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ABSTRACT

This paper discusses the performance of the Jamaican life insurance industry with a view to
identifying the weaknessesthat contributed to the problemsin theindustryin themid 1990s. The
method of analysiswasto decomposetheindustry into thoseinstitutionsthat wereintervened as
against thosethat were not intervened. The study found that the non-intervenedingtitutionswere
more conservative in their business practices, both relative to the intervened institutions and
relativeto normative benchmarks. Deficienciesin both theregulatory and supervisory framework
that govern lifeinsurance companiesin Jamaica apparently provided the basisfor theimprudent
management of some companies. The consequent liquidity crisis that emerged in these
companies, led to contagion within the financial system. The Central Bank’s support to the
system amounted to J$11.8 hillion, approximately 5.0 percent of GDP. In March 1997, FINSAC
provided the Central Bank with securitiesin settlement of thisliquidity support. Inthemedium
term these bonds on the Central Bank’s balance sheet, may have implications for its own

profitability.
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1. INTRODUCTION & MOTIVATION

Much attention was paid to theliquidity and solvency problemsthat emerged inthemgor Jamaican
lifeinsurance companiesinthemid 1990s. The problems put at risk the savings of alarge number of policy-
holders and pensioners, and threatened to disrupt an important source of long term investment financing.
Additiondly, the inability of the mgor companies to honour obligations with affiliated commercid banksl
severdy chdlenged the Centrd Bank in maintaining dability in the financid system, threatening to interfere
with the efficient functioning of the payment and settlement system and monetary policy management. To
address this problem, the Government provided financid assstance to the week entities through the
restructuring agency FINSAC.

This paper discussesthe evolution of the problemsthat emerged inthelifeinsuranceindustry with a
view to identifying the weeknesses that contributed to the problems in the industry. The methodology
employed usesfinancid ratio andyssto evauate the performance of thoseinditutionsthet received financia
assgance asagaing thosethat did not require assstance. Inthisregard weareinterested in explaining why
the non-intervened indtitutions operating in the same macroeconomic environment and regulatory framework
did not experience the same problems, which emerged in the intervened companies.

The paper further explores the monetary policy implications of indahility in this segment of the
capitad market. Focus is aso placed on the features of the legidative and supervisory framework that

governed the industry, with particular emphasis on the weaknesses that companies were able to exploit.

1 Liquidity and solvency problems emerged in 5 insurance companies, of which 4 were affiliated with commercial
banks.



Section 2 discusses the macro economic environment over the period 1990 — 1998 and then
describesthe nature of the problemsthat emerged inthelifeinsuranceindustry and their resolution. Section
3 uses selected internationd financia indicators with ranges established by FINSAC (see more detailsin
Appendix 2) to evauate the performance of the indusiry. Section 5 identifies supervisory and legidative
deficiencies. Section 6 discusses some of theimplications of the crissfor monetary management whilethe

find section summarises the issues discussed and suggests the way forward for the industry.

2. THE OPERATING ENVIRONMENT

The macro-economic context in which the life insurance sector, as well as the broader financia
sector, operated in the 1990’ s has been well documented [Stennett, Batchelor, & Foga (1998), Panton
(1996), Green (1999)]. In the latter haf of the 1980's, the Jamaican Government embarked on a
programme of economic reform involving financid and trade liberdization, as well as privatizaion of a
number of Sate owned entities. This shift toward amarket- driven economy gained momentum inthe 1990s.
At thedart of the period, the capital account and theforeign exchange market wereliberdized, dbeit, inthe
context of an underdevel oped economic and ingtitutional framework to underpin macroeconomic stability.
Assuchthe early 1990swas characterized by highinflation accommodated by high growthin money supply
(see Appendix 1, table 1).

In the context of the high inflation, coupled with ardatively inadequate regulatory and supervisory
structure and amore competitivefinancid environment, lifeinsurance companiesdiversfied avay fromlong
term policies into equity linked and interest sendtive deposit type policies. In contrast to the traditiona

ordinary life productsthat guarantee aspecific cash va ue, invesment-sengtivelifeinsurance products offer
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a cash vaue and benefit levd to policyholders which fluctuates according to the insurers investment
eanings?. Thesenew productswerelargely short termin nature and were projected to yidd rates of return
gmilar to, or higher than those offered by commercia banks or other non-bank financid intermediaries. In
addition, the new policies gained popularity with investors particularly because income earned from these
financid assets was not subject to withholding tax.

These short-term funds were channdled into long-term assets, particularly rea estate and stocks,
towards maximizing nomind returns from the high inflationary environment. As a reault, the share of
resourcesinvested by the sector inredl estate holdingsincreased consistently from 23.2 per centin 1992 to
42.2 percent in 1997 (see Appendix 1, table 2).

The pattern of growth in investment in stocks was not as congstent as the growth in red estate
investments. Between 1990 and 1992, theratio of equity investmentsto totd invested assetsincreased from
15.7 per cent to 39.9 per cent. However, with the tightening of monetary and fisca policies to dampen
inflationary pressuresin 1993, the rdlative yidd on assets changed and investors' shifted their preference
from speculation in the real estate and equities markets towards more government bonds. Thisledto afal
out in the stock market in 1993, and occasioned adeclinein theratio of equity investmentstototd invested
assets to 8.7 percent by 1997.

