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T. The recommendation concerning the investment of fechnical reserves

1. By covering every type of risk, insurance undeniably plays a vital econocmic role.
The services which it can render to industry, asgriculture, and other sectors, as well
as to private persons,_nre egsential to any process of economic development, as was
recognized by the United Nations Conference on Trade and Development (New Delhi, 1968)
when it unanimously adopted its resolution 13 (II) on insurance.

2., However, in addition to this primary rdle, insurance can also play another very
important economic réle, inasmuich as it entails the accumilation of fairly considerable
sums which thus become available for investment in the economy. These sums are the
technical reserves representing the value of insurance concerns current comni tents
towards policy holders and third party beneficiaries. )

3. The technical reserves of insurance concerns may easily reach very large amounts.
In the developed market economy countries, investments covering the technical reserves
of lnsurance concerns are estimated to be in the region of U5 $350,000 mllllon.;/
The magnlfuae of thls figure wlll bé more pehdily aprreciated if it is remembered that
the annual gross national product of the entire AKfrican continent (excluding South
Africa) is less than one-fifth of this amount:

dea In the developing countries the volume of technical reserves is of course far
less impressive; nevertheless, in view of the general shortage of capital in these
countries, the sums aqcumulated'there by insurance concerns are of vital importance.
The United Nations Conference on Trade and Developnent, desiring to enable the
developing countries to benefit from these funds, recommended at its first session

(Genewa, 1964), inter alia, that "Technical reserves and guerantee deposits of insurance
and reinsurance coggan;es or institutions should be invested in the country where the
premium income ariseg”. &/

1/ Report of the United Nations Conference on Trade and Development on its
second session (document TD/97, ‘vol.l, annex I).

2/ Figure taken from insurance trade journals for the year 1968.

3/ Yearbook of:National AccountSTStatistics, 1968, vol.II, International Tables,
Department of Economic and Social Affairs, United Nations Statistical Office.

Proceedings of  the United Natlons Conference on Trade and Development
vol. l, Final Act and Report (E;CONF 467.._4.1, vel. 1) - annex A.IV.23: Insurance and

Heinsurance.
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5. On the basis of this recommendation, an Expert Growp on Reinsurance, meet

Geneva from 26 September to 6 October 1966 pursuant to a decision of the Tradei
‘sought to spell out im greater detail the modalities of i

Development Boara;l/
application in the Tield of reinsurance, by malking the following proposal wit
to the investment of the ‘technical reserves of reinsurance concerns:

"13, The Expert Group recommends that, subject to compliance with natlonal la
applicakle, reirsnrance treatles concluded (in non—life business) between dir

insurers in developlng countries and relnsurers abroad should provide for the {

ing at
and

's .

@regard

3 where
ut T

part101patlon of the relnsurers in the settxng up of technical reserves of thefceding

company, it being understood that the funds provided ty the reinsurers would b
under adequate conditions of security, liquidity and yield and that the intere

investad
t income

|

and the funds themselves, to the extent they are in gXcess of reqplrements, coﬁld be

transferred, subgect to oomplience with national laus, where epplicable.

mind the special gituation of the developlng countrles, the experts feel that
insurer is not based on-an agreed percentage of the actuel figures of the rel
proporticn in the technical reserves, it should be calculated on 2 pre-determnd
percentage
should amount to 60 per cent of the gross reinsurance premiums.

understood that this recommendation shall not apply to countries wh

percentage
1. It is
legel,'conventiona; or coniractual provisions already impose a higher amount o
investment from inSurance or reinsurance bodies.  Special conditions exieting

non*proportional reinsurance treaties should be taken into consideration in th

covering the premium reserves and/or the outstanding loss reserves.

