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UK inflation at 9.9%
Consumer Prices Index
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Highest inflation since 1982

Consumer Prices Index
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What has happened to inflation to date?

Historic CPI
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Source: https://www.rateinflation.com/inflation-rate/uk-historical-inflation-rate/
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Presenter
Presentation Notes
DC notes:
Distinguish between demand pull inflation (less so) vs cost push inflation (more so)
Both Covid (supply chain disruption hence core inflation) and war (food and energy shortage) lead to cost push inflation
Monetary actions tend to be less effective in solving cost push inflations – segway into the next slide
Arguably Brexit played a role in pushing up labour cost (400,000 labour shortage) and wage inflation

Inflation has been rising steadily since start of 2021.  

CPI has continually exceeded the Bank of England’s 2% target since May 2021.

There are many drivers for high inflation but primarily driven by two main shocks:
- Aftermath of Covid-19 pandemic driving up global prices
- Russian invasion of Ukraine combined with a restriction on gas supplies



What Is the knock-on impact on interest rates?

Bank of England gilt yield Bank of England 20-Year gilt yield

Bank of England gilt yields Bank of England 20Y gilt yield
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Presenter
Presentation Notes
DC note:
Suggest discuss from two angles of BoE monetary policies:
Front end movements – base rate adjustment – first chart shows market implied bank rate vs actual rates – BoE signals deemed too dovish to curb inflation, forcing rate expectation to hike continuously (can someone source similar data from a public source? Mine is private)
Back end movements – fear of uncosted government spending following mini budget triggers gilts sale-off, shooting up long end gilt rate, lead to collateral requirement from pension funds who adopt LDI investment strategy with over leveraged IRS positions – fire sale of gilts to fund collateral margin calls which triggers further gilt rate hike – subsequent BoE mini QE to stabilise the market

Then lead to the presentation:
What have we learnt from the experience?
How does this impact life insurance firms?

Bank of England GILT yields:
The Bank of England (BoE) has been continuously raising interest rates in order to cool down the inflation.  
Base rates have been risen by 1.75% (Feb 0.5% to Sep 2.25%) over a span of 7 months with further increases in the horizon.

Bank of England 20Y GILT yield:
Following the ‘mini-budget’ announcement, fears of the UK’s inability of finance energy caps combined with tax cuts fuelled gilt sales at the long-end.  This caused the 20 year gilt yield (shown above) to rise by almost 80bps over 2 days.
This strong market reaction has forced BoE to step in with a temporary QE programme.




Model risk — Calibration Strength

A GBP SONIA 10Y spot
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Presenter
Presentation Notes
Thanks Colin for contextualising the event – as Colin said, our working party initially set off to focus on inflation. And as we developed our thinking, we felt that we really need to take a broader view and assess the wider macro-economic impact that this year’s experience has placed on the insurance firms and their customers.
Let’s start with a topic that’s probably more relevant to this audience – model risk
The first example is more like stating the obvious.
This chart shows the 10yr Sonia year on year movement since the start of the century
and we can see the experience we’ve had since half year 22 is significantly stronger than what the data would have predicted in an extreme event
Indeed the 15yr SONIA rate has moved by more than 350bps peak to trough this year, which is larger than most, if not all of the firm’s 1-in-200 stress calibration
This is because empirical calibration has its known weaknesses – it’s always a challenge to balance between the adequacy of the data sample, and the completeness and relevance of them
Many firms use data series since mid or late 1990s since BoE independence, and therefore wouldn’t have captured such extreme movements
The next step for the firms, will be assessing the calibration impact for including these new data points, 
and then there is a debate about whether expert judgement should be overlaid, with a forward looking assessment, to dampen the calibration and maintain balance sheet stability



