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Presenter
Presentation Notes
Ziling to introduce the working party and himself:

“I am the chair of this working party. Our working party was founded September last year. 

“We have eleven people in the working party. Our members are from different companies and industry backgrounds. Hopefully you can recognise someone you know in this members list on the right hand side!

“The work presented here is based on our desktop research, historical data analysis as well as a Survey to Chief Actuaries that we did earlier this year.

“Now let me briefly introduce myself. I am the Head of ALM at Lombard Odier Investment Management. My job is about designing optimised balance sheet solutions for insurance and pension schemes under different regulatory regimes – such as Solvency II, RBC, SST, C-ROSS, and etc. This puts me in a suitable position to compare some of the issues we are faced with in the UK against other parts of the world.“
 

Burcin and Jignesh to introduce themselves
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Presenter
Presentation Notes
Ziling to present:

“Our original intent was to focus on just two aspects: Solvency II regulations and interest rates; but we soon realised the importance of a wider scope of things, including product innovation, pensions reform, Brexit, asset management practices, and even the imbalanced distribution of social wealth, to name a few, because these issues combined are at least as important, if not more, than the two factors that we initial considered. 

“We will present our thoughts on these points in the order shown here. It should be noted that we do not present ourselves as already knowing all (or even the majority) of the answers. Rather we try to identify problematic areas and invite wider, collective thoughts from you. 

“We therefore very much welcome participation from you, and will stop and ask for your views during our presentation. You are very welcome to interrupt us and throw a question!
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Presentation Notes
Ziling to present:



The Solvency Il and Economic Environment Consumer Impact Working
Party was formed in late 2016. Members are from a diverse background —
consultancy, life insurance, asset management and pension schemes.

The aim of the working party is to:

Investigate the impacts of Solvency Il regulations and the current (low)
Interest rate environment on insurance contract design and pricing, and
customer access to life insurance products

Investigate whether the current post-financial crisis low interest rate
environment is causing changes in the way consumers evaluate
products that meet their needs

The working party used a combination of desktop analysis, group
discussion and the results of a survey carried out to achieve its aims.
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Presentation Notes
Ziling to present:

“The key word here is “consumers”: we wanted to investigate, both quantitatively and qualitatively, how ordinary consumers have been affected by the recent development of various regulatory and economic factors. 

“This makes us unique, in terms of: 
subject of concern being consumers, not companies or regulators; and
focus of research being individual’s daily protection and savings needs, rather than some product, metrics or actuarial theory

“This should make our analysis inherently closer to the general public. However, a counter-argument we heard is that all the work shown in was still performed by actuaries, a.k.a. non-consumers. We are working hard on this! We believe, for instance, it might be possible to initiate a consumer forum of some form, where we can collect genuine consumer feedbacks without actuaries’ influences. 

“During the course of our research, we were able to provide opinions to the PRA and the Treasury Committee on a range of issues, together with other working parties.
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Our Questionnaire was emailed by the IFoA to 31 UK life insurers/groups

Of these 31 firms, 27 provided responses to some or all of the questions.

Large Medium Small
Premium Income > £1bn £500m - £1bn < £500m
Assets > £10bn £5bn - £10bn < £5bn
Responses 8 2 15

Standard Full or partial

Formula internal model
18 8
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Presentation Notes
Jignesh to present:
We sent a survey containing 51 questions to chief actuaries/AFHs of 31 UK-based life insurance companies in March 2017.
27 firms provided responses to some or all of the questions, however relatively few responses were received on some of the key questions.
We therefore need to be careful not to draw firm conclusions from the results of the survey, however, we have used its results along with our experience across the working party to infer some key themes.
This slide showed that the survey was sent to a good mix of firms – large and small, internal model and SF

You may want to highlight the poor response rates for medium sized companies and point out that if we want to do effective lobbying the industry needs to act in a more collaborative manner. 


