B8sn A= YF9 Direct Linefit olth 222 A&z 2
o FAREY HFENIE L AArte eEoE FFEA R 43
BPFE qu2F FFIE Fa@ BuiAde] d Aot

drygoz g deee 150919 Astet 500,000 ¥
Ag A% 7152 7] st RAFGAME 2443 Adg R
QuiAZ M nAo] BFPe 2AAZRH FFARE T A

Nul2g e F AES AT

ot dn
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6. &% - TREEGIA BEN HEY LERMK

ASAA 21A71e) APHY VALY Rgol FHPE T
AERYAIIo] Aok wae]l el =sUTh 2A7IE YA
2 e =AY} S48 AYL dudn Jon as Pl
s ANRFZ=ads Jg ANASH ALY Relth £ wo
237} A& AAE WHANNA g1 W2 AL 4T S
FEE9 oo BAL Ae AL Aol BruEH, A5 BEE =
A 1554 8 Rtk

olg)gt Ao UF sHAYHL JHA, AxxY L BEArMu29
ESAAIDE B3 =ARERN #EEHEk(three-tiered approach)el] 1Tt
214717} 7ol e} o|RA 7HAd]l 8L o] ¥n ARk ¥
E4Y olgy EAMuZE U AAJE 73] ol dd. &
9, AE 5 A g8dde 5383 gEo § 71ge Hg&Ed A 349
AEZ =3 E Yulsle HEbES(self-help products) 24 ABEEYPL
Ao glo] F2F &L FPsA 2 Aotk
Mg :HsASEE el S-S T $&8 =7e=
HE FE ey wEA] O34 Y3 e e fivh 999 @ A
F8 4 JdE e H2FH AR FolRew 87t FHE oF
A A3 el Adolt. k=B3ALS oA zto] ABEYPelgte FALAS
£¢ B4 2983 QWS PRY 4& & 5 AT BIHE )
8] o Fo|z Aol

> S Rizgrtele] Bh

-331 -



e ge JEx @4 =¥3ehs 59 EAE B3t
AU goz AYsA 2 Rolch = 3tel tl§3t7] A3 AHS7E %A
Aol & A7t EAE Edglel 214719 AF7F AASA € 7
F 8% A7 2 Rolnk we} vl FFAI AN AHHoZ &Y
3 A%y PEL FU £ UAES dEG G2 U9A J7tEe YRR
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= Infroduction -

The theme of this conference - "The Life Insurance Industry - Today's
Challenges - Tomorrow’s Opportunities" - conveys the hopes and dreams of the
life insurance business as the 21st century approaches, as well as a rewarding
sense of worth and mission.

The Japanese life insurance industry, having developed in pace with the
Japanese economy, has brought about a highly-penetrated insurance market and
now faces not only major changes in the business environment - namely,
deregulation, liberalization and internationalization - but also what is probably
humankind's most important issue: the advanced aging of society. Given these
circumstances, the most pressing issue - and most important responsibility -
confronting Japan's life insurance industry is assuring the enrichment and
happiness of the 21st century's aging society by devising future strategies and
establishing a new framework from a global perspective.

The theme of this conference is indeed wonderful with its suggestion of
challenges for the future and, as someone myself who is involved in the

management of a life insurance company, I feel compelled to consider again the
importance of our role. '

It is with such thoughts in mind that this paper, focusing on the sales channels
through which Japan's life insurance.industry and life insurance market have
developed, presents my own personal philosophy together with actual examples
from Nippon Life with the objective of identifying the strategic directions in which
we must concentrate in response to the advanced aging of society.

When contemplating the future vision of Japan's life insurance industry and
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the direction that its sales channels will take in the future, it is first necessary to

-analyze economic and social conditions in Japan and identify how these conditions
are changing.

The uniquely Japanese social and economic systems that have enabled the
postwar Japanese economy to increase productivity, overcome a multitude of
obstacles and sustain high rates of growth over the past fifty years of the postwar
era are now at a historical turning point.

For instance, the economic expansion that bottomed out in October 1993
lasted 44 months as of this May, the third longest in postwar Japan's business
cycles. However, the 2.2% average rate of growth in this period pales can hardly
be compared to the double-digit rates seen during Japan's high-growth period.
In addition to today's low growth rates, Japanese industry is also facing a loss of
its cost advantages due to such factors as wages that are now among the world's
highest and the appreciation of the yen, the result of Japan's immense trade
surplus. As a result, this has increased the perceived burden of the private
sector's employment system, as characterized by a system of seniority-based
salaries and lifetime employment, and is quietly increasing the liquidity of the
labor market. Furthermore, businesses, especially manufacturing industries, are
transferring operations overseas, generating fears that Japan’s industry could be
reduced to a hollow shell. These and other controversies - such as a substantial
loss of trust in the financial sector in the wake of a series of financial institution
failings (a form of post-bubble economic readjustment) and inefficiencies in a
broad range of economic activities due ta non-transparent government restrictions
- underscore the issues in an economic system previously praised as uniquely
Japanese. The current situation in the Japanese economy suggests that what is
required is not a palliative, such as the improvement of productivity in a single
corporation or government-initiated measures to stimulate the economy, but
rather a response that addresses fundamental problems in the economic system.
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At the same time, the economic foundations that are based on the social
structure are also at a turning point as the 21st century approaches, the most
important factor being the rapid pace at which society is aging and family sizes
are shrinking. For example, the elderly population (those 65 or over) is expected
to overtake the number of young people (those under 15) this year (1997). And,
as reflected by the prevalent expression that society has become less traditionally
family-oriented and more orientated toward individuals, there is now great
diversity in the Japanese people's values and lifestyles. In short, with Japanese
society changing at a pace much faster than expected, no attempt to envision

Japan's future would be meaningful unless these societal changes are also taken
into consideration.

The government's rapidly growing budget deficit can be seen as reflecting the
changing state of Japan's society and economy. As the other advanced nations
have taken active steps to reduce their own budget deficits, Japan’ s budget deficit
increased over the past several years and has recently been one of the worst
among the OECD nations. This suggests that the Japanese system is becoming
ill-matched to respond to the major changes that are emerging with increased
frequency in Japan. Thus, Japan requires substantial reform that addresses such

issues as what the country's industrial and population structures will be in the
future.

Postwar Japan, as one of the Western capitalist nations and with the
protection of the advanced nations ‘(primarily the U.S.), defined its goal as
catching up with and overtaking those nations. Various institutions were set up
to achieve this goal, typical examples of which include government-driven
industrial policy, the main bank system, and knowledge-intensive education. In
actuality, however, it can be said that these and other social and economic systems
and the economic activities that they engendered (expressed by the term "catching
up") achieved high-level growth because of the priority given to increasing
domestic productivity and efficiency under global conditions of that era
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characterized by little cross-border movement by capitalism's elements of
production: labor, materials and products and capital.

Today, however, advanced information and telecommunications technology
and improved distribution systems as well as the increasingly international nature
of financial and capital transactions are giving rise to labor, materials and
products and capital that are more and more homogenous and borderless,
resulting in a global framework that differs greatly from that under which Japan's
postwar high-level growth occurred. In view of the ongoing innovation in
computers and consumer products that lack national identity, it is time for Japan
to abandon its “catch-up” systems and modes of behavior and adopt instead a
“pioneering” approach characterized by the pursuit of a strong element of
creativity and the high added value that such creativity engenders. This, in turn,
will necessitate overhauling the country's various systems and institutions in ways
that facilitate innovation. Thus, there is a need to bring about the development of
Japanese systems that are compatible with international standards of competition
to replace the uniquely Japanese style of competition and protection backed by
regulation that was the general rule in the past. In this respect, the time has come
for Japan to promptly reassess the path that it should take and its grand design
from a global perspective as the 21st century rapidly approaches.

