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EXECUTIVE SUMMARY

The objective of the Life Treating Customers Fa{ffyCF”) Working Party is to consider
how life insurers can continue to improve how theat customers fairly. We have not
sought to duplicate the work of other industry lesdsuch as the FSA, but rather to build
on the work already done, particularly from an adtl perspective.

It is not our role to make firm recommendations faiher to raise awareness of the issues
and to assist actuaries in their work in this ar@de purpose of this paper is to set out
certain conclusions and suggestions from our wark more importantly, to stimulate
discussion within the Profession. We would appteciieedback either at the SIAS
meeting or via e-mail tacf.workingparty@actuaries.org.uk

TCF covers most areas of the operations of any@nsand we could not conceivably aim
to address all such areas. Indeed we made a cassbéeision to focus our work on areas
other than with-profits business and have focusesetected areas of non-profit business:
. Post-sale price-setting: unit pricing, surrendet alteration values, reviewable
rates, discretionary charges (chapters 3 to 6);
. Product design: critical illness (chapter 7); and
. Customer communication: product disclosure (chafyter

We hope that each of these chapters can be raadlation by actuaries with a particular
interest in any of them and accordingly each costan Executive Summary of the key
points from that chapter.

Generic themes that we identified from the spedfieas are considered in chapter 2 and
so potentially this is the key chapter within thaper. These findings, from both the
actuary's and firm's point of view, include:

. Customer knowledge and understanding;

. Documentation and communication;

. Impact on reserves and profitability; and

. Governance.
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1.2

INTRODUCTION

BACKGROUND

The Life Treating Customers Fairly Working Partyswget up by the Life Research
Committee in 2005. The primary objective of our kawas specified astd
understand and promote the implications of the fingaCustomers Fairly (TCF)
initiative to actuaries working in financial ingtitions..”

Our terms of reference went on to suggest thathe Profession can help define
‘fairness’ and the principles of ‘fairness”.As a result we commenced by trying
to define TCF for actuaries or otherwise addresgiag a generic issue, but found
this unsuccessful, as we kept returning to whaptireciple of TCF might mean in
different situations. In order to progress, we ¢ffiee adopted the approach of
considering TCF issues in certain specific areas geeking to identify common
themes and high-level conclusions.

THE SCOPE OF THIS PAPER

We made a conscious decision to focus our workreasaother than with-profits
business. This is because with-profits businesskan the subject of considerable
change in recent years:

. With-profits business is subject to detailed gumaby the FSA through
the Conduct of Business regulations (COB 6.10 t@2). which
considerably restricts the way in which discretisnexercised in the
management of with-profits business. These rules aitroduced the
Principles and Practices of Financial ManagemeRPEFM”) and the
Customer Friendly PPFM (*CFPPFM”) which must nowgdreduced by
firms with with-profits business;

. Addressing perceived conflicts of interest withie actuarial function by
removing the role of the Appointed Actuary andadiucing the roles of
the Actuarial Function Holder (“AFH”) and the WitProfits Actuary (as
set out in SUP 4.3.16A). The With-Profits Actuagvieses firms on the
use of discretion in with-profits business and fallsnreports to both the
Board and policyholders on his/her opinion on tiner's application of
discretion each year; and

. The introduction of specific governance arrangesdot with-profits
business; these require an element of independelgement, such as
With-Profits Committees involving non-executive<JB 6.11.5).

In addition a predecessor working party had alreaglored many of these issues
in the context of with-profits businéssWhilst there may still be areas of with-
profits business where further discussion amongsiagies would prove beneficial,
in order to keep our task within reasonable propost we decided at an early
stage to focus our attention on non-profit businedgere we think TCF has had
less formal discussion amongst actuaries.

We have also avoided the area of interface betwWeecompanies and distributors.
In part this seems less actuarial than some oduthas that we have considered but
we were also aware of ongoing work within the FS#Al detween the ABI and

! Report of the Customers’ Interests Working Paxiyyember 2002 available at:
http://www.actuaries.org.uk/files/pdf/life _insuraaicustomerinterestsrep.pdf
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AIFA that was likely to emerge (and indeed has g®a) before this paper would
be completed.

As a result in chapters 3 to 8 of this paper, wesater the following specific areas:
. Unit pricing;
. Non-profit surrender, paid-up and alteration vajues
. Reviewable rates;
. Unit-linked discretionary charges;
. Critical illness business, and
. Product disclosure.

We hope that each of these chapters can be remolation by actuaries with a
particular interest in any of them. The common tesrfitom the specific areas are
considered in chapter 2.

1.3 AN OVERVIEW OF TCF

The TCF initiative has been very high-profile ane @o not think that we need to
include a detailed review of the FSA'’s stance witthis paper. We therefore limit
ourselves to a few comments in this opening chapter

The FSA'’s Principles for Businesses came into effeth the adoption of the FSA
Handbook and Principle 6 states thatfffm must pay due regard to the interests of
its customers and treat them faltlyThis is not the only principle that relates to
how firms deal with customers, for example:

. Principle 7 — Communication with Customers A firm must pay due
regard to the information needs of its customensg a&ommunicate
information to them in a way which is clear, faidanot misleading

. Principle 8 — Conflicts of Interest -A"“firm must manage conflicts of
interest fairly, both between itself and its custosnand between one
customer and anothér

. Principle 9 — Customers: Relationships of TrustA-firm must take
reasonable care to ensure the suitability of itvied and discretionary
decisions for any customer who is entitled to tgdgn its judgemeht

However the current focus on TCF arises from itwt&s undertaken by the FSA
since 2004, for business other than with-profitejclv appear to place TCF at the
forefront of the move to principles-based regulatio

With the exception of with-profits business, TChens a high-level principle and
has not been defined by the FSAWe conclude that ‘fairness’ is not a definitive
concept. Instead it represents a series of valuésch help us to decide how to
behave and treat others

In this regard, we did not think we could do maraléfine ‘fairness’ than to quote
the non-exhaustive list of characteristics from #ferementioned paper by the
Customers’ Interests Working Party:
. Honesty, openness and transparency;
. Disclosure, on a continuing basis, of material infation;
. Honouring representations, assurances and guasanmééch create
legitimate expectations;

2 “Treating Customers Fairly after the Point of S&8A (June 2001)
5
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. Treating like situations alike and vice versa;

. Acting impartially and reasonably, having regardlydo relevant issues;

. Acting with integrity and in good faith;

. Acting with reasonable competence and diligence;

. Refraining from exploiting customers or acting caipusly;

. Being reasonable about putting things right if éhisra problem for which
the firm is responsible; and

. Being accessible to customers.

As a result, the application of ‘fairness’ will yan different circumstances, for
example reflecting:

. Wording in individual product literature;

. Internal procedures within each firm; and

. The method of distribution.
It will also vary over time.

Whilst the FSA has produced a great deal of mdtenailable from its website, it
rarely addresses the more technical aspects dbuminess and still leaves a lot of
space for actuaries and others in firms to deltetepplication and the appropriate
courses of action. We hope that this paper is usefaelping life actuaries apply
TCF within their work.

TCF & PRE

Whilst Principle 6 has only been applicable to ftatgd firms since 2001, there are
many similarities with the earlier concept of Pyliolders’ Reasonable

Expectations (PRE). These were also consideredhen“Customers’ Interests”

paper referred to earlier.

The similarities between TCF and PRE include:

. Failure to meet PRE provided grounds for internvaanby the regulator, as
does the failure to treat customers fairly now;

. Expectations could be built up from many areasntéraction between a
life company and its customers, that lie outsidemab actuarial
responsibilities;

. The Appointed Actuary had to take account of PRIEt as the Actuarial
Function Holder does TCF;

. Much of the debate within the Profession on thegecs has been on
with-profits rather than non-profit business; and

. To our knowledge, PRE has never been preciselnekbfi

Clearly though, there are differences too — notable much wider scope of TCF,
which applies to all FSA-regulated firms, not jlit insurers, and its application
within firms to a far wider range of decisions.

ACTUARIES & TCF

FSA has made it quite clear that it is the Board&ponsibility to ensure that a firm
treats its customers fairly. Many actuaries, thmesf may find themselves in a
similar position to other employees of a firm (ordther Directors) in having to
pay appropriate regard to TCF in performing theler
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Boards will, though, look to actuaries for detailetbwledge of the intricacies of

pricing and product management and, in providinghsadvice, actuaries will need

to formulate views on the impact of TCF. Where ¢éhase material to the advice,
we suggest that the actuary involved should higibligeir assumption and perhaps
comment on alternative scenarios.

The Actuarial Function Holder, though, faces patdc responsibilities; for
example, the FSA Handbook Glossary defilsility to a policyholderto include
“...any liability or obligation arising ...from the reigement to treat customers
fairly under principle 6, including with regard t@olicyholders’ reasonable
expectations.”.This is considered further in section 2.7.

Similar considerations apply to Reporting Actugri@eviewing Actuaries and

auditors in their respective roles in determiningetiher a firm has duly considered
the impact of TCF in the calculation of its reserveealistic balance sheets or
embedded values. These specific responsibilitiesnat considered further in this

paper.
LEGAL CONSIDERATIONS

Our focus has been on TCF, but in many areas thslaps with legislative
requirements arising, in particular, under the nfa&rms in Consumer Contract
Regulations. We have sought to offer our views bis tin the context of
Reviewable Rates in an appendix to that chapter.

However we would like to stress that this paper prgents an actuarial
perspective and has been written without the benefof legal advice.

FUTURE WORK

TCF is far-reaching and evolving and hence any ipapethis subject could not
possibly cover all the areas impacted by TCF. miqaar, this paper should not be
regarded as providing a definitive view. This ish@gs not surprising given that
TCF is so subjective.

Some of the topics that we have considered perhapsant a working party in
their own right, whilst there are clearly otheritgpthat we have not addressed.

We would welcome your thoughts on this paper aedture work that you think
should be undertaken within the Actuarial ProfessPlease send your comments
to tcf.workingparty@actuaries.org.uk.

AND FINALLY...

As a Working Party we have held many stimulatingcdssions that have not
always reached clear resolution. The views expdess¢his paper are those of at
least one of the authors, and usually of a majoatyd should certainly not be
regarded as the views of our employers!

In most of the chapters, we have tried to offecastomer’s perspective”. This is

an actuary’s view of what a customer may think hasgl not been tested in practice
and we recognise that we are not typical custorasr$ar as life products are

concerned! (In some chapters we have also inclade@dviser’'s perspective” and

similar caveats apply.)



We would .like to thank colleagues who commentedimafits of this paper, Audrey
Cosens of the Actuarial Profession for her asstgtaihroughout our work and
Claire Hammond of Barnett Waddingham LLP for helphe the production of
this paper. Any errors that remain are our own.

We hope that this paper will stimulate a livelyatission, both at Staple Inn and
amongst life actuaries more generally.
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2.2

GENERIC FINDINGS

INTRODUCTION

TCF is a broad area covering many aspects of tlabpns of UK financial
services companies. In the chapters that followuber of specific TCF issues
facing life insurers have been considered. Withis thapter we have drawn out
the common themes and also used these examplesriariore generic views on
what constitutes TCF, how it can best be managedl the implications for
actuaries.

CUSTOMER KNOWLEDGE AND UNDERSTANDING
The imbalance in knowledge

There is a significant imbalance in the knowledfiensurance products between
firms and consumers and TCF imposes a requirenrefitras not to make use of
this additional knowledge to the detriment of custos. As a result TCF can
appear to industry insiders to favour custometh@texpense of firms.

This imbalance of knowledge raises the questiotodsow much discretion it is
reasonable for firms to incorporate within theiogucts and how product design
might evolve in the future.

Using critical illness business as an example,etherclearly a risk that future

experience will be worse than currently anticipatédrms therefore apply

reviewability clauses to their products because three unwilling to take on the

risks associated with worsening experience andéoailise the costs of doing so
lead to significantly higher premiums. Howeverstbdpbes not eliminate the risk; it
merely passes it from the firm to the customer.

The knowledge gap can be addressed to some extenigh the information
provided to customers in product literature, patéidy by clearly setting out the
risks involved. However, it is often very difficuldb express these risks in a way
that really enables customers to understand tlediHidod that certain events will
occur and the resulting impact. On the face othig firm should be in a much
better position to understand and manage the ndkshould perhaps therefore aim
to minimise the risks that are passed on to thetamners.

Discretion in non-profit products

A significant feature of with-profits business tsetlevel of discretion that firms
apply in the management of that business. It gelgrthis feature of the business
that has led FSA to introduce specific governareguirements, including the
PPFM and With-Profits Committee. This paper highmiggthat many unit-linked
and conventional non-profit products also have sakghere significant discretion
applies. These include unit pricing, discretionaharges, surrender values and
reviewable premiums as described in subsequenterisap

It is evident that TCF imposes greater requirementirms than existed in the past
to ensure that any discretion is applied fairly amdome cases will have removed
the flexibility that previously existed to take tz@n actions. However, in our view
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discretion is still sometimes incorporated in pplierms for firm-driven rather than
customer-driven reasons.

Implications for product design

Firms must ensure that TCF is a key consideratibanadesigning products. This
ranges from keeping products simple, ensuring prtsdare designed for customer
needs, producing the right disclosure informatiod a@esigning a robust process
for reviews. Actuaries are likely to be involved al these stages of the design
process and, alongside his/her colleagues showe T&F in the front of his/her
mind. As witnessed by the complexity of a large benof legacy products this has
not always been the case in the past.

TCF will lead firms to reconsider the use of disiore and other practices in the
design of new products. This might lead to changash as:
* More guaranteed rather than reviewable premiuns;ate
e Unit-linked products where the charges are fixedirked to a published
index such as RPI.

On the other hand, any reduction in discretionkisly to lead to increased capital
requirements for firms. The ICA regime is placingeger emphasis on the
identification and management of risks (and theltiegy capital requirements) and
capital is generally a scarce resource for firms.aAresult, firms have generally
been seeking to reduce the guarantees in theiuptad

It will be interesting to see whether new produmtsr the next few years continue
to incorporate the level of discretion that hased in the past. In our view, there
is still a valid role for discretionary terms buewould hope that firms consider
the issues from the perspective of their custonaerswell as from their own
viewpoint. It may well be that firms conclude the best approach is to retain
flexibility, but to set out much more clearly howdawhen that flexibility will be
applied.

DOCUMENTATION AND COMMUNICATION
Internal Documentation

As noted earlier, discretion exists in many aredsthe management of life
business. Diverse practices also exist that maypeapparent to customers. These
are considered in subsequent chapters.

It is essential that comprehensive documentatidmowf discretion is exercised and
how practices are applied is available internafig anaintained up-to-date. Firms
should also have appropriate governance arrangsriteptace to approve material
changes to such documentation.

Communication with customers

As insurance products are not tangible until antlarises, customers must rely on
verbal and written product disclosures to explaw hiheir policies work including
the policy features, costs, risks and potentialeben Customers need to be
provided with timely information that is concisdear, consistent and relevant but
complete and compliant with regulations.

10
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Firms have had to document their principles andt@s in managing with-profits
business since May 2004. A customer-friendly versgalso now issued at point
of sale or with yearly statements (if there hasnbaematerial change since a
previous version was issued). Policyholders migsst lbe notified about changes to
the Principles or Practices.

Although required by regulation, with-profits prders can now assess the
advantages and disadvantages of this document@tidrcommunication. We can
see clear advantages from similar communicationsghietroduced for non-profit
business.

We are not suggesting that corresponding commuorsatare imposed for non-
profit business. Most customers are not partitulaterested in financial products
and the principles and detailed practices that dirrfollow. Mandated
communications that do not add value for customalisoring additional expense
that must ultimately be reflected in their premiums

Customers can reasonably expect firms to have pppte governance and
documentation in place to ensure that they areetiefairly. They may also expect
that information is available to them should theguest it. Each firm should
consider what information is made available to aonrs. It also needs to decide
on the level of detail, for example a customerddiy version or whether a
complete specification is sufficiently clear andchcise for a typical customer to
understand. In addition firms will need to deciugwv best to make customers
aware of this information and, in particular, wreatio send some information
automatically to customers at an appropriate stdgeproduct’s lifecycle.

If firms do make more information available, theylwalso need to consider the
process for notifying customers of any materiaingjes.

By making this information publicly available, casters should have a greater
confidence that they are being treated fairly. t@other hand, depending on the
wording used, the fact that these documents atbeirpublic domain could place
unforeseen constraints on the future practicesalfiatn could adopt.

Constraints from past documentation and communicatin

Internal documentation and communications to custeraonsidered suitable at the
time it was produced may now be considered inadequehese could place
unexpected or undesirable constraints on how a firamages its business. For
example, a firm may have intended that premiumsdconly increase but because
of inadequacies in previous communications they maw need to consider
reducing premiums.

Firms should take steps to formalise their intetgdren of previous wordings. It is
likely that firms will need to seek legal advicedlarify any potential constraints,

taking account of TCF and legislation, such as Wmair Terms in Consumer
Contracts Regulations 1999.

RETROSPECTION

Firms' practices change over time and so doest#melard for treating customers
fairly implied by those practices.

11



Where a customer started a contract some yeardhagpractices at the time may
differ from current standards, and the expectatighen by the firm to the
customer may also reflect the standards of the plasany situation now where a
firm has to decide what is fair practice for a caot started some time ago, it is
forced to judge whether today's standards shoydtyap not. In some cases, there
may be a difference of view between the firm areldhstomer: the customer may
naturally expect today's standards, but as a régsaifirm may incur a cost that was
not provided for when it sold the contract. In sooases, the firm may have no
choice but to incur that cost.

Retrospection can even apply to past customerieirtontext of unfair mortgage
fees, FSA said "We would expect any lender thagives a complaint from a past
customer to treat that customer in the same waywloalld treat a current customer
in the same situation."

Separate from the discussion of what is fair imgple is the concern that firms
may have that FSA and FOS will force firms to appbday's standards
retrospectively. Both organisations vigorouslyylérat they do this. For instance,
FOS says "we judge what did — or did not — happgainst the law, rules, and
codes and good practice that applied at the tim&.particular example is mis-
selling. Here too, FSA says firms are judged agjdime standards and rules of the
time at which they give advice.

But judging what the standards and practices ofptiet may not be easy: records
may be incomplete, and it is easy to forget difiees in the social and economic
climate between now and the past. FSA has at tsuegeyed past practices in
order to gain a view, and more recently, AIFA arll Aave started a “stakes in the
ground” exercise to document the current business@ment and practices, as a
record to be drawn upon in years to come.

Both the ABI and FSA publish documents that acju#ges to good practice. The
FSA look out for new areas in need of guidanceuttiog subjects that feature in
FOS complaints, and publish the results of "thenmredlews. Their approach now
is 'principles-based’ not rules-based, so any wevemnsiders how existing
principles for businesses apply in that particsiéwmation. This aims to give firms
the predictability that they require, but requifiesis to work out how to apply the
principles themselves, instead of taking a compkaor legalistic approach.

The rules in force at the time are a key benchrf@rKCF. There are three distinct
periods:

» Before the modern regulatory regime came in with Emancial Services
and Markets Act (FSMA) in 1988, there were no rutesthe benchmark is
based on evidence of industry practice at the tinikis applies to many
mortgage endowment cases;

e 1988 till now, where there have been detailed ri@eslving over time; and

« From now on, where rules are principle-based.

As far as the law is concerned, there is a gemeeslumption that it is not applied
retrospectively, although there have been recememions in the tax field.
However, retrospective application can come inrgatly. For instance, if the
unfair contract terms legislation affects the fismability to change the annual
management charge on a fund that started befordy11995, a firm would have
practical difficulties in differentiating betweenvestors who entered before and
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2.5

2.6

after that date, and indeed TCF considerations megn they have to be treated
identically.

MATERIALITY AND SMALL GROUPS OF CUSTOMERS

Sometimes an unfair practice can lead to a firmirgayhe customer an extra
amount. Where the amount is small, the firm mudge when it is too small an
amount to be worth paying, allowing for both themfs administrative expenses,
and what the customer will see as immaterial. fnaetice is to set a de-minimis
limit, and then to pay to charity the sum of all adler amounts that would
otherwise have been paid.

Another instance where materiality is a considerais in applying a practice to a
small group of customers. TCF should apply to emuth every customer, so the
practice should not depend on the size of the graffigcted. But there are
inevitably practical limits to how detailed a fisnapproach can be, and the firm
will look for an approach that is both fair and kvggroportionate cost to the firm.
In this respect, we accept that TCF can be apmlifdrently depending on the
number of customers involved: it is hard to argbat tcomplex processes or
detailed documentation should be put in place eslhedor small groups of
customers.

A possible solution is outsourcing or transfer lné business before it reaches an
inefficient size. This is only a solution if theceaving firm is better able to balance
the needs of cost and fair treatment, perhaps ghreonsolidating the small block
of business with a larger block.

A specific example is where a unit-linked fund dee$ in size, and here there is
the solution of merging with another fund with engar investment objective, and

offering a charge-free switch into the continuimgd. This may change the nature
of the investment that the customer purchasedhsoctistomer must be given

advance notice and may take the option to surrender

IMPACT OF TCF ON RESERVES AND PROFITABILITY

TCF can have wide-ranging implications on life f@mreserving, capital
calculations and assessments of future profitgbsiich as embedded value.

The impacts could include:

Reserving and capital requirements

. Surrender values are modelled within both the sgealiand regulatory
reserve calculations. TCF considerations may mhbahthe values that
have been historically modelled are no longer gmpaite and this could
lead to increases in reserves.

. Within both the Pillar 1 regulatory reserve and laPil2 capital
calculations, some firms allow for increases inieesable charges and
premiums that they consider consistent with theuragsions in the
valuation scenario. The way in which charges aminprms have been
historically described may restrict a firm’s ahjilito implement these
increases. These restrictions must be considerihvine valuation. It is
even possible that reviewable charges or premiues renay in effect
become guaranteed.
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2.7

. In assessing whether the firm has treated its me&t®fairly, there may be
areas where a firm establishes compensation pomsio address past
deficiencies.

. Both Pillar 1 solvency and Pillar 2 capital calcidas may be dependent
on the ability to change charge levels, particylafdr unit-linked
business. Firms may find that inappropriate wordofgreviewability
clauses may lead to an inability to actually chaolyarge levels with a
consequent impact on capital requirements.

. Operational risk components of a firm’s Pillar ital assessment should
have regard to the potential impact of TCF and @ased impacts in the
form of compensation claims, reductions in futurefis or additional
cost implications.

Profitability

. As with reserving, profitability based on reviewalgharges or premiums
is dependent on the firm’s ability to undertakeigaxs without any
restrictions to comply with TCF.

. Where charges or premiums are reviewable, they rakgewable
downwards as well as upwards unless very cleadgrdsed to customers
to be reviewable upwards only, This may be an iskrelife-only
protection products due to improvements in mostalit

. Firms may find that TCF imposes restrictions onr@’s ability to apply
cross-subsidies between differing groups of poldgars. These
restrictions may result in a firm bearing costst tihavould historically
have recovered through the application of crossisigs.

. Compliance with TCF is likely to increase costs diectivities such as
TCF reviews and additional communications to pdlaigers.

GOVERNANCE
Governance from the firm’s perspective

Responsibility for TCF clearly rests with each fisngoverning body, although
certain relevant areas may be delegated to forotalcemmittees or to actuaries,
including the Actuarial Function Holder within them.

