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Executive Summary

The market for voluntary long term contractual sggi (VLTCS) products
aimed at low-income clients appears beset by mddiletre. There seem to be large
numbers of low-income clients willing and able #ygor VLTCS products, but yet are
unable to obtain them. When they do manage to ragkeduct purchase, the products,
often prove to be of disappointingly poor valueisTpaper investigates why this is the
case and suggests ways to improve the situatiatods so through an examination of
the low-income VLTCS market in South Africa, one thfe few places with an
established low-income VLTCS market.

The researchers conducted a survey of VLTCS clientSouth Africa and
found that a significant proportion of the respamdewith VLTCS products were drawn
from the poorest section of South African sociétyaddition, the researchers found that
many of the respondent households were dedicatmgjar part of their total household
income (in some cases up to 10% of it) to VLTCSsWas not anticipated. One would
have expected that poorer household would needrtsutne more of their income and
therefore have less of it to save. Yet respondentséholds placed an enormous
importance on such savings.

VLTCS policies were bought for a range of purpogesanticipated from the
demand studies conducted elsewhere, chief amomg Wexe to provide for education
and old age. With respect to education, respondemi®e keen to save for their
children’s tertiary education, an action seen ag ikethe escape from poverty. With
respect to old age, respondents were concernedhihadtate pension that they would
receive would not be sufficient, and additionallyey wished to avoid depending on
their children in their old age. Most respondent®wad purchased VLTCS to alleviate
old age poverty viewed their VLTCS products as mgiement to the state pension.
The majority of respondents saved little more tthemnequivalent of four years of a state
pension.

There were other less significant reasons for luWhTCS products. These
included the need to save for a large physicaltdsseh as real estate) as well as the
usefulness of the product for obtaining credit friormal lenders (it is an acceptable

form of collateral). Respondents distinguished feaise between VLTCS products and



other types of savings such as flexible savingsbanks or through informal

mechanisms. The idea of a contract with some degoegpulsion to save regularly
proved to be an important motivation for choosihgse products over more flexible
ones.

One of the likely causes of market failure in tmevsion of VLTCS products
to the poor is related to the difficulties in sefjiand servicing the products. In contrast
to VLTCS products, short term savings productse lipen-access passbook type
savings schemes, are relatively easy to sell. Tdreysimple to explain, they do not
require any significant initial commitment, and aese they are short term, the client
soon has a demonstration of how they work. Onceeira of the product gets longer,
the difficulties associated with selling the protdatso grow. VLTCS are a significant
commitment for anyone. For poor people with muétiplemands on limited household
income some convincing is required to get clieatbuy the products.

Like insurance products, VLTCS are “sold not botgiit TCS are rarely sold
passively, through a client coming to a bank oiMaf and requesting a product. More
typically a salesperson needs to develop a relsttipnwith the client, using selling
technigues akin to those of insurance - "What talppen to you when you grow old?
Who will take care of you?" etc. The salespersoededo reassure the potential client
that the institution is stable and safe becausd&eaishort term savings, the client has no
immediate way to test the seller’'s claims. Morepesen if sales could occur without
such an individual, there are questions as to vendtiey ought to. VLTCS products are
almost certainly among the largest and most impborfamancial commitments an
individual may ever make. There is a need for sathece.

So without a well motivated, well-remunerated selteere would be limited
sales. At least this has been the historical egpeéa of South Africa. This explains why
VLTCS products are sold predominantly through iasge companies rather than
banks. Insurance companies have a network of iddali sellers, trained in selling
similar products.

Banks do however play a large role in the distrdoubf VLTCS. Almost all
respondents with VLTCS policies had some kind afkbaccount with an electronic
debit facility from which monthly deposits were &k This process dramatically

reduces the transaction costs of both the buyelittandeller. It also helps the buyer to

vi



avoid the temptation to spend their savings by didg them before they have the
chance to spend them.

All the existing products available on the Southigdn market were analysed
through the lenses of affordability, costs (chaygéexibility and the quality of the
documentation. Entry level premiums on productsenfeund to go as low as $7 per
month, but most were double that.

Charges are complex to compare because the prodiffelsin the features.
Some for example provide (or at least claim to mtey more advice than others and
some offer more flexibility than others. The rarajecharges is significant. Of the six
VLTCS products available at a monthly contributiohR100 ($14), the cheapest is
obtainable at an annual cost on assets of 3.254ndst expensive at nearly 11%. The
equivalent aggregate impact on total savings vdraa under 16% to over 40%. The
key concern that the authors have with the chatigethe almost total lack of
transparency about the charges. It was not podsilaibtain any information on charges
without first taking out all of the policies andeth cancelling them. Even with the
policies in hand it required an actuary to calailtdte charges from the information
provided.

Flexibility refers broadly to the extent to whidietproduct allows some early
withdrawals. Most products penalised very earlyhdiawals heavily because the
providers paid their agent's commissions up-frohhere was however a strong
variability in the degree of flexibility indicatingossibilities for improvement. Almost
all products had extremely poor documentation Wed very hard to obtain. Not only
was the documentation hard to obtain but in marsegalso difficult (even for an
actuary) to understand. The combination of not d¢paible to obtain documentation and
not being able to understand the documentation évitrey get hold of it effectively
means that consumers cannot shop around.

In all, only a quarter of respondents with VLTC®qucts were happy with
them, i.e. they knew the key terms and condititmmaight VLTCS for an appropriate
purpose and have had a generally positive expexievith the products and their
providers. The positive take on this is that itpisssible to provide quality VLTCS
products to the poor.
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The bulk of respondents were not happy customéientS were unhappy with

their products for a variety of reasons. A sigrfit cause of this unhappiness was that

they were unaware of key terms and conditions efgblicy. Mostly clients tended to

be unaware of early termination penalties, beligwimat they would get back at least

what they had put in, even if they stopped savieigte their policy matured.

Policy makers in South Africa have paid relativéitgle attention to the

potential role of VLTCS products. The reason fas ik that the products are perceived

to offer poor value to low-income clients. Untileth offer better value they are not

likely to receive much attention from policy mak@rsSouth Africa or elsewhere. There

are number of interventions that policy makersulars and providers could make

that would greatly improve the quality and quantifyvLTCS products sold to the poor

in South Africa and in other countries. They indud

Creating systems to collect national level datavdiCS usage by the
poor.

Recommendations for reforming the tax on VLTCS pis used by the
poor.

Considering setting a ceiling on agent’s commisdexels, prescribing
the structure of agent’s commissions and considguiacing a floor on
early termination values.

Compelling providers to disclose the details of pheducts in ways that
can be understood by low-income buyers.

Compelling providers to change agent’s incentivacstires in order to
motivate agents to better consider the long tetsrasts of their clients

And with respect to providers:

Looking at ways to reduce selling costs throughketaeducation and
simplified products.
Improving voluntary disclosure.

Voluntarily reconfiguring agents incentives.

One bold way of expanding the provision of high lqua/LTCS products to

the poor may be in the form of a public privatetparship, an option explored in detail

in the final chapter.
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In most developing countries with aging populatiamsl poor or non-existent
provision for old age there is a huge potential ketafor quality VLTCS products.
However, unless the value of VLTCS products cainfy@oved, they are not likely to
attract the attention of either potential policylders or policy makers. The first step
therefore is for states, donors and providers @& bkt the causes of poor value and work
towards improving the quality of VLTCS productséed the poor. This paper provides
an analysis of some of the causes of poor value G&Tproducts and provides
recommendations for preliminary steps which cowdddken to improve the quality of

VLTCS sold to the poor.



1. Introduction

In its simplest form a contractual saving schema relationship between a
client and deposit taking institution in which tbleent undertakes to regularly deposit
an agreed amount for a set period of time. At thé ef the period the client can
withdraw their funds, usually with interest or gtbwthrough market returns. As the
name implies, with voluntary long term contractsalings (VLTCS) the set period is
relatively long—under South African insurance |latleast five years.

Poor people often have access to small amountoéy However, there are
few ways to accumulate sufficient savings, safelg aystematically, to buy a major
asset like real estate, pay for children’s educatioprovide for old age. In some cases
credit may be a viable substitute, for exampleunding the purchase of a home or
providing for education costs, but in other casehsas pensions, credit is not a suitable
alternative to saving.

There is a global market failure in the provisioh wluntary long term
contractual savings to the poor. On the one haatetls a demand for such products
(Roth et al., 2006) yet on the other hardly anyrséz be sold. Some of this failure may
be related to a broader market failure in the miowi of formal savings services to the
poor. There are many reasons for this such as:

. the relatively limited number of formal financiahstitutions in most
developing countries, and where they do exist teeg not to focus on
the poor or entry level market;

. misguided notions that low-income people are toor po save;

. the political economy of donors and government teatards spending
and hence favours credit activities over savings;

. a sense among microfinance practioners that sadngsan expensive
way to generate loan capital - in many cases wherers subsidize
wholesale finance this perception may indeed barate; and

. the inability of many microfinance institutions (N4} to obtain licenses
to accept deposits.

Many of the above problems become magnified when ghvings term

increases, in particular issues of trust and toargg of deposits. With accessible short-



term savings products, clients have the abilityesst the deposit-taking institution, i.e.
test that it will return the deposits as promisédis is more difficult with inflexible
long term products. Long term savings are therefonethe whole, a harder sell than
accessible short term savings. This, as we shall ls&s crucial implications for the
method and cost of sale.

This study seeks to understand why take up of wafyriong term contractual
savings by the poor has been so minimal and whabealone to rectify the situation. It
does so through an analysis of the supply and dénf@nsuch products in South
Africa. This country is one of the few to provideLWCS products to the poor in
significant numbers. The combination of large nurebef low-income people with
VLTCS products and a long history of providing thgsoducts makes South African an
appropriate field site for study. This paper lo@ksthe South African experience to
determine how South Africa achieved success, havMhTCS products could be
improved, and what lessons the South African VLT&Perience can offer for other
countries who may wish to utilize VLTCS schemes.

Part of what motivates this study is the increasiogcern among multilateral
organisations such as the International Labour Qirg#on (ILO) about old age
poverty in developing countries. VLTCS products als of great interest to financial
service firms, especially insurance companies whe @ften the major providers.
Insurance companies interest in VLTCS stems froenpibtential for VLTCS products
to yield more income for the company than from itradal insurance. In other cases the
interest arises from being able to offer clientg@ater range of products.

The paper begins with some background on the Salutban environment in
in which VLTCS are sold, with a particular focus peansion provision. It goes on to
discuss the clients, looking at issues of who they and why they buy VLTCS
products. It then examines the existing VLTCS puatd in South Africa and explores
customer satisfaction with the products. The papancludes with a series of
recommendations for providers and policy makersmprove the quality and quantity
of VLTCS sold to the poor.



1.1 A socio-economic overview of South Africa

South Africa, similar to India and Brazil, has i3 of prosperity within a sea
of poverty. Hand-in-hand with this inequality isawen economic development. A
broad overview of key economic indicators for Sowutfrica is provided in the

following box.

Table 1. South Africa: socio-economic indicators

Population Statistics South 47.9m
Africa (2007)
GDP per capital (USD) - IMF (2004) $5 386
Nominal
Growth in Real GDP IMF (2004) 3.7%
Inflation (Consumer Price IMF (2004) 1.4%
Index)
Unemployment Statistics South 25.5%
Africa (2007)
Life expectancy UNDP (2005) 47 years
Probability of not Surviving UNDP (2005) 43.3%
past age 40
HIV prevalence South African 10.8%
National HIV Survey
(2005)
Adult Literacy rate UNICEF (2004) 86.4%
Children underweight ages UNDP (2005) 12%
0-5 years

South Africa has a well-developed banking sectbhas a central monetary
authority, the SA Reserve Bank, a few large, fimahc strong banks and investment
institutions and a number of smaller banks. Elextrdbanking facilities are fairly
extensive with a nationwide network of automatitetemachines (ATMs) and internet

banking facilities available



The insurance sector is regulated by the Finar®eaVices Board (FSB) and
tasked with promoting sound and efficient finandradtitutions and services together
with mechanisms for investor protection. In Soutfrida the insurance industry is

divided between what is referred to as “long tensurance”™—primarily life insurance

but also the

associated  savings
products—and “short
term insurance,”
meaning most othel
types of insurance
such as householc
and business cover
Short term insurance
is referred to in the
United

property and casualty

States as
insurance and in the
United Kingdom as
general insurance
According to the FSB
there are
180

insurers registered ir

approximately

the country, with 72
companies listed ag
long term and the res
as short term. In 2006

the term

long

Box 1: The Financial Sector Charter

The Financial Sector Charter is a wide-ranging gowvent-led
initiative to partner with the financial serviceslustry with the aim of
“actively promoting a transformed, vibrant, and lgdly competitive
financial sector that reflects the demographicsSotith Africa, and
contributes to the establishment of an equitabi@esp by effectively
providing accessible financial services to blackpde and by directing
investment into targeted sectors of the economyutiMof the Charter
is concerned with transforming South African seegi@roviders from
institutions that are largely owned and run by @i8buth Africans to g
scenario that reflects the demographics of the ttguire. a scenario in
which most of the institutions are owned and runtdgck South
Africans. In addition to this there are requirensetat sell and servicaj
products to low-income South Africans. Althoughtheory this is a
voluntary arrangement there is a degree of momdgure to comply,
as well as the threat that if the financial ingidin does not meet thej
agreed targets the South African government willaomduct business
with it.

The Charter has resulted in a degree of focus etiitom-end of the
market and has been the impetus for the creatioa i@nge of new
financial services including entry-level bankingogucts (labelled
Mzanzi) and funeral insurance offerings (Zimelehe3e products arel
standardised and sold by a range of institutions.

A standardised VLTCS product is not currently ire tbffing. The
industry argues that establishing such a standatdgoduct is not
possible because of the policy uncertainty underichvhkey
components of the product, such as commission marsnand early
termination minimums, are yet to be decided. Thipdrtly true but as
shall be seen it is also likely to be motivatedtty fact that long term
contractual savings are difficult to sell profitabthat providers take
very different approaches to product design, dmat it could be
difficult for them to agree on what would constiw@n acceptable low
end VLTCS product.

insurance industry attracted R50.2 ($6.92bmjllion in new individual life business
(recurring and single premiums) according to the Offices Association (LOA). Most

long term insurance companies are members of th BGorum which allows member

! In the paper an exchange rate of (USD) $1 = (ZRR)25 has been used, the approximate average

rate for 2006.



offices to interact in promoting their interestsdathe interests of current and future
stakeholders. The South African Insurance AssanatbAlA) promotes the short term
insurance industry in the much the same way as @#% does for the long term. There
is both a long term and short term insurance omiadsthat is available to mediate
disputes between subscribing members and policghsld

Well-developed infrastructure allows financial itgions to provide a wide
range of products to the poor. The presence, famgke, of a strong network of ATM
machines together with electronic wage paymentstedea revolution in microlending
in South Africa. It has also, as shall be seergteka large number of complex VLTCS
products that have been repackaged for poor holdseHa spite of this, however, the
numbers of low-income South Africans with accesfotmal financial services are not
at levels that the South African government woutdfgr. To rectify the situation
financial services providers and the governmentecbVely developed the Financial
Sector Charter. This is in essence a “voluntaryheotment by service providers to

develop and sell products to low-income cliente Bex 1).

1.2 Savings instruments used by poor households

There is relatively little data available on theegs to savings by low-income
households in South Africa. The two key pieces xéteng research in this area are
provided by the Financial Diaries Project and algtoy Meltzer ( 2007). The Financial
Diaries Project tracked the use of financial instemts by poor households and found
that these save up to a huge 25% of their incomet Rouseholds save through a wide
variety of instruments including bank accounts,oinfal savings schemes like
Accumulating Savings and Credit Association (ASCas)d Rotating Savings and
Credit Associations (ROSCAS), often referred t&tskveldn South Africa, along with
a number of specialised formal savings instrumesush as compulsory pension
schemes and VLTCS plans. The study also foundpgbat households had multiple
types of savings instruments and implicitly distirgped between the instruments, i.e.
they recognised that different instruments hadedifit features and that one type of
savings instrument (e.g. an ASCA) was not a ndadtgute for a VLTCS.

Many savings instruments, in particular formal backounts, are available to

a significant proportion of poor households. Acteogdto Meltzer, “around one third of



those in Living Standard Measurement (LSM) 1%<(&ged 16 or more) have bank
accounts, corresponding to more than six-milliomgde. Around half of those who

have a bank account appear to use it for savingsopas”

1.3 Savings instruments used by the poor to provide
for old age

A core demand for VLTCS arises from a need to gtevior old age. Two
other significant means used by the poor to profadeheir old age — the state pension
and work place contractual savings schemes — wall boiefly discussed before

examining VLTCS products.

1.3.1 The government pension

There are only 15 developing countries where tlaesprovides a non-
contributory pension (Barrientos, 2003). South édrprovides such a social assistance
benefit to its citizens, along with a range of otbecial welfare schemes. The origins of
state pensions in South Africa date back to them&bion of the Union of South Africa
in 1910 when the state treasury had a departmerdsevithief task was the
administration of colonial pensions. In the 192@mngons were gradually introduced
for whites, and in the 1950s, pensions were extrideblack South Africans. These
pensions are means-tested and are payable to wantemen from the age of 60 and
65, respectively. Historically, the amounts paidie@d broadly mirroring the racial
allocation of state resources in apartheid Southcéf In 1982, for example, white
people’s pensions were double those of “Indiang! ‘@oloureds” and ten times those
of black people (Lund, 1993). The post-apartheregoment has created full parity.

