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Mark is a professional actuary who, prior to entering the consulting field,

has held senior positions with the government of Canada in respect of the

supervision of life insurers and pension funds. As Director General of the

Pension Benefits Division of OSFI from 1987 to 1996 he was head of

pension supervision for the Canadian government. He has also held senior

positions with the federal governrnent in the supervision of the life

insurance industry in Canada. He has been consulting since 1996. In the

international field Mark is interested in the development of public policy

and modernization of supervisory techniques in the pension and life

insurance fields. He has carried out a number of assignments witl-r Lawrie

Savage & Associates in the field of life insurance and pension reform.

Mark is a Fellow of the Society of Actuaries and a Fellow of the Canadian

Institute of Actuaries.
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REPORT

Financial Supervisory Service
RtrPUBLIC OF KOREA

Surplus Allocations and Related Issues fon Certain Life Xnsurance Cornpanies

August 31,2000

Purpose:

This is my report on the issue of treatment of participating policyholder surplus in the
accounts of certain life insurance companies in the Republic of Korea. In particular, it
deals with the following in respect of the Samsung Life Insurance Company:

- the status of the participating policyholders' account,
- a specific amount held in the capital account that relates to a participating

policyholder surplus allocation, and
- regulatory options for dealing with the current situation.

It is noted that a similar set of circumstances is involved in the case of the Kyobo Life
Insurance Company. However, this report deals specifically with the Samsung Life. It is
believed that the analyses and recommendations of this report should also apply to the
case of the Kyobo Life.

Background:

This report is based on information provided by FSS staff. I have relied on its accuracy
and on the interpretations obtained during discussions with staff and other local experts
who have been involved in examining these issues.

Briefly, the company initiated an unsuccessful attempt to make a public offering of its
shares in 1990. Up to that time it had been a share company that had issued only
participating life insurance. The shareholders had never increased the paid capital of the
company - beyond their initial investment - during their ownership history. As part of
general public offering requirements, the company's real estate was re-valued and the
increase in book value was recorded in the accounts. Essentially the increase was
allocated 30o/o to shareholders and 70o/o to participating policyholders with the latter
amount sub-allocated resulting in30% of the increase being treated as participating
policyholders' 'capital surplus amount'. (Actuaily a similar treatment of an earlier re-
valuation created this particular account in April 1983.)

Favourable tax treatment of the gain has been extended for many years in succession
following the government's action to suspend the public share offering in late 1990.



COI{F'IDENT'IAN-

The amount of participating policyholders' 'capital surplus' is now approximately equal

ro the amount of shareholdlrs' capital paid (actuaily they stand in the ratio .939 to 1)'

There does not appear to be any evidence to support the appropriateness of this allocation

ratio.

The company never established segregated fund accounting for participating

policyholders and shareholders.

The company, along with others in the industry, began selling non-participating business

in August tqgZ. NJr"gregated fund accounting was established then or subsequently'

The company has grown very significantly and is now the dominant life insurer in Korea'

The participating business appears to have been unprofitable between 1957 and 1983 and

few policyhotAei diviAends were paid during that time. Since then dividends have

averaged 70o/o of patticipating business statutory eamings'

currently, shareholders are allocated 10% of the earnings from participating business (not

of actual dividends paid to policyholders) but this was only very recently reduced from

30%.

Insurance expert advisors have recommended that the policyholders' capital.surplus

amount be converted to shares and distributed as such (not as cash) to participating

policyholders as a pre-condition to any public offering of shares of the company' The

iontrolling shareholder has objected, citing legal grounds'

A major international consulting firm has offered the opinion that the policyholders'

capital surplus amount should be treated as a newly recognized debt or creditor interest,

rather than an ownership interest.

Observations:

It is unfortunate that separate fund accounting has never been practiced or introduced in

1983 or 1990. This *olrla have helped examine the faimess of the allocation rules that

now appear arbitrary in retrospect. The fact that this rather obvious accounting practice

*ur rof initiated in-1992 when non-participating business began to assume importance

suggests a lack of concern over the fair treatment of participating policyholders'

It is remarkable that the company could grow to its present size without any capital

injections by the controlling shareholder over the years. The issue of new life insurance

business can make severe dimands on capital. It appears likely - but there is no scientific

evidence on hand to support this assertion - that the growth of the business has been

internally financed through non-payment of policyholder dividends. The fact that the

historica.l lapse rates havJ been very high - up to SQo/op.a in aesregate, only very recently
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reduced to 20% - suggests that most policyholders had little in the way of dividend

expectations.

