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Interest Rate Guarantees under ICS/Solvency II

ïDonôt let your legacy book disturb you!

ÁSustained interest rate decrease over the last decade

Á Increasing pressure on traditional product 

with fixed rate guarantees

Á Traditional investment strategies become 

questionable

Á Insurance 4.0

ÁNew Market Players

ÁCloser link between ñInsurance Savingsò and 

ñFinancial Servicesò

Technology

Economics

Supervision

ÁNew regulatory requirements in particular 

in view of interest rate risk

ÁSolvency II (Europe)

ÁGlobal Insurance Capital Standard (ICS)

ÁCorresponding adjustment to national 

regulation in Asian countries to be anticipated 

Challenges in the New Insurance World

!

! !
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Life Insurance in the ñNew Worldò

Interest Rate Guarantees under ICS/Solvency II

ïDonôt let your legacy book disturb you!

ÁMarket demand for new saving and annuity products

ÁAttractive return opportunity combined with realistic 

guarantee levels 

ÁDonót forget policyholdersó wish to get guarantees 

(market dependent)

ÁRegulatory changes require modified product strategy 

in view of the consumption of capital for saving and 

annuity products

Á Trend towards new products with a higher focus on the 

biometric cover observed on some markets

Advanced Product Strategy The Legacy Book

ÁCritical: In-the money guarantees

Á Long-term obligations

Á Increasing capital demand

ÁSupervisory constraints to take measures

ÁRetain policyholderós trust

?
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Concepts for the Legacy Book

Interest Rate Guarantees under ICS/Solvency II
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ÁRelease capital strain by selling the portfolio 

to (overseas) investors

ÁOne-time effort instead of long-term strain

ÁSupervisors and policyholder may react critical 

on such sales

Portfolio Sale Effective De-Risking

ÁEliminate market risk - borne by the existing 

portfolio ïas far as possible given the existing p

Á Issues to be solved

ÁAvailability of risk mitigating instruments

ÁAccounting

ÁSupervisory rules

ÁPromote surrender actively by certain measures

ÁHow to retain policyholderós trust into the 

company

ÁSupervisory may not like this

Á Increase efficiency of portfolio administration

ÁEconomic impact may be small

ÁHelpful at most for elder or purely administered 

portfolios

Portfolio Restructuring
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De-Risking of the Legacy Book
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ÁUse of derivative instruments and similar 

investment bank products to mitigate market risk

ÁStandardized instruments

ÁSupervisory and accounting issues

ÁSpecial management of more complex 

instruments needed

ÁSale of less capital intensive products

ÁEven a radical change of the product 

strategy will show an effect after years, only

ÁReinsurance covering market risk

ÁPortfolio specific instruments

ÁEasy to manage 

(e.g. no derivative regulation/ 

no obligation to collateralize)

ÁHowever, such concept are less well known 

(discussion with supervisors needed)

Asset Focused Concepts Liability Focused Instruments
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ïThe Challenge: ICS/Solvency

8Interest Rate Guarantees and ICS/Solvency II

ICS/Solvency Liability Valuation

Current GAAP ICS / Solvency II

Market Adjusted 

Valuation Approach

GAAP Plus 

Approach

Current 

GAAP 

Value

GAAP

Adjustm.

Discount. 

Cash-

Flow @

fixed 

interest

Implicit

Margin

Discount. 

Cash-

Flow @ 

current 

interest

MOCE/ 

Risk 

Margin

Á Future cash-flows to be discounted at current market interest 

rate

Á (Minor) adjustment for liquidity margin possible

ÁExtrapolation beyond the last liquid point

ÁAdditional contribution from Time Value of Financial Options 

and Guarantees (TVFOG)

ÁReplace implicit (profit) margin by an explicit risk adjustment

ÁRule based prospective measure e.g. MOCE under ICS

ÁñGAAP Plusò approach leads to very similar results

Á In the current low interest rate environment liabilities may 

be significantly above the traditional GAAP Valuation:

ÁDiscount rates often below guarantee rates

ÁHigh duration products are particularly exposed

Á TVFOG can have material impact

Impact on Long-term Guarantees

Liability Valuation Valuation (Market Adjusted / Solvency Approach)

TVFOG



Interest Rate Guarantees under ICS/Solvency II

ïThe Challenge: ICS/Solvency

9Interest Rate Guarantees and ICS/Solvency II

Capital Requirement ïInterest Rate Risk 

DCF @ 

stressed 

interest

DCF @ 

current 

interest

MOCE

ÁICS/Solvency rules define critical ñinterest down scenarioò reflecting a 

99,5% one-year worst case scenario applied on the discount rate curve

Á e.g. relative stress -70% (short) / -30% (long) of the current rates

or parallel shift (-100 bps) of the whole curve

Á Liabilities discounted at stressed interest curve significantly 

above current value (rule of thumb: 5% - 15% depending on duration)