Model risk - Correlations
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Presentation Notes
This is another example on correlation
The chart on the left shows the movement of GBPUSD exchange rate against long term SONIA rate in September and October 2022.
Historically, there is a large amount of data to back a positive correlation between these two, in a developed economy like the UK. Indeed one of our actuarial courses taught us, that rates up attracts currency demand and therefore leads to currency strengthening.
However, we’ve witnessed the opposite of such in September, and indeed the same pattern featured in March 2020 during the initial Covid crisis
pause
This demonstrates that data implied correlations could break down in tail events, and therefore body correlation assumptions may not apply in stress. 
Again, I can see the counter argument that there are simply too few data points in the tail to calibrate confidently the correlation in stress.
Pause
The chart on the right tried to find some rationale behind the seemingly irrational fx behaviour. 
The green line is the basis between SONIA, and the US equivalent, SOFR rate. 
We can see that during September/October period, as SOFR rises faster than SONIA, sterling weakens accordingly against US dollar. 
Pause
This provides an interesting angle for actuaries to ponder, whether an alternative way to analyse fx and rates correlations is possible.



Model Risk — So What?

So... what is missing? And... so what?

* Un-modellable risks * BAU risk management

* A change of regime?  Crisis risk management
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Presentation Notes
So what is missing and what can we do to improve modelling?
Financial models are not crystal balls – data limitation means extreme events may not be captured
Expert judgement by its nature is subjective – if you ask 10 economists, you’ll probably get 11 views back
And on top of that, some risk factors are not possible to model quantitatively, such as political crisis or regulatory uncertainty
Short data range means such similar historical crises are not captured
And the impact of these risks have become more prominent due to technological developments, where information dissemination has become much faster
A more efficient market is therefore more demanding and less tolerant around uncertainties
Also, Could there be a change of regime and rates will remain high for long?
And therefore should we consider expansion of our data series to capture the rates behaviour in the historical higher rate regime?
Pause
But so what? – all models are exposed to model risk, calibration is never accurate
Undershooting SCR by a small amount may not be the most pressing concern for the firms
If I were to switch off my actuarial thinking, and put my risk manager’s hat on,
A reality check on the resilience of the risk management framework is the key learnings outcome
How well do we really understand our risk profile?
What if interest rates are to rise by another 2% in the next two weeks? 
Pause
Or indeed fall by 2%?
What does that do to our SII position? And what does it do to our IFRS equity? How about liquidity implications if we use derivatives extensively?
To answer these questions, we really need to take stock on our risk management toolkits on our shelves.
For BAU risk management,
We need to better utilise stress & scenario testing to understand our key risks via what-if scenarios?
We need to check our ORSA process is effective, in id, measure, manage, monitor and report our key and emerging risks?
And how does everything gang together within the firm’s financial risk appetite framework?
For crisis risk management,
Do we understand what will break us (reverse stress test)
Liquidity contingency plan – reference to Su’s slide later
Do we have a recovery plan off the shelf? And how confident are we in executing the plan in time of need?
In the most extreme scenario, do we have a resolution plan to manage a safe run-off?



Rates hedging and capital management

What then?

* Funding growth
* Reducing cost base
 Flexibility in risk taking

» Shareholder value

By W.carter - Own work, CC BY-SA 4.0,
https://commons.wikimedia.org/w/index.php?curid=34979655
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Presenter
Presentation Notes
I want to touch on interest rate hedging and its consequences
First, why do we hedge rates:
we try to cash flow match our assets and liabilities, 
and where certain components are not matched, such as SCR, RM, or IFRS paddings, interest rate hedging is used to reduce balance sheet volatility
The extent of hedging depends on individual firm’s risk appetite towards rates movement
But What’s the challenge?
Unfortunately, the hedging requirements to achieve economic and SII neutral positions are different
Which means a choice has to be made between hedging SII capital and IFRS equity
A couple of firms adopted an economic hedging strategy in 2021, and therefore protected their IFRS metric from rates rising in H2 21.
More firms moved towards that direction in 2022, and therefore saw a significant strengthening of their capital position when rates started to rise.
Of course the hedging objectives for private and public companies may also be different
For those with this ‘windfall’ capital, there is a good problem for them to ponder, as to how to utilise the surplus capital
Should they:
Fund new business growth
Reduce cost base with debt tendering, which I will touch on in the next slide;
Be more flexible with risk taking, such as longevity or asset warehousing
Or give back dividends
Pause
And of course, we should not forget the windfall capital is not free cash, but rather, it’s an accelerated unwind of future surplus
Therefore, it is important to tell a clear organic capital generation narrative in the forecast, for the investors.
We need to manage our capital budget carefully to avoid over-spending from the considerations mentioned above
Now, if I put my risk manager’s hat back on again, 
And go back to the ‘what-if’ question earlier – what if rates were reversed in the next six months?
Is our hedging ladder design fit for purpose 
And are the governance and controls agile and robust enough, to enable appropriate and timely response?
One final point on interest rate, we need to recognise the cross gamma to other risks, such as reinsurance counterparty exposure,
Higher discount rates would suppress contingent exposure upon reinsurer default. We shouldn’t rush to top up our exposures too quickly,
Otherwise if rates drop back, we run a risk of passively breaching our risk appetite limit