South Africa has one of Africa’s most rapidly agepopulations. Twenty-five
percent of those age 50 and over are chronicalty.pthey are compelled to continue
productive activities well into old age and fulih important economic role (May,
2003). As with most developing countries, inforrold age support from families and
communities is coming under increasing pressurm femlverse economic conditions,
migration, HIV/AIDS and changes in household conmpms (Barrientos, 2003).

2 When this study refers to the poor or low-incagtients it is referring to clients who are in caiggs

1 to 5 of a South African measurement of livinganstard known as the “Livings Standards
Measurement”. Appendix 1 contains further informaton this measurement.



A University of KwaZulu-Natal report commissionedy bHelpAge
International investigated the extent, distributeomd nature of chronic poverty among
older people in South Africa. It found that stateypded old age pensions were the
most important form of social security for olderop& in South Africa. Pensions go to
women more than men; reach deep into rural areas;often secure credit for the
household; contribute to the education of grandcéil; ensure respect for the
beneficiary; and secure the right of an older petsostay in the home and be cared for
by family (May, 2003). Studies have shown that pmmsenefits are shared within
households, so that they act as household caskfdranchannelled through older
people. They have a clear impact on poverty, Scamtly reducing the probability that
individuals in households where there is a pensemipient will remain in poverty.
Households with a non-contributory pension recipigmow greater financial stability
and lower probability of experiencing a declindiwing standards (Barrientos, 2003).

Social security and welfare expenditures form arseesal part of
government’s programme to address poverty. Clos®0% of the South African
welfare budget is allocated to social securitythi@ form of old age pensions, pensions
for the disabled, child and family benefits (manm@ece grants), and social relief. The
old age pension programme consumes 60% of thel ssdarity budget. It is generally
considered to reach a high proportion of thoseil#ég to be well-targeted, and to
provide many poor households with a regular incavhé&h provides a basic level of
food security. Black households comprise 89% o$¢hieeceiving old age pensions, and
two thirds of the pensions go to rural areas (May Budlender, 1998).

The Old-Age Pension Grant, administered by the ISoéfrican Social
Security Agency and financed by general taxatisnthe second-largest social grant.
The number of beneficiaries increased from 1,8iomllin 2000 to more than two
million in 2003. Women qualify at the age of 60 seeand men at the age of 65.
(Capegateway, 2006) This is 94% of those over 6fieaimg near universal coverage.
The old-age pension makes up 1.4% of gross domasiduct (GDP) and 38% of the
department’s total cash transfer expenditure (Batos, 2003). The current standard
state pension is R840 ($120) per month. Although iiey appear generous, the very
high levels of unemployment in the country in gahemand among the poor in

particular, means that this pension is often tHg source income for entire household.



For example, this would bring the individual incopfesuch a household (of on average
6 people) down to less than $2 each per day.

A means test was administered which in 2004 stipdléhat one could not get
the grant if one’s assets were worth more than RBZED(approx $39 000). Real estate
that one lives in is not taken into account. Incamsst also be less than R19 128 ($2
640) per year. The figures can be roughly doubbedrfarried couples. Broadly the vast
majority of people falling within LSM 1 —°5(in so far as there is a vague correlation
between LSM and income levels) are likely to bgible for a state pension.

There are however difficulties with the pensiontegs mostly administrative,
many of which were brought to the fore during thevgrty hearings held in 1998
(Budlender, 1998). Many people faced administraéind other difficulties when trying
to access grants, while others complained that tjaints had been stopped without
warning. Some women, for example, struggled to pgisions because of problems
with identity documents and the distance to payn{goiThese problems persist to this
day - disgruntled pensioners in 2006 with the hdfljnuman rights lawyers took the

state to court for their failure to deliver pension

1.3.2 Saving for retirement — work place contractua | savings
schemes

South Africa has a thriving formal sector. Manyfg in this sector offer their
employees the opportunity to buy into the compagysgpn scheme. A recent report by
the South African Treasury based upon statistiosmfthe Financial Services Board
(FSB) indicates the size of the sector:

There are about 9 million members of retiremendfurHowever, there is
some double-counting in this number because mentaerdelong to more
than one fund. The coverage rate for formal-seetoployees is estimated
to be in the region of 60 per cent. This is compaely high, even relative
to countries with compulsory participation, andréflects the extent to
which membership of an occupational fund is acak@e an obligatory
condition of employment. The ratio of pension flassets to gross domestic

product (GDP) in South Africa is about 63 per cemhich compares

% See Note 2.



favourably with countries such as Australia, Chilglaysia, Singapore and
the United Kingdom” (Social Security and RetiremBeform).

However for the worst paid of formal sector emplegjethe picture is not quite
as rosy. According to Meltzer (2007) only 8% ofsa@bove 16 years old in LSMs’ 1-5

belong to such pension schemes.

1.4 Public Policy — Voluntary LTCS & Social Securi ty

There is significant on-going debate about the lidgeucture of a social
security system to provide for old age. The delbateses, among other things, on the
role of the state and role of the market. One paldar aspect of the debate is the role
that the private sector should play in social ségyarovision. The debate is ongoing
and different countries have taken different apphea. For example, in 2002
Nicaragua replaced its public pension scheme witirigate pension scheme (Mesa
Lago, 2002). Costa Rica on the other hand devel@sgistem in which the public
sector offers a basic pension and private secfersof supplementary scheme (lbid.).
These are just two countries of the many, mostlyatin America and Eastern Europe,
that have taken one of these approaches, or \arsatin one or the other. While there is
debate aboutvhat exactly the role of the private sector should there is broad
consensus in most countries and indeed among mdstlaterals that there should be a
role for the private sector in old age pensionse ThO for example sees old age
pensions as a responsibility of the state and éa®s role for the state and donors in
the “creation of an environment for the developmehtvoluntary provisions for
retirement income” (Gillion, 2000).

The context of this debate is a world in which {8 cent of (its) working-age
population is not covered by pension schemes capdlproviding adequate retirement
income” (lbid.). Already in the developing worldette are significant numbers of
people over age 60 not covered by any sort of pan3ihe current figures are provided
in the table below (UN Department of Economic & abéffairs, 2007).



Table 2. Population aged 60 or over, 65 or over an d 80 or over
by sex (thousands)

Total >60 years  Total >65 Total >80 years

years

World 704 817 495 126 94 174
More developed regions 252 026 188 800 47 873
Less developed regions 452 792 306 325 46 301
Least developed 40 744 26 011 3018

countries

If one assumes that 90% of the aged in the lesslaeed and least developed
world do not have access to pensions, than at irdg@m people are without an old
age pension. While the current figures may appeamditic, additional concern is
needed for future as more and more people areylikelive longer in the developing
world. This can been seen in the graph below whielpicts UN demographers
predictions of life expectancy at birth for develap country populations (UN
Department of Economic & Social Affairs, 2007)

Chart 1. Life expectancy at Birth
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It is in this context of very low penetration ofrf®on coverage, significant
numbers of elderly citizens and expectations thatrtumbers of elderly will increase
that states and donors have sought to think widbbut the kinds of instruments both
the public and the private sectors could providedip finance old age.

One of these instruments is voluntary long termtramtual savings. It is by no
means the only instrument; it is one tool in a datgolkit of possible instruments
including purchasing assets like real estate, egaplantations of hardwood trees etc.
Voluntary LTCS products are deeply flawed in alids of ways. They are for example
beset by high administration costs which eat awtathair final benefit and they are
often mis-sold. The purpose of this paper is nqiresent LTCS as theolution to the
problem of the old age poverty but rather to examinas one of a potential array of
tools in the toolkit of solutions, explore its flavand problems and suggest ways in
which these could be addressed both at a prodsardievel and at a policy level.

This holds true of the public policy debate witldouth Africa on VLTCS for
the poor. The most recent policy documents on pensgform in South Africa have
been developed by two government departments; tlepaf@ment of Social
Development which released in 2007 a documentleditthe “Reform of Retirement
Provisions” and the “Social Security and RetiremReform” which was released by
the Treasury Department of the South African Gonent also in 2007.
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The Social Security and Retirement Reform providess first statement on

the framework for pensiong
South that

“mandatory,

in Africa

universal

participation in a pooledi

social insurance

arrangement recognises th

those who are mos

vulnerable will tend to be
excluded if participation is

subject to choice of

selection. If everyone is td

enjoy equal, basic

protection against life

crises, participation has t
be obligatory”. The need fo
the state to provide fo
income when voluntar
savings are inadequate

presented as “Objective 1
of the state retiremen
system in the Department @
Social Development’s
document.

Indeed no significant acto
or contributor to the pensior

reform debate in South

Africa has

Box 2: Update on retirement reform in South Africa

Plans to overhaul South Africa’s old age and ratest
system are well under way, following many years
discussion and a succession of commissions. A te
discussion paper was released by the National Uingds
February 2007.

Among a number of proposals, the most significamt

product providers in this part of the market is the

recommendation that all South Africans be requited
contribute:

of
cen

. to a centrally managed defined contribution fundj a
fixed proportion of earnings up to a threshold; and

. above that threshold, a similar proportion of e@gsi
to an accredited provider of retirement savi
services.

The key variable affecting providers of long teramtractual
saving products is the level of the threshold.odlhtributions
are paid on income below this level. It is propoteat this
will be managed by a public sector entity and
contributions above this level in private sectourterparts.
Financial services companies may benefit, in aggeedrom
compulsion at higher income levels but this is tered by a
shrinking private sector market at the lower end.

The current proposal is for all contributions basedannual
income below R60 000 ($8 275) to be directed toctatral
fund and for individuals earning above this to iretéthe
option to direct contributions on income above tleigel to
this fund as well. Since South Africans earningtttelover
R60 000 ($8 275) annually would not benefit frontitspg

this between two funds, it can be assumed withorestse
certainty that private access to the savings otlSadricans
earning less than R80 000 ($11 035) or R90 000@&)
would be very limited.

suggested

terminating the SOAP as the primary means of piogidor old age security to South
Africa’s poor. In this context the question is #fere not one of the SOAK.VLTCS.

There are two reasons for this that will be disedsa detail in this paper.
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Firstly, only a tiny percentage of the South Afnclw-income population is
covered at present by private sector voluntary L@&lucts. It is not surprising that
the policy debate on the role of the private sefoth respect to VLTCS) has focused
on the wealthier segments of the populatiarisf¢r example the proposal discussed in
box 2).

More significantly perhaps is the fact that the Bnmumber of VLTCS
products are offered to the poor are of questianahblue. Until such time as voluntary
LTCS products aimed at the poor can provide betikre and achieve high degrees of
customer satisfaction it is not likely that the gowment of South Africa or indeed
governments elsewhere are likely to show much ambkm for voluntary LTCS
products. Indeed the National Treasury’s discussiooument describes its move to
recommend compulsory savings as motivated by “mdeikires in the form of high
costs of financial services for low-income worker$hat said both the Treasury and
Department of Social Development are committedxfdaging the complimentary role
that voluntary LTCS products could play in pensieform. In order for them to have
any useful role their quality would need to be ioyad. This paper provides an in-
depth analysis of the causes of poor value of tpesducts and some ideas as to how

value could be improved.

2. The clients — who buys VLTCS and why?

2.1 Coverage

One of the key questions asked of any financialisersold to low-income
people is does it really reach the poor? Doesathidhe poorest of poor? And finally,
what motivates the poor to buy these services?ansavers to these questions play a
central role in the design and development of VLT2&ducts. This chapter examines
these core issues based on fieldwork and other. datdetailed description of the
fieldwork is provided in Appendix 1. How many lowdome South Africans have
VLTCS policies? There is no accurate answer to dfisstion. VLTCS providers are

not required to provide the regulator with figuoesVLTCS usage by income level.
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Two national surveys provide a range of numbers fitst derives from the

FinScope data set. FinScope is a survey that pgseskta on the usage of financial

services in a number of Southern African countrigss is probably the best dataset

available on financial services used by the pooBanith Africa (and perhaps the best

dataset of financial service use by the poor in dayeloping country). Unfortunately

with respect to the use of VLTCS products sold bgurance companies (such as

endowments) the results need to be treated withoraas very few respondents in the

dataset have such policie
For example, there wer
only 11 in the most recenI
(2006).
Extrapolating from this
low number to LSM 1-5
the South|

survey

of entire
African population would
inevitably cause
difficulties. FinScopealata
on national VLTCS usage
in the

is  depicted

following chart.

Box 3: Fieldwork methodology & sources of data

For a very detailed exposition of the fieldwork hedology
used in this study please refer to Appendix 1.riafpdata for
the study was obtained from four main sources: cgo
documentation, fieldworker interviews, consumerieghoffice

archives, stakeholder interviews and a workshoplicya
documents were obtained for all the major existifigilCS

products in the country. These were sought usiegntigstery
shopper method in which the researcher actuallghased the
products. These were then analysed by an actuary.

The fieldworker interviews were conducted with laveome
holders of VLTCs policies using the snowball oriohaferral
sampling method.
respondent is located, that respondent refersefearcher ont
another respondent and so forth. For an in-depitlysof the
limits of the inferences that can be drawn from thea
obtained through this method refer to Appendixrtetdviews
were conducted in the Western, Northern and EasBaipe
Regions from September to November 2006.

The archives of a consumer advice office run by Bheck
Sash, a non-profit organisation, were searched ft889 to
2002. In all 160 cases studies were selected éostilmly.

Stakeholders were interviewed during the course tlod
research and a workshop was held with key people
December 2006.

Finally, the study was extensively reviewed bya@é number
of actuaries, microinsurance specialists, donodscters from
whom very valuable additional information was ob&l and
included.

In this methodology, once a sirlI;Ie
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Chart 2. FinScope ™ data on national VLTCS usage
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The next source of data on VLTCS usage among tloe poSouth Africa

comes from a national survey undertaken by All Meaind Products Survey (AMPS)
depicted on the following page.
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Chart 3. AMPS data on national VLTCS usage
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The sources both show a sharp decreasing trend.irC8 by low-income
South Africans, but the credibility of such a draimdall-off is questionable. VLTCS
products are, by definition, long term so unlegssiame reason such as large numbers
of policies maturing simultaneously in 2005, oreai®ig bad publicity and policy
holders cancelling en-masse, one would not exmesee such drop-offs. Discussion
with insurers indicated no such dramatic changesiroed. The authors were informed
by one of the largest sellers of VLTCS productd thpses were stable and that the
overall LSM 1-5 business grew from 2005-2006. Tlesearch team believes the
datasets to be unreliable in this instance.

In the case of the FinScope data it is likely tinat problem emerged because
small changes in the numbers of respondents withG&. policies result in very large
changes when extrapolated to the entire LSM 1-th@fSouth African population. By
implication then the FinScope data cannot reliabliy us anything more fine-grained
about the low-income VLTCS policy holders, suchwéether they are men or women,

what they do for a living, how old they are and hthey are divided by LSM. The
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AMPS data was drawn from a similarly small datasett was the small sample meant
that the results should be treated with caution.

There is therefore currently no publicly availalblata on VLTCS usage by
low-income South Africans. This most basic datarigcial to policy makers concerned
with improving the quality and quantity of VLTCSaqualucts to the poor, and the South
African government should, as a first step, develggiems to obtain this data.

2.2 Do the poorest households buy VLTCS policies?

A study commissioned by Finmark on access to ligurance in LSM 1-5
found, as anticipated, a positive relationship leefwtotal household income and LSM,

as shown in the chart below.

Table 3. Relationship of LSM to household income o f
respondents

LSM 1 R 2,217 $306

LSM 2 R 2,812 $388

LSM 3 R 2,960 $408

LSM 4 R 3,495 $482

LSM 5 R 4,000 $552

Source: "Towards a benchmark for access to lifauriasce in LSM 1-5" (Meltzer
&Smith, 2004)

Unexpectedly, among the respondent householdqabeer the household the
higher their apparent propensity to purchase an@G& policy as can be seen in the

following chart.

*  The original exchange rate in this table (7:13 haen changed to be consistent with the 7.25tein

product analysis chapter.
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Table 4. Households by LSM with a VLTCS policy

LSM 1 51
LSM 2 46
LSM 3 37
LSM 4 16
LSM 5 1
Grand Total 151

Source: Fieldworker interviews

A reason for this may be to do with the way in whtbe LSM classification
works, i.e. based on, in part, a count of the hbolsls’ possession. So those who have
the most possessions (highest LSM) may have thedbpropensity to save, because of
other commitments, for example, repaying loansraket to purchase the godd3he
distribution of respondents illustrated in Tablendy also result from the ‘snowball’
survey methodology — perhaps respondents haveegreatial connectedness at lower
income.

Whatever the reasons it is clear that the pooregtents of South African
society purchase VLTCS policies. The purchase ohsuroducts by poor households
was also found in work conducted by Daryl Collimgl athers in the Financial Diaries
Project (Collins, 2005), despite the fact that pineject did not specifically set out to
find very poor households with VLTCS products. @al found examples of
households with a total monthly income of as liike R2 014 ($278) in possession of
VLTCS products.

Whether it is wise for the poorest households taclpase VLTCS products s,
of course, a separate question. While there islevaint publicly available information
on lapse rates, according to Andrew Cartwright, @eef Operating Officer of Old
Mutual's Mass Market Business, the lower down tB&lLscale one goes, the higher the
lapse rat® This was due to the positive correlation betwéesm precariousness of
incomes and poverty, Cartwright suggested duringwarkshop for industry

representatives held by the researchers.

We are grateful to Andrew Cartwright for thisigts.