The Life I Industry at a Turning Point

Life insurance has its origins in the concept of mutual aid espoused by the
members of communal groups from early on, such as the Collegia Tenuiorum of
ancient Rome, grounded on the simple desire to protect and secure their own lives,
and its basic principle behind this concept continues to this very day. Because of
their nature as a sort of cooperative, life insurance companies have traditionally
specialized in life insurance operations and have been localized and narrow in
business scope due to the need to remain closely linked to social security systems
and utilize mortality rates and other statistical procedures.
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In contrast, today's life insurance industry is undergoing a transformation and
business opportunities are expanding because of vast changes in the external
environment: the regional integration of insurance markets (as in the EU), the
growth of "bancassurance," a trend of mutual entry against banks and other
financial institutions, the global trend of aging societies and reevaluation of the
social security system brought about by financial constraints. To take advantage
of the life insurance market's growth potential, the world's life insurance
companies are aggressively pursuing cross-border expansion. With respect to
annuities, endowments and other savings products, life insurance companies face
inevitable competition with banks, investment trusts and other financial
institutions, while at the same time cross-industry business (as exemplified by the
foray into banking by UK life insurance companies) is taking off.

These and other trends make it even more important to establish new
businesses from a global perspective in order to provide uniquely distinct
products and services, while expanding and strengthening one's business
foundation. Although mutual companies have been the primary means by which
life insurance companies have solidified the industry's tradition of mutual aid, the
recent increase in demutualization and mutual holding companies for financing
purposes clearly attests to the changes in the competitive environment that the
insurance industry now faces. With reorganizations, mergers, acquisitions and
other means increasing, life insurance companies will have to take new
approaches to expanding their operations.
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1. The Three Major Issu nfrontin a

The most important factors that will bring about change in Japan and in the
Japanese economy can summarized in the following three issues: “aging”,
winternationalization” and “efficiency”. More specifically, “aging” refers to the
desire to grow old gracefully and resourcefully, not simply to age. Next,
“internationalization” means not merely responding passively to the cross-border
movement of people, information and capital but rather actively creating one's
own global networks. And, in regard to ‘“efficiency”, with “aging” and
winternationalization” demanding even greater efficiency from Japan's society and
economy, we must keep in mind that survival will be possible only for those
companies that are the most outstanding and most in compliance with
international standards and order. When individual companies mesh organically,

the effect on Japan's society and economy will increase exponentially. These, in
short, are the three major issues.

1. The First Issue - “Aging”

The aging of the Japanese society is marked by three unique characteristics.
The first is its large scale. If the current pace continues unchanged, the 65+
stratum of the population will rise from the current 16% to 27% of the total
population by 2025.

The next characteristic is the growing percentage of the elderly population of
even more advanced ége. For example, by 2025, those in the 75+ age group will
account for 57% of those in the 65+ age group because of the aging of the first
wave of postwar baby boomers. Never before in any country in human history
has this percentage ever exceeded 50%.

The third characteristic of the aging of Japanese society is its rapid pace. In

Japan, it took a mere twenty years for the index of society's aging to rise from 10%
to 20%, an extremely rapid rate compared to the 70 or so years required in Sweden
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and Germany, forerunners with respect to the phenomenon of an aging society.

At the same time, Japan's birth rate is falling. The annual number of live
births was 2.8 million in 1947, but is now only 1.2 million. This combination of

longer life expectancies and a rapidly falling birth rate is certain to have a major
impact on the future socioeconomic structure.

It is expected that when the elderly exceed 30 million in number, the majority

- 19 million - will be persons with no major problems with respect to personal
finances or health (i.e,, competence or faculties). In other words, Japan will not

- merely have greater numbers of elderly but more and more of the elderly will be

vigorously active in various respects. This means that welfare policy measures
will have to be drastically rethought.

Table 1: Average life expectancy and elderly ratio
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2. The Second Issue - “Internationalization”

The second factor, internationalization, means that, in order to maintain a firm
position among the nations of the world into the 21st century, Japan will have to
abandon its reliance on the kind of economic activity that has been criticized as
self-centered, pursue fair competition grounded on global standards and make
contributions worthy of its economic might.

Until now, Japan has based its economic activities and systems on the narrow,
closed framework of its own national boundaries, and on static, long-term
relationships, typified by keiretsu, or corporate group affiliations. Such uniquely
Japanese business systems allow for efficient production and drive economic
growth and we can be proud of that fact. Nonetheless, today's extensively
internationally distributed business systems are leading to an age of survival of
the fittest on a global scale - an age in which, economically, the pursuit of
corresponding cost means that survival is ensured only to those businesses
capable of offering the products and services that are the best internationally.
From the viewpoint of international comparative advantage, Japan and Japanese
firms must actively develop and take full advantage of a trans-national network of
such superior businesses in fields in which those businesses could not be
consistently competitive on their own.

3. The Third Issue - “Efficiency”

The third and final factor, efficiency, means that in order to survive in this age
of intense competition, Japan must drastically reassess the respective roles of the
public and private sectors. Specifically, it is time for the country to replace its
traditional government-initiated economic system with a deregulated, private-
sector-driven economic system that is both highly efficient and highly productive.

In the public sector, the government must become more efficient by placing
the stress on the need for a “lean government:” radically reforming Japan's
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traditional government-dependent systems, reorganizing government agencies,
and continuing with reforms of public finance. Public-sector initiative must be
replaced by private-sector initiative and we must forge ahead with deregulation
by eliminating or scaling down the power and authority that has created so such
vested interest and bureaucratic corruption.

The Administrative Reform Council, chaired by Prime Minister Hashimoto, is
currently investigating the feasibility of various concrete reforms - all aimed at
achieving "lean government" - such as changing the range of government services,
reorganizing the central agencies and bolstering the functions of the cabinet.
Government reform has been a perplexing issue since the establishment of the
Provisional Commission for Administrative Reform of the early 1980s; it is hoped,
however, that current efforts will result in fruitful and effective reform that will

serve as model for other areas, such as public finance and social security
programs.

In the private sector, corporate Japan must make the increasing of efficiency
one of its important objectives. Traditionally, Japanese corporations have
stressed growth at the expense of short-term profitability, enabling them to grow
to unparalleled scale, but also causing considerable profitability problems.
Capital profitability, for example, is conspicuously poor, with ROE of only 3.7% -
less than 20% of that of American corporations. The causes include the massive
financing that took place during the years of the bubble economy, the heavy
burden of depreciation expenses resulting from excessive capital investments and
increasing labor costs due to inherently redundant employment.

4. The Japanese Big Bang

The Japanese Big Bang, first proposed by Prime Minister Hashimoto last
November, is viewed as part of the efforts to break free of the 50-year-old postwar
system. The three factors described above, aging, internationalization and
efficiency, should also be seen as keywords in this reform.
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The orientation toward non-liquid assets is considered to be one of the
economic effects of the aging of society. As the aging of society progresses (as it
is expected to do) and uncertainty about the future prompts people to prepare
financially for the future on their own, a financial system must be created that
efficiently manages these growing individual financial assets. At the same time,
to ensure the continued long-term growth of the Japanese economy, Tokyo's
financial and capital markets must attain international levels of efficiency to
facilitate the influx of these assets into industry. Many issues, however, remain
to be resolved.

(@ The rapidly shrinking foundations of Tokyo's financial and capital markets

Looking at trends in the volume of foreign currency transactions on the
world's principal markets, the Tokyo market's share is shrinking rapidly, leading
to concerns that Tokyo's standing will be even lower when the European
Monetary Union is introduced (now scheduled for 1999). Moreover, the
Singapore market is drawing away large volumes of stock and interest rate
futures; the London market, large volumes of spot-trading stocks. Prompt
countermeasures are called for in response to this trend, the causes of which
include:

*Higher taxes and commissions in Japan;

*Lack of transparency in the ]apanesé market due to uniquely Japanese trade

practices and the absence of disclosures; and

*Inconvenience due to excessive regulation.
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Table 2 : Drop in the status of the Tokyo financial market :
- daily average foreign exchange transaction

*US$100m

April, 1989 April, 1995

Jehare(%) amount* jshare(%) amount*

TOKYO 15 1,108] & | 10 1,613
LONDON 26 1,840 _o» 30 4,645
NEW YORK 16 L,152] => [ 16 2,444
SINGAPORE 8 550 == 7 1,054
HONG KONG 7 488| —> 6 902

@ _The declining international status of Japan's banks and other financial
institutions

As exemplified by the substantially lowered ratings of Japanese banks, the
status of Japan's financial institutions is cause for concern. This is due primarily
(but not exclusively) to the poor asset efficiency of Japanese banks, which in turn is
a result of the same traditional pursuit of expansion through small profits and
quick returns that is widely prevalent among Japanese corporations; to massive
amounts of long-standing bad debt, and the correspondingly lower ROE; and to

limited know-how regarding derivatives and other new types of prodﬁcts that
promise high profitability.
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Table 3 : The falling international status of Japanese major banks.