Given concerns about the continued depreciation of the exchange rate and spirdling inflation, the
Central Bank reintroduced the non-cash portion of theliquid asset requirement, which had been gradudly
reduced since the mid-1980s. TheBank of Jamaicaaso increased the pend rateimposed on commercid

banks in respect of breaches of the cash reserve and liquid asset ratios from 1/6 of 1.0 percent per day to

2 Holders of these policies accept the risk of sharing theinsurers' investment gains and | osses.



Y4 of 1.0 percent per day. Additionaly, the Centrd Bank became more aggressive in its open market
operations, leading to Sgnificant hikesin thesgnd rate. Fisca policy was dso supportive of the monetary
policy stance with public sector borrowing being contained to 3.2 percent of GDP in FY 1993/94.

The authorities objective of ataining a decderation in the rate of overdl price increases was
gradudly achieved over the period. From the twelve months inflation rate of 80.2 percent in 1991, the
inflation rate was|owered to 25.5 percent by 1995 and at the end of 1998 was 7.9 percent. The exchange
rate while showing significant depreciation between 1991 and 1995, remained relatively stable between
1995 and 1998, abeit with sporadic periods of appreciation or depreciation.

With renewed emphasis on macro-economic dability there was a precipitous decline in the
Jamaican stock market index to 13,099.7 points at the end of 1993 from a historical high of 32, 421.7
points at the beginning of the year.

In the context of the substantiad decline in the stock market, the life insurance companies equity
portfolio shrunk while clams on the companies by policyholders mushroomed to ahistorica highin 1993.
During that year, daimsasareault of the encashment of equity linked policies, increased to $3.3 billion from
$549.8 millionin 1992. In addition, resources had to beidentified to meet regular disbursementsreating to
maturitiesand policy surrendersof ordinary life policies. For theremainder of the period, clamsincreased at
an annua average rate of 5.0 per cent partly due to policyholder’s response to the impostion of a
withholding tax on equity-linked policiesin 1994
Within the context of these devel opments, the average annud vaue of dl life policies surrendered increased
from $352.0 million for the period 1990 — 1992, to $4.9 hillion over the period 1993 —1996. The heavy

demand for cash by policyholders continued in 1997.



The payment of policy benefitswasastrain onthe companies’ budget and thiswas exacerbated by
the need to identify resourcesto meet operating expenses. Exorbitant operating expenses had accompanied
the aggressive marketing strategy adopted by the companies during the period 1990 - 1992. During this
period, the cadre of saes representativesin the industry increased from 1,428 to 2,098 aimost twice the
growth rate recorded during the previousthree-years. Within companiesthat sold the newer products, sales
agents received sgnificant commissions up-front, a practice which deferred any returns on life insurance
policiesto later years. In this regard, commissions to saes agents increased by an annua average rate of
59.9 per cent during the period 1990 - 1995.

The expansion in the number of sdes representatives during a period in which high inflation rates
were driving up the average private sector wage settlement, led to a balooning of the companies
adminigtrative and managerid expenses. In addition, other operationd expenses, particularly the cost
incurred in maintaining heavy invesments in red estate was a further drain on the budget of many
companies.

High operating expenses, the premature encashment and surrender of policies combined with
normal maturities of long term saving instruments|ed to an increasein the companies’ cash needs. Thiswas
worsened by the low level of cash yields on the long-term red estate and equity investments of the
companies. Againg this background, the life insurance companies sought aternate financing from their
banking afiliates. The inability of the life insurance companies to honour obligations with these banking
entitiesin turn led to liquidity problemsin theseindtitutions. To addressthis problem, the commercid banks
resorted to the Centrd Bank for financing while the life insurance companies gppeded to the Jamaican

Government for help. Of sgnificanceisthat a theend of 1996, the assets of weak lifeinsurance companies



accounted for approximately 78.9 percent of the industry’ s assets. In an effort to maintain sability in the
financid system, the Government established the Financid Sector Adjustment Company (FINSAC) in
January 1997, with the am of providing financid assistance to week financia entities.

By theend of 1998 FINSAC had injected capitd in excessof $30.0 hillioninto the life insurance
industry through the purchase of preference and ordinary shares from five companies. The financid
assstance of the restructuring company aso included the granting of subordinated |oansto theweek entities
whilethelifeinsurance, health and pengon portfolios of threeintervened companieswere sold. Beyond this,
there was a de-linking of insurance companies from their affiliated commercid banks. This drategy
suppressed the growth in related party lending and contained the affiliated banks' need for liquidity support
from the Certral Bank.

With respect to thelegidative framework, the Lifeinsurance Act (1971) isbeing revised to address
the deficiencies. In addition, the Office of the Superintendent of Life insurance is being upgraded and

rationdized with financid assstance from the Inter- American Development Bank.

3. EVALUATION OF PERFORMANCE

Aswasprevioudy sated, theemergence of liquidity problemsinthelifeinsuranceindustry wasonly
manifested in some companies dthough al inditutions operated in the same macroeconomic environment.
Thissuggeststhat the qudity of management of theintervened inditutionswasafactor, which contributed to
the problemsinthe companies. Theanaysisin thissection seeksto examinethevalidity of thisperspective
by eva uating the portfolio performance of intervened companies (which accounted for an average of 81.0

per cent of the assets in the industry during the period 1990— 1998) and non+-intervened companies. This
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assessment will employ the use of indicators developed in North Americabut modified by FINSAC tofit

the Jamaican financial and macroeconomic environment.

3.1  EXPOSURE TO REAL ESTATE

Onemeasure of the sector’ s cgpacity to absorb potentia financid losses dueto the downturninthe
real estate market i the ratio of red estate investments to capita and surplus (read edtate ratio). The
accepted range® for thisratio is 0 % - 150 %. For the period 1990 — 1998, the redl edtate ratio for the
industry averaged 211.0 per cent, with the highest level of exposure occurring in 1991 with aratio of 492
per cent (chart 1a). In terms of the trend in the ratio, the decline between 1992 and 1995 masks the
tremendous increase in the vaue of red estate holdings over the period (see Appendix 1, table 2). This
however occurred in the context of fairly strong growth in capitd and surplus, largely driven by expansions
in undigtributed profits. The precipitous collgpse after 1995 was underpinned by a substantia declinein
premium income, arevauation of assets to reflect market prices and high operating expenses, dl of which

had a negative impact on the profitability of the mgor companies.

Chart 1a
Life Insurance Companies Red Edtate Ratio

3 Specified by FINSAC.
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Disaggregating the performance ratio for the industry into the intervened and non-intervened ingtitutions
indicated wide disparity. For the intervened companies, the ratio of red estate investments to capita and
surplus averaged 527.0 per cent between 1990— 1995 compared with an average of 69.0 per cent for the
non-intervened inditutions. After 1995, the ratio declined to an average of minus 34.0 per cent for
intervened companies but increased to 82.0 per cent for the nontintervened ingtitutions.

For theintervened indtitutions, thisratio increased from 600.0 per centin 1990to an dl timehigh of
818 percent in 1991. After 1991, theratio declined dmost constantly to minus 21.0 percent in 1998. It is
important to note that the trend decline in the ratio pertaining to the intervened ingtitutions was largely
responsible for the out-turn of the entire industry.

For the non-ntervened group, theratio trended down between 1990 and 1993 from 34 per cent to
17 per cent, before rising sharply to 171 percent in 1994* Theratio thereafter declined steadily to 54 per
cent in 1998. The performance of the nortintervened inditutions reflected the fact thet relative to the
intervened inditutions, these entities were more conservative in thar investment drategy especidly as it

related to the redl estate market. As a consequence, the impact of the down-turninthe red estate market
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was less severe on the capital and surplus of these entities.

3.2  Liquidity

Heavy investment inred estate reduced theliquidity of the companies asset portfolio. A measure of
the sector’ s liquidity postion isthe ratio of liquid assets to lighilities, which has a recommended floor of
60.0%. Therationdefor this benchmark, isthat, the lidilities of the life insurance companies were largely

short —term in nature, requiring assetsto befairly liquid a dl times.

Table la
Liquid Assets: Total Liabilities
All Intervened Non-Intervened
Companies Companies Companies
1990 17 18 13
1991 19 19 21
1992 17 17 19
1993 9 8 14
1994 13 12 20
1995 14 12 25
1996 9 6 28
1997 10 7 33
1998 12 9 38
FINSAC Benchmark: > 60.0

For the industry, the ratio of liquid assats to liabilities declined from an average of 15.0 per cent
during the period 1990-1995 to 10.0 per cent between 1996 — 1998. In both periodsthe outturn wasmuch
lower than the benchmark of 60.0 per cent.

Aswould be suggested by therdative exposureto red estate, theliquidity Stuation wassgnificantly

different in the two sets of indtitutions. For intervened ingtitutions, the retio of liquid assets to liabilities

4. Thismovement was largely influenced by the establishment of a medium size company in 1994.
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declined from an average of 14.0 per cent during the period 1990-995 to 8 .0 per cent between 1996 and
1998 (seetable 1a). Thisresulted from anotable growth in the companies’ use of debt financing consequent
on therissin dams and high operating expenses.

The non+intervened companies had more liquid portfolioswith which to support ther liabilities. In
this regard, the ratio of liquid assets to liahilities for these companies increased from an average of 17.0
percent during 1990 — 1995 to 31.0 per cent between 1995 — 1998, dbeit ill below the recommended
floor (seetable 14). The higher liquidity ratio displayed by these ingtitutions was the result of a more
conservativeinvesment strategy in thered estate market. In addition non-intervened companieswereless

leveraged than intervened banks.

3.3  Prdfitability

Thered estate and equity portfolios of theintervened companies generated capitd gainsand cash
income for the companies during the high inflationary period of the early 1990s. However, in subsequent
years, with the containment of inflation, the changein rdative prices aswell as sgnificant revauation of the
companies assetsto reflect market prices, the cash yield on the companies’ investment portfolio recorded a
notable decline. Assuch, theratio of net investment income to average assets declined from an average of
9.0 per cent during 1991 — 1994 to 6.0 per cent during the latter years of the decade. S multaneoudy, the
same ratio for the non-intervened companies increased from an average of 11.0 percent during 1991 —

1994 to 13.0 per cent during 1995 — 1998 bringing the ingtitutions in line with the recommended floor.

Another indicator of theindustry’ s profitability isthe earningsratio, which iscomputed by teking netincome
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after unusud or extraordinary items as a proportion of capital and surplus. The FINSAC recommended
standard for this measure is 0.0 per cent — 50.0 per cent. The use of capital and surplusin this measure
highlights the importance of capitd and surplus as a safety cushion to finance growth and meet regulatory
demands and commitmentsin generd.

Chart 1b
The Earnings Ratio of the Life Insurance Industry
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The datain Chart 1b shows that during 1990 — 1995, the industry was profitable with the earnings ratio,
averaging 29.0 per cent. However, the fortunes of the industry turned during the period 1996 — 1998.
During this period, the industry’ s revenue declined significantly occasioned by a sgnificant reduction in
investment income. Concurrently, there was an increase in expenses induced by high operating codts, in
particular debt servicing expenses, and dams. Thisresulted in areductionin the earningsratio to an average
of minus 62.0 per cent. In this context, the industry incurred losses that had an adverse impact on capital
and surplus.

The downturn in the industry between 1996 and 1998 was indicative of the performance of both
intervened and non — intervened entities. In this regard, whilst the earnings ratio for the non-intervened

entities averaged 37.0 per cent during first six years of the 1990s, it declined to 19.0 per cent between
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1996 and 1998. For the intervened companies, the earnings ratio averaged 23.0 per cent during the early
1990s and declined to minus 65.0 per cent between 1996 and 1998.

The less than buoyant performance evidenced in the non-intervened companieswas partly dueto
the downturn in the economy. More specificaly, increased redundancies would have mede it difficult for
policyholders to service their policies. In addition, the loss of confidence in insurance productsin generd,
a so affected sound non-intervened companies. Asaresult, while the number of policies surrendered grew

there was a reduction in the number of new policies written by the companies.

34  Solvency

Thelossesincurred by theintervened companies Snce 1996 severely eroded the capitd base of the
inditutions. Asaresult, theseingtitutions became insolvent as evidenced by theratio of capitd and surplus
to ligblities. Thisratio, which measures the capacity of the companiesto absorb adverse operating results,
declined from an average of 4.0 per cent between 1990 and 1995, to an average of minus 42.0 per cent
during the period 1996 —1998. Although the out-turn for 1996 — 1998 was bel ow the recommended floor
of 4.5 per cent, reflecting the high level of insolvency in the indudry, the data for 1998 shows an
improvement in the solvency pogtion of theindtitutionsresulting from thefinancial assistance granted by the

Government.

Table 1b
Solvency Ratio
All Intervened Non-Intervened
Companies Companies Companies
1990 7 5 18
1991 5 3 14
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1992 4 3 14
1993 7 5 21
1994 8 6 20
1995 8 5 23
1996 -20 -27 27
1997 -42 -53 44
1998 -38 -47 49
FINSAC Benchmark: > 4.5

With regard to the non-intervened companies, the relatively strong profit positions bolstered the
solvency position of the companies. Consequently, the solvency ratio for the entities increased to an

average of 40.0 per cent in 1996 — 1998 from an average of 18.0 per cent during the period 1990— 1995.

4. Supervisory, Legisative & Requlatory | ssues

Deficienciesin both the regul atory and supervisory framework that govern lifeinsurance companies
in Jamaica have been cited as providing the basis for the imprudent management of companies and the
consequent liquidity criss that emerged.

All lifeinsurance companies operating in Jamaica are supervised and regulated by the Office of the
Superintendent of Insurance and are governed by the Life Insurance Act, 1971 and the Life Insurance
Regulations, 1972. However, these statutes are dated and do not provide adequate regulation for an
industry operating in a liberdized financid environment. There are severd deficiencies in the legislation,
however the weakest provisions are those which address the issues of capita adequacy, investment and

powers of the supervisor.

4.1 Capital Requirements
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Minimum Initid Capitd Requirements. The Lifeinsurance Act (1971) stipulatesaminimum capitaization of

$100,000.00 for companies that wish to carry on life insurance business in Jamaica. This provison was
grosdy inadequate in light of the sgnificant growth in the industry in subsequent years. To address this
deficiency, the Superintendent of Insurancethrough discretionary powersand in consultation with actuaries
increased the minimum start-up capital requirement to $100.00 million (US$2.8 million) in 1997. However
by then, a number of companies had dready become insolvent.

In contrast to what obtains in Jamaica, life insurance companies that are governed by the Life
Insurance Act (1980) in Trinidad & Tobago, and wish to operate ordinary long term business are required
to have apaid-up share capitd of not lessthan T& T$3.0 million (US$L.25 million). Smilarly, the Barbados

Life Insurance Act (1996) gtipulates aminimum capita requirement of BD$3.0 million (US$1.5 million).

Minimum Capitd Adequacy Requirement (MCAR): The Life Insurance Act makes no provison for the

edtablishment of a MCAR which would ensure that companiesincrease their capita base consstent with
expansgonsinther operations. Infact theissue of solvency isinadequately addressed in Section 34, (d) of
the Act which stipulates that if it gppears to the Superintendent that a company is becoming insolvent, the
company would be required to set aside unencumbered assets valued at $100,000.00° or a Specified
amount of its domestic ligbilities, which is to be determined by the Superintendent of Insurance. The

looseness of this provison and thetardiness of lifeinsurance companiesin submitting financid returnsto the
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Superintendent of Insurance made it possible for the companies to expand their ligbilities without holding
capital and reserves sufficient to support the risks that would arise in their businesses.

A comparison of the Jamaican gatute with that of other jurisdictionsreveded that the Life Insurance
Actsin Barbados and Trinidad & Tobago are dso devoid of strong risk based capitd requirements. This
Stuation also existed in Canada, until the mid 1990s when steps were taken to address the deficiency of
minimum capita requirement for lifeinsurers. Uncofficidly, the supervisorsexpected dl lifeinsurersto havea
capital base at least equa to 5% of liabilities, with the lidbilities being established in accordance with
consarvative actuarid principles. More recently, the Canadians have moved towards the Stipulation of a

risk based capita requirement.

4.2 | nvestments
Section 24 (4) of the Life Insurance Act stipulates inter alia, that life insurance companies operating in
Jamai cashould have no lessthan 70 per cent of the domestic lidhilitiesinvested in Jamaica. While the Satute
specifies the assets permissible for investment by the companies, there are no limitations on the prescribed
assts. Theomission of such arequirement from the Life Insurance Act gave companiesthe opportunity to
concentrate thelr assetsinto real estate and affiliated companies despite sgnificant growth in their short-tam
lighilities

Other country experiences are a variance with thisomission. In Trinidad and Tobago, companies

aremandated to invest at least 80 percent of theliabilitiesin their satutory fund inthat jurisdiction and their

5 Equivalent to US$2,810.6 in 1997.
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life insurance datute specifiesthe securities permissiblefor investment by the companiesaswell asthe mix.

Similarly the BarbadosLifeInsurance Act both stipulatesthe permissible securitiesfor investment as
well asimpaoses limitations on investments in recommended securities and assets. The Act prohibitsalife
insurance company from (a) investing more than 25 percent of the accepted vaue of its totd assets in
Barbadosin ordinary shares, (b) investing more than 15 percent of the value of itstotal assetsin Barbados
in real edtate or leaseholds for the production of income or; (C) investing in bonds, debentures or other
evidences of indebtedness on which payment of principa or interest isin defaullt.

In the United States and Canada detailed rules with regard to the investment of company assets
have been replaced by an approach that places the onus on the Board of Directors for investing the
company’s funds in a prudent manner.  Even in these jurisdictions, however, certain broad investment
limitationsare retained for certain categories of investmentsthat are seen asposing higher than averageris,
for example red estate and common stocks.  Importantly, related party investments have been largely
prohibited in Canada and for those that are not prohibited, a special committee of the Board of Directors
must satisfy itsdf that the transaction isin the interest of the indtitution and that it is taking place a norma

market rates.

4.3 Power s of the Supervisor

The provisons relating to the powers of the Superintendent of Life Insurancein the Jamaican Act aeaso

inadequate. Although the Act in Section 47 gives the Superintendent the power to require an insurer to
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provideinformation relating to the business of the company, the satuteis silent on interim pendtiesfor non
compliance. Inthisregard, the Superintendent cannot pendize companiesthat do not submit these returns
when they fal due.

Another shortcoming of the legidative framework is that the Superintendent does not possess
operationa independence. In fact, Provison 49 of the Act stipulates that in the event that the Supervisor
wishes to acquire pertinent information that was not provided by the insurer, the Supervisor must seek the
intervention of a Justice of the Peace (JP). The JP would intervene by issuing a warrant to a constable
permitting a search of the insurer’s place of busness.

Y et another deficiency relatesto the absence of aprovison that empowers the Supervisor to give
directivesto an insurer, or take control of the insurer if thisisnecessary to addressfinancid or operationd
problems. In Trinidad, the Life Insurance Act grants the insurance supervisor the power to gppoint an
actuary to investigate the financid pogtion of the company if it appears that the company has faled to
comply with the requirements of the Act, and it is necessary to protect policy holders. The Supervisor dso
has the power to dipulate that a company refrains from making investments of a specified class or
description, as well as mandate that the company prepares and submits financial statements with grester
frequency.

Coupled with the week legidative framework within which life insurance companies continued to
operate in Jamaica was the inadequate supervison provided by the Office of the Superintendent of

Insurance. Thissupervisory body ismandated to monitor the operationsof theindustry, so asto ensurethat
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the companiesremain solvent, viable and that their operations arewithin the ambit of the Life Insurance Act
and Regulations. However, the Superintendent of Insurance does not have at his disposal adequate
supervisory measuresto bring about timely corrective action when there areregulatory violations, or where
policyholders are threatened in anyway. These deficiencies in both the regulatory and supervisory
framework dlowed for the imprudent management of companies and the consequent liquidity crigs that

emerged.

. MONETARY MANAGEMENT

While banking ingtitutions are the only set of ingtitutions under law that has accessto liquidity from
the Bank of Jamaica, therelated party loans by theseingtitutionsto their insurance affiliates created adirect
link between the problemsin the insurance sector and the Bank of Jamaica. Theinability of the intervened
companies to generate timely cash flow to honour obligations|ed to default on loan repaymentsto affiliated
commercid banks This had a negative impact on the banks' liquidity, earnings and hence profitability.
Conseguently, there were runs on at least two commercid banks that were percelved to beinsolvent. The
ggnificant withdrawa of deposits from these indtitutionsthreatened to disrupt the efficient functioning of the
financid system.

In this context, the Bank of Jamaica, as lender of last resort, provided liquidity support to weak
commercid banks. This assstance was inclugive of two banks, which up to 1997 were dffiliates of life

insurance companies. At theend of March 1997, the Centrd Bank'’ sliquidity support to wesk commercid
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banks amounted to $11.8 billion, whilecredit from theseinditutionsto their lifeinsurance affiliatesamounted
to $4.1 billion.

The extension of credit, ashift in peoples investment portfolio from non-bank instrumentstoward
more liquid short-term bank depostsand aflight to quality by depositors created achalengefor monetary
policy. The Central Bank, while providing liquidity support to weak inditutions, grappled with increased
open market operations as it absorbed the excess liquidity from the sound ingtitutions that benefited from
depositors flight to qudity. Of sgnificance money supply (M3) grew by $12.2 billion or 18.3 per cent
between September 1996 and March 1997, relative to agrowth of 5.5 per cent during the corresponding
period of fiscd year 1995/ 96. This expansion in money supply increased demand pressuresintheforeign
exchange market, which threstened stability in the exchange rate.

As a reault the Centrd Bank’s intendfication of open market activities the stock of Reverse
Repurchase Agreements increased to $20.0 hillion at the end of March 1997 from $16.2 hillion in
September 1996. The tightening of monetary policy was successful in lowering inflationary expectations.
However, thiswas achieved at increased operationa cost to the Central Bank.

In March 1997, FINSAC provided the Central Bank with securitiesamounting to $11.2 billionin
settlement of theliquidity support that the Bank of Jamaica had extended to financid ingtitutions. Securities
received from FINSAC a thetime of the exchange, accounted for gpproximeately 29 percent of theBank’s
gock of local securities. Since then, with compounded capitdization of interest and the acquisition of
additiond securitiesfor overdraft incurred by acommercid bank, the siock of FINSAC securitiesincreased
to $19.4 billion at the end of December 1998. Consequently, theratio of FINSAC securitiesto BOJ stota

stock of local securities grew to 36.3 percent. The Bank has been constrained in the amount of cash profit
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that it generates because of the non-receipt of interest income on these FINSAC securities.

6. CONCLUSION AND RECOMMENDATION

During theearly 1990sthe Jamaican lifeinsurance industry was characterized by abuild up of short-
term liabilitiesand the concentration of assetsinto red estate and related companies. Theindustry wasfound
to be highly overexposed to red edtate assets, with the intervened companies being chronicaly
overexposed, both relative to the non-intervened indtitutions and relative to normative benchmarks. The
performance of the non-intervened indtitutionsreflected thefact that these entitieswere more conservativein
thelr investment strategies. With the adoption of stabilization measuresto reduceinflation, therewasadow
down in the value of the red estate and equities markets that necesstated arevauation of the companies
asts. This revaduation contributed to undermining the profitability of the industry. The mgor companies
were forced to write off substantia losses againgt capitd making the entities insolvent. Beyond this,
deficiencies in both the regulatory and supervisory framework that govern life insurance companies in
Jamaica gpparently provided the basis for the imprudent management of some companies and the
consequent liquidity crigsthat emerged.

While banking indtitutions are the only set of ingtitutions under law that has accessto liquidity from
the Bank of Jamaica, therelated party loans by theseingtitutionsto their insurance affiliates created adirect
link between the problemsin the insurance sector and the Bank of Jamaica. The Central Bank’ ssupport to
the system amounted to J$11.8 billion, approximately 5.0 percent of GDP. This support spearheaded the
gppearance of FINSAC bonds on the Centra Bank’ s ba ance sheet, which in the medium term may have
implications for its own profitability.
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To avoid arecurrence of the problemsthat surfaced in the industry, thereis need for an effective legidative
and supervisory framework that can ensurethe protection of policyholdersand safeguard againgt futurefdll
out. Reforms must pay attention to key areas that were circumvented. These include the following:

1. Prudentid requirementsthat stipulate portfolio guidelines, detalling limitson clearly defined permissble
activities and specifying risk based capita requirementsin kegping with international standards.

2. Standards of good governance, which require auditors to adhere to accounting principlesthat arein
keeping with internationa stlandards and safeguard againg sharp revauation of assetswhich canhavea
ddeterious impact on the viability of companies. In addition, these standards should encourage
trangparency in the companies operations and place more respongbility on boards of directors and
management for ensuring that thar inditutions are operated in accordance with standards of sound
business and financid practice.

3. A supervisory framework that fosters efficiency, ensures the necessary funding for the Supervisory
Authority and promotes consolidated supervision as ameans of diminaing regulatory arbitrage. The
framework should stipul ate adequiate supervisory measuresto bring about timely corrective action when
insurers fal to meet prudentia requirements (for example Cease and Desist Orders and Directions),
when there are regulatory volations, and where concerns as to safety and soundness exist. The
Supervisory Authority must dso have the power to establish criteriafor reviewing mgor acquisitionsor
investments by a life insurance company and ensuring that corporate affiliations or structures do not
expose the insurer to undue risk. Further, the Supervisory Authority should be required to conduct an
examination of every insurer a least once every year but have regular contact with the insurer’s

management and a thorough understanding of the indtitution’s operations.
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Within aproper regulatory framework the Jamaican Life Insurance industry can function
efficiently, subject to reasonable prudentid standards of supervision. It isenvisaged that the supervision of
the industry should be greetly enhanced in light of the establishment of the Financia Services Commission,
an umbrella organization, mandated to ensure the harmonization of legidation across the financia sector.
The pursuit of policies which foster the establishment of an efficient and stable life insurance industry will
continue to be critica given the role of the indudtry in facilitating the accumulation of long term savings.
Stability in the industry will undoubtedly provide scope for the Central Bank to reduceitsrole aslender of

last resort and focus on the primary objective of price stahility.

24



APPENDIX 1

25



Table 1

Selective Economic Indicators

1991 1992 1993 | 1994 | 1995 | 1996 1997 1998
Growth in GDP 0.9 1.6 1.7 11 0.7 (1.3 (2.0 (0.5)
Inflation rate (point-to-
point) 80.2 40.2 301 | 269 | 255 15.8 9.2 7.9
M2 growth rate 54.6 59.3 399 | 36.6 | 385 15.4 12.6 7.3
30 day rateson BOJ
instruments 447 25.5 466 | 282 | 415 27.0 29.0 22.0
Commercia Bank AW
Loan Rate® 34.0 46.0 496 | 458 | 48.6 42.2 35.0 33.0
Commercia Bank AW
Deposit Rate" 275 23.0 398 | 279 | 26.2 20.8 14.1 15.5
Growth rate in Private
Sector Credit* 394 22.4 689 | 243 | 51.9 25.3 (14.7) (16.9)
Exchange Rete e.0.p 20.9 2220 | 32.70 | 33.37 | 39.80 | 35.03 36.59 37.16
NIR (US$mn.) e.o.p. (443.0) (67.4) 51.1 | 398.6 | 418.6 | 694.9 540.0 579.4

Source: Bank of Jamaica & Statistical Institute of Jamaica

* : Vauesfor 1997 and 1998 reflect the purchase of non-performing loans by FINSAC. Without FINSAC' sintervention the

vaues would have been 14.7 and 1.3 respectively.

