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Key messages 

 We welcome the opportunity to comment on the PRA’s Discussion Paper on Equity Release Mortgages (ERMs) and the dialogue this prompts on 
best practices in the treatment of ERMs across industry. We reiterate ABI members’ commitment to work with the PRA to ensure that firms’ 
treatment of ERMs remains appropriate and policyholders are protected. 

 We believe that it is important for the PRA to recognise differences in firms’ portfolios and risks, and would favour a principle-based approach 
which firms would adhere to as opposed to prescriptive rules which would overlook firms’ specificities. We also highlight the importance of 
applying materiality and proportionality principles to the valuation and risk measurement of ERM assets to accommodate for firms’ specificities.  

 We welcome the discussion on risk management practices which will enable firms to demonstrate the extensive existing risk management 
practices, and provide insurance firms with a wider range of inputs to consider incorporating into their own risk management of ERMs. ERMs is not 
a new asset class but an established market in which firms have been operating for a number of years and have over time developed sound risk 
management systems to assess, manage and mitigate risks when required.  

 

ERM valuation – use of relevant market inputs 

 Input assumptions vary in terms of their impact on the valuation of the ERMs, and their specificity to each firm or product line. We believe that 
each input assumption should be based on observable inputs wherever possible, and updated at an appropriate frequency when new information 
relating to that input is observed. 

 It is worth noting that many elements of ERM valuation is not specific to ERMs (e.g. assumptions for mortality, long-term care and voluntary 
withdrawals) and applies for other types of liabilities, and therefore benefit from established and proven techniques.  

 In choosing a methodology for determining fair value, we would favour an approach where uncertainty in exit rates is reflected through prudent 
margins in the assumptions on the basis that it will allow for a more gradual recognition of investment profit over the lifetime of the ERM, as 
opposed to opting for an adjusted discount rate approach.  

 

ERM valuation – framework and calibration  

 We note that a wide range of models, from simple to more complex stochastic models, can be used to value the NNEG provided they are 
appropriately calibrated. We suggest that the Black Scholes framework, whilst recognising that its assumptions may not be consistent with 
characteristics of residential property prices, is appropriate for valuing the NNEG if a sufficiently conservative volatility assumption is used to 
capture limitations.   

 In revaluing properties, we suggest that a number of revaluation methods should be considered as opposed to relying on one single methodology, 
due to the idiosyncratic nature of individual properties. Rather than introducing a rigid framework which would require the use of a specific 



   

ABI response to D1/16 Equity release mortgage | 27/May/2016 | Page 3 of 15 
 

methodology at a given time, which we believe would be impractical and may result in higher cost for customers, we would suggest using 
materiality of exposure as an indicator to assess which methodology may be more appropriate to use based on individual properties’ specificities.  

 

Restructuring for the Solvency II matching adjustment  

 Whilst we recognise the potential value that the proposed ‘Effective Value’ measure for restructured ERMs might have, we believe that further 
clarity on the purpose of this measure would be welcome in order for industry to be in a position to assess whether Effective Value would be 
appropriate as well as suggest sound alternative measures.  

 Given the underlying diversity of ERM asset portfolio and the number of firm specific factors involved in both the valuation of lifetime mortgages 
and calculation of Matching Adjustment, we are not fully convinced yet that the Effective Value measure would be a representative metric to 
compare firms’ restructured ERMs. 
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Detailed comments 

Section Reference Comments 

3. Introduction 
to ERMs 
 

Q1(i)  We believe that the most significant challenge would be: 
o Restructuring ERM portfolios for the purposes of the Matching Adjustment and managing the impact of such 

restructuring on balance sheet and risk management 
o Setting appropriate discount rates, and 
o Setting property related assumptions (future returns and volatility of prices), largely due to the lack of observable 

market inputs.  

 Estimating exit probabilities and drawdowns would be the least significant challenges.  

 Q1(ii) 
 

 Other challenges to consider would be potential regulatory requirements and risks, and ensure that the interaction 
effects between the various assumptions are sensible.  

 Q1(iii)  We would find beneficial to ensure that the setting of property related assumptions appropriately takes into account the 
nature of the residential property market (e.g. illiquidity) 

4. ERM 
valuation – use 
of relevant 
market inputs  

Q2(i)  We would suggest that under IFRS 13, all ERM valuation inputs should be classified as either Level 2 or Level 3 as no 
valuation inputs for ERM are quoted assets or liabilities. For instance, the majority of the ERM loans are reported as book 
value, and would therefore treat ERM value as Level 2 or 3.   