RATING 1990 1996
JAPAN U.8., EUROPE JAPAN U.8., EUROPE
AAA |IBJ Deuts ank Deuts ank
JP Morgan UB
UBS
clays
AA+ [Shmitomo J - JP Morgan
Takyo-Mitsubis, . arclays
AA SaW jete Generalg
Jbon - dit Bank
AA— \\P_X Sodiete Geneyale
A+ Citico Tokyo-Mitsubishi _|Citicorp—"
A IB
Stimitomo
Sanpwa
...... N —~
BBB+ Long-Feun Credft Bank
Source : S&P

® The ineffective use of Japan's ¥1,200 trillion in personal financial assets

Over half of personal financial assets, worth ¥1,200 trillion, are kept in

deposits and savings. Despite the temporary withdrawals of funds prompted by

record low interest rates, this tendency continues because, it is felt, of the various
problems plaguing the securities market and the low appeal of stocks themselves,
due to factors such as characteristically low ROE.

Tabls 4 : Distribution of the ¥1,200 Trillion Individual Asssts in Japan

(%)

JAPAN demand term Deposits trusts annuity secur- investment
¥1,183 trillion  |deposits . insurance ities & wusts (2.7)
Mar19%) | (10.4) (45.2) _ .(_6.7) (25.3) (9.7)
3 ',.:,-_::-.-.-,;::ﬂ“" .................. S misc.
u.s. =
US$20 trillion (12.9) (33.1) (31.4) (9.9)(5.7)
(Sep .1996) | N A
(2.9) (4.0)
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Japan's financial Big Bang, proposed last November in response to such
developments, has the bold objective of turning Tokyo's market into an
international market comparable to New York's and London's by 2001, and sets
forth three guiding principals for achieving this:

Free (free markets where market mechanisms can operate unfettered)
Fair (markets that are transparent and reliable)
Global (markets that lead the times on a global scale)

The six deliberative councils currently deliberating concrete measures,
including the Insurance Council, Financial System Research Committee and
Securities and Exchange Council, are scheduled to submit a recommendation by
June. The goal of this initiative is to effect structural reform that will revitalize
the Tokyo market as quickly as possible and provide Japan with the financial
systems that will be needed in the 21st century, with each sector equally sharing
the pain.

There are, however, two important points.

The first is that governmental and fiscal reform, including the reform of public
financial institutions (principally postal savings and insurance) and government
fiscal investment and loan, must be implemented simultaneously. This is because
reform will be distorted and incapable of satisfying the conditions of competition
unless market mechanisms are put into effect universally. This includes postal
savings, which with a balance of ¥222.4 trillion represents 34.7% of individual
savings and deposits (as of December '96) and postal insurance, which accounts

for over 60% of all premium income. in the commercial individual insurance
market. ' !

The second important point is that reform must not be a goal in itself; the goal
is reform that truly benefits consumers and the Japanese people. The consumers
will ultimately benefit as each sector develops equally following a certain amount
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of preparatory time that fully takes into account the fatigue being experienced by
financial institutions, including the life insurance industry, with its
characteristically fixed liabilities and difficulties with negative spread.

Problems with the pace of reform notwithstanding, the early 21st century will
see the arrival of an age of intense competition crossing over the traditional
borderlines of business categories and the life insurance industry will be forced to
face further exacerbating problems.

IV. The Life 1 Marketin] Tod
1 Highly-Pgnetrated Japanese Insurance Market

Since becoming the world's largest insurance industry in terms of insurance in
force in 1987, Japan's private life insurance industry has continued to grow,
reaching ¥2,153.4 trillion ($20.1 trillion) in private life insurance companies'
insurance in force in late March 1996, with ¥30.8 trillion ($289.7 billion) in annual
premium income.

In addition, Japan's private life insurance in force is equivalent to 573% of
national income - extremely high relative to other nations' levels - while the
household coverage index is 95.0% (1994), making Japan, in effect, highly insured
population. :

Japan's private life insurance industry has steadily expanded the scope of its
operations over the years, amassing ¥187 trillion ($1.6 trillion) in total assets and
becoming a major presence in the financial sector, with an 18.6% share of private
financial institutions' total funds.
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Table b : Diffusion index

(%)
1970 1976 1982 1988 1991 1994
Household coverage index in Japan §9.4 89.6 92.3 91.6 93.7 95.0

JAPAN | KOREA |AUSTRALIAl  US. CANADA UK. FRANCE |GERMANY]

Total life insurance amount
/ National income 5713% 357 "/gj 48 % 200 % 241 %! 125 % 143 % 92 %

As of the end of 1994 (U K..France and Australia : end of 1993)

Table 6 : Total assets of Japanese insurance companies

trillion
187
200 156 .. (18.6%) .-
150 65 - 116
S0 [0 R I AR — 40 (12.8%)
..... 8.1%) 26 crene.  svmmrrerren
so [-B1) == =T

1977 1980 1983 1986 1989 1992 1995

(%): asset share

Note 1: The figures for insurance in force indicated here were abstracted from the Life Insurance Fact
Book 1996 (Japan Institute of Life Insurance) and the 1996 Life Insurance Fact Book (American
council of Life Insurance). The basis for insurance in force is insurance sold by private
domestic and foreign life insurers to the residents of that country. This includes individual
pensions in a portion of the countries.

Note 2 : Exchange rates at the end of each year are used for U.S. dollar conversions.

In the background of the tremendous growth that the Japanese economy has
achieved is the mounting need to sustain the standard of living that has been
upgraded by the continuous rise in national income and the resulting rapid
penetration among the Japanese people of a middle-class consciousness and the
predominance of the nuclear family. Life insurance companies responded
effectively and successfully by satisfying this need for greater security - primarily
with’ combined term/endowment insurance and combined term/whole-life
insurance, introduced in the 1960s and 1980s, respectively - while at the same time
lowering premiums on several occasions to satisfy the needs of the time, i.e., better
security at lower premiums. Durir{g the time of the so-called bubble economy of
the late '80s, life insurance companies also quickly expanded their range of
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operations in response to the greater demand for savings products (i.e., singl
payment endowment insurance and individual pensions), which in turn reflecte
the public's greater demand for interest-generating uses of its mone
Undeniably, however, a decisive factor was the slow but sure marketing
products to households and businesses by a network of full-time, primarily fema
sales agents (see below).

2. Enactment of the New Insurance Business Law

The new Insurance Business Law, enacted last April as an amendment to tl
56-year-old law to reflect the life insurance industry's expanding operations ar
upgrading its role, is founded on three major cornerstones: (1) the promotion
efficiency in insurance and competition through deregulation and liberalizatio
(2) the maintenance of business soundness, and (3) the assurance of transparen
in the management of insurance operations.

Prompted by this revision, which strives to increase customer convenien
through the introduction of the principle of competition, the past year has seen
total of thirteen new life insurers (eleven non-life subsidiaries and two foreig
affiliated firms) advancing into the life insurance market, bringing the curre
number of life insurers in the industry up to a total of forty-four. These ne
firms will moreover be expected to further revitalize as their operations based
products and sales channels that are clearly distinct from those of the existing li
insurance companies.

Meanwhile, the new law stipulates a variety of measures, including t
reinforcement of corporate governance through the introduction of solven
margin standards and early corrective measures, the establishment of
Policyholders Protection Fund and the provision of individual rights
representative action, as well as improvements in disclosures, while promoting t
thorough establishment of the concept of self-responsibility.
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3. The Development of Life Insurance Sales Channels - The three Turning Points

1 would like now give an explanation of the course of the development of the
highly unique sales channel, comprised predominantly of women, which has
supported the growth of the life insurance market in Japan, based on the three
turning points that, to a great extent, have determined its direction.

@ The turning point that defined the direction of Japan's life insurance sales

structure (around 1955)

In prewar Japan, life insurance was sold primarily through influential or
notable local residents and others with strong interpersonal relationships and
roots in the area, affiliated with independent sales agents. After the war,
however, life insurance companies began employing the services of women who
were seeking greater economic independence as democratization advanced during

the postwar reconstruction era by introducing a tied agent sales structure made up
predominantly of women.

