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Reselection of pension scheme
- A Catch between Legal Rights and Fairness

AIDA Europe Conference, Copenhagen, 11. June, 2015

Jan Parner
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Savings have to deliver an income cash flow when retired

ahead

Short term solutions may cause long term problems
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Will speak on...

Topics to be covered

» What type of policyholder protection is covered within Solvency Il

* Fairness

» Reselection of pension scheme
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Protection of policyholder

Main themes

» Solvency regulation (protection of promises) e.g. Solvency Il or IORP I

» Market conduct (fair and loyal)

» Fairness (economically)

No canonical distinction between market conduct and fairness
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Think about the lottery...
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and the possibility of a big win
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What do you consider being fair?

You have shared a coupon with another friend.

You are paying 10 € and your friend is paying 90 €

Saturday comes and you have got a winning coupon. Together you win 10000 €

How to you split the win?
« Half and half?
* 1:9i.e. he gets 9000 € and you get 1000 € (the principle of contribution)

« Is it important that one of you is old and the other is young?

What is considered “fair” is typically a cultural norm
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Fair treatment of the policyholder

* DK regulation stemming from 1929 (or perhaps earlier), “The technical basis for calculation has to
provide a fair treatment of the policyholder”

*  For with-profit contracts, unless agreed by occupational pension fund parties (if applicable), they
have to obey to the principle of contribution both between own funds and policyholders and
between the individual policyholders

«  Example. A holds 9 units, B holds 1 unit. Any surplus or deficit is then distributed as 90% to “A”,
10% to “B”.

A B

Fairness is not like a bank account with a 1:1 unit metric
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Which principle is the strongest?

@ = Start observing fairness then

» Divide the contract into two elements: fulfil the guarantee

insurance cover and savings

Young Old
» General questions: Each generation
Social norm do their own
1% % 4% % saving —
» Intergenerational transfers . no-
intergenerational
* Who is paying for the increase in transfers
longevity or for legal guarantees?
_ , ? =— Start fulfilling the guarantee
* The Danish constraint (FBA §21) U = then observe fairness

§ 21. De efter § 20. stk. 1. ar. 1-5, anmeldte forhold skal
vare betryggende og rimelige over for den enkelte forsik-
ringstager og andre berettigede efter forsikringsaftalerne.

Stk. 2. De anmeldte regler for beregning og fordeling af .
realiseret res iS00 otk . 3. skal veere pracise og Young Old Generations pOOIS
Klare e til en rimelig fordeli the values before
Stk. 3. Praemicilic 10T Myteghicde torsikringer skal vere til- oty : _
streekkelige til. at forsikringsselskabet kan opfylde alle sine 1% % 4% % dIStI’-IbUtIOI’]
farnliotelear caladec at der ildlee wril vaare hahaw far evctemac rlSk Of
intergenerational
... it has to lead to a fair distribution transfers

Different solutions in EU, in DK fairness is the strongest
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RESELECTION OF PENSION SCHEME
- WHY AND HOW
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Why reselecting the pension scheme?

Selected arguments from the sector

«  “The pension fund cannot continue to support products with high guaranteed rates with the
required capital due to low interest rate environment”

«  “ltis the right time to cash in the interest rate insurance (i.e. interest rate derivatives)”

*  “Due to low interest rate environment investment returns are locked in by low risk investment
strategies for products with high guaranteed rates. A move to lower guaranteed rates will increase
the likelihood of higher future pension savings”

«  “Market based products will deliver higher pensions due to more active investment strategies”

«  “Market based products are more modern and flexible compared to the classical average interest
rate product”

The value of the guarantee is depending on the capital backing it up
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Process for reselection — have to respect general good

Different steps for reselection on an individual basis

«  Optional: prior assessment of advertisement material by the FSA

« Advertisement. Information has to be objective, fair and balanced with regards to pros and cons

«  Counselling by townhall meetings, publications, letters, etc.