 Inputs assumptions vary in terms of their impact on the valuation of the ERMs, and in terms of their specificity to each 
firm or product line. We suggest that each input assumption should be based on observable inputs wherever possible, 
and updated at an appropriate frequency when new information relating to that input is observed. 

Q2(ii)   We believe that the discount rate used in the valuation of ERM, a key driver of the price, is one of the most significant 
assumptions. A small change in the assumption could lead to a material impact on the valuation of ERM assets.  

 Assumed property growth rate (and implied future volatility) is also significant to the valuation of ERM assets as there is a 
lack of observable market data to support determination of HPI assumptions, assumptions which are one of the main 
drivers behind the value of the NNEG. 

 We would also suggest that prepayment rate assumptions is another area of uncertainty due to the lack of credible and 
extensive data. The complexity of customer behaviours and other factors such as house price level and interest rates in 
the market add another layer of uncertainty in predicting the level of actual prepayment rate assumptions. However, it is 
worth noting that the significance of the prepayment rate assumption on the valuation will vary depending on the nature 
of portfolios. 

 Q2(iii)  In addition to market observability (as captured by IFRS 13 levels), firms would have a process in place to classify the ERM 
valuation inputs and the asset value of the ERM. This could involve introducing a robust internal governance process for 
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approving the classifications and regular due diligence reviews, or external review of both the classification and the 
classification process. 

 Many elements of the valuation of ERMs (e.g. assumptions for mortality, long-term care and voluntary withdrawals) have 
direct parallels with assumptions for valuing various types of liabilities, and therefore benefit from established and 
proven techniques. Some of these assumptions will also be affected by firm-specific factors. 

 Q3  We believe that the extent to which a small portfolio leads to material concerns is contingent on the impact of exit rate 
volatility on the asset value (particularly in relation to voluntary exits), the business purposes and the context in which 
the asset value is used.  

 For smaller firms, there may be a concern over the volatility in experienced exit rates for reasons other than statistical 
volatility and randomness. Such reasons could involve a firm’s limited experience and level of data which may not be 
sufficiently large enough to estimate future experience accurately. Due to the small size of the ERM portfolios, market 
data used may not necessarily be appropriate and concentrated or non-diversified data could exaggerate volatility 
impacts.  

 Exit Uncertainty 
Q4 

 In terms of financial impact, we would rank the three types of exit as follows: 
o Early repayments 
o Mortality 
o Long-term care 

 In terms of uncertainty, we would rank the three types of exit as follows: 
o Early repayments – These rates are considered highly uncertain as firms will require sufficient credible and 

extensive data to set such assumptions and customer behaviours are difficult to predict. The rate is likely to be 
firm specific and influenced by the nature of the redemption charges.  

o Long-term care – Such rates are uncertain due to the lack of industry standard data, with firms adopting tailored 
approach based on their portfolios. 

o Mortality – Such rates are more predictable than early repayments and long-term care rates due to industry 
standard tables and large set of credible data for predicting pensioners’ life expectancy. 

 Q5  We believe that allowing for prudent margins in the valuation assumptions or using a risk-adjusted discount rate are 
expected present value techniques that can be used to determine fair value, which both inform the size of the risk 
adjustment required under IFRS 13.  

 In choosing a methodology for determining fair value, we would favour an approach where uncertainty in exit rates is 
reflected through prudent margins in the assumptions on the basis that it will allow for a more staggered recognition of 
investment profit over the lifetime of the ERM.  

 Adjusting the discount rate, another possible approach, may result in in the full increase in outstanding loan balance 
being reflected as investment profit each year, which may not be appropriate in early years due to the uncertainty 
associated with future experience.  
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 NNEG 
Q6(i)(ii) 

 The PRA suggests that the present value of an ERM payoff at an assumed exit date cannot exceed the present value of 
receiving the property at that date where a NNEG applies.  

 We would agree that this relationship is valid given that the NNEG restricts the asset proceeds at any time to the value of 
the property.  

 The PRA then notes that the value of having immediate possession of the property is higher than the present value of 
receiving the property at some point in the future.  

 We believe that this relationship may not necessarily always be applicable. For example, even if property values are 
assumed to remain stagnant, the headline interest under the ERM will continue to accrue, thereby increasing the value of 
receiving the property for the insurer. However, assuming the loans are all over 100% Loan-to-Values (LTVs), we could 
observe that the value of the lifetime mortgage asset cannot exceed the current market value of the property.  

 We would also highlight that the suggestion that no future growth in house prices (in present value terms) can be 
anticipated is at odds with historic experience, especially over the long periods of time (15+ years) which ERMs are 
typically held. For instance, over the past 60 years, house price growth has averaged around 2% in excess of inflation. To 
require a zero growth assumption would most likely significantly increase the cost of the NNEG.  