Although premiums for life insurance policies in prewar Japan for the most
part were paid once a year, in line with the once-a-year receipt of compensation
(harvest) in the agriculture-based economy of Japan, policies with monthly
premium payments rapidly expanded, eventually becoming the mainstream, in
postwar Japan, since that is better accommodated to the system of monthly
compensation of wage-earners whose numbers were growing as the country's
'economy as it became increasingly urban in nature. This necessitated the
monthly collection of premiums, prompting many companies to adopt a system in
which tied sales agents, placed in charge of a certain territory, would take over the
tasks, of locating new customers, collecting premiums and providing various
services to established customers within the territory.

This was the precursor of what would later become the cornerstone of Japan's
current life insurance sales system, namely, a sales agent network made up
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predominantly of women who have an intimate link to their territory and provide
face-to-face services.

® The shift to the establishment of a specialized sales channel (around 1965)

There was a rapid surge in the number of sales agents, reflecting the economic
growth in Japan and the concomitant changes in the social and economic
environment, such as the advance of the nuclear family and the rapid penetration
of the middle-class consciousness, which provided a firm foundation for the
development of the life insurance industry. However, this massive increase in
personnel was also linked an increase in sales agents with a part-time mentality
whose main interest was supplementing their household incomes, which in turn
resulted in high turnovers marked by large-volume recruitment and large-volume
resignations.

To eliminate this problem and create a better sales system that would earn the
trust of society, the entire life insurance industry set out to institute specialized
sales channels, eliminating part-time positions and relying instead on tied sales
agents with a highly professional bearing and advanced expertise and skills.

< Industry Efforts to Institute Tied Sales Agent Systems >

More meticulous screening in initial hiring: Employment tests for sales agents (1963)
Stability in employment and initial wages: Applying the Minimum Wages Law and
instituting guaranteed minimum salaries (1973)

Systematized training: Adopting industry-standardized training systems (1974)

As more and more women attained greater social advancement and pursued
higher education, insurance companies also adopted specialized professional sales
agent programs to make full use of the capabilities of these better-qualified, more
career-oriented women.
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At Nippon Life, this system, known as Lieve, which was launched in 1979,
made it possible to introduce a system for the selective screening of career-
oriented women graduates of universities and junior colleges mainly through
public solicitation, provide successful applicants with practical training through a
sophisticated and effective training system and engage in more focused sales
activities by limiting their activities to corporate employees or other specific
market. Lieve, made up of a combination of the words Life and Eve (denoting
the concept of woman), is a word we coined to epitomize the desire of women to
live their lives actively. The number of such specialized professional sales agents
has expanded from its initial 76 to roughly 13,000 today and, from this pool of
talent, women are promoted to local managerial positions such as that of head
manager, thus providing a solid base for self-actualization by career-minded
women in a society (Japanese society) where the percentage of working women is
said to be 10% lower than in the West.

@ The start of a new era (around 1992)

After the postwar period of uninterrupted, solid growth, the collapse of the
bubble economy and the subsequent weak business climate ushered in an age of
stagnant performance for Japan's life insurance industry. The collapse the bubble
economy also prompted changes in the financial activities of the consumers and
resulted in a broad increase in customers who taking a more conservative, long-
term and rational approach to financial planning and the selection of products for
financial security and asset formation.

Amid such social trends, life insurers that place the priority on financial
planning type sales channels that promote consulting sales have been
demonstrating rapid growth. In addition, since the new Insurance Business Law
enacted in 1996 allowed concurrent life and non-life insurance operations through
subsidiaries, some 80,000 non-life insurance agents have begun selling life
insurance under newly-acquired: licenses.  Using know-how accumulated
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through long years of experience in business consulting in the field of non-life
insurance, these non-life insurance agents are now aiming to provide customers
with total risk consulting that encompasses both life and non-life inst "nce.

Meanwhile, companies newly advancing into the market have been actively
developing a direct marketing approach over the last few years using products
and competitive pricing that are distinctively different from those of established
life insurers, to make it possible for them to expand their market in the most
effective way using the few management resources (infrastructure) that are
available to them and, consequently, are rapidly making their presence felt.
Furthermore, financial revitalization measures being considered in the context of
the financial Big Bang initiative include the promotion of mutual access with
banks and other industries through subsidiaries and the over-the-counter sale of
insurance in banks. Although the direction and time of implementation remain
unclear at the present time, it can at least be said that, when considering the future
direction of life insurance sales channels, trends in insurance sales by the banking
industry, which exerts a strong influence on the market, can by no means be
neglected.

In conclusion, Japan's life insurance sales structure itself is likely to be
strongly impacted by the financial planning channel, the independent agents of
the life insurance subsidiaries of non-life insurers, the emergence of direct

marketing and the move by banks and other financial institutions into the life
insurance field.

V. The Chall ¢ Nippon Life I

1. The New Philosophy of the Life Insurance Industry

In the era of high growth rates, families supplied corporate Japan with a large
and stable supply of quality labor and corporations responded with lifetime
employment and a system of seniority-based salaries. The government, due in
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part to the relatively youthful bias of the population, provided generous pensions
and medical care system that placed little burden on the public. In this respect,
families, corporations and the government all worked in union to support the
development of both society and the economy.

Nevertheless, the imminent aging of society is certain to bring major changes
to this traditional framework. Corporations is becoming increasingly incapable
of sustaining traditional Japanese employment practices and the burden of
pension and welfare benefits is becoming too great for the government to bear.
Amidst changes in lifestyle, such as the independence of women and the shift
from a family to an individual orientation, families are gradually losing their
traditional function of mutually providing family members with both spiritual
and economic support.

Meanwhile, this change in the traditional functions of the family, corporations
and the government is also requiring greater self-help efforts by the individual.
In other words, in the 21st century, the life insurance industry will have to
respond to the needs of a society in which individual self-help (I consider these to

be of three separate categories) encompasses an ever broader scope at each stage
of life.

Table 7: Forecasts of the life insurance market in 2010

A Life time Family
Market ( Helth ) 4 financll P € Grencisl
growth support planning security
rate
Nursing Individual
(snnual service L pensions
equivalent) Corporate
Medical Public pensions
care | (12%) pensions 1.7%) (12%)
(6.0%) (5.4%) (3.1%) )
trillion 19 14 17.7 223 133 28
Latent market Pensions (net increase) Premium M.(;:tb:si:
Health services income
Nationa! health care copayments
elc. *Nippon Life estimates
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The first category of self-help is family financial security. Although growth
comparable to the GNP will be possible due to factors such as the advance of
second-generation baby boomers into the core of the financial securit; market, this
area is seen as already in the maturation stage, as the 95% household coverage
index would suggest.

The second category is lifetime financial planning, that is, ensuring the
economic means to grow old gracefully and resourcefully within an aging society.
Although extremely high rates of growth can be anticipated in this category
(primarily through individual and corporate pensions), the expected intense
competition with other financial institutions will mean that success will hinge on
asset management capabilities.

The third category is health support. Although we have so far relied on the
national government and public organizations for nursing, medical care and other
welfare services, with the national health care co-payment expected to rise to 50%
by 2025, the limits of the current framework will inevitably be exceeded. Private-
sector vitality will have to be introduced into nursing and health care to ensure the
enrichment and happiness of the longer lives that the people will enjoy. To that
end, life insurance companies can capitalize on the considerable potential of this

new market by using its face-to-face marketing networks to move into the nursing
and health care field.

According to this view of market prospects in the 21st century, we can
conclude that the mission of the life insurance industry in the above three
categories, namely, family financial security, lifetime financial planning and health

support, is to support individual self-help efforts and ensure the consistent
enrichment of life for the elderly. '
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2. Global Trends in Sales Channels

Before considering the direction of sales channels leading to the realization of
an enriched life for the elderly, I would like to give an overview of worldwide
currents surrounding life insurance sales channels.

As stated above, tied sales agents make up the core sales channel of Japan's
insurance companies; however, a diverse range of sales channels can also be found
in other countries, including brokers, independent sales agents, and bank sales.