Market risk 1 4 6 7 8 10 11 12

Interest Rate v v v v v v () v v vV 12
Inflation 4 4 v v v 4 6
Spread v v v v v @ v v v v v 1
Currency v v v v v v v v 8
Property v @ v v v @ v v 4 v 10
Equity v v v v v v v v 8
Concentration 4 v v 4 v v

Other risks include implied volatilities and counterparty default
Interest rate, spread and property risk were noted as having materially
higher capital under Solvency Il than ICAS by 4 firms (circled red ticks).
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Presentation Notes
Jignesh to present: (Keep it brief – focus on third paragraph)

The largest respondents tend to be internal model companies, and their focus is often on the modelling of insurance risks, which are the most material risks to their balance sheets. 

12 firms provided data on market risk exposures. All were exposed to interest rate risk (as expected). Only 10 were exposed to spread risk, so 1 firm has no exposure to corporate bonds or similar; all its fixed interest (and linked) assets are gilts. It is a bit surprising that more of these 11 firms are exposed to property risk than to equity risk, however this might be explained by annuity writers taking on property risk exposures through investing in equity release mortgages. 

5 firms provided data on which individual market risks required significantly more capital for SII compared to S1, relating to 4 risks – interest rate (1) spread (1) property (2) and other (2) (though this might have been 2 different “other” risks). So of the 5 firms, 4 reported a significant increase for only 1 risk and 1 firm reported 2 risks – this is interesting because we may have expected firms using SF to report significant increases for the same risks. But we  only have a small sample of 5! This may be due to respondents not being forthcoming with this information.

Companies tend to add implied volatilities of equities and interest rates to their internal models.


Life and health risk 1 10 11 12 Total
Longevity risk v v v () v v (V) 7
Mortality risk v v oV v v v v v 8
Proportions married risk v v v v 4
Disability / Morbidity risk v v v 4
Lapse risk v v v v @ v v @ 8
Expenses v v v v v v v v v v v 11
Revision v v

Catastrophe v v v v v v

Longevity and lapse risk were noted as being materially higher under
Solvency Il than ICAS for 2 firms

Some mid-sized providers stated that counterparty default risk is
materially higher under Solvency 2 than under ICA.
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Presentation Notes
Jignesh to present – (keep it brief):

10 out of 11 respondents who answered this question are exposed to expense risk; and expenses under Solvency 2 have increased. 

Some companies use standard formula for their old with profit business and their overseas business (where the development costs do not justify the internal model upgrade). 



Sl impact on companies’ solvency positions

Q: We asked insurers to rank the value of net assets in order of size for
Solvency | Pillar I, Solvency | Pillar Il and Solvency Il, before and after
taking into account transitional adjustments

A:

« Solvency I Pillar Il ranked highest by the most number of firms both
before and after transitionals

« Solvency I Pillar | was ranked lowest by all firms before transitionals
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Presentation Notes
Jignesh to present – (keep it brief):

We assess net asset value to be a critical measure of a company’s solvency position.

The analysis shows that business written after 31/12/2016 (so not subject to transitional deductions) is on average in the same solvency position under SII than it would have been under SI meeting the higher of the pillar 1 and pillar 2 requirements. Whereas for business written prior to 1/1/2016 the solvency position was more favourable, on average, under SII than under Solvency 1.

As next steps we would like to look into the quality of capital. It is intereting to note that the extent of UK life companies benefitting from LAC DT T3 



Sll Impact on companies’ policy writing
capacity

Q: We asked insurers to comment on the impact of Solvency Il on their
policy writing capacities and whether it has brought new opportunities or
caused products to be discontinued.

A:

Solvency Il is not a major game changer

Greater flexibility in investment risk and diversification
Linking of bonuses to risk exposures is good practice (more risk integration)
Negative impacts include:

Liabilities for long-term life products with guarantees have increased
Additional reporting and capital requirement

Life and health risks are more onerous, particularly in terms of meeting the matching adjustment
qualifying requirements

The risk-free rate caused strains on with-profit types removed by changing product terms
Risk margin caused increased capital requirement for annuities

No surprises in terms of negative impacts?
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Presentation Notes
Jignesh to present – (keep it brief):

Companies generally do not believe Solvency II caused any particular product lines to discontinue, or alter their policy writing capacities materially. 
One company quoted that Solvency II has brought “greater flexibility in investment risk and diversification (more risk integration)”.
The linking of bonuses to risk exposures is also seen as a strong point of Solvency II compared to Solvency I. 

