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Credit Ratings

Purpose

e Security / financial strength

Meaning

 Probability of default / loss given default
Users

* Investors

e IFAs / policyholders

e Actuaries
Implications
I
. 295 | Insti
« Cost of finance ;@%f e ity
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Steps in the Rating Process

Ratings
published; full
Ongoing dialogue and surveillance ~ "@NG rePOIt prenaration of
available to final rating ,
subscribers report and Ratlng
committee

press release X
reviewand  Rating

decision committee
presentation

Further

i i analysis
Review of Questions ngggEment y
Lead and public and sentto g
backup non-public issuer

analyst information

assigned

Replies in advance of

. management meeting -
Rating . 4, )
o Company sends accounts, other info # AU | Institute
Initiated Dates for meetin ’E and Faculty
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Rating Factors — Overview

R g 0 0 d e ore Relative Weig g

Industry Profile and Operating Environment AAIA Moderate

Market Position and Size / Scale AA High

Capitalisation and Leverage Stable A High

Debt Service Capabilities / Financial Flexibility ~Favourable BBB Moderate

Financial Performance and Earnings Unfavourable A Moderate

Investment and Asset Risk Stable AA Moderate

Asset / Liability and Liquidity Management Stable AA Low

Reinsurance / Risk Mitigation Stable AA Low

Corporate Governance and Management Effective

Ownership Neutral

Start-Up / Run-Off Status Constraints n/a

Sovereign / Country-Related Constraints n/a
Jﬂ%&g@ Institute
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Capital Above Pre-Crisis Levels

Regulatory Solvency Ratio

(%) HEnd-2007 W End-2008 ® End-H113
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* End-2007 and end-2008 data is for predecessor company, Friends Provident =

 Not published for end-2007 71?‘9 X
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Earnings — EV vs IFRS

I(?FRS ...

IFRS for group balance sheet and cashflow

EV for long-term value

MCEV -» inconsistency

EV in credit analysis
— Long-term profitability (VIF, VNB)
— Risks, profit drivers

— Adjust IFRS balance sheet to give credit for VIF
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Insurers Trading at Discount

Market Capitalisation to Embedded Value (2011)

(%)
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Generali Prudential Allianz AXA Legal & Aviva Aegon
General

I~
Based on 2011 data as Aegon did not publish 2012 embedded value =

Source: Fitch, companies ﬁ% Eg
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Earnings Mixed

IFRS Net Income

(GBPM) WH110 MH111 mH112 mH113
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Sales Still Subdued

Single Premium

M Life & annuities M Individual pensions ® Occupational pensions B Income protection & other
(GBPbn)
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Profits and Sales Under Threat

Threats to earnings Responses

* Low interest rates » Cost-cutting

» Defensive investments * Low-cost distribution
* Net outflows » Consolidation
Threats to sales » Overseas earnings

» Disposable income squeezed

» Consumer deleverage

+ Slow housing market o8 | instiute
e J b
11 November 2013 1
Predictions for H2 2013 Results
Positives Negatives
» Capital stable * Earnings subdued
* Resilience to eurozone « Sales flat
31%9; Institute
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S2 — Watered Down

Transitional Arrangements

2016 ? —— 2026+?

Predictions

« Phase 1 (easy hits) first, Phase 2 (controversial bits) later — see IFRS
I —

e Capital requirements up ... a bit

* Asset allocation will shift ... a bit

« Equivalence — yes, in effect

N S [nst
« Credit ratings — unaffected for several years Pt Pty
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Globally Systemically Important Insurers
(GSllIs)

. . See Fitch comment
9 insurers designated GSlls:
) ) ) FitchRatings
+ 2in UK - Aviva, Prudential e°
FITCH: CAPITAL GAIN TO OFFSET COMPETITION IMPACT
. IN GSII RATINGS
Extra regulation

Finch Ratings-London-19 July 20

Tsmsrs mnchided on the Finsocial Stabsliy Boands b of
naode ovemsent det profiles due

Extra capital:

on Batisgs sy
oo ta inspr d the benefit could
ific products makes them bess

rhe
1+ H competitive and damages ket alioe.