Of these other channels, there has been a considerable increase in bank sales of
insurance, so-called “bancassurance,” in recent years, particularly in Europe. In
France, for instance, where bancassurance is the most advanced, over 50% of all
life insurance premium income comes from bank sales.

There are two possible factors behind this. One is that Europe has for some
time permitted bancassurance. The other is the rapidly growing demand for
savings products, such as endowment insurance and single-payment annuities,
which, coupled with tax incentives, satisfy the need for self-help efforts to provide
financially for one's own old age, reflecting, in turn, revisions in social security
programs compelled by the aging of society. As a result of such trends, products
such as savings-type insurance and single-payment annuities are now perceived to
be financial products, making it easier for banks to sell them since they already
deal in savings-type products. Customers, meanwhile, as with deposits, savings
and investment trusts, are comparing financial products on the basis of return,
liquidity and other variables and are deciding for themselves which are the most
profitable (a decision that includes tax considerations). This is also evident in the
expansion in over-the-counter sales of individual pensions by banks in the U.S,,

which are gaining in popularity there as alternatives to CDs (transferable
certificates of deposit) and unit trusts.
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Savings products are also gradually increasing through direct sales through
telemarketing and direct mail. For example, direct marketers have a 3% share of
the life insurance and annuity market in the UK, and an 11% share in the
Netherlands. As information and telecommunications technology becomes more
advanced and customers become more receptive to technology, giving rise to the
so-called information revolution, and electronic money and other new methods of

payment are established, low-cost direct marketing is expected to expand even
further.

Meanwhile, financial planners will also play a prominent role in the field of
savings products. As marketing to senior citizens and the affluent becomes more
and more important, there is sure to be a greater demand for consulting and
comprehensive asset management services provided by tied agents and financial
planners with superior consulting skills.

On the other hand, there is also the primary marketing channel for traditional
whole-life insurance and other risk products, which must be tailored to fit each
customer's life cycle. In the US, about sixty percent of all traditional life
insurance products are sold by sales agents, certainly a sign that they are
demonstrating considerable consulting capabilities.

Insurance, in addition to being a financial product, also functions as a means
of economic support customized to the needs of the customer's security and
income needs, which vary according to life stage. As products become more and
more individualized and differentiated, there will be increased needs for
consulting services provided by tied sales agents.

3. The GOAL 2000 Plan
Under the Goal 2000 plan, we are reforming every aspect of our operations

through a two-tiered approach to fulfilling our mission in an age of intense
competition that transcends corporate categories. We formulated the five-year
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GOAL 2000 Plan in 1995 and are now implementing it based on the two
cornerstones that are seen that are considered necessary for the accomplishment of
our mission, namely:

 The strengthening of the business foundation, and
@ The providing of optimum service.

(D The strengthening of the business foundation

The first cornerstone of this two-tiered approach, the strengthening of the
business foundation, is being pursued primarily by improving financial soundness
and reinforcing profitability.

In order to reinforce soundness, in addition to improvements in the quality of
assets and the strengthening of the comprehensive ALM risk management system
for assets and liabilities, the fulfillment of capital is also an issue that must be dealt
with in preparation for the coming era of intense competition in the future.

Most of Japan's life insurance companies are mutual companies and, based on
the fundamental principle of mutual companies, they have generally returned
most of their annual profits to policyholders in the form of dividends. This has
given life insurance mutual companies considerably lower capital than the joint
stock companies against which they will compete in the future.

Though life insurance companies like Nippon Life were able to cover low on-
balance capital with abundant latent stock profits until around the end of the
1980’s, the 1990’ s brought collapse and stagnation to the stock market, which
ultimately reduced latent profits, which underscored the inherent weakness and
precarious nature of a dependence on latent stock profit because of vulnerability
to stock price fluctuations. Prompted by an awareness of this, along with
forecasts of even more intense competition in the future, led to the decision that
on-balance capital must be increased in order to assure a more solid foundation.
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However, reducing policyholder dividends as a way of retaining earnings to
increase capital would never win the sympathy of the customers.
Simultaneously improving capital and increasing dividends to policyholders
would be extremely difficult, but is something that must be done in order to
survive the coming era of intense competition. This, in turn, requires company-
wide efforts to improve efficiency and improve earning capacity.

As the first initiative to reinforce profitability, Nippon Life was successful in
reducing expenses amounting to a total of about 100 billion yen in the period 1990-
94 in order to achieve a radical improvement in efficiency in the cost structure. A
restructuring effort that was implemented beginning in 1995 has resulted ina total
staff cuts of 3,000, including reductions of 500 regular career staff and 1,500
general employees by overhauling the headquarters organization, broad
reorganizing the sales offices and rationalizing clencal operations, while
simultaneously shifting an additional 1,000 employees to new and direct
productivity areas, such as non-life insurance operations.

The second initiative to reinforce profitability was the establishment of a
management infrastructure that provides the incentive for cutting costs and
enables profitability-oriented management. Specifically, this entails the full-scale
introduction of “business surplus” as an operational index that clarifies profit and
loss between terms and enables comparisons with financial institutions that are
organized as joint-stock corporations. The headquarters follows the business
surplus by sector, while the branches follow the Branch Profitability Index, which
is coupled to the business surplus. Through this structure of management
unifying the headquarters and regional office, efforts are being made to develop
an organization that will strengthen profitability throughout the entire company.

@ Providing optimum service

The second cornerstone is providing optimum service. With the complete
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deregulation of the financial sector, allowing a wide range of companies to enter
the market with uniquely distinctive products and prices, the alternatives of the
customers will be diversified, making service even more important. Only
companies capable of providing optimum service will be able to attract customers,
expand their network of customers and develop as a company. In other words,
life insurance companies must establish as their business goal the provision of
optimum service while abandoning their previous emphasis on the expansion of
operations.

To assure that this management philosophy of providing optimum service is
shared equally by all employees, we have narrowed the focus of the Goal 2000

Plan's quantitative goals to 20 million individual customers and 300,000
corporations. '

One characteristic of the Japanese life insurance market is the relatively great
importance of the corporate-orientation in the life insurance market, including
insurance policies and contracts with corporations and the resulting access to
company employees for individual insurance policies with premiums paid
through payroll deductions. Indeed, some 25% of all policies in force are made
up of such corparate policies, while individual insurance policies with employees
accessed through the company where they work, with premiums paid through
payroll deductions, account for another 25%. Altogether, no less than 50% of all
policies are dependent in one form-or another on this corporate foundation.
Setting the number of companies as the goal for customer acquisition and
providing optimum service would likely lead to an expansion in the company

network as well as an expansion in the overall market, including individual
customers. : '

4. Sales Channel Strategies in the Goal 2000 Plan

Nippon Life is coming to grips with the reinforcement and overhauling of
sales channels by setting the two vectors, or directions, described below, in order
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to define the direction of sales channels in the future that would be capable of
actualizing the business goal of providing the optimum service:

(1) High value added in the core channels (specialized professional sales channel)
(2) Exploring the potential of new channels to supplement the core channel

(1) High added value in the core channel (specialized professional sales channel)

Life insurance historically provides protection in the form of “living
insurance” agamst the broad range of risks encountered by an individual
throughout the average life span, backed by reliability and the spirit of mutual aid.
In that sense, I can say with confidence that the industry is a “human-oriented

industry” that responds to the various problems that must be resolved in order to
ensure a secure and happy life.

The task of designing the optimum means to enable the customer to live a
secure and satisfying life becomes possible only after fully understanding the
customer in all respects from family structure and assets to future outlook. To
achieve this, there is an indispensable need for a face-to-face fine-tuned response
by a personal agent who has gained the trust of the customer.

This does not mean that the future of every existing specialized sales channel
is secure. Deregulation, liberalization and globalization are certain to encourage
a vigorous advance into the life insurance market as well as the emergence of
various new marketing channels. For the tied sales agents, too, this will be an
age of survival of the fittest, an age in which those who simply act as
intermediaries in the sale of products will lose out to banks and low cost channels
such as direct marketers and an age in which survival will be assured only to

those capable of providing customers with the optimum service and true high
added value.

A certain American securities firm that consistently receives strong support in
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surveys of customer satisfaction maintains a strict policy of hiring only people
who are capable of following the company's "customer-first" philosophy of never
engaging in churning, high-pressure sales or other undesirable sales tactics. The
company apparently refuses to hire anyone who is not compatible with this policy,
regardless of their sales skills or capabilities.