Negative impacts include:
Liabilities for long-term life investment products have generally increased
Additional reporting and capital requirement
Life and health risks are more onerous, particularly in terms of meeting the matching adjustment qualifying requirements
The risk-free rate caused strains on with-profit types removed by changing product terms
Risk margin caused increased capital requirement for annuity providers

The negative impacts quoted are generally within our expectations.

Although companies do not believe SII being a game changer, given that a number of life companies had withdrawn from the annuity market is worthwhile to conisder which we will address shortly
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Sl impact on development and maintenance
COosts

Q. We asked whether the maintenance and running costs of Sll valuation and capital
models are expected to be higher, about the same or lower compared to those for Sl.

A: Of the 31 respondents, 9 answered this question.
» 8 thought costs would go up, whilst 1 thought they would be about the same

» Larger companies have spent very large amounts on development Sll valuation
and reporting systems. We believe the largest companies spent in the region of
hundreds of millions. One mid-sized life company gave an explicit estimate of £15m

« At the other end of the spectrum, several smaller companies stated that they spent
between £300k and £500k only

» One large company and one mid-sized provider stated their maintenance costs are
25% higher under Sl than SlI, whilst an annuity provider stated their costs have
doubled

« But there are companies that experienced a relatively small rise in maintenance
costs, from £70k to £1m~£2m higher per annum.
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Presentation Notes
Jignesh to present:

We asked whether the maintenance and running costs of SII valuation and capital models are expected to be higher, about the same or lower compared to those for SI. 

Of the 31 respondents, 9 answered this question. 
8 companies thought that costs would go up, whilst 1 thought they would be about the same

Development costs:
Larger companies have spent very large amounts on development of SII valuation and reporting systems. We believe the largest companies spent in the region of hundreds of millions. One mid-sized life company gave an explicit estimate of £15m
At the other end of the spectrum, several smaller companies stated that they spent between £300k and £500k only

Maintenance costs:
One large composite company and one mid-sized provider stated their maintenance costs are 25% higher under SII than SI, whilst an annuity provider stated their costs have doubled
But there are companies that experienced a relatively small rise in maintenance costs, from £70k to £1m~£2m higher per annum.

There is still some level of on-going transitional/transformational activity and we expect the costs to settle in the coming year.

The maintenance costs are likely to be impacted  by the way PRA will approve future model developments, MA eligibility in a post-Brexit environment

We then asked about the potential impacts on the consumer from these changes. (Move to next slide)


Sl impact on development and maintenance
COosts

Q. We asked whether the charge to policies (where made) for maintaining and running
these SllI systems would be increased to recoup some or all of the development costs.

A.

« Of the 31 respondents, 8 answered this question. 5 insurers answered "no" to
recouping costs from policy charges, 2 answered "yes" and 1 answered "not sure"

« One company stated that their charges to asset share would increase by 3%~5%
because of the risen costs

* Only a few companies continue to operate separate economic capital models from
Sll. For the other companies, running a single Sll system seems to suffice.
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Presentation Notes
Jignesh to present:

We asked whether the charge to policies (where made) for maintaining and running these SII systems would be increased to recoup some or all of the development costs. 
Of the 31 respondents, 8 answered this question. 5 insurers answered "no" to recouping costs from policy charges, 2 answered "yes" and 1 answered "not sure".
One company stated that their charges to asset share would increase by 3%~5% because of the risen costs. 
Only a few companies continue to operate separate economic capital models from SII. For the other companies, running a single SII system seems to suffice.

This suggests that most companies are planning to absorb the increased running costs rather than pass them onto policyholders.

We wonder if insurers are looking at other levers to maintain profitability, e.g. reduce other overheads, capital optimisation activity, look at strength of valuation/pricing basis, etc.? There has also been an uptake in deals activity in the life insurance sector in recent months, and this may be indicative of the fact that some firms aren’t as profitable as they used to be post-SII.



Insurers’ perceptions of Sll impact on
consumer value

Some of the benefits of Sl listed by insurers includes:
— Greater degree of professionalism
— A more realistic reporting regime
— Encouraging more matching and responsive investment mix
— More risk integration to the operational process
— Diversification of investments

— Boost investment to infrastructure and other long-term asset classes

However, some mid-to-large providers and large composites, who spent
considerable amounts on SlI, tend not to perceive Sll as “Value-for-money” one way
or the other:

— Adds value for consumers but not to shareholders

— Raised risk awareness for management, but brings no significant consumer value

Other companies that have not spent much think that:

— Costs not substantial but neither are benefits.
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Presentation Notes
Jignesh to present:

We asked insurers their perceptions of the Impact SII has had on consumer value.

Some of the benefits of SII listed by insurers includes:
Greater degree of professionalism
A more realistic reporting regime
Encouraging more matching and responsive investment mix
More risk integration to the operational process
Diversification of investments 
Boost investment to infrastructure and other long-term asset classes
However, some mid-to-large providers and large composites, who spent considerable amounts on SII, tend not to perceive SII as “Value-for-money”. They think it:
Adds value for consumers but not shareholders
Raised risk awareness for management, but brings no significant consumer value
Other companies that have not spent much think that:
Costs not substantial but neither are benefits. 

In summary, firms generally believe that SII has helped to improve consumer security and perhaps encourage a better investment mix for policyholder funds, however, they did not believe that consumer value or the way in which insurers are able to meet consumer needs has improved. 

So, mixed messages really – if SII is deemed to be good for the customer it should be good for the industry specifically if you think about the bad publicity we had in the past.

Also, some firms do not believe the costs has justified the benefits.



Insurers’ wish list for Sll changes

«  When asked what changes they would like to see made to Sll, companies quoted
several items:

Matching adjustment should be available to a wider category of products, including those that can be
surrendered as long as the surrender value does not exceed the asset share

Look-through requirements on unit-linked business add no value and should be weakened
Reconsideration of counterparty risk capital required for reinsurance

Less capital requirement for lifetime mortgages

Replace risk margin with something smaller and more stable

Remove complexity for simple business; look through has no value

Better calculation of operational risk capital in SF and better calculation of morbidity risk capital

Simplify transitional measures, reset process, and Matching adjustment should be easier

* No surprises here!
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Presentation Notes
Jignesh to present:

We asked insurers what they would like to see changing under SII:
Matching adjustment should be available to a wider category of products, including those that can be surrendered as long as the surrender value does not exceed the asset share
Look-through requirements on unit-linked business add no value and should be weakened
Reconsideration of counterparty risk capital required for reinsurance
Less capital requirement for lifetime mortgages.
Replace risk margin with something smaller and more stable
Remove complexity for simple business; look through has no value
Better calculation of operational risk capital in SF and better calculation of morbidity risk capital.
Simplify transitional measures, reset process, and Matching adjustment should be easier.

All of these will clearly help to improve the balance sheet of insurers, which will help to improve the solvency coverage for consumers. A less capital constrained company may be more willing to invest in the development of new propositions/technology to meet consumer needs. There is also the possibility that certain insurance products, which are disadvantaged under SII (e.g. annuities, ERM) would again become attractive for insurers to sell if these changes were made. These products meet an important consumer need, so relaxing the rules in these areas could be beneficial. The survey results don’t allow us to infer in what way these changes would help to improve new product innovation and how insurers are adapting product development to continue to meet consumer needs in a post-SII environment. We have therefore considered alternative sources and cover our views on these topics in later slides.

[Invite comments from audience] – At this point I would like to pause to see if anybody has questions or observations on the slides you’ve seen so far. I’d particularly be interested to hear your views on the SII impact on consumer value and if any of your companies have seen SII as an opportunity to enhance consumer value, or if you mainly see it is a burden.
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Burçin to present:

Now we extend our discussion from our survey results to the following sections on product innovation,  specifically around annuity and pensions reform

Although Solvency 2 has stolen the headlines, demand for retirement and savings products have also been affected by changes in Government policy and competition from asset managers
Social security, tax advanatages and other factors such as RDR have impacted the marketplace and the demand from consumers even before SII came to life.
The fall in annuity rates have been associated with falling gilt/swap rates
And finally, Brexit is introducing a considerable amount of uncertainty, perhaps going against the spirit of Solvency 2, which is a uniform insurance market across Europe 

Companies have been quick to prefer some products over others in response to such external factors, so we have researched the impact on product offerings in the market in recent years. We then go on to consider the specific impacts on consumers from annuity rate trends, pensions reform, Brexit and the low interest rate environment. Overall, it seems that there is work in progress for companies



Annuity market in the UK now less than a third compared to its peak in 2012
Annuities are replaced with income drawdown solutions
Success of Flexible/Hybrid products yet to be seen, more can be done
Mortality-indexed annuities, older age annuities alternatives can be explored
Number of annuity players is reducing — bad for customers?

€ canadalife =V ‘EGON Legaﬁ

LIVERPOOL vlcronm General

Regulatory environment more supportive for product innovation in Europe

Where life savings products are sold as investment vehicles with tax
advantages used towards retirement

Increased focus on less capital intensive products such as hybrids or unit-linked

products with dynamic asset allocation (CPPI)

Challenge: Lower or no guarantees may not be favoured by customers/advisors

in certain markets.

P c=cenerau @ ZURICH
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Burcin to present:

UK
Lack of initiatives to capitalise on the flexibility of pensions freedom
Flexible income drawdown solutions seem to be the popular choice

Sales (£bn)						
 	 	               2012	               2013	               2014	               2015	               2016	      	  CAGR 2012 - 2016 
Annuity	                                        14.0 	                11.9 	                  7.0 	                  4.0 	                  4.4   	-25%
Income drawdown	                  1.0 	                  2.0 	                  2.3 	                  5.0 	                  6.8  	61%

The impact of  help to buy solutions such as Lifetime ISA is yet to be seen


Product innovation has somewhat been at the forefront in Continental Europe, especially in markets such as Italy, due to the way retirement savings is structured. Long-term life savings products have certain tax advantages making these products popular.

It was not uncommon to have attractive, high level of guarantees in the past. However, both the players and the Regulators are moving to very low or nil level of guarantees. For example, maximum interest rate guarantee has been reduced to 1.25% in 2015 from 1.75%. The average level of guarantee offered in the market is much lower. (I will need to the fact check this.)

The lower level of guarantee proposition is offset by ‘new traditional’ products such as those combine a unit-linked and traditional solution or index-linked products.

Dynamic asset allocation underpinning unit-linked products is popular in some markets, such as Switzerland
 
Aegon UK has referrals to L&G 
LV= offering income drawdown and fixed term annuities
I will talk more about what happened about the annuity market in the next slide


‘Some consolidation was to be expected due to the
lower demand and is not yet a sign of weakened
competition, though there is a risk of competition
weakening over time. We will continue to monitor this

market.’

Source: FCA Retirement Outcomes Review — Interim Report, July 2017
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To the audience: Can anybody guess what 7 represents?


Income drawdown products have become more popular due to both
demand and supply effects

The ‘Zero-Income’ Drawdown’ product

Insurers need to reposition their product offerings to make them more
attractive in the new environment

Companies are developing hybrid solutions to give flexibility to customers
Asset managers will be competitors in the income drawdown space

The extension of the accumulation phase in a flexible solution should mean
that customers can invest in risky assets with better expected returns

Advised market the way forward?
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Presentation Notes
Burcin to present:
Add notes

The last point should highlight the importance of financial advice, hence the next slide


Lamborghini pensioners?