6 Average weighted rates as at the end of the period.
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Table2
Invested Assets Of Life Insurance Companies.

(E.O.P)
1990 1991 1992 1993 1994 1995 1996 1997 Avg.
(J$Mn)
Real Estate 1,241.1 | 3,541.4 | 4,011.4 | 5,388.4 | 8,006.2 | 9,218.0 | 9,497.5 | 8,756.1 | 6,207.5
Mortgages 264.8 435.6 442.7 676.3 533.9 599.3 455.0 458.3 483.2
Policy Loans 204.8 220.9 265.5 307.9 344.5 380.6 463.1 483.3 333.8
Common
Stock(1) 499.6 1,353.4 | 6,874.0 | 2,366.0 | 2,759.4 | 2,645.1 | 9,005.8 | 1,796.4 | 3,412.5
Govt. Sec. 319.1 326.9 453.3 551.1 710.1 842.4 | 1,437.7 | 3,914.1 | 1,069.3
Deposits 251.7 216.0 | 1,222.2 | 1,088.9 | 1,666.9 | 2,344.9 | 2,285.8 | 2,274.5 | 1,418.9
Debentures 95.9 120.2 189.6 273.7 57.2 403.6 532.7 349.7 252.8
Affiliates 305.1 204.3 | 3,759.2 | 8,304.8 | 8,606.9 |10,321.2 | 5,139.8 | 2,728.8 | 4,921.3
Total 3,182.1 | 6,418.7 [ 17,217.9 | 18,957.1| 22,685.1| 26,755.1 [ 28,817.4 | 20,761.2| 18,099.3
1990 | 1001 | 1992 | 1993 | 1904 | 1995 | 1996 | 1997 | Avg.
Growth Rate (%)
Real Estate - 185.3 13.3 34.3 48.6 15.1 3.0 -7.8 41.7
Mortgages - 64.5 1.6 52.8 -21.1 12.2 -24.1 0.7 12.4
Policy Loans - 7.9 20.2 16.0 11.9 10.5 21.7 4.4 13.2
Common
Stock(1) - 170.9 407.9 -65.6 16.6 4.1 240.5 -80.1 98.0
Govt. Sec. - 2.4 38.7 21.6 28.9 18.6 70.7 172.2 50.4
Deposits - -14.2 465.8 -10.9 53.1 40.7 -2.5 -0.5 75.9
Debentures - 25.3 57.7 44.4 -79.1 605.6 32.0 -34.4 93.1
Affiliates - -33.0 1,740.0 | 120.9 3.6 19.9 -50.2 -46.9 250.6
Total - 101.7 168.2 10.1 19.7 17.9 7.7 -28.0 42.5
1990 1991 1992 1993 | 1994 1995 1996 1997 Avg.
Contribution (%)
Real Estate 39.0 55.2 23.3 28.4 35.3 34.5 33.0 42.2 36.3
Mortgages 8.3 6.8 2.6 3.6 2.4 2.2 1.6 2.2 3.7
Policy Loans 6.4 3.4 1.5 1.6 1.5 1.4 1.6 2.3 2.5
Common
Stock 15.7 21.1 39.9 12.5 12.2 9.9 31.3 8.7 18.9
Govt. Sec. 10.0 5.1 2.6 2.9 3.1 3.1 5.0 18.9 6.3
Deposits 7.9 3.4 7.1 5.7 7.3 8.8 7.9 11.0 7.4
Debentures 3.0 1.9 1.1 1.4 0.3 1.5 1.8 1.7 1.6
Affiliates 9.6 3.2 21.8 43.8 37.9 38.6 17.8 13.1 23.2

27




Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Table3
Liabilitiesof Life Insurance Companies
1990 - 1998
Life insurance & Other Total
Annuity Reserves Liabilities Liabilities
J$SMN
1990 1,331 1,706 3,037
1991 2,079 3,664 5,743
1992 4,217 7,444 11,661
1993 6,598 8,859 15,457
1994 9,054 12,454 21,508
1995 10,814 15,842 26,657
1996 12,649 25,966 38,615
1997 10,420 35,243 45,663
1998 9,533 39,634 49,167
Growth Rate (%)
1990 - - -
1991 56.2 114.8 89.1
1992 102.9 103.1 103.0
1993 56.5 19.0 325
1994 37.2 40.6 39.1
1995 19.4 35.2 38.6
1996 17.0 54.2 29.6
1997 -17.6 35.7 18.3
1998 -8.5 12.5 7.7
Avg. 32.9 51.9 44,7
% Contribution
1990 43.8 56.2 100.0
1991 36.2 63.8 100.0
1992 36.2 63.8 100.0
1993 42.7 57.3 100.0
1994 42.1 47.9 100.0
1995 39.1 50.9 100.0
1996 32.8 67.2 100.0
1997 22.8 77.2 100.0
1998 19.4 80.6 100.0
Avg. 35.0 65.0 100.0
Source: FINSAC

Note: Other Liabilities are comprised of loans and policyholders' funds
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Table4

Breakdown of Lifelnsurance Companies|ncome,

1990 — 1998
Date Net Premiums Net Investment Other Total
Income Income Revenue Revenue
J$mn
1990 4509 188.6 80.6 720.1
1991 7225 259.1 161.1 1,142.8
1992 2,601.6 854.3 470.2 3,926.2
1993 5117.8 4754 7229 6,316.1
1994 7,928.0 2,791.9 480.3 11,200.2
1995 7,721.5 1,082.2 3440 9,147.7
1996 5,336.7 37187 197.3 9,252.7
1997 5,100.2 3,220.0 184.9 8,505.1
1998 4,850.0 1,500.0 155.0 6,505.0
Growth Rate (%)
1990 - - - -
1991 60.2 374 9299 58.7
1992 260.1 2297 191.8 2436
1993 96.7 -44.4 537 60.9
1994 549 487.3 -336 773
1995 -2.6 -61.2 -284 -18.3
1996 -309 2436 427 11
1997 -4.4 -134 -6.3 -8.1
1998 -49 -534 -16.2 -235
% Contribution
1990 62.6 26.2 11.2 100.0
1991 63.2 27 14.1 100.0
1992 66.3 21.8 120 100.0
1993 810 75 114 100.0
1994 70.8 249 4.3 100.0
1995 844 118 38 100.0
1996 57.7 40.2 21 100.0
1997 60.0 379 22 100.0
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1998 74.6 231 24 100.0

Source: FINSAC and author’s computation

Table 5
The Expenditure of Life Insurance Companies
1990 - 1998
Interest Taxes Other Total
Expense Expenses Expenses

(J$Mn.)
1990 5.0 4.7 575.8 585.5
1991 13.9 15.0 937.9 966.8
1992 60.4 32.0 2,911.8 3,004.1
1993 64.0 41.2 4,309.9 4,415.0
1994 126.3 118.2 10,522.8 10,767.3
1995 423.6 55.9 7,724.9 8,204.3
1996 3,579.3 100.4 14,733.4 18,413.1
1997 5,231.2 103.0 13,777.0 19,111.2
1998 4,338.1 75.7 8,799.1 13,212.9

Growth Rate (%)
1990 - - - -
1991 177.0 220.9 62.9 65.1
1992 335.6 113.3 210.5 210.7
1993 5.9 28.7 48.0 47.0
1994 97.4 187.1 144.2 143.9
1995 235.2 -52.7 -26.6 -23.8
1996 745.0 79.6 90.7 124.4
1997 46.2 2.7 -6.5 3.8
1998 -17.1 -26.6 -36.1 -30.9

Contribution (%)
1990 0.9 0.8 98.3 100.0
1991 1.4 1.6 97.0 100.0
1992 2.0 1.1 96.9 100.0
1993 1.4 0.9 97.6 100.0
1994 1.2 1.1 97.7 100.0
1995 5.2 0.7 94.2 100.0
1996 194 0.5 80.0 100.0
1997 27.4 0.5 72.1 100.0
1998 32.8 0.6 66.6 100.0

Source: FINSAC



Note: Other Expenses is comprised of claims, administrative costs
& commission.
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Evolution of the Jamaican Life Insurance Industry

1990 - 1998
1990 1995 1998
No. of Institutions 9 11 10
Names of Institutions -American Life Insurance -Caribbean American Life | -Crown Eagle Life Insurance
Co. Assurance Co. Co.
-Crown Eagle Life -Crown Eagle Life -Cuna Mutual Insurance
Insurance Co. Insurance Co. Society
-CunaMutual Insurance -Cuna Mutual Insurance | -Dyoll Life Insurance
Society Society Co.

-Dyall Life Insurance Co.

-First Life Insurance Co.

-JamaicaMutua Life
Assurance Society

-Life of JamaicaLtd.

-NCB Insurance Services
Ltd.

-Island Life Insurance Co.

-Dyoll Life Insurance Co.
-First Life Insurance Co.
-Horizon Life Insurance Co.
-Island Life Insurance Co.
-Jamaica Mutual Life
Assurance Society

Life of JamaicaLtd.

NCB Insurance ServicesLtd.

Prime Life Assurance Co.

-First Life Insurance Co.

-Island Life Insurance Co.

-JamaicaMutual Life Assur.

Lifeof JamaicalLtd

NCB Insurance Services Ltd.

Prime Life Assurance Co.

Scotia Jamaica Life Insurance
Co. Ltd
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Selected Entitieswithin the
Jamaican Financial Sector: 1990 - 1998

1990 1995 1998

Commercial Banks

No. of

institutions 11 11 9
No. of

Branches 170 188 160

M erchant Banks

No. of

ingitutions 21 25 13

Building Societies

No. of

ingtitutions 6 15 8




EARLY WARNING INDICATORS

At the onset of the restructuring programme, FINSAC utilized a number of ratios to evauate the
performance of the companiesthat had been operating in the lifeinsuranceindustry during the period 1990
—1997. Theseratios arethe result of research into early warning procedures conducted by Office of the
Superintendent of Financid Ingtitutions (OSFI) in Canada and the Nationd Association of Life insurance
Commissioners (NAIC) in the U.SA. Whilsgt the caculation of theratios is generdly homogeneous, the
benchmark for each retio differs dightly acrossjurisdictions and is constantly reviewed by each regulator.

CALCULATION OF RATIOS
1. Investment in Real Estate

= Investment in Real Estate x 100
Capitd and Surplus

2. Liquidity

= Liquid Assets x 100
Totd Liabilities

3. Earnings Ratio

= Net Income x 100
Capitd & Surplus

4. Solvency Ratio



= Capitd & Surplusx 100
Liahilities
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