To achieve its goal of providing optimum service, Nippon Life is striving to
create specialized professional sales channels made up of talented people capable
of achieving this goal and is taking steps to promote a thorough upgrade in the

value of its professional sales organization, which wij ositioned as its core
channel in the 21st century.

The Two Directions of High Value Added

In what direction, then, should we proceed to enable the specialized
professional sales agent channel, as a high added value channel providing the
optimum service, to survive in the 21st century when faced by the competition of
banks, direct sales and other low-cost channels?

Our ultimate conclusion is that, in order to create a high value added
specialized professional sales agent channel, it is strategically important to
provide advanced financial planning (the vertical direction) and broaden the

scope of activities by expanding the range of products and services (the horizontal
direction).

I would now like to discuss high value added specialized professional sales
agent channels using examples from Nippon Life.
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Table 8 : Adding value to sales channels

Vertical
directlon

Upgrading activities
(more sophisticated
financial planning)

&§—— Horizontal direction _——p

A broad scope of activities
{expanded products and services)

(@ Promoting the Development of Financial Planners

Generally speaking, financial planners collect a wide range of information
about the customer (e.g., income, assets and liabilities), assess the data from an
expert point of view and devise for that person the ideal portfolio and a complete
personal financial plan. This can be seen as a highly evolved extension of the
consulting services that tied sales agents have traditionally provided.

Roughly half of Japan's ¥1,200 trillion in individual financial assets are
concentrated in the households of senior citizens (60+ years old) and, with some
60% maintained in deposits and savings, .are not being managed effectively. /'This
suggests that consulting services provided by financial planners for, say, planning
living expenses for old-age and making financial preparations for retirement
would be an effective marketing strategy for the senior-citizen market, which is
characterized by a strong preference for personalized service, while also having
the need for the management of assets that are basically non-liquid in nature.
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Though financial planners must be able to handle all types of financial
products in order to devise comprehensive life and asset management planning,
the concept of financial planning did not penetrate that thoroughly into Japan's
financial world, which was previously characterized by the rigid barriers that
existed between business categories; however, as the barriers between such
categories continue to be broken down step by step, financial institutions are
undertaking more active efforts to train and deploy financial planners as the core
of their retail marketing strategies.

i) Training in financial planning

In order to provide the core members of its 80,000 or so sales agents with the
training needed to become financial planners possessing advanced expertise and
superior consulting skills, Nippon Life has instituted an expanded, enhanced
training curriculum, including the establishment of its own financial planner
accreditation program and the utilization of an internal satellite broadcast network
(NICE-NET) to provide some 2,000 sales offices nationwide with access to
advanced professional training given by instructors at the head office.. In
addition, with attention focused on circumstances in Japan's following the Big
Bang, we are also encouraging sales agents and local managers to acquire the
Japan FP Association's public qualification of AFP (Affiliated Financial Planner) in
order to expand their expertise to encompass not just life insurance but also
related information about financing, real estate, taxation and a broad range of
other assets-related fields.

ii) Improved consulting support

Consulting support utilizing computér and telecommuniéations‘technology is
of no less importance than training in providing financial planning through sales
channels. Providing a broad range of customers with consulting that is tailored
to the specific needs of each in a speedy and flexible manner and ultimately
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designing the optimum financial plan and linking this to product sales, requires an
efficient, computer-based information processing system.

In addition to providing its entire sales staff with portable terminals that allow
them to perform speedy consulting in the customer's presence, Nippon Life has
also reinforced the financial planning services of its sales agents by equipping each
sales office with notebook computers capable of advanced calculations relating to,
say, old-age financial consulting, including calculations of public pensions.

@ Providing “Total Service”

The cross-selling of both life and non-life insurance through subsidiaries
commenced in Japan in October of last year. At Nippon Life, we use the term
"otal service' to indicate this cross-selling of life and non-life insurance in
consideration of the original intent of cross-selling, which is providing not only
life and non-life insurance but rather total service for all of the customer's financial
planning needs. Of our roughly 80,000 specialized sales agents, a core of 40,000
highly qualified members now sell both life and non-life products, having been
licensed to do so.

A survey of customers' opinions about the cross-selling of life and non-life
insurance suggest that 40% of customers like the idea of purchasing both life and
non-life insurance from a single company.

Table 9 ;: Customer opinions of the crosa-aelling of life and nonlife insurance

Yeos No No Oplnton
Once cross-selling is allowed,
would you like to purchase all your insurance 40% 27% 33%
products from a single company?
Source . “A Survey of the Market Penctration of Cross-Marketing.” by Japan Manag; Associ R h Institute. 1997

When a complete financial liberalization encompassing all categories of
corporations occurs, the insurance industry is expected to face competition for
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customers not only with other insurance companies but also with banks and other
financial institutions as well. In order to come out ahead in the competition for
customers with banks, in particular, which already have a dominant lead in the
area of everyday financial transactions because of their advanced liquidity,
convenience and advantage with respect to payment functions, it will be
strategically important for life insurance companies and their sales channels to
increase their contacts with customers in order to solidify relations with them.

Beginning with non-life insurance products, we intend to include sales of
investment trusts and other products into our scope of operations, and to pursue
the expansion of activities.

2) Exploring the potential of new channels to supplement the core channel

Complete financial liberalization will result in:
*A variety of companies
*Through a variety of channels

*Selling uniquely distinctive products and services at uniquely distinctive
prices.

As a result, our sales channels will find themselves in a demanding era of
"survival of the fittest" in which only those capable of providing customers with
truly valuable services will survive. By increasing the level of activities and
broadening the range of services, however, the sales agent channel should be able
to maintain its status as the life insurance industry's core channel.

Nevertheless, at the same time, the environment surrounding the life
insurance business will be one fraught with unknowns, indeed a "chartless
voyage," brought on by the aging of society to an historically unprecedented
degree and by internationalization and demands for even greater efficiency. In
such an era, life insurance companies will have to develop a combination of sales
channels that achieve the greatest efficiency while maintaining productivity and,
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at the same time pursuing the possibilities of new channels and using their

strengths to bolster existing sales systems without losing sight of their identity as
life insurance companies.

@ ANS advisors

Last year, Nippon Life created the position of ANS advisor primarily for
fixed-salary employees previously working at the main office or in local
managerial positions. ANS, which stands for Advanced Network Service, began
with some 250 personnel in the major urban centers of Japan and differs from
conventional insurance sales in that it targets existing customers who have not
received adequate follow-up service from sales agents and provides those
customers with consulting services.

In previous sales activities, Nippon Life, which has over 17 million customers,
placed the emphasize on identifying potential new customers, an approach that
unavoidably lead to vacuums in which some existing customers did not receive
sufficient follow-up service. In addition, the ultimate sales channel objective of
selling insurance products would sometimes take precedence, making it difficult
to provide consulting that is truly grounded in the customer's viewpoint. These
ANS advisors, however, in a 180-degree turnabout from previous sales concepts,
adopt the approach of first providing consulting and maintenance services, while
selling insurance products whenever the customer so desires.

Although they have only just begun, ANS advisors, by performing these
services, have already achieved the expected results in improving the renewal
rates of policies under their charge and in the sales of new policies. This, we feel,
will be a touchstone with respect to the direction of future sales channels.
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® Using the sales channels of other corporate categories

As stated above, allowing the cross-selling of life and non-life insurance has
prompted roughly 80,000 independent non-life insurance agents to begin offering
life insurance. These independent non-life insurance agents, having no
employment relationship with insurance companies, are in effect external channels,
much like a contract sales relationship. The focus at Nippon Life was previously
placed on cultivating a channel of sales agents capable of providing attentive
service in order to be able to provide life insurance as a human-oriented industry.
Now, with intensifying competition necessitating greater efficiency, we feel that
we must turn our attention to external networks and make effective use of them.

With the cross-selling of life and non-life insurance as the starting point and
seizing the golden opportunity offered by cross-selling within the context of the
Big Bang, it is our intention to continue using outside human resources (channels)
of superior quality, broaden the scope of our effective service network and
develop a combination of channels that will enable us to provide optimum service.