Debt and Capital Management
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Presentation Notes
In my last slide, I want to share with you some observations in debt capital management. 
I personally find it really interesting, as it is probably a side effect that’s been overlooked by most people until it started to manifest.
Solvency II has certain capital tiering rules, where firms cannot use subordinated debts to cover more than 50% of SCR
Any excess debts will not be recognised on the SII balance sheet
This chart shows some of the large firms’ debt to SCR ratio, as at HY22
The dotted line is the 50% SCR cap
And we can see that most firms are running short of restriction headroom  
Of course we know rates have increased even further since then, which leads to a further reduction of SCR, and I wont be surprised to see capital restrictions into biting for some of them today
The CFOs will be thinking about what actions to be taken. Afterall, no one wants to pay for debts that cannot be used
The answer may look simple on the surface:
We either increase the SCR to create headroom,
Or reduce your debt level to save cost
For the former, we could temporarily hold off reinsurance transactions, or write more new business, 
And for the latter, we can simply tender our existing debts.
Indeed we have seen firms doing all of the above to try to resolve this issue.
But in practice, the response is more nuanced. 
For growth firms, they would much prefer spending up their capital and increase their SCR to expand business. 
And for mature firms, cost control and profit generation may be closer to their hearts. 
However, they do need to watch out for liquidity and capital adequacy to support dividend expectations and debt retirements. 
And because future surplus generation has been accelerated, there is an interesting question around dividend cover, i.e. the amount of dividend p.a. relative to capital generation.  
 



Liquidity risk management

Liability Driven Investing (LDI)
« What is LDI? Did life insurers

* Why did it go downhill?

escape unscathed?

Lessons Learnt
 Time horizon matters
* Correlations breakdown

* Importance of stress testing and
contingency plans
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Presentation Notes
What is LDI?
An approach used by pension schemes to ensure assets move in line with liabilities.
Derivatives such as interest rate swaps (IRS) and repo are common instruments in an LDI strategy
The use of leverage through derivatives to increase exposure to interest rate movements and freeing assets to be invested in higher return assets such as equities

Why did it go downhill?
LDI funds ensure there is a minimum level of capital buffer in the form of cash/gilts to meet collateral requirements.
However, as interest rate rises relentlessly and sharply, this eats away at the buffer quicker than it can be topped up to desired level of exposure
In some cases, this has led to fire sales of gilts to reduce the leverage and therefore push up gilt yields and more margin calls

Did life insurers escape unscathed?
No – life insurers also commonly use IRS to manage interest rate exposure.  So, life insurers are similarly exposed to margin calls.
Life insurers are also exposed to collateral margin calls on currency swaps following devaluation of the pound