« Non-traditional business v » P
The list publisked on July 15, 2013 names nise insurers a ghobally importast, listed bebow. These
firms' ratings are already supporsed by strong capital bevels and ratings are more likely to be limised
— i iti by eamings power and market position tha by capital adequacy. However, some imvarers do have
eg US Varlable annUItIeS hugh debt leverage. which could be reduced by any additional capital they may have to hold. The
requirement that G511 create  recovery and revolution plan implies govermments are levs likely ro
bail out inwnrers in the furare, but this will not affect cur ratings becanse we do not factor in any

e 2019+? potential government sepport

1 requisesnents ouly 10 nou-traditional insurance business mndicases

are, and s i bine with the approach mnderlymg o ratings. This

its the impact that the GSIT requirements will Bave on balance sheets, especially as few

large insarers any longer underwrite credit defwult peotection products wuch as those that got AIG
erhic alhy inol v

Finsncial Brednces it troushle Hovmever ather nenducte nasenrialhe inchuding vasishle smmifies

Competitive disadvantage

Individual countries may mirror GSII standards

I~
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Low Yields — UK Life Less Exposed

wn

) ee Fitch comment
Long-term investment guarantees

!

tnh ntIm o
L AR LgiLEna

an

Duration mismatch:

* Reinvestment / future regular premiums
Fitch: Low Rates May Threaten EU Lite Insurers’ Business Modols | raoremen

Py
13 Mar 2513657 AMEDT)

e Primarily continental issue, eg Germany

Fach Rasngs-London. 1 Masch 201 ) Protnged ke marssi rases 1 £a008 wevt] Fsasn h viabsiry of shrgs
[y Facn

Fidtrgn saps. The empact o wher T £ o
s on s s o

* UK product mix less affected

Th Frevsiesent guaacariva e Fmaurs can e ¥ sunn cysiomens ass rivan by T Yok o fh bols B Toey
hearg

New business at risk: o v s e i g weagplon
Inacencimes i “‘:‘":...‘ Ui, rairars o Wy ¥ s
» Prediction — more closed funds / run-offs e T A S s £ S o e s R
Search for yield: R R R T B R
* Insurers can benefit from illiquidity premium
— Subject to S2, internal models
S [nst
+  From de-risking to re-risking — “dash for trash” ; Qa | Institute
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UK Life Insurers Taking Gender Ruling in
Stride

See Fitch comment

FitchRatings
FITCH: UK LIFE INSURERS TO TAKE GENDER RULI
STRIDE

Fich Ratings-Londos-2% June 2012 Fiack Ratings expocss UK life inswrers 10 face 0o serious
Impacts 10 thelr busingss when they adspt thelr pricing 10 comply with the Ewopan Coun of
Juwice rudmg on gender-ecusral imermncr promums. The agoncy belicves dat e have the
Dectwary undraTiing ind (Mcing Cpomise 10 mamtain profitabiity i they adust 10 the mow
roquirements. Filch docs ot ¢mvisage any chasges 10 misran’ crodit rangs driven by the
con 2 of the g

From 21 Dycember 2012, meurens will mo longer be allowsd w0 chargs difflormi premamm raies
based on gender, This s the potential w distort priging, mtroducing crom-subsidies berween the
penders, moat notably in the minuity markes (OBFI0-1%m of new yeur) and bfi
Pt st st (Y b 2 yea)

T

“Mortality/kevity  the muin risk in these markets, ansd msarers set dhew prices o reflect the mk
for ek poboyholder,” sys Divid Prowse, Semior Dwecter in Fiich's Insurance tmm. “They
curremby wne gender m one of their main pricing (o, given the proven [k erwoen gender and
wentalay. Amnuity caies, v example, differ by sund 10% between the genders, with wuosmen
Py more b rcflect e bnger bl expretacy. However, o & consauence of the gendes raiing,
ity e Jook st &0 Gl for men amd e for women. in Goowa, men may et 3 betier deal on
proicciion, o the expene of women.”

oy will now plsce mors weight on other facton such 3 age and heaith, when pricig ther
b Himsorver, Fiteh e puacte the eyt of this ks b L] ocae age and bealth are slreshy
e sagnificant pricmg (ko b pode, as they ar stronges i of monality

Pramiam annuity racs for joms i businces are unlikcly  chasge sagnificamly m & reeull of the
raling. 2 ey fypecally cover one Ide of sach preder. Mons annuity hesness snd 5 vgnillas
proportion of protcticn busings is jons. .

Anmsaypromiim raes vary sigificamtly betweon competion = they mERocuvTe in repon B
ket conditiorn md cteal powtioeny. Pricing snpaces fom the grader rang could be beral
M thear variations and by caher inflionces sk ue Sodvency I (rglstons chanses aflemes
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RDR — A Step-Change in Distribution

See Fitch report

Echﬁmings

UK Life Retail D

Ma Immediate Ratng impact. but Petential for Long-Term Effects
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RDR ... “If you were required to pay a fee
for advice, how much would you be
willing to pay?”

