Regional Training Seminar IAIS-ASSAL

24 November 2010, San Salvador

Case Study on Asset-Liability Management
BACKGROUND CASE

Instructions
Read the case below. In your groups, discuss the two questions at the end of this paper. You will be given additional information during your discussion. Among yourselves, elect a representative to present your group’s response. Please listen to the moderator for the time allocated to discuss and present your response.
You are a supervisor in the process of conducting an on-site review of the Asset Liability Management (ALM) function for one of the insurance companies incorporated in your jurisdiction. This company is a small subsidiary of a large international insurer.  It accounts for less than 2% of the parent company’s international business, but at the same time it is the 10th largest insurer in your jurisdiction. The subsidiary’s core business is life insurance, primarily whole life and term life policies. The subsidiary has plans to start selling guaranteed investment contracts (GICs) that pay a fixed series of cashflows, as well as annuities whose cashflows depend on policyholder longevity. The subsidiary’s CEO has held this position for only nine months. The subsidiary’s mortality experience over the previous year has been worse than management expected. The subsidiary is rated AA by the major rating agencies.
From your discussions with their Chief Risk Officer you have learned that:

· The parent company manages investments for all of its subsidiaries, to increase efficiency and reduce costs.
· The parent company also establishes limits and risk tolerances on an international basis.
· The parent company and the subsidiary are well capitalized.
· The whole life policies sold by the subsidiary offer guaranteed surrender values as well as the right to take out policy loans at fixed rates.
· The subsidiary’s term and whole life business is managed on a combined basis.
· The subsidiary holds assets consisting mostly of long-term fixed-income investments, in order to achieve higher yields.
· A complex tail Value-at-Risk (TVaR) methodology based on economic value is used to manage the business. This methodology allows for reductions in the capital requirement based on assumed future management actions.
· The Chief Risk Officer is very knowledgeable and has a lot of experience.  He is the only employee in his department.  He sets the subsidiary ALM policy and is responsible for testing and monitoring the ALM processes. Once a year he provides the parent company’s Enterprise Risk Management (ERM) department with a full report on the subsidiary’s life insurance exposures.
Question 1 

Do you have any concerns regarding the ALM programme of the subsidiary under your supervision?  If so, what are your concerns?
Part II – ALM Case Study

Your manager recommends that you include the following recommendations in your assessment report:
· For transparency, the TVaR methodology should be based on statutory values rather than economic values.
· For consistency, the TVaR methodology used for the whole life and term life policies should be applied to the subsidiary’s anticipated new GIC and annuity products. 
· The company should stop writing lines of business that are high risk according to the ALM process.
Question 2

What are your reactions to these recommendations?  
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