%
re

aﬂ:ng in

the contributnon of reinsurers in the setting up of the technical reserves by ’

in
d

app’icatlon of thls recommendatlon in the light of their structure and experxeﬁce w2/

S AL ite second session (Aprll 1967), the Committee on Invisibles and Finan
related to Trade expreég‘d ity apprecidtion to the Expert Group on Reinsurance
useful report, and commended the Group's recommendations to the attedtion of

of member States and of the insurance industry, with a view to their considerig

possibility of implementing thenn3

present report will be mainly concerned with direot insurance, which undeniab

the key position in the establlshment of technical reserves and whose-operatlo i'

mere easily supervised at the national.level.

1/ 1D/B/6b, decision 28 III, annex A.
2/ TD/B/C.3/2%”
3/ TD/3/C.3/51/Rev.l

FLog
for its
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I1. Theor tical ampects of trhe imolamertdtion of tne reconmendation

7. The principle that technical reserves should be invested in the ccuntry where the

premiun income’ arises is not new. In fact, the practice of localizing technical
reserves by netional portfollo has long been chserved in very many industrizlized
countries for the national pcrtfollos 1naured with them. However, the application
of the principle is not wniform in al1 these ccuntrles and it presents certain technica
difficulties, some of them connected with the deflnition and valuation of technical
reserves and others with the investment and saperV151on of the corresponding funds.
8. In other words, for technical reserves to be invested in a suitasble menner in the
country where ths premiwn income arises, with maximum bhenefit and without endangefing'”'
the primary function of insurance (the covering of risks with absolute security end at
a reasonable cost), it is essential that the relevant requirements should take due
account of a number of factors of which the most important are:

(a) the nature of the technical reserves of insurance concerns;

(b) the correct evaluation of technical reserves;

(e} reserves with or without deduction for reinsurance;

(d) the type of investment suitable for insurance purposes;

(e) the correct evaluation of investments;

(f) the practicel application of the pfinciple.

- The nature of the technical reserves of insurance concerz

9. The technical reserves of insurance concerns represent the value of the concerns’
commitments towards policy holders snd third party beneficiaries; their nature varies
considerably according to the technique employed and generally depends on the classes
of business involwved. First of all, in life insurance, an element of saving is
expressly included in certain types of contracts (endowment policies, emnnuities, ete.)
A form of tacit saving is also inherent in any long-term contract with a steady (level)
premium, where the risk inereases witli the age of the insured (1ife insurance, sickﬂwws,
disablement). A4s the levelled premium is excessive at the beginning of the contract
and insufficient towards the end, financing is ensured by the establishment of a
reserve accumulated during the period when the premium was too high. The mathematical
reserves, calculatéd on an actuarial basis, take due account of all these factors.
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10, Non-life 1nsurance, on the other hand, contains neither a sev1ngs eleme

levelled premiums.” “The dEIigaﬁion of the "{nsurer ceases “at the end of the der
which the premium has been paid. Thus no reserve would be necessary 1f_the ;
contract colncided with the date of the balance sheet and if all the losses ¥
durihg the.pericé were known and the relevant claims had been paid on that d‘
‘Since, as a ruls, nelther cf these conditions is realized, non-life insuranc_
must also establish technical reserves, in particular reserves for unexplred:f'
gpremiums paid in advence for the period beyond the date of the balance shee !
reserves for outsﬁanding_claﬂns_(arising before and payable after the date o f

balance sheet). _ .
ll. Since the Lechnical reserves of non—llfe lnsurance concerns do not as a &ule ‘ ,
contain any savings slement and ars intmnded to be disbursed fairly soon afté% the end
of the finanelal year for which they were establlshed they obvicusly do not abem to be
long~-term funds, In practice, however, before reserves constituted for a g _en year
are spent, they are replaced by new reserves established for the following ydar, which
has already started. The reserves ars thus constantly renewsd, which means;jhat, in
practice, much longer term investments can be made than the actual duration f the
current commitments would suggest. :
12, The mathematlga; ;esegzes in life insurance and the

