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Problematic issues connected with the application of contract boundaries
Position paper from 14.12.2012

1 Summary

The purpose of this paper is to describe the problematic issues connected with contract boundaries in the Czech Republic, which are also very relevant for all insurers in the Central European region. They have a very significant impact on their Solvency II positions and are viewed as the most important issue connected with the current Solvency II draft regulation. 

The issue is connected with limiting the boundaries on long-term contracts in case the insurer has an option to cancel or amend parts of the contract regardless of the economic reality of how these options are used:

· We feel that not considering the economic reality is not in line with the principle of an economic valuation of the whole balance sheet of the insurer (point (45) of the preamble of the Solvency II Directive - In particular, solvency requirements should be based on an economic valuation of the whole balance sheet.) 

· The resulting valuation underestimates both the risk and the available own funds of the insurer.

· The current regulation might give bad incentives to risk management in terms of options in contract (removal of options to cancel or amend terms), ALM and expense allocation.

· This approach could cause difficulties in  fulfilling the requirements for the use test within the internal models approval process

The proposed solutions are described in detail in chapter 6.
2 Relevant products on the Central European market

Riders attached to traditional/Unit Linked or hybrid products

In the Czech Republic and also in other countries in Central Europe the most common life insurance product is a long-term product with a savings component (either traditional endowment or Unit Linked or also hybrid products) to which several riders covering different risks (disability, critical illness, etc.) can be attached. In some cases the choice of riders is optional, in other it is a standard part of the product. Usually the riders can be cancelled from the main contract. The cancellation option is a risk mitigation tool from the insurer’s side aimed at decreasing risk in the case of unfavourable loss experience. This measure is used only in exceptional circumstances. On average the lifetime of the riders is comparable to the lifetime of the whole contract. These riders usually represent a very significant part of the risk premium and also the profitability of the whole contract (the pricing is done taking into account all parts of the contract). 

Description of conditions governing cancellation, adjustments, etc.

The Czech law gives the insurers the option to cancel only the riders (but not the main policies) with a certain notice period without the necessity of fulfilling any special conditions and this option is usually mentioned in the Terms and Conditions regarding insurance contracts. However, in reality this option is seldom used in practice due to several reasons:

· policyholder reaction – the policyholder may cancel their other contracts due to their dissatisfaction with the action of the insurer,
· reputation - the trust of policyholders in the insurance company would be undermined,

· profitability - in normal cases the riders are profitable so the company has no interest in using the option.

3 Application of current contract boundaries on these products

Long term contract treated as short term
Based on the above mentioned option of the insurance company to cancel the riders we understand that due to the Article 13 (a)(i) (regarding the unilateral right to cancel) together with Article 13 (b) (regarding unbundling) of the Level 2 text the obligations (and profits) expected due to riders in the future should not be included in the technical provisions calculation and they should be treated as cancelled at the earliest possible time (usually monthly payment frequency)

Based on the current Article 4 (1) (d) and (b) we understand that in spite of the fact that this behaviour of the insurance company (immediate usage of the option for all contracts) is not economically realistic due to reputational and profitability considerations, these considerations are not relevant for the determination of the contract boundary.

4 Problematic issues connected with this interpretation

Economically not realistic

· The rider parts of the contract are important contributors to the overall economic value of the contract

· Policy is priced, distributed and administered as a whole.

· Experience also shows that the surrender behaviour is highly correlated for the rider and main policy parts of the contract. 
· The option of the insurer to cancel the rider is included in the contract in order to limit the risk of mispricing of the product. However, in reality this option would be used only in exceptional circumstances.
Our understanding is that the approach to omit any obligations from which the insurer has a chance to escape (i.e. cancel the policy or amend premiums/benefits to cover all risks) was intended to limit the risk of the insurer only to those obligations which are contractually fixed and the insurer cannot mitigate the risk in an adverse scenario by cancelling the policy or amending premiums/benefits. This may be seen as a reasonable assumption although in practise the insurer may choose not to use his right to cancel even in adverse scenarios mainly due to reputational considerations. This assumption is therefore not realistic (both in the case of the best estimate and under stressed conditions).

Not consistent with Solvency II economic valuation principles

The best estimate would in such case not be consistent with the economic valuation and this can be seen as not consistent with the Solvency II principle of economic valuation of the balance sheet (Level 1 preamble (45)).

Impact on SCR

By not including the risk connected with all obligations from existing riders, which the insurer will most probably be exposed to, would lead to an underestimation of some risks (for example morbidity, lapse and expense risks), which could be potentially quite significant, 

Exclusion of riders may cause problems with ALM, where the assets and liabilities are matched based on the best estimate of expected cash flows. They include cash-flows from riders in the amount that they are expected to happen. Excluding these cash-flows results in an artificial mismatch in assets and liabilities and unreasonably increased interest risk.

Artificial decrease of own funds

In the best estimate scenario it is very improbable that the insurer would use his right mainly due to the profitability of the riders. The rider parts of the contract are important contributors to the overall economic value of contract and the policy is priced, distributed and administered as a whole. 

It is expected that due to excluding the future obligation from riders the risk and connected SCR will decrease. But at the same time the available own funds will decrease due to the decrease in expected profits in future premiums (increase of technical provisions). For most such riders the expected decrease in risk (SCR) has a lower impact on the solvency ratio than the decrease of available funds. Very often riders represent a very significant part of the profits of the whole contract and the pricing of the contract is done as a whole (main policy and rider) taking into account the realistically expected life-time of both the main policy and the rider. 
Inconsistency with internal economic valuation used for decision making – problematic use test
In best estimate calculations for internal economic valuation that is used for the management of the company and decision making (for example MCEV, NBV, ALM calculation, etc.) the companies model the life of the rider depending on historical experience of cancellations (mainly from the policyholder’s side).  The exclusion of riders would disrupt the economic view on the life portfolio and such a view could not be used in the daily decision processes. 
This may lead to the existence of two different approaches alongside each other - economic valuation for internal purposes and another for regulatory purposes taking into account contract boundaries application. Under such circumstances it may be difficult to prove that the requirements of the use test necessary for internal model approval are met.

Even for standard formula users this issue could be problematic if different approaches are used for internal decision making processes and for regulatory reporting (although their alignment is not directly required as in the case of internal models).
Practical limitations in application of unbundling

In practice it may be very difficult to unbundle the riders from the main contracts and there is a high amount of unclarity remaining in connection with this issue. 
It can be expected that if in reality an insurer uses the option to cancel a rider this will have an impact on for example the lapse rate of the main policy due to policyholder dissatisfaction. It is not clear if future rider cashflows are excluded on the basis of the unilateral right of the insurer to cancel the rider, whether this and similar effects should considered in the main policy cash-flows.
There are often several interdependencies between the main policy and the rider and even thought the premium is in many cases defined separately other cash-flows cannot always be split in an objective way (e.g. expenses, management fees, etc.). For example in the case of expenses there is no clear method how to split them between riders and the main policies as they are managed and sold together and the split will always be rather arbitrary.This in our opinion unnecessarily introduces the need for additional expert judgement and can have a negative impact on the comparability of results between different insurers who use different approaches for unbundling.
Lastly there are several cases where also the benefits of the rider and main part of the policies are interconnected and very difficult to unbundle. An example of this are bonuses for a claimless period, which are defined on the level of the whole contract (i.e. the bonus is paid if there are not claims on both the main and rider parts of the policy for a given period).

5 Possible undesirable consequences:

Removal of insurer options to cancel or amend riders

Insurers in Central Europe are considering removing the referred options for cancelation or amendment of premiums in order to be able to prevent the artificial decrease of own funds due to the exclusion of expected profits in the existing rider contracts. This may however not be seen as a right step in terms of risk management and will lead to an increase of the risk exposure of insurers, because of cancellation of one of the possible risk mitigation tools.

Inappropriate incentives for ALM
The current methodology punishes insurers who are matching assets to liabilities on the economic best estimate basis (i.e. including expected rider cash-flows) by an increased SCR for interest risk due to an artificial mismatch between assets and liabilities after the exclusion of rider cash-flows. This may lead some insurers to perform ALM on the basis of the Solvency II best estimate in order to minimize the capital requirements, which would however lead to the increase of the economic risk carried by insurers.

Possibility to influence own funds by handling of expense split between riders and the main policy

Due to the impossibility of splitting expenses between riders and the main policy in an objective way this could lead to differences in approaches between insurers and opens the possibility of influencing (improving) the resulting Solvency position by shifting expenses to riders (i.e. artificially decreasing future expenses and thus improving profits).

6 Proposed solutions

Straight-forward solution 

Remove subparagraph (b) from Article 13 Level 2, which applies contract boundary principle only on the part of the contract.

Simple solution - apply condition of discernible economic effect also to the unilateral right

We propose to apply the concept of “discernible effect on the economics of the contract” as in L2, article 13, (3) also to application of the unilateral right to cancel the contract or amend premiums/benefits (i.e. L2, article 13, (1)(a). The contractual unilateral rights of the insurer would only be taken into account when they have a discernible effect on the economics of the contract (meaning that at the level of the portfolio of such contracts the usage of the option is material). That way the realistic probability of the insurer to use this option would be taken into account.

Advanced solution - model the usage of the unilateral right option explicitly in the given scenarios (as a management action / risk mitigating effect) instead of prescribing a sharp contract boundary

Under this approach we would propose not to define the contract boundary connected with unilateral rights as a binary decision (full projection vs. immediate cancelation) but rather to model the usage of the unilateral right explicitly as a management action. Under this solution the current Level 2 text related to unilateral rights of the insurer would be removed (or could be used as a possible simplification) and instead the handling of unilateral rights of the insurer would be described in Article 19 connected with the modelling of future management actions. 

The insurer should consider based on experience and other relevant inputs when he would use this option for specific contracts and define appropriate assumptions in line with the requirements on assumptions on future management actions. We expect that these assumptions would also depend on the scenario under consideration (for example in scenarios with adverse morbidity development the usage of the option may be higher).

Appendix: Relevant Solvency II requirements

In this part we will give a brief summary of the main relevant requirements in the Directive (Level 1), Implementing Measures (Level 2) and Technical standards (Level 3).

Level 1 – Directive 2009/138/EC

Preamble (45) … In particular, solvency requirements should be based on an economic valuation of the whole balance sheet.

Preamble (55) … The value of technical provisions should therefore correspond to the amount an insurance or reinsurance undertaking would have to pay if it transferred its contractual rights and obligations immediately to another undertaking.

Preamble (58) … It is necessary that the expected present value of insurance liabilities is calculated on the basis of current and credible information and realistic assumptions, …, to deliver an economic valuation of insurance or reinsurance obligations.

Article 100

The Solvency Capital Requirement shall be calibrated so as to ensure that all quantifiable risks to which an insurance or reinsurance undertaking is exposed are taken into account. …

Level 2 – Draft Implementing Measures from 30.11.2011

Article 13

(1) For the purpose of determining which insurance or reinsurance obligations arise in relation to an insurance or reinsurance contract, the boundaries of the contract shall be defined in the following manner:

(a)
where the insurance or reinsurance undertaking has at a future date:

(i)
a unilateral right to terminate the contract, 

(ii)
a unilateral right to reject premiums payable under the contract, or

(iii)
a unilateral right to amend the premiums or the benefits payable under the contract in such a way that the premiums fully reflect the risks, 

any obligations which relate to insurance or reinsurance cover which might be provided by the undertaking after that date do not belong to the contract, unless the undertaking can compel the policy holder to pay the premium for those obligations; 

(b)
where the insurance or reinsurance undertaking has a unilateral right as referred to in point (a) that relates only to a part of the contract, the same principle as defined in point (a) shall be applied to this part;

…

(3) For the purpose of points (a) and (b) of paragraph 1, restrictions of the unilateral right and limitations of the extent by which premiums and benefits can be amended that have no discernible effect on the economics of the contract, shall be ignored.

Level 3 – Draft Implementing Technical Standards of Contract Boundaries from 13.9.2012

Article 4

(1) Insurance or reinsurance undertakings shall consider the right to terminate, reject premiums, or amend the premiums or benefits payable under the contract, as being unilateral, when neither the policy holder nor any third party can restrict the exercise of that right. In particular:

…

(b) Undertakings shall not consider reputational risk or competitive pressures as limitations of the unilateral right.

…

(d) If the undertaking has the ability to terminate the contract, it shall be considered as a unilateral right to terminate the contract regardless of the profitability of such termination.

…
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