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Background – Impact of WPF holding annuities
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• Closed WPF & redirected future vesting annuities to NPF

• But the level of risk to policyholders is still sizeable and rises over time due to the slow run off of annuities

• Policyholders are unlikely to expect to be exposed to substantial business risks from non-profit business

• Hence the fund could not keep the annuity business for the whole of the term and needs to de-risk

Options for WPAD and why internal reallocation

• Internal reallocation to the non-profit fund completely removes the non-
profit risks from the WPFs and does not involve the non-profit policies
being moved to a completely different company

• Needs willing shareholder
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Longevity 
hedges / 
swaps

Longevity 
hedges / 
swaps

Investment / 
credit risk 
hedging

Investment / 
credit risk 
hedging

ReinsuranceReinsurance
Part VII 
Transfer
Part VII 
Transfer

Internal 
reallocation 
to the non-
profit fund

Internal 
reallocation 
to the non-
profit fund
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Governance rules

With Profits 
Committee 

KPMG
External Advisor

FL management team led by
WPAD Steering Group

FLL Board 

Milliman
Independent 
Actuary and

WPC Actuarial 
Advisor 

Herbert Smith 
Freehills

Legal Advisor

Actuarial 
Function Holder

With-Profits 
Actuary

Hogan Lovells
WPC 

Legal Advisor

PRA and FCA
Regulators

5

Stages of the WPAD

To fully de-risk the with-profits funds, all 
the following non-profit annuity business 
should be reallocated:

• Existing immediate annuities 

• Existing deferred annuities

• New non-profit annuities arising from 
future new vestings 

De-risking of the deferred annuities and 
new vestings were carved out of the 
original scope into a separate redirection 
project
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Mid 2013 Stage 1
Longevity hedged immediate annuities 

in with-profits fund A

Mid 2013 Stage 1
Longevity hedged immediate annuities 

in with-profits fund A

Mid 2014 Stage 2
Non-longevity hedged immediate 

annuities in with-profits fund A

Mid 2014 Stage 2
Non-longevity hedged immediate 

annuities in with-profits fund A

End 2014 Stage 3
Non-longevity hedged immediate 

annuities in with-profits funds B and C

End 2014 Stage 3
Non-longevity hedged immediate 

annuities in with-profits funds B and C
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KPMG’s role as the External Advisor to derive a 
range of market tested prices

KPMG acted as the External Adviser for Friends Life for the reallocation to:
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Determine ranges of 
prices at which the 
Friends Life could 
reasonably carry out a 
reallocation of the 
annuities to the non-
profit fund

Determine ranges of 
prices at which the 
Friends Life could 
reasonably carry out a 
reallocation of the 
annuities to the non-
profit fund

Provide information on 
how the range of prices 
will vary with market 
conditions 

Provide information on 
how the range of prices 
will vary with market 
conditions 

In respect of new 
vestings, advise on 
suitable long term 
pricing approaches 
under which new 
vestings could be 
allocated to the non-
profit fund or otherwise 
removed from the with-
profits funds

In respect of new 
vestings, advise on 
suitable long term 
pricing approaches 
under which new 
vestings could be 
allocated to the non-
profit fund or otherwise 
removed from the with-
profits funds

Range of prices - components

• For the existing annuity business, we determine two ranges:

• For the financial range, we determine a range of 
spreads to the swap curve which can be used to 
discount the best estimate annuity cashflows to 
determine a reallocation price.

Financial Basis

• For the mortality range, we determine a range of best 
estimate mortality assumptions based on our 
independent review of the relevant mortality 
experience.  These can be used to project forward the 
best estimate annuity cashflows mentioned above.