Lessons Learnt
Timing matters
It is important to set liquidity risk appetite considering different time frames.  For example, consider the risk over 1 day, over 5 day, over 3 months, over 6 months and over 1 year.  In addition, how the stress for each tenor is calibrated is important.  For example, over one year, interest rate could widen by 150bps.  However, over this period, this could be made up of +300bps over 1 month followed by -150bps.  
It is also important to factor timing into liquidity plans.  For example, over a one day period, there is little ability to carry out management actions, e.g. sell down of assets.  
Correlation breakdown – as highlighted in an earlier slide, correlations could breakdown as in the case of interest rates and currency risk.  In addition, correlations used for SCR calculations may not be the driver for adverse liquidity calls. For example, high interest rates and high equity markets are both beneficial for WP funds from an SCR perspective but adverse from a liquidity perspective if IRS and equity hedges are held. Companies might want to consider whether some hardening of correlations or assuming zero correlation when setting liquidity risk appetite.  
Importance of stress testing and contingency plans 
Carry out reverse stress test to understand liquidity breaking point.  For example, how much must the interest rate rise up to in order to breach liquidity tolerances? 
Is there a list of actions that could be carried out in the event of stress?


Wider actuarial considerations

Expenses

Pricing

Persistency
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Presentation Notes
Expenses
-Potential for strain on closed books, protection and UL business
-Extent of impact will depend on whether expense inflation has been hedged and any provisions in outsourcing/service company arrangements
-Year end basis will likely be required before decisions have been finalised on e.g. salaries – how to allow for this in “best estimate” expense assumption?

Persistency
-Limited increases to lapse experience to date, but can be time lagged
-Long term implications of pausing pension contributions difficult to estimate – pre tax deductions aren’t visible in bank account, opting out increases take home pay and may change behaviour/attitudes
–Expert judgement required for year end “best estimate” assumptions
-In contract, high interest rates is expected to reduce re-broking of ERMs and lead to lower persistency


Pricing
-Cost of living crisis v increasing overheads – how to strike a competitive but profitable price
-Rising interest rates lead to better annuity rates – expecting an uptake in annuity sales?


Inflation risk typically impacts consumers directly

« Erosion of policy benefits

TRANSFER

« Changes in consumer behavior

* Increased proportion of customers displaying
characteristics of vulnerability

Lessons learned

« Access to insurance cover
o0 Flexibility
o Affordability

Consumer Duty

« Ease of access to savings products
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Presentation Notes
-A high inflation environment will place many household budgets under strain as salary inflation is likely to lag increased living costs driven by price inflation. At a time when consumers are financially stretched considering the adequacy of policy benefits is key to ensuring good outcomes, as required under the FCA’s new Consumer Duty principle.
-Benefit increases on index-linked annuities and BPAs are typically capped at 5% or less, leading to erosion of purchasing power for annuitants. This erosion of purchasing power is exacerbated for non-linked annuities.
-Returns on savings may not keep pace with inflation, particularly where there is overexposure to the UK market
-Retail protection customers are more likely to lapse due to increasing pressures from spiralling costs of living, however this is a time when protection could be most critical as inflation erodes other savings.
-increasing proportion of customers will display characteristics of vulnerability in a sustained inflation shock, with many newly vulnerable customers due to rising fixed costs outstripping wage inflation

Vulnerable customers
-FCA issued a Dear CEO letter on 16 June 2022 to lenders on acting to support customers with the rising cost of living, highlighting the need to provide appropriate care and support to vulnerable customers – read across to insurance/pensions, onus is on firms to identify and support those with characteristics of vulnerability.
-The new Consumer Duty [PS22/9] requires firms to put good consumer outcomes at the centre of their businesses and be able to demonstrate those outcomes are being met. Again the onus is on firms to demonstrate how they meet these requirements.
-Risk of complacency– there has been a focus on fair treatment of customers for some time, e.g. IGC as customer advocate for workplace pensions customers since 2015, the longstanding customer review (2016), guidance on the fair treatment of vulnerable customers (2021), WPA role as a formal advocate for the best interests of policyholders etc that may lead to complacency

Risk transfer
Two of the recommendations resulting from the IFOA’s Great Risk Transfer Campaign are particularly relevant to consumers impacted by inflation scenarios; 
Access to insurance cover – a recommendation that the government, in consultation with the IFoA and others with technical and industry expertise, determines the appropriate minimum level of insurance protection needed by all – including low-income families – to be financially resilient to specific risks and unexpected shocks.
Adequacy of pension contribution rates – A recommendation that the government should reinvigorate its public messaging around minimum pension saving levels – particularly through workplace auto-enrolment pension schemes – to ensure that consumers are not lulled into a false sense of security on whether their pension saving will be adequate to achieve their retirement income goals.
Adequacy of pension contribution rates may be impacted further by pausing of contributions – as discussed previously, unclear how easy it will be to convince customers to restart once they start to see more post tax income.