Figure Z23; Most consumers saved or invested the withdrawn money,; a minority spent it
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Well we do not know whether pensioners are buying lamborghini’s but a less than a quarter is buying cars...


What happens after pensions?

Individual Savings Accounts
as of 31 August 2017

Cash ISA

46% Stocks &

Shares ISA
54%

Source: HM Revenue & Customs

* In general, customers withdrawing their pension pot prefer to put their
money into ISAs, savings and current accounts

« But which ISA for pensioners?

10 August 2018 INTERNAL
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Presentation Notes
Given the reference to current accounts as well, they may equally likely to place their money between Cash ISAs and Stocks & Shares ISAs
But we don’t know for certain


Can you guess the titles of the axis?

e -

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
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Can you guess the titles of the axis?

Annuity sales vs Annuity Rates
16

14

12
10 T~

£bn
(00]

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

—|Individual annuity sales —Annuity rates - Male 65 Single life, level

Source: ABI, William Burrows
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0.0%
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Question to the audience. Would the annuity market contracted if there were no pension freedoms?
Low interest rate environment
Higher SII capital requirements
Artificially high risk margin compounded due to low interest rates
Not being able to take credit for longevity reinsurance in risk margin
Onerous MA eligibility
Customers preferring drawdown instead of annuities



Will annuities make a comeback?

* Increase in interest rates in a reflationary environment

« Slowdown in longevity improvements observed in recent years indicating a
long-term trend, possibly in CMI12017 as well?

« DC market is expected grow to £1.7trn by 2030 from £340bn in 2015
« Launch of hybrid solutions giving customers flexibility
« Underwritten annuities — the way forward?

* An economic capital framework that supports the insurance industry for the
benefit of the customer.
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protection business
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Burcin to present:
Add notes


Why do companies prefer protection products?

inherently have healthy
Em underwriting margins

100

e Leading to short payback
periods and attractive

7 return on capital
g » Diversification benefit
= %97 between market risks and
g mortality/morbidity risks
5 helped in the SlII world

e Leveraging on reinsurers’

excess capacity and
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 expertise

Years ) )  Success of the protection
Source: Legal & General, Capital Markets Event, December 2016 riders in Asian markets,

leading to customer
stickiness.
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Burcin to present:
Start with stating the obvious: Protection is the foundation of why life companies exist in the first place
Favourable underwriting result due to the prudent margins built into the reserves
So good double digit margins leading to attractive ROC





Still early days to see how the customer propostion will evolve in the Sli
world

Contract boundaries may affect product designs, arguably providing
guaranteed rates and comprehensive coverage

Companies may feel comfortable pricing risks such as long-term care which
can be bundled with decumulation solutions

Similarly, reinsurance can provide capital efficiency in internal models whilst
taking on new risks

Develop long-term savings products with rider benefits based on
diversification between market and underwriting risks

Granular modelling of critical illness risks can be a catalyst to develop more
attractive propositions.

10 August 2018 INTERNAL 27


Presenter
Presentation Notes
Example for CI. Multiple CI products 
Talk about the US LTC experience 


Second line closer to the customer

* Input from the risk function into product development, customer propositions
« Conduct standards are the overarching principles

* Will see Key Risk Indicators (KRIs) as risk metrics

» Good way to demonstrate the value add of risk management

» Can be an essential part of Pillar I

* Overall, should lead to better customer experience.
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Talk about Wells Fargo’s APH target
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We asked companies which post-Brexit regulatory model they would like to operate
under, if not the current version of SlI:

Norway model: Full EEA membership, access to the single market, free
movement applies. Solvency Il will still apply but the UK cannot influence the
rules

Swiss model: European FTA membership, governed by a series of bilateral
agreements so an insurance specific sector agreement possible, free
movement applies. A similar but different regime (SST) applies and the UK
cannot influence the rules

Total exit from the EU: Different examples include joining the EU customs
union (no tariffs or quotas to goods exported to EU countries), WTO rules or
negotiate a special deal under free trade agreement

Or other models

Which option would be in the interests of UK customers?
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Ziling to present:
The Swiss model is a very interesting one and I have worked on it quite a lot myself, so I would like to talk about it a bit more.

The Swiss Solvency Test is broadly similar to Solvency II in several important aspects:
Based on economic principles and fair value accounting
Stress test approach for determining solvency capital 
Has a Standard Formula and an allowance for Internal Models

The differences are that SST is more simple and efficient, and is like an idealised version of Solvency II, which in my view, is mainly because of Switzerland being a small, unified country and there was no need for political compromise:
Sovereign bonds are also charged certain amount of credit risk SCR
The discount curve is government-bond based; the credit risk adjustment and UFR calculation are much simpler than Solvency II
There is no ‘matching adjustment’
Risk margin is calculated as an increase in the required capital – much simpler and less susceptible to interest rate risk than Solvency II
Capital is calibrated at a 99% level Expected Shortfall – the Swiss are obviously more optimistic and aiming at a 100 year survival horizon!
Equity stresses are differentiated across different markets and for particular markets they can be substantially lighter than under Solvency II

If the Swiss got their way with such a noticeably different system with more efficiency, and equivalent access to the EU, why can’t the UK?




Companies that operate in the EU:

Generally believe full equivalence with Sll should be maintained, but some
consider that some simplification and UK-specific allowances (e.g. easing of
the matching adjustment criteria) should be considered (provided that
equivalence can be maintained)

Almost all the answering respondents (6 out of 7) believe Brexit brings more
scope for tailoring the regulations to the UK, and potentially reducing the
difficult components

Are mostly worried about losing the equivalence status and passporting rights.
This seems to outweigh regulatory innovation intentions.
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Companies that do not operate in the EU:

Do not particularly worry about Sl equivalent status

Seem to have no intention to expand into the EU market by setting up subsidiaries in the
future

Seek simplifications to the existing regime and less onerous capital requirements

Interestingly, one life company believes “the ability of the PRA to hold
seemingly unchallengeable views should be curtailed”, and the success of
the UK insurance industry would “critically depend on attitude/desire of the
government to keep PRA in check”

This antipathy towards the PRA’s approaches is shared by another insurer,
who stated that “PRA are increasing reserving requirements for unit linked
and with-profits products by removing some elements of Sll they don't like”.
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In different regions of the world, local regulators have different level of grips on the local insurers and different level of interpretation of regulations. 
The PRA would be rather on the very strict end (maybe next only to the DNB?). It is said that Solvency II rules will be better adhered to by the post-Brexit UK than some continental European countries. This, coupled with the already-1-in-200 capital requirements of Solvency II, could potentially disadvantage UK companies in international competition. E.g. consider Asia-Pacific regions where only half as much effective capital requirements are made on growth assets, and where the local regulators are more willing to encourage insurers to invest in long-term infrastructure assets and pursue overseas acquisitions of strategic importance, in the form of one-off capital reliefs and favourable mid-to-long-term RBC adjustment factors. This is in contrast to the “capital add-on”s we are more familiar with in the UK. 

-If SII-type rules are still strictly enforced by the PRA post-Brexit, this could harm the competitiveness of UK insurers
Monoliners 
-This may mean only the strongest firms are able to complete, and smaller/niche providers are driven out of the market 
-This could harm consumer choice and potentially lead to less competitive pricing if we are left with a few big providers who are able to control prices 
-This could also limit new product innovation and the entry of new innovative providers since the costs of entry may be too high.




How consumers of long term savings
products may continue to weather the low
Interest rate environment

 Traditional long-only, “Default” investment option in your pension plan
might not suffice

« Select from a broader universe of investment managers and investable
asset classes, especially innovative solutions with higher expected returns
and a softer (but still valid) downside guarantee

— llliquidity premium earners that have close links to the real economy — private loans,
rental property, infrastructure debt, etc.