(3) Responding to the Information Revoluﬁon

The coming of the sophisticated information revolution - made possible by
technological advancement in computers and telecommunications, as well as
customers' increased receptivity to technology - is something that must be kept in

mind as a factor that will shape sales channels in the 21st century. A notable
~ example of this is the UK company Direct Line, which made use of sophisticated
databases and telemarketing techniques to dominate the automobile insurance
market. Thus, computer and telecommunications technologies, such as the
Internet, could some day be an important channel for supplying life insurance
products and services that today is beyond imagination.

To utilize the valuable opportunities that are offered by the 1.5 million
telephone calls and 500,000 visits that Nippon Life receives each month, we have
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set up a 24-hour telephone center and unattended kiosks, where customers can
receive consulting services from main office advisers by TV telephone.

Although such endeavors are still in the experimental stage with respect to
sales, we intend to pursue applications of new technologies in our operations
without losing sight of the importance of creativity and imagination.

I have discussed ideas concerning the direction in the life insurance business
with an emphasis on the future shape of life insurance sales channels in the 21st
century. The 21st century, which will herald the advent of the aging of society to
a historically unparalleled degree, will also bring with it a variety of strains in
social security programs and other social systems. Furthermore, if we were to
continue on with the present systems without change, it could not help but place a
heavy burden on the shoulders of the younger generation and bring about a
severe decline in the very vitality of society.

The solution to these problems lies in a three-tiered approach: the family, self-
help and an upgrade in the efficiency of welfare services. With the 21st century
approaching, we must give serious thought to how we can go about revitalizing
the family, stimulating self-help efforts and overhauling welfare services.
Meanwhile, from the standpoint of complementing social welfare, life insurance
will play an ever increasingly important role in this respect as well as self-help
products based in the virtue of concern for the well-being of one's family.

Though the idea of an aging society may strike us as somewhat dismal and
cheerless, I feel that it need not necessarily be that way. A society of perennial
youth and longevity has been the dream of humankind since the beginning of time
and this has been our concept of the ideal society. We feel that it is our duty and
our mission, using the lifetime planning products known as life insurance, to
ensure enrichment, safety and happiness for this society of advanced age.
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i i suran ies in Other Nations

Many other countries around the world are now or will be experiencing the
same problem of aging. How society should be structured in response will
undoubtedly be the most important question with which humanity will be
confronted in the 21st century. If the life insurance companies were able to play a
role of leadership, in Japan and in the rest of the world to assure continued
enrichment and happiness in tomorrow's societies of longevity, I feel that this
would be a source of considerable hope and courage. This would also be the
greatest contribution that we could make to society.

Working together with insurance companies in other nations, we at Nippon
Life intend to continue doing all that we can, as providers of lifetime planning
products, to help realize the dream of a 21st century society of longevity that is
also abundantly enriched and happy.

Rrses
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1. Changes in the Financial Servn:es lndustry are making virtualisation
inevitable S

At Andersen Consulting, we concluded a major initiative looking at the future of
the financial services industry. 'We assembled a group of 40 senior Andersen
Consulting partners from around the globe, representing all aspects of financial
services. They were challenged to draw upon their extensive expertise to examine
the future of the financial services industry over the course of the next ten years,
focusing especially on how virtualisation will affect this future. From this work
we developed a model to help firms consider the threats and opportunities
presented by a future which is likely to be very different from the present.

The financial services industry is faced with unprecedented challenges. These
challenges and changes are occurring ‘at an increasingly rapid pace.

¢ Competition is becoming increasingly intense.
In addition to the traditional industry competitors fighting for market share,
competitors from completely different industries are beginning to enter the
financial services markets. For example, in the UK, Virgin, which started as a
music business, now sells mutual funds. Software companies, such as Microsoft
and Intuit, are also pursumg a significant role in the provision of financial
services.

¢ Technology continues to change at an exponential pace.
We are now at a point where the potential impact of technology is only bounded
by the limitations of our imagination. We have also entered an era of rapid
technological development. The Internet, in particular, could allow the
globalization of the entire industry in a very short time frame.

¢ We live in economic and political climates which are unpredictable.
Forecasting economic and political developments even ten months into the future .
is generally unreliable. The fact that world political and economic circumstances
are becoming increasingly intertwined adds to the difficulty of gauging the impact
of these forces.

¢ Consumers are becommg increasingly sophisticated.
Customers are coming to expect increasingly high levels of quality and customer
service, and are more willing to switch suppliers to obtain them. ... -

¢ Legislation is rapidly evolving. . =~ '+ . C o
Clearly legislation and regulation playa ma_|or role in the financial services
industry. Minor regulatory changes can have a major impact on the industry.
: : SO TR E
Although it is difficult to predict what the future will hold. one thing is certain:
there will be a fundamental drive towards the virtualisation of financial services.

What is Virtualisation?

ANDERSEN S
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Virtualisation is the removal of constraints of time, place and form, and is made
possible by the convergence of computing, telecommunications and visual media.
Virtualisation allows both increasing customer choice through the use of multiple
electronic distribution channels and the generation of products and services
derived from multiple suppliers. Virtualisation is happening in many areas of
commerce, but is particularly evident in the financial services industry with its
proliferation of virtual products and services.

Impact of Virtualisation

We believe that the impact of virtualisation will be felt most profoundly in two
areas: virtualisation of delivery and virtualisation of supply.

Virtual delivery is the use of channels to deliver products or services to the
customer without the requirement of direct person-to-person interaction. Many
financial services organisations are offering virtual delivery via telephones,
ATMs, and kiosks. Even more powerful and sophisticated channels are being
experimented with, exploiting the rapid advances in Internet, database,
communications, and multimedia technologies. These new channels have the
potential to allow even more sophisticated and flexible customer interactions.

Virtual supply is the collaboration of multiple organisations to provide a product
or service, while presenting the face of a single entity to the customer.
Virtualisation offers the potential for suppliers to work together more efficiently,
allowing more complex interactions without the need for face-to-face contact.

Market forces coupled with virtualisation create extreme uncertainty

Market forces cause a great deal of uncertainty in their own right. However,
virtualisation will act as a catalyst to stimulate higher levels of industry change
than we have ever seen. With virtualisation, an'organisation can no longer make
solid assumptions regarding barriers to entry, relationships with customers,
suppliers, and competitors, and even who our competitors might be.

Although virtualisation is bound to become more prevalent in the financial
services industry, it is not certain what tomorrow's virtual world will look like.
There many unknowns:

o Will customers, empowered by technology. be content to choose from
what is offered by traditional suppliers, or will they want a hand in the
design of products? '

o Must industry players cooperate, or will proprietary solutions prevail?

o Wil future regulatory and technical standards allow cross-border.
inter-industry alliances?

»  What will be the pace of change? On the Internet. a ‘web-year” is now
being defined as 35 days. reflecting the frenzy of on-line innovation.

»  Will it be possible to ‘own the customer™?

ANDERSEN
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¢ Will markets be truly global, or will they retain local rules and standards? -

I1. Scenario planning is an essential tool for preparing for the uncertainties that
lie ahead. : :

It is dangerous to attempt to predict the answers to these and scores of other
questions. If an organisation bases its strategy on incorrect guesses. it may face
extinction. An alternative approach for dealing with these uncertainties is scenario
planning. This is not a predictive tool. It is a way of considering the range of
possible outcomes and developing a strategy that recognises the uncertainties and
takes them into account. It has also been proven to work. Scenarios offer a chart,
or map, which an organisation can use to plot their current position, survey
possible strategic destinations and set a future course. Scenarios are vehicles for
helping organisations learn and adapt.

Andersen Consulting has created four extreme but plausible scenarios that
map out the corners of the virtual world

Following a detailed analysis of the critical uncertainties that will determine the
shape of the financial services industry at the beginning of the next few years,
Andersen Consulting has defined the Virtual Financial Services Model (the VFS
Model), based on four extreme, but plausible; scenarios. Very few, if any,
companies will live in these extreme competitive environments - they will operate
in less harsh versions of them - but the scenarios map out the range of options.
Each scenario is determined by the interaction of two critical uncertainties which
form the two axes of the Virtual Financial Services model: the nature of demand
and the nature of supply. They are both the most important and most uncertain
forces which are likely to determine the future of the Financial Services Industry.