Not sure

£251 - £500
£101 - £250

£50 - £100
Would not pay

g
S

Source: ABI Quarterly Consumer Survey Q3 2011 ,I ek
g W %
A2
& J
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Pensions Auto-Enrolment — Prospects
Limited

. See Fitch report
Positives P

. Eﬁlchlialing:
 Captures larger population

e Boosts AUM

 Cross-selling opportunity

Negatives

* Small amounts

e Low margin

* Low persistency

)

)3

Institute
and Faculty
of Actuaries

11 November 2013 19

Affirmations Predominate

Net Upgrades Less Downgrades

(No.)

15 4

Eurozone

-25 - ..
Crisis
-30 A
_35700001\1\I\V\wwwm@@@@OOOOHHHHNNNNmmm
O O 0O 0O OO0 0O 0 0O 0 00 O 00 O d A A A A4 A oA o A A A oA A A o
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Outlooks / Watches Stabilise ...
But North-South Divide Opens Up

) M Positive B Negative M Stable
100

Negative u
9 Downgrade, Eurozone .
QOutlooks " . =S, )
Stable Crisis ) Institute
[/, %«i and Faculty
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UK Life Ratings

Company IFS rating? Outlook/watch Change since end-2007
Prudential AA Stable -1
Legal & General AA- Stable -2
Friends Life A+ Stable 0
Scottish Widows A+ Stable -2
Old Mutual A- Stable -2

2 Insurer Financial Strength Rating of main operating company
Note: Ratings as at 30 October 2013

Source: Fitch
(&)
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UK Life Sector Rating Outlook = Stable

Fitch’s View on UK Life Insurers

Performance Outlook

Capital & leverage ‘ .

Financial performance &

earnings

Asset / liability & liquidity .
management

11 v}

Regulatory changes

Institute
and Faculty
of Actuaries

11 November 2013 23

Top 10 Risks for Life Insurers
|

Rank Risk
1 Regulation

Macro-economic environment

- 2
- i 3 Guaranteed products
4

Investment performance
5 Business practices

6 Distribution channels

Insurance = 7 Reputation
Banana SKIns 8 Quality of management

20 1 The CSFI survey of the 9 Political interference

risks facing insurers 10 Quality of risk management
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Predictions for 2014+

Distribution

* IFA sales fall

* Direct sales rise

* Persistency improves
Products

» Savings get simpler
Regulatory / financial reporting
» S2 gets (more) political

* MCEV remains on hold

* IFRS Phase 2 heralds (more) confusion )
Institute

. and Faculty
* M&A sparked by low margins, S2, war chests of Actuaries
11 November 2013 25

What Insurers May Not Want You to Know

The whole truth:
— Headlines always good
— Operating / underlying performance
— “Good results = good management, bad results = markets”
— Modelling “adjustments”
e Lapses / surrenders / outflows — hidden behind sales figures
Sensitivity to credit markets
* S2:
— Not ready

— Worst-case impacts
Capital / M&A strategy (“delighted to have sold our acquisition”)
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“Force feeding government
debt to financial institutions
through regulation — allows
the government to fund the
deficit cheaply”

Some Things We’'ve Heard

“S2 is unfathomable —
you're dealing with all
these Europeans”

“RDR - the
industry couldn’t
behave itself.
Systematically
throwing capital
at
intermediaries”

“The Spanish are
happy — they're

buying ‘risk free’

govies yielding 6%”

“Government bonds =
return-free risk”

“We won't get out of this
cycle without a credit
event. That's why we're
keeping the credit
reserve”

“... ill thought-out EU
legislation
endangering a great
British business that
should have its HQ
right here in the UK”

“S2 LTGP is just a
nonsense, an utter
nonsense. The results
were rubbish”

“If we were to
redomicile you'd be
turning out the lights in
the City — everyone
else would have left
first"

“Trying to prepare
for S2is like trying
to nail jelly to the
ceiling”

“Insurers don't go bust — they
can ‘make up’ their liabilities”

“S2 will bring volatility.
We all knew that from

o , “Most funds are =
the beglnnlng. L”ets in the bottom 5245!5 Institute
not be naive quartile” JB 5\ | and Faculty
020 | of Actuaries
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Related Research (www.fitchratings.com)

» UK Life Insurers Upbeat; Ratings Outlook Stable, 14 Aug 2013

» Capital Gain to Offset Competition Impact in GSII Ratings, 19 Jul 2013

* New Solvency Il Proposals Will Not Settle Old Arguments, 17 Jun 2013

» Life Insurance (Europe) Sector Credit Factors, 2 May 2013

» 2013 Outlook: UK Life Insurance — Capital Strong, 6 Sep 2012

» Fitch: UK Life Insurers to Take Gender Ruling in Stride — Jun 2012

» UK Life Insurers Sheltered from Eurozone Peripherals — Mar 2012

» UK Life Insurance Retail Distribution Review, 26 Sep 2011

» Embedded Value - Valuable, But More Consistency Needed, Dec 2009
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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.
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