TCF is not an easily defined concept; it is quitelly that different firms, actuaries
and consumers will have differing opinions as taatwhCF means. It is therefore
important that in their communications with poliojtlers firms should
communicate in an unambiguous manner which malasadt to the consumer how
they will be treated and how the firm will applyyaaspects of discretion within its
control.

From an internal perspective, firms should formealend document their own
interpretation of TCF. As part of this process, ag of policy documentation and
historic communications should be considered angliticular firms may wish to
seek legal advice as to their legal position, wileeewording may be interpreted as
breaching the Unfair Terms in Consumer ContractguR¢ions 1999.

On an ongoing basis, it is important that firmswdtgut in place adequate internal
documentation, processes and controls to demomgtraheir senior management,
the FSA and other regulatory bodies that they r@@&ing their customers fairly in
all key operational aspects including:
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. Policyholder disclosure and communications;

. Determination of claim values;

. Determination of charges, reviewable rates andpriges; and
. The sales process including product suitability.

Finally, firms need to recognise that market prasgiand interpretations of fairness
change over time and that historic practices mayonger be appropriate. It is
important that the firm’s processes and controt®iporate a regular reassessment
framework in order to address possible changes.

Role of the Actuarial Function Holder (AFH)

The AFH is the actuary within the firm who is ligelb have the most influence on
day-to-day actuarial decisions which affect TCRhalgh the AFH will be
dependent on other actuaries to perform much otfigtailed work which support
his/her recommendations. The AFH will often beuiegd to provide advice and
recommend actions to relevant committees or t@thead, who can be expected to
place significant reliance on this advice.

In addition, though, the AFH carries additional p@ssibilities to consider TCF
when discharging their duties. In particular, SUB. 3R (1) - (5) describes the
requirement of the AFH to:

. Advise the firm's management on the risks the fiams in so far as they
may have a material impact on the firm's abilitynb@et liabilities to
policyholders;

. Monitor those risks and inform the firm's managemiérhe has any
material concerns; and

. Advise the firm's governing body on the methods assumptions to be
used for the investigations required for the catah of reserves, to
perform the calculations and to report on the tesul

INSPRU 1.2 states that when setting mathematisarves, the firm must take into
account its regulatory duty to treat customergyfairtherefore, although the overall
responsibility will lie with the Board, the AFH haskey role in advising the Board

when setting the method and assumptions for cdingleeserves on whether these
are compliant with TCF.

Furthermore, SUP 4.3.15 goes on to state that:

"SUP 4.3.13 R is not intended to be exhaustivenefprofessional advice that a
firm should take whether from an actuary appointeder this chapter or from any

other actuary acting for the firm. Firms should saier what systems and controls
are needed to ensure that they obtain appropriatégssional advice on financial

(7) pricing of business, including unit pricing;
(8) variation of any charges for benefits or expes)
(9) discretionary surrender charges..."

These are areas which are discussed in this papeit would seem impossible for
an AFH to provide the appropriate advice to therBaa relation to these matters
without raising TCF as a key consideration.

This aspect of the AFH role is further reinforcadough actuarial guidance; GN40
states:"The actuarial function holder must ensure that tine's management are
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aware at all times of his or her interpretation $ policyholder's reasonable
expectations and of any other obligations to tiesatustomers fairly which need to
be taken into account...”

The AFH therefore carries a great deal of respditgito consider TCF when
discharging his/her duties. AFH's need to be cotalide that appropriate
governance structures are in place to ensure TCénsidered appropriately when
making actuarial decisions in order that the AFHn cadvise the Board
appropriately.

References to “the Actuary” in policy conditions

A vast amount of legacy business does not cleagfjné the circumstances in
which, or the criteria against which, an actuaryuldoconsider changes to a
contract in light of conducting a review. For exdaeppmany contracts contain
wording along the following lines "the level of chas will be reviewed at the
discretion of the actuary" — arguably giving castanche to the actuary.

In our view, absolute discretion cannot be judtifia the TCF framework. and
firms need to establish procedures for undertakengews fairly.

In addition, there is a clear difference here betwthe contract term (which refers
to the actuary) and current governance provisiamsch place such responsibilities
on the Board, normally taking advice from the aotyaNe would be interested to
know how firms have resolved this issue in practice

Actuarial Guidance

We have not sought to review existing actuariatigoce in the light of TCF, but in
the course of writing the paper we encounteredvaaieas where existing guidance
could be viewed as incomplete or having the wrangleasis.

Many of the areas of detail considered in this papay be seen as areas where
additional guidance could be considered. Howewegrgthat the FSA is advocating
a principles-based regime, and seeking to remotaalelé guidance where it can, it
Is interesting to consider whether actuarial guegashould be extended. Indeed in
our view the biggest issues posed by TCF — issues a&s product suitability — are
those least amenable to detailed guidance.

Third Parties

Several of the chapters in this paper make refera@ncthird parties — parties
external to the firm that has to exercise TCF endécisions. These third parties
include external fund managers in the Unit Pricohgpter and reinsurers, in the
chapters on Reviewable Rates, Discretionary Chaageé<Critical lliness, but there
may be others too, such as outsourced adminisirptoviders.

It is quite clear that the involvement of a thirdrfy in no way lessens the
responsibility of the firm to treat its customeaslfy.
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However we did debate — at some length — the reougint for FSA-regulated third
parties to treat customers fairly. We concluded: tha
. These firms are required to treat their customery/f
. There is however no imbalance of power in a busiesusiness (B2B)
relationship analogous to that in a business-tcamer (B2C)
relationship, so that the nature of “fairness”esydifferent; and
. These firms do not have any direct responsibibtyréat customers of the
firm — as opposed to the firm as a customer —yfairl

Where third parties do not recognise the firm'poesibility to treat its customers
fairly, the value of the service they provide issafty reduced. For example
reinsuring critical illness business with a reirgsuthat exercises a “tight” claims
philosophy may make commercial sense, if theirsrate sufficiently attractive, but
the insurer must recognise the liability on itsdnale sheet to pay any claims that
arise from TCF considerations where this reinsamght not meet its “share” of
the benefit.
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3.1

3.2

UNIT PRICING

EXECUTIVE SUMMARY

. We recognise that there are a number of differeattiges in unit pricing
which may be viewed as treating customers fairlpviged adequate
disclosure of current practice is available to @gdiolders.

. Therefore we believe that customers should haveesacdo sufficient
information (on request) to enable them to undadstaow the key elements
of a firm’s practice could affect the value of thievestment.

. Certain practices may also give rise to the oppatstufor firms to exercise
some discretion (e.g. allowance for capital gamg and we believe that the
principles of how discretion will be exercised shibbe clearly stated and
supported by detailed documentation.

. We recognise that in recent years many firms han@oved the management
of their unit funds and that many of the issuesulised in this section will
have already been addressed. However, there lig "ignificant amount of
‘legacy’ business which firms should also take iat@ount when considering
whether they are treating customers fairly.

. Firms should have robust documentation and prosaesgaace to ensure that
their approach to unit pricing treats customersgyfaFirms should consider
whether their pricing methodology exposes policgeat to undue anti-
selective behaviour and ensure that processesngpéace to minimise the
potential detrimental effect this behaviour can eéhaan policyholders’
investments.

. In case errors in unit pricing do occur, firms ddoelearly state how errors in
unit prices will be dealt with, what limits on armgompensation will be
applied, and how quickly corrections will be made.

INTRODUCTION
The customer’s perspective

From the perspective of the customer, the unitepisca key piece of information
used to calculate the value of their benefits, gliog a transparent way of
monitoring the performance of their investment. Thetomer is unconcerned with
the complexities that underlie the unit price cltian. What will concern them is
that the price is correct and reflects the perfaroeaof the underlying assets over
the investment period.

Most customers will not be aware that there arkeidiht approaches to unit pricing
that firms can adopt which may impact on unit perfance (such as rounding) and
that within certain approaches the firm has dismnetin how unit pricing
calculations are performed (e.g. the allowanceé#pmital gains tax).

If customers were aware of the potential differapproaches then they would
expect:
. That the overall approach to unit pricing is fair.
. That where discretion exists, it is applied in anmex which fairly
balances the interests of different policyholdarg] balances the interests
of the firm and policyholders as a group.
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. That information on a firm’s approach to unit pnigiwould be available
publicly (on request) so that an expert readingitifigrmation could see
that the firm had established practices in placensure the fairness of its
approach to unit pricing.

In contrast to with-profits investments, most custos will not be aware that
conflicts of interest may arise, and will not séelgain an advantage over the firm
or other policyholders by exploiting the mannerwhich the fund is managed.
However, where such conflicts do exist, a customight expect that:

. The firm exercises discretion in running the fundiimanner which has a
minimal effect on the performance of the fund,;

. The firm would not take advantage of its positioih controlling the
management of the fund in order to systematicalkenprofits (beyond
‘normal’ profits) at the expense of policyholdeasd

. The firm would have adequate controls in placergvent such conflicts
giving rise to distortions in the fund’s performanas far as is reasonably
possible.

Customers would not expect the performance of theits in the fund to be
affected by the deliberate actions of other polaglars investing in the same fund
taking advantage of how that fund is run. They Moexpect the firm to have
controls in place to prevent this from happeningaasas is reasonably possible.
However this may occur where, for example, retadl avholesale investors can
invest in the same fund. The level of sophisticatod wholesale investors may
place the retail investors in a position where they exposed to anti-selection by
wholesale investors.

Where the customer has “lost out” due to errorshi pricing process then they
should reasonably expect to be compensated foe thiwsrs. Similarly customers
would not expect to bear the cost of correcting emgrs. The appropriate action to
undertake when an error is detected would be depénoh the circumstances
which led to the error and the overall impact otugao the policyholder and the
fund, although the procedures which a firm willée¥ should be well documented.

The firm’s perspective

To customers and others, unit pricing may appearet@ fairly mechanical and
well defined process within a life firm, but theaee a significant number of areas
where practice or terminology can differ betweem$ and where significant
discretion may exist. These differences in practioay not be apparent to
policyholders and therefore may create TCF issues.

The UK life insurance sector is not in isolationdealing with the TCF issues
described below and may look to other industried/@ncountries to identify
examples of good practice.

The fund management industry has also been grapwiith certain issues on unit
pricing®, whilst an example overseas lies in where the raliah Prudential

Regulation Authority and Australian Securities ah/estments Commission
recently produced a guide on unit pricing covesgilar issues to those set out in

% Investment Management Association and DepositagyTaustee Association — “Pricing Guidance for
Investment Funds: Fair Value Pricing” September4200
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this chaptet And more recently, the ABI has published its ‘Griiof Good
Practice for Unit Linked FundSwhich reiterates many of the themes drawn out in
this chapter.

To date, where unit pricing errors have come thtlifpis has largely been due to
the unit pricing methodology being inconsistenthwihe contract terms. Going
forward, firms will need to consider more closelfiaether, even if the unit pricing

follows the contract terms, the pricing methodolt@ats customers fairly.

3.3 SUMMARY OF AREAS WHERE TCF MAY BE AN ISSUE

This section describes some of the technical aspéatnit pricing and how these
may be impacted by TCF. We believe that these sssuarrant professional
discussion to address the key concerns of the mastthat the price is an accurate
reflection of the performance of the underlying edssduring the period of
investment. Where recommendations have been ntagtethiis is to be taken in the
context of best practice. It may be that practisalies (such as very small fund
sizes) mean that following best practice would @lanreasonable costs on the fund
which cannot be justified when considered agairfs tdditional benefit
policyholders will receive. In these situationsnfg should consider how best to
reflect the issues raised in this chapter in a effsttive manner.

We consider below various areas where differingtoras exist in unit pricing and
firms can exercise discretion:
. Pricing methodology:
— Historic and forward pricing,
- Pricing frequency,
- Rounding.
. Allowance for investment costs and bid/offer masgin
— Coverage (or not) of investment costs by annual agement
charge,
— Single vs. dual pricing,
— Investment costs of non-liquid assets (e.g. Prgpert
. Operation of discretion:
— Allowance for deferred capital gains tax in caltiola of unit prices.
— Determination of market value of illiquid assetstfbfrequency and
valuation approach),
— Box management.

We have also considered some of the implicationfirofs examining more
closely their unit pricing methodology:

. Treatment of unit pricing errors;

. Addressing time-delays in unit allocation;

. Dealing with anti-selection; and

. Relationship to unit trusts and OEICS.

“Australian Prudential Regulation Authority and Aatian Securities and Investments Commission —t‘Uni
Pricing - Guide to good practice” November 2005
® Association of British Insurers “A Guide of GoodaBtice for Unit Linked Funds” 1 June 2006
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a. Pricing Methodology
Historic and Forward Pricing

There are two fundamentally different approachegrioing the units when

allocating units to or de-allocating units from ghaicyholder:

. Historic pricing — whereby the policyholder can dea with prior
knowledge of the unit price; and

. Forward pricing — whereby the policyholder tradegthwno prior
knowledge of the unit price.

Whilst one can argue that there is nothing funddatignwrong with historic
pricing, it does leave certain policyholders morpased to anti-selection by
other, more sophisticated policyholders than fodyanicing. Firms operating a
policy of historic pricing should ensure that adatgucontrols are in place to
limit the scope for anti-selection with particuleaference to the detrimental
impact anti-selective behaviour may have on the¢ price and hence other
policyholders.

We would not recommend firms should necessarily enmva forward pricing
basis, and for some funds this may prove prohislyiexpensive, but note this
was the recommendation put forward by AustraliandBntial Regulation
Authority and Australian Securities and Investmewsnmission.

Pricing frequency

In some respects, the decision on how frequentity @me repriced is linked to
the approach firms adopt vis-a-vis forward or histgricing approach. We
believe it is rare for firms operating a forwardcprg policy to price anything
less frequently than daily

Where prices are published less frequently thaly,dhien there may be points
in time when market movements are not adequatdlgcted in the claims

made by policyholders or the value of units secusgdpremiums and we
believe that firms should communicate to policylotdthe frequency of unit
pricing and the potential risks that arise fronrefuent repricing.

Where market movements mean that the current quatédprice may not
represent a sufficiently accurate value of the acprice of the underlying
units, then we recommend that firms should congmdgforming an off-cycle
unit valuation.

Rounding

Policy conditions generally leave rounding of ymiicing to the discretion of
the firm (rounding may be up or down).

We believe that firms should use an unbiased rawndiethodology and that
where firms round in a manner which systematicaéypefits the firm then this

would appear to be an unfair application of theti@mt rules, unless clearly
identified within the policy terms and conditions @n additional charge on the
policy (and the effects included in policy illugicms).
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The impact of rounding should be allowed for whesrepolicy illustrations are
provided to policyholders and the impact is materia

Allowance for investment costs and bid/offer rgars

Coverage (or not) of Investment Costs by Annualdgament Charges
(‘AMC")

Investment costs (by this we mean ongoing investroests, such as legal fees,
not the costs associated with creating or destgoyinits which should be
reflected in the unit price) incurred by the furahqrincipally be dealt with in
two ways:

e The first is to reduce the investment performantéhe fund by the
investment costs. In this instance the investmerstsc are directly
reflected in the unit price. In this arrangemehg AMC is not required
to meet investment costs (since these have been hyetthe
policyholder).

e The alternative is to allow unit prices to develgnpss of investment
costs. The investment costs will then be met ouhefAMC applied to
the units.

The two arrangements mean that the purpose of Mh& gan be very different.
In the first, investment costs are being met byicgbblders and the AMC
might be regarded as “pure profit” for the shardkolor, as is more likely,
would be used (at least partially) to meet othestsoln the latter example,
investment costs are met by shareholders out oAWMME (for a mutual, this cost
will fall onto with-profits policyholders or the &ge) What is appropriate will
depend on what has been communicated to policyroldeerms of what the
charges on the funds are meant to cover. Therdf@senecessary to revert to
policyholder literature, including disclosure prcijens and policy conditions,
to ensure practice is as stated.

Where it is clear from literature that charges aa intended to cover
investment costs then the former approach may peppate (and vice versa).
The grey area is where the literature is uncleaoasghat the unit charges are
supposed to cover. In this case, firms will needctmsider what other
statements may have been made which may infer ehete existing
arrangement is fair.

New product literature should identify whether theestment costs are covered
by the annual management charges and this shoutefleeted consistently
within any disclosure projections.

One particular area requiring careful considerat®nwvhere unit funds are
invested in internal or external unit trusts. legh situations the charging basis
between the unit-linked fund and the unit trust #re operation of any rebates,
needs to be clearly documented and understoodmprd@iately described and
communicated to policyholders.

We believe that details of what the AMC is intendedcover should be
available to the policyholder. Any change in preetshould also be available to
the policyholder, and material changes in practbeuld be agreed by the
Board.
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Single pricing and dual pricing

When allowing for the allocation of dealing expenaeross policyholders there
are two pricing methodologies in common use: siragid dual pricing. For
collective investment schemes, this topic has tbcdreen addressed by the
FSA in a policy statemehtwhich did not conclusively favour one approach
over another.

Single pricing and dual pricing does not referhte bid/offer spread that might
commonly be charged as an initial charge. It sefer the setting of the
unrounded unit price on which the published priees based. The key
difference is how the assets within the fund areleh The appendix to this
chapter sets out the principle difference betweawhsngle pricing and a dual
pricing approach.

If there are a material number of transactions fianal using single unit pricing
then there is a risk that passive investors inftimel will effectively meet the
dealing costs of the more active investors. We @a@xpect that firms would
wish to monitor this potential impact over timegdahnecessary take action to
protect the passive investors through the appinabf appropriate dilution
levies — and the circumstances in which the learesmade should be clearly
documented.

For dual priced funds a discontinuity in unit prmecurs when the fund moves
from an open to a closed basis. It is thereforeomamt from a TCF perspective
that the criteria for moving from one basis to &eotis clearly documented and
communicated to policyholders and the processesradho.

Since both pricing methods may be legitimately usednit pricing, but they
have different impacts on equity it is importardttactuaries should understand
the impacts on equity and advise their boards daugly. In particular when
new funds are established actuaries should conswierh pricing approach
will be the most appropriate for the investor geotio which the fund will be
marketed.

Investment costs of illiquid assets

Investment costs of illiquid assets (such as ptgpenay be incurred in a non-
uniform manner and may be substantial. The directbould consider the most
appropriate manner to reflect the costs in the pnde (if indeed investment
costs are reflected in the unit price).

In an expanding fund, then it seems that an appraduich smoothes the cost
over investment periods would be most appropriatene-off adjustment to the
unit price would penalise leavers and benefit netvamts over the investment
period. Where the fund is declining then the magirapriate approach would
be one where the cost is accrued in a manner wdwoids the costs being
spread over a declining number of policyholderthadund runs off.

® Financial Services Authority — PS06/09 “Single alodl pricing for authorised collective investment
schemes - Feedback on CP06/7” October 2006
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c. Operation of discretion
Capital gains tax

Allowance for capital gains tax in unit pricing sl be made in a fair manner.
The technicalities involved have been discussetiinvithe Profession in the
pasf. When allowing for capital gains tax, firms shoultk for the pricing
regime to:
* Be consistent with policyholder literature and nedikg materials
where this is fair;
¢ Minimise the potential transfer of value from pgholder to firm and
vice versa;
* Maintain broad equity across generations; and
* Allow an equitable implementation of changes to tates and/or
regimes.

The application of undiscounted tax charges onalised capital gains would
not normally be considered appropriate. Firms ghomiake appropriate
allowance for the period between when unrealisedsgare made and when
they are realised in the application of tax charges

The principles for dealing with capital gains téedbllities should apply equally
to funds where there have been taxable capitaé$ods particular firms should
consider whether the practice of calculating tixditbility of funds in isolation
creates a ‘windfall’ tax profit to the firm if thealue of tax losses in one unit
fund offsets gains in another unit fund in the Brwverall tax calculation. If
such a ‘windfall’ exists, firms should consider \iliner it is treating customers
fairly if a proportion of that benefit is not shdrevith policyholders.

Firms should document their approach and ensureguatie systems and
controls are in place to monitor the practice.

Market value of illiquid assets

In order that the unit price the policyholder tragsd is a fair reflection of the
value of the underlying assets in the fund, theketavaluation of assets which
are not freely available should be carried out ininaely and transparent
manner. In particular updating of prices shoulctesidered when it is evident
from market conditions/ circumstances that a sigaift change may have
occurred to the value of the asset.

Whilst, by definition, it is not possible to detarma with absolute certainty that
the value placed on an illiquid asset is its mankadtie, directors should be
satisfied that a process is in place which can éraahstrated to be fair and
unbiased in the valuation of illiquid assets. Aatggion of this process should
be available to policyholders.

Unit trusts and OEICs are already governed by rséttng out the principles
for valuing all assets which deal with some of thissues.

"JIA 112 (1985) 117-161 “Unit Pricing and Provisifor tax on capital gains in linked assurance fess”
— R.J. Laker, R.J. Squires
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Box Management

The box should be used to enhance the efficieneybfimanagement, although
historically management may have taken a positionthe box to gain
investment exposure.

There are potentially some undesirable featuredaf management which
would be hard to justify as TCF:
* Undue extreme positions in the box versus the Uyidgrassets; and
» Systematic use of the box for management to berfiedin insider
knowledge of fund performance.

We recommend that firms should document the priesipnd practices of box
management and consider making these availableolicypolders. Firms
should ensure that adequate systems and conteola gtace to verify that the
box has been managed in line with those statements.

Pricing errors

There are a number of issues that should be comsidehere pricing errors
occur:
 What is the de-minimis limit above which compersatishould be
paid?
* How quickly should compensation be paid?
* How should policyholders who have benefited from dnror be treated?

As with other areas of TCF, firms should ensurertheocedures for dealing
with pricing errors address clearly the criteri@ythwould apply to determine
the appropriate actions if a pricing error occurradd this should be
communicated to policyholders. The documentation @nocesses should
address each of the areas above.

De-minimis limits

Upon investigation, some errors are likely to reguo further action. Firms

should establish the limits below which no furtirerestigation as to the source
of the error is required. Beyond certain limitstnfs should consider an
investigation and possibly compensation. At hidimaits compensation would

be arranged as a matter of course. Firms shoukd tmset out the principles

they would follow and the limits they would applpcamake these publicly

available (on request).

For wholesale policyholders, the arrangements foarging the costs of
correcting and compensating errors may be setrotlitei policy terms with the
firm. Clearly, and depending on the terms, the whale policyholders would
not want to be liable for the costs of error cdiigetif this is in excess of any
compensation paid. Flexibility in the format of goemsation could provide the
opportunity to reduce the costs of error correcfielqy. adjusting the unit price
may be cheaper than cash compensation).
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Speed of response

If an error is detected then the firm must consider

e How quickly unit prices should be changed to reftbe correct price —
there seems little argument that it is approptiagée this should be done
as soon as possible, with no “smoothing” of theexiron over time.

* How quickly rectification should be applied whemngpensation cannot
be made via changing the unit price — this will elegh on the size of the
error, and for how long it has been present. Omoesfhave established
that an error requiring rectification has occuraed that this cannot be
rectified via the unit pricing mechanism then firrsBould inform
policyholders of the error and what steps are bé&akgn to (calculate
and) pay redress.

Policyholders who have benefited from the error

If certain policyholders have benefited from aroerthen the starting position
of the firm may be that this would need to be reactal through an adjustment
to the number of units held. There may be othermerial issues which
prevent the firm from taking such action, but iingportant that the principles
of reclamation are established alongside the piesiof compensation.