ANDERSEN .
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1IL

Nature of Demand

Will customers demand customised solutions (for education, housing, transport.
etc.) or will they continue to buy commodity products (such as homeowners
insurance) which give them the means to satisfy an underlying need (such as
owning a home). Will they want suppliers to meet their underlying needs or will
they be content to shop around for a specific financial product?

Nature of Supply

Will suppliers, facilitated by open and global rules, work together collaboratively,
each focusing on their core competencies to produce products and services? Or
will more parochial, closed environments prevail, with the products and services
being provided in a more proprietary manner, and organisations providing most
primary value chain functions themselves, only working with other organisations
in very tightly-coupled, proprietary relationships?

The Scenarios

We have used these axes to explore the extremes of what the future may hold.
These extremes are to be found at the four corners of the model and are described
in our four scenarios. Financial services companies will operate within the
boundaries explored by the four scenarios shown in the VFS model below.

Different scenarios will also have different implications for an organisation’s
margins, customer relationships, the type of technology and personnel they need
and many other factors. Drawing on their knowledge of their own organisation
and markets, each firm needs to identify which competitive environment it lives in
now. where it "sits’ relative to the extremes defined by the scenarios, and in which
environment it wants to live in the future. Indeed, it is very possible that different
lines of business within a firm may operate in different environments. now and in
the future.

ANDERSEN
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Virtual Financial Services Model

Mandatory Coltaborative “Global
Alliances - Specialists
(Product Wins) (Customer Wins)

Commoditised Customised
Products Solutions
Hostile ' Friendly

Neighbours o Conglomerates

(Regulation Wins) Proprietary " (Relationship Wins)

[
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Global Specialists (Customer Wins)

At the extreme convergence of customised solutions and collaborative suppliers
lies the world of global specialists. In this world, power lies in the hands of
customers. who demand highly customised solutions to meet their specific needs.
Global Specialists respond to their requests instantly using global public networks,
such as the Internet, from any location at any time.

Customers needs may be expressed directly, by means of personalized requests for
proposal, or may be determined implicitly, by ‘integrators’ who specialize in
tracking the activities of individuals and offering packages that may appeal to
them. Integrators will assemble components of the offered product or service by
bringing together specialists from around the world.

Standard global rules allow the just-in-time collaboration of suppliers. These
standards define the way that suppliers interact with each other and with
customers in the virtual marketplace. Regulations are effectively homogenous
across most of the world’s major markets, allowing true global competition. and
requiring that competitors be world class in order to survive.

The global nature of business requires that delivery channels be extremely
virtualized. and the complex nature of interactions requires that these channels be
extremely sophisticated. In order to be globally competitive in this world,
suppliers will need to focus very narrowly on their core competencies which
address specific elements of the financial services value chain.

Friendly Conglomerates (Relationship Wins)

Within the ‘Friendly Conglomerate’ scenario. customers want customised
solutions, but regulatory and technical constraints force them to rely on
independent regional conglomerates to provide them. In this scenario, the success
of the relationship between supplier and customer is of critical importance for a
profitable business.

The proprietary nature of rules and regionalised legislation combine to make it
most efficient to offer end-to-end service through a single organisation. In this
world, customers have long-term relationships with their suppliers. Suppliers
invest considerable effort in understanding and meeting customers’ underlying
needs, and add considerable value based on this understanding. Re-establishing
this sort of relationship with another supplier would be a considerable investment
of time for a customer. and would not be done lightly.

This market place is characterized by a high degree of acquisition and
consolidation. Financial services organisations offer a vast array of financial and
non-financial services and products within their regional domains. Financial
services conglomerates may even establish equity positions outside of the
financial services industry. in organisations who supply those products that
ultimately meet their customers’ needs.

ANDERSEN
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Hostile Neighbors (Regulation Wins)

Under this scenario. customers choose from a range of standardised financial
products, but are restricted to the products offered by regional suppliers who, for
regulatory and technical reasons, operate independently. Geographical regions are
dominated by local financial suppliers who compete on price for market share.
Regulation defines the ways in which suppliers and customers interact.

Customers are very price sensitive and, because of the far less complicated nature
of the products being sold, have much simpler interactions with their suppliers.
Pressure to keep down prices will force costs to be reduced and may encourage
consolidation among suppliers as a means of driving up volumes to realize
economies of scale. Local regulation will protect suppliers from competition
from other geographic regions. New players will be discouraged by the high costs
of entry. co -

Constraints of standards and regulations preclude the use of collaborative means
of increasing efficiencies, so suppliers will be forced to provide all value chain
components themselves. They focus by limiting their product range. which must
be narrowed to ensure that multiple products are complementary to the extent that
providing both might work to drive down transaction costs.

Mandatory Alliances (Product Wins)‘

In this world, customers select from a range of commoditised financial services
products. However, the open nature of rules, including both regulation and :
technical standards allows them 1o shop.globally rather than regionally. Strong
customer-protection legislation ensures that customers are not overly wary of
doing business with entities around the world. They interact with suppliers
virtually, but because of the less complicated nature of the interactions and the
information being communicated. the channels are relatively simple. There is
little customer loyalty in this super commoditised market.

On the supply side, value chain specialists will emerge, each tightly focusing on
core competencies and collaborating in order to deliver the end product. Strategic
alliances will evolve that are able to focus on streamlining end-to-end processes in
order to reduce costs. Specialists must be world-class in order to participate in
these alliances. and successful specialists will find themselves in many alliances
simultaneously. perhaps producing directly competitive products. Specialized
new entrants may replace traditional suppliers at most positions in the financial
services value chain.

IV. How to use the Scenarios

Early Warning Signs

ANDERSEN
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Depending on how the critical uncertainties resolve themselves, very different
market structures and competitive environments may develop, each with very
different implications for competitors. The Virtual Financial Services model
offers early waming signs to help organisations decide which way the “real” woi’?
is moving and provides action steps today for preparing for a virtual world
tomorrow.

In Global Specialists, instant alliances between suppliers are quickly formed,
business is rapidly conducted, and the relationship is terminated. The success of -
this type of supplier-supplier alliance would serve as indication that the market
structure necessary for this scenario is becoming a reality.

In Friendly Conglomerates, one of the warning signs to look for would be merger
and acquisition activity that expands the scope of financial services organisations,
not just their market share. Seeing M&A activity that turns organisations into
full-service financial services providers, and perhaps even expands them into the
realm of underlying needs fulfillment organisations, would indicate that they
believe they will be competing under this scenario.

Hostile Neighbors is a world of restrictions. Regulation, legislation, and maybe
also technology have not progressed to the point at which we can efficiently
specialize. One of the warning signs that indicates the emergence of this
environment is emerging or continued legislation restricting the scope of activity
of financial services organisations, both geographically and functionally.

In Mandatory Alliances, we would look for the emergence of alliances that

ultimately provide fairly commoditised products, but that are able to do so at a
lower cost than fully-integrated competitors.
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Robust Implications

The Virtual Financial Services model outlines some of the best practices
organisations must employ such as focusing on core competencies and promoting
inter-connectivity regardless of which future scenario emerges.

Robust implications are those that will make sense in any of these scenarios.

For example, virtual delivery will be an important characteristic of each scenario.
Financial Services organisations must be prepared to take the selling and servicing
of their products to the time and place of their customer’s convenience. not their
own.

Virtualisation will allow the creation of very different market structures.
Furthermore, innovations brought about by virtualisation can also be applied to
the workforce. Freeing employees from the constraints of time and place will
allow organisations to offer more attractive employment opportunities and obtain
more value from their workforce.

Applying The Model: Defining your future

The future will develop as a result of innovators who successfully pioneer new
business models, and establish them as feasible ways of competing. The VFS
Model is intended to help organisations determine how to do that. It provides a
framework for identifying scenarios desirable for an organisation or for different
lines of business within an organisation. The VFS Model can be used to help
develop strategies and implementation plans and to monitor the early earning
signs to ensure that plans remain valid in an uncertain world.

In summary, the future is highly uncertain. The financial services industry will be
re-defined by a number of forces which will have profound impact. but which
cannot be predicted. The Virtual Financial Services Model illustrates that there
are actions which do make sense, whatever the future may hold. It also allows
organisations to plan for the most advantageous future in the financial services
market, and to monitor the early warning signs which will indicate whether or not
they need to change course.
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