®  Alapse occurs when a policy holder fails to fryhe amounts required by their contract.
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A major South African insurer (that did not wanti®e individually identified)
conducted an analysis of its VLTCS products soldndua 12-month period ending 30
Sep 2006 and split premiums into 3 bands:

1. RO-R150 (US$21) (exposure is very small in the-R100 band)

2. R151 (US$21) - R200 ($28)

3. R201(US$28)+

It found that the cheaper the policy, the highes frobability of lapses

occurring especially early on. Their results arpicted in the chart below.

Chart 4. Lapse rates
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However it is not clear that the poorest householgse most likely to
purchase the cheapest policies. The data fromeledtudy (which is representative of
national trends- see Appendix 1 for the methodolaggicated that when compulsory
pension plans are stripped from the dataset toeleady VLTCS, it appears that
VLTCS policy holders are buying more than just éheapest policies analysed in the
previous section. Indeed as can be seen in thewiolf table, the poorest VLTCS

policy holders were saving just over 10% of theusehold income. In addition, the
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average spending on policies was nearly 5 timesptiee of the cheapest policy
available.

Table 5. How much were poor respondents saving thr ough
VLTCS?

LSM 1 Ave. household income R 2,213 $305
Ave. premium R 239 $33 10.78Pb
Total in this LSM 49

LSM 2 Ave. household income R 2,795 $386
Ave. premium R 237  $33 8.48%
Total in this LSM 44

LSM 3 Ave. household income R 2,890 $399
Ave. premium R 217 $30 7.52%
Total in this LSM 35

LSM 4 Ave. household income R 3,521 $486
Ave. premium R 248  $34 7.05%
Total in this LSM 15

LSM 5 Ave. household income R 4,000 $552
Ave. premium R 165 $23 4.13%
Total in this LSM 1
Total Ave. householt R 2,710 $374
income
Ave. premium of sample R 234  $32 8.62%

Source: Fieldworker interviews

The trend towards a higher proportion of incomenganto these premiums is
broadly consistent with the sample of householdsinbd by the Financial Diaries
Project. Two of the poorest households in the sarspent just over 7% on VLTCS
saving$. Although less than 10% in the above table, a idenable proportion of
household income was spent on VLTCS savings. Tdweds in Table 5 challenge the
idea of the poor being too poor to save. Indeeudbitld appear from these figures that
the poorer the household the greater the propodidheir income they are willing to

save!

" Collins found on average, her respondents withT®@8 spent 2.61% of their monthly household

income on their VLTCS polices, with one relativelyealthy household spending only 0.37%
(Collins, 2005).
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2.3 What sectors of the economy do VLTCS
policyholders work in?

Almost all VLTCS policy holders with VLTCS productgorked in the formal
sector. Only 2 respondents in the surveys desciibégpendix 1, were self-employed
and worked in the informal sector. The likely rea$or this is that formal jobs offer the
option of electronic premium deductions. In prastieither the amount is debited from
the client’s bank account or the employer deduwspremium from wages and pays the
savings company directly. In addition to this baaks more likely to allow debit-order
facilities for the formally employed with a regulisxcome than for people employed in
the informal economy with irregular incomes. Onlyef respondents paid for their
policies manually.

Electronic payment has two crucial consequencestl¥iit is much cheaper
for both clients and the insurance company. Inabgence of electronic payments it is
likely that the client would need to go to the irewce company ovis versa If the
latter were to take place the collection costs wduhve to be incorporated into the
price, making it significantly more expensive. §iivo percent of respondents said
that they preferred to pay electronically becasdr ttransaction costs were lower than
paying manually.

Secondly, because the money is deducted from thet'sl salary before the
client receives it there is no temptation to spgrah something else, resulting in high
levels of persistency. Ten percent of clients ghat this was what they most valued
about electronic payment.

This yields a number of implications for the possispread of VLTCS to
other low-income countries and wider dispersionhinit South Africa. The most
significant implication is that the products ateely to be difficult to sell to clients with
irregular incomes. It may be possible to, for exenwork with farmers who sell their
crops annually to a central buyer who can then dealypercentage of the payment and
pay it over to a savings firm. It would be far harrdo sell these products to an informal
hawker, even in the unlikely event that they hdzhak account that allowed electronic
transactions, because they would receive theimmectrst and then have the option to

decide whether to spend it or save it.
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Because of the need for regular income flows, framnich the savings
component can be deducted before wages/income eamived, it is unlikely that
VLTCS would be available to the vast majority oformal workers. Large groups of
informal sector workers among the global poor, havecould meet these conditions,
for example:

. workers in South Africa and Brazil with formal joho may have a

banking system that allows for automatic deductions

. the beneficiaries of migrant workers remittancesowhceive regular

payment through a formal remittance agency; or

. workers who sell their products on a regular btsia centralised buyer,

e.g. many coffee, sugar and cocoa farmers.

2.4 Why do the poor buy VLTCS?

In order to design better products it is cruciautalerstand why low income
people buy VLTCS products. Two key needs are foomme in old age and to pay for
their children’s education.

2.4.1 Old age and education

There were few surprises in the reasons respondganes for savings. Once
respondents with compulsory savings were removexth fihe sample, savings policies
were almost invariably bought either to provide rfetirement (32%) or to provide for
education expenses (46%) or some combination cfethkn the case of education
expenses these were typically for tertiary expemdee the respondent child would be
sent off for tertiary education to become, for epéen a teacher or nurse. As one
respondent, Gift | (Gift is his first name), said

“...I' was thinking about what would happen to my sothe future if | don’t

have a policy for him. When | grew up there weresach things as policies so

my mother had to take (to pay for) my brotherstchers training college out
of her own pocket — it was not that easy becauseigiprother had to go to

the college and then my other brother had to waithim to finish — it was a

long process. So because of that situation | didvanmt the same for my son”.
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2.4.2 Purchase of an expensive physical asset

A very small percentage of respondents bought thieips to buy a physical
asset. For example, four of the respondents bdhghpolicies to use the maturity value

to buy real estate.

2.4.3 Protection against emergencies

Some respondents bought the policies for the wmaagons. Some 5% of
them bought their policies primarily as protectagainst emergencies, or confused the
products with funeral insurance. These latter aaieg are discussed in the Chapter 6
on VLTCS problems and possible solutions. In a mipof cases the reasons were
unspecified, with responses like:

“... everyone else at my work bought one of theddtsmught | should get one

as well.”

2.4.4 Use as collateral

A number of respondents provided more than oneoreés purchasing the
VLTCS product. One of the great advantages of a®@&Policy is that the policy value
can be used as collateral to obtain credit froomé&drfinancial institutions. This useful
feature was not widely known. Only 38% of responsgerere aware that they could do
this and only 39% of those who were aware that tt@yld use the policy for this

purpose indicated that this was an important featfithe product for them.

2.4.5 Bought for the insurance component

Some respondents purchased the product for itHagdbenefits, such as life
or funeral insurance, which are relatively easgdd to a VLTCS product as it is with a
credit product. Some form of term life cover, likmeral insurance, is commonly added
to insurer-provided products. Just under 15% ofpoadents who had compound
savings and insurance products reported than gweadnce component was of greater

value to them than the savings component.
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2.5 Did the respondent distinguish VLTCS from othe r
savings instruments?

Most respondents (60%) indicated that they had sotiner form of savings.
The implication of this is that they distinguishtiween long terms contractual savings
products and other forms of savings As can be $esn the following chart most

respondents held other kinds of savings producasidition to their VLTCS products.

Chart 5. Distinguishing between types of savings p roducts

Type of savings held by respondents in addition
to their LTCS product

45
40

357
30

25 1
20 7

15 17
10 7

Number of products held by respondents

0 : — : [ | : |
1. 2.Bank 3.Post 4.Food 5.Other 6.1and 7.3and
ASCRA account office  stamps 2 4
account
Type of Savings

Source: Fieldworker interviews

Assuming that respondents who had other types @ings products
consciously selected those policies i.e. they wetentary (and all indications are that
they were voluntary), the implication would be thlaé vast majority of respondents
who bought VLTCS policies distinguished betweenuwntdry long term contractual
savings and other kinds of savings products. Tasimportant policy implications. In
microfinance policy makers have often tried to pdevone kind of product to substitute
for a product that they find undesirable. A comnmmstance of this is for example when
policy makers attempt to obviate the need for mtamader’s loans by substituting them

with loans from government banks. This strategglyaworks as the substitutes are

24



often less perfect than the policy makers thinky thiee. For a moneylender may be able
to provide a loan at a high interest rate, buthat $ame time they provide the loan
rapidly, require little or no collateral and no papork. A government bank may well
provide loans at a lower interest rate but becahsy have different terms and
conditions they are not likely to substitute foe ttapid, “collateral light”, paperwork-
free loans of the moneylender. Much the same matyuseof long terms contractual
savings. The fact that respondents distinguish &twVLTCS and other savings
products should serve as a cautionary note foretivdso may attempt to meet the

demand for VLTCS by providing another kind of sagnnstrument.

2.6 VLTCS for old age
2.6.1 Saving for old age — which products exist?

Few products are marketed for pension or retirenpemposes. While there
were many products on the market that had the wedrecation in their names, there
were none that made any reference to retiremepésions. The exception to this were
five products referred to by respondents as “net@et annuities.” It is unclear whether
they were in fact retirement annuities or justedlthat by the respondents. The three
most popular products that were bought for pensaeslisted in the following table.
All remaining products had an individually insigndnt market share of the total. Since
a third of the sample bought the products spedifidar retirement, it would seem that
there is a good marketing opportunity to highliglhe words pension or retirement in

the product’s name.

Table 6. Market share (of the sample) of products bought for
retirement

Old Mutual Group Schemes Old Mutual 37%
Money Care Plan

Financial Package Provider Metropolitan  12%

Dreambuilder Cash Plan Metropolitan  12%

Source: Fieldworker interviews
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2.6.2 Why do they save for old-age?

Given the existence of a state pension, why digaedents purchase VLTCS
for retirement? Respondents gave a range of reakmngurchasing VLTCS for
pensions. Most frequently, respondents were coedemmith the size of the state
pension. As some respondents put it:

. "...I wanted to save money for me when | retire. ingd rely on my
children because no one can tell me what the fuisiiéke. Maybe the
state can give me a pension also."

. “...1 know the state's money will be too little to intain me hence |
decided to save for myself for the future.”

. "The (state) pension will not be enough and | arhswe whether my
children will be working."

. "l know the state will provide for me, but it istremough.”

. “l bought their policy because | knew that the statill not be able to
financially accommodate all my needs."

. "Maybe the pension from the state won't be enotighrefore | decided
to invest for the future."

. "I know my children will be looking after their owamilies so | don't
want to be their burden financially. | might nedeit love and careness

(sic) but | don't need their money."

. "l do not want to depend on my children. | wantnth& enjoy their
money."

. "l don't want to be somebody's burden.”

. "...when the children grow up they will be supportarg looking after

their own families, not me."

There was frequent reference to not wanting to mi@épen other family
members. Some respondents felt that they may wasiiop working before they were
old enough to qualify for a state pension or thaytsimply just wanted more money.
One respondent intended to use the lump sum to sdare kind of business and the

state pension to cover their living expenses. Aaothanted to use the endowment to
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pay off their housing loarii know the state will provide me with a pension boave a
house loan and | don't know when | will finish payit off."

Some were concerned with the state and its albdifyrocess state pensions. In
this regard a respondent said that she“haslkeen people retire and end up not having
enough money to live on, especially when a perd&m is put in - it takes very long to
be processed.”

The more pessimistic of the respondents had daldatst whether there would
be a state pension at all in the future or if theas, concern that they may be ineligible.
As two respondents noted:

. “l cannot rely on my children, even [if] the govenent, [pays me a

pension] that will be a bonus."

. "l cannot rely on a government pension becausastgolitics involved."

One very pessimistic respondent seemed entirelfidsont that when she
retired the state pension would no longer be irsterce:"The main motivation is to
ensure that | am financially taken care of uporirezhent because there'll be no other
form of finance."

There was no evidence uncovered of any desire bystahte to attempt to
eradicate the state pension fund and replace It wiprivatised VLTCS. Given that
pensions are one of the few sources of income abailto the poorest South African
households and that VLTCS products are sold mastlyhe “wealthy poor” it is
unlikely that this would be considered by the stédé evidence in this study points to
the conclusion that state policy makers, and logsime VLTCS policyholders, view
these products as a useful complement rather tkabsditute to the state pensions.

2.6.3 How much do poor South Africans save for old age
through VLTCS?

In terms of maturity values there was a great ckfiee between the highest
and lowest values, a large standard deviation aewy vew samples (19 of the
respondents knew their maturity values), so theltesn the table below should be

treated with caution.
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Table 7. Amounts saved for old age through VLTCS

Mean R 79,382 $10,949
Median R 40,000 $5,517
Mode R 25,000 $3,448
Standard R 86,848 $11,979
Deviation

Minimum R 3,500 $483
Maximum R 300,000 $41,379

Source: Fieldworker interviews

Using the median maturity value of approximately$8%00 this amount is a
fairly considerable sum for low-income householdghwnonthly incomes of between
US$300 and $500 per month, i.e. between 18 monttisld months of income. It is
also equivalent to almost four years of state menat the current levels. This amount
however is still fairly limited as a source of ime for retirement. At these levels
VLTCS policies could not be thought of as beingubstitute to other income sources
and strategy pursued by low-income people to suskem in their old age. Indeed the
most common reason stated for taking out a VLTC8cypas a pension was to
supplementhe income they were anticipating receiving from state.

VLTCS product providers are taxed on income atta od 30%, passing on
this tax to policyholders. South Africa is committ® a progressive taxation system in
which the more one earns the more tax one paysd&taction at source is a flat tax,
regressive relative to income tax. If this anomabre corrected the poor would receive

considerably higher maturity values.

3. The products

This chapter presents an analysis of all the VLT&ucts aimed at low-
income South Africans. The analysis is done throtighlens of four key variables:
affordability, charges, flexibility and the qualityf the product documentatioihe
products in this study are sold by private firmsowuntil this point) had not been
compelled to sell them. We can assume thereforettigamotivation for selling the

products was related in some way to making a prafithtough in some cases they may
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have been sold as loss-leaders to spread the iemd or for some other marketing
purpose.

Affordability, charges, flexibility and the qualigf documentation all have an
important bearing on whether a product meets thedsieof the policyholder.
Affordability considers the minimum premiums re@uair for participation in the
contract. If this threshold is too high, the coatrfails to meet the needs of those who
can only save small amounts. Charge statistics id®nghe aggregate impact on
maturity values of all fees, showing which produate cheapest and which the most
expensive. Flexibility summarises the extent tochhihe policyholder can change the
savings plan, in particular the freedom to termenasrly. Quality of documentation
provides an assessment of the extent to which @mpmoncepts are clearly

communicated to policyholders.

3.1 Affordability: How low do the premiums go?

Affordability can be difficult to determine becaugedepends on a range of
factors, including accessibility. Providers whoseducts are difficult to access increase
the transaction costs for the poor. These coullidectransport costs to distant towns,
one or more days of lost work, etc. The size ofdistribution channel, the number of
branches and the variety of options available feodpct purchase are strong
determinants of the accessibility of a VLTCS pravido the public. A lower premium
provides a more realistic option of saving to thesth very little disposable income,
notwithstanding the evidence that some customeeswaling to save more than
the minimum. The following table shows the minimyremium for the products
included in the study.
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Table 8. Minimum possible monthly savings amounts

Name of the Company an US$ R50 A\slilg(t))le at
its policies R $7)  (314) R200 ($28)
African Life

Graduate Cash Growth Pl&130 $18 x x v
Assupol Life

School Fund Provider R 144 $20 «x x v

Study Policy R72 $10 x v v

Cash Provider: New Wave R 84 $12 «x v v
Clientéle Life

Saver and Protector Plan R75 $10 «x v v
Hollard Life

Secure Savings EndowmeRt100 $14 x v v

Umbono As’Investe R50 &7 4 v v
Metropolitan Life

Dreambuilder Cash Plan R 160 $22 «x x v
Momentum

Investo Investment Plan R 200 $28 «x x v
Old Mutual Group Schemes

Money Care Plan R50 $7 v v v
Sanlam

Halala Savings Plan R80 $11 « v v

Endowment & Edufocus R 150 $21 «x x v

Source: Policy documents obtained from insurancepamies

The lowest available monthly premium is R50 ($7waich Old Mutual and
Umbono are prepared to sell an endowment policy. otther contracts require a
premium higher than this, one of them as high a80R$28) monthly. What stands out
from the table is that it is possible to design aediver a commercial VLTCS that

requires savings of as little as R50 ($7) per month

3.2 How much do the providers charge?

The following table summarises the calculated obmrgnder all policies
assessed in this study. The reduction in yieldgisvalent to the aggregate impact on
annual investment returns from all charges. Puthemavay, it is the cost of the charges

in investment reduction terms. For example, if adfiearned 7% per annum and the
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investor received 6% per year, the reduction indymould be 1%, the difference
between the two.

The reduction in yield assists in determining wieta contract may provide
net returns that exceed the rate of inflations Itaasonable to assume that, in the long
term, investment returns on the type of balancéfqans used by providers for these
products should exceed the rate of inflation byweenh 4% and 5%. An annual
reduction of yield exceeding 5% is therefore glikely to provide an overall return to
the policyholder below the rate of inflation.

The charge ratio is the equivalent overall pergmtimpact on the maturity
value from all charges. At one extreme the chaag® takes the value zero where we
have no charges or fees of any form. The otheremdris where the ratio is one

hundred were charges are so high that they contugrentire maturity value.

Table 9. How much do providers charge?

Name of company R2100 ($14) pm R200 ($28) pm
and policy contribution contribution
Reduction Charge Reduction Charge
in yield ratio in yield ratio

African Life
Graduate Cash Grow i 5.34% 24 1%
Plan

Assupol Life
School Fund Provider - - 6.34% 27.9%
Study Policy - - 5.73% 25.6%

Cash Provider: New Wave0.83% 42.4% 6.34% 27.9%
Hollard Life

Secure VNGG 4796 28.4% 4.63%  21.3%
Endowment

Umbono As’Investe 3.25% 15.5% 2.29% 11.2%
Metropolitan Life

Dreambuilder Cash Plan- - 7.69% 32.6%
Momentum

Investo Investment Plan - - 4.46% 20.6%
Old Mutual Group Schemes

Money Care Plan 5.53% 24.8% 4.78% 21.9%
Sanlam

Halala Savings Plan 4.32% 20.0% 4.04% 18.9%

Endowment & Edufocus - - 4.45% 20.6%

Source: Policy documents obtained from insurancepamies
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Notes to the table

Values are not calculated where the product isawvailable at the monthly premiunp.
Conversion to monetary amounts may be achieveadlisvs: on the assumptions in the
model, a contribution of R100 ($14) monthly withaliarges is expected to grow to R[L9
986 ($2 757), say R20 000 ($2 759), in the 10 peaiod considered. As the charge rafio
represents the aggregate reduction of maturityevaach percentage point of charge rgtio
is equivalent to a monetary reduction to the mgturalue of R200 ($28) or twice th
monthly premium. For example, the 20% charge @tiGanlam’s Halala Savings Plan fpr
a 10-year policy is equivalent to a reduction oftumgy value from R20 000 ($2 759) t
R16 000 ($2 207), which is R4 000 ($552) or 40 rerif contributions. On the R200
($28), each percentage of charge ratio is equivatea reduction to the maturity value of
R400 ($55), again equal to two months of the sptihonthly premium.

3.2.1 Comparing charges

It is difficult to establish an objective assesstma#what an appropriate level
of charges should be or indeed whether or not ikemaany sense to establish a
benchmark with such diverse products. South Afgcdmave been discussing the
difficulty of achieving a reduction in yield of 4%@n low-income products, so this would
seem to set the benchmark for comparison, at thasgoal that some feel should be
attained. An average charge of 4% of assets al®adas reasonable probability of an
overall return in excess of the rate of inflatianaportfolio invested across a number of
asset classes. This is regarded in South Africatgpical ‘balanced portfolio’.

The Financial Services Authority (FSA) provides qarative tables of
charges for United Kingdom endowments. Though corspa across countries is
difficult, not least because the UK products ar&l sssentially without advice, the
corresponding figures in the UK appear to be sulbistidy lower than in South Africa,
perhaps by as much as half.

FSA charge figures are expressed in pound stemiogey amounts, which are
sensitive to modelling assumptions, particularlye thssumed rate of return on
investments. They nevertheless appear to be signify lower than the figures
presented in this paper. For example, Old Mutuau@rSchemes total charges, for a
R200 ($28) 10-year policy, on assumptions condgistdth those used in the FSA
calculations, amount to R6 715 ($930), 20.7% ofltbfore-charges maturity benefit of
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R32 495 ($4 882). The charges for FSA products,afd@20 ($40) 10-year policy,
chosen to be roughly equivalent to a R200 policsauth Africa, amount to between
£237 ($474) and £456 ($912), between 7.3% and 14f08te before-charges maturity
benefit of £3 250 ($6 500). The FSA survey is §kéb be biased downwards as
providers with low charges are more likely to papate, but the comparison between a
R200 ($28) policy and a £20 policy is probably Istig generous to the South African
product and differences between the percentages si@mificant. Although the
equivalent VLTCS products in the UK aimed at the-lacome market are typically
sold without costly advice and so are not realljnparable.

The range of charges is significant. Of the sixilabée at a monthly
contribution of R100 ($14), the cheapest is avégladt an annual cost on assets of
3.25%, the most expensive at nearly 11%. The ebprivaaggregate impact on total
savings varies from under 16% to over 40%.

Only the Umbono As’Investe endowment sold througitidid comes in under
the proposed 4% benchmark at a premium of R100) (&4 month. The product is
distributed through Post Office branches, which esakt highly accessible to
customers. The salespeople are paid by the Pase@ifid so the product does not have
to support the sales cost. However, customerseistied in this product may not have
access to banking and must incur the additionalscttext such new access requires.
Nevertheless, the distribution channel may be #&ffec The product is intended for
low-income South Africans, who are high users a #ervices offered by the Post
Office.

The Sanlam Halala Savings Plan is also designetthédiow-income market. It
is based on the better-selling Sanlam Endowmerdyatobut has been tailored to be
more appropriate to those who cannot afford langempums, reflected in lower fixed
charges and significantly cut commission. The rédadn yield comes close to the 4%
threshold, giving a reasonable possibility of r@tirns above the rate of inflation.

The OId Mutual product is more expensive, with d@uaion in yield of 5.5%,
but if offers a starting premium of only R50 ($While Sanlam’s Halala is available
only at R80 ($11) upwards. The Hollard Secure Sg/iEndowment is more expensive
than these.
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At the other end of the scale, the Assupol Caslviéeo is unmistakeably
clear: at these charges the possibility of a pasitverall return is small, let alone a
return that keeps up with the rate of inflation.

A monthly premium of R200 ($28) opens up a largerge of products. The
Umbono offering is by far the cheapest, followed dycluster of products offering
reductions in yield of less than 5%. The range lidrges is not as great as at R100
($14), but a few products would be regarded as resipe, with reductions in yield in

excess of 6% rendering a low probability of a reélirn to the policyholder.

3.2.2 Pricing for sale or pricing for value?

How much difference does the commission rate makefopolitan Life is
known in the market for its commitment to providipgpducts for low-income savers,
but appears to be pricing its products to sell tmather than to offer good value to its
customers. The reduction-in-yield at a premium @OR ($28) is around 7.7%, well
behind all of its peers, yet it offers commissidan98% of the allowable maximum,
compared with 44% for Sanlam Halala, 67.5% for Assupol Maximum Wealth
School Fund Provider and a completely differentusaplus-incentive approach from
Old Mutual Group Schemes.

Would Metropolitan Life offer much better valueitifcut its commission rate?
The policy document indicates that quoted chargelkide commission, so it is possible
to recalculate charge ratios at a lower rate of re@sion. If the firm were to reduce
commission from 95% of the maximum to 50%, the otida-in-yield on a R200 ($28)
premium policy would fall from 7.69% to 7.00%. Teguivalent cut to the charge ratio
would be from 32.6% to 30.2%, giving back to thdigyholder a little under 2.5% in
maturity value.

This is not a significant cut. The policy would raim the most expensive in
the sample, still way off the pace-setters, Umbah®.29% reduction-in-yield and
Sanlam Halala at 4.04%. What is not clear fromrthebers is whether charges would
rise if sales fell on the need to cover the samedficosts from a smaller set of policies.

Another way to control costs is to avoid sellingasinpolicies. Metropolitan
does this already. Premiums must be R160 ($22argef. Is it making unreasonable

profit or running an inefficient operation? We cantell from the information available
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whether either of these conclusions have any wglidut the firm would probably need
to make some changes if policyholders were morsithes to costs and had the means

more effectively to compare products across praogide

3.2.3 Conclusion on charges

It is difficult to establish in any absolute sengkat would constitute a fair
charge. However consumers should certainly be posation to judge for themselves
whether or not they are willing to pay charges. the present charges are not
transparent. Working out charges involved takind anod then cancelling all the
policies to obtain policy documents. An actuarynttextracted the charges from thin
data. Considerable calculation was then requirezheble comparison of products on a
like-for-like basis. This has three negative soc@isequences:

1) consumers do not know how much they are belmgyged for their
products;
2) consequently they cannot shop around; and

3) competition is inhibited.

3.3 Flexibility: How easily can savers draw part o f
their savings before their policy matures?

An endowment provides a mechanism for disciplinedrgy and in this sense
promotes a significant social good. Poor consumatfts multiple demands on limited
income value the discipline imposed upon them by tontract. As one of the
respondents in the study, noted about the use luf deders to pay for her VLTCS
policy:

“...because the little money that | get is diffictdtsave — the money just goes
through your fingers, but if you have something likis [a debit order] then

you know that they have to take the money frorbdh&”.

A similar sentiment was expressed in research adaduby Aliber (2001)
around the motivation for joining Accumulating Says and Credit Associations
(ASCRA), i.e. members liked the fact that they ladobligation to save. A balance
needs to be struck between this obligation andoredde flexibility. If a VLTCS
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product is so constraining that the financial cotnment to the product results in
significant risk of borrowing to cover expense oues or emergencies, its positive
utility is outweighed by the corresponding negax@ensive credit. Product design, in
most cases, seeks to balance the discipline ofaredaposits with the benefit of limited
access to accumulated funds.

In addition to a need to withdraw funds, some VLT&ficy holders will need
to terminate their VLTCS. The causes and conse@seatearly termination are dealt
with in the following section, but in brief, a dlieis said to terminate a policy early
when they do not save until the policy matures (whay had contracted to do). They
can do this either actively by notifying the VLTQS8ovider of their intentions, or
passively by failing to make regular savings cdmittions. (This is often referred to as
lapsing the policy).

The problem with early termination is that the VLS @olicy holder typically
only receives a small percentage of their savirsgk known as a surrender value. This
is because the VLTCS provider incurs fixed costsetling the product and recovers
those fixed up-front cost from the deposits onyetetmination. If there are very few
deposits then recovering the upfront costs mayltresthe saver receiving none of their
savings back (although South Africa has recenttyoduced legal minimums to the
payout on early termination).

The table below summarises the extent to which gadduct (10 year

products are used in this table) permits access fimaturity.
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Table 10. Overview of product flexibility

Name of company and policy EarliesCash Percent Regular
surrendermpenalty penalty withdraw
als
African Life
Graduate Cash Growth Plan 11 x v x
months
Assupol Life
School Fund Provider 1year Not spelled out v
Study Policy 3years Not spelled out x
Cash Provider: New Wave 3years Not spelled outv’
Clientele Life
Saver and Protector Plan No mention of surrender terms
documents.
Hollard Life
Secure Savings Endowment 1 yearv’ x x
Umbono As’Investe 1lyear x v v
Metropolitan Life
Dreambuilder Cash Plan 1year Not spelled outv’
Momentum
Investo Investment Plan 1year v v v
Old Mutual Group Schemes
Money Care Plan 2 yearsv’ x v
Sanlam
Halala Savings Plan 1 year v v v
Endowment & Edufocus 1lyear v v x

Source: Policy documents obtained from insurancepamies

In the above table, all products covered by theaesh are included, whether
or not full policy documents had been receivedalge surrender values should be
compared by drawing identical quotes from each ideav This is difficult in practice,
since the lowest premium at which all firms coultbtg on was at the high end at R200
($28) monthly, as some firms do not offer prodwattiess than this.

Four different policy characteristics are set outhe previous table. A cash
penalty is probably easier for most consumers tierstand than a percentage penalty,
but the method used is intricately tied in to thesrall charging basis and it is not

possible to infer the value provided on surrenffers the data.
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3.3.1 Benchmarking flexibility

The most important information in the previous ¢alsl set out in the first and
fourth column. A policy is deemed flexible if itquides access to:

1. asurrender value from a reasonably early duraind

2. a flexible withdrawal option, albeit limited, resetime during the policy

term.

The products of Metropolitan and Momentum Life, thesupol School Fund
Provider, the Hollard/Umbono As’lnveste and Sankidalala Savings Plan appear to
provide the benchmark against which others mightdrmapared. All of these products
provide access to a surrender value from the ity anniversary at the latest and all
of them grant some form of flexible withdrawal fiégi Some of these policies pay out
earlier than the first anniversary if sufficieninfis have been accumulated under the
contract.

Others provide one or the other, but not both. AR&an Life product, for
example, permits surrender from 11 months onwdrdsnot flexible withdrawal. Old
Mutual’'s Money Care Plan provides for regular wrdnglal, but only allows surrender
after 2 years, at least at a premium as low as RED® monthly.

Product design almost invariably concerns trade-o8ome of the more
expensive products provide greater flexibility loat not permit small premiums. The
Metropolitan Life Dreambuilder Cash Plan is an egbnof such a product. Others, like
Old Mutual’'s offering, are cheaper and provide dreticcess in terms of low premiums
but cannot also offer high levels of flexibility.

3.4 Document quality

The criteria used to assess the clarity of the oh&rus are set out in the next

table, together with the average score on eaamgrati
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Table 11. Weighting for assessment of the document  ation

Criteria % Average
Total 100 511
1 Style & clarity of language: 55 31.0
1.1 - sentence length 5 3.5
1.2 - use of active verbs 5 3.1
1.3 - use of simple pronouns, “you” and 5 3.0
e
1.4 - appropriateness of words to reader 5 2.9
1.5 - clarity of instruction 5 3.0
1.6 - glossary of terms used 5 0.5
1.7 - overall sense of navigation & 5 3.0

document clarity
1.8 Overall appropriateness of documentO 5.4
length
1.9 Overall sense of numerical disclosure 10 6.5
2 Candour: clarity of the description of 45  21.0

2.1 - early termination benefits 10 4.5

2.2 - general terms and conditions 5 3.2

2.3 - consequences of  missing 1.9
contributions

2.4 - VLTCS provider flexibility to vary 5 2.1
charges

2.5 - fees and their impact 10 5.4

2.6 Overall assessment of candour 10 3.5

3 Deductions for gross errors up to -0.9

20

Source: Policy documents obtained from iasae companies; Plain English guide

One key component was candour. There are two bpaats to this, firstly,
whether all the relevant information was disclosaad, secondly, whether the
information that was disclosed was true. As themrewalmost no cases of non-
disclosure, in this context candour refers to disgie of relevant information. All
members of the Life Offices Association (LOA) masthere to the Code on Policy
Quotations. The code maintains that providergegeired to include a certain amount
of prescribed information, so candour has beenngigeslightly lower rating than
writing style. Information required under compulgalisclosure standards can be set
out in a way that does little to enhance understapdowever, so candour has been
assessed with a view to considering the claritthwvhich the information has been
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presented, not just whether it is included athdit all life insurers are LOA members,
but all of those included in this study are.

Few South Africans receive product documentationthair language of
choice. The country has eleven official languaggspolicy documents are produced in
only two of these. This is partly due to legitimablems, expressed by speakers of
the vernacular, of the difficulty translating inaoce terms into other languages, but this
reflects poorly on the efforts of VLTCS providers tise language that is clear and
simple. As ‘choice of language’ would be assessag poorly for all providers, it has
been omitted from the ratings, but concerns on i#8se are strongly expressed. In
particular while it may be difficult to translateny technical terms into the vernacular,
the most crucial basic information like “What witlappen to my policy if | stop
paying?”, “When can | withdraw money from my poft¢yand “When can | get my

lump sum?” can all be expressed easily in any laggu

3.4.1 Assessing language clarity

Language clarity itself is assessed using the ¢joeke established by the
Plain English campaid§n This can only be carried out on policy documemtisten in
English, but all providers meet this requirement.
Average scores for clarity (refer to Table 11) eeasonably consistent across
categories with the exception of the glossary. iesy providers attempted to define

terminology properly and the highest score awardédout of 5.

3.4.2 Candour

The criteria used for assessing candour of presentarepresent our
assessment of the most important aspects of palidgh communication plus a generic
measure to capture document clarity and overaltagmh. The extent to which the
layout contributed to comprehension was also iregia the overall assessment.

This time average scores vary significantly aciegories (see the previous

table). General terms and conditions are exprefsaey well and fees disclosed, though

8 This is a UK campaign, that among other thingss baveloped an applies a set of metrics to
documentation to rater how easy they are to redduaderstand.
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in many cases sufficient only to meet LOA standasfigisclosure rather than ensure
clear understanding by policyholders.

Other scores are poor. Very few providers set outh vany clarity the
consequences of missing contributions or the freedbthe VLTCS provider to vary
charges. Early termination benefits are in mosesa®t clearly described. A table of
cash values is not regarded as sufficient to méet tequirements of good
communication, which should include a descriptibthe consequences of terminating
early, like the actual charges on exit.

The overall assessment of candour is marked dowmaimy cases for a variety
of reasons, for example:

. the inclusion of irrelevant information, like paliexclusions on death

and disability cover that do not apply to a corttproviding saving only;

. absence of information like fees or the availableestment options;

. poor description of complex concepts;

. layout or terminology that does not appear to eobapolicyholder

understanding; and

. gross errors.

An example of a gross error is in the Sanlam Habalécy document, which
has an inconsistent quotation of policy charges.

3.4.3 Combined evaluation of the documentation qual ity

The following table summarises the results for gaalicy.

The scoring suggests that most of the documentsnaediocre. This is
supported by our overall impressions. They are iggdliyelong, technical and opaque.
Documents do not appear to have been written \ueghpblicyholder in mind and there
is no evidence that the understanding of policybads tested as part of the writing

process.
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Table 12. Product assessment overview

Assupol Life
School Fund Provider 32 17 - 49
Study Policy 31 17 - 48
Cash Provider: New Wa\33 17 - 50
Clientéle Life 2
Saver and Protector Plar23 8 - 31
Hollard Life
Secure Savings
Endowment ) 30 21 ) o1
Umbono As’Investe 30 23 - 53
Metropolitan Life
Dreambuilder Cash Plan25 25 - 50
Momentum
Investo Investment Plan 28 19 - 47
Old Mutual Group
Schemes
Money Care Plan 37 30 - 67
Sanlam
Halala Savings Plan 37 27 -10 54
Endowment & Edufocus 37 22 - 59

Source: Policy documents obtained from insurancepamies

Products in the previous table are only include@mgtihe research results in a
policy document rather than a simpler product summaxcept in the few instances
where it was not clear that what was an officidigyodocument rather than a general
information document.

Not all documents score badly. The policy docunfenOld Mutual’'s Money
Care Plan is carefully written with the policyhalda mind. It seeks to explain with
care the impact of fees and the early terminatemelits. However, the document is not
perfect. It includes no explanation of terms andaits to describe the investment
approach. In one or two other areas it is a ldtiefusing in its use of terminology.

The Sanlam documents are probably adequate butamdéss. Both of them

are shorter and more clearly laid out than manyeif counterparts.
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It has been very difficult, in many cases, for aldied actuary to understand
the technical content of the policy document. Ois #xperience, it is likely that no
more than a very small proportion of policyholdargl a slightly larger proportion of
intermediaries would have a clear understandintg@fietails of these contracts.

3.5 Putting it all together - which product offers the
best value to the poor?

The table below summarise the features alreadyisssd into a “traffic light”

set of signals.

Table 13. Which product offers the best value to | ow-income
consumers?

African Life
Graduate Cash Growth Plan No policy document
Assupol Life

School Fund Provider ---
Study Policy ] I
.

Cash Provider: New Wave
Clientele Life

Saver and Protector Plan No charges information
Hollard Life

Secure Savings Endowment

Umbono As'Investe | .

Metropolitan Life

Dreambuilder Cash Plan [N

Momentum

investo Investment Plan [N

Old Mutual Group Schemes

Money Care Plan e ]

Sanlam

Halala Savings Plan L 7 ]
| I

Endowment & Edufocus
Source: Policy documents obtained from insuranceganies.
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Only those products with information on all aspeofsthe analysis are
included in this table. Green is allocated to tree¢ products with characteristics most
beneficial to the policyholder and red to the thwemst. However, on flexibility, those
products offering partial withdrawal and surrendéhin one year are awarded a green
rating; the one product offering neither has aregihg; all others are yellow rated.

The table shows how difficult it is for product dgeers to meet all
objectives. None of the products achieve the highasng on all measures. The
Hollard/Umbono offering appears to be the most appate to low-income savers,
achieving a green rating on access, charges axiifiy. It falls slightly short of the
highest rates on the quality of its documentatt®emlam’s Halala achieves three green
ratings, compromising on minimum premium, wherdalts only just outside of the
green category. Old Mutual's Money Care Plan aasetwo green ratings and two
orange ratings. Only one other product of the tiea,Secure Savings Endowment from
Hollard, avoids a red category rating.

All other products show a combination of ratinggnd of them have more
than two red ratings of a possible four, suggestirag there is no such thing as an
unambiguously “bad” product and that all providerake a reasonable attempt to find a
way through the priorities faced. Note that theléraffs do not apply to the issue of
policy documentation and that there is considerabtem for improvement on this

aspect across nearly the entire product range.

4. Customer Satisfaction

Respondent satisfaction is difficult to quantifychase some clients may
express satisfaction with their policies but may lbeaware of issues that would
negatively affect their satisfaction, such as eaddymination penalties. Assessing
satisfaction therefore required a degree of juddroarihe part of the research team.

Client satisfaction was assessed as follows: sineeproject concerned itself
with voluntarily purchased products, those with paisory-purchase LTCS, associated
with pension provision, were excluded. This lefd I4¢spondents. The first marker of
customer satisfaction was thmeason for purchasing the VLTCS policy. The team
excluded all the respondents who bought the pdbcya purpose which it could not

serve. For example, respondents who bought theydthinking that it was funeral
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insurance or that it could be drawn upon easib, ¢onfused it with flexible savings.
This left 115 respondents who bought their polidies entirely appropriate reasons
such as future education and retirement needs.

The team then looked at homuch the respondents knew about their
policies and used knowledge of the maturity date as arcatoli of this. Only 87 of the
115 knew when their policies matured. A furtherigation of important knowledge of
their policies was awareness of the consequencesarty termination i.e. surrender
values. Of the 87 only 35 knew about the conseqsen€ early surrender (there were
consequences of early termination for all policies the sample). Finally, the
respondent’s subjective sense of whether or ngtwese satisfied with their purchases
was examined. Two of the remaining 35 expresseshtigfaction with their policies.
One respondent noted that the agent had not fidblated all policy features, the other
said that the agent disappeared after the salevasdhot contactable.

So of the initial 144 VLTCS purchasers approximatebuarter of the sample:

. bought the policy for an appropriate purpose;

. knew the crucial terms and conditions of the pesciand

. expressed satisfaction with their purchase.

On the face of it this is not a good proportion.o3& who received crucial
policy information that was incorrect could loséig proportion of the little savings
they have, if for instance, their maturity dates rdg coincide with their retirement
dates.

The group of 33 VLTCS policy holders were examiinedetail to see if they
had any common characteristics. The first pladed& was of course by company. The

results of which are presented in the followingrtha
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Chart 6. Satisfied customers by company

Satisfied customers by company
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Source: Fieldworker interviews
No company seemed to do very much better than #mgr.oHollard is the
exception but as only two respondents had polift@s Hollard the results are not very
meaningful.
The only significant correlation between client isfatction and another
variable was with LSM, the results of which aregamted in the next graph.

Chart 7. Satisfied customers by LSM
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The trend lines demonstrate a relationship betvii& and client satisfaction
i.e. as LSM level increases, client satisfactiotreases. A possible candidate
explanation for this is that higher LSM householi®sve higher levels of formal
education and so are better able to understand ptbduct they have bought

(understanding was a key component of the meadwileent satisfaction).

4.1 What makes for unhappy VLTCS clients?

Eight key problems with VLTCS

Box 4: The glass is half products emerged from the respondent and advice

full?

office® data:

While it reflects badly on| 1. Disclosure

existing insurance compani
that only a quarter of the
respondents could be deemd
satisfied with the product the
bought, there a is positive ta ‘
on this. What the figures do te
us is that however small &
proportion, at least somg
policyholders are buying an
receiving what they want. I

other words South Africa ha
succeeded in selling VLTCS
policies to the poor. The cruci
challenge that remains is how
shift the ratio of dissatisfied t
satisfied clients. The figures
confirm suspicions that the vas
majority of low-income clients
are not satisfied with thei
purchase butefutesclaims that
VLTCS products sold to the
poor cannot in principal offe
good value to them.

b 2. Early termination penalties
3. Mis-selling and fraud

Poor after-sales service

Inflation
Tax

Lack of bank accounts

© N o g &

Provider inefficiency

4.1.1 Non-disclosure - not knowing
p what one is buying

Poor disclosure was evident in all the
types of data considered, i.e. respondent
interviews, examination of advice office case
studies and policy documents. On the products,
the analysis summarised in Table 12 rates nearly

all policy documents as very poor. All of the team

members in the research team, including the
actuary, commented that they had difficulty underding key sections of the various
policy documents. It is extremely unlikely therefahat many low-income clients or

their agents would be able to comprehend the dootsnd@hey appear to have been

° Advice offices are NGOs in South Africa that offeze legal advice to poor people.
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written largely for regulatory compliance with lgtthought given to whether or not
they could actually be understood by low-income gbeooften with low levels of
formal education, who were in many cases readiegdtituments in a second or third
language.

Even this criticism of the industry is perhaps igettahead of itself. Most
damning with respect to disclosure was that thetenysshopper was unable to obtain
policy documents without first taking out the p@& and then cancelling them. In some
cases, companies were prepared to provide quasafiieh, but it was very difficult to
obtain key details of the policies without firstrpbasing them. In two cases, the
mystery shopper found that monthly premium dedustivad commenced before policy
documents arrived. Cancelling the policies was @miaistrative nightmare, involving
sending certified copies of Identity Documents aptkvant bank statement, all of
which needed to be sent by fax.

Providers tend to give two responses to this eitic The first is simply to
suggest that they have no disclosure obligatioysrm the legally required standards.
This stance can facilitate all manner of injustased fraud. For example, the advice
office had a case (albeit an insurance and not V& T&se but the principle applies) in
1999 where the client claimed she was misled binamrance agent who came to her
workplace selling burial insurance. She understivoth the agent that her premiums
would be R60 (approx. $8 at current exchange rggesmonth but when she received
her payslip, it was R123 ($16). The response froenimsurance company was to stick
to their minimal legal obligations and assert tkta client had received a policy
document that gave her the right to review thegyodind cancel within 30 days if she
was not happy. A deadline which she missed.

A more reasonable response by VLTCS providers enqtrestion of policy
documents is that their agents are tasked withagxply the terms and conditions in
person to clients. Indeed this process was merditayeagents to the mystery shopper
when she requested the policy documents. The agespended that they do not give
them out but would visit her to explain the ternmsl @onditions. Providers may make
such claims but a great number the advice offidadicated that a significant
percentage of agents do not provide advice. Alsegwdenced in some of the advice

office cases, insurance providers tend to distéinemselves from the advice given by
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independent intermediaries, claiming that they raseresponsible for the accuracy of
such advice.
Data from the sample of respondents who bought V& Ti@licated that agents
failed to disclose crucial information, for example
. 41% of respondents said they were not told of thresequences of early
termination and a further 28% said they could eotember if they were

told;
. 19% did not know when their policy matured;
. 3 respondents believed they had purchased fumenadance alone; and

. 8 respondents said they had purchased their VLB@Bavide them with
an emergency savings fund if they were to lose jbbs.

Of the advice office cases, 18% (of 160 cases walévant data) arose from
non-fraudulent lack of disclosure, that is cliemtsen asked by advice office workers
about details of their policies indicated that thed no knowledge of them and were
never provided with information.

At the macro level the lack of disclosure reducesamningful client choice and
hence the prospect of competition between provideis its attendant benefits. At the
micro level the consequences for low-income cli@mesoften tragic: they are spending
much more of their household income than they nteed all they want is funeral
insurance; they may not get the funds when they tiegem; they may not get as much
as they thought they would get when the policy mestuand finally, and perhaps most
importantly, they are often not aware that if thegminate their policy early they only
get a very small percentage of their savings retlito them..

4.1.2 Early termination penalties

In contrast to VLTCS products, short term savingsdpcts like open-access
passbook type savings schemes are relatively easglit They are simple to explain,
they do not require a significant long term comnaitthand because they are short term,
the client soon has a demonstration of how theykwAs policy term lengthens the
difficulties associated with selling the productcrease. VLTCS products are a
significant commitment for anyone. For poor peoplth multiple demands on limited

household income some convincing is required toctients to buy the products. Like
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insurance products, VLTCS are “sold not bought”. TS are rarely sold passively,
through a client coming to a bank or a MFI and estimg a product. More typically a
salesperson needs to develop a relationship wétleltent, using selling techniques akin
to those of insurance - "What will happen to youewtyou grow old? Who will take

care of you?" etc. The salesperson needs to reashar potential client that the
institution is stable and safe because unlike shemh savings, the client has no
immediate way to test the seller’s claims.

In South Africa where attempts have been madelto/s@CS without using
agents, the attempts have had limited successeTiespondents from South Africa,
who attempted to sell VLTCS through banks indicatieat their attempts had been
unsuccessful. The reason they gave was essernhatiypank staff were not trained and
motivated to sell the products. All three infornmaheld that without a motivated, well-
remunerated seller, there would be no sales. Rigstie environment is strongly
dominated by a commissioned sales force.

Aside from the need to sell, there is also a needite advice. The more
complex the product the greater the need for admmkexplanation. VLTCS products
by their nature are some of the most important pctedthat a person can buy. They are
bought for a variety of reasons, but clearly the teason is to provide a substantial sum
for when purchasers are no longer able to earn i(gtigement) or when they suddenly
have large expenses (e.g. education expensesjditioa to being important, they are
also one of the largest financial commitments aqeis likely to make. Although some
VLTCS products are simpler than others, most regadvice at the point of sale. Some
products that combine savings with insurance carvdry complex, but even the
simplest of VLTCS products require significant amvabout issues such as the risk of
the investment, the impact of inflation, productxdes, ensuring that the maturity date
coincides with a retirement date or some other @ppate date, ensuring that the
client's income is likely to be stable enough tefpedo the contract, and advice about
any potential tax implications. It would be unrezaiole to assume that low-income
clients, often with low levels of formal educationindeed literacy are likely to be in a
position to easily understand the terms of thentiat or ask about these crucial issues

unprompted. As one respondent, Gideon, noted:
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“... I am not that educated and this agent took aud&ge of that and did not
say anything about inflation and how it affects pojicy savings. | have no

plans to protect myself against this”.

It would be deeply inappropriate to sell all bue tiiery simplest VLTCS
products (one of the most important, expensive @rdplex financial commitments a
low-income client may ever make) without advicéot@d to the needs of the client.

Motivated sellers and advice providers are expendhith low-income clients
saving small amounts, it can be hard to cover th&scof motivating sellers and
compensating advice providers. If this has to beedipom scratch (as in a bank or an
MFI that wanted to start selling VLTCS) the cosfssetting up the infrastructure to
provide this can be prohibitive. This is one reasdry VLTCS products have often
been provided by insurers, which usually have avoid of agents used to selling more
complex financial products than credit and sharhtsavings products.

The costs of selling and the initial advice pramsare incurred by the VLTCS
provider up front. If the buyer terminates the cact early these are taken from
whatever savings have accumulated. In practice ieans that many savers who
terminate early (for example within the first feways of saving) may lose all of their
savings. Clients may terminate their VLTCS policesly for a number of reasons:

4.2 Reasons for early termination penalties
4.2.1 A drop in saver’'s income

Early termination penalties caused by a drop iresauncome occur because
the client is retrenched, retires, their incompriecarious and fluctuates or because they
have unexpected demands on household income tkaatptéority over saving. It is
often the case that the poorer one is the moreapoers one’s income tends to be and
therefore the more likely one is to lapse. Howewke advice office cases studies
generated a number of examples where the agenpebdikes either knowing that they
would lapse or not providing the advice that thaglt to have provided.

A case where the blame for early termination duto$s of income could be
laid at the door of the agent (and therefore thavipger) was where VLTCS policies

were sold to employed clients without ensuring tiet maturity date coincided with
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their retirement date. There were three instantetients who approached the advice
office needing help surrendering their policies aese they were about to retire and
could no longer afford the payments. In one ingaffrom 1997, a client with five
policies wanted to "cash in". Three of his policlesd been taken out less than three
years previously and so had no surrender valuevaseilliterate (signed the documents
using thumbprints) and should never have beenaMUTCS policy with no surrender

value in the first three years only three yearstefetiring.

4.2.2 An increase in saver’s expenses

There were comparatively few instances of earlynieation because of
increases in the saver’s expenses. It is unclegr this is the case. It would require
more research to find out why contractual saveesnsearely to terminate when other
expenses increase. One possibility could be thp/dabit method of saving which
physically removes the savings from disposable nmeo The few cases of early
termination due to expense increases could unfattlynmostly be blamed on the agent
(and hence provider). These cases included a langeer of instances where agents
sold client policies over and above their existpadicies to the point where the client
could no longer afford the policies and surrendéhedn.

The advice office had an example from 1993 thablves a caretaker at the
then Department of Education and Training, earnRig08.50 (approx US$100 at
current exchange rates). He had been sold sixipsland his premiums were in total
R448.42 ($62) per month. Along with other deducti@uch as medical aid, pension,
unemployment insurance, his take home pay was R37Z8). He came to the advice
office for help in cancelling some of the policies.

In another case from 1994, the client came to tivica office wanting help to
surrender three policies he had taken out in 1982 ¥093. While the bureaucratic
issues of the case were being dealt with, the tciseas sold a further four policies. It
transpired that the policies he wished to surrehderlapsed. By far the worst case was
of a labourer within the South African Defence Fowho had seven policies. He was
about to be retrenched in 1997 and wanted assesturcendering all the policies, two
of which had, as yet, no surrender value. It tod&tal of six months for all the policies

to be cancelled or surrendered and monies paid bvail of these cases the agent (and
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therefore the provider) was in breach of their dutydvise the client that the policies
they were sold were likely to exceed their savinggacity and would therefore likely

result in early termination and the loss of thawiags.

4.2.3 Mis-sold or fraudulently sold policies

There is a fine line between fraud and mis-sellimgcases of mis-selling a
client buys a product that is inappropriate to rthrededs because they have not been
informed by the seller of all the terms and comdisi. Fraudulent behaviour usually
involves the buyer being provided with false infatron about the product. In both
cases the result is similar — the client ends up am inappropriate product. If the client
discovers that is the product inappropriate befilse maturity they often seek to

terminate the policy.

4.3 The consequences of early termination penalties

The consequences of early termination penaltieoferincome policyholders
can be both tragic and socially perverse. Thieisahse the poorest members of society
lose much of the little savings they have musteéoggther. They are socially perverse
because when applied in effect the savings of lovaine clients are transferred to the
agents as penalties. The agents are typically lieathan their clients and so the result
Is in effect a transfer of resources from poor lugevealthier agent.

4.3.1 Mis-selling and fraud

The VLTCS industry unfortunately lends itself to sasielling and fraud,
mainly because of the asymmetric distribution dbimation between buyer and seller.
Contracts are complex and difficult to understand #he buyer has to trust the seller to
disclose information. The long term nature of pridcan furthermore hide the mis-
selling or fraud for a long period.

Even in some of the most well-requlated marketgdanumbers of VLTCS
products are mis-sold. In the UK, the Treasury Seleommittee estimated that 5
million people were mis-sold endowment policiesr Floe most part, these clients

bought endowment policies together with a mortghgkeving that the endowment
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policy would pay off their loan when the

endowment matured. They were not told
the possibility that the maturity value ma
not be sufficient to cover the outstandir
loan which is precisely what occurred §
large numbers of the policyholders. TF
UK Treasury Select Committee thd
investigated
nationwide shortfall of £40bn ($69.6bn

This in a market which is widely regarde

the problem estimated

as having one of the world’'s mos

sophisticated, and well-resource
regulators, and with an almost entire
literate population.

When buyers have low levels ¢

formal education or indeed are illiterate t
informational advantage of seller ov]
buyer increases and with it opportunities f
mis-sell and defraud, examples of whig
have been uncovered in the analysis

advice office cases.

4.3.1.1

uncovered

Varieties of fraud

From the respondent interviews

Box 5: Some examples of fraud

One advice office case 1996 involved|ja
client who alleged that the VLTCS aget
asked him for his payslip. The agent to(

the payslip and promised she would gi
him a t-shirt and a tracksuit. The pays
was never returned and the promise

salary. He claimed he never signed t
stop-order authorising the deduction
premiums.

In 1998 the advice office had two casg
that involved clients being persuaded
take out a second policy when the)
already had a perfectly good policy. Th !;
were both persuaded by agents to ca
the first policy in favour of the second. |
the first case, the client claimed that t
agent convinced him to cancel the polig
he had because he would not be abl
get a loan on it, and to take out t

alternative that she was selling. The

S

el

have been tricked by the agent who
persuaded him of its benefits. Howeve
when he examined his older poli
closely, he felt that the new policy was
not what he had been promised and
old one was better.

single case of fraud emerged where a cli¢

was misled about what the savings could be usedrfdrwhen she thought she could

withdraw them. The cases of fraud from the advitfece were mostly a variety of

getting clients to agree to sign (or thumb-primd)igy documents informing them that

they were something other than policy documentsjnothe most extreme cases

falsifying their signature.
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While most VLTCS providers approached attempteckttify the situations of
fraud (and mis-selling), often after consideralffere by the advice office, the response
of some was to stall or hide behind minimum leddigation. For example a case from
1991 involved a foreman who was sold an endowmtkart. gle came into the advice
office wanting to cancel the plan because he wdddebelieve that it also contained
health insurance and he had subsequently foundttiaatuld not pay for his doctor's
visits. He came to the advice office and requestatithey write a letter to the provider
cancelling the product because he could not write.

The advice office case worker contacted the protgdagent (an insurance
broker) who said that since the client had sigied12-month stop order, he could not
cancel the policy. Upon contacting the insurancamany itself to try and cancel the
policy, the representative is recorded as sayiag) tiney [the company] have endless
problems with unscrupulous brokers who, becausg dne qualified, are permitted to
sell their policies. They will sell any policy tagbody and most times illiterate people
don't understand the details.” The only way a stoger can be cancelled by the
insurance company is if the broker requests thedotso or the (providers) pay office
sends them a letter requesting them to do so.Heupay office will not send the request
unless it receives notification from the insuramoempany that the policy has been
cancelled. The broker, in his/her own self-interestinlikely to consent to this because
he/she will lose money. And the company noted &hdélhe end of the day the client did
sign a legal document and so had no legal righdetiorefunded. Fortunately for the
client in this case, the intervention of the advaéBce led to the insurance company

stopping the policy and refunding the money.

4.3.1.2 Varieties of VLTCS mis-selling uncovered
Far more common than outright fraud in the advilfe®records and from the
interviews with VLTCS policy holders was mis-seffinThis comes in a variety of
forms, for example:
. the sale of VLTCS products to clients who alreadyehsuch products to
the point where their total expenditure on the potsl exceeds their

saving capacity;,
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. the sale of VLTCS products that mature after thelf€E policy holder
retires; and
. misleading the client not through the provisionfale information but
by not disclosing crucial information such as thestence of early
termination penalties (the most common type of seiling).
As discussed in the section on disclosure this ervasive problem with
significant numbers of respondents unaware of tkistence of early termination

penalties and other crucial information.

4.4 Poor after-sales service

One respondent, Linda, noted the following in remeoto a question about her

after-sales service experience:

“...when | call them then | want to talk to the agantl | always have to wait
long...I want to contact them, but they have moveit tifices and they have
not let me know where to, so | don’t know wherg three, and when | phone
them | cannot get hold of the agent. This is a [gwbbecause | cannot hold on
the phone very long and | cannot go there in persenause | don’t know

where they are.”

The advice office records indicate that clientarfrall insurance companies
needed help with their policies and that none efitisurers was providing decent after-
sales service. Customers who ended up at the adffice should not have needed to,
as they should have been serviced by the insuteagent. The available data does not
permit analysis of consistent discrepancies inl¢wel of service from each provider.
What is clear, however, is that there are majorsgapthe provision of after-sales
service by all companies. A similar picture emerfyetn the interviews with VLTCS
policy holders — 28% of respondents who had attethpd obtain after-sales service
were unable to do so.

After sales service is required for a variety @k these include:

. questions about terms and conditions;
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. questions about actions taken by insurers, for @@mvhen deposits are

not made and the policy lapses;

. surrendering policies;

. simple administrative tasks like changing persaledails;

. taking a loan against the surrender value of an@&policy; and

. other inquiries and requests to change the pdiccyexample to increase

deposits.

A possible cause of the lack of after-sales sengdbe tendency of providers
to pay most of the agent’'s commission up-frontha first few years. Once the agent
has received their full commission the incentive pmvide after-sales service is
diminished. Without the agent the client eitherdset go to an office of the VLTCS
provider or phone the provider. Both options ariadilt for the low-income clients.
The former may not be viable because the VLTCS idaswdoes not have an office in
the same town as the respondent and may involveifisant expense for the
policyholder may need to take leave from work tsitvihe office. Telephone contact
may prove difficult for low-income clients who manot feel confident or have any

experience of dealing with companies over the phone

4.5 Inflation erodes long term value

Inflation may erode the value of the savings. Qherlast decade inflation in
South Africa has been both low and stable. This a@gpount for the fact that 35% of
respondents were not aware of inflation and iteat$f on their VLTCS policy. The
majority (69%) of the sample of VLTCS policyholdeisew about inflation but felt
helpless to deal with the problem. A very smallcpetage of respondents had dealt
with the problem by:

. increasing premiums;

. taking out additional VLTCS policies; or

. planning future income sources - e.g. one respdnidelreved that his

son would be working and supporting him when hieae.
A few optimistic respondents believed that inflatiwould not be a problem

either because it would be very low in the futurdbecause they believed the rate of
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return on their investment of the savings wouldybeater than the rate of inflation. As
we see from the analysis, this is likely for soroéqies, but not all of them.

4.6 The poor are unfairly taxed on their policies

The issue of tax was mentioned briefly in the sdcohapter. In summary:
VLTCS policy holders in South Africa are taxed dr tincome they earn on VLTCS
products by 30%. The tax is deducted before therseaceives their lump sum. As
South Africa, like most countries, has a tax systemsed on the concept that the
wealthy pay tax at a higher proportional rate ttiepoor, the flat tax on some VLTCS
products is anomalous. A typical low-income polisglder would not be earning
sufficient income to pay tax on these earning éytlvere required to do so themselves.
Sixty six percent of respondents were not awarettier investment income would be
taxed. In the words of a respondent, Toto, on wdretih not he knew if his investments
would be taxed and that he indirectly would be pgythat tax when he withdraws his
savings:

“...no [I do not know], but if | need to pay taxdb not think it will be a lot of

money because | am not a business man. | am ovitygsanoney.”

4.7 Lack of bank accounts

A few cases came to the attention of the adviceefivhere the client had
either lost his or her job or retired. Once themlino longer worked and received a
salary through their bank account the client clagedaccount because they felt it was
not worth the expense of maintaining. The surremdenaturity value of the VLTCS
product was posted to the ex-policy holder as @ebhand they had no way of cashing
the cheque. These cases were relatively old aisdpibssible that the new low-income

Mzanzi accounts with the low operating costs masetended this problem.

4.8 Provider inefficiency

Many cases presented to the advice office were sultreof provider
inefficiency. For example in April 1993 a clientnea to the advice office because he
was having double premiums deducted on both higipsleach month. This had been
going on since November 1992. He had already ctewswith the insurance company
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independently and had received a refund for onethef months. However, the
deductions continued. A second cheque arrived vetands for a further four of the
months. The deductions continued. Letters were sd$ to the provider to cancel the
duplicate stop orders. A further refund chequevadibut there was still an outstanding
amount not refunded. In January 1994 a letter @drivom the company - the case file
reads: "Letter includes a breakdown of payments Sdeneone has done some proper
homework at last." The outstanding refund cheque waclosed. The client was so
annoyed with the way he was handled by the prowiusrhe then decided to cancel all
his policies with them.

Deductions continuing after the policy had beerreadered was a common
problem at the advice office. An example of sudase is that of a client who tried to
surrender his policy in June 1998 and came to diveca office in October 1998 as he
had received no response from the company. He tlMasaving the premium deducted
from his pay. He said he had never received thécyalocument and could not
remember when he had taken the policy out. Theomoite surrender value forms
were submitted to the company. By May 1999 the @dwifice decided to write a letter
of complaint to the Ombudsman, which finally ekdta response from the company
acknowledging that the policy had been cancelle@dtober of the previous year and
enclosing a refund of premiums from that date.

In addition to making errors there was much inéficy in the correcting of
errors by the provider. It is assumed that the @dwffice was efficient in its
presentation of the facts. This is likely to be tlese as the correspondence sent by
advice office volunteers is closely supervised kpesienced staff. The advice office
records show for six of the least efficient provglat took an average eight letters per
complaint, between insurer and the advice officegét the problem resolved. The

impact of provider inefficiency is likely to be gest among the poor.

5. Conclusion and recommendations

The South African financial services industry hasceeded in selling VLTCS
products to low-income clients. At least some @fsth policy holders are satisfied with
their products. Thus it is possible to provide VIS @roducts to the poor that meet

customers’ needs and expectations.
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However, the research has also brought to thethate(at least of the sample
of respondents) only a quarter of those with VLTE&Ild be deemed to be satisfied
with their product. Unless the quality of VLTCS drats can be improved it would be
inappropriate for policy makers to consider VLTCSpart of a national social security
framework.

The challenge therefore is to increase the raticaifsfied customers and
remove the worst practices. What follows are aesesf recommendations divided into
two broad categories: policy makers and the VLT@&ipers (although there is some
overlap). These recommendations are not magictbulldey should rather be viewed
as some of the potential tools in a toolkit of op# available to improve the provision

of VLTCS to the poor in South Africa and, where agpiate, elsewhere.

5.1 Recommendations for policy makers

5.1.1 Systematically collect data on VLTCS usage by poor
households

There is no reliable source of detailed data om#ienal usage of VLTCS by
the poor in South Africa. While useful surveys wfahcial services and their usage by
the poor more broadly exist (such as FinScopehpiléet information on the usage of
VLTCS products by the poor does not exist. Thigaesh can shed light on benefits
and costs to individuals who hold VLTCS policiesit Ipolicy makers and regulators
have no sense of the extent of these costs anditseMgithout data it is difficult to
predict the impact of regulation on VLTCS policiesd their holders. There are two
broad ways of collecting this data. One way isdmpel providers to submit the data.
On the face of it this is fairly straightforwarch South Africa, at least, many providers
will already be segmenting their VLTCS sales dayallsM. However if there are
benefits or costs associated with the data, fomgika if a provider needs to hawe
percentage of the clients falling into some demplgi@category to obtain a reward or
avoid a penalty, then of course there are incestivefiddle the books”. In such cases
it is not clear how useful this approach would be.

A better approach would be to get an independenty io undertake the

research that does not have a vested intereseiddta turning out in a particular way.
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This could be the board of a national statisticglyb or it could be an
independent organisation that is sub-contractedifspadly to undertake the research.

This would have benefits not just for clients bt providers. For example, if
lapse rates were made public it would help VLTCS8vpters get a sense of which

VLTCS providers were doing things right.

5.1.2 Tax reform — treating VLTCS policy holders fa irly

In a progressive tax system low-income policy hiddere taxed according to
their income. There are a number of ways to enthaethe investment of the poorest
get taxed accordingly. One way is to create a obigzroducts aimed at low-income
clients that receive their investment income taefiThe problem with this approach is
that it would be difficult to avoid regulatory attzige, i.e. wealthier clients buying
many low value policies so as to avoid tax. Anothpproach may be to allow low-
income clients to obtain a rebate. Perhaps agentsl tielp them do this and obtain a
percentage of the rebate as commission for thigirtef

In South Africa, the Minister of Finance recenthynaunced the removal of the
taxation of income produced by the assets of reerg funds. This is a welcome
development for low-income members of retirememnid&iwhose directly held savings
are largely exempt of income tax. However, similaprovements to the treatment of

contractual savings products offered by life inssifeave not been forthcoming.

5.1.3 Revisiting commission scales

Following the disturbing analysis of the level ohatges in individual
retirement savings produlfsand a series of rulings by the Pension Ombudsman,
policymakers at South Africa’s National Treasdrgre undertaking a review of the
financial services industry. They have indicateat the policy priorities are to establish
a revised set of commission scales and introdueddsis for a set of minimum values
payable on early termination. Later regulatory eawiwill cover disclosure standards,

intermediary status and other issues. Longer tenpacts, probably more profound,

19 Rusconi, R (2004Tost of Saving for Retirement: Options for SouthcAf presented to the 2004
Convention of the Actuarial Society of South Afri€ctober.

National Treasury (2006Fontractual Savings in the Life Insurance IndustBiscussion Paper
Government of the Republic of South Africa, March.
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will result from the comprehensive government revad South Africa’s system of old
age provisiort?

Turning to commission scale issues, commissionuamites the design of
policies and the financial outcome to policyholdeparticularly on early surrender.
Current maximum commission scaféstrongly emphasise up front incentive payments,
permitting three quarters of commission to be paidolicy inception and the remainder
at the end of the first year of the policy. White level of commission has a significant
impact on policy outcome, the shape of commissieo aas considerable influence,
particularly on early termination values.

Early indications are that the overall value of maxmn commission will be
cut, but that the major change will be a forcedts¥ficommission from nearly all of it
being paid up front to half, at least, being spreadr the term of the contract in the
form of servicing commission.

The proposed commission basis could have a mixnphcts on the policies
considered as part of this study. As a high proportof providers do not pay
commission equal to the maximum currently allonee@ut in the value of commission
may not have a significant impact on policy desigrvalues. On the other hand, most
providers pay commission up front, in line withsxig scales, so a forced spreading of
commission creates the potential for enhanced sderevalues. Looking outside of the
issue of policy values, it should also be noted tha development will make survival
more difficult for new entrants to the broker mdrkperhaps to the detriment of
potential customers.

This study has highlighted the need for ongoingpsupfor policyholders and
indicated the salary-plus-incentives approach ratthen a straight commission
approach as a method of aligning the interestoléyholders and sales intermediaries.
The overall impact of the policy change i.e. whettie positive effects of enhanced
surrender value will outweigh the potential negateffect of some providers being

reluctant to provide these products because thegray willing to do so if they can pay

12" National Treasury (2007Bocial Security and Retirement Reform: Second udson Paper

Government of the Republic of South Africa, Febyuar

South Africa is one of the few countries thall $tas scales of maximum commission payable to
distributors of insurance products. Most countriesmve opted for a deregulated commission
environment together with tight standaofslisclosure.
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up-front commissions to their agents remains tgdsn. It may be useful o monitor this
in South Africa to guide other countries considgrsuch an intervention.

5.1.4 Setting minimum early termination values

Changes to commission scales will allow the paynwnhigher surrender
values, but the system of minimum early terminatratues would force the change.
There is a material risk that the scale of minimearly termination values will be
financially burdensome to product providers, pdgsfbrcing them to raise minimum
premiums and in the process reducing the affortalmf these products. The positive
spin-off from this is that insurers will be forcéal pay more careful attention to their
selling techniques in an effort to enhance custooraterstanding of their financial
commitment and reduce surrender rates.

This paper has discussed at length the trade-affsdf by product designers.
Policymakers face a difficult set of trade-offstioéir own. The intention to improve the
protection for policyholders who terminate theimtracts must be tempered by the
reality that these initiatives may result in redii@ecess to such policies for low-income
savers.

This research provides no easy answers but theerahgharges emerging
from the analysis suggests that some providers h@e the space to absorb the
impacts of higher early termination values withmdreasing their minimum premiums
or charges. It is recommended that any prescrigifagarly termination values is done
with caution and in consultation with providers.

A related problem is the fee levied by banks, tbecaled “RD” fee, to
reinstate a debit order where the balance in a lankunt is insufficient to cover the
monthly payment. This fee is often higher thanrtienthly contribution and reportedly
many multiples of the cost to the bank of executimg transaction. It would be worth

investigating the fairness of this fee given itgaot on long term saving by the ptor

5.1.5 Compelling disclosure
Despite years of self-regulation by the industryddclosure, documentation
remains undeniably opaque, voluminous and, with &weptions, very difficult to

* The ongoing competition commission banking enquiill address the issue of penalty fees -

http://www.compcom.co.za/banking/

63



understand, even for the expert. Self-regulateclassre appears to have failed.
Providers are doing enough to meet the rules butviay short of ensuring that their
customers understand the documents provided to.thamclear that the policymaker
envisages shifting the responsibility for settingctbsure standards to the regulator.
This is likely to result in a stiffer set of rulémt there is no certainty that it would
improve the clarity of documents and the level nflerstanding by policyholders. An
independent assessment against customer undergjangenchmarks may be

appropriate, at the very least to pressure progittemake improvements.

Clients cannot at present shop around for produdisre is no single place
that a customer can go to get a comparison of itheugt features likely to be attractive
to them. The FSB in the UK has created a webs#e dlows potential purchasers of
VLTCS to compare crucial features of each product.

It is recommended that aside from any other infdgionathat provider’s
display, that they be compelled to provide key infation about their products in an
easy to understand standardised format, and thahtpa clients should have access to
this information without needing to take out thdippofirst or see an agent. This could
be done in a variety of ways, for example, by wogkivith the VLTCS industry to
determine the key facts and then ensuring thatvenyepiece of information provided
about the products the key facts appear in an teasgderstand standardised format. A

comparison table could be publicised by the regulat

5.1.6 Reconciling agents incentives to ensure a cli  ent focused
approach

The current National Treasury discussion documé€ottractual Savings in
the Life Insurance Industry: Discussion Paper, mdbe possibility of changes to the
model governing the status of intermediaries, sstyug that intermediaries could not
provide objective advice while receiving remunematifrom product providers. It
proposes that intermediaries declare themselvebetaepresentative either of the
product provider(s), in which case they may be neenated by commission, or of the
individual that they advise, in which case they hayremunerated only by fees paid by

the individual. While in theory this may help ersuar client focused approach it is not
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clear how this would work in practice, particulaviyth low-income clients who would
not have the fees to pay upfront for advice.

5.2 Recommendations for VLTCS providers
5.2.1 Tapping the informal sector

A large percentage of low-income people in SouthicAf and perhaps the
majority of low-income people in most developinguotries, work in the informal
economy. It is important to work on ways to markeirCS to this sector. There are a
number of possibilities. In general it will be vedlifficult to collect cash on a regular
basis directly from the savers. One of the likegcessary conditions for increasing
VLTCS access to informal economy workers is to @ase access to cheap bank/MFI
accounts with debit order facilities. In South A&&ithis is happening with the Mzanzi
account. In other countries VLTCS providers couldrkvwith MFIs. MFIs have had
some success with deducting payments from infomaakers for insurance policies by
having their loan officers work with clients to gatsense of their cash-flow. For
example, in some countries informal shop-keepetsnahave the highest amounts in
their accounts at the beginning of each mbhtBy building more flexibility into the
premium collection system, VLTCS products will benmam appealing to self-employed
informal sector workers with fluctuating incomes.

Other ways to increase access to informal econooriews it to work with the
beneficiaries of formal regular remittances andrtipeoviders. Finally, many small
farmers especially in the coffee, sugar cane amdasector sell their entire crop to a
single purchaser. Such purchasers may have amshter acting as agents for VLTCS

providers.

5.2.2 Reduce selling costs — market education

VLTCS products are, like many kinds of insurancggld not bought”. The
costs of selling are passed on to the buyer atiteitase of low-value VLTCS products
this can make the product expensive. By educatiegmarket on the benefits of long
term savings and the safety of long term produbtstask of the seller is made easier
and, so the argument goes, cheaper. It is notylikeht market education would

> The authors are grateful to Michael McCord of Mierolnsurance Centre for this insight.
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eradicate the need for selling it but it could aietly play a role in reducing the amount
of selling and hence its proportion of the costisTihsurance industry in South Africa
has agreed to contribute to market education. Thexrg be scope for partnerships in
other countries between the industry associatioa,régulator and donors to provide

market education.

5.2.3 Reduce selling costs- simplify products

Part of the high cost of VLTCS products derivesrifrine need for an agent to
explain the complex terms and conditions of thedpob. The argument is that if the
products were simplified, then less costly adviceuld be needed. It is difficult to
know where to draw the line with this recommendatioe. how simple should the
product be? On one extreme the regulator could ebMpTCS provider to provide a
very simple standard product. This however wouldubékely to meet the complex
needs of clients who may need different at amouattslifferent times. Less extreme
would be to create easier to read product documeitiisterms and conditions laid out
in such a way that they allow themselves to be @mepeasily to other policies. It may
also make sense to strip out any added componambB as insurance. It is
recommended that the regulator works with providersstablish how products could
be simplified so as to reduce the need for costijce. It is not clear how much of a
saving this recommendation would bring about asatld be unwise, given the cost

and importance of VLTCS products, to sell them waithany advice.

5.2.4 Reduce early termination — improve disclosure

Neither policy holder nor providers (on the wholegnefit from early
terminations.

A large number of advice office clients and VLTCS8ligy holders from the
sample were not fully aware of the terms and cambt of their policy. When they
discover that the terms do not suit them or whesy tretire or resign before their
maturity date they needlessly terminate their pediearly and in most cases suffer an
early termination penalty.

A significant percentage of these cases could lmedad through improved

disclosure of the terms and conditions. This coldd done in a number of ways.
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Already mentioned is the creation of a table of pamble terms and conditions and
reducing the quantity of disclosure needed by sigipy the products. There is room
for dramatic improvement in policy documents. lregeommended that insurers work
with literacy experts and editors to rewrite thievant policy documents with the low-
income policy holder in mind. It is also recommemdbat the policy documents are
translated into the vernacular or at least theelstr@outh African language groups other
than English and Afrikaans. Better disclosure wohlve the additional benefit of
reducing the need for and hence cost of some ofaftes-sales service that involves

explaining terms and conditions to policy holders.

5.2.5 Improve after sales service — separating out after-sales
service costs

Many policy holders are unaware that they haveaylat s consumers to after-
sales service. Agents are often not incentivisguféoide after-sales service. Separating
out the component of the VLTCS product that codter-sales service from the price
may help improve client awareness and agent ingentio provide the service. This
could be done in a number of ways. Clients coulap$y purchase cheaper policies and
then pay agents a fee for after-sales service iy need it. This would have to be
carefully managed as some after-sales service dadie provided for free. In addition
it may create a disincentive for the poorest pohojders to seek after-sales service.
Another option to explore would be the creatioratitr-sales service vouchers. Each
policy sold could come with a series of after-saleschers attached to it. When a client
needs after-sales service they would take theicheuto the agent who would in turn

submit the voucher to the provider and receive gaym

5.2.6 Reconfigure agent’'s incentives

There is a tendency of some VLTCS agents to “hat mam,” i.e. sell policies
without a care for whether they are likely to bertmated early and concurrently fail to
provide after-sales service. The agents in thiglystior the most part were paid
commission upfront or in the first few years ofliegl a policy. This creates incentives
for behaviour that is not in the interest of love@me policy holders, such.as

1) to sell as many policies as possible without carewhether they are

appropriate or likely to mature;
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2) to focus on selling the next policy rather thansenvicing the products
already sold; and

3) to stop selling to low-income clients once the agems acquired the
ability to sell high value policies to wealthieresits.

The first two problems are sometimes managed throcigw backs i.e.
VLTCS providers recovering from the agent part lbroAthe commission paid if the
policy holder terminates early. Claw backs are jgtatlly unpopular with agents.

Old Mutual has come up with a novel solution tasthroblem which it refers
to as “controlled marketing,” a salary-plus-inceeti approach under which members
of its sales team are required to meet the needsspEcific group, usually defined by
geographic area. This enhances the commitmenteogient to provide sound advice
because much depends on the reputation and goodirggaof the individual in the
community that he or she is trying to reach. If bk, the agent is identified from
among the community that they are servicing arddity lives among them.

Sales staffs are remunerated on a model that aincéntivize both selling
and retention through rewarding a combination & tlumber of sales made and the
extent to which the policies originally sold by thedividual concerned are still on
books. To reduce the pressure to sell at all cagesnts are paid a salary which also has
the effect of providing some time for sales to fldwom the commitment of the
intermediary to advising the members of their taggeup.

At present the Old Mutual model consists of théofeing elements:

. Basic remuneration [the foundation]. This is thiEugaand combination
of car and housing allowances. Production bonusesaculated from
this amount, because it reflects the cost to tmepamy of employing the
agent.

. Production bonus [the sales incentive]. This iddpgiarterly to reward
sales achieved. The bonus is a percentage of groduaver a target,
which is a multiple of the quarterly basic remutieraof the agent. The
required multiple gradually reduces with increasyegrs of service by
the agent, reflecting the growing need for agentssérvice existing
policyholders as their book of business grows. hbeus percentage is

tiered, increasing with the monetary amount ofgfaluction.
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. Service and lives bonuses [the servicing incentivaents receive a
small percentage of premiums received on all bgsineritten by that
agent. They also receive a per-policy bonus, stlige¢heir quarterly
sales being sufficient to qualify for a productimonus.

Agent turnover is not as low as the Old Mutual wiblike it to be, but it

believes that it is lower than the correspondingsdor competitors operating in this
market and is confident that its agents, with mtran three years’ service, are

considerably more loyal than their counterpartstiér insurers.

5.3 Public private partnerships

There may be a possibility to generally improve tjuantity and quality of
VLTCS sold to low-income clients through a publicivate partnership. The
government is currently considering establishiisgodvn VLTCS scheme for the poor.
This may be better done through a partnership thighprivate sector — a public private
partnership (PPP).

A useful definition of a PPP is provided by the @adian Government - a PPP
is “...a cooperative venture between the public amhfe sectors, built on the expertise
of each partner, that best meets clearly defindalipumeeds through the appropriate
allocation of resources, risks and rewards.” Irstgfathe government setting up its own
VLTCS scheme that government could create a pattigemwith the private sector, in
which it pays the private sector to sell and servimre VLTCS products to the poor.
This has a number of advantages over the tradltiomalel of setting up a VLTCS
scheme for the poor directly.

. Most importantly it makes use of the private segtodelivery
infrastructure obviating the need to set up its oWms would reduce the
overall cost of provision.

. The private sector has more expertise than thergmant in selling and
servicing VLTCS products.

. The risk of cost over-runs are transferred to tiinagpe sector.

There are of course downsidas.:

. private sector companies can go bankrupt and nivede
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. it is sometimes more difficult to enforce a contrdtan to change the
behaviour of public sector employees if things wergo wrong; and
. if the initial contracting is poorly done, than theblic sector may not get
what it wanted and still be committed to pay for it
However, defences are possible to manage these Hsk recommended that
the costs and benefits of a PPP for the provisioWld' CS products to the poor be

compared to their direct provision by the state.

5.4 The future of VLTCS products for the poor

The case study demonstrates that quality volunkang terms contractual
savings can be provided to the poor on a sustanabimmercial basis. There are of
course a great number of problems with the qualit/LTCS currently provided to
low-income clients in South Africa. Yet, there renga strong willingness on the part
of many private sector VLTCS providers to providgalify products to low-income
clients. The problem of quality is not deemed to ibsurmountable. With careful
intervention by policy makers and regulators, alewith the perceived willingness of
many in the industry to make changes, the authelisue that the quantity and quality
of VLTCS products to the poor can be greatly inseel In so doing, it will play a
larger role in the alleviation of old age poverty.

70



Appendix 1 - Methodology

6.1 Overview

Data for the study came from four main sources:

1.
2.
3.

an analysis of the VLTCS products sold to low-ineopeople;
interviews with low-income VLTCS policy holders;

a review of the records of a consumer advice officat provided
assistance to low-income VLTCS policy holders whacaintered
difficulties with their policies over a 13 year pat; and

interviews and discussions with key stakeholders.

6.2 Product Survey

Policy documents were obtained for all the majastaxg VLTCS products in

South Africa. These were obtained mostly from iasge companies. Although

banking institutions have started to offer VLTC®gucts aimed at low-income clients,

the uptake has been extremely poor, primarily bseaanly insurers have the

commission-driven distribution channels to sellstheproducts in sufficiently large

numbers for financial viability. In at least twoses reported by informants (in one

instance a product sold by Standard Bank and inother a product sold by First

National Bank) uptake was so low that the produese dropped entirely.

The unit trust (mutual fund) industry has encowdesimilar problems selling

its products through long term contracts to loweme clients.

On the whole, only insurers have been successfudelling VLTCS
products to the poor in South Africa. The esseméakon for this is that
they have a structure of agents that can sell amdice the products. No
other providers have this structure. There areiatives which show
promise but over the last few decades insurers ealbave sold and

continue to sell the vast majority of all VLTCSdsiol South Africa.

Insurers tend to sell three types of policies:reatient annuities, endowment

products and straight savings products. Retireraanuities are very rare in the low-

71



income end of the market and so have not beendaenesl in this study. The bulk of the
market of VLTCS for low-income clients consistsheit of endowment products or
straight savings products sold by insurance congganOnly these types of

products/policies were therefore considered forstiey.

6.2.1 Obtaining policy documents

In the insurance industry the document that setstloal full details of the
insurance product is known as a “policy documerthe policy documents were
obtained through mystery shopper methods, commas#yg for similar purposes by the
Financial Services Authority (FSA) in the UK. Thesearcher poses as a new client of
the service provider to obtain information on tludigy. The advantage of this method
is that the data obtained is more likely to bedhta that a client would actually receive
than the data that would be obtained by conta¢hiagservice provider as a researcher.

The results of this method immediately broughtightl a significant problem
with the industry, which would not have been evidiémough other research methods.
Written, detailed product information was not aabie for most products without

actually buying and then cancelling the policy.

The inability of consumers to find out about VLT@8ducts without
buying them is deeply concerning. It is impossibieat least very
difficult to shop around for policies. This in tumas implications for the
competitiveness of the industry. In the UK, a peasipe customer can
log on the website of the FSA and compare key riemtof endowment
products. While this may not be of relevance toilomome consumers in
a developing country, at the very least they shduiddable to obtain a
simple easy-to-read sheet of key product featuresformat that would

allow them to compare products.

Policy documents were analysed to assess:
. the affordability of these products to low-incomeus Africans as

indicated by their minimum premiums;
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. the flexibility of products, as measured by theeextto which savers
were permitted partial contributions or completarenders with a
monetary payment;

. the cost of saving, by scrutinising and analysimg tharges levied by
product providers, summarising them into a seteyf $tatistics; and,

. the clarity of documentation, both the technicaladeand the overall
appropriateness of the language, by reference tolgective set of
criteria.

The goal of the analysis was to establish how tjoseisting products met a

set of desirable characteristics.

The focus of this study was on contractual saveayproducts that bundled
savings with the provision of protection were ldygexcluded. Some products provided
principally saving, but included optional risk elents or very simple risk additions at
an explicit price that could be excluded withoskrof distorting the results.

On some products the research team was not abledao the required details,
either because it proved difficult to obtain theogeration of the product provider (in
selling the product!) or because the product wakeénfinal phases of launch during the
period of research.

Table 14 lists the products that form part of thelg, indicating the extent of

data that was available to the mystery shopper.
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Table 14.

Products covered by the study

Products covered by the stud Was all relevant
information provided to
the customer?

African Life

Graduate Cash Growth PlaiNo policy document
Assupol Life

School Fund Provider v

Study Policy v

Cash Provider: New Wave v/
Channel Life

LifeSave No charges information

policy document

Clientéle Life

Saver and Protector Plan  No charges information
Hollard Life
Secure Savings Endowmelv’
Umbono As’Investe v
Metropolitan Life
Dreambuilder Cash Plan v
Momentum
Investo Investment Plan v/
Old Mutual Group Schemes

Money Care Plan v
Sanlam
Halala Savings Plan v

Endowment & Edufocus v
Source: Policy documents obtained from insuranempanies

6.3 Policyholder interviews

The second major source of data about VLTCS preduanine from interviews

with low-income holders of VLTCS products.

6.3.1 Defining “low-Income”

Respondent income levels can be determined throughmain methods: the

first to directly inquire about their typical mohghincome, as well as that of all the

members of their household (a household was defasethe group of people who ate
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regularly together). Household income data is, h@menotoriously inaccurate. This is
the case because sometimes respondents feel unmtaldoabout disclosing their
income and they then lie about it. At other timbsyt may not know what other
members of the household earn. Finally some respuaadnay not know their monthly
household income as they have multiple informalcesiof income.

To compensate for this, the marketing industry out8 Africa devised a
system of classifying households by their livingnstards. The Living Standards
Measure (LSM) is a composite household statistgetieon location, access to basic
services and ownership of a range of products. Ftiois statistic, socio-economic
levels are inferred. Neither personal nor houselmmdme is used in the LSM equation.
The precise questions asked and the manner in whehare ranked is described in
Appendix 2. The households are broken down in LSltégories from 1 to 10 with 10
being the most well-off and 1 the least. Householdd fall within LSM 1 — 5 are
regarded as low-income households for the purpdégéi® study. The classification
methodology is widely used in South Africa and easuhat the findings of this report
are compatible with research conducted by the Fikrfaust such as their study of
access to insurance by LSM 1 — 5 in South Africal(ker & Smith, 2004).

6.3.2 Selecting the sample of VLTCS policy holders

Ideally probability sampling would have been undken to allow the users of
this research to be able to generalise from thelteeto the entire population of low-
income VLTCS policy holder in South Africa. Unddrid approach the sample is
deemed to be representative of the population frdnch it is selected if all members
of the population have an equal chance of beingctsmd. But members of the
population can only have an equal chance of besterted if the entire population has
been identified. For low-income endowment VLTCS ipplholders, indeed for
endowment VLTCS policy holders as a whole in So@fhca, there is no publicly
accessible directory of VLTCS policyholders, makinmppulation identification
impossible.

From 2007 insurers and other VLTCS providers waé to record the income
of the buyers of their products to ensure that t@ynply with South Africa’s Financial
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Sector Charter. Once such a directory exists, itlejoin theory, be possible to do
representative sampling at least for newly-acquied@CS products.

Another significant issue that the project had tanage were the difficulties
involved in accessing respondents. The questiomnaquired that the respondents
shared intimate details about their lives, in gatar about their income, expenditure
and savings. Research by Roth (2005) on finaneialices among low-income people
in South Africa indicated a strong tendency to éerative or at least resistant to sharing
the details of their financial lives with strangeirs order to obtain intimate information
of this type from respondents the enumerator neéaletvelop a relationship of trust
with the respondent. This was also found to be d¢hse in attempting to obtain
information from respondents who for other reasoray be unwilling to share it, for
example criminals, drug addicts, sex workers andpjee with stigmatised medical
conditions (e.g. AIDS sufferers in certain socigtie

Snowball sampling is a method commonly used in aedeng such
populations. The technique, also known as chaiermaf sampling, involves finding a
respondent who provides the researcher with theerananother potential respondent,
who in turn provides the researcher with the nama third respondent and so on. In
South Africa it has been used by Gilmairal. (2000) in assessing the availability of
condoms in urban and rural areas of KwaZulu-Ndtdias also been used by Francis
(2000) in her analysis of rural household livelidogirategies in South Africa. Francis
interviewed commercial farmers who in turn introddcher to their employees, who
then referred her to their friends and relatives.

Snowball sampling facilitates access because theeps of referral can imbue
the researcher with a sense of having been vetjearb insider. The technique
facilitated the relatively rapid and cost effectoreation of a database of respondents.

One problem with the sampling method is the pobfibof bias because
respondents in the referral chain are known to @me®ther, and may share
characteristics. This possible bias can be redbgagsing a number of different starting
points and initial informants. It can be furtherdueed by closely monitoring
enumerators as they collected data to ensure hikat d¢hoices of respondents were as
varied as possible. For example, the researchatrimiially had planned, for practical

reasons, to obtain respondents only from the Wegape, one of South Africa's nine
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provinces. Unfortunately the fieldworkers could fiod sufficient low-income clients
in the Western Cape to meet the project requiresnantl a new group of enumerators
and researchers were trained to conduct reseateointher regions.

The consequence of obtaining samples dependenthoites rather than
randomly drawn from an enumerated population isdha cannot generalise the results
of this research to low-income VLTCS policy holdamsSouth Africa, or even to the
areas in which the research was conducted.

Therefore ideographic research was undertaken ussgondents that were
subjectively chosen. The advantage of this approach is thatlatvs for thicker
descriptions of complex processes. ldeographicarekes particularly useful for policy
in that it provides a deep, textured understandim@gpmplex processes.

The interviews conducted with respondents who weoe drawn from
representative samples, were conducted over a-thoe¢h period in 2006 from 1
September to 27 November, covering 151 respondenis three regions, Western
Cape (33.8%), Northern Cape (18.5%) and the Eas§tape (47.7%). The selection of
regions was primarily a function of access, i.eemhenumerators had an informant
who could provide access to a respondent. Rougialenumbers of men (46%) and
women (54%) were interviewed. The project attemptedind respondents who had
policies with each of the insurance company pragdeat provided VLTCS products.
The products found were not necessarily those tbestim the previous section because
many products were bought many years prior to thdysand are no longer sold. In
total, respondents used 11 companies that provided term contractual savings
policies: Hollard, Old Mutual, Metropolitan, SanlanChannel Life, Momentum,

African Life, Clientele Life, Assupol, Liberty Lifand Commercial Union.

6.4 Consumer advice office record review

The third source of information came from a consuawvice office run by a
charity (the Black Sash). This advice office pr@dda variety of consumer advice
services to low-income clients in Grahamstown, a-saized town with significant
socio-economic dispersion in the Eastern Cape. drchives for the Grahamstown
branch of the Black Sash are held at the Cory kyhri@hodes University. The records

77



used stretch from 1989 until 2002 and 160 caseg welected for inclusion into the
study.

One cannot generalise about the typical sorts @flpms faced by VLTCS in
South Africa or indeed even in Grahamstown from sample drawn from the advice
office. Many policyholders with problems may notvhacome to the advice office.
Cases were used to provide a detailed analysisezigely the kinds of problems that
emerged and how they were resolved.

Most of the policies examined were endowment casesa range of other
products were included to determine whether orthetproblems found in endowment
products were common to others, in particular cdsgy VLTCS products such as
employer pension funds. A breakdown of the caseprbgiuct type is presented in the

chart below.

Chart. 8 Advice office cases by product type

Advice office cases by product type

Endowment |

(g

Compound insurance product (life or healt}
with a minimal savings component

Employer Pension/Provident Fung |

Term Life Insurance |

Funeral (Life) insurancg

adA] 10npoid

Education Savings Plal

7:|
Unknown [ ]

I

I

Legal Insurance

0 10 20 30 40 50 60

Number of cases
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6.5 Key stakeholder interviews

The fourth and final source of information camenirikey stakeholders, a
range of whom were interviewed during the courséhefresearch. In addition to this,
valuable information was also obtained from attesdef a workshop held on 7
December 2006 in Pretoria. The following table pules a list of interviewed

stakeholders. Additionally, a list of workshop papants is presented in Appendix 3.

Table 15. Names and organisation of stakeholders i nterviewed
Respondent Organisation
Chafeker, Ismael Old Mutual (Insurer)
Jarvis, Dave Standard Bank (Commercial Bank)
Joubert, Gerhard Life Office Association (InsuraAssociation)
Kaplan, Sid Retired (ex- Liberty Life) (Insurer)
Lamond, Bridget Savings Institute (NGO)
Le Roux, Andrew Old Mutual (Insurer)
Masilela, Elias Sanlam (Insurer)
Meltzer, lllana Eighty20 (Consulting Firm)
Turpin, Di Association of Collective Investments nfU Trust
Association)
Van Zyl, Melanie Financial Services Board (Regulato

Source: List of interviews conducted by the authors
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Appendix 2 - Calculating LSM

If a person has access to the following goods orices® and if the person
answers in the affirmative, then the following \@akre added:

Add this value
If have access to:
Built In Sink 0.165505
Electric Stove 0.163219
Hot Water 0.1582
Motor in household 0.155217
Freezer/Fridge 0.152515
Flush toilet In/Out 0.142228
Washing Machine 0.13893
Polisher/Vacuum 0.135318
VCR 0.134488
TV Set 0.13383
PC 0.132148
Electricity 0.128613
Water 0.127671
Microwave 0.126829
Mnet/DSTV 0.126068
Dishwasher 0.119925
Tumble Dryer 0.117338
Hi fi 0.105378
Telephone (home) 0.09714
Deep Freezer 0.093849
Home security service 0.091632
Sewing machine 0.09032
Live in W.Cape 0.079999
Live in Gauteng 0.056788
Live in a rural area -0.09322
Radio -0.15825
No Cell phone -0.17518
Hut -0.20108
No Domestic -0.22236

16 Note that the basket of goods and servicesgasafiequently. The selected basket correspontieto
2004 basket in order to be consistent with workedoy (Meltzer & Smith, 2004)
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If the total value is:

0<x<0.721thenLSM =1
0.721 <x<1.053then LSM =2
1.053 < x <1.356 then LSM =3
1.356 <x <1.726 then LSM =4
1.726 <x < 2.127 then LSM =5
2.127 <x<2.685then LSM =6
2.685<x<3.0lthenLSM =7
3.01 <x<3.324then LSM =8
3.324 <x<3.65thenLSM =9
x > 3.65 then LSM = 10
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Appendix 3 - Workshop participants

Name Organisation Organisation e-mail
Type

Angove, Quindiem Actuarial Janice-angove@quindiem.corr
Janice Consulting Consulting firm
Rusconi, Tres Consulting | Actuarial rusconihome@wol.co.za
Rob Consulting firm
Chellakooty,| ABSA Commercial thesan@absa.co.za
Thesan Bank
Visser, ABSA Commercial stefanvi@absa.co.za
Stefan Bank
Kumbula, Standard Bank Commercial | Mary.kumbula@standardbank.
Mary Bank 0.za
Mabuela, Standard Bank Commercial | edithmabuela@standardbank.¢
Edith Bank za
Gibson, National Government Katherine.gibson@treasury.g
Katherine Treasury za
Khambule, | Liberty Life Insurer Faye.Khambule@liberty.co.z3
Faye
Cartwright, | Old Mutual Insurer acartwright@oldmutual.com
Andrew
Monaghan, | Old Mutual Insurer Imonaghan@oldmutual.com
Liam
Rapiya, Old Mutual Insurer mrapiye@oldmutual.com
Marshall
Steffen, Old Mutual Insurer ssteffen@oldmutual.com
Stefan
Masilela, Sanlam Insurer Elias.masisela@sanlam.co.za
Elias
Smith, Anja | Genesis Management | anjas@genisis-analytics.co.za

Analytics Consulting Firm
Ndlovu, Markinor Market thabisilen@markinor.co.za
Thabisile Research

Company

Ndlovu, ILO UN ndlovu@ilo.org
Sipho

0.
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Appendix 4: Model assumptions

The standard assumptions for all projections arfelbswvs:

Table 16. Model parameters

Table Al.
Model parameters
Financial assumptions

Inflation rate, pa 5%
Investment return, pa 10 %
Policy assumptions

Investment term 10 years
Contribution rate R100
monthly (A) ($14)
Contribution rate R200
monthly (B) ($28)
Contribution growth, pe 0 %

All quotations assumed that contributions would vgre— providers and
intermediaries have a strong incentive to ensumraract with fixed contribution
increases — but not at a consistent rate of gromthking comparison difficult. It is
also seldomly clear how costs are to increaseenetrent that contributions grow and
commission payments are particularly opaque inrgggrd. Furthermore, as all saving
policies are assumed to last for a period of 10sygaemium increases would have a
lower impact on charge ratios and the absencecoéases is a little more likely than for
longer-term saving or retirement alternatives.

Where policy fees are not guaranteed, we have asstinat they increase at
the rate of inflation. The assumed rate of retgrapplied to all policies, regardless of
the investment policy followed. This assumption k@8 impact on charge ratios and
attempts to allow more accurately for expected stment returns would be spuriously

accurate.
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Glossary

Administrative
charge

Balanced fund

Bancassurance

Bid-offer spread

Bonus rate

Charge in lieu of
shareholder
charges

Charge ratio

A general-purpose fee that may apply on a oncdadis,
like aninitial cost or administration chargeor on a regular
basis, in the same way apr@mium charge or levy

A general term used to describe an investment ailoc

mixing a number of asset classes. In the Southcri
context, a balanced fund is usually dominated hyities,

taking up around half of the fund, and fixed incoassets,
with perhaps 30% of the fund.

A general term given to distributing insurance pcd
through the infrastructure provided by banks, somest
through bundling banking and insurance products,
sometimes more simply by utilising the branch dtree of
banks to sell insurance.

The difference between the price at which a market
security, most commonly a listed company sharesoisl
and the price at which it is bought. The margin of
difference is used to cover trading costs on theckst
exchange. It is seldom passed on explicitly to
policyholders.

The rate of return declared by the provider gluaranteed
fundand credited to theotional policy valueof the policy.
(See more detail undguaranteed fundgl

This term, specific to a single provider, seemsbhéoan
attempt to justify an addition to the list of chesg It is
essentially the return required by shareholderscépital
put at risk, but avoids terminology like ‘profit mgan’ or
‘return on shareholder capital’.

The percentage reduction to each premium over the
lifetime of the saving that is equivalent in ovéraipact to

the erosion of value due to all charges. Under most
conditions — certainly all cases in this researcthis is
equivalent to the percentage reduction to the ntgtualue

due to the aggregate impact of all charges.
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Commission

Distribution fee

Endowment
policy

Fund charges

Guaranteed funt

Payment by the VLTCS provider to the intermediary.
Unlike most countries, a scale of maximum commissio
exists in South Africa. For endowment policies, tuale
permits immediate commission of 3.25% of annual
premium for each year of the policy, subject toaimum

of 85% of the annual premium. At the end of yeath®,
scales permit a further 1#3of the first year commission.
Many of the policies in this research appear to |e=mg
than the maximum commission and this is indicatethe
notes to each product assessment where it is pedsib
calculate it. Commission scales are currently umdelew

by the authorities.

A charge levied by the VLTCS provider that is a
percentage of the commission payment. This is belof
the VLTCS provider to cover costs incurred earlythe
policy term that are related to the payment of cassian,
but does not make it any easier for the policyholide
understand exactly what charges are to be deddicisd
thenotional policy valuend when.

A contractual saving policy with a fixed term payi@a
lump sum benefit at maturity in return for regular
premiums. For purposes of tax definition, the tenay be
no shorter than 5 years. It may be extended initiefjn
from the original maturity date. Premiums are usgual
payable monthly throughout the term of the contract
Surrendersare possible after an initial minimum term.
Some contracts also permit partialthdrawals prior to
maturity, giving a degree of flexibility to savers.

The term is sometimes used to refer to the feegdeto
cover the costs of asset management. More geneaaidy
more realistically, the phrase is used to applaltofees
expressed as a percentage of the assets held tatiens
policy, thenotional policy value

An insured investment fund providing some form of
investment guarantees and year-to-year performance
smoothing. The most common form of guaranteed fund
today provides annual bonus declarations, never thesn
zero, which bear some reference to the return on
underlying assets, normally invested consistentlghw
those of abalanced fundbut aim to hold back returns in
periods of high performance and give it back inqués of
poor. The overall profile of returns is smoothemyt b
policyholders are charged, not always explicitlgr the
risk to shareholder capital resulting from the guéee and
this charge reduces overall performance by betvieg¥
and 1% annually.
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Initial costs

Marketing
expenses

Money market
fund

Notional policy
value

Paid-up
conversion

Paid-up value

Performance
bonus

Policy
projection

Premium charge
or levy

A once-off deduction from thaotional policyvalueat its
commencement, creating a negative value at thedftdre
policy.

A fee, ostensibly designed to match the VLTCS mewi
expenses of marketing and distribution that mayibee-
off, like an initial cost or administration charggor on a
regular basis, like premium charge or levy

An investment fund invested in short term fixedome
securities, essentially overnight bank lendingrinsients
and equivalents of lending term up to one year.s&he
investments are characterised by lower return tithers,
but hold their value much better and are approprtat
policyholders requiring short term capital security

A theoretical value of the policy at any point imé, used

to determine an appropriate surrender value, oty ear
termination, and maturity value, at the maturityedaf the
policy. It usually starts at below zero and takesis time

to cross over to positive values. During this tirae
surrender values are usually not paid on early itextion

of the contract because it would result in finahtoas to
the VLTCS provider.

Cessation of all premiums. The contract is regardsd
“paid up” because no more premiums are due. Themait
policy value is affected only by any explicit termation
charge, but policy values after the date of conwvarare
significant reduced by the absence of continuing
contributions.

The value attributable to the policy at the datepaid-up
conversiomafter any termination charge.

A fee paid to the investment manager or producviges
that is dependent on investment performance ingsxcka
specified benchmark over a specified period. tdasigned
to align the incentives of the investment managet the
client but can produce results not in the interedtshe
client like inappropriate investment risk.

A financial projection of the maturity and intervalues of
the policy. The assumptions governing the projecte
established by the Life Offices Association, congrihe
majority of South African insurers. The practice of
projecting policy values is under review by theulegpry
authorities.

A rand or percentage charge deducted from eachiypnmgm
usually increasing over the policy term at the idison of
the policy provider. The terms are used interchahbeby
providers. The percentage fee is sometimes appiete
net premium after deduction of the fixed fee.
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Premium waiver
benefit

Reduction in
yield

Sum assured

Surrender

Surrender value

Termination
charge

Waiver of
premium benefit

Withdrawal

With-profit
smoothed bonus

An optional benefit, sometimes available on a sgwin
policy, that covers the cost of all premiums stille on the
policy from the date of some pre-specified eventhsas
permanent disability of the policyholder, in retuior an
addition to the premium. The benefit in monetamyne is
seldom high. Its primary value lies in preventinge t
surrenderof a saving policy through default of the disabled
policyholder.

The percentage point reduction in annual returrr olre
period of saving that is equivalent in overall iropto the
erosion of value due to all charges.

Lump sum due on the event of a pre-specified event,
usually death, sometimes also permanent disabiiity,
return for an addition to the premium. Conditiorw f
payment may be tightened, for example by specifyiray
death must be due to an accident.

Early termination of the contract in return for ash
payment, if available from the VLTCS provider. Ras
surrendered in the earlier years of the policy rotiétract
no payment and, in these cases, often result sndial
loss to the VLTCS provider because premiums redeare
insufficient to offset costs incurred.

The value paid to the policyholder sarrender

In general terms, an explicit fee levied in the ravef
policy termination. In practice, it is not appliedn
maturity, only on an early termination requested thg
policyholder. It is used to cover the VLTCS provide
expenses of administering the termination.

In return for a (small) premium, the insurer agreesover
the cost of premiums outstanding on the policy on a
specified event, such as death or permanent diyabfl

the policyholder.

Most policies permit a partial termination of thelipy in
the form of a cash payment. This is referred toaas
withdrawal, to distinguish it from a futlurrender

An earlier name for the guaranteed fund, reflectitsy
origin as a profit-sharing instrument for policytiefs of
products offered by mutual organisations — siney thave

no shareholders, all profits belong to policyhosder
through the mechanism of annual bonuses that smooth
investment performance over time.
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