Losses in respect of policyholders who have besgrfitom the error and have
left the fund should not be reclaimed from othemaeing policyholders
(subject to the specific considerations of a mytual

Addressing time delays in unit processing

Where time delays occur between the receipt ofruosons from a
policyholder either to make a claim or to securditawhal units and the actual
processing, then it is important for that policyde, and existing policyholders
within the fund that the units are created or dg®td at the appropriate price.

This can be achieved by recognising that the fiamdle split into two balance
sheets:

» Assets versus created units owned by the firm; and

» Created units versus units allocated to the poticidr.

The units held within the fund are finite at anymp@nd known definitively by
management as they have been created as a reswdhafjement actions.

The units allocated to or de-allocated from poficaee not definitive as they are
the result of a myriad of policyholder actions andy be subject to processing
delays and retrospective corrections.

The unit price at which corrections or late progegsof policyholder
transactions should be carried out at becomeserledren these two sides of
the balance sheet are considered:
* Unit creations/destructions should always occuthat price from the
(current) unit pricing event.
* Unit allocations/de-allocations should always ocatthe price that they
should have occurred at even if they are "foundhesgears after the
event.
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3.4

Following this process means that the firm, and thet policyholders, are
exposed to the impact of delays in processing.

f Dealing with anti-selection

Where firms become aware of systematic anti-seledly a policyholder or
policyholders against the fund to the detrimentotiier policyholders then
action should be taken to make good any materis$ lsuffered by other
policyholders due to anti-selection.

Firms should document and maintain processes falindgewith anti-selection
which may include the right to delay or suspend theding rights of
policyholders who seek to select against the fund.

Anti-selection may be prevalent where one policgleol has significantly
greater market knowledge and investment sophigiitaihan another. One
particular area where this may be the case is wheite retail and wholesale
policyholders are invested in the same fund. Iis gituation, the wholesale
investor may be at more of an advantage than tiad nevestor. Firms should
consider whether it is appropriate to continue sitich arrangements and what
protections should be put in place to ensure ditylwolders are treated fairly.

g Relationship to unit trusts and OEICS

Although unit trust and OEICs have different tagatibases to unit-linked
contracts, from the customers perspective the actstroperate in a similar
manner where the plan value is equal to the nummbenits held multiplied by
the unit price. The principles which underlie tiacalation of the unit price for
unit-linked funds should be no different to thengiples underlying the pricing
of unit trusts and OEICS.

The Investment Managers Association has had bastipe guidelines in place
for the fair value pricing of investment funds &nSeptember 2004. Many of
the themes in its best practice have been -carriedvafd into the
recommendations in this paper.

Some aspects contained in the guidelines have eemn lgonsidered in this
paper, particularly roles and responsibilities eniifying these clearly will
obviously assist in putting in place appropriatevegaance procedures,
although these form part of the wider governansadswhich TCF raises with
firms.

PUBLICLY AVAILABLE INFORMATION

One of the recommendations of this chapter is fihas should strongly consider
making information publicly available describingethunit pricing methodology
and firms need to consider what information shohb&l contained in such a
document, and what format the document should take.

a. Format of information
As previously stated, policyholders are unlikelyb interested in the detailed
mechanics of the unit pricing process, and willrbere concerned with the

belief that they are being treated fairly and prted from any ‘underhand’
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practices. Therefore we would not recommend pradpusiformation which is
systematically sent to policyholders, but wouldtheatfavour a process whereby
policyholders are made available of the presencguoh information and that
this can be obtained from the firm (at the appiatprievel of detail) on request.

In addition, firms may want to consider publishimigher level summaries of
their practices on their website.

What information should be included?

If a firm establishes that it does want to haverimfation publicly available on
its unit pricing methodology then it must answeg tjuestion what should be
made available. It is likely that the descriptidrtlee unit pricing methodology
would form part of a larger document consideringtia other aspects of the
unit-linked contract.

We would recommend that firms should consider dsaly the following in

relation to unit pricing:

 What is the overall pricing approach (e.g. forwaml historic pricing,
pricing frequency, how frequently illiquid assete aalued) and how will
the firm deal with delayed transactions?

* Who pays for transaction costs within the fund aod is equity managed
between policyholders?

* Who bears the ongoing investment costs of the fund?

e Is the fund open to retail investors only, wholesalvestors only or a
combination of both?

* What is the firms policy of correcting and rectifgierrors?

« What protections are in place around the manageai¢hée box?
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Appendix to chapter 3 — SUMMARY OF SINGLE PRICING AND DUAL PRICING

Single pricing sets the value of the assets withénfund for unit pricing purposes to be at
the mid-market valuation at the relevant date. Uim®unded price is then set at this level
and the bid price (or single published price ifd/offer spread applies) is then set to a
rounded version of this unrounded price. The offiece is then set (if applicable) after

allowing for the bid / offer charge.

Dual pricing sets the unrounded price by referegitieer to the costs of buying all of the
assets in the fund or the value achieved by sedlhgf the assets within the fund. The
basic valuation is normally stated as being on ayifig basis” or “selling basis” or

sometimes, perhaps confusingly, “offer basis” abal “basis”. The unrounded price is
then calculated and the published bid price (ot the price if no bid/offer spread is
charged) is then set based on this unrounded price.

Firstly, let us consider the single pricing method@his avoids large movements in unit
price that are unrelated to movements in the valuthe underlying asset and appears
fairer to the customer. It does, however, meahdhaf the unit creations or destructions
take place at a price set on mid market valuation. a unit creation, if the fund manager
was then to purchase assets, he would not haveisaoffcash to buy proportionately the
same assets. On a unit destruction, if the fundager had to sell assets, he would need to
sell proportionately more assets to realise thén clsnands of the unit destruction. In
effect, the buying or selling costs are spread tivermnits already within the fund and not
leaving. There is a transfer of value from thoseaaly within the fund to those entering
the fund on a unit creation and similarly from thasaying in the fund to those leaving the
fund on a unit destruction.

A simple example can show what happens in extremsest A fund invests in one asset
(say a unit trust) with a 2.5% net difference iryibg values and selling values. The fund
manager is under strict instructions to always hbklasset. The underlying price of the
asset stays at 101.25p and 98.75p for the wholthefexample with a mid market
valuation of 100p. Units in the unit fund startlwa bid price and unrounded price of 50p
and have no bid offer spread. Initially, there @®000 units in existence (assets of
10,000)

Time Start One week on —unit One week further on
creation — unit destruction
Assets in fund at £10,000 £10,000 £19,876.54
beginning
Unit movement +20,000 -20,000
Cash value +£10,000 -£9,938.27
Assets in fund at end £10,000 £19,876.54 as buys£9,812.47 as sells
10,000/1.0125 of 9,938.27 / .9875 of
assets to get assets requiring
9,876.54 assets 10,064.07 assets
Units in fund 20,000 40,000 20,000
Unit price unrounded 50.000p 49.691p 49.062p

Therefore, the unit price has lost 0.9p (or 1.8%0)nf the two transactions. Note that,
irrespective of the direction of the transactidre toyal policyholders always lose. This
may seem extreme.

Firms do recognise this effect and have instigatadous approaches to mitigate the
impact on passive policyholders by imposing dilntievies or dilution adjustments on
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transactions. However the frequency by which thadgistments are applied and the
magnitude of the adjustment varies greatly frommfio firm.

Dual pricing would have required new units to beated at an unrounded price of 50.625p
and units to be destroyed at an unrounded prid® &75p. If you follow both transactions
through at those prices, you would arrive at shilal unrounded prices of 50.625p and
49.375p at the end of the transaction. The umtsriang the fund and leaving the fund
have “paid” the costs of purchasing and sellingtss

Single pricing has distinct marketing advantagekeffund is large with a large amount of
liquidity and the unit creations and destructions wery small. The fund performance is
still diluted but by only small amounts. Existipglicyholders are not accruing purchase
costs or sales costs when there is no intentigpuothasing or selling underlying assets.
Eventually, new assets may need to be bought atwime all policyholders pay the cost;

Dual pricing has distinct advantages when the funathager will buy or sell assets in line
with the unit creation / destruction. This mayleEause the fund is small or maintains
minimal liquidity.

Dual pricing normally tracks underlying asset valueell over the long term but (because
of movements in valuation basis) can throw up stesrh anomalies;

Single pricing works best if purchase costs / salgts are small. Stamp duty is a major
element of cost on an equity portfolio. Propemytiolios have large spreads in valuation;

To address the potentially different investmentidsadit certain investors, a very large fund
may have two sets of prices: one on single pritiagis may be used for retail investors
who normally invest in monthly direct debits thrdutpeir ISAs and disinvest at different

times from each other; one on dual pricing foritnbnal investors who tend to actively

move large amounts in or out of the fund.
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4.1

4.2

SURRENDER, PAID-UP AND ALTERATION VALUES

EXECUTIVE SUMMARY

Many non-profit policies are surrendered or altebefore the end of their term.
Despite this, prospective and existing policyhatdeften do not have adequate
information to help them understand the potentigdact of surrendering or altering
their policy or knowledge that they are being teéafairly. We would expect firms
to take into account the following consideratiomsddressing these points:

Policyholder communication and literature

Product disclosufeshould describe how surrender and paid-up values a
calculated in a way that is sufficient to enablpaddicyholder to understand
the main factors that may impact the return orrpelicy. It is important that
the presentation of this information is in a formgat an ordinary
policyholder is likely to both read and be ableitmlerstand.

The methods and assumptions used to calculate thedses should be
consistent with the product disclosure.

Where policy documentation is unclear on existimdiges, firms should
formalise their interpretation of current or inteddorinciples and practices.

In particular, firms should formalise their integpation of wording which
may be interpreted as breaching the Unfair Term€amsumer Contracts
Regulations 1999.

Principles underlying the setting of values

Firms should consider whether the practices adoptesktting these values
should be influenced by changes in market practéces interpretations of
fairness since the contracts were originally issued

Surrender and alteration values should generaltybeoset so as to extract
higher levels of profits than the firm would havietained had the contract
remained in force until maturity, but may refleeasonable costs to the firm
of effecting such a surrender or alteration.

If approximate methods are used for practical nesisérms should satisfy
themselves that any approximations are not likety gignificantly
disadvantage individual policyholders. This is espley relevant to small
blocks of business or where certain forms of alieneare rarely undertaken.

INTRODUCTION

The purpose of this chapter is to highlight the Ti€fues arising from non-profit
surrender, paid-up or other alteration values aad ptovide guidance on
considerations actuaries should take into accountthe determination and
communication of these values.

It is worth first considering the customer’s ané firm’s perspective on what fair
treatment is likely to entail.

& Product disclosure here includes the policy doauat®n, sales literature, illustrations and subseq
communications to policyholders regarding theirigol
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The customer’s perspective

Many policies are taken out with a long-term objextin mind and with no
intention by the policyholder that they will surcer, make paid-up or alter their
policy before its maturity. Therefore, policyholdesften do not explicitly consider
how their surrender, paid-up or alteration valuk @ determined until the point at
which they request the surrender or alteratiorake fplace. Although they may not
have realised it at the time the policy was takah policyholders are likely to
consider that they should have been provided witirmamum level of information
to understand how these values may be determineddwdrere relevant and
significant, factors that may affect the value.

The policyholder is less concerned about the detaihechanics of how the
surrender or alteration value calculation will berfprmed, than in understanding
what they will get back and that they have beeatéa fairly.

In considering what is ‘fair’, policyholders ar&eiy to expect that the surrender or
alteration value calculation will be consistentiwithat they have previously been
told. Policyholders with savings policies may expiat the surrender value will
be closely related to the amount of premiums theyelpaid at early durations and
similar to the maturity value near the end of tbéqy term.

It is likely that policyholders would not expect e sold policies where complex
charging structures have been used with the stdation of obscuring the level of
charges.

In cases where a description indicates that thaevalill be determined by the
Actuary or the firm, there is an implicit level tist that the firm will apply any
discretion in a manner that balances the intetggislicyholders and the firm.

The firm’s perspective

For unit-linked contracts and similar contractshweiplicit charging structures, the
determination of surrender values is usually welirted, from a given unit value.

For conventional policies, policy wording has higtally allowed the firm
complete discretion (for both with-profits and nmmfit policies). Most firms
would strongly defend against any accusation they tised vague policy wording
to allow them to extract additional sources of psofOften, the rationale is to
prevent the firm from needing to reserve for anyepbal onerous guarantees, to
provide flexibility in determining surrender andtemhtion values to reflect
emerging experience, new actuarial techniques andiliow cross-subsidies
between policies, without being constrained to esysitically follow a certain
approach.

Another reason why policy wording has often beemagdd in this manner is

because the determination of surrender and alberatalues on conventional

business uses actuarial techniques which are rsily eaxplainable to the lay

person. The discretion given by the policy wordalgo has the practical benefit
that the updating of these values can be carriedwouelatively passive bases, as
long as this is judged consistent with today'sddaais of fairness.

Firms may consider that historic alterations angnpents made which were
determined on the basis of techniques availableganerally accepted practice at
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4.3

4.4

the time, would not require to be re-evaluatedghtlof revised interpretations of
fairness or newly developed technique.

SUMMARY OF AREAS WHERE TCF MAY BE AN ISSUE

The main areas where differing practices may etkiat are considered in this
chapter are:

e Policyholder communications and literature; and

* Principles underlying the setting of values.

The products within the scope of this chapter idelunon-profit and unit-linked
policies taken out for both protection and savipggposes including policies that
were originally with-profits but were subsequenttpnverted to non-profit
contracts. Where considerations differ between yctsj these have been addressed
separately.

Given the relative infrequency of alterations (ottlean making a policy paid-up),
the chapter focuses on surrender and paid-up vahmsgh similar considerations
are also likely to apply to other forms of polid{eaation.

POLICYHOLDER COMMUNICATIONS

This section discusses areas actuaries shoulddesnisi relation to the timing of
communications to policyholders and the informationbe provided as part of
these communications. The themes explored in #itian apply to all types of
policies, not just non-profit policies.

Timing of communications to policyholders

There are three natural trigger points at whicbnmfation would be expected to be
provided to policyholders; firstly as part of thedes process, secondly at the point
at which a surrender, paid-up or alteration vakieequested and finally when a
claim is made. In addition to these three distitrgjger points, information
describing the principles used to set surrender @md-up values, together with
illustrative examples for sample policies, shoutbde available on request.

Given the cost involved and relative policyholdgrathy to reading policy
communications, it is questionable whether polidglas would significantly
benefit from annual statements or literature dbswi the methods used to
calculate surrender or paid-up values. In additiomay also distract from the key
information shown in the statements. We therefooe ndt consider that this
information should be required to be sent on a legkghasis to policyholders,
though the availability of this information, togethwith relevant contact details,
should be highlighted within relevant policy comnuations.

Rather than documentation describing the mechamidstail we consider that this

documentation could take the form of a Principlesl @ractices of Financial

Management (“PPFM”) for non-profit business muckelithe document that

currently exists for with-profits business. A firmay prefer to produce a series of
documents to cover this information as opposedn® d@document/PPFM. Either

way, a firm would need to consider whether the duoeni(s) are in a suitable

format to send to customers on request or whethiomer-friendly versions are

more appropriate.
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There is an argument that policyholders would héfreim communication of the
amounts available on surrender at regular (e.guahmntervals, particularly for
products where the value may fluctuate significafittm one year to the next. This
would give policyholders more information on thelipp options they have
available to them and for investment policies hbweirt policy has performed since
the previous year. The ABI Review of Yearly Stataetse“Making information
work for customers” (July 2006) provides supportthis stance; the research
indicated that existing customers want informatismch as the current and
prospective value of their policies. A counter-angumt may be that this is
inappropriate as it may lead to higher levels digoes being surrendered or altered
from their original contractual terms and may regsuhigher levels of expenses to
the detriment of the firm and other policyholders.

Although firms may find that there are significaadditional cost implications in
providing this information to blocks of business igth have historically not
received statements or updates, we believe thas fehould consider the extent to
which this information would be beneficial to redew policyholders (including
whether failure to provide this information is cmtent with the firm’s duty to treat
its customers fairly) and the frequency with whittiese options should be
communicated.

The information on surrender and paid-up values th@ consider should be
provided to policyholders is considered in the isest below.

Descriptions of surrender value and paid-up methodogy within policy
documentation and sales literature

Historically, communication of how surrender anddpap values were calculated,
and what they might be, was limited, particularty fconventional non-profit
policies. Although in recent years, disclosure siliations have provided an
indication of the payment a prospective policyholdey receive (the minimum
information the firm is required to provide to pte customers, is set out in COB
6.2 (Provision of key features or simplified prostos)), there is normally no
description of how these values are calculated thgndt is a ‘fair’ value or how
the method used to determine the value might chemgigbsequent years.

Similarly, on an ongoing basis, policyholders mayt he aware of what the
surrender or paid-up value on a non-profit polisyor how this might change
depending on their continuation of the policy.

Policyholders should be aware of how the benefilable from their policies,
including paid-up and alteration values, are deteeoh The description in product
disclosure (the policy documentation, sales litetillustrations and subsequent
communications to policyholders) should be suffitiesso as to enable a
policyholder to understand the main factors and twey would affect the level of
surrender or paid-up value available. Given thesmidl complexities around the
calculation of claim values, it is essential théwewe illustrations are provided, they
are in a form such that a layperson can understamaay also be appropriate for
firms to carry out market research to assess hawtberesent this information to
customers.

For conventional non-profit policies in particulgyplicyholder communications
have often historically included statements whicaveg the firm powers to
unilaterally vary the method and level of valuegdpa which did not specify any
constraints on how the surrender values would baileded. We do not consider
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that wording indicating that “surrender/paid-upued will be set at the discretion
of the actuary/firm” would constitute an adequaésatiption of the method and
where this is included in current policy literatune would expect the firm to

document the approaches it takes to calculatingethvalues and the supporting
rationale. It may be appropriate to seek legal@in such circumstances.

Surrender values

For newly-sold policies, illustrations are providén prospective policyholders
indicating potential values the policyholder maypest on surrender and the impact
on their policy returns, often through disclosufaexructions in yield at different
policy durations.

For existing policies we would expect that the eantrsurrender value should be
included with any yearly statements which are peoeduas part of business as
usual. This is considered particularly important famlicies which contain a

significant savings element where the surrendeunevahay change significantly

from one year to the next.

We consider it fundamental that the informationyearly statements is provided in
a transparent manner so that it is clear what tineeisder value is, particularly in
cases where this may differ from the unit accourfaoce value of the contract.

For those products where no surrender value isigedy for example term
assurance policies, it is already a requirement th&é fact must feature
prominently in the main policyholder literature hhat than being confined to the
terms and conditions. We consider this appropriated that subsequent
communication of surrender values for these praduculd not be required, but
could be included if regular communications arengeient to policyholders

Paid-up values

It is of note that although surrender values are msually disclosed for new
business, the impact of making a policy ‘paid-igphot commonly shown, even for
products where the occurrence of policies beconpagl-up is frequent. For
example, for regular premium pensions policies fiar more common for policies
to become paid-up than to transfer to other praosgide

Few policyholders will take out a regular premiumligy with the intention of
making it paid-up; however, there is an argumentsuiggest that even if the
policyholder has every intention to continue payprgmiums until the maturity
date, where experience suggests that this is Uplikeen the firm should provide
some information at policy issuance with more dethinformation and quotations
at the point the request for the policy alteraimmade. We consider that the level
of disclosure provided at policy issuance shouldpb®portional to the potential
impact on policy returns from making the policygaip.

A potential impact of making a policy paid-up isathrelative charge levels may
become more significant. Where material, firms $thazonsider an appropriate
format in which to communicate this informationthe policyholder.

In practice, paid-up values are normally only aafalé on policies incorporating

some form of savings element (rather than pureeptioin contracts); a significant
proportion of the reduction in future benefits framaking the policy paid-up is
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4.5

therefore likely to result from the fact that nother premiums are to be paid rather
than the impact of charges being more significant.

Disclosure and comparison of the projected redocitioyield (RIY) at maturity
may be one way in which policyholders may be eaallje to understand the
impact of making the policy paid-up.

Where additional charges are levied, we considapjiropriate that the impact of
these charges is disclosed to the policyholder tramsparent and understandable
manner.

Another impact of making a policy paid-up is thiaé¢ ppolicy may no longer meet
the objective for which the policyholder originaliyfected the policy. We consider
it is therefore appropriate that the policyholdermade aware of the potential
impact on the claim value or benefits provided frtm policy once it is made
paid-up. This could include a reprojection of tleeised projected maturity value
(for savings or pensions products) or estimatestafn the unit fund will become
exhausted for flexible unit-linked protection pratki

When policies become non-profit through a policertion e.g. becoming paid-
up, we consider it appropriate that policyholders advised how subsequent
surrender values will be determined where the ar@hanges materially on the
alteration.

Other alteration values

Forms of alteration other than surrender or makingolicy paid-up are far less
frequent. Whilst, it is unlikely that a firm wouldish to describe in detail the way
in which other types of alteration values are dal@dl, it would be expected that
firms should apply similar approaches and constaera to the setting of alteration
values as for surrender and paid-up values.

CONSIDERATIONS IN THE SETTING OF SURRENDER AND
ALTERATION VALUES

Unit-linked policies have tended to be relativekplcit on the charges that are
applied on policy surrender. This section therefémeuses on surrender and
alteration values on conventional non-profit p@sg;i and in circumstances where
the determination of these amounts has not beelicigypdescribed for unit and
index linked products.

Unlike with-profits policies, there is no acceptedncept of what constitutes a
‘fair method in which to calculate non-profit sarder values for conventional
non-profit policies. Historically, the calculatiomnd underlying basis are at the
discretion of the firm, with only ‘indistinct’ TCEonsiderations under COB 5.6
potentially being considered in the determinatibmmimum payouts.

COB 5.6 deals with “Excessive Charges” in connectigth designated investment
business. COB 5.6.3 indicates thatfirm must ensure that its charges ... are not
excessive COB 5.6.4 expands on this stating that a firraudth consider:

“(1) the amount of its charges for the services mdpct in question compared
with charges for similar services or products ie timarket;

(2) the degree to which the charges are an abusbkeofrust that the customer has
placed in the firm; and
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(3) the nature and extent of the disclosure ofcterges to the private custoriier

Although these points provide underlying principlege consider that there are
additional areas that actuaries need to considafisaussed below.

Consistency with policy documentation and contract

A starting point in determining fair bases for cadting surrender and alteration
values is that the methods and assumptions sheutmisistent with the contract
(and the implied contract) with the policyholdeheTimplied contract includes any
subsequent communications, whether written or Verbade to policyholders and
must be considered in the context of how these aamcations are likely to have
been interpreted by a layperson.

Firms should establish adequate internal documentgbrocesses and controls to
demonstrate that the methods and assumptions osealdulating surrender and
paid-up values are consistent with the contract (emplied contract) with the
policyholder and meet the firm’s duty to treatdtsstomers fairly.

A significant difficulty arises in respect of paks where the firm has not disclosed
how values are calculated or where the descripfatihe calculation of the value
may appear unfair or significantly in favour of tfiem (e.g. wording which
describes that values are calculated at the disoretf the firm or Actuary). In
these cases it might be considered that thereisk @ahat the firm does not comply
with the Unfair Terms in Consumer Contracts Regoast 1999 (UTCCRS).
Interpretation of these regulations in this contextoutwith the scope of this
chapter. In these circumstances firms should fasmatheir interpretation of
current or intended principles and practices byugng that adequate internal
documentation and review processes exist. In thesemstances firms may also
wish to seek legal advice to confirm the appropriass of these principles and
practices.

In its role as a qualifying body, the FSA can obadle firms using terms which it
views as unfair under the Unfair Terms in Consu@entracts Regulations 1999.
This has led to firms having to provide undertakingt to use terms which may be
considered unfair or to clarify interpretation okiging terms, and these
undertakings are published on the FSA website.

The undertakings issued include examples which mesgicted firms’ ability to
unilaterally change the terms and conditions otdstracts and restrictions on the
use of complete discretion by the firm to vary gesrand premiunis

Although not in relation to life insurance prodsctrender values, it is of note that
an undertaking has been provided by Blemain Findmwgted, in relation to the
calculation of early redemption penalties it appb® its mortgagé$

“A term in Blemain's repayment mortgage contraddséa customer repaid their
mortgage early, the firm would calculate the eargpayment charge using a
formula known as the 'Rule of 78".”

® http://www.fsa.gov.uk/pages/Doing/Regulated/consurelevant/index.shtml
Yvww.fsa.gov.uk/consumer/updates/updates/unfair raot®/mn_unfair_mortgage_early charges.html
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The FSA considered this term was unfair (even thouigwas disclosed to
mortgagees) because:

“it could result in the customer paying a charge ahuhigher than would
reasonably compensate the firm for charges losiugh early repayment.”

For affected mortgages, Blemain has updated tlaely eepayment charges to use
both the Rule of 78 and a different method to dateuthe charge, with the
customer paying the lower of the two.

Two particular points are worth noting from thisaexple:

» Disclosure in policy documentation and communicati a term which is
considered unfair may not be an acceptable denatiostrthat the firm has
discharged its duty to treat its customers fairly.

* The FSA considered a surrender/early redemptiorgehahich was much
higher than would reasonably compensate the fimtharges lost through
early repayment, to be unfair.

Whilst the undertaking provided was in relationmortgages, the stance adopted
can also be considered in the context of surremdlres or penalties on other
financial products including life insurance contseadVe consider that extension of
this form of undertaking to insurance contract ender and alteration values
would have significant impacts on firms that appBnal surrender or alteration
charges. In addition, we consider that actuariesulshconsider these points in
determining charging structures for new products.

Interpretations of fairness and market practice ok@nge over time. There may be
circumstances where a condition or term that wassidered fair at the time the
contracts were originally issued are no longer appate. Application of methods
and assumptions consistent with the original caebtrand policyholder
communications may not be sufficient for the firom demonstrate fairness. We
consider that firms should consider these factoid @ a regular basis reassess
whether it continues to treat its customers faifgr policies that have historically
been altered and are still in-force, we considat thwould be unduly onerous for
firms to have to retrospectively apply modern iptetations of TCF to alterations
that have previously been made.

Throughout the remainder of this chapter, areasshauld be considered from a
TCF perspective when setting surrender and altgratalues are described. In all
cases, firms should consider the extent to whiehattproach is appropriate in light
of the statements made to policyholders at the timepolicy was purchased, in
subsequent communications, and with due regardrtertt market practice.

Extent to which the expense, demographic and invesent experience of the
firm are allowed for in the setting of surrender ard paid-up values

In the early years of a contract, there is a Ih@dd that the firm may have incurred
high levels of expense in writing the business Whit may not have fully
recovered from premiums received or charges tak&m-profit policies are
generally written to generate profits for the firon the with-profits fund and
therefore we consider it is reasonable and expetiadsurrender and alteration
values are set so as to recover the initial, maartee and termination pricing
expense loadings associated with the policy.
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Firms often purchase and hold to maturity speafisets in order to back non-
profit policies; for example, Guaranteed Equity Bsnare typically backed by
structured products that match the benefits pravitde the policyholder, or
conventional non-profit policies may be matchedhwiiked interest securities to
provide the guaranteed benefits at maturity. Thiurme generated if these
investments are required to be sold prior to mtumay differ significantly from
the yields if held to maturity, due to factors swdhchanges in the yield curves,
market volatilities or illiquidity premiums. In tBe circumstances we consider it
appropriate that any negative or positive impacimfrchanges to these factors is
allowed for within the determination of the surrendalue.

The firm will have assumed certain asset mixesestment returns and bond
default assumptions as part of its pricing of peic We do not consider it

appropriate for the firm to reflect adverse expwsee in factors such as default
experience on bonds or where mis-matching of assetdiabilities by the firm has

resulted in returns being less than expected, giliahthese losses would have
been borne by the firm at maturity.

Actual demographic experience would generally reoekpected to be reflected in
the determination of surrender or paid-up valuekeamthe relevant factors had
been included within the terms that determine #tern on the contract.

Prospective methods can be used in the determmaficurrender values to the
extent that they provide similar results to a rgpextive method which allowed for
the above factors.

Extent to which profits expected by the firm are dbwed for in the setting of
surrender values

Non-profit policies are generally written to gerterprofits for the firm or the with-
profits fund. We therefore consider it is reasonaéhd expected that surrender
values are set to extract certain levels of prdiitsn the surrendering policy
consistent with that assumed in the pricing so laaghis does not allow for the
recovery of margins that have been eroded as & sactual experience being
worse than expected, except in the circumstancggided in the section above.

Ideally, the methods that firms apply in determinthese values should be set to
extract an increasing proportion of the profit tiaatuld have been generated had
the policy remained premium paying for the fullnter(In setting alteration values,

firms should take account of future profits thall @rise post-alteration). We do not

consider it appropriate that the surrender or paidalue should generate a higher
level of profit for the firm than if the policy hdsken maintained until maturity.

Fairness to policyholders should be even-handecer&/the writing of non-profit
business is being supported by with-profits polayers, the firm must consider
the impact on these with-profits policyholders ibays enhanced surrender or paid-
up values on non-profit business.

Smoothing of values and consistency of surrender kees with maturity values

From a policyholder perspective it may appear uniithere are significant
discontinuities in the surrender or paid-up valuailable from year to year which
arise other than from the receipt of premiums while contract is premium
paying. This may be unavoidable during the earlgryeof the contract when for
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example high levels of initial expenses are beigpuped and surrender values
may not be available or be very low.

We consider that in other periods of the contrdetiine, it is desirable for the
methods applied in determining surrender and ppiglalues, to be set so as to not
cause marked discontinuities in these values aatlttfese should flow into the
ultimate maturity value. However, in certain circgstances, for example where ‘in
the money’ maturity guarantees exist or where eotisnuity is used to remedy an
unfairly low value, discontinuities may be appreyei

Allowance for cross-subsidy between continuing andurrendering policies
within product pricing

Firms may allow for cross subsidies between mafuand altered/surrendered

policies within their product pricing. For newlysised with-profits policies, the

payment of reduced values on surrendering policiesrder to enhance maturity

values is now generally not considered consistatit & firm’s duty to treat its

customers fairly. However, COB 6.12.5, which covevgh-profits policies,

indicates that this practice is not prevented if:

1. “The firm has reasonably exercised its discretiomtake those deductions;

2. Those deductions have been made in a clear, favful and consistent way
over a period of time;

3. Those deductions have been made in accordance avifim’s previous
statements to policyholders (if any); and

4. (as a result of (1) to (3)), the fact of those ddauns and the firm’s right to
make them, now form part of the implied termshef with-profits policies
affected.”

We consider that applying similar considerationsrfon-profit policies would be
logical and that the use of cross-subsidies appappsopriate as long as the
application of these cross-subsidies is consistathit that assumed in the product
pricing and the implications of surrendering oeattg the policy have been clearly
and adequately communicated to policyholders thHrofmy example, product
disclosure of surrender or paid-up values.

Ex gratia payments

Issuers of some products, such as guaranteed dampritis, sometimes indicate that
surrender values are not available, even thougirantice the firm may pay these
values on an ex gratia basis. We consider thaeiffitm intends to offer ex gratia
surrender values, then the same principles anddemasions should be applied to
the determination of these values as are appliggdducts which offer surrender
values as part of their contractual terms.

With-profits policies that become paid-up and conve to non-profit status

The Treating With-Profits Policyholders Fairly réguments of COB 6.12.continue
to apply to with-profits policies that become paiolbut remain with-profits. There
iIs however, no guidance on the setting of paid-alpes when with-profits policies
become non-profit; relevant considerations for poofit paid-up values on with-
profits policies are therefore discussed below.

The conversion of a with-profits policy to non-gtafan be considered analogous
to the with-profits policy being surrendered and donew non-profit policy being
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taken out. The With-Profits Actuary should ensurat tthe methods applied treat
these policyholders fairly in the determinatiortloé surrender value and the ‘price’
at which the non-profit policy is being taken o@onsidering each of these
notional transactions separately:

Surrender of the with-profits policy COB 6.12 includes guidance on the
setting of surrender values for with-profits padei This includes the

requirement for values to be targeted within defipaiblished ranges based
around asset share. Appropriate allowance may ok rfta deductions as set
out within COB 6.12.42 G, such as expenses assocmith applying the

alteration and for recovery of un-recovered expgn®ée recognise that firms
face significant practical difficulties in deternmg values for each cohort of
paid-up policies consistent with the asset shapestifese policies and that
approximate methods may therefore be requiredhése circumstances, we
consider that it is still incumbent on the firmle able to demonstrate that the
claim values paid represent fair treatment forrthevant policyholders and that
particular care should be taken in order that §icant cross-subsidies do not
arise within policies that have been grouped ferghrposes of bonus setting.

Effecting the non-profit policy- in determining whether the price at which the
non-profit policy has been effected, representstfaatment, we consider that
firms should test whether the return on the norfippolicy is likely to provide
an appropriate return (adjusted where necessargrfgpradditional protection
elements provided) in comparison to other formswéstment available such
as a bank savings account. In circumstances wihergeturn is likely to be
inferior, either in terms of level of return or Aibility, then we consider it
appropriate that the policyholder is made awarthefimplied return and also
provided with an equivalent surrender value quornati

Increments

A particular form of policy alteration which we Imle requires special
consideration is that of increments to existinggies. These may take the form of
an increase to the sum assured for protectionipslilncreases to the premium for
regular premium savings policies or additional pamts for recurrent single
premium contracts.

For many products, competition in the insuranceketanas resulted in reductions
in premium or charge levels for new products comgato similar historic
products, particularly in the term assurance amdretirement pensions market. It
may be the case that a policyholder will find tihéd more favourable to purchase a
new policy with the same firm, rather than to athesir existing policy.

COB 5.6.4(1) (in relation to designated investmaunginess) indicates that a firm
should consider the chargéer the services or product in question compareithw
charges for similar services or products in the kedt.

In the circumstances described above, we beliege ttie onus is on firms to
consider the appropriateness of accepting alteratio existing, higher charging
policies, rather than establishing a new policyedasn more favourable terms for
the policyholder.
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Practical impacts

It is common practice for surrender and paid-upeb&sales to be changed
infrequently; in some cases scales will still bedzhon that produced as part of the
original pricing process.

In contrast to with-profits business, there areigicant reasons why this might be
reasonable for non-profit products, particularlyend these bases are consistent
with product disclosures made to policyholders @inpof sale. However, firms
should still consider the appropriateness of thésses in light of new
interpretations of fairness and in particular UTGC&d document the rationale
underlying the decisions taken. The use of basesistent with that applied in
previous years or at the time the product was iy priced, is not necessarily
sufficient for a firm to have discharged its regakg duty to treat its customers
fairly or to meet the requirements of UTCCRSs.

The methods used to set surrender and paid-upsvahmuld be practical and not
cause undue cost to the firm in applying them.dhieving this goal, it is likely
that many firms apply surrender and paid-up sdalashave been determined in an
approximate manner. We consider that this can bea@reptable approach;
however, we would expect that firms applying apprate methods should
periodically perform calculations to demonstrateattfor the majority of their
portfolio, these approximations do not result irsnder or paid-up values that are
materially less than that which might be calculapeying consideration to the
points raised in this chapter.
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REVIEWABLE PREMIUMS
EXECUTIVE SUMMARY

. Currently the UK life industry offers customers hoice between buying
long-term non-linked protection policies on revidh® renewable or
guaranteed rates.

. There are potential advantages to customers oéweadle rates, notably that
they should, at least initially, be cheaper thaoaesponding guaranteed rate
policy or it may be the only structure available few, innovative products.

. This inevitably means that the product may be mgghias higher-risk for the
customer with the possibility of significant premriuncreases in the future.

. Guidance on reviewable rates has already beendidsudoth the FSA and
the ABI. This is considered in the appendix to tbiepter, together with
consideration of Unfair Contract Terms legislatiand the role of the
Financial Ombudsman Service.

. Until recently, reviewable rates may have been gwwy some firms as a
simple product design solution to uncertainty itufa (claims) experience.
We believe that this view is ill-founded and thainsiderable focus is
required on reviewable rate business if it is tontenaged effectively whilst
also treating customers fairly.

. Whilst this chapter highlights many potential hagarwe believe that it is
possible for firms to write business on reviewatdges but that they must
recognise the risks inherent in this and price aed capital requirements
accordingly. Actuaries — and lawyers! — have kdggdo play in this area.

. Firms face greater challenges still in managingstéxg books of business
fairly where documentation may be unclear and thage of actions
constrained.

INTRODUCTION

This chapter considers reviewable premium ratelemgrterm protection contracts,
by which we mean premium rates that can be altbsethe firm for groups of
policies, as distinct from reviewable charges withnit-linked policies, which are
covered separately in chapter 6. In general, fiwilisseek to review rates if claims
experience diverges from that assumed in pricing tbay could reflect other
divergences too.

The customer’s perspective

Essentially there are two potential benefits ta@uers of purchasing a long-term
insurance contract on reviewable rates rather goananteed rates:
* Cheaper cover (than guaranteed rates); and/or
* Availability of cover if firms are not prepared tarite the cover on
guaranteed rates.
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Both of these are worth further consideration witlihe context of Treating
Customers Fairly.

Reviewable rate cover should certainly be cheapeutset than the equivalent
cover on guaranteed rates so that, over the tetimegolicy, the policyholder may
benefit from the cover being cheaper, at leastaltyt The differential between
reviewable and guaranteed rates was often relgtigel in the past but in the case
of Critical lliness, this changed as concern owure medical advances meant that
in 2002-3 guaranteed rates increased substantiilgt reviewable rates remained
relatively stable.

There is though the danger that customers do mié¢rstand the risk that they are
bearing by buying reviewable rate cover. The extnthis risk may be more
transparent if identical cover is available on gudeed rates, but even then would
customers recognise the potential for (reviewapltemiums to increase to higher
levels still? In many cases, substantial increasedikely to result in a significant
proportion of policyholders lapsing their cover grethaps being unable to afford
replacement cover.

If there is a genuine chance of this materialisingnd presumably there must be
for the reviewable rate version to be attractiviéialy? — then it could be argued
that the customer would have been better servedirepewable premium contract,
either with guaranteed cover (i.e. Yearly Renewdldan) or without (i.e. general
insurance).

The benefit for customers to be able to accessm & cover that firms are not
prepared to write on guaranteed rates also ralsegjuestion of whether these
policyholders genuinely understand the degreestf thiey are exposed to. Again,
other contract structures may be “fairer” to pdfioliders than long-term insurance
on (potentially unstable) reviewable rates.

Customers will also find it difficult to compareethvalue provided by different
reviewable premium products if they try to shopusa, as they have no way of
knowing what level of experience has been pricéd the contract and at what
level of deterioration the firm will increase rates

When a review takes place, there is an obvious lemioa in information between
the policyholder and the firm. The policyholder nfage a considerable increase in
premium for a policy that has yet to yield any tate benefit, that they perhaps
needed some persuasion to buy in the first plack that they had forgotten
contained reviewable rates. If rates do indeedreame substantially, the
policyholder may have little prior warning and hauaited options, other than
accepting the increase or lapsing valuable cover.

The firm’s perspective

Unlike most other areas covered by this paper, evtieg implications of Treating
Customers Fairly on non-profit business have geeéréttle detailed guidance,
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5.3

some of the issues surrounding reviewable rates haen addressed in documents
from the FSA and the ABI. The latter originatednfr@eoncerns expressed by the
FOS in 2003 that reviewable rate policies might canply with the Unfair Terms
in Consumer Contracts Regulations 1999 (hereinafdreviated to “UTCCRS”)
and/or be fair and reasonable.

The appendix considers this guidance in the coréxtvo questions — whether
reviewable rates are legal and whether they are\ié& are unable to definitively

answer these questions, but it appears to us lieategal requirements and the
demands of Treating Customers Fairly have a vegh kiegree of overlap and it
makes little sense to consider either in isolatitfirfirms can truly treat reviewable

rate policyholders fairly, then it is likely theyeaoperating within the law, as we
understand it, and the converse probably holdsaisce

It is also clear that the position of the firm ieeggthened by prominent positioning
at point of sale of the message that premiumseaiewable, by clear explanation
of how, when and why reviews will occur and by @tierg review clauses fairly

and openly. The ABI guidance sets out practicangxes of how this might be

achieved, using example policy wordings, quotatowl key features documents
for a critical illness contract. Close adherencthoguidance will not eliminate the
risk that review clauses could be struck out byGloarts or that the FOS may rule
invalid the implementation of a particular reviedowever it should certainly help

to reduce the risk of this if it is followed forweusiness.

Until recently, reviewable rates may have been gy firms as a simple product
design solution to uncertainty in future experienBassing this risk back to

policyholders meant that capital requirements wedeiced and firms perhaps did
not need to invest as significantly in understagdind managing the risks inherent
in the business. We do not see it as such a sisgilgion for reasons that are
considered in the following section.

SUMMARY OF AREAS WHERE TCF MAY BE AN ISSUE

In this section we consider a number of areasak@atvorthy of comment and, we

feel, further discussion amongst actuaries. Mdanhese issues are not solely the
domain of actuaries, but as noted in Section 1e¥ thill be considerations for the

actuarial function holder in advising the Boardtba adequacy of premium rates or
the value of liabilities, taking account of the uegment to treat customers fairly.

We note in 10.2.3 of GN46 thatL6ng-term adverse trends are particularly
important where policy terms are guarantéedowever GN46 does not refer to
the impact of long-term adverse trends where rateseviewable. We believe that
such trends can have a greater — and a less @ieldict impact if the ability to
implement a review is in any doubt, which may beeaéd by many of the issues
considered in this section.
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a. Valid Reasons

The need to clearly specify valid reasons for ngi@rises from the UTCCRSs,
as explained in the appendix. The ABI guidance eatsfour principles that

might help firms decide whether a particular reaspecified in the contract is a
valid reason: Control, Predictability, Impact, &cbpe.

The ABI note that these principles should not benato be an exhaustive list
of principles that might determine whether or no¢ason is a valid reason, It is
interesting to use this list to compare elementshef premium basis which
firms might consider including as valid reasonseiaew rates:

Claims Experience

Lapses

Control

Medical advances, such as new tg
for diagnosis, are outside the control
the firm. Underwriting is in the firm’s
control, so poor underwriting cannot
used as a valid reason to incre
premiums

olkhe firm has some influence, b
ajenerally lapses can be conside
5 outside its control

be

nse

ut
red

Predictability

The existing pricing basis shou
already reflect previous developmel
or events that affect the clain
experience. Only new, unforese
developments should be reflected a
review

dCan be unpredictable, especially fo
ntsew product, or where it is affected
ngompetitors’ actions

en

t a

Impact

Not all changes have a material imp
though for most product design
claims experience has more imp
than other factors

a@lepending on the product desig
dapses can have a substantial impact
aCt

Scope

Some medical developments col
affect only a small subset of polici
(e.g. older ages)

I€hanges in lapses are likely to hav
bgnaterial impact on the experience

3%
Q

or

all policies

The table above shows how, using the four ABI ppies, lapses can appear to
be as valid a reason for changing premiums as slakperience. But this
might not be considered fair for a number of reasonluding:

« Claims experience is likely to be viewed as certwahe product, whereas
lapses would not, so the customer will have difficwinderstanding why
lapses affect his/her premium;

* There is no visibility to lapses. In an ideal watthé customer would be able
to understand (approximately) the change in prenfiam publicly-quoted
data sources (such as indices); and

* The customer might consider lapses to be withirctrrol of the firm.

We therefore think firms need to give very carefansideration to what
constitutes a “valid reason”. It may no longer béffisient to change a pricing
assumption for the reason that "the claims expeeemas 10% worse than the
expected experience". Rather, the past claimsrexme may only be relevant
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to the extent that it helps guide the assumptiofutnire experience. This point
is considered further later in this chapter in 5.5b

This is an area we feel warrants further discussion
. Recouping past losses?

We note a difference between the FSA Statemenbofi®ractice and the ABI
guidance in this area, but as actuaries are um$ihe significance.

The FSA Statement says in 4.19 thidbtvever, a valid reason is, for example
and in our view, unlikely to be one which, in ag@protection contract, allows
the firm to recoup its investment losses on the@raohincurred up to the date
of the review or one which gives it the discretionincrease profitability
margins beyond those assumed at the outset ofotfiteact” In particular we
note the termifivestment lossésn the context of pure protection business.

In contrast, in 4.5.1 the ABI guidance (mis)quotese FSA Statement as
referring to “recoups its losses” without the wéird/estment”.

We would be very keen to hear of legal advice is tbgard.

Robustness of pricing assumptions

One particular concern of the FOS was the podsibai firms deliberately
setting a low price at the start with the intentiohincreasing the price at
subsequent reviews. It is doubtful that customenddidentify this practice
unless it is clearly spelt out in the product bitewre, as was the practice with
‘Low Start’ policies, for example. Unless this iera, such practice is highly
likely to be unfair to customers.

This implies that the profitability of the contraat outset must be recorded to
avoid the possibility of inadvertently increasingifutability at a review. If the
firm adjusted its initial premium rates to achigaeget market positions, then
the actual profitability will then vary between @gem/premium cells and the
firm will need to record the actual profit acceptedindividual cells.

Another potential complication arises in relatiom éxpectations of future
claims experience. Suppose the government annsuacgilot project for
screening of a particular form of cancer; as satha announcement is made,
the true underlying expectation of future claimpenence alters — even if the
firm is not aware of the announcement or of itsmigance. It can then be
argued that from that date forward the underlyingfifability of the contract
has altered, and the firm has no right at a futexéew to recoup the shortfall
between the underlying profit and that assumed wherrates were set. The
result is an implicit need to undertake regulaieeg of pricing bases, and the
implications on actual premium rates for new bussnend at reviews.
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d. Describing premium reviews in policy literature

In order to minimise the risk that a review canbetimplemented, the firm
must take great care to strive for clear commuitnatto policyholders and
comprehensive and clear internal documentation.

The timing and basis for reviews needs to be glesat out in policy literature
in “plain and intelligible” language. In many cas#®e actuary will have a key
role in developing and documenting a review phipdgothat the firm will use
at future reviews, but it may be left to othersitmplify this in order to explain
it to intermediaries and customers. In such cirdamses, actuaries will want to
assure themselves that the final description irnicpotonditions and other
literature accurately reflects — and does not euaplify — their intentions.
However including more detail bears the risk of mgkit less, rather than
more, intelligible to the average customer.

Valid reasons must be set out in a way that custoen understand. It is also
necessary that policyholders understand the intpies for them of these
reasons, in terms of the possible effect on the@mpum. In this regard, it may
be necessary to distinguish between the pricinginagsons and the valid
reasons for them changirgan example being that the pricing basis incluades a
assumption on the number and timing of future altillness claims, whilst a
valid reason for changing this assumption might wdoreseen medical
advances. This distinction is drawn in the specip@ity condition included in
Appendix E of the ABI guidance.

There are clear dangers for the firm here — be a@wplicit about all the
assumptions and all the valid reasons and youcoskusing the customer (and
thereby losing on the “plain and intelligible larmge’ argument). If, however,
you keep this section too brief there is a risk thlat you intended as a valid
reason at outset cannot be taken into accounviatve

It may also be appropriate to provide an indicatbrhow revised premiums
are calculated at a review in point-of-sale literat The ABI guidance includes
as an example:
“...the insurer will compare the value of each assiwonmpplicable at the
time of the review with those that were previouslgd and, by reference to
that comparison, use a fair and reasonable methbdtadculating any
change to the premiuin.

This example description of the method appearstpléin and intelligible, but
only time will tell whether the Courts, the FSA aR@S consider that this
provides sufficient information.

e. l-way or 2-way?

In the past, we believe that many firms might heiesved premium reviews as
an option that they could exercise, if requiredd(@erhaps only in response to
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more extreme variations). It is not immediatelpaent that a 1-way option —
whereby the firm can increase rates, but is undeslitigation to reduce them —
is not possible under legislation or would autocally be deemed unfair.

However, we think the firm will need to make cléampolicyholders that it is a
1-way option, and this could necessitate usingra tgher than “reviewable”, if
most of the insurance market uses that term toridbesproducts where reviews
can move the premium either way.

Further complications may arise at the time of\aeng. For example, if rates

are increased as a result of poor claims experidratas not then sustained, do
rates remain at the higher level? If so, does itiesin the firm should delay

increases until such time as it can be sure tha¢reence can be expected to
remain at the higher level?

Such considerations may mean that in practicaldearh-way option could not
be managed in a way that is fair to policyholders.

f. Third Parties

Firms may wish to take into account changes irtélras of contracts with third
parties at a review. However in doing so, they nstiitconsider their legal and
TCF obligations.

Reinsurers are of particular importance to manygutmn contracts and it can
prove very difficult to get interests fully alignemh reviewable rates. Lack of
alignment will mean that reinsurers may be abletoease rates for reasons or
at times that the insurer cannot increase policddrorates. The situation is
complicated further where an insurer uses multigi@surers for the same
original policy.

Where an insurer is unable to achieve full alignmigmwill need to assess how
much protection it gains via reinsurance. If thenserance merely acts to
smooth experience between years, rather than é&maumsf risk to the reinsurer,
then the insurer may form the view that the reiasoe no longer fulfils its

intended purpose.

Outsourced underwriting, administration and clamanagement services are
other examples of third party arrangements that negyl to be considered.

g. Responsibility for reviews

It seems clear that the FSA view is that the Badnoluld take responsibility to
treat customers fairly; however the actuary is ljike have a key role in
advising the Board on premium reviews. We note the is not explicitly
required by SUP 4, which requires the actuary to raise concerns with

1 SUP 4.3.13R, available http://fsahandbook.info/FSA/html/handbook/SUP/4
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Board if the firm is “..effecting new long-term insurance contracts on
[inappropriate] terms..” (our use of bold for emphasis). We believe most
actuaries would expect to also do this when prersiane reviewed (and most
Boards would expect actuaries to do so).

The Board should consider whether internal actladice on a review is
sufficient and it might consider seeking an indejgm actuarial opinion to
verify that a premium review has been undertakeryfa Whilst this may
provide a valuable check, the responsibility foe thairness of the review
remains with the Board itself. Whilst the use ofiadependent actuary for a
particular review may be valuable, there seem ttouse a number of reasons
why a firm would not commit to this in policy conidins:

* Use of an independent actuary might then be redj@ven if there were no
change proposed as a result of a review, whidketylto prove costly;

« The frequency with which reviews may need to be edtadken is
unpredictable. Each policy may only require reviaw (say) 5-year
intervals, but the need to review the basis willnmech more frequent to
ensure it is up-to-date for each policy as it reaaks review date; and

* In some circumstances, an actuary may not be tre¢ appropriate person
to advise the Board. For example, where the isslates to the likelihood
and impact of future medical advances, the Boarg seak to ensure it has
appropriate independent advice from medical expektsn though its own
actuaries may then need to interpret this and E&uhe implications.
Legal advice will of course be imperative too feviews.

. Grouping at reviews

Typically at outset premiums for those in good trealill vary by age, gender
and smoking status. At a review, it would be noritmalconsider policies in
similar groups and if a particular development oaffects sub-groups of the
insured population (e.g. a development in prosttateeer might only impact on
older males) then it would seem fair to adjustgdte that sub-group only.

But suppose it became apparent that those livirey particular location in the
UK had been subjected to a particular risk (e.diateon). Would it then be fair
to adjust the premiums only for that group baseg@astcode? Conversely, is it
fair to those living elsewhere to spread the ineeegcross all policyholders?

We do not think there is a clear answer to thesstipns— either approach
could be deemed to be treating a group of poliayérsl unfairly. However we
think such scenarios are highly likely to arisepmactice and actuaries should
therefore document their approach at outset.

Options at Review
The UTCCRs (and the FSA Statement) draw attentahe potential effect of

customers not being able to withdraw from a comtrac its fairness at the
review point. Our reading of the legislation do@$ see the necessity for this,
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5.4

but legal advice would be essential to confirm .thfist does apply then the
interpretation of “free to dissolve” becomes impoit In particular, the FSA
states: In some cases the consumer may be technicallytdrdessolve but, in

practice, may not be able to obtain alternative erolbecause of the need for
fresh underwriting’

This creates a clear difficulty for the firm asntly imply that they should offer
a different option to policyholders in poor heal#t,the time of a review, as
they will not be able to obtain alternative cov&éhe firm, though, will not
know policyholders’ health status at that time.

It may help the firm's case to offer alternativesat premium increase for
example a reduced amount of cover or restrictianshe nature of the cover
(e.g. to bring the definitions in a Critical Ilirepolicy in line with those being
used for new business). Offering such options mmoyove the position from a
TCF and legal perspective, but also increases ¢bpesfor policyholders to
make anti-selective choices though, especially ehdey have access to
knowledge of their health that the firm does not.

NEW BUSINESS AND EXISTING BUSINESS

The issues considered in the previous section teekd considered carefully before
the reviewability provisions are determined for awnportfolio of business.
Actuaries are likely to be heavily involved, bug# advisors, compliance teams,
administrators and reinsurers should all be inwbhia drawing up robust
procedures and processes.

In doing so, it is very instructive to consider tleesons that may be learnt from
existing policies, where the office has previouslgtten business on reviewable
rates, especially if it has already undertakernveeve

Many of the issues considered in the previous edan give added difficulty for
existing business:

* Reviewability may not have been clearly explainedudset;

* Policy documents may not clearly state valid reason

* Reinsurance treaties may not be aligned, e.g. ity allow the reinsurer
to increase rates when the insurer cannot;

* Policyholders’ expectations may have been infludrzg subsequent post-
sale correspondence. This is especially so fornlessi that has already
passed a review date, as the processes and preseatuthat review will
have shaped policyholders’ expectations, and inetlteeme case reviews
may not have taken place at all; and

* Prior documentation may be lacking.

Whilst firms can seek to follow best practice gofogvard, they clearly cannot go
back and amend point of sale literature or subsgqu@respondence on existing
business. Particular issues may arise where cgaonsolidation has occurred
and less than complete records were obtained. Juggests that the ability to
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review rates should perhaps be a consideratiomgiwdue diligence, should the
target firm have a significant volume of reviewatdée business.

5.5 PRICING AND RESERVING
a. Pricing at outset

In this section, we briefly consider the issuesaatuary will consider when
setting premium rates for new policies. We onlypsider those aspects which
we expect to vary between a reviewable rate canéad a guaranteed rate one
and we assume that the valid reasons for reviewatgs relate to claims
experience, and not to other assumptions in tleengrbasis.

The best estimate of current claims experiencenlikely to differ between
reviewable rate policies and guaranteed ones, ibthker aspects of product
design are equal. One could argue that the cheepaewable version might
appeal to those with lower incomes and hence I®@eroeconomic groups or
conversely that reviewable rates should be recordetkrio those who can
afford increases should they materialise. Withmudr experience, we suspect
that most actuaries would assume that the two graippolicyholders are
identical, in terms of expected claims experience.

If claims experience is expected to deterioratea ¢ive term of the policy, then
we believe the actuary should take their best egénof this into account in
pricing at outset. Hence at a review the firm wolhly be considering
unforeseen changes.

If, however, claims experience is expected to imprdhen taking account of
future improvements may create other difficultiem particular the firm could
find itself trying to increase premiums when expede has improved, because
the improvements were lower than had been anteibal/e suspect customers
would find this argument difficult to accept. Hovesvif future improvements
are not taken into account, this may result in puems that appear
uncompetitive if compared with the correspondin@rgnteed premium. In
such a scenario the firm may choose not to issngaxs on reviewable rates.

As well as the expected cost of claims, other itevhsre pricing might differ
between guaranteed and reviewable rates are thefcoapital, expenses and
persistency. The first of these will principallyflext differences in reserves —
considered below and statutory solvency margin.

Expenses are likely to be higher for reviewable fablicies than guaranteed,
reflecting the cost of undertaking reviews and @aodal communications

associated with this. These may prove particularigrous for small blocks of
business and firms should therefore assess attowtsether the costs of
reviews are likely to outweigh the potential betsefio determine whether it is
viable to sell a reviewable rate policy.
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Assumptions regarding persistency prior to thet fieview are likely to be
similar to those for guaranteed rate policies, ssléhe actuary has prior
experience to suggest otherwise. What is more agilhg is the initial
assumption regarding persistency at the review, gateicularly if it necessary
to increase premiums. We suggest that actuariésvaiit to model scenarios
regarding premium increases and persistency, atekth such considerations
will be required for reserving too. It is howeveebdtable whether initial
premiums should be increased to allow for such awes, or whether the
impact should come through — if necessary — aviawe

. Pricing at Review

The starting point will be the calculation of theemium at outset (or at the last
review). Ideally the firm will have both the prigmmodels and documentation
of the basis, sufficient to allow it to recreateyous premiums. As noted in
5.3c, this may need to extend to profitability ofdividual cells, where
profitability is not uniform across policies.

If the previous models and documentation are neilave, premiums for
model points should be calculated to a sufficieegrde of accuracy that the
actuary is confident that there are no materidletbhces in assumptions or
method. However the actuary will also need to assadividual policies, to
ensure that their profitability did not diverge exa@ally from the norm. We also
note that the FSA Statement (paragraph 4.24) spaltyf mentions that it may
be unfair for firms to alter premiums using a powet is only triggered when
an assumption changes if their records do not atdiowhat the initial
assumptions were.

The next stage is likely to be a comparison of @lcaxperience against that
assumed in the previous calculation. We again asshat claims experience is
the only reason for varying rates in order to tiate the issues involved at
review. A comparison of actual claims experiencairzgj expected should be a
straightforward exercise, but there are a numberamas where careful

consideration is required:

* The period of the investigation. The period sitieelast review will be the
natural choice provided this is long enough to gateesufficient claims to
provide credible results. However if this periodté® long it may bring
unrepresentative historic experience into constaera

e Lives v Amounts. The financial impact of claims expnce is obviously
best measured by amounts experience, but policgittoms may limit
discretion if they refer to the “number (or freqaghof claims”.

If the firm does use amounts experience, then denaiion should be given
to capping large claims, since it may be considerddir to increase rates
where higher than expected claims experience afisgs a few large
claims. However the converse situation — whereeth@&ve been no large
claims — may be difficult to factor in.
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Firm v Industry. The firm will need to consider wher it uses only its own
experience, or reflects industry experience, alghowagain the policy
literature may constrain the firm’s actions on @ri business. For smaller
blocks of business, the firm may have little cholng to use industry
experience, if policy conditions permit.

It may find itself in a no-win situation — it miglte considered unfair to
profit from raising rates when its own experiencgesl not justify an
increase, but it could also be considered unfaimtwease rates if poor
experience is confined to that firm and generaligidy experience is in line
with, or better than, expectations.

IBNS claims. Where claims are subject to delaysatilement, an actuary
would want to include Incurred But Not Settled (IBNclaims to get a
realistic picture of claims experience. Howeverstis an area that can
require considerable judgement — see for examplé\@dtking Paper 1#.
The actuary may again find himself constrained biicg conditions on
existing business.

One-off events. We noted earlier that there iscl & clarity over whether
past losses can be recouped at a rate review. Quarsty, it may be
appropriate to identify losses that cannot reakdty be expected to recur
within the analysis and exclude them from the agdiom of future
experience. Again however the converse situatiallewing for one-off
events that have not previously occurred — coub@gmore contentious.

As well as these issues in undertaking the expegieanalysis, other more
fundamental issues may also arise:

Of itself, a divergence between actual and expeciaims does not
constitute a valid reason for reviewing rates, dmel firm will need to
understand why the divergence arose. As notedeeasthilst medical
advances may constitute a valid reason if theyltr@suncreased claims,
ineffective underwriting or a different socioeconormrofile may not.

In addition to measuring past claims experienceaetmary will need to
consider how future claims experience is expectediffer from current
experience. The justification for reviewing rateBen expectations change,
if there is no divergence in claims experienceatedwill need to be robust.
Yet if changes are not applied, it could be argined a subsequent review
is invalid as these developments should have lmbtified at the previous
review.

As noted earlier, any upward review in rates mayseapolicyholders to
guestion whether they wish to retain their covérlapses increase as a

Zemi Working Paper 14: Methodology underlying the@@2002 CMI Critical lllness experience

investigation
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result of a review, one would expect these to ekisibme degree of anti-
selection, in that some policyholders in good leaitay be less likely to
pay the increased premium. It is debatable the nexte which the

deterioration in claims experience that arises fguoh selective lapsation
should be reflected in the calculation of the rexd premium. This
selection by policyholders may be worse if they aféered multiple

options, e.g. to reduce the benefit amount or &brict the scope of the
cover.

c. Reserving

Many of the considerations in setting reserves Wwél similar to those in
pricing; in particular the Actuarial Function Holdeill have to form a view on
how reviewable rates really are in the light of tleed to treat customers fairly.

Section 3 of GN44 sets out principles applicablediscretionary charges,
namely that reserves must reflect contractual ¢mmdi and TCF, should allow
for delays in implementing necessary reviews andulsh allow for the
necessary expenses of the review. These appeae teqgbally valid for
reviewable rates and we see no reason why thisago&does not extend to
reviewable rate policies.

The passage of reserves over time is interesting:

« Initially it is likely that the statutory liabilitywill be based on the best
estimate claims cost, perhaps with a small margmprudence, as the
actuary will presumably assume that rates can Wewed when required.
The ICA assessment may consider scenarios whess canhnot be (fully)
reviewed, offset by any margin for prudence ingteutory liabilities.

» If experience deteriorates (or becomes expectatb teo), then the reserve
will increase to take account of the increase @ane$ until the next review.
The ICA is also likely to increase as the implioas of the risk that the
required review cannot be executed are greaterweMer if the actuary’s
view based on TCF considerations is that the firih mot be able to
increase rates at the forthcoming review then eétfeat this risk transfers
from the ICA to the statutory liabilities.

We note that GN46 explicitly notes the issue of-aelective lapsation in the
event of an upward review. Whilst this relates e iCA, we feel such
considerations may be required in respect of stgtuliabilities once the
actuary recognises that an increase in rates usreet

The allowance for reinsurance must also be corsidgdN44 recognises that
“...obligations to make payments to reinsurers whigkeaonly after and to the
extent of the receipt of a specific item of cadtowm ... are properly valued
together with that item of cash infldwmperfect alignment of a reinsurance
treaty may break the requirement set out in GN4d @aecessitate that the
actuary explicitly values potential reinsurancegout
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Appendix to chapter 5 — LEGAL ASPECTS OF REVIEWABLE RATES

In 2003, the FOS expressed concerns over the tiggdlreviewable rate policies
and whether they are fair and reasonable. Thisbaibuted to the production of
guidance in this field; hence in this appendix wg to consider whether
Reviewable Rates are legal and whether they aradainst the background of two
particular documents that have particular relevdaaageviewable rates:

* The “Statement of Good Practice on variation clause&onsumer
contracts™® published by the FSA in May 2005.

« An ABI publicatiort* (“Advice on Practical Aspects of Unfair Contract
Terms for Non-investment Protection Policies wittviRwable Premiums”)
specifically relating to Pure Protection busineds ®n reviewable rates,
published in June 2006.

a. Are Reviewable Rates legal?

One of the key questions raised by FOS was wheéwswable rate contracts
comply with the Unfair Terms in Consumer ContraBtsgulations 1999
(hereinafter abbreviated to “UTCCRS”), so this segémbe a sensible starting
point, especially as there appears to be littleviaaht case law. (The case that is
sometimes cited is Director General of Fair Tradimigirst National Bank, but
opinions differ on the relevance of this to reviéleapremiums.)

The Unfair Terms in Consumer Contracts Regulatit®89

To our knowledge, the general topic of the UTCCRsS lonly once been
pre\ﬂl%usly discussed formally by the Professiora &AS paper in December
1994°,

What does appear to be clear is that the UTCCRdi#iieult to interpret in the
context of reviewable rates, not least because #&mpmpass all consumer
contracts (not just insurance policies). It therefappears that the definitive
position can only be decided by the Courts, if aheén a case is brought before
them (and given the roles of the FSA and the FQ@fBsidered below, that
might never happen). Even then, it will be deteediron the basis of that
particular case, and it could prove difficult t@adrwider inference from this.

As noted above, we find the position of reviewatdée policies under the

UTCCRs unclear and this uncertainty arises frorficdities in interpreting a

number of provisions, some of which are considéeddw:

1. Under section 5(1),A contractual term which has not been individually
negotiated shall be regarded as unfair if, contraoythe requirement of

13 Seewww.fsa.gov.uk/pubs/other/good_practice.pdf

1 Seewww.abi.org.uk/BookShop/ResearchReports/Reviews®20Advice%20-%20June%202006. pdf
1> Seewww.opsi.qov.uk/si/si1999/19992083.htm

8 “The actuary and the Unfair Contract Terms Dinegtiby Paul Kennedy, presented to the Staple Inn
Actuarial Society in December 1994, sesw.sias.org.uk/siaspapers/listofpapers/view_pagethfair.pdf
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good faith, it causes a significant imbalance ire tparties' rights and
obligations arising under the contract, to the detnt of the consumér.

It appears clear that reviewability has the po&nb create an imbalance
because it is enacted by the firm and, if usedtoease premiums, acts to
the detriment of the policyholder. What is not ¢Jehough, is whether this

is “contrary to the requirement of good faith”.

2. Under section 6(2)1h so far as it is in plain intelligible languagéhe
assessment of fairness of a term shall not relate—
(a) to the definition of the main subject mattett@f contract, or
(b) to the adequacy of the price or remuneratios,against the goods or
services supplied in exchange.”

Put simply, a ‘core term’ does not need to be taider the legislation!
Given that the review clause determines the patter(a certain date) there
is certainly a plausible argument that it is a cteem, and the ABI
document states thaOtr legal advice was that it would be possible to
mount a case that premium reviewability is a ‘coeem’ and therefore
excluded from assessment against the provisiorsiwfess by virtue of
Regulation 6(2). However, as the ABI also notes, the FSA takeftetint
view in their Statement.

3. Schedule 2 (1) to the regulations containsiaditative and non-exhaustive
list of terms which may be regarded as urifaiihese include:
“(Nirrevocably binding the consumer to terms witvhich he had no real

opportunity of becoming acquainted before the assioh of the
contract;

(Denabling the seller or supplier to alter thiterms of the contract
unilaterally without a valid reason which is spieil in the contract; or

The implications of these are considered furthémbe

There are other sections of the UTCCRs that nessideration, but we believe
the 3 points above illustrate the potential forieaxability clauses to be deemed
unfair terms. The implications of this are state&ection 8:
“(1) An unfair term in a contract concluded withcansumer by a seller or
supplier shall not be binding on the consumer.

(2) The contract shall continue to bind the pestif it is capable of
continuing in existence without the unfair term.”

In simple terms, it would therefore seem that resiew clause were deemed
unfair by the Courts, then that clause would bec&tiout and the policy would

be regarded as one with guaranteed rates, eqtled &xisting reviewable rates,
with obvious implications for profitability and cégl requirements.

However the firm could find itself in an even weak®sition, if the effect is
that the clause is struck out selectively or orilyhe firm seeks to use it to
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increase rates. The firm would then be requiredcaatinue to undertake
reviews and reduce rates for any groups of polisibsre it is appropriate,
without being able to increase rates for other gsoof policies. This will cause
obvious difficulties for actuaries in reserving!

We also believe the 3 provisions considered ilatstsome key points that need
to be addressed in order that, if challenged, veafndlity clauses would not be
deemed unfair. The first is the fact that ratesravéewable must be prominent
in policyholder communications — the ABI documentewd a helpful
comparison to a “variable rate mortgage” — and dbecept (“principles and
practices” perhaps?) of reviewability must be dieaxplained when the policy
is taken out. This is true if one seeks to argaé tbviewability is a ‘core term’,
but it would also seem to underpin the requirenoérgood faith in point 1 and
() under 3. A second key point is that the polioyst contain ‘valid reasons’
for rates to be reviewed. Both of these pointscangsidered further in section
5.3.

If a firm follows these principles then it seemsu— as actuaries, not lawyers
— that reviewable rates have a good chance of defgrany challenge under
the UTCCRs. Continuing to keep policyholders infednand exercising
fairness at a review would also help to avoid sctitdllenges arising, which is
perhaps an even stronger position.

In conclusion, whilst the UTCCRs are difficult taterpret, it appears to us that
the legal requirements of the UTCCRs and the demahdreating Customers
Fairly have a very high degree of overlap and ikesalittle sense to consider
TCF and the legal position in isolation.

The FSA and the UTCCRs

The FSA is a Qualifying Body under the UTCCRs andds in this role that it
set out its views on fair variation clauses in $imtement of Good Practice
noted earlier. In particular, this means the Stat@ndoes not form part of FSA
rules under the Financial Services and Markets2Q00.

The FSA had not previously issued guidance indhes. The Statement seeks
to help firms avoid the risk that their contracte deemed unfair, but makes
clear that it is not adding to the requirementdions. The Statement focuses
on the UTCCRs and their interpretation of them, doés acknowledge that
“The interpretation of legislation is ultimately aatter for the Court§ as we
noted above.

The Statement has a wider brief than just insurarelating too to variable
interest rate deposit accounts, for example. Emeénsurance, however, it has a
wider brief than reviewable rate contracts thatane considering in this section
of the paper. Its implications for other areas,hsas discretionary charges on
unit-linked protection and savings plans coverea@hapter 6, also need to be
considered.
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Undertakings

As a qualifying body, the FSA can challenge firnsgng terms which it views

as unfair under the UTCCRs if they are referredh® FSA by consumers,
enforcement bodies or consumer organisations. Admssled to firms having to

provide undertakings not to use terms which maycdéesidered unfair and
these undertakings are published on the FSA web3itkee website names the
firm and identifies the specific policy term andetpart of the Regulations,
which gave rise to the undertaking. It is therefareiseful indicator of the

FSA's stance.

To date, we are not aware of any such undertakimaisrelate specifically to
reviewable rate policies; however there are a numbat raise points of
interest. As an example, there is an undertakuigighed on 5 April 2006 in
respect of Lifetime Care — Plans and Bonds issue®®P lifetime care plc
(now part of the AXA groug). The policy conditions for these plans did not
provide an exhaustive list of valid reasons, ohly main factors which would
be considered. Paragraph 1(j) of the UTCCRs, netatdier, requires valid
reasons to be specified in the contract. As at,eBBEIP agreed to treat the list of
possible reasons for varying the premium that ateost in the contract as a
complete list for the purpose of conducting premnewiews.

b. Are Reviewable Rates fair?

There appear to be two key parties with a statutoleyin determining whether
reviewable rates are fair (excluding interestedtigmrsuch as consumers
themselves and lobby groups such as Which?). #Emees of the FSA and its
Treating Customers Fairly initiative as part of avwa to principles-based
regulation is considered in chapter 1 so is nosittared further here.

The other key party is the Financial Ombudsman i8er¢FOS) which is an
independent public body, whose role i5..to resolve individual disputes
between consumers and financial services firnfairly, reasonably, quickly

and informally”*2

When the FOS raised questions about reviewabls,rdiess was prompted by
the trend for firms to sell reviewable rate critidhness policies in response to
concerns over medical advances and the withdrafmadimsurance capacity to
support guaranteed rates. It was unusual for th® #Opublicly express such
concerns, in so far as the FOS does not normatig e issue unless they have
received a relevant case to investigate. As faeagwable rate policies were
concerned, it appears that the FOS helpfully ratsgaterns with the industry at
an earlier stage in the hope that by doing so,ifsignt future problems might
be avoided.

" Seewww.fsa.gov.uk/pubs/other/undertaking ppp.pdf
'8 Seehttp://www.financial-ombudsman.org.uk/about/aimsiht
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When the FOS does receive a case, they judge themasis of whether the
treatment of the consumer had been ‘fair and redsdenh in all the
circumstances of the case. Thus, regardless deta perspective, firms may
not win cases related to review clauses that aymgted to the FOS.

However it again seems likely that — from the pectipe of the FOS — the key
issues are likely to be the clarity of explanaticausd the understanding of the
consumer. This applies to communications at thetpafi sale and the time of
the review, but could be further strengthened bievent intermediate
communications too.
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6.1

UNIT-LINKED DISCRETIONARY CHARGES
EXECUTIVE SUMMARY

. Many unit-linked charges are set at levels thataréhe discretion of the
Board of the firm The terms under which thesergbs can be varied are
specified in policy conditions but customer expgotes will also be based on
sales literature, other communications to policglead and past practices;

. Discretionary charges are useful to customers Isecthe firm may be able to
charge less than if the rates were guaranteedy asknmargin is needed;

. The statutory restrictions that exist on exercistogtract terms that can be
considered unfair are a major restriction on thera@se of these options;

. TCF considerations need to be allowed for whendierercise options on
discretionary charges (or when they choose nateocese those options);

. It may be that firms are unable to exercise optioriacrease charges and the
policies are (in effect) contracts with guarantebdrges;

. Discretionary charges (within the original poli@rms) can either be charges
that can increase only (one way option) or arer@pgtiflexible (two way
options);

. Actuaries will need to give advice to the Boardtloa level of these charges;

. The advice should be structured into a proper vewechanism by the firm.
This review should be formal, be documented andelsions arising should
be capable of audit.

. Charges should be reviewed to (at the most) mairttee original level of
profitability foreseen by the Board. This may re@quiecreating the original
profitability study if that documentation does modst, consistent with work
that would have been carried out at the originah¢d date of the product;

. The actuary should be careful about the mortalfyeeence and morbidity
experience used in the review. This should reflleetexperience of the firm
adjusted for trends expected but should also censamoving the impact of
any failings in underwriting that have occurredtie past. In reality, this
may prove difficult and will require judgement;

. Restrictions on a firm’s ability to vary discretemy charges will have an
impact on the valuation reserves, embedded valak liagividual Capital
Assessments;

. Firms may wish to consider whether the lack of @ppr review mechanism
may remove their ability to claim that their expemrharges are not fixed for
solvency margin purposes.

The Unfair Terms in Consumer Contracts Regulatib®39 applies to unit-
linked discretionary charges as it applies to neaigle premium rates (see the
appendix to chapter 5).
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6.2

INTRODUCTION

This chapter considers discretionary charges applyo unit-linked policies.
These charges will include the annual managemegehvariable policy fees and
policy fee deductions from units, variable mortahind morbidity charges and any
variation allowed in bid/offer spreads. The chargan be varied by the firm for
groups of policies rather than individual policieShis is similar to the issues
considered in chapter 5.

Unit pricing is covered separately in chapter 3J aat in this chapter. We also do
not consider the firm’s ability to review premiunias a result of lower than

expected fund performance or increased chargesy tthn to note than a firm’s
ability to increase its charges could be undermihé@dhen fond that TCF or legal

considerations mean it is unable to increase pmasiaccordingly.

The customer’s perspective

The customer has three major benefits from dismmatiy charges:

* The product is initially provided without large kimargins on the level of
charges that apply. A unit-linked policy with gaateed charges for
expenses would necessarily charge more than aypalithout the
guarantee as allowances by the firm for the risks undertaking on the
future level of expense inflation;

* The charge may be reduced in future as improvemergsperience feed
through; and

* The customer may be able to get cover where coagrmot be available
on guaranteed terms: such as critical illness and term care.

Most collective investments do not have guaranteethe level of charges that can
be made into the future. The fund manager (aftedetgoing some form of
governance control) can increase the annual maregesharge that applies for all
business in force as well as new business. Thexefoaranteed charges could be
considered to be an aberration from “wrapping” ¢b#ective investment in a life
policy vehicle.

The disadvantage of discretionary charges is, afrsgy the power that the
customer places in the hands of the firm to chaugee part of the contract terms.
This is especially relevant if the customer fedtsKed in” to a contract with little

chance of being able to surrender the contracttakel out a new contract with a
competitor. There are, therefore, real issues ustamer rights on protection
contracts where the customer's health may declimesing them to become
uninsurable. In contrast, there will always benpleof providers of collective

funds willing to take new savings from customers.

Also, the customer has no idea of the risk thay i@ exposed to. They do not
know whether charges could double in the futuregi@ample. However, they can
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expect to be treated fairly and that any incretsebarges are justified within TCF
and are subject to appropriate controls.

The firm’s perspective

The firm has a need to maintain flexible chargeséie their product:

currently competitive in the level of charges betgeglucted from policy
values;

able to avoid risks that would make the margins tbhe charges
impossible to market; and

able to write certain benefits that do not havd estiablished experience.

The history of discretionary charges can be sunsedras:

The EU solvency margin regime generated a requimerioe 1% of funds
under management for unit-linked funds with guaradtmaxima on their
expense charges and a nil requirement for unietinkunds without a
guaranteed maximum. Some firms decided to rembgectause in the
contract stating that the annual management chegsgked in unit pricing
could never be more than x%. This was carried vaithout any large
announcement and appeared to have been ignoredstyneers and by the
distributors;

Guaranteed maturity values on unit-linked policiesre found to be
expensive. The guarantee tended to bite on aitipsl simultaneously.
Some offices had charged, say 2% of premiums, Hw guarantee and
found that clients would not pay this modest gueamost. Actuaries and
marketing professionals in unit-linked firms caneethe conclusion that
clients would not pay market rates for guarante®smoval of guarantees
improved capital efficiency and led to no reductiorsales.

There was a need to match margin cashflows to epatowances and
risk costs following the development of “flexiblehit-linked policies with
varying benefit levels or menus of benefits beingilable within the one
contract. In the 1980s, a large number of offitesved to charge mortality
and policy fee deductions rather than apply anmu@hagement charges.
This then avoided expensive sterling reserves amduced capital
requirements (again) used in the firm. It alsobéeh paid-up policies to
pay the full cost of any risk benefits and theirmamistration costs
(frequently causing many policies to lapse withwatue after a certain
time). The charges in this form had the added etarfg advantage of
being lower compared to the old annual managemueamtge for the most
valuable business to the distributor and the affice

Guarantees on charges and on benefit levels wareverl. There was no
real backlash from customers. Charging structbeemme complex with
some policies having annual management chargdseimunit price (some
returned to clients in “bonus units”), amounts radkocated to units,
bid/offer spreads on unit prices, policy fee demuns and mortality
deductions from units.
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* Solvency 1 introduced a new solvency capital resent for policies
without guaranteed limits on charges of 25% of esps incurred. This
removed some of the solvency capital advantagéexble charges.

» Stakeholder products entered the market. Thisdtoa simplification in
the charging structure back to just an annual memagt charge and
reintroduced the guarantee. Charges could notabese 1% or 1.5% of
funds under management.

6.3 NEW BUSINESS AND PRODUCT DESIGN

We believe the key points for new product desigtindiscretionary charges can be
summarised as:

» Disclosure. Firms need to disclose the discretipmature of the charge.
Firms are already explaining the discretionary reatf the charges within
their Key Features documents. However, we wondeetler there is
sufficient clarity on the degree to which chargesild be increased (or
decreased) and what the intention is behind hadisgyetionary charges;

 Governance. We believe that firms would gain réahefits from
introducing firm and detailed layers of explicit vgonance around the
discretionary charges;

» Explicit and open review mechanisms. We feel ttaatsparent and explicit
reviews of the general level of charges will nolyanake the process more
robust but will also allow firms to protect themssd from complaints.

We discuss the review mechanism in section 6.5/Abelo

6.3.1 Disclosure

Policyholders could be felt to have a justified gbamt if the discretionary
nature of any charges appear to be hidden in gmaltl or solely available
in policy wordings rather than forming part of timarketing literature. We
could understand complaints on the lines that 8 dot realise that my
annual management charge could double at the whiheansurance firm”
and all actuaries involved in the day to day manege of life business
could foresee the likely Ombudsman decision.

It is right for marketing literature to explain tkiéscretionary nature of the
fees and provide sign posts to get further inforomat We would suggest
that firms may wish to provide on request full letf explaining their
charges, how they are set and how they are reviéovgublicyholders. Of
course, most policyholders would only need to knihnat the level of
charges are not guaranteed but having the docutitenta place could
help the firm defend any later complaint and woglkttainly, be useful for
the occasional interested policyholder and thernmégliary. It would also
act as a useful discipline for the firm in provigidocumentation around the
process. This is one of the key advantages tosfioimhaving PPFMs for
with-profits business and we would suggest that éxperience should be
learned from.
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6.4

Firms will need to consider areas where statemehtthe discretionary
nature of charges are helpful to customers. We ldvauggest that
marketing material may need statements especfatljocuses on the costs
and benefits of the policy. It would be acceptdbieour view) for firms to
include reasons for the lack of guarantee “We aeplng our current level
of charges as low as possible but we cannot guegahat they apply on
your policy in the future but we will only increatieem if we have a valid
reason and we will inform you of any material chesy Fuller
explanations could, obviously, be provided in therendetailed backing
information.

6.3.2 Corporate Governance

The FSA’s principle of Treating Customers Fairlyn@t only about taking
actions that will treat customers fairly but aldmat being able to generate
audit trails through corporate decisions that prtwat Boards (and their
actuaries) have taken into account TCF in decisidrieerefore, we believe
it would be useful if a corporate governance strectwas established to
review any actuarial matters pertaining to cust@merarges and benefits.

For with-profits offices, this could be the samalpa@s the With-Profits

Committee (or the with-profits individual for sonofices) as long as the
WPC can manage any conflict of interest betweem-midfits and non-

profit or unit-linked policyholders. For firms wibut a WPC, the Board
should consider whether it needs to establish eceaimittee or whether it

wishes to consider all these matters itself. Weld/isuggest that a senior
actuary in the firm should either be on this conbeeitor reporting to it.

EXISTING BUSINESS — MANAGING THE PAST
Policy documentation, sales literature and communations to policyholders.

The starting point for any review of discretionatyarges must be to refer to the
policy documentation, the sales literature and angsequent communications
made to policyholders; these items combine to firencontract (and the implied
contract) between the firm and the policyholderaifing material for sales staff
will also need to be considered as this would haffected the sales method and
messages given to customers.

The actuary should examine this literature cargf(plrobably with legal advice)

and see what the terms around the discretionawyrenatf the charges really are.
This would normally be combined with an assessmoentvhether the terms will

pass the test posed by the regulations on unfairact terms. To be effective in a
TCF environment, the literature must have beentewitin such a way that a
layman could understand (in broad terms) the matofs affecting the decisions
made and how these factors would impact the dedsimade.
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6.5

If the terms only allow for increases in chargeshia future (example “the Board
may in its absolute discretion increase these @saaj any time in the future
subject to...”) and it is believed that this is stilbt unfair then the actuary need
only consider the need to increase charges. ikeker, the terms imply even-
handedness (example “the Actuary will determine ¢harges to be made from
time to time”) then the actuary will need to comsidvhether charges need to be
reduced. The firm should not consider only an anghincrease in charges (a one
way option) unless the literature made the politgtio extremely clear on this
point. If the literature leaves any doubt or imeplithat charges could also be
reduced (however vaguely), then the option shoalddnsidered a two way option
which requires the firm to reduce charges if they ao longer appropriate. It
should be remembered that sales literature haadeg of an impact in determining
the policyholder’s views on the contract than tleéiqy wording or detailed small
print.

There may be specific mention in the literaturétbé actuary”. This was covered
earlier in section 2.7.

PROCESS OF REVIEW

There should be a formalised structure to a rewdtmtes:
6.5.1 Reporting changes to customers

If there is a material change in charges, thenomld/ be good practice (in
our view) to ensure customers are told of the chaargl the reason for it.
It would also be good practice to make the aimthefreview, the structure
of the review and the methods of review availabiier@quest to customers
in advance. If customers wish to know about theewe, we would also

suggest that the results are made available petamaiblishing a short
summary of the review including the results onwlab site of the firm.

6.5.2 Dates of review

The dates of the review of discretionary charges rarely specified in
policy conditions. They should therefore be laidvdoin advance and
approved by the Board. The reviews should belaeg

Reviews will, obviously, vary in frequency. Reviewhould be frequent
enough to ensure that the review mechanism is wgrkind that charges
reflect the current view of future experience. Hoer for practical

reasons, firms will not want to review charges temuently. No change
in charges should be carried out without a review.

The reviews will occur at set points of time andildo therefore, be shortly
after the sale of a policy. The Board may wishcémsider whether the
results of the review should be immediately engcpédised in on policy
anniversaries after the review's results are knoemn;use some other
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6.5.3

6.5.4

6.5.5

smoothing mechanism. There are arguments in favbuany of these
treatments, but TCF considerations suggest thatitbiee should be clearly
documented and followed consistently between upvwanrd downward
revisions, if applicable.

People who carry out the review

The body that makes the decision should also badity decided prior to

the review. It should be clear to all involvedhiit the review (including to
customers on request) who this body is. If therenbre than one body
involved in deciding discretionary charges, therlear formal split by

policy or by charge would be appropriate. We wosidygest that the
corporate governance body in 6.3.2 given overs@hiTCF issues on
discretionary charges will have to be involved amnfially approving any

review.

Criteria for the review and performance of tle review

The key parameters which determine whether anyratisoary charges
should change should be disclosed to customens @asily understandable
form and made available on request. It is impartiaat customers feel that
the process is well established and capable of.audi

Again, the wording on the policy literature is ki®ydeciding the criteria.
The actuary should make sure that the criteriardscaith a reasonable lay
man’s view of what the wording means, perhaps agaiin legal advice.
The key points are:
* Whether increases only can occur or whether deesea® implied;
e The rounded nature of the charges: for example, aanual
management charge of 0.75% pa may not need charifyitng
result of the review arrives at a required charfg@.®1% pa and this
is within the disclosed rounding criteria, althoughCF
considerations imply this should then be applietiscsiently;
* The profit component expected in the charges: settos 6.5.8.

The firm should have documented detailed internabelines on how
reviews are to be performed and charges adjustademsilt.

Data used

Comprehensive data should be used for the reviéhis data should be

available (to a large extent) from the valuatioagass. The actuary should
be able to use a mortality, morbidity and expemsestigation using the

most recent data that is practicable and shoulabeto update the results
for the review.

Care has to be exercised in interpreting the dffimvn mortality and
morbidity (or expenses). It is unlikely to be féar use a review clause to
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6.5.6

6.5.7

allow the office to generate margins to cover aoamapmpliance failure
(for example). However, the normal minimal numbé&rcomplaints and
minimal redress levels may be a normal cost of riofife long term
insurance under COB style regulation. Equally,rpgagexpected mortality
due to a systemic failure in underwriting or otlwentrols should be left
out. This may be difficult and will require comam between the firm’s
own experience and industry experience adjustethtomarketing strategy
of the firm. Planned heavier mortality due toghter underwriting regime
for the groups of policies sold may mean highergés are fair compared
to competitors, but these should have been reflecteassumptions, and
charges, at outset.

The actuary should also investigate trends in ritrtamorbidity and
expenses. This may involve industry data as wslldata from the
individual firm.

Documentation of the process

There should be a comprehensive and well laid adit drail through the
calculations used in the review. Actuaries shoafture that robust
controls on systems and processes are in place.

The actuary should remember that the review coelahmrllenged by the
FSA at any time and should produce adequate dodatren so that an
independent third party with relevant expertiseld@ee how the decision
was reached.

Items to be reviewed

These should include all items not guaranteed byptblicy literature and
would normally include some or all of:
* The annual management charge applied in the uoé;pr
» The policy fee deducted from premiums or unit vaifienot
specified;
* The mortality charge deducted from unit value;
» The morbidity charge deducted from unit value;
* Any other risk charges deducted from unit value;
* Any initial unit (capital unit) charges that aretmuaranteed within
the policy literature; and
» Exit charges from the policy.

Guaranteed charges do not need to be reviewedeas there part of the
original contract terms. An interesting questioises on charges that have
an implied guarantee (for example by the disclosilmeumentation not
showing the ability to increase charges explicttyby the regulations on
unfair contracts). If these can be fully treatedgaaranteed charges, they
do not need to be reviewed. However, if the gbsrcould be treated as
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6.5.8

6.5.9

capped, it means that reviews need to be carriedtaowheck whether
charges should be reduced.

Any charges that are not considered reviewable Idhtw taken as
guaranteed charges for valuation and solvency pegpas well as in
practice.

It may be useful for a full list of charges to beaiable for customers on
request with a description as to whether the ch&ggiaranteed, can be
increased only, can be reduced only or can beraitbeeased or reduced.

TCF constraints on increases in charges forgenses

A firm's past history of reviewing charges for empes may affect its
ability to make increases now. For example, ifesges are charged for by
policy fee deductions, then the customer may expagtincreases to be
gradual and to reflect inflation. If past increa$@ve been missed, a large
one-off increase will need careful justificatioron the firm. The firm
needs to consider the scale of the increase antherheustomers have been
given reasonable expectations that increases will atcur or that an
increase in any year will be for that year's indatonly.

Another implicit restriction might apply to the aral management charge.
If the fund has become smaller — whether triggdmgdalls in fund values
(for example, due to a stock market collapse) dflamus from the fund —
the firm will get less income from the charges, &nday wish to increase
the annual management percentage charge commehgutiathe firm has
not given customers warning that fund contractioould trigger an
increase in charge, and if it is did not reducedharge when the fund was
growing, it may be considered unfair to increase tiarge in these
circumstances.

Indeed, any increase in annual management chargebmalifficult to
justify purely on the basis of an expense invesitga It depends not only
on what expectation the customer has been givanalba on whether an
increase can be justified on the basis of a cleange in circumstances. |t
will be easier to demonstrate fairness if the cleaogn be tied to some
external event or benchmark.

Level of charges — costs and profit

The costs that can be reflected in the chargesidho® derived from
relevant mortality, morbidity or expense experierfoe the block of
business, with allowance (if appropriate) for ingys¢rends. If one charge
(say the amc) is used to cover a variety of cakes) a composite decision
is needed.
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6.6

It is fair to reflect the same level of profit withthe charges as was
originally foreseen in the original product pricinf§ no documentation is
available, then the actuary can back-test this iberhneeds to exercise
caution. The method to be used will need to reftee actuary’'s best
endeavours to replicate the pricing basis that didnalve been selected at
the launch of the product. The actuary can looktter pricing decisions
made at the same time of the same nature (i.e.dssorance premium rate
sets compared with unit-linked mortality chargesuniversal whole of life
plans). The charges chosen must reflect the uskiertaken. Original
reinsurance premium rate sets can often be usadidators of loaded (for
profit) risk premium rates.

We would suggest that it would not be consideregr@miate for
reviewability to be used to increase the profiiapievels above that which
were assumed in the initial pricing. Additionally,would be difficult to
use the reviewability of discretionary charges ates to compensate for
losses incurred on non-reviewable/non-discretiorzespyects of the pricing
basis unless this was clearly stated to policyhslde sales literature. We
would also suggest that the review should only idemguture charges and
future profit levels.

A specific issue on unit-linked charges may bertiieimum sum assureds
that were originally given to the contract to emstinat they would be
qualifying policies. This, effectively, restrictharges. Policies sold at the
maximum sum assured may also restrict chargesmiitid maximum sum
assured review period.

EMBEDDED VALUES, LIABILITIES AND ICA’S

Reviewability of charges will have an impact on ta@bedded value and the
valuation liability of the firm. The ICA may aldme impacted.

Actuaries involved in these calculations shouldrkieamind the implications of
TCF on the level of discretionary charges in thé&urelr The actuary should
approach these matters with the same care as thald when considering the
impact of a PPFM for with-profits business.

Financial reporting will need to allow for the pilids restrictions that might occur
on charges due to TCF issues:

Poor underwriting experience may result in lossabi¢ firm even though
the firm has the ability to increase charges;

If no proper records exist of expected net proéitsthe policy type’s
outset, then the reviews are likely to be morerictste on the firm’'s

margins than otherwise; and

Reductions in charges may occur reducing the negimsaavailable to
cover other cashflows.
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7.1

7.2

CRITICAL ILLNESS BUSINESS

EXECUTIVE SUMMARY

. Product design and product suitability are key ainghere firms need to take
TCF requirements into consideration.

. Many of the issues are not specifically actuariglthere are areas where we
believe that actuaries could and should be coritnguo the debate.

. There is a risk that critical illness policies miag sold where it is not the
most suitable product available. However, a recewiew carried out by the
FSA suggests that this is not a widespread probigenconsider that income
protection will sometimes match customer needs rolosely.

. The impact of suffering some of the defined critilaess events will change
over time, so it is not obviously suited to be teebas a long term product.

. The high level of declined critical iliness claimsggests that there may be a
lack of product understanding amongst customeralsti raises the concern
that there may be general dissatisfaction withpgraduct, or that this may
develop over time.

. Firms need to investigate solutions to the probldat inadvertent non-
disclosure of important medical information can mak difficult to treat
customers fairly during any subsequent claim praces

INTRODUCTION

There are several life products currently soldn@ UK where the design and sale
of the product could lead to risks that customess reot treated fairly. Critical
lliness (“CI”) is a complex product which faces anmber of challenges and we
have therefore chosen to use this as an exampiensider TCF in the areas of
product suitability and product design.