. Call centre service

« Reselection by individual policyholder accept

«  Complaints handling

. Execution

Quality information material still shows to be a challenge
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Reselecting pension product — how to calculate the transfer value

* New regulation (law) voted on 26 March 2014 (FiL
§60a), executive order issued on 26 June 2014, in
force from 1 July 2014

Lovtidende A

2014 Udgivet den 28. juni 2014

« Specific regulation of market conduct (conduct S -
rule) —_ fa”’ and onal treatment Of the pO“CyhOIder Bekendtgerelse om opgerelse af den skonomiske veerdi af en forsikringstagers

produkt ved omvalg

« If offering reselection the policyholder has to be T P T S e

2013, som ®ndret ved lov or 268 af 25 marrs 2014 og lov

or, 403 &f 28, apil 2014, Fastsasties n veimﬂsn]]e i forbindelse med opzrelse efter

offered a transfer value equalling the current iy il e b

lereds vasdiregulering for forsikringen justeret med et
. . § 1. Deme bekendigorelse finder amvendelse pi forsk- evenmelr D"l"”?s“m;E; framukker er evenmelr

market value of the existing product o o o e e om0 i o Sl immeeennss
selstlag” | forbindelse med opgarelss afier den gen-

§ 2. Denne regulerer som den verdi udover
opgavelse af den iske veerdi af en forsikringstager den avenmelt justeret mad

« The FSA has defined how to calculate this market " opt I:“““;“*“‘"T‘m”““m“’”“‘“
) "sikieri rag" s 5 ;

gerens produkt, benmder den ﬂq)peﬁm’s\bnganalhmup

value e

Defaitioner: m]spmmmzle i overensstemmelse med § 8,
§ 3.1 denna bekendtzorelse forstis 11) *ufordeite midler § en gruppe” som smimen af det 6
1) “ehonomisk vedi" som verdien of forsibrinssisge eruppen borende kollektive bomusporentiale o de Gl
rems muverende produk, der ckal overfores 6l & myt _:mppen horands forsikrinzers Akiunmierade vardire-
produk i forbindelse med oruvalz, der er omEttet af § ulerine
60 2 ilov om finansiel virksomhed 17 Sk‘lﬂ:lg 'hn:ms som negatv boms, der ikke er fl-

7)  "ivsforsikrinpshensatelsen for en forsikring”, "bo- skrevet en forsikviags resrospekve bensenelse, men i
muspotentiale pj fripoliceydsisar for en forsikring” oz rlig komo for skyldig bo-
"retrospektiv hensmttelse for en forsikring” § overens-

Value of
guarantee

stemmelse med bekendizorelse om fnansielle rappor- 3 " som et
ter for forsilzingsselskober og tverziende pensions- dukt, bvor forskringsmgeren of andre berettigede of-
Kasser, tex forsdhringsafislen ex uem:-m il bozs, o
3 ulening for ea forskring” som 19) som en mit ) forsik-
forskellen imellem livsforsikrinzshensattelsen for en rings- of investeringshontrakt.
forsikring og den rewospaktive hensmmalss for en for- e )
T el g B o Individuel  for gennams
EXIStIng — 4 rskofomenming” som den el of e reslisereder= 4, : il e don ke
— NeW product sultater | forsikrinzens sruppe. der afipejler omfunzet mrdlmengmﬂnmnmutnmfmmknng som den retrospek-
d t of den risiko, der pilmviler agenkapinalen, og som lo-  hemsettele tllagt en evexmel reguskobsmmssiyt op-
prO uc bende betales til egenkapitelen i heshold il de il Fi- -U‘ kit 5 2
nanstilsynet anmeldie bontributionsresler, entmalt mfi fr

5)  "guppe" som den konmburicnsmessige guppe, som 7. =
enfmk’l:lgulhcw ko ﬂm‘h\mmsmsm annemfﬂe(knuum bmm_;pa'en:m]
6) “skygzekonto hovende til en gruppe” som e komte £ § 8.
med ot rezistreret bele, der forventes at kumne flife-
res egenkspitlen ved en fordeling of fremridige posi-

Savings

EPOO02S

‘Fsimars- o Vaksmin,

Value 100 Value 100 e

The policyholder has to be offered a new product with equal market value
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Summary

In brief

» Fairness not included in the Solvency Il framework

» Selection of pension scheme can be in the benefit of the policyholder

 Active process of reselection has taken place in DK since 2007
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Solvency II and its impact on
discontinued business in non-life
insurance

Oleksandr Khomenko,

Doctoral student at the Department of Accounting and

Commercial Law, Hanken School of Economics, Helsinki, Finland

© Hanken Svenska handelshogskolan / Hanken School of Economics, www.hanken.fi




Solvency II timeline

HANKEN

» 2001-2003 - beginning of the reform project
» 2007 - proposal for the Solvency II Directive
» 2009 - adoption of the Directive

