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1. Historic View of Capital 

1. Historic Changes

• Amortised Value
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1. Historic Changes

• Amortised Value

• Market Values

• Fair Value

• Transitional Rules
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1. Solvency II – Negotiations with Regulators

• Internal Models

• Ultimate Forward Rate

• Long-Term Guarantee Adjustments

– Volatility Adjustment

– Matching Adjustment

• Inclusion of certain Assets Classes

– Equity Release Mortgages in Matching Adjustment

– Infrastructure Assets (projected)

819 November 2015



24/11/2015

5

1. “Quick Wins” to Date:

• Lower/higher rated bonds

• Illiquid assets 

– Private placements, callable bonds

– Renewables, etc.

• Diversify away from asset-liability match

– Interest rate mismatch

– Equity

919 November 2015

Capital Workshop

1. Further ideas for wins

• Transparency for funds

– Operational Risk

• Fewer guarantees in products

• Where are prudent assumptions?

• Relationship with IFRS reserves

• Opportunities to recognise Value-in-force (VIF)

• Reinsurance: use a non-EU reinsurer (e.g. Bermuda).

19 November 2015
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2. Objectives

You can have a world‐class, capital‐generative organisation for the 
price of your least expensive capital project.  

2. Objectives:  Spiral of Capital Improvement

19 November 2015
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2. Sample Capital Improvement Projects

Risk Projects:
Longevity 
Hedge & 

Reinsurance

Diversify out of Credit
OOTM Equity 

Options
All but

Property

1. Longevity
2. Equity Options
3.Gov’t Bonds

Gov't 
Bonds

Property Other Bond-
Like

Capital Generated (£m) £14 £13 £1 £26 £13 £49 £40

Increase in ROC -1% 1% 0% 2%? 1% 5 1%

On-going Annual Cost £2 £0 £3 ?? £1 £6 £3
Time to implement (years) 1-2 1 3 3-? 1/4 3-? 1-2
Management Acceptance Average Easy Average Hard Easy Hard Easy-Average
Regulatory Acceptance Easy Easy Easy ??? Easy ??? Easy

Other criteria
⁞ ⁞ ⁞ ⁞ ⁞ ⁞ ⁞

Ordering of Projects 3rd 2nd 4th 1st 

19 November 2015

2. Capital Fundamentals – Risk, Capital and Profit

Risk

ProfitCapital

19 November 2015
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2. Objectives: What is the objective?

•Maximize (IFRS) profits

•Control level of capital requirements

•Minimize volatility

– …of earnings

– …of capital requirements

19 November 2015

2. Optimization requires Correct Target

16

Examples are illustrations only.

Using an incorrect 
target can lead to 
non-optimal 
portfolios.

Assets sorted according to Spread / Capital Requirement.

Conclusion: Must have capital model in the investment process.

19 November 2015
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3. Capital Optimisation

3. Insurance Company Balance Sheet

Strategy1 :  
Free up Capital by moving to 
less risky assets.

Strategy 2 :  
Get higher returns by 
employing more risk capital.

Free Assets

Required 
Capital

Assets

Liabilities

Free Assets

Required 
Capital

Assets

Liabilities

Free Assets

Req Capital
Assets

Liabilities

19 November 2015
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3. Optimization - Depends on Insurer's Strategy

Note:For illustration purposes only

Insurer may chose any trade-off between lower capital requirements (higher free assets) and portfolio return.

Fewer Bonds LOWER Spreads

19 November 2015

3. Capital Requirements related to Spread Duration

Capital Requirements 
(SCR) by asset are 
related to:
- spread duration
- rating.

Notice that some AAA 
bonds have the lowest
SCR, while others have the 
highest.

19 November 2015
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3. Effect of Matching Adjustment

21

Free Assets

Required 
Capital

Assets

Liabilities

Through the Matching Adjustment one 
can increase the liability discount rate 
and decrease liabilities.

Free Assets

Required 
Capital

Assets

LiabilitiesTypical Annuity Strategy

All previous examples could be tailored to any insurer.  
The final example is specific to insurers using matching adjustment.

19 November 2015

3. Optimization of Matching Adjustment Portfolio

Note:For illustration purposes only
Source: Data as per 30.06.2015

These graphs generally 
assume no concentration 
in excess of the Solvency 
II Standard Formula levels 
of:

3.0 % AAA – A
1.5% BBB

However, permitting some 
excess concentration above 
these levels results in even 
higher free assets.

Fewer Bonds HIGHER Spreads
Risk Management 
may lead to additional 
filters on strategy.

19 November 2015
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4. Future Developments - Prognosis

4. Future developments

Management Issues

• Volatility of Free Assets

• Managing Transitional Rules

• Implications of derivative liquidity
2419 November 2015
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4. Future developments

Solvency II Review

•MA and VA

•UFR, symmetric adjustment, etc. 

•Stressing correlation

•High correlation between companies' risks

2519 November 2015

4. Future developments

Assets

•Continued diversification into alternatives 

–Infrastructures, convertible bonds, hedge funds, royalties

•Deeply out-of-the-money options for equities

•Refocus on managing exchange-traded assets

2619 November 2015
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4. Future developments

Capital Model 

"On the investor's desk"

2719 November 2015
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Questions Comments

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].