Critical illness was considered to have been tlieess story of the UK life market

in the 1990’s when measured in terms of the volamd growth of new business.
More recently, the product has faced a number afi@hges and sales have fallen
over the last few years, as shown in the graphhenfollowing page. These

challenges arise from inherent issues with theyrbdnd how it is sold in the UK

and TCF considerations are pertinent to many afithe

We have considered a number of aspects of critlnaks covering product design
and sales and also aspects of the management ioessigpost-sale. We have not
considered issues related to reviewable premiunmthese are not specific to ClI
and are considered separately in chapter 5.
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New Critical lliness Policies
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The UK life industry is often accused of concemigaton selling products rather
than meeting customers' needs. Critical illnessgrabably been an example of
this in the past. However, the industry has paitdfiu7 billion in claims during
2000-2005 (source: ABI) that will clearly have pdrd valuable financial support
to these customers.

The customer’s perspective

The high volumes of sales during the 1990’s demmatet that CI products had
considerable appeal to customers. This appears based on:
e CI usually offers a lump sum benefit, which custesnéind more
attractive than an income benefit;
* It provides flexibility at the time of claim as tmw the lump sum is used;
and
* Itis viewed as simple compared to some other prtsdu

However, there are a number of features of theymioahich have contributed to it
not always meeting the needs of customers as glaseinticipated.

The high level of claims that are declined, arot@ according to many
statistics, suggests that customers may not fullgerstand CI products and the
needs they are designed to meet. This reflectslggrsbwith the new business
process and with customers’ disclosure of infororatinade at that stage. It may
also reflect the lack of communication with custosngost sale. These issues are
explored further in the remainder of this chapter.

When purchasing a protection product, such ascalitillness, customers are

generally looking for “peace of mind” and the kneddje that they (and their
dependants) will have some financial protectiotinres of need.
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The firm’s perspective

Firms have a valid objective to maximise profitsnfr the sale of new products.
They also need to protect those profits by avoiding-selection during the new
business process and by ensuring that only geiciaimas are paid.

But firms will also want to minimise the number diEsatisfied customers and we
do not believe there is any intention to avoid pgygenuine claims. Firms will

wish to avoid the potential future costs and mamage effort associated with

situations where customers feel they have not beated fairly.

The FSA set out the findings of a review of theesgbrocess surrounding critical
illness business in May 2006. The overall conclusion was that firhveed been
making good progress in a number of areas butntloa¢ should be done to ensure
that customers are treated fairly. There was naestgpn of any widespread
fundamental problems with the sales process. Téasadentified where the FSA
felt more could be done were:

* Making sure customers disclose relevant medicatimétion;

* Explaining the CI product more clearly;

* Making policy documentation, such as key featuckessgrer; and

» Justifying individual CI sales and advice better.

The industry has worked hard to overcome recogrsederns, particularly with
the ABI Statements of Best Pracfitevhich aim to assist customers by helping
them to understand and compare different politiesvever, there is a limit to how
much can be achieved through the standardisatiordedihitions and other
measures put in place by the ABI, especially inlth& market where firms face
competitive pressures to differentiate their praguc

The adviser’s perspective

Many of the points made in this chapter relate tatamng the CI product to
customers’ needs. The advice process and the f@édvisers are therefore crucial
to ensuring that customers are treated fairly.

The precise boundaries between the roles of proadeé adviser have not always
been clear and the FSA has sought to bring somigyda this area through their
discussion paper (DP06/04). This is particularlypamant for complex products
such as critical illness, stressing for example ieed for product providers to
make suitable training available to advisers. Bulso remains the case that the
prime responsibility for ensuring that customerscpase the most appropriate
product should rest with the adviser for an advisad.

9 The sale of critical illness cover: results ofrtiaic work: FSA, May 2006
20 Association of British Insurers — updated ABI 8taent of Best Practice Critical lllness Cover, Apfi06
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7.3

DESIGNING PRODUCTS TO MEET CUSTOMER NEEDS

Critical illness is by nature a manufactured prddcmvering a specified list of
illnesses and events. These events have difféegpts of impact on peoples’
financial circumstances with the result that catidiness benefits may fail to
match customers' real needs, either in timing arlam

The product is most often sold in conjunction watimortgage, usually combined
with term assurance cover. There is a clear neephost circumstances for a
mortgage to be repaid on death and there will vamtdges in being able to repay
the mortgage following a critical illness:

* The illness may lead to a period out of work amdduced income; and

* It can remove one financial concern during a tirheaturally high stress.

The product provides flexibility and the policyhetdcan choose at the time of
claim to use the lump sum to pay for adaptatiortgiired to their home, for

specialist medical treatment or for a recuperatigbday. However, if the lump

sum is used for these purposes, at least part eofpdtyment will not then be

available to repay the mortgage. Furthermore, iencmay not coincide with the

inability to work and, if it precedes the real ne#te policyholder may have used
the benefit for an alternative purpose.

Critical iliness is also bought for reasons othemnt to protect a mortgage. These
will include:
* Protection for other loans;
* Protecting small businesses against the loss oékgloyees; and
* To provide individuals with a lump sum to help death the impact of a
critical iliness, without any link to a specific ek

For these purposes, the advantages of a critloaks policy can be seen although
it is again not clear how closely the benefits mktch the customer’s needs in the
event of a claim. It can be very difficult to asseke required level of cover as
financial requirements will vary depending on thevesity of any condition
suffered. Similar considerations apply to thosecsgtabove in respect of critical
illness taken out in conjunction with a mortgage.

There has been considerable debate over the neefdifdamental changes in
product design for both income protection and aaltillness to ensure that they
can better meet customers’ needs. For ClI, this imigiude tailoring benefits to
more closely reflect customers’ needs and the ggwartheir condition, although
this potentially leads to additional complicatiofhere has been at least one CI
product introduced recently that aims to addressehssues, but at the expense of
additional complexity. Time will tell how succeskthis innovation is in terms of
generating new business and in resolving the TGkes associated with existing
products.
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7.3.1 Comparing Critical lliness with Income Protection

It is important for firms and advisers to considdrether CI provides a sufficiently
close match to customers’ needs. When sold in oatipn with a mortgage, the
more obvious financial need is arguably to meettgage payments or other
commitments during any period of reduced incomeultiég from illness or
accident. This makes Income Protection (“IP”) a enotuitive proposition.

Critical illness only pays out following one of tlepecified illnesses but these
exclude some of the most common reasons for lamg &ésence from work, such
as musculoskeletal conditions and stress. In iaddithe date a CI claim is paid
may diverge markedly from when long-term absenomfwork starts, so that there
is either a shortfall (if the CI pays out later)tbe possibility that the funds will

have been put to other means (if the ClI pays aliega

Financial advisers should understand the key diffees between IP and CI
although they may underestimate the likelihood arfgl term disability resulting
from an event not covered by critical illness. Hoam there remains a view that
Clis sold in place of IP.

As far as we are aware, there are no artificialemives (such as differing
commission levels) encouraging distributors to fav&l against IP or other
products. If they were to exist, then TCF impliaattfirms should consider the
validity of such arrangements. There are sevetargiossible explanations for the
greater volumes of Cl sales compared to IP:

* Advisers may find it easier to sell critical illrgsperhaps because it
provides a lump sum rather than an income and ake appears lower to
the customer,

e Similarly, IP may be considered to be a more compbde because of the
unusual features of the product (such as defeeddgs, replacement ratios
and the interaction with state benefits). This rhaypecause advisers find it
difficult to explain the intricacies of CI benefits

 There may also be a perception that Cl events are kommon than IP,
making a claim more likely, although this is incstent with the view that
IP is more expensive. There is a perception thatri@ne knows someone
who has suffered from cancer or one of the othaditions covered by ClI
policies”. However, in many cases this will be peowho are above the
ages covered by most critical illness policies; and

» Cl may be popular partly because of fear of diseéike cancer, hence the
early product name of ‘dread disease'.

Some of these points tie in with the potential wesses in the sales process

identified by the FSA. For example, much salesdii@re still refers to the need for
income and suggests that Cl can be a solutiordiacesl earnings.
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7.3.2

7.3.3

Levels of Declined Claims

As noted earlier, one of the current problems wiitical illness is the number of
claims that are declined. These declinatures uysuasult from one of the
following factors:

» Customers failing to disclose relevant medical rimfation during the
underwriting process. This may be deliberate butenodten results from a
lack of understanding of the product and docum@mtasuch as the
application form and health questionnaire;

» Customers suffering from an illness that appeatsetmcluded in the list of
those covered by the policy but where their cirdamses do not meet the
exact definition; and

» Customers assuming that any “serious” illnessjristance where they are
unable to work for many months, would be coveredhegypolicy, possibly
through the Total and Permanent Disability benefit.

Published claims statistics suggest that approxindi0% of claims are declined
due to non-disclosure and a further 10% becaus€lthdefinitions are not met.

The high level of declined claims is partly beinddeessed through work being
undertaken by the ABI and through clearer policguwtoentation. Underwriting
forms should also highlight the potential risksnfraon-disclosure.

Providers should be recording the reasons for medliclaims and using this to
improve future product design, and this should icost A declined claim does not
necessarily indicate that a customer is dissatisdie they may accept the reasons
for the decision. However, it is the large numh#rdeclined claims that indicate a
potential weakness with product suitability or Hades process.

Actuaries will be aware of the potential impactmoduct profitability, reserving
and capital requirements if a significant proportaf these declined claims had to
be paid in future. This could happen, for examfléhe ability to decline claims
due to non-disclosure was restricted as a resuitirtiier customer pressure. The
impact will be increased if firms are not supporteg their reinsurers, whose
contracts with firms are not subject to TCF.

Disclosure of Medical Information

The disclosure of medical information is a key paftthe policy acceptance

process for most life products, but an area thasdaot currently seem to be
operating as effectively as possible for Cl. Firnse medical history and current
health status in order to offer competitive termdealthy customers and this is a
well-established practice for protection products.

It can be expensive and time-consuming to veriéyittiormation provided at point
of sale with the result that firms often rely ore timformation disclosed by their
customers. However, the current process of vegfyire information at the time of
claim contributes to the high level of declinediris. Whilst this is acceptable to
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eliminate deliberate and fraudulent non-disclosiire, questionable how fair it is
where the non-disclosure has resulted from inadaerhisunderstanding.

Some people are beginning to question the extenhich it is reasonable to
decline claims on the basis of non-disclosure. é&s@mple, the Law Commission
and Scottish Law Commission issued a discussiorerfapn September 2006
proposing changes to the law in this area.

By not checking out all of the information supplieg the customer at the point of
sale, there is a risk that customers will haventtadeclined when firms check the
information at the time of a claim. It is becomilegs acceptable for firms to take
this approach, implying that a fundamental chamgapiproach to the underwriting
process is required. Either, firms will ask feweestions leading to an increase in
premiums for healthy lives. Alternatively, they lagiet full medical records at the
point of sale, which will create extra costs andckenthe process less efficient and
longer for the customer. In either case, firmsudthde highlighting the risks of
non-disclosure in application forms and at othages of the new business process.

7.3.4 Future changes in the severity of Critical lllnessge

Cl is sold as a long term product but is vulnerablechanges over time in the
diagnosis and treatment of the events covered bgugts. It is likely that the
current list of illnesses will not be considerea timost serious illnesses in the
future as some will become routinely treatable.réhmay also be “new” illnesses
that are not currently covered, but that becomeeasingly significant.

Recent ABI work has sought to address this, althalifferent approaches are used
for different conditions. In some cases, the dgéniis based on current diagnostic
techniques and in others it is based on the teaksigvailable at the time of the
claim.

These problems are a feature of the design of @yats which is based around
definitions of illnesses rather than customer neddwere remains an inherent
problem in designing a long-term product with colbased on definitions that may
become out-of-date. As a result, the changing Bogmice and impact of defined
critical illnesses could further widen the gap betw the conditions that lead to a
claim being paid and those conditions where thegereal need for payment.

These considerations lead us to question whethisr appropriate for Cl to be
written as a long term product or rather as slarhtgeneral insurance business, in
which case the list of illnesses and their defams could be reviewed annually.

L Insurance contract law — issues paper 1 — misseptation and non-disclosure: Law Commission and
Scottish Law Commission, September 2006
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7.3.5

7.3.6

7.3.7

Total Permanent Disability (“TPD”)

TPD is added to the list of Cl events in order ftset some of the problems
associated with the limited list of conditions tlaa¢ covered. It partially addresses
some of the concerns set out elsewhere in thistehapd aims to fill the gap in
terms of meeting customer needs.

However, from the customer’s perspective, TPD atitdgshe expectation that
benefits will be paid out when needed, for exampleomeone is sufficiently

disabled not to be able to work. Unfortunately tiisoften not the case as the
hurdle required to meet the “total” and “permaneariteria is relatively high.

The inclusion of TPD adds to the importance of enguthat product literature
clearly sets out when claims are payable and #ks &ssociated with not meeting
the CI definitions.

Published Claim Acceptance Rates

There has been a trend in recent years for prquoetders to provide information
on their claim payments and the proportion of ckatimat have been declined. This
often includes information on the main reasonsdeclined claims, particularly
those related to non-disclosure and the claim restimg the CI definitions.

This provides valuable additional information eradplcustomers, and more often
advisers, to understand the likelihood and causdsained claims. It may also be
used as a means of making comparisons betweemedifféirms. The published

information is the source of some of the statisfjasted earlier in this chapter.

However, we are concerned that this informationletcdae misleading as the
approaches used to produce the statistics areelylth be consistent between
firms. For example firms will have different appchbas to classifying the
notification of claims as potential claims. Thereuld be value in an appropriate
body setting out a standardised approach in tles. ar

Communication of Risks

This chapter sets out some of the features of Ginless that need to be addressed
to ensure that customers continue to be treately.f&ome of the points can be
addressed through changes in product design artbdeirprocesses operated by
firms and advisers. More often, concerns shouldatbdressed by ensuring that
customers, and potential customers, understandgbes as clearly as possible.

For example, Key Features documents should matteat that the policy will not
pay out in the event of certain illnesses that @¢aekult in significant long term
disability. One possibility would be for the riskctors to actually quantify the
probability that the customer would be unable takalmut not be able to claim on
their CI policy. We realise there are practicalfidifities, particularly as the
probability will vary by sex, age and other ratiiagtors, and therefore suggest this
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be done in a standardised way across the indu3ing..objective is to set out the
risk factors in a way that will be more meaningfolcustomers and firms would
need to test customers’ understanding of any apprtmabe used.

Product providers should also consider addressiagfdllowing points, amongst
others, within the risk factors in Key Features andther product literature:
* The risks associated with failing to disclose ral@vwnedical information;
* The potential for the outcome from defined eveais] the impact they can
have on a customer’s lifestyle, to vary over theatdan of a long term

product.
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8.1

PRODUCT DISCLOSURE

EXECUTIVE SUMMARY

As insurance products are not tangible until antlarises, customers must
rely on verbal and written product disclosures xplan how their policies
work including the policy features, costs, risksdapotential benefits.
Therefore TCF requires product disclosure to besctiffe throughout a
policy’s lifecycle.

If regulators and firms produce effective writteroguct disclosure, and if
advisers explain the product with sufficient charihere should be no “nasty
surprises” for customers over the lifetime of tloatcact. Effective product
disclosure could therefore be key in helping toagme confidence in the
insurance industry, reducing complaints and imprg\ersistency.

However, customer reseaftrhas confirmed that current written product
disclosure is failing to engage with customers #metefore manage their
expectations.

In particular, current regulations are forcing farto produce lengthy and
complex disclosure documents, which are overwhemnst customers.

Firms could do more to ensure communications ttoousrs are as concise as
possible, clear, consistent, relevant and as aipgeads possible for
customers, whilst also complying with the necessagylations. However, at
the time of writing, many firms are reluctant toesd money on amending
disclosure systems and documents until the outcointbe FSA disclosure
review”® is known. This is therefore hindering customexsnT receiving
improved product disclosure.

Robust customer research is essential to ensutectiaamges to disclosure
regulations, which could involve significant implemation costs, will
actually deliver effective product disclosure fostomers.

To help manage customer expectations after the pbsale, we suggest that
firms should give serious consideration to issuiagular statements, even
where not required by current regulations, fofiedland savings products.

We suggest that statements should include, frore tomtime, reminders of
policy features such as policy options and guaemnéand salient information
about fund performance or where such informationloa obtained. We also
suggest that for investment contracts with a fixexan or with a targeted
amount, statements include a reprojection even wioe¢mequired by current
regulations.

Generally projections are governed by FSA rules tihhose shown on annual
statements for most pension policies are governedensions law, and by
technical rules (TM1) prescribed by the actuarrafgssion. We recommend

2 For example, FSA Consumer Research 55 “Investrisciiodure research” (November 2006) & ABI
Review of Yearly Statements “Making information wdor customers” (July 2006)

23 ESA Consultation Paper 170 “Informing consumersdpct disclosure at the point of sale” (February

2003) etc.
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8.2

that both these rule-sets are reviewed to makedibeosure consistent,
simpler and more relevant to customers.

. Previous researéhhas shown that the way in which risks are presetde
customers can strongly influence the financial sleas that they make.
Hence, firms and advisers need to take care in resgnmting risks to
customers.

. We suggest that for investment products where esaage not level loaded,
reduction in yield figures are shown for early dimas on point of sale
illustrations to illustrate the impact of higheracges on early surrender or
transfer. However, we recommend that further mebed&s undertaken to
establish the best way of presenting this inforamatio customers. For
existing policies, we suggest that information dhzharges is made available
on request.

INTRODUCTION

This chapter aims to cover product disclosure fathkinvestment and protection
insurance products as there are some overlappimgjdarations for disclosure for
both types of product.

Unlike other forms of purchases by customers, erste products are not tangible
until a claim arises. Therefore, customers mugtar verbal and written product
disclosures to explain how their policies work udihg the policy features, costs,
risks and potential benefits. If product disclesuare inadequate then customer
expectations will not be managed effectively. Tisidikely to lead to customer
confusion and complaints. TCF requires advisei fams to provide effective
product disclosure throughout the life of each q@oli However, the current
complex regulations surrounding product disclosuré the concentration by firms
on protecting themselves from the regulator and=ihancial Ombudsman Service
mean that the interests of the customer have neayal been given enough
prominence. If advisers, firms and regulators tareensure that customers are
treated fairly then changes are likely to be rezflibo the current product disclosure
regime. Until such changes take place, firms sheunkure that product disclosures
are as concise as possible, clear, consistenvardl@nd as appealing as possible
for customers, whilst also complying with the nesaeyg regulations.

In producing effective product disclosure a balaneeds to be struck between a
customer’s capacity for financial information ame information that needs to be
presented for a customer to understand the prodadhis regard, the simpler the
product, the easier it will be for a customer taenstand its features, and the easier
it will be for a firm to produce concise informatido explain the product.

The customer’s perspective

Customers want and need disclosure from producvigess and advisers to
conform to the following:

» to be concise;

» to be written in plain language and set out clearly

24«Consumer Understanding of Risk” — Alan Goodmawn\®mber 2004)
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» to be timely, consistent and relevant;

 to contain key information only with the knowledgeat further
information can be obtained on request should te=d this;

* to be balanced and not misleading; and

» for customers with investment products to have leggupdates on the
progress of their policy.

Above all, customers do not expect any “nasty ssepf.

The reality is somewhat different. Currently, astomer will receive an array of
product disclosure documents from point of saleugh to the point at which a
claim is made as shown below:

Point of sale:  Sales promotional material, Initial Disclosure Domnt, Menu,
Key Features document (or Key Facts for certaindycts),
illustration, product brochure and suitability &ttand

Post-sale Post-sale illustration, cancellation notice, ippl document,
Yearly/half-yearly statement, annual report, ad hodorce
illustrations, ad hoc letters dealing with quersggsl complaints
and claims letters and accompanying material.

Many of these documents can be lengthy, uncleartago financial jargon and

caveats and omit key information that customerstveaw need to manage their
expectations. Most customers are overwhelmed byatmount of information

received and are also unclear how the various dentsninterrelate and the
purpose or relevance of each. Fortunately at pofirgale this can be less of a
problem as, for advised sales, the adviser shoaldlide to explain the salient
product features to the customer.

Furthermore, given the relatively low propensityr fmost customers to be
interested in or understand financial informatitivg adviser plays a crucial role in
explaining the product. Indeed some customerseprief listen and rely on an
adviser rather than reading the information thewesel This was confirmed in
recent customer reseaféhcommissioned by the FSA:

“..the majority felt that the explanation given the adviser was the most important
factor for them in gaining a good understandingtlté product. This was not to
say that they felt the documentation was uncleaimsufficient, rather than they
preferred to listen to and rely upon the adviséurthermore, some respondents
were put off by the amount of documentation andtHfis group, the role of the
adviser was felt to be crucial to their understarglof the documents. A number
admitted that they would not have read the docusnenthe ‘real situation’ but
would have relied wholly on the adviser.”

The situation post-sale is very different. For gnaiustomers disclosures are
received direct from firms without any adviser éher support leaving customers
to their own devices to try to decipher the infotima Any confusion and
frustration may be compounded by customers seekiftgmation and support

%5 FSA Consumer Research 55 “Investment disclosseareh” (November 2006)
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from family members or friends or via press ars¢cleshich may not always be
accurate or balanced. In addition, adviser supfoortower net worth customers
may be very limited. This is largely due to théuctance of some advisers to
service such customers because of the time and toastived for potentially little
reward and the reluctance of providers to servicgamners who are “owned” by
advisers. Without suitable support, customers tayconfused by the product
disclosures received, take potentially inappropriattions such as surrendering
their policy without proper consideration of thet&aor may simply glance and file
documents away where, in certain instances, aaattion may be required such
as reviewing a pension plan or switching funds.

The adviser’s perspective

Advisers’ needs are similar to those of customémgarticular, advisers:

* Need good quality information in order to underdtdne products they
are selling. Providers have a responsiifitjo ensure that advisers
receive clear product information, which points both the benefits and
risks in a balanced way, since this is informatio& advisers will rely on
when advising customers;

* Have a responsibility to ensure that the custorasrthe information they
need. If the adviser is not clear about the mftion supplied by the
product provider (distributor) then they should spien the provider to
fully understand the product that they are selling;

 Want literature that is balanced and therefore Wwhioes not over-
emphasise the negative aspects of the productshiyaare trying to sell;
and

* May not want firms to contact customers direct witnat they consider to
be generic “advice”, such as whether to transfdrajua fund, if they
consider that they “own” the customer for the pwgof providing such
“advice”.