Given that the life insurance indushy has had considerable periods of insolvency and

appears to have been only marginally solvent for much of the pre-1990 period it appears

ttrat ttre value of the company at that time was contained in future earnings in respect of

existing and new business. Since the shareholders appear to have been permitted to take
.30Yo of participating business earnings until recently, this may explain the i990

allocation of the real estate write-up.

The allocation of 30% of participating eamings to shareholders appears very unusual by

intemational standards. Most jurisdictions limit the allocation to a maximum of 10%, and

the effective allocation rate for a company of Samsung's size in many of them is much

less. (It would be a regulatory achievement to reverse the excessive historical allocation

in Samsung's case inespective of other considerations, assuming this could be

accomplished within the existing constitutional framework in Korea. However, this

would not address the problem of making some sort of equitable distribution to past

contributors of those earnings, most being no doubt unlocatable.)

In most jurisdictions where companies with shareholders are awarded the privilege of

selling participating business, there is a clear understanding that the business will be

mutrug"d prudently and that poticyholders wiil have dividend or bonus expectations

communicated to them at the point of sale. Thereafter, management has a burden to

ensure that the business is prudently managed so as to deliver those expectations- The

nature of participating business is such as to virtually guarantee those expectations and

for management not to do so is grounds for some regulatory intervention. The risk that

management will abuse the dividend mechanism to support the new business capital

requirements of non-participating business is one reason why the segmentation of

accounts is mandatory. It ensures transparency and constrains imprudent management.

The lack of transparency should be of great regulatory concern to the FSS.

It appears that there is no provision for participating policyholder representation on the

Board of the company. Given this, it appears that the FSS is the only current source of

protection for their interests. As a result, FSS has a duty to be visibly engaged in such an

Lffo.t, despite shareholder pressure to the contrary. The recent reduction in the proportion

of participating policyholder earnings allocated to shareholders is an example of the sort

of action needed in this case.

Recommendations:

I recommend that FSS attempt to re-construct the accounts of the company post-i991 to

estimate the amount of participating, non-participating and shareholder funds as of the

current date. The company will have to assist since their expense analyses will be needed

to allocate certain overhead expenses and other items. This will produce a split of the

insurance and shareholder funds that should be carried forward as part of statutory

accounting. It will also assist in assessing the appropriateness of any future asset re-
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valuations for public offering, allocations of unrealized gains or losses on investments,

investment valuation reserves or other purposes. There is some urgency in taking this

measure as I believe that the company may well be deliberately accelerating its sales of

non-participating products in order to enhance the shareholders' allocation of any asset

re-valuations that are anticipated in the near future.

The amount of policyholder 'capital surplus' should continue to be carried in the

shareholder nrna p"nditrg resolution of the question of its convertibility to share capital.

I recommend that FSS ascertain the precise proportional allocation of participating

policyholdels' earnings to shareholders in a sample of international jurisdictions that

would applv to a compan], of the size of Samsune Life. If, as I suspect, the median of the

**pl" tr t"* inan rc%,I recommend the company be put on notice that a reduced level

will apply in future years.
For eiample, I estimate that a company of Sarnsung's size, with an estimated

participating fund of some $51 billion CAD, would be entitled to transfer approximately

2.65"/; of the dividends actually distributed to participating policyholders in the year.

This is considerably less than the level of transfer currently enjoyed by the Samsung

shareholders, especially in light of the fact that they can apply a very significantly
greater Yo to a larger base.

As respects the particularly difficult matter of the prior asset re-valuations, I suggest that

FSS take the poiition that a share conversion of the policyholder 'capital surplus' is the

preferred resolution, despite the company's objection. The possibility of converting the

amount in question to non-voting common shares has been raised in my discussions with

your advisors and may well warrant further analysis. However, it seems likely that the

controlling shareholder would voice continuing objection on legal grounds- As it is

beyond my professional competence to opine on the feasibility of this proposal, I must

recommendthat you obtain appropriate legal advice from the acknowledged I(orean

experts in such affairs. However, I do find it a most interesting concept.