» January 15t 2016 — entering of the Directive

into force

© Hanken



Structure of Solvency II

Pillar 1 Pillar II
(Capital requirements) (Regulatory supervision)

- Solvency capital - Principles of
requirements supervision
- Rules on valuation of - Internal control
asscts - Own risk solvency
- Types of own funds assessment (ORSA)
-Rules on calculation of - Supervisory review
technical provisions process

=@enI)
o7

HANKEN

Pillar 111
(Reporting)

- Supervisory
reporting
- Public disclosure

© Hanken



Impact on discontinued

insurance business HANKEN

» Discontinued insurance business (run-off):
= business underwritten in the past;

= active underwriting no longer being done;
= has existing contractual obligations;

= generates little to no premium income;

= also referred to as “legacy” or inactive
insurance business.

© Hanken



Reasons for discontinuing lines of

insurance business HANKEN

» Exit from low profitable or unprofitable lines
of insurance;

» Shift of the core activity to other business
segments;

» Complete exit from the insurance market.

© Hanken



Implications of Pillar I (capital

requirements) HANKEN

» Solvency II — new risk-based model, market-
consistent valuation of assets and liabilities;

» Higher capital requirements:

= Gurenko & Itigin (2013) — 40% increase in
capital requirements;

= Eling & Pankoke (2014) — Solvency II SCR up to
5 times higher than Solvency I SCR;

= No definitive answer, need for more empirical
research.

© Hanken



Implications of Pillar I (capital

requirements) HANKEN

» Costs of run-off portfolios are also likely to
increase:

» Endres & De Galhau (2010), Labes (2011) — capital for
a run-off portfolio 10 times higher than under
Solvency I;

» Eling & Pankoke (2014) — non-life run-off business
comprises 23.3% of Solvency II SCR;

» PWC - An increase in the cost of capital as one of the
practical implications of Solvency II for Continental
European (re)insurers with regard to their run-off
business (57% of respondents).

© Hanken



Implications of Pillar I (capital

requirements) HANKEN

» Increased focus on the capital efficiency;

» Discontinued business ties up capital which could
otherwise be spent on developing new lines of
business;

» The need to release additional capital -> increase in
the number of run-off portfolios;

» Passive management is no longer a viable option ->
increasing demand for efficient exit mechanisms;

» PWC — Solvency II will influence the restructuring
activities of Continental European (re)insurance
groups over the next five years (72% of respondents).

© Hanken



Pillar IT (insurance supervision)

HANKEN

» Hard to obtain data for supervisory monitoring
purposes for run-off business;

» The data can be less reliable and the staff
responsible for it might no longer be working at
the firm;

» Increases financial and human resources
necessary to conduct internal control, ORSA, etc.

» If poorly managed and not taken properly into
account may result in a capital add-on.

© Hanken



Pillar III (Reporting and

disclosure standards) HANKEN

» (Re)Insurers are required to report publicly
information relating to their financial situation and
solvency;

» Discontinued business has to be reported as well;

» Analysts, rating agencies and investors judge
companies’ business based on disclosures;
» Too large a part of run-off portfolios:
= negative message to policyholders;
= ]oss of prospective clients;

= additional challenge to maintaining a company’s
reputation;

= negative impact on the firm’s rating.

© Hanken



Special implication for pure run-

Off rms HAN K’E N

» Pure run-off companies — undertakings that have
decided to completely exit from the insurance market
and discontinue all of their insurance books of business.

» Particular issues regarding compliance with Solvency II:

= Minimum amounts of premium while still required to hold enough
solvency capital;

= Limited sources of generating capital to cover the requirements;
= Limited staff resources;

= Decreasingly attractive for investors, etc.

© Hanken



Exceptions for run-off firms

HANKEN

» Solvency II art 308b - insurance and reinsurance
companies that have stopped entering into new
insurance or reinsurance contracts before 1 January
2016 and are concentrating on running-off their
existing obligations are not subject to the Solvency II
requirements provided they manage to terminate all
their activity before 1 January 2019 (1 January 2021 in
case the undertaking is subject to reorganisation and
an administrator has been appointed).

© Hanken



Exceptions for run-off firms

(limitations) HANKEN

» Not all companies will be able to use the exemptions in
practice:

= No exhaustive list of evidence of activity termination to be provided
to supervisors is defined;

= UK: application before January 2016 with a defined run-off strategy;
= Additional costs for preparation of the run-off strategy;

= The period stipulated by the Directive is often not enough to
complete run-off;

= Companies qualifying for the exemption might be still required to
prepare for Solvency II.