Once they have been properly valued, tnese.three reserves should pormally
cover the whole of an insurance concern's current commitments arising from thg risks of
its portfolio. Of course, in really exceptional cases (extraordinary accuml.atlcn of
costly clalms), they alone will clearly be inadequate for this purpose and it will be
_‘necessary to draw also on the concern!s capital end free reserves, sometimes ¥o the
point of depletlcn, unless suitable asrrangements are made for reinsurers to qﬁsume,
respcnsiblllty for the excess eamount. .
13. In addition to the three classical technical reserves mentioned above, g
lations of some“countries provide for other reserves (or additional provisiong. o

guaranteea) for SpeCIflc purposes, e.g. eXcess mortality reserves, reserves

deﬁreciation of as:ets, ete. All these ada;tlcnaL reserves are in fact sim':

classical technical reserves themselves or the assets allocatad to cover th
opinion of the experts, it is preferable to increase as far as possible the
the evaluatlons and to dispense with the various additional reserves, the uspfulness

of which is often more apparent than real.
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ad (b) = The evaluation of technical reserves

14. In life insurance business, the mathematical reserves are calculated exactly (for
each individual contract) on the actuarial principle, and rarely give rise to any kind
of controversy. & careéful choice of the technical bases (mortality table,, technical
rate of interest and loading for expenses) is all that is required in order to obtain
entirely valid mathematical reserves which are adequate in the large majority of cases,
It 1s only when life insurance portfolics are too small or itoo recent or when they
contain practically no savings element (insurance of short-term risks), that certain
additional reserves appear to be necessary.

15. Nor does the evaluation of reserves for unexpired risks in non-life insurance
present any difficulty, if it inveolves only the cerry-over of premiwm income from one
financial year.to the next, which is generally the case. = Both the pro rata tempordis
(contract by contract) method and the various global methods (e.g. 50 per cent of
premiums, assuming that the conclusion dates are spread evenly over the entire year),
are usually entirely satisfactory. If the premium is inadequate, the reserve based on
it will obviously also be insufficient. But this is more a matter of.rate-fixing and
solvency and there is no need tc deal Qith it in the present report, which 1s concerned
with the investment of available technical reserves.

16. The reserve for outstanding claims is undoubtedly the most difficult one to value.
The so—called "file-by-file" method is highly vulnerable to subjective influences, as
well as being very difficult to verify. The various statistical methods (e.g. number
of recorded claims x average cost of a clain extrapolated from previous years) also
present serious drawbacks, especially in periods of price instability. Only an

8 _posteriori verification can confirm how accurately, in general, an insurance concern
calculates its reserves for outstanding claims; where verification reveals a consistent
under-estimation, appropriate action must be taken.

g - Reserves with or without deduction for reinsurance

17. This is a very important question on which satisfactory application of the
prineciple of localization of technical reserves largely depends. The definition of
technical reserves given in paragraphs 2 and 7 of this report implies that they must
correspond to the value of an insurance concern's contractual commitments towards its
policy holders, which remains in principle the same, regardless of any reinsurance
arrangements, since the latter obvicusly will not affect ths contfactual rights of the
policy holder, This definition fherefore constitutes an argument in favour of the
establishment of gross technical reserves, i.e. without deduction for reinsurance.
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18, However, there are certaln technical argumenis;againstuthisnrather*femnalif‘ic~mzw"
approach, The rigid allocaticn of reinsurance reserves to each of the'poftf01£:s
covered excludes the possibility of inter-portfolié compensation, which is precféely

the raison d!'8tré of reinsurance.  Consequently, a niddle course mmust be adoptid in
which these two considerations are taken into account. In corder %o facilitateﬁthis
task, a distinction should firet bhe made between the various forms of technicalv eserves
which were mentioned eariier and the type of reinsurance involved (quota—share,é
stop~loss, otc.) should then also be taken into account, if necessary. ;
19. In the case of life insurance, the mathematical reserves are usually estabf

in "gross" form, i.e. without deduction for the share ceded to reinsurers. A
arguent in favour of this solution - is that, in 1ife insurance, aleatory fluctugtions
for which relnsyrance is mainly intended to provide, play only a subsidiary rolk, the

reserves being established mainly on a capitalization basis, which is generallyﬁ_ stable,

