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Agenda 

• Financial markets: 2007 to now 

 

• Challenges facing asset-liability managers 

 

• What, then, is to be done? 
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From There to Here 
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Second Order Effects 

• Intensity of regulatory focus 

• Bank balance sheet reductions 

• Liquidity in bond markets 

• Emerging markets rates 

4 



  55th Annual Convention 
  Actuarial Society of the Philippines 
13-14  November 2014, Bellevue Resort, Bohol 

The Challenges 

• Waiting for higher yields and risk premia? 

• Liability volatility and policyholder behaviour 

• Tools for understanding and communicating 
risk and return 
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We need to invest in better tools 
Some variables have peculiar impacts on both tail risk and expected vs 
median returns 

• Credit spread risk vs downgrade risk vs credit curve effects 

• Steepness of the yield curve vs liability profile 

• Correlation with policyholder behaviour? 
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Building models: degree of difficulty? 

Allow for intermediate 
cash flows, asset 

allocation rebalancing

Simulate daily changes to 
state variables

Set all state values to 
initial levels

Calculate asset & liability 
values

Output results across all 
simulations

End of this annual 
period’s simulation?

Add this simulation’s 
results to totals

Final simulation?

0

1

2

3

4

5

6

7

8

9

2.00 2.50 3.00 3.50 4.00 4.50 5.00 5.50 6.00

Fr
eq

u
en

cy
 (

%
)

Return (% pa)

Final interest rate levels (long end): Frequency Distribution
10,000 Simulations, 1 year period

0

2

4

6

8

10

12

0.00 0.50 1.00 1.50 2.00 2.50 3.00 3.50 4.00

Fr
eq

u
en

cy
 (

%
)

Return (% pa)

Single A Credit Spread Factor: Frequency Distribution
10,000 Simulations, 1 year period

NO

NO

YES

YES

Description

No of 

p/holders

Economic 

reserve

Accounting 

reserve

LOB 1 947,150            1,482 3,214

LOB 2 839,272            2,495 4,188

LOB 3 872,159            3,474 5,107

LOB 4 985,494            4,144 5,025

LOB 5 1,169,447        4,932 5,718

LOB 6 718,207            5,615 6,301

LOB 7 753,981            6,176 6,763

LIABILITY: POLICYHOLDER MODEL POINT VALUATION

Time started Time ended Time taken

8:35:36 AM 8:37:43 AM 0:02:07

Credit risky portfolio returns

Average 4.91%

Median 7.40%

SD 13.02%

Ave % defaulting 0.48%

% sims: 77.1%

PORTFOLIO RESULTS - RoE

Issuer Maturity Value Yield

Govt 15-Oct-13 100.57 3.64
Govt 15-Oct-14 100.02 3.67

Corp 15-Oct-15 99.48 3.70
Corp 15-Oct-16 98.95 3.72
Corp 15-Mar-17 97.43 3.72

Semi govt 15-Oct-13 100.67 3.87
Semi govt 15-Oct-13 100.67 3.87

FIXED INCOME PORTFOLIO VALUATION

Class USD mm

Equities N/a

Fixed Income

- Coupons 5,860

- Redemptions -

Liabilities

- Premiums 6,000

- Death / Other (2,000)

- Lapses (2,000)

TOTAL 7,860

INTERMEDIATE CASH FLOWS

Class Start End
Assets 47,503 52,068
Liabilities 43,094 47,595
Equity 4,409 4,473

Period modelled 1 years
Return on equity 6.5 %pa

FINAL RESULTS FOR SIMULATION
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Reinvestment risk, steep yield curves 

Projected Cash Flows by Year
(USD millions)

Assets

Liabilities

Illustrative numbers only 
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Execution is hard work 

Communication of risk is not easy 

• Institutional challenges – who brings it all 
together? 

– Which transactions? 

– Regulatory capital effects 

– Investment reporting infrastructure 
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Waiting for yield? 

Diversify sources of excess return 

• “First, don’t do stupid” 

– Cash management, transaction costs, costs of 
complex structures, tax, administration costs 

• Be wary of non-linear payoffs 

• Look for / create embedded hedges in your 
business? 
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A Final Word 

Companies do not manage ALM, people do 

• Requires knowledge of: 

– Liabilities 

– Securities and derivatives 

– Regulatory and economic capital  
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