FSS could explore the constitutionality of actually expropriating the company. This is

obviously an extreme measure, but it could be useful to have its legal feasibility

confirmed or denied. If it is confirmed, it might be either used as a negotiating lever with

the controlling shareholder or, even more dramatically, successfully packaged as a part of

general corporate reform - i.e. as an interim re-structuring measure with the ultimate goal

of a subsequent public offering on terms satisfactory to FSS. It would have to be

managed in such a way as to be seen by the international community as an appropriate

objecilesson to the financial sector. Unfortunately, it must also be acknowledged that

such an extreme measure would likely be considered a precedent, with the result that

other non-compliant companies would have to be similarly treated. There are other

potential serious ramifications that would have to be assessed'

Other measures that can be considered are:
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lntroducing allocation rules, together with instituting fund accounting as mentioned

above, which would limit allocitions of participating business eamings to shareholders to

ll.g3g or t06voof the amount of non-participating business earnings that are allocated to

participating business earnings, assuming, of coutse, boll g" positive. In this-way, the
;owneishiplnterest' of the participating business is implicitly recognized. If the

shareholders want to access their share of the participating business earnings they will

have to first allocate the required share of the earnings of the non-participating business

to the participating policyholders. This approach has other complications that would have

to be considered but it does suggest that there should be severely limited opportunities in

future for the shareholders to riceive transfers from the participating funds. In addition to

being complicated, and without precedent as far as I am aware, the shareholders would

stren*uously object since it is undoubtedly their view that the presence of *policyholder

capital surplus;' in the capital account does not have the status of risk capital at all. As a

reiult theywould argue the participating policyholders have no right to any non-

participating eamings.

Introduce allocation rules, as above, and establish a current fair value of the participating

policyholders' 'capital surplus' and transfer it to the participating fund for dishibution to

participating policyholders. To do so would require reviewing the allocations of asset re-

valuations foi fairness and accrual of earnings on the amount to reflect the growth in

value of the company since 1990 in excess of amounts of investment income that have

already been credited to participating policyholders' equity. Such a revision to the

ur"orrrrt, might reduce existing retained earnings to the point that the shareholders may

have to injecl capital in order to meet the current solvency standard' Thus I expect this

approach io be objectionable to the controlling shareholder. Also, any affempts to revise

financial statements that had been duly prepared in accordance with the government's

rules of the times would almost certainly be met with a major legal challenge. In my view,

such a challenge would almost certainly succeed.

FSS should research the possibility of requiring the company to appoint independent

participating policyholders' directors. They could have the duty of approving the

allocatlon rules for fund accounting and the dividend scales proposed by management.

FSS could either approve the shareholders' nominees or appoint them directly. They

would also be able to monitor management's plans for the participating business,

especially planned volumes of new business relative to earnings for dividend distribution'

In any case -

I recommend that FSS examine the provision on the current balance sheet for asset

defaults in regard to the considerable portfolio of "unsecured loans". If that provision is

found to be significantly inadequate - not terribly improbable under current conditions -

the company's existing retained earnings will vanish'

FSS sirould institute fund accounting, as soon as possible, together with a requirement

that the company establish viable dividend scales for participating business that will

distribute arrappropriate proportion of estimated emerging eamings on a regular basis.
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This will permit the proper management of the participating fund in terms of its capacity

to support new participuting business. The fund accounting requirement will produce

fairei allocations to pirticipating policyholders and will necessitate the disclosure of

allocation rules and promote transparency and improved regulation and supervision.

The rules limiting transfers of participating policyholders' earnings to shareholders

should be updated to reflect current international standards. The Canadian rule indicates

the standard itt Kor"u permits transfers from participating funds that are extremely large.

The transfers that *ould result from the application of the rules of other jurisdictions to

Samsung should also be checked. If that exercise confirms this view, the rule for transfers

in Korea should be strengthened, in favour of retaining more earnings in the participating

fund for dividend d.istribution. Also, the base for computing the maximum transfer should

be the amount of dividends actually diskibuted to participating policyholders, not the

earnings of the participating fund.

FSS should completely review the iife insurance statutory reporting requirements in order

to ensure that thiy are consistent with those of other jurisdictions who have modemized

their systems. Of particular concern is the matter of recognition of unrealized asset gains

and the marking to market approach for solvency monitoring purposes. The current

structure seems to carry the market value approach directly to the going-concern balance

sheet, without smoothing. This would seem to expose retained earnings to wide

fluctuations creating potential confusion for policyholders and, possibly, shareholders'

The fact that I(orean markets are volatile does justify caution in regard to allowing

smoothing in going-concem financial statements. Nevertheless, I recommend that the

current practice be reviewed.

I am also of the opinion that the current reporting should be augmented, since I believe

that much basic data needed for analysis putposes is not being routinely reported to the

FSS. I have left a summary of background material with your colleagues. It provides

further comment in that regard.

Respectfully submitted,

Mark S Fowler F.S.A.. F.C.I.A.