Jong~tern operation.
. 4 .
20. In non-life insurance the reserves for outstanding clains, i.e. for lossesjwhich
+

have already occurred, likewise contain no aleatory elenent for which there canjbe

nechanisre of reinstrance. Provided that the reinsured proportion does not exc fd a
certain percentage of the total risk (e.g. 50 per cent, calculated on the basis)
corresponding premiuns), it seens advisable to accept that the reserves for une
risks be established net of reinsurance, i.e. with deduction of reinsured part. :f If
this percentage is exceeded, howsver, it may bs no longer a-question of -genuine.
reinsurence and the argument advanced in paragraph 16 becomes invalid. Above ﬂhzs
percentage, therefore, reserves should be established in "gross" form. }

22. The foregoing covers virtually all cases of reinsurance allocable on a "cofgbract

by contract" basis to individual cormitments (quota-shere, surplus, ete.). As:fogards
"stop~loss' cover this is really insurance of the insurer's capital and free reji
It does not directly concoern the technical reserves, which, according to the'moli
widely accepted nodern theory, really belong to the policy holders. 1t shduldlre

very large as compared with the renainder of the portfolic).

L
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ad _(d) = The btype of dnvestment suiteble for ipsurance purposss
23. The main characteristics of investmentu which are suitable for insurance purposes
are the subject of the next clause in the_same UNCTAD reconmendation, which provides

that "adequate conditions of security, liguidity and income must ... be assured"

so that investnents nay be nade in the éountry where the premium incone arises without
prejudice to the operation as a whole. -Of these three-féctors, security is certainly
. the most inportant, as it nust be virtually absolute. 4As for liquidity and income,
these nced only attain a good averagb level, for,lin insurance, neither the need for
ligquidity nor the necd for incone usually drlse in an ecxtrome form,

24 Another factor which developing countriecs with limited economic resources nust
teke into account is the danger of an accunulation of risk which would arise if invest-
nents were nade in asséts exposed essentially to the same risks as those for which the
assets were supposed to provide cover For exonple, if the technical resecrves of an
"earthquake" insurance portfolio of a given region were invested in bulldlngs in that.
gsane region, the occurrence of an oarthauake would wipe out the roserves preciscly when
they were needed. This is doubtless an extreme exarmple, but less extreme cases of
risk accumulaticn nay easily occur in courtries with limited cconomic fesources, vaere
insursble assats are procisely tihcse which offsr the most ettractive invesiment.

25. These general obssrvations are a sufficient guide to the cholee of investments
suitable for insurance purpcses. In view of the'differences between the markets of
the various countries, it does not seen advisable to draw up a restrictive itcmized
list of such investments. Even suppoéing fhat‘a“given tybe of investment éctually
exists in all the countries concerned - which is not always the case = local factors
(stgte of the market, commercial law, etc.) nay make that invesitment highly attractive
in some countries and quite unsuitablé as insurance cover in 6thers. To nmention only
one example, in scme countries of western Europe, mortgages on ﬁrivate immovable
property are regarded as oneg of the best investnents (verﬁ'favourable'legislation),

whereas in several other countries they are considered entirely unsuitable.

1/ Proceedings of the United Natlo 15 Conference on Trade and Development, Volune I:
Final Act and-. chort (E/CONF 46/141, vol. 1) = Annex A, IV.23: Insurance and Reinsurance
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26, Obviously, e#en in a developing country, which must see that insurance fun s are
invested in the manner which will be of most benefit to its overall economy, th ffirst
principleg to be ohserved are thnsemméntianeduabove~(seourity3"liquidityy'inccm:ﬁ
scournilation); then, ‘among the investments neeting these criteria those may be_f
which best serve the national econonic interest, in the broadest meaning of the3;