 Q7(i)(ii)(iii)  Due to the differences in firms’ portfolios and risks, we believe that there will be disparity of views across industry 
as to which market input firms should be used, and assumptions are likely to be firm-specific.  

 We would like to highlight that valuing assumptions are not specific to ERMs and apply for other types of liabilities. 

 Q8(i)  We are aware of index (e.g. Investment Property Databank (IPD)) swaps and forwards.  

 Q8(ii)  These property derivatives are index derivatives.  

 Q8(iii)  We are aware of property price risks which have no volatility nor liquidity hedging. However, it is worth highlighting 
that even the index-based derivatives alluded to in (i) are very limited and illiquid which may make it difficult to 
execute a trade at a reasonable price.  

 Q8(iv)(v) No comments 

5. ERM 
valuation – 
framework and 
calibration  

Q9(i)  Refer to question 11(i) 

Q9(ii) No comments 

Q9(iii) No comments 

Q10  Refer to question 11(i) 



   

ABI response to D1/16 Equity release mortgage | 27/May/2016 | Page 7 of 15 
 

 Q11(i)  We believe that it is important for the PRA to recognise that due to differences in firms’ portfolios and risks, and would 
favour a principle-based approach which firms would adhere to as opposed to prescriptive rules which would overlook 
firms’ specificities.  

 A wide range of models, from simple to more complex stochastic models, can be used to value the NNEG provided they 
are appropriately calibrated. We believe that the use of the Black-Scholes framework represents a proportionate 
approach to the valuation of NNEG, demonstrating sensible behaviour to changes in inputs, providing that it is 
appropriately calibrated.  

 While we acknowledge that the characteristics of residential property prices may not be consistent with the assumptions 
underlying the Black-Scholes framework, we believe that the framework is appropriate for valuing the NNEG if a 
sufficiently conservative volatility assumption is used to capture limitations.  The simplistic and prudent addition most 
firms make to the volatility assumption in the closed form of the Black Scholes model appears to have a considerably 
larger and more conservative impact than using more complex modelling techniques.  

 Results from the Black Scholes framework behave in an expected manner in response to changes in the underlying risk 
factors. For instance: 

o A low loan-to-value ratio gives a low NNEG cost and a high loan-to-value ratio gives a high NNEG cost; 
o A reduction in risk-free rates results in an increase in NNEG cost; 
o An increase in the outstanding duration of loan (e.g. from assuming lighter mortality rates) results in an increased 

NNEG cost. 

 In assessing whether the Black Scholes framework is the most suited framework, we would highlight the need for the 
PRA to also consider the high resources (cost, time, expertise) involved for firms, and more particularly firms with small 
ERM portfolios, in developing a more complex stochastic model. Using more complex models carries the risk of adding 
additional layers of complexity, and hence increasing the potential for miscommunicating results.  

 Q11(ii) No comments. 

 Q11(iii) No comments. 

 Calibration  
Q12 

 We would like to stress the importance for the PRA to recognise that firms are likely to have different views on how 
dilapidation risk is taken into account in the valuation of the NNEG as firms use different techniques, methods which 
could both be explicit and implicit.   

 A property which is not adequately maintained and falls into disrepair could result in a decrease in the value of the 
property and the level of principal and accrued interest on the loan which could be recouped upon death of the 
borrower. 

 The idiosyncratic risk associated with individual properties implies greater uncertainty regarding the future growth in 
value. Such uncertainty can be reflected via an uplift to the property volatility assumption, property sales cost, individual 
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property specific volatility and property sale time lag. Explicit allowance can be made for a degree of dilapidation in the 
projected property values. 

 Q13 No comments. 

 Q14  We note that there may be a level of dependency between future drawdowns and the performance of the underlying 
property. In principle, an increase in property values may be associated with an increase in the potential level of 
drawdowns (more equity to borrow against) and probability (customers may need to borrow more to meet the cost of 
living if the property price increase is a result of inflation). An increase in property value may also result in a reduction in 
LTV value, potentially encouraging further advances on the initial loan, materiality of feature which is considered in the 
valuation of firms’ ERM assets. A decrease in property values would curtail the potential level of drawdowns.   

 For mortgages where drawdown facilities are not a contractual requirement and can be cancelled at the discretion of 
providers, draw rates are not reflected in the value of the NNEG. We would suggest that it may be appropriate to 
consider the rate of part repayment of the ERM or take up of flexible repayment options which will reduce the likelihood 
of NNEG as the customer is able to reduce the interest burden of the ERM.  

 Q15  Firms would typically not make any allowance for ‘porting’ on the assumption that this would not materially change the 
valuation, primarily as this is a non-frequent event, and because porting would be subject to property underwriting and a 
number of property criteria which may result in part in payment of the outstanding balance.  

 Q16  In revaluing properties, we would suggest that a mix of revaluation methods should be considered, as opposed to relying 
on one single methodology, depending on the idiosyncratic nature of individual properties and the robustness of the 
results obtained.  

 For similar reasons, we do not think that it would be appropriate to introduce a framework requiring providers to use a 
specific methodology at a given time. This would not only be too rigid, not taking into account the specific circumstances 
of a property, and may lead to increase cost for customers. 

 Methodologies to consider include: 
o Full surveys (internal and external) 
o Drive by / Walk by surveys   
o Desktop valuations 
o Revaluations (using a prior full valuation as a base) undertaken using proprietary Automated Valuation Models 

(AVMs) / property indices, or information derived from the Land Registry full dataset 

 We would suggest using materiality of exposure as an indicator to identify which methodology to use. This would involve 
considering factors such as accuracy (e.g. a full survey may be more comprehensive and hence accurate than a desktop 
valuation), frequency (e.g. time elapsed since the last full survey), location (e.g. at risk of adverse conditions), speed (e.g. 
a desktop valuation may be faster to conduct than a drive by survey), cost as well as level of intrusiveness for the 
customer (requiring a customer to conduct an internal survey of the property every three years may not be appropriate).  
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 More regular surveys/valuations may be performed in cases displaying a material decline subject to more volatile 
movements in value. For instance, firms may opt for drive by / walk by surveys in cases where the HPI valuation has 
shown a material decline in value (e.g. 25% than original value).  

 Q17  Refer to answer to Question 5. 

 Q18(i)  The secondary market is not deep and liquid, it is therefore difficult to place over-reliance on such transactions to reliably 
feed into the development of valuation models. In particular, it is worth noting that such transactions are private and 
details of which will only be known to the parties involved in the transaction. 

 In addition, as the transactions are bilateral, they are unlikely to be part of a competitive tendering process involving 
valuations from many parties, with the transaction price likely to be influenced by the relative bargaining position of each 
party.  

 Q18(ii)  We acknowledge the value that an aggregation of hypothetical quotations for portfolios could potentially have across 
industry, by enabling an ‘apple-to-apple’ comparison and introduce further price transparency. However, we believe that 
this proposal would be difficult to implement due to the private nature of the transactions.  

 We also believe that such a proposal would need to exclude providers who have ceased to write new mortgages and do 
not maintain an up-to-date pricing basis or underwriting function. 

 Due to the high level of diversity of mortgage features and underwriting criteria prevalent in the market (now and 
historically), it is unlikely that any reference portfolio would adequately capture the value of a firm’s actual portfolio.  

 Industry surveys may provide useful data points to help validate certain assumptions. However, we would highlight that 
these surveys are not comprehensive or detailed enough to capture very specific risks, and should therefore not be the 
only mean to improve price transparency.  

6. Risk 
management of 
ERMs  

Risk identification 
Q19 

  We welcome the questions in the discussion paper relating to risk management, as the views and dialogue they 
prompt should provide individual firms with a wider range of inputs to their own thinking in future.  

 ERMs are not a new asset class, but an established market where firms have been operating in for many years and 
have developed, over time, sound prudential risk management processes.  

 Firms manage emerging risk identification and assessment at company level. In most cases, emerging risks relating 
to individual policies are assessed during the underwriting process. For instance, property insurance premiums 
would reflect any changes in flood risk (and certain environmental issues) via postcode based pricing. To manage 
the emerging risk, firms rely on policyholders to maintain adequate building insurance as part of the plan’s terms 
and conditions. Policyholders would have to inform firms if they were unable to purchase insurance, any exception 
to this would have to be on a case by case basis.  

 While individual risks are not generally re-assessed on an ongoing basis, firms would have a comprehensive risk 
management system to ensure potential risk drivers are well-identified and mitigated. Firms have a risk 
identification process to assess the risk drivers of the business on an annual basis. Any change to the risk drivers 
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will be identified and monitored and any material residual risks will be investigated and risk mitigation actions will 
have to be proposed.  
o For instance, regulatory changes are monitored and regular meetings are held with both first and second 

line teams to ensure any such changes are appropriately addressed. If any single significant emerging risk 
event (or a series of correlated risk events) are identified (e.g. Brexit), some firms would set up an internal 
working group or forum with all stakeholders in the relevant areas to form a view in relation to the nature 
and level of risks and set out risk mitigation actions.  

 Capital requirements risk 
measurement 
Q20 (a) 

 Where capital calculations are carried out by performing stress or scenario tests, we suggest that the following 
parameters, in order of materiality, should be stressed:  

o Discount rates (swap yields and liquidity premiums) 
o Property prices 
o Property price volatility  

 Q21  We have listed a number of considerations and techniques which we believe are relevant for calibrating the 
parameters of ERM capital models: 

Using historic data to calibrate risk driver  

o Historic data should be used to calibrate risk driver models where the data is available and reliable using 
as much of this data as appropriate; 

Expert judgment  

o Expert judgment should be used as an overlay to all output from mathematical models especially for, but 
not limited to, cases where there is insufficient historic data with which to calibrate a reliable model;  

o Where expert judgment is required, the calibration should be sufficiently credible and in line with industry 
benchmarks that firms’ management would be willing to disclose the assumptions publicly; 

o Existing calibrations can help to inform expert judgment where appropriate (e.g. those developed for the 
UK ICA, or using industry data which underlies the standard formula SCR). However, we believe that the 
calibration should be not unduly influenced by the standard formula SCR calibration, since the latter may 
be more simplistic or a less appropriate reflection of the risk to which a firm is exposed.  

 
Models and calibration methodology 
o The models and calibration methodologies should give results which are reasonably predictable under a 

given economic or non-economic “what-if” scenario, in order to give the stability required to be able to 
make management decisions on the basis of the model.   
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o The models and calibration methodologies should be sufficiently transparent and explicable to senior 
executives.  

 Q22 No comments. 

 Q23 No comments. 

 Risk management, 
monitoring and control 
Q24(i) 

 A number of techniques could be used to determine whether the level and type of exposure to ERMs is prudent: 
o Asset liability modelling exercise would show the expected matching of asset and liability cashflows.  

Material cashflow mismatch under severe or moderate stress may indicate excessive exposure. 
o Liquidity risk management policy to identify the nature of the liquidity risk, the firm’s risk appetite and 

introduce mitigating factors accordingly. Liquidity stress tests could be used to determine the ability to 
cover annuity payments under a liquidity stress. 

o Diversifying underlying assets (age, geographical locations and loan sizes of underlying lives) would 
provide a smooth expected profile of repayments across future time periods. 

 Q24(ii)  Refer to answer to Q24(i).  

 In addition, we would highlight that concentration limits for annuity funds will be set with regards to the prudent 
person principle. 

 Q25  For mortgages where drawdown facilities are not a contractual requirement and can be cancelled at the discretion 
of providers, draw rates are not reflected in the value of the NNEG. 

 Allowance for future drawdowns should follow contractual basis on which they are being issued and should be 
encouraged as they represent less risky lending as policyholders would not be required to take more capitals 
upfront.   

 Firms apply a proportionate approach to the valuation of their ERM assets, taking into account materiality of 
features such as future loan advancements 

 Q26  In some cases, firms have observed that the areas in which they had written ERMs, the average house price has 
increased. Such plans have been relatively resilient against economic recession (e.g. credit crunch). One 
contributing factor may be attributed to the type of property underlying ERMs which have to be main residences. 
This provides a degree of protection from ‘investment property’ segments of the market where pricing is more 
influenced by wider economic conditions and speculative purchases Over the long-term, residential property is 
expected to generate real return and increase in line with interest rates and inflation, although rental yield and 
property price may constitute different proportions.   

 Sensitivity to changes in taxation of property and macroeconomic features are largely determined at the 
underwriting stage. In particular, these sensitivities will depend on the LTVs of the loans underwritten. Ongoing 
monitoring is carried out to reassess risk sensitivities at least annually. 
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 Q27 No comments. 

 Q28(i)(ii)  In addition to monitoring property values on a regular basis under PS15/10 MIPRU 4, firms are also required to re-
valuate properties that have declined materially in value relative to market prices or where loans exceed £2.5m or 
5% of a firm’s capital resources. 

 To meet such requirements, some firms use house price indices to monitor business on a quarterly basis. In the 
event where there is material decline or higher loans, firms will adopt one of the options listed in Q27 to re-
valuate such properties.  

 As part of ERM’s terms and conditions, firms require policyholders to maintain adequate insurance and keep the 
property in good repair. This requirement is reiterated in the annual statement sent to policyholders.  

 Policyholders must notify firms of any change in circumstances which would result in no longer being able to meet 
this requirement. Failure to meet these requirements will be viewed as breach of contract conditions, prompting a 
direct engagement between plan issuers and policyholