01/11/2016

Institute
and Faculty
of Actuaries

Reinsurance of Persistency Risk
David Horley and Oliver Gingell, Swiss Re

01 November 2016

Ubg}glers turn to reinsurers for lapse risk
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... lapserisk is an area where non
proportional-type reinsurance structures are
developing...
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ASR buys mass lapse reinsurance
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What is persistency risk and is it insurable?
History of lapse risk transfer
What is changing

Further considerations
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Shock Lapse Lapse Parameter’

Anti-selective
lapse
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Many definitions, here is one:
Loss is definite and financially measurable

The loss is random in nature and should guard against
adverse selection

Determinable probability distribution
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Can a lapse loss be measured?
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Is the loss random in nature?
Severity
Regulatory Change
Reputational Hit
Market Crash
Solvency
Agent Actions Business Sale
Competitor actions
Product Launch
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Is lapse risk “insurable”

Is there a determinable distribution?
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Is lapse risk “insurable”

Conceptual challenges, but not insurmountable:

* Loss is definite and financially measurable
— Clear definitions of loss

* The loss is random in nature and should guard against
adverse selection

— Ensure alignment of interest

— Consider exclusions carefully

» Determinable probability distribution

— Choice of portfolios
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History of lapse risk transfer
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Some historic examples

» Lapse risk has been transferred for many years, e.g.

120 mSurplus to Reinsurer
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— Coinsurance:
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What has been the objective?

In addition to lapse risk transfer, there have been a number of
other drivers:

» Cash financing

Capital Relief
* Reserve Relief

* [Tax (I-E)]
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Solvency Il lapse capital

100
. 90 —Base
S 80
8 70 —Mass Lapse 40%
3 60 0
E 50 —Lapse rate up +50%
40 —Lapse rate down -50%
30
0 2 4 6 8 10
Year

Explicit lapse capital held under Solvency I
e Prescribed Standard Formula Stress or Internal Model
< A bigger impact felt in continental Europe where no ICA equivalent regime existed
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What is changing?
Life SCR components —averages across EUI’ODE,“l
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1BSCR=Basis Solvency Capital Requirement. B gsagm Institute
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Value-in-force (“VIF") solutions remain an option

Structure Overview Key benefits

After
Reinsurance .

Funds -

Before

Reinsurance VIF is converted to cash

¢ Can lead to significant reduction in SCR, including
lapse component

« Stabilizes the VIF asset on the balance sheet and
improve solvency ratios, but typically at a cost to own
funds (cash advanced < VIF

Own
Funds

Increase

i in BEL as
JVIFis

replaced °
with cash
asset

Other
Assets

Assets

Not a lapse specific structure

Institute
and Faculty
of Actuaries

I~
Y A

AN

17

Non-proportional Mass Lapse cover

Non-proportional lapse risk cover Key benefits

illustrative ) ) .
* Reduction of SCR linked to Life Mass

Lapse risk (benefit will be limited to
level of SCR for Trend Lapse risk)

* Protects future earnings against a
lapse stress

Basis for payout
(% of value)

Lapse rate ® Locks inreinsurance capacity for
= several years
0% 10% 20% 0% 40% 50%
| |
éStructure triggers a The payment amount is Lapses in
pay-out if the lapse rate linear in the lapse rate, excess of the
of the portfolio exceeds up to the maximum maximum  are

entry point lapse rate (here 40%) not covered

Institute
and Faculty
of Actuaries

AN\

£

18




Institute
and Faculty
of Actuaries

01/11/2016

Further considerations
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Conclusions

» Lapse risk can be reinsured in right circumstances

Solvency Il has impacted the market

New structures are emerging — old methods can still work

Challenges remain
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Questions

The views expressed in this [publication/presentation] are those of invited contributors and not necessarily those of the IFoA. The IFoA do not endorse any of the
views stated, nor any claims or representations made in this [publication/presentation] and accept no responsibility or liability to any person for loss or damage
suffered as a consequence of their placing reliance upon any view, claim or representation made in this [publication/presentation].

The information and expressions of opinion contained in this publication are not intended to be a comprehensive study, nor to provide actuarial advice or advice
of any nature and should not be treated as a substitute for specific advice concerning individual situations. On no account may any part of this
[publication/presentation] be reproduced without the written permission of the IFoA [or authors, in the case of non-IFoA research].
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