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Straw poll 1

Has Brexit created any opportunities for your firm in the
investments space?

1. Yes
2. No
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Defining “proactive ALM”

“good” look like?

What does




Agile decision
making

Strategic asset
allocation

Tactical asset Asset

allocation & optimisation
stock selection

Structuring

Return on capital Liquidity
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Agile decision Facilitate dynamic
making governance

Tactical asset
allocation & Liquidity
stock selection

Strategic asset

allocation Structuring

Return on Achieve business
capital objectives
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Case study 1: Deployment of assets

Understanding relative value




It isn’t enough to understand relative value within
traditional asset classes

Historical bond spreads 1998-2016
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The front office needs a holistic understanding of
where markets are pricing and where potential value
exists

Source:
Markit (traded debt)
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However, we all know there are other constraints on
Investment decisions

Insurers employ a range of investment criteria

Returnl/yield Capital (SCR/EC) JRegulatory

I% L A3 _‘_

Balancing income
vs. capital growth

Tax implications

This isn’t a case of ‘one size fits all.
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Missed opportunities can occur if firms do not have the
tools they need to assess relative value

Example opportunity: CPI-linked debt with AA+ guarantee

Indexed - Debt payments are partly fixed and partly subject to f/l(;lcj;;cuirie
debt uplift with CPI indexation Specialised
- - RPI-CPI wedge competitive relative to post-Brexit Investment
Pricing : . Solutions
market information
- Finnish Government — Aa1 (Moody’s) / AA+ (S&P)
Guarantor S : :
via Finnish Export Credit Agency — Finnvera
Macaulay .
Duration K 9 years (using swaps, 6M LIBOR, plus 70bps)
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Lack of Ml and operational flexibility prevented many
firms from taking this attractive and rare opportunity

Scenario 1. Earn coupon above expected CPI

0 9 Scenario 2: Earn at least the principal on the
investment in all circumstances

Why is this helpful?

- Debt includes leveraged CPI-link with
natural floor

Principal Principal Principa

! - Few CPI-linked assets are in issue to
match liabilities

Timet=0 Time t = payment maturity
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The first step to understanding risk appetite is to
determine your primary business metrics

What is your primary optimisation metric for setting

iInvestment strategy?

Source:
EY 2016 CIO
survey

® Return on regulatory capital
m Return on economic capital

m Balanced managed fund
approach

The majority of respondents (67%) manage investments based

on a return on capital metric, where returns are defined in terms
of IFRS profit and capital is related to the Solvency Il position %5
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Solvency Il has led firms to consider whether current
strategies are appropriate

What changes are you expecting to make to your hedging

strategy under Solvency II?

Source:

17% FLE% m Using cross-currency swaps EY 2016 CIO
o survey

m Using interest rate swaps

330 3309 m Currently under consideration

® No material change

Respondents are considering a number of changes to hedging

strategies covering interest rate, currency and inflation risk
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Many firms have experienced undesirable balance
sheet volatility in recent months

oth August

19th September Low interest

LV= solvency rates behind
ratio drops 20% L&G’s solvency
ratio 11% drop

Source:
Insurance ERM

10t August

Prudential SlI
ratio fell by 18%
across the first

half of 2016

5th August

Allianz 'freezes'
Solvency Il ratio
at 186%

* Proactive ALM should enable a firm to assess risks being run s
v

and support with hedging decisions H @ Q Institute

and Faculty
of Actuaries

1 December 2016



Straw poll 2

Is now a good time to hedge rates?
1. Yes
2. No
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Case study: Interest rate risk in a “simple” annuity

strategy

+ Annuity cash-flows totaling £1,000,000 per - Annuity cash flows are matched with gilts
annum without cash-flow restrictions

+ Annuitants have an average age of 75 - Standard Formula firm, no Matching

. Initial expenses of 5% and running Adjustment or Volatility Adjustment

expenses of 1% « Cash flows set to match liabilities and so
solvency ratio = 100%

1,500,000 Annuity and gilt cash flows
@ 1,000,000 |||
- oo [fliiNn
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Unacceptable levels of balance sheet volatility based
on 10 years of historical market performance

10 year history of Net Assets, RM, SCR and Surplus
2,000,000

1,500,000
1’000,000 W
500,000

0

-500,000
Jul-06 Jul-07 Jul-08 Jul-09 Jul-10 Jul-11 Jul-12 Jul-13 Jul-14 Jul-15 Jul-16

—Risk Margin —SCR (IR, Longevity + Expense stresses) —Free Assets

 Significant volatility in Free Assets

* Breaches of SCR and MCR

15,

- Better management of interest rate risk is required ,%\
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Even with theoretical hedging to the EIOPA curve,
volatility still exists!

Volatility of surplus
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Proactive ALM provides strong balance sheet Ml to

facilitate management of the business

Interest rate delta exposure (£k)

Tenor Liabilities RM SCR Assets| Net
5 1,248 124 37 1,503 95
10 2,723 355 184 3,259 3
15 3,020 475 454 3576 | 373
20 2,070 395 672 2,422 714
25 848 208 574 979 650
30 191 66 270 218 310
35 21 12 66 23 75
40 1 1 9 1 10
45 0 0 1 0 1
50 0 0 0 0 0

* Risk limits can be
used to trigger
hedging activity

* ALM processes
need to provide
timely information
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Case study 3: Pricing new business

A Finance function that provides a competitive edge




Straw poll 3

What is the most effective strategy to facilitate accurate new
business pricing?

1. “Warehousing” assets to back new business
2. Pricing at the execution date on current market yields

3. Deploying assets post-trade
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New business pricing should be better than a “good
guess”

« There are a number of investment bases firms might use when pricing new
business:

— “Target” corporate bond yields
— Existing portfolio yields
— “Live” yields in line with current investment strategy

« There are also various strategies applied to achieve deployment consistent
with pricing, from:

— “Warehousing” assets to back new business, to

— “Wait and hope”, i.e. transact after deal execution
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Many firms are still pricing new business based on
yields on their existing portfolio

Example: Bulk-annuity transactions

« Assume Solvency Il Matching Adjustment / IFRS Liquidity Premium applied

Target liabilities at discounted at current portfolio yield
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But this might be uncompetitive based on available
yields in target markets

Target liabilities at current v "live" portfolio yield

5.0% 12000
llliquid loans
4.0% Structured loans 10000
‘ — | 8000
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0 4 8 11 15
mm Target liabilities mmTarget liabilities with "live" yields —Portfolio yield
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..or lead to losses if the yield is not there

Target liabilities at current v "live" portfolio yield
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Conclusion

Proactive ALM can deliver value to your business




Management are empowered to achieve business objectives

Deployment of

assets Competitive pricing

Hypothecation of Optimise hedging
assets to liabilities strategy
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Agile management driven by a nimble operating model, which
provides tailored information in an efficient and timely manner

Operating systems Risk governance system underpins effective Ml and decisions

Dynamic reporting tool

ALM models —l

Liability model

- Models
H
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Questions

The views expressed in this 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 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 presentation be
reproduced without the written permission of the IFoA [or authors, in the case of non-IFoOA research].
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