Mortality Basis
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Financial Basis

A 5-step process for the proposed Financial Basis is used:

Step 1 
Pricing yields 
from individual 
annuities

Step 2 
Input from bulk 
buyout annuities

Step 3
Input from 
insurance 
transactions

Step 4 
Input from audits 
and 
benchmarking

Step 5
Asset valuation 
adjustments

9

Step 1: Pricing yields from individual annuities

annuity quotes 

Benchmarked 
individual 

annuity quotes the Friends Life 

Fund size, 
age, postcode 
composition of 
the Friends Life 

annuities

Price and 
mortality basis 

to backsolve for 
spread to the 
swap curve

spreads to take 

gender specific 

Blended 
spreads to take 

account of 
gender specific 

mortalities

range of pricing 

Market 
consistent 

range of pricing 
spreads from 

individual 
annuities
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Step 2: Input from bulk buyout annuities

11

Assessed 
pricing bases for 

executed bulk annuity 
transactions with our 

pensions practice

Incorporated Incorporated 
life office style 

allowances for future 
mortality improvements 
in the mortality bases.  

Considered assets 
of the specialist 

annuity providers 
involved

adjustment required to 

Compared bulk 
annuities pricing yield 
range against Step 1 
individual annuities 

range to derive 
adjustment required to 

Step 1 range

Assess the prices at which  
recent insurance transactions / 

reallocations completed. 
Allowing for specific nature of 
assets backing annuities and 

impact of credit spreads 
movements in the event of 

investment switching for each 
deal.

Assess the prices at which  
recent insurance transactions / 

reallocations completed. 
Allowing for specific nature of 
assets backing annuities and 

impact of credit spreads 
movements in the event of 

investment switching for each 
deal.

Compared Step 3 pricing 
against Steps 1 and 2, with 
higher weighting placed on 
those that are similar in size 

and nature to the Friends Life 
annuities

Compared Step 3 pricing 
against Steps 1 and 2, with 
higher weighting placed on 
those that are similar in size 

and nature to the Friends Life 
annuities

Step 3: Input from insurance transactions
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A further 
adjustment is then 
made to arrive at a 

final proposed range 
of pricing yields which 

reflected all three 
steps of annuity 
market sources



23/10/2015

7

Step 4: Input from audits and benchmarking
Step 5: Asset valuation adjustments
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• Information gathered from audits and benchmarking of realistic mortality 
and improvements bases were considered

• Links to Proposed Mortality Basis (next slide)

Step 4: 
Inputs from audits 
and benchmarking

• Reviewed with our banking practice the valuation methodology of the 
assets backing the annuities, focusing on non-mark to market assets 
which are difficult to value

• All assets to be transferred are generally valued at bid values.  
Recommended adjustment for assets valued on a non-bid basis 

• Assets dependent on input from external asset managers required 
Friends Life to engage with the asset managers on judgemental aspects 
of asset valuation 

Step 5: 
Asset valuation 
adjustments

Mortality Basis

The proposed Mortality Basis determined a range of realistic mortality bases (% mortality 
table and mortality improvement factors) for the reallocated annuities

14

Mortality BasisMortality Basis

Reviewed Friends Life’s mortality experience 
investigations of the annuities and proposed 

appropriate mortality bases

Reviewed Friends Life’s mortality experience 
investigations of the annuities and proposed 

appropriate mortality bases

Review reflected period of investigations, trends 
/ outliers, data credibility & realistic valuation 

basis

Review reflected period of investigations, trends 
/ outliers, data credibility & realistic valuation 

basis

CMI improvement factorCMI improvement factor

Benchmarked Friends Life’s mortality 
improvement basis against the industry
Benchmarked Friends Life’s mortality 

improvement basis against the industry

Ensured consistency of benchmarking by 
comparing expectation of life derived using a 
standardised base mortality assumption with 

companies’ own improvement bases

Ensured consistency of benchmarking by 
comparing expectation of life derived using a 
standardised base mortality assumption with 

companies’ own improvement bases
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Impact of the March 2014 Chancellor’s Budget on 
the Financial Basis

• The Chancellor’s 2014 Budget released in March 2014 has had some impact on the 
developments of the individual and bulk annuity markets since then

• Evidence of downsizing of the individual annuity market and some improvement in bulk annuity 
quotations since the Budget. Not easy to know whether this is due to the Budget or companies 
having available particular assets of which to offer better terms. But sufficient and consistent 
market comment means impact of the Budget should be allowed for at the time in 2014 

• Individual OMO market quotes have on average become more competitive since January 2014. 
This increased competitiveness is not universal, as some companies’ prices have become less 
competitive since January 2014. This may be a result of the uncertainties in the market as a 
result of the March 2014 Budget, with companies taking different strategies during the 
transitional period 

15

Determining the actual price

• Stage 1 risk free….. 

