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Agenda 

• Introduction - essential background 

• Portfolio governance 

• Capital management 

• Risk appetites 

• Discussion 
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Introduction 
or “what you need to know about the matching adjustment” 
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Matching adjustment basics 

• Solvency II replacement for illiquidity 

premium 

• Adjustment (increase) to risk free rate 

• Reduces technical provisions 

• Reduces SCR for credit (spread) risk 

• Applies to annuity business 

• Subject to approval process 
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Regulatory requirements 
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Area Key requirements 

Asset eligibility • “Fixed” cash flows 

• Same currency as liabilities 

• No artificial splitting of assets into eligible / non-eligible parts 

Liability eligibility • No future premiums 

• Immaterial lapse risk 

• No policyholder options except “surrender” options 

Management • Business “identified, organised and managed separately” 

• Segregated asset portfolio, identified liabilities 

• Separate derivative and collateral management 

Matching • Close cash flow matching required 

• Buy and hold investment strategy 

• Rebalance only on “material change in cash flows” 

Two month non-compliance rule – lose right to use for two years 



Portfolio governance 
or “what part will risk need to play going forwards?” 
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Ongoing monitoring 
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Roles for risk 

• Consistency of approach 

• Degree of conservatism/aggression 

• Oversee rebalancing 

• Challenge extraction of surplus 

• Appropriateness of tolerances 

• Ongoing process assurance 

• Ongoing validation 

• Regulatory arbitrage 

• Compliance with regulations 
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Need to understand the calculation 

• Hypothecate (risk-adjusted) 

assets that replicate liability cash 

flows (component A) 

• MV of A < BEL 

• Additional assets (component B) 

such that MV of A + B = BEL 

• Only component A assets 

influence size of the MA 
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Considerations around fundamental spreads 

Base 

• Allowance for default and 

downgrade 

• Calibrated by EIOPA 

• Dimensions are credit quality 

and timing of cash flow 

• Only exist for bonds 

• All assets must be mapped to 

the bond fundamental spreads 
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Stress (Internal Model) 

• Calibrate internally 

• Validity of methodology 

• Continued validity of mappings 

under stress 

• All relevant risks modelled? 



Capital management 
or “what are we allowed to do within our existing approval?” 



Colour palette for PowerPoint presentations 

Dark blue 

R17  G52  B88 

Gold 

R217  G171  B22 

Mid blue 

R64  G150  B184 

Secondary colour palette 

Primary colour palette 

Light grey 

R63  G69  B72 

Pea green 

R121  G163  B42 

Forest green 

R0 G132  B82 

Bottle green 

R17  G179  B162 

Cyan 

R0  G156  B200 

Light blue 

R124  G179  B225 

Violet 

R128  G118  B207 

Purple 

R143  G70  B147 

Fuscia 

R233  G69  B140 

Red 

R200  G30  B69 

Orange 

R238  G116  29 

Dark grey 

R63  G69  B72 

Investment strategy 
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Other considerations 

• Hedging approach 

• Portfolio construction 

• Tactical rebalancing 

• Process changes  

• Part VII transfers in 

• New business, especially bulk purchase annuities 

 

An explicit role for risk as guardians of the approval? 
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Risk appetites 
or “does the matching adjustment influence risk appetite?” 
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Risk of non-compliance 

Two month non-compliance triggers: 

• Cash flow mismatching 

• Insufficient eligible assets to cover BEL 

• Ineligible asset features discovered 

• Derivative counterparty default 

• Inheriting ineligible collateral 

 

• Appetite for this risk? 

• Capital against this risk? 
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Image credit: Paul Hudson, Flickr  

“One of those days” 

https://creativecommons.org/licenses/by/2.0/  
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Credit risk 

• Penal fundamental spreads for low quality assets 

• More restricted in actions can take under stress 

• Narrower range of available investment options 

• Reduced fungibility 
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Summary and discussion 
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Summary 
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Complex topic - lots to 

learn if involvement to 

date limited 

Significantly more 

things to monitor - 

requires strong 

challenge from risk 

Will want to change 

things over time - 

subjective what is 

permitted 

Existence of matching 

adjustment portfolio 

affects risk profile - 

impact on appetites 
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Discussion questions 
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How would you set an 

appetite for the risk of losing 

matching adjustment? 

What are the key capabilities 

that need to be strengthened? 

How much flexibility to 

change approach do think 

there is within the approval? 
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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. 

Questions Comments 