— Multi-asset strategies that apply discretionary asset allocation and dynamic leverage —
E.g. Standard Life’s GARS, Aviva’'s AIMS, LOIM’s All Roads, etc.

— Robotic asset managers powered by the latest Al technology (?)

« Plan life assuming a later retirement age (>677?).
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We have lived through a decade of <0.5% interest rate. Hindsight, this is horrifying for savers but terrific for borrowers.

Theoretically, given the same excess return, a low risk free rate will mean all asset classes’ returns are dragged down. 

Meanwhile, the volatilities of these assets do not necessarily reduce. Given the high valuation at the moment for both bonds and equities, they might actually present substantial downside risk for someone with a conventional 60 bonds/ 40 equities savings portfolio. 

The important question is then how to boost return while containing downside risk (everyone’s dream)

Retails investors do not enjoy institutional terms of market access and fees, but there are still things we can do, such as:
Identify illiquid investment opportunities that provide regular and decent yield
Identify unconventional investment strategies that have more built-in downside protection mechanism
Invest in innovative things that institutions do not have the risk appetite to invest in, but might prove superior in terms of risk/return efficiency (e.g. AI investment strategies; bitcoin??)

The final measure is to live a more frugal life, get on the property ladder as early as you can, and save for a longer life expectation. For most millennia this seems a harsh reality.





Implications for asset managers

Unconventional monetary policy, ageing population and tightening
regulations combined bring the expected returns lower across the spectrum
of asset classes

Asset managers need to rethink the definition of “risk-free” assets, the
practice of liability-driven investing, and the role and optimal portfolio
weight of government bonds

More agile asset allocation decision-making and downside equity/currency
risk management that creates value

Adjust the management fee structure and differentiate themselves from
other service providers

Target diversification beyond asset class level and identify investment
strategies that could deliver additional returns.
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Here are a couple of thoughts on the asset management industry.

An obvious trend in recent years is that Active Managers fail to impress the audience, and Passive, or Semi-Passive (“Smart-Beta”) investment styles won out. 

This poses a question to us individual investors: if the manager simply follow an index and does a ‘zombie’-style investment, why should I pay them 1% every year for their “smartness”?

In fact, it is not always the norm that you have to find an asset manager to invest. For instance, the Chinese onshore A-Share equity market, 2nd largest in the world by market cap, is dominated by individuals performing direct equity investment and had a wopping annual turnover of >300%. 

Under such circumstances, the asset management industry has to justify its own existence by truly innovate and/or optimise the fee structure, both at institutional level and at individual level. 


Companies have been focused on implementing Solvency Il up to now,
with less emphasis on consumer impact

Theoretically, customers now have peace of mind:
The principles of prudential regulation in Solvency Il format
Stronger policyholder protection than ever?

But the evidence of benefits to consumer outcomes is much awaited

Solvency Il, low interest rates and pensions freedoms have created the

perfect storm for annuities:
Number of annuity providers much reduced — less choice for consumers
Insurers have offered alternative propositions in the retirement sector, but no clear
winning strategies yet.
Could annuities make a comeback in the future?

Customer propositions expected to evolve to the external market:
Insurers currently favouring Protection products, with innovation in this area
More opportunities for products that offer exposure to market risks/real returns
Does the regulator restrict competitiveness/product innovation in the UK?

10 August 2018 INTERNAL 35


Presenter
Presentation Notes
Ziling to present:

- For example, Solvency II ratios have improved over the six months from year-end 2016 to end of June
Primarily driven by increase in swap rates across the board
Focus on management actions
Companies need to demonstarte how they create value flowing through as capital generated and converting to cash to shareholders

It is time for customers to benefit from Solvency 2 as policyholder protection should have been never more stronger

Any questions??


Questions

Expressions of individual views by members of the Institute and Faculty
of Actuaries and its staff are encouraged.

The views expressed In this presentation are those of the presenter.
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Add notes to summarise what we have found and what the key takeaways are for attendees
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