• Stage 2 / 3 shareholder:

– return on economic capital

– acceptable impacts on other metrics

• Real best estimate assumptions

– Investment strategy / returns, 
allowance for special assets

– Longevity – more portfolio specific, 
future improvements

– Other, e.g. historic age ratings, any 
spouse cases, LPI....

• Acceptability:

– price range position versus other 
T&Cs

– supplementary benchmarking of 
price/impacts versus new business 
and public market information

– Independent Actuary

– PRA/FCA/WPC Actuarial Advisor, 
“commercial tension”

16
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Example timeline

EA price 
range 
received

7 14 21 28 4 11 18 25 2 9 16 23 30 6 13 20 27 3 10 17 24 3 10 17 24 31 7 14 21 28 5 12 19 26 2 9 16 23 30 7 14 21 28 4 11 18 25 1 8 15 22 29 6 13 20 27 3 10 17 24 1 8 15 22 29

Oct Nov Dec Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Q4 ‐ 2013 Q1 ‐ 2014 Q2 ‐ 2014 Q3 ‐ 2014 Q4 ‐ 2014

Decision point:
Is Reallocation based on 
EA range feasible ?

17/3 Draft Initial 
Terms Shared
with WPC

Revised proposal for 
WPC advice and FLL 
Board approval 

4/7 Notify FCA & 
PRA of proposed 
Reallocation

60 Day 
FCA/PRA Review 

period

Board confirms reallocation 
provided no objection from 
PRA/FCA

30/09 Reallocation 
Effective Date

Instruct 
EA

Informal meeting 
with WPC members 
for technical 
discussion of 
proposal

With Profits Committee

Life Board – dates TBC 
Start to develop terms for 
reallocation

Asset SwitchingAt risk trading

EA – External Adviser
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Investment considerations

18

Which assets 
to accept?
Which assets 
to accept?

What price 
for illiquid 
assets?

What price 
for illiquid 
assets?

Asset transition 
issue:
• Particular issue for Stage 

1 as c£2bn liabilities but 
low risk assets

• Period on risk – time to 
switch + governance 
lead time

Asset transition 
issue:
• Particular issue for Stage 

1 as c£2bn liabilities but 
low risk assets

• Period on risk – time to 
switch + governance 
lead time

Asset transition 
solutions:
• Price / range roll forward
• WPF ring-fence => start 

early but not at WPF risk
• Keep some assets
• Asset manager 

purchases
• Warehousing / matched 

sales
• Transition managers
• Monitoring

Asset transition 
solutions:
• Price / range roll forward
• WPF ring-fence => start 

early but not at WPF risk
• Keep some assets
• Asset manager 

purchases
• Warehousing / matched 

sales
• Transition managers
• Monitoring

£ !
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Implementation

• Impact of implementation considerations on transaction?

– Policies in scope (suspended policies? material pricing uncertainties?)

– BAU limitations

• Repointing policies – admin systems versus downstream

• Data cleanse

• Death reviews

• Outsourcer engagement

• Improvements in BAU reporting

• Lower burn-through risk => capital support reductions

• “Fairness review” of premium (due to Budget changes)

19

Conclusions

20

• WPAD Stages 1 to 3 were implemented successfully and enabled 
the WPC / WPA / Board of Friends Life to reallocate the business 
the NPF, at a fair price from both policyholder and shareholder 
perspectives

• The with-profit funds are now in a much cleaner position as a result 
of not having the non-profit immediate annuity risks in them

• KPMG have successfully used the same process of annuity de-
risking with two other companies
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Questions Comments

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 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, KPMG or Friends Life / Aviva.