ÁCapital demand for interest rate risk = 

Change of liability value under that stress

Impact on Liabilities

MOCE

Capital 

Demand

Assets 

@

stressed  

fair 

value

Assets 

@

current  

fair 

value

Capital 

Release

Impact on Liabilities

Interest Rate Stress (Interest Down Risk)

Impact on Assets

ÁCritical ñinterest down scenarioò to be applied 

on investment portfolio as well

ÁConsiderable increase of values 

depending on ALM strategy 

(average bond duration), 

typically 3% - 8% of asset value

ÁCapital release form bonds can be 

offset against capital demand from liabilities

Impact on Investments

TVFOG @ 

stressed 

interest

TVFOG @ 

current 

interest
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ICS/Solvency ïTotal Balance Sheet View

GAAP 

Liability

Asset 

@ 

GAAP 

Value

ÁRevaluation at current discount / fair value will 

result in differences between GAAP equity and 

Solvency/ICS own funds. 

ÁAvailable capital may drop (from GAAP Equity 

to Solvency Own Funds) depending on the 

business mix

ÁRequired capital for market risk typically is well 

above ñtraditionalò regulatory demand

Á Free Capital tends to drop significantly when 

ICS/Solvency II is introduced

Capital Impact

ÁNew valuation at current risk free rate / 

fair value will lead to a substantial volatility 

of Own Funds under ICS/Solvency II

Volatility
S2 / ICS 

Liability

Assets 

@ fair 

value

Required

Capital

Free

Capital GAAP

Equity

Solvency 

Required

Capital

Solvency/ICS

Own Funds

Traditional (GAAP based)

Regulatory Balance Sheet

ICS/ Solvency II

!

Free

Capital
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ICS/Solvency ïIncreased strain from the Legacy Book

ÁSignificant increase of liabilities for long-term 

guarantees portfolio 

Á TVFOG can have an substantial negative impact

ÁUnless a proper AL-matching is achieved 

the Solvency ratio will be under pressure

ÁAdditional strain from a potentially high volatility 

of the Solvency ratio under volatile interest rates

Observation

Á Traditional ALM, to reduce the mismatch

ÁDerivative financial instruments 

ÁReinsurance of market risk 

ïsee below

Countermeasures!

GAAP 

Liability

Asset 

@ 

GAAP 

Value S2 / ICS 

Liability

Assets 

@ fair 

value

Required

Capital

Free

Capital GAAP

Equity

Solvency 

Required

Capital

Solvency/ICS

Own Funds

Traditional (GAAP based)

Regulatory Balance Sheet

ICS/ Solvency II

Free

Capital
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ïHow to reduce the strain with reinsurance
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The Concept

Á Traditional reinsurance cover on proportional basis

Á First Alternative: Proportional market risk cover

ÁGuarantees obligations assumed by reinsurer on quota 

share bases

ÁSeconc Alternative: Non-Proportional market risk cover:

ÁReinsurers pays for excess losses on guarantees, only 

1

2a

2b

1

2

Premiums

Claims

Investment 

Income

Guarantees

Interest Rate Guarantees and ICS/Solvency II

Interest Rate Reinsurance  - General Concept
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Relevant Topics

ÁReinsurance allows ñfine-tuningò of the solution 

to the demand to cover the guarantees on the 

liability side. (Instead of providing some 

additional investment return)

ÁBooking both, the traditional and market risk 

transfer, as an insurance contract can allow a 

beneficial accounting

ÁDiversification between traditional and market 

risk transfer can reduce economic price, 

compared with a pure capital market solution

Á If the cedent realizes a negative 

ĂInvestment incomeñ, this can be 

covered as well
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Interest Rate Reinsurance: Details
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Investment Return

Premiums

Benefits / Reserve

Traditional

Reinsurance

1Premiums

Benefits

Product with 

Guarantees

Guar. Rate
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ÁReinsurer participates on original policyholder premiums 

and original benefits on a proportional basis

ÁAdditional expense commission possible

ÁReinsurer proportionally participates in the change of 

reserve insofar they refer to premiums and paid benefits 

Interest rate guarantee stays with the cedent
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Traditional Reinsurance (Quota Share)1
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Interest Rate Reinsurance: Details
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Investment Return