© Hanken



Conclusion

HANKEN

» Run-off é)ortfolios (especially passively
managed) become even less attractive under
Solvency II and have to be seriously
considered;

» Ianeased focus on the active management
tools;

» Capital restructurings of insurers;
» More attention to the capital management.

© Hanken
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General structure of international insurance
programmes

¢ |[nternational group takes insurance cover for subsidiaries located in
different jurisdictions

e Group level: master policy

¢ L ocal level:
— Local policy by a locally authorised insurer or
— Full cover by master policy on an admitted or non-admitted basis or
— DIC / DIL cover by master policy

39
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Admitted or non-admitted cover

e TWO scenarios:

— Master policy insurer is authorised to cover local risk (admitted
basis)

— Master policy insurer is not authorised to cover local risk (non-
admitted basis)

e Determination of location of risk: typically the country in which the
insured undertaking is established

® Trigger is typically cover of risk, not claims payment — criteria may
differ as well as conditions

40
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Risks

e Regulatory: fines, sanctions and/or ban for insurer, intermediary and
possibly insured

e Contractual: all or part of policy terms may be void or unenforceable
¢ Financial: reinsurers may refuse to cover

¢ Fiscal

¢ Reputational

41
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Risks

The Rio Times ./ REUTERS

News in English for Rio de Janeiro and Erazil HOME BUSINESS - MARKETS - WORLD - POLITICS ~ TECH- OPINION - BREAKINGVIEWS - MONEY - LIFE~  PICTURES -

b4

] 0 HOME POLITICS™ BUSINESS™ REALESTATE~ ENTERTAINMENT~> SPORTS~¥ NIGHTLIFE GUIDH SOivency ” RISk SerVICe

Jun ADVERTISING +  PREMIUM ACCESS STORE PRINT EDITION »  CLASSIFIEDS +

P T
¢ ) HelpWanted: Newsroom Intern Regulatory Data Services Powered By Thomson Reuters .

Brazil Targets Unregistered Financial Services RO ROWES D e

By

Contributing Reporter on November15,20u [ E B E N-Y- regulators Say MetLife tO pav $60 million for
violations

By Ben Tavener, Senior Contributing Reporter

RIO DE JANEIRO, BRAZIL —A U.S. based insurance company is being prosecuted for selling life insurance policies in
Brazil without being legally registered in the country. National Westemn Life, which is headquartered in Texas, will
receive the biggest fine ever imposed by Brazil's financial regulator: R$11 billion (US$6.2 billion).

Luciano Portal, Superintendent at Brazil's private insurance industry
regulator Susep, says the company hired several “irregular brokers”
who sold life insurance throughout Brazil.

“We believe in most cases policyholders [..] are unaware the company
1s operating illegally in Brazil. As the company is fromthe U.S_ itis
seen as credible in Brazil but obviously that doesn't correspond to
reality,” Portal was reported by O Globo as saying.

The case came fo light after a client filed a lawsuit against the company

in Brazil; when the case reached the U.S. justice system, it was shown

National Western Life building in Austin, Texas to involve a company representative which was illegal in Brazil and the
photo by city-data.com case was thrown out.

Susep has warned it is now stepping up checks and, if necessary, legal

action against unregistered foreign businesses to fight “illegal insurance” and other financial services.

Experts interviewed by The Rio Times say the case should be seen more as a deterrent, and will unlikely be paid, but

L
i

hat it should act as a wake-up call for those operating illegally — with insurance companies in the first line of attack as
hey have the “deepest’ pockets. But they warn other financial service providers could be next. I
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The financial interest clause

¢ Financial Interest coverage indemnifies the parent in its home
country for its covered losses triggered by events that affect a local
entity in its own country. The insurable interest of the Parent derives
from its economic interest in its Local entity.

e The parent / policyholder of the master policy is insured, not the local
entity

® Premium is paid by parent

e |[f properly structured, mitigates risk of non-admitted cover as no local
risk is insured

¢ Must be drafted carefully to mitigate risks for the insurer, broker and
intermediary

e Some specific risks relating to the financial interest clause, in
particular: relationship between parent and affiliate (percentage of
ownership, direct/indirect holdings etc.), no subrogation rights,
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