The normal method employed to apply such an investment policy 1s to have a list::

no risk

ad (e) - The correct ovaluation of investments
27. If investments covering the technical reserves (commitnents) of dn insurancpk concern

not be less = at the time of realization - than the value shown in the balance
the. goncern. - Since the future market value of investments is obviously not kno‘ -at the
time of their valuation, a probable value must be carefully chosen, having regarﬁ to the
partlcular features of each type of investment (bonds, direct loans, shares, ﬂmm&vable

property etc.). :
<3, The way in which the value of investments rmst be shown in the balance shee} of
insurance concerns is generally laid down in the national legislation (commerciaf law),
the relevant rules being adapted to the legal conditions and economic needs of tﬁe
county concerned. In insurance business, account must also be taken of the faﬁ that
tha nead to realize assets at short notice (sale of securities temporarlly quote{ below
their redemption value) can be considerably linmited by a rational planning of ingome and
exvenditure. This possibility lends a certain degree of stability to the evalu;fion of
the investment portfolioc of an insurance concern, ' “
2d_(f) - The practical spplication of the principle

<9. In order, therefore, to verify at any given moment the observance by an_insf

uhere the premium income arises, the following procedure must be followed: firs*; the
evaluation of the technical reserves must be verified; next, the list of inves..f

the requirements; and, lastly, a check must be made to ensure that the investme{?s shown

cover the technical reserves - is by no means easy to verify. One very conveni{:t nethod
is, of course, to require that all such assets be deposited with a Stzbe bank orf;

oifice. This method is not very advisable, however, because, in an essentially fif

and is prejuqicmal to rational management. inother fairly acceptable solution
use of frequent randen comtrols without previous notice, according to a method adje

the particular circurmstances of the country concerned.
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application by the developed countries of the principle of investment of the technical
reserves of insurance concerns in the couniry where the premium income arises. In the
absence of such direct information, a few indirect conclusions may, perhaps, be drawn
from those countries! replies to the questionnaire on insurance sent to them by UNCTAD
in January 1967.l/ In this connexion, it should be mentioned that information is
available concerning fifty-six African, Asian and Latin American countries, forty-five
of which dealt in their replies with partisl problems relating either to technical
reserves or to their investment.

32. Before we analysc this information systematically, acopting roughly the same

plan as in the preceding chepter, it should be explained that in many developing
countries the fact of enacting insurance legislation does not necessarily mean that

the provisions adopted are in fact enforced. Because of the complexity of insurance,
the bodies responsible for enforcing insurance law frequently encounter very considerable
technical diffictlties which sometimes lead them to refrain tacitly from applying the
law too strictly. In other words, the existence of a law is not always a true indication
of the real situation and any too rigid conclusions in this connexion must therefore

be avoided.

33. As regerds the definition of technical reserves, nearly all of the forty-five
countries which dealt with the problem of reserves in their replies to the questionnaire
are acquainted with the three classical forms-of such reserves (mathematical reserves,
reserves for unexpired risks and reserves for outstanding claims) and recognize either
explicitly (formal requirements) or implicitly that every insurance concern must
establish these three reserves. According to the replies received, however, no country
preseribes any technical reserves (or provisions or guarantees) other than the three
just mentioned. The situation with regard to the evaluation of technical reserves is

ag follows:

Mathematical reserves

34. In thirty-three countries, the mathematical reserves of life insurance concerns
must be calculated according to the usual actuarial methods. Of these thirty-three

1/ The contents of the questionneire on insurance are reproduced in annex I to
document TD/B/C.3/42.
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ion must

countries, thirteen state that the technical bases of the calculations in ques

be the same ag those used for determining premium rates or those previously apjroved by
the supervisory authority. In a few rare instances limitations are imposed:
example, the interest rate used may not exceed a figure specified in the law. !
other twenty countries of thls group do not require the use of particular tec i'
bases for this purpcse. Some merely require the production of a certificate :

been. correctly calculated. In the other countries, no provisions exist exceptf
perhaps some vague genersl requirsments which are diffieult if not impossible