Glass half-empty, or glass half-full?

Pension de-risking

Asset origination

Product innovation
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Presentation Notes
Expect pension risk transfer services to be in even greater demand than previously as some pension schemes, especially those with improved funding positions, reflect upon recent events and decide to accelerate their derisking programmes
Better rates for annuitants – uptick in demand?

-rebalancing of asset holdings in pension schemes and potentially reduced future demand for illiquid asset classes, which may provide insurers with the opportunity to acquire those assets at more attractive prices in the future.
- liquid spreads may become more attractive as illiquid yields are slow to respond for some private deals

Product innovation to serve a social purpose
-   Many of the core features of WP are attractive in a volatile environment – smoothing, pooled risk, upside exposure
ST guarantees – Singapore style short term endowment products – guaranteed return for 3-5 years for retail investors, versus traditional equity retail investors




L essons learned

> Unprecedented times: a tall that’s difficult to model

) ALM - what's your residual risk?

> Focus on resilience

> Customer impact and societal purpose
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Presentation Notes
“Unprecedented times” – increased focus on tail calibrations
-As part of an assessment of Brexit resilience, the November 2018 BOE Financial Stability Report included a worst case “disorderly Brexit” scenario that had UK gilt yields increasing by 100bps –as David highlighted at the beginning, following the September ‘mini-budget’ announcement the 20 year gilt yield rose by almost 80bps over 2 days(!)
-David discussed tail calibrations being difficult to model in stressed scenarios – requires significant expert judgement, “thinking outside the box” 
-For less material risks/smaller firms – challenge if multiplicative SF style stresses can really capture extreme events

ALM strategies
Hedging – your balance sheet will look quite different depending on whether you hedged TPs or Own Funds – do you understand what you are protecting and where the risks arise from that strategy?
Do you have a sensible hedging ladder/triggers in place – if interest rates were cut quickly are you ready to respond? 
Can you get updated MI quickly at the right level of granularity to support decisions – not just solvency information, more widely around customer pay outs, fund level liquidity
We’ve all seen the headlines around pension schemes using LDI being caught out by margin calls following the mini budget and the downward spiral of selling gilts to raise cash further suppressing market value.
- Insurers fared relatively well – portfolios aren’t leveraged in the same way, assets backing annuities need to closely match liabilities to be eligible for MA portfolios
-Also a continued focus on robust liquidity risk management frameworks PRA SS 5/19, PS 18/19.
-Some firms may revisit their liquidity risk management strategies , update their collateral requirements to increase credit assets which can be posted as well as cash and gilts

Focus on resilience
-Carry out stress and scenario testing, understand what a “break the business” scenario would look like for your firm.  Don’t discount remote risks and consider the impact of several joint scenarios occurring at the same time – the current inflationary shock is hot on the heels of a pandemic, 
-Plan the unplannable – scenario analysis, contingency plans, absolute movements in risks
-While recent inflation and yield movements have gone beyond what most IM deem to be a 1 in 200 event, insurers haven’t faced capital/liquidity issues – overall balance sheets are strong

Customer impact and societal purpose
The most recent FCA financial lives survey found that one in four UK adults are in financial difficulty or could quickly find themselves in difficulty if they suffered a financial shock
At a time of volatility and uncertainty the life insurance industry serves an important societal purpose – we’ve discussed the need for access to affordable insurance cover and savings products, as well as opportunities for products that provide medium term certainty, risk pooling or smoothed returns. 




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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