The firm’s perspective

Firms will want to produce:

» Documentation that advisers and customers can staghel. If such
documentation is unclear then it is likely that fiven will have to deal
with more queries and complaints;

» Disclosure that is cost effective. Developing andintaining disclosure
systems and documentation is a costly exercisdiang will be reluctant
to spend money unless the benefits of doing sclaeg;

* Documentation that includes necessary warningseapthnations. Firms
will naturally be cautious in omitting policy exslons, caveats and
warnings from literature for fear of future compis that such
information was not provided to customers or notvjated in the disputed
documentation. They may also be reluctant to laémgechnical terms
and conditions into plain language for fear of misipretation or placing
unexpected constraints on future management agtions

?® FSA Discussion Paper 06/4 “The responsibilitieproviders and distributors for the fair
treatment of customers” (September 2006)
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8.3

* Documentation that may not include reminders ofigyobptions and
guarantees. Firms may benefit from customer iae@ntignorance such as
not exercising valuable policy options or guaraste&€hey may therefore
be reluctant to remind customers of such policyuies. However, they
must ensure that they comply with regulation arglslation and they
would need to satisfy themselves that omitting saébrmation is still in
line with the principle of TCF;

* Products with extra features. Although firms maighwto sell simple
products, they are likely to wish to add extra deas to differentiate
themselves from competitors — this complicateslossoe;

» Cost effective support to customers. Firms wilkunally want paid
advisers to focus on selling good quality new bessnas opposed to
spending time servicing customers for very littkrqeived benefit to the
firm. They may therefore want to service customeis less costly
options such as call centres which rely on custenoentacting them
rather than proactively providing post-sale supgpemt

* Documentation that complies with all the relevamigulation and
legislation. This can create a barrier to prowdiclear and concise
product disclosure to customers.

DISCLOSURE THROUGHOUT A PRODUCT'S LIFECYCLE

Customer information needs vary depending on tagesof the product lifecycle,
the nature of the product and whether they areviegesupport from an adviser or
direct from a firm. Without adviser support it @&ven more important that the
information provided is concise, clear, relevand as appealing as possible for the
customer.

a) Point of sale disclosure

It is critical that at point of sale a customer ersfands what they are buying.
In particular they need to understand:

» the benefits they might get back and any guarantéeshum amounts;

* under what circumstances benefits will and won’phgl out;

» the “price” that they need to pay for the policydamhether or why it
might change;

» the risks associated with the policy and the paeimnpact of those
risks on the benefits to be provided or the prace]

« that their needs are being addressed by the policy.

If the point of sale disclosure fails to cover skely aspects effectively then it
is likely that post sale the customer will be caaft or disappointed by the sale
leading to queries and possible complaints.

Unfortunately at point of sale, advisers have suésseveral, usually lengthy,
disclosure documents (such as Key Features) tomoass to satisfy current
regulations. The large volume of such documents s criticised for being
too lengthy for customers to make an informed decisabout whether to
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purchase a product. Such documents tend to overnwm®st customers and
are likely to be simply filed or thrown away.

Given the complexity of current point of sale do@nts and the complexity of
the products themselves, customers may prefer Ifo ae their adviser to
explain the product to them verbally. Hence venmaduct disclosures are
crucial and if the adviser gets these wrong or esisome key information then
future disclosures are unlikely to manage the custts expectations leading to
customer confusion or, at worse, a complaint. E¥e¢he missing or correct
information is in the Key Features document or teand conditions, is it fair
that customers should have to read through largenes of product disclosure
material to check on what a qualified adviser haisl’s Even if firms can
successfully defend complaints based on such disids, this is hardly likely
to improve customer confidence in the insuranceushy. Firms should do
more to make disclosure documents — in particuky Keatures documents —
more appealing and accessible to customers.

One way to make disclosures more effective is te tee “less is more”
approach i.e. provide less, but more useful anevagit information to the
customer. The FSA has explored this concept wittpioposa&l’ for a brief
“Quick Guide” as a replacement for the Key Featutesument at the point of
sale. The aim was to produce a shorter documeniQuick Guide, at point of
sale with signposting to information in other doamts. The FSA also
proposed changes to the presentation of chargegm@ekctions. However,
researcff has shown that the costs to the industry of maldgimificant
changes to disclosure systems and documents t@takeint of these proposals
could not be justified in terms of the additionahlefits to customers. The FSA
is therefore considering further ideas to addressdsue.

A less costly alternative approach to the Quickd8us for firms to provide
clearer Key Features documents which customerseaaily navigate to read
about the key aspects of their product — the prothatures, the risks and the
possible benefits. The ABI has recognised thigireea developed some good
practice suggestions for firms under its Custonmapdct Schenfé To
reinforce this point, firms should ensure thatriag material and compliance
guidelines for advisers are clear to ensure thatsads mention all the key
aspects of a policy to customers at point of sale.

Of course, the simpler the product is in the fpkice the easier it will be to
present the product features in a way which is tstdedable to customers.
Firms should therefore assess whether their cupr@atucts are overly complex
and make refinements where possible to simplifglpcd features.

?" FSA Consultation Paper 05/12 “Investment prodisttidsure: proposals for a Quick Guide at
the point of sale” (July 2005)

8 FSA Feedback Statement 06/5 “Point of sale investrproduct disclosure: feedback on CP170
and CP05/12” (November 2006)

29 ABI's Customer Impact Scheme and associated Cesttmpact Guides — see
Wwww.customerimpact.org
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b)

Given the above issues with current point of salecldsures, post sale
disclosure — in particular the yearly statemenpéay a role crucial in managing
customer expectations.

Post sale disclosure

Post sale a customer with an investment policy sigedbe provided with a
reasonable assessment of how their policy is paifgy and what they might
get back in the future. For all policies a regulaminder of the product
features that a customer’s policy provides mightdasonably expected.

Yearly statements are not produced for all produéier example, there is no
regulatory requirement for statements or any otben of regular post-sale
communication to be produced for certain protecfwaducts such as term
assurances. Given the general lack of interestuan@rstanding of insurance
products by customers, it is likely that many costes will have forgotten

much about the product that they have purchasedaaraest may simply

remember a handful of the product features. Wligge can be a particular
problem is for products with complex features sastxcritical illness (see also
chapter 7). We therefore suggest that firms shgivie serious consideration to
issuing, from time to time, reminders of the sdlipnoduct features (with

signposting to further information and support)eewhere this is not required
by current regulations. This would enable custon@neview their product in

light of their current circumstances and take actib appropriate such as
seeking advice to review their cover etc.

Although the issue of such statements/informati@ulel add costs to firms, it
would provide a regular opportunity for firms togage with their customers
and better manage expectations. Keeping in touth &l customers on a
regular basis is likely to lead to higher retentrates, more reviews of cover
and benefits provided and hence higher top-up sdkss queries and
complaints. Of course, providing customers witlthswegular information

could also lead to more customers exercising véuaiitions and making valid
claims. It could also lead to more customers sgigeng their policies so care
would be required to inform but not to alarm custosn If firms decide to issue
statements where not required by regulations, Weayld need to consider the
frequency for which such statements are issuedasbest with this decision, it
would be sensible to seek customer feedback.

The statements need to be effective in managingomes expectations.
Customers need key information to do this and domish to receive
information that they regard as irrelevant and viewsth suspicion such as
lengthy caveats.

Customers want the statements to be short withitk®ymation prominently
displayed and with signposting to whether additiongBormation can be found
e.g. to a website or call centre.

Any further information is likely to overwhelm cusbhers and distract from the
key information that customers are interested in.
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For example, recent customer and adviser res®arohducted by the ABI has
indicated that customers with investment produetsdnand want the following
key information:

e current plan value (allowing for all surrender cjes and any Market
Value Reduction);

* last year's equivalent value so customers can see their plan is
performing;

* a reprojection of what they might get back for prad with a fixed
term or with a targeted amount (see section belownfiore about
projections);

* how much they have paid into their plan since tla@ gtarted and over
the last 12 months; and

* how much they have taken out of their plan sin@dlan started and
over the last 12 months.

If firms provided such information, the recent ABdsearch indicates that
customer expectations are likely to be much bettanaged than the current
situation and customers are more likely to useestahts as a tool for taking
action such as arranging to top-up their pensioangement or to seek advice
to review their plans.

Unfortunately the current complex regulations feasly statements mean that
firms are forced to produce longer and more detaftatements than most
customers want or need. However, within thesesoticonstraints, firms could

do more to make yearly statements more appealimngutomers.

c) Claims stage

The acid test about whether a customer’'s expeowtiave been managed
comes at the claims stage. If the benefit provioiethe firm at this stage is in
line with or exceeds the customer’s expectatiom theis unlikely that the
customer will question or complain about the claimount. For example, with
critical illness policies, if written and verbal qutuct disclosures have been
effective to manage expectations then, in principldirm should experience
lower rates of declined claims as customers wouldetstand whether their
‘claim’ was valid. In practice the situation isnaplicated by issues such as the
lack of interest and understanding by customerpabicy details as well as
issues such as customer non-disclosure.

Customers might expect firms to remind them of apifons or guarantees that
apply as the claim date approaches and at the daieiitself. In fact there are
specific regulatory requirements that a firm madioiv such as to publicise the
existence of an open market option for pensionrecty as the retirement date
approaches. However, there are other options amdagtees that may not
always be publicised such as guaranteed insurabjhtions and Market Value

Reduction (MVR) free dates. We recommend that dirshould remind

customers of such product features in advance eofdlevant dates on which
the options apply and what options are availableustomers at such dates.
Firms should also alert customers to the fact tt&atain guarantees (e.g.

%0 ABI Review of Yearly Statements “Making informatiavork for customers” (July 2006)
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guaranteed annuity rates, MVR free dates) may bt ito the event of the
customer surrendering or transferring their policy.

In establishing the information needs of custonitessvery easy to fall into the
trap of deciding what customers should receive autlhundertaking appropriate
customer research to establish if such informatsomctually useful. Firms
should consider undertaking appropriate researabstablish the information
that customers need to manage their expectatiods t@nassist with the
presentation of such information such that custemeill respond more
appropriately to the information provided.

Where customers potentially need to take actioa #iould be prominently
drawn to their attention in good time and not bdirie masses of caveats and
lengthy documents. Expectations can be managededpylar reminders of
product features and options available for custesmer

The next sections consider some of the areas reléonactuaries working in
product disclosure and where actuarial input coeldiseful to ensure TCF.

8.4 PROJECTIONS

There has been much debate about whether projedciwninvestment products
are worthwhile given:
* The uncertainty of future investment returns;
e They may be wrongly used to compare future perfoceabetween
different providers; and
* Many customers do not fully understand them.

However, projections tend to be one of the mairtldsres that customers are
interested in and focus on. Investment contrassnat tangible and so it's not
surprising that customers want an indication of ithay might get back in return
for investing their money.

At point of sale, three projections are generaligviled to customers purchasing
an investment product. These projections are basexksumed future investment
growth rates. The maximum growth rates for firmsuse are prescribed by the
FSA and are currently 4% p.a. (for the “lower” dttation), 6% p.a. (for the
“middle” illustration) and 8% p.a. (for the “uppefllustration) for investments
using net returns and 5% p.a., 7% p.a. and 9%respectively for projections
using gross returns. The FSA rifeequire firms to use lower growth rates where
they believe that the prescribed rates overstaentestment growth potential for
the product they are illustrating. For examplewduld seem appropriate to use
lower assumed growth rates, and possibly narroaeges, for cash and fixed
interest investments or for funds which have a iB@ant holding in such
investments.

The aim of showing three projections at point désa to illustrate to customers
that future returns are unknown and what they mggittback will depend on how
their investments perform. However, whilst showihggee illustrations provides a

31 FSA COB 6.6.49R
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spread of possible returns, customers will natyrdticus on the “middle”
projections believing it more likely to be the athat predicts what they might get
back. FSA prescribed wording must accompany tbggtions to warn customers
that the three projections are not minimum or maximamounts and that they
could get back more or less than the projectiomsveh However despite such
warnings, customers may still believe that the gotipn shown using the lower
growth rates is some form of minimum “guaranteedioant that they might get
back. Hence it is important that for advised sadelvisers explain the spread of
possible returns to customers. If a negative neisipossible then this possibility
should be explained to a customer.

The Key Features illustration provides no indicatad the chances of each of the
returns being achieved. From a customer’s persjgeetich of the three returns
illustrated is equally likely although as mentioredzbve they are likely to focus on
the middle projection as the most likely outconWhat is needed is an indication
of the risk versus return for the customer. Theeabe of this analysis is a
fundamental flaw in the current point of sale discire regime. Although, to

address this issue, stochastic projections wouddhsan obvious starting place to
consider, there are cost and practical barriersdane providers which mean that a
simplified approach may be required. It may be gemneric illustrations could be

provided to highlight the risk versus return totonsers and to illustrate the size of
the funnel of doubt of future returns for differgmbducts and fund choices.

Actuaries are well placed to recommend a middlevtraate assumption to use
and to advise on suitable spreads for the “lowentl d&upper” projections.
Currently the spread of returns is very similardfmproducts whereas in reality the
spread is likely to be much wider for a more védainvestment such as an equity-
based product or fund than for a safer form of gtweent such as cash.

It is essential that advisers can explain cledrly ¢oncept of risk versus return to
customers using the Key Features illustration ahéroadvice tools available. If
this verbal or written disclosure fails to engagéhveustomers then advisers and
firms are likely to struggle to manage customereexgtions from that point
onwards. It's worth remembering that many custenveth existing policies will
have been sold policies based on marketing mateiillpast performance figures
and may never have been issued with either artrgitisn at point of sale or a
reprojection post-sale. It is therefore not swipg that, following stock market
falls or lower nominal returns than in the pastghsgustomers are disappointed
when they receive either a claim amount or aslafi@projection.

Customers are interested in the performance ofr thelicies and showing

reprojections on statements provides a useful Wwagxplaining to customers how
their policies are performing and what they migét lgack. A particular example
of this is the mandatory introduction of reprojenos for mortgage endowment
policies. This has naturally led to queries andnglaints — partly owing to

customers claiming they were unaware of the riskaoshortfall when they

purchased the policy but also because firms mag lfaled to manage customer
expectations since the point of sale. We therefurggest that firms consider
including reprojections on yearly statements farestment products with a fixed
term or targeted amount where such informatiorotsatready required by current
regulation or legislation. We recognise there wdug costs to firms in providing
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this information but we believe that the benefitxtistomers in terms of managing
expectations, and to firms in terms of ultimatebweér levels of queries and
complaints, would outweigh such costs.

In providing reprojections, it is important to ensuconsistency with previous
projections issued such as those issued at poisalef If this consistency is not
achieved or the differences are not explained lgléarcustomers then this is likely
to lead to customer confusion.

Statutory Money Purchase lllustrations (SMPISs)

SMPIs are a single illustration of what a customeght get back as a pension from
their pension arrangement expressed in today’ssteemallowing for the impact of
future inflation. They are usually issued with grggension statements.

SMPIs were developed by the Actuarial Professiomemalf of the Department of
Work & Pensions (DWP) with the basis first publighie Technical Memorandum
1 (TM1). They became mandatory from April 2003 fowide range of money
purchase pension arrangements such as personalstakdholder pensions,
additional voluntary contribution pensions and gational money purchase
pensions.

SMPIs were introduced following concern that peoplere not saving enough
towards their pension. The DWP and the actuarikegsion were keen to provide
people with effective regular information aboutitHeature pension arrangements.
The aim was to provide information which would asta “wake-up call’ to save
more. The hope was that it would lead to peopkingamore interest in their
pension arrangements and realising when they melddual advice.

Prior to the introduction of SMPIs, customers wenely given pension projections
expressed in today’s terms. Instead the only ptiojes they received tended to be
at point of sale in Key Features illustrations véheuch illustrations were expressed
in monetary rather than real (today’'s) terms. Tisant that the true cost of a
pension and how much customers needed to saventb dudecent level of
retirement income wasn'’t clear. SMPIs provided ay\ior customers to see the
impact inflation had on their pension arrangements. theory this could be
expected to lead to many customers realising et heeded to save more to fund
a desired level of pension.

By requiring SMPIs to be issued each year, usueliyh annual statements,
customers can now monitor more effectively how rtipginsion arrangements are
performing. In addition, because the SMPI basi€dssistent across different
pension arrangements and between pension providestymers can simply add
together all the SMPIs for each of their arrangemémestablish their total pension
provision.

Although the intentions were good there is no awigeto suggest that the

introduction of SMPIs has, to date, resulted in tesired call to action by
customers such as increasing their contributionsettsion arrangements. Indeed
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8.5

researcff commissioned by the FSA and resedtdby the ABI has shown that
SMPIs have not yet engaged with customers.

One reason why SMPIs may have failed to engage gugtomers is how the
information is presented. TM1 requires various |laxatory notes to be shown
alongside SMPIs. Although TM1 makes it clear thath notes should be kept to a
minimum, it mandates a list of statements that rteele included to explain the
SMPI and suggests other statements that a firmwsty to include. Many firms
make matters worse by including lengthy statement®ver these suggestions and
as a defensive reaction to regulation, particuldhg fear of a ruling by the
Financial Ombudsman Service. Unfortunately firneelfthey need to protect
themselves, rather than meet the needs of themastoFor these reasons, SMPIs
have, in themselves, added at least a further atjee length of statements. This
makes them less likely to be read and acted uguwerelty defeating the very
purpose for which they were introduced.

For pension policies, the introduction of SMPIs In@sant that firms are issuing
monetary illustrations at point of sale (as reqlily the FSA) and illustrations
allowing for future inflation i.e. in today’s monégeal illustrations) post sale. This
means that customers are not being provided witlsistent projection disclosures,
which is likely to confuse customers. The FSA xpexted to be consulting in
March 2007 on proposals for projections which axpeeted to include real
illustrations at point of sale. Where real illadions are currently shown, the
pension format may differ from the SMPI basis adump sum may be shown at
point of sale and pensions illustrated are likelyp¢ shown without RPI escalation.
This inconsistency between pre and post sale nditishs is not helpful to
customers and adds to the confusion. Therefore theeds to be a joined-up
approach taken between the FSA, the DWP, and theaAal Profession to ensure
that illustrations issued pre-sale, post-sale guest, and SMPIs are all produced
on a consistent basis.

RISKS

Whilst the risks associated with taking out a polare listed in Key Features
documents at point of sale and should be drawrméoattention of customers by
advisers, customers are unlikely to be given maébrmation about the likelihood

of each risk materialising and how this would inpaic what they might get back.
For example, a risk warning might say something@lthe lines of “There are no
investment guarantees and you could get back hessyiou had invested.” From a
customer’s perspective although this warns thenh ttheir capital is not secure,
such a statement provides no indication of thelihked of their capital being

eroded.

Even where disclosures are clear, lack of custoumgterstanding of financial
products can leave some customers exposed tothakshey don't realise. This
was confirmed in customer reseafctommissioned by the FSA:

%2 FSA Consumer Research 30 “Inflation and pensieinga: Understanding the presentation of the
Statutory Money Purchase lllustration (SMPI) in gien statements” (July 2004)

% ABI Review of Yearly Statements “Making informatiovork for customers” (July 2006)

% FSA Consumer Research 33 “Consumer understandliimpacial risk” (November 2004)
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“...ISAs were perceived as being safe because theye provided by the
government and few were aware of the distinctiomveen cash and equity ISAs.
Consequently, this confusion left some respondemitstentionally exposed to a
level of risk they were not aware of.”

“But when dug into in more detail, some misconeai about risk were also
evident; some respondents believed their produels little or no risk, when in
reality they had equity-linked components, for ex@nsome respondents regarded
personal pensions as a secure savings account.”

Even when adviser support is available, customeraialikely to be able to grasp
the concept of risk without a clear explanation:

“Despite attempts by financial advisers to informstomers about risk, they
admitted that many consumers did not fully undeistine information and they
were happy to pass responsibility to the adviseust had been established.”

Following concerns that some customers were magmgy financial decisions,
even when they were assisted by financial advistrs, Actuarial Profession
commissioned researthnto consumer understanding of risk. In the pressase
which accompanied the findings of the researchomeber 2004, Alan Goodman
commented:

“The main lesson of this important research is cledt shows that insurance
companies and financial advisers are able, fairgsiy/, to persuade people to
adopt the investment strategy the provider or agvislieves will optimise their
welfare. At one level there is nothing necessamtgng with this. The potential
dangers are obvious, however, unless we ensuretliratame techniques are not
used to maximise the financial well being of thevpier or adviser, as opposed to
that of the consumer.”

This places responsibility on providers and adegisgr ensure that risks are
presented and explained to customers in a waydba$ not mislead them into
making poor financial decisions.

Actuaries are well placed to provide assistanceh wviite production of such
communications to customers. However, whilst aatgacan provide valuable
technical assistance, communications need to ltewmand presented in a way that
customers will be able to understand and engade-wihis may not play to every
actuary’s strengths!.

If the potential impact of risks cannot be expldin® customers then it is
questionable whether it is fair to sell such prdaduo customers in the first place.
For example, where a firm issues critical illnesser with reviewable premium
rates (see chapter 5) then it is arguably reaserfabla customer to wish to know
how much their premium could increase by in therfeit However, it is not clear
how such risks should be presented. For exampies will be naturally reluctant
to provide a range of possible outcomes for featheke being viewed as some
form of guarantee on the maximum premium that cdaddcharged and hence
having to set up reserves for such guaranteesewlisle for unit-linked products

% “Consumer Understanding of Risk” — Alan Goodmao\®dmber 2004)

92



8.6

with discretionary charges (see chapter 6), itasatear how the risk of charges
being increased should be presented.

A customer’s attitude to risk can vary over tim&or example, if they had an
adventurous attitude to risk at point of sale imaging the investment funds for
their pension policy, this may change to a moreseorative outlook as they
approach retirement or during the term of the gadis their circumstances change.
Unfortunately, customers are not always given tigpert they need in reviewing
their fund choices and inertia can mean that custswill leave their fund choice
unchanged. We recommend that firms and adviseraate to inform customers
on an ongoing basis about the funds that theyrarested in. In particular, firms
should consider signposting fund information frof@atements where details about
performance and risk ratings could be found. Themuld also consider
prominently drawing to the attention of customdrs ifund is no longer being
offered to new customers, e.g. owing to poor pertorce, and reminding
customers that they should review their fund chéiom time to time.

CHARGES

Whilst it is clear how much customers will pay @ charged) for pure protection
products with guaranteed premium rates, for otbatracts it may not be obvious
to customers what the charges and charging steuei@ and what the impact will
be on what they might get back. For pre-2001 nesirtess, most firms provided
little indication of the charges that might appbya policy. In particular, although
firms had to provide an illustration of what midbg paid on maturity or on early
surrender at certain durations and the reduced wablying after charges, they did
not explicitly set out the charges which appliedhe ABI Raising Standards
initiative which was introduced from 2001 requirgthrges to be explicitly stated
with Key Features illustrations and to be consaédeby charge carrier (e.g. fund,
premium) to aid customer understanding. Howewes,4cheme was voluntary and
in any event the requirement to illustrate chargpglied only to new business.
Thus there are many in-force policies where custesmal have little or no idea of
what they are being charged.

For an investment product, we suggest that thectemuin yield (RIY) is an
appropriate way of presenting the effect of allrgea to a customer at the point of
sale. For products which don’t have level charges,suggest that the RIY is
shown at some early durations (e.g. after 3 andabsy as well as at the end of the
projection term. This will therefore highlight tip@tentially higher charges that a
customer would incur on early surrender. This Wh@sapproach suggested by the
ABI's Raising Standards initiative. However, fuethresearch is required to
establish the best way of presenting this inforarati For example, a graphical
approach or pie chart with charges shown in mopeiarounts may engage more
with customers than the use of percentage figutdshasome customers may not
understand.

For existing business, a firm should be preparedntike charge information
available on request. Again the use of an RIY i@yhe best way of presenting
this information but, as per point of sale chargscldsure, further research is
needed to establish the best way of presentingyeldo customers.
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