Reserves for unexpired risks
35. In twenty-eight of the countries considered, the reserves for unexpired rfsks must

year - usually 35 to 45 per cent (except in the case of marine risks and certal
classes of insurance).. However, the assumptions on which these percentages arg

not always valid. This is true, in particular, when the rates are not adaptedito the

risks, when the losses are not spread evenly over the entire year, when the ing

The other countries also require the establishment of a reserve for unexpired gisks,
but leave it to the concerns themselves to defino the bases of its calculationg The
superviseory authority may perhaps reserve the right to require certain corract'}ns to
be made. Clearly, in these cases, all kinds of inadequate solutions may be ad{\ted.
Reserves for cutstanding claims :

36. Most of the countries require the establishment of reserves for outstandiy clains,

ty the concerns themselves. . There is consequently no assurance that the est
based on an objective eppraisal of the commitments involved and in many cases ﬁ
and nonetary factors (particularly inflation) have nade the reserves establish?
insurance concerns inadequate. In four countries, the estimated amount must bf
increased by 5 per cent to cover administrative costs., - In three countries onlf? the
supervisory authorities require, in addition to the simple aggregation of the g
file estimates, tho use of a global method which consists in applying to the p;}.
written during the year a certain coefficient based on the experience of previd?s

years. The systex te be adopted is the one giving the highest valuation.
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Reserves with or without dsducation for rsinsurance

37. In fourteen of the countries considered, insurance concerns are authorized to.
deduct from their reserves an amount corresponding to. the reinsured risks (system of
net reserves), while in sixteen countries this deduction is not authorized (system of
gross reserves). In a few rare instences, the requirement is different, depending
on whether the reinsurance is placed abroad (in which case the gross system must be
applied), or locally. There are also threec countries in which the gross system must

be used only for the mathematical reserves and the other technical reserves may be

-@stablished according- to the net system,

Investment requirements
38, It will thus be seen that a fairly large mumber of developing countries deal with

the question of the establishment of technical reserves by insurance concerns, although,
generally speaking, the methods of calculating these reserves still leave something to
be desired. The situation with regard to the coverage of these inadequately calculated
reserves, by suitable investments in. the country where the insured risks are located,
is even less satisfactory. Only fourteen out of the forty-five countries considered
pay serious attention to the question of ensuring appropriate coverage of all these
technical resserves; a number of other countries have gome rules concerning reserves
for unexpired risks, but reserves for outstanding claims are not subject to any
requirement., Furthermore, since most of the countries appear tc opt for - or simply
tolerate - the egtablishmertof net reserves, i.e. with deduction for reinsurance, the
reserves corresponding to reinsured risks are not subject to the local investment rule.
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IV. (Conclusions R - - S e -~E
39. Summing up, thérefdre, the developing couritries as a whole appear still &o be *
a long way from achievement of the objective'set in the recommendation of theifirst
session bf UNCTAD (1964) that the technical reserves of their insurance conce*
should be invésted locally. It is obviously impossible to determine with anyfdegree
of accuracy the difference hetween the level of the reserves actually 1nvastef in

.the devaloping countries and the corresponding level if the recormmendation wéf

3

which they are entitled.
.AD. Accordingly, 1t would appear desirable that the Committee on Invisibles
Financing ralated to Trade, having taken note of the present report by the se
should '
(1) Invite Governments of daveIOplng countries to consider, in the 1igh_ of thls
Peport, the extent to which they have implemented the recommendatlon of
that the technical reserves of insurance concerns should be invested in
‘country where the premium income arises;
{ti) Invite the same Governments to inform the UNCTAD secretariat as soo
possible concerning the progress made in implementing the said recommend
their respective countries and concerning any further measures they may

contemplate with a view to improving the present situation; ¥
_k1i1d) Instruct the secretariat to meke available to developing countries, fipon
request, any assistance they may need in connexion with the implementatiof

the recommendation;

oen the mandate entrusted to it and on the progress of implementation of
recommnendation by the developing countries.