Premiums

Benefits / Reserve

Traditional

Reinsurance

1Premiums

Benefits

Product with 

Guarantees

Guar. Rate
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ÁReinsurer participates on original policyholder premiums 

and original benefits on a proportional basis

ÁAdditional expense commission possible

ÁReinsurer proportionally participates in the change of 

reserve insofar they refer to premiums and paid benefits 

Interest rate guarantee stays with the cedent
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Traditional Reinsurance (Quota Share)

ÁComplementary element in a traditional cover    

ÁReinsurer assumes obligation to contribute 

the guaranteed interest to the reserves

ÁCedent shares its investment return, either

Á proportionally, typically indexed based, 

e.g. calibrated at the actual risk free rate, or

Á non-proportional at a fixed % of the reserve

2 Interest Rate Reinsurance

1

1

2a

2b

Realized Return 

Intrest Guarantee

2
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Interest Rate Reinsurance: Impact under Solvency II / ICS

Interest Rate Guarantees and ICS/Solvency II

DCF @ 

stressed 

interest

TVFOG

Discount. 

Cash-

Flow @

fixed 

interest

Implicit

Margin

DCF @ 

stressed 

interest

DCF @ 

current 

interest

MOCE

TVFOG

DCF @ 

current 

interest

MOCE

TVFOG

MOCE

MOCE

GAAP S II / ICS without RI S II / ICS after RI

Current Stressed Current Stressed

Interest Rate Reinsurance

ÁComponents of interest rate reinsurance 

reduce the net liability under ICS valuation

Á Traditional quota share:

Reduction of MOCE

ÁCession of guarantee requirement: 

Reduction of TVFOG

ÁSubstantial reduction of market risk stress 

impact on the net liabilities after 

reinsurance:

ÁMarket dependent RI payments:

Reduced discount rate 

will be offset by 

reduced realized return payable

Ý Positive impact 

Á Increase of own funds

ÁLower capital requirements 

ÁMore stable Solvency ratio

b

a

c

TVFOG

b

a c



Hands-on Example: German Endowment &Annuity Portfolio
- Average Term 16 years, Guaranteed Rate 2,78% (portfolio average)

- 40% Quota Share Reinsurance, Interest Cover: Guarantee <-> 10 y Bund Rate + 120 bps

Interest Rate Guarantees under ICS/Solvency II

ïHow to reduce the strain with reinsurance
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ú55b

ú50b

ú45b

ú40b

ú55b

ú50b

ú45b

ú40b

ú55b

ú50b

ú45b

ú40b

Decrease TVFOG + RM

ú55b

ú50b

ú45b

ú40b

RI asset offsets interest rate shock Solvency Ratio 190% -> 285%
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Core Requirement: 

Appropriate Supervisory Recognition of the Non-traditional Structure

Interest Rate Guarantees under ICS/Solvency II

ïRegulatory Constraints
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ÁReinsurance of market risk is straight-forward in view of 

economics and contractual terms

Á To allow for the positive effects an appropriate 

recognition by supervisors is required 

ÁReinsurance of market risk to be classified as 

Ăreinsuranceñ (and not as financial instrument)

Á The transfer of market risk should not imply a 

classification as Ăfinite/financial reinsuranceñ 

ÁRegulation of reinsurance should allow for reasonable 

recognition of such risk mitigating measures for both, 

the underwriting and the market risk.

Regulatory Classification Principles for Measurement of Reinsurance

ÁRecognition of an reinsurance recoverable 

(reflecting the cash-flows from an RI cover) is a core 

ÁMeasurement principles for reinsurance need to be 

fully aligned to the liability measurement

ÁSubject to credit risk adjustment

ÁMeasurement under Solvency shock needs to 

reflect properly the variability of reinsurance

cash-flows

Interest Rate Guarantees and ICS/Solvency II
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- Concluding Remarks

Donótlet your legacy book disturb you!

- Challenges from technologies & economics urge towards new products 

- Growing pressure on guarantee products form new supervisory regulation

- Decisive de-risking of the legacy book should be aspired

The challenge: ICS/Solvency

- Risk free discounting and TVFOG may endanger the existing capital basis

- Increasing capital demand for market risk ïin particular interest down

- Drastic effect under low interest rates, but the effect can be persistent

How to reduce the strain with reinsurance

- Traditional reinsurance can help by reducing the SCR and MOEV

- Additional components to mitigate market risk are possible

- Substantial improvements to be expected under ICS/Solvency II

Constraints and conclusion

- Concept successfully implemented with clients, e.g. in Europe

- Appropriate regulatory recognition can be challenging

- Understanding of the concept by cedents, auditors und supervisors is key
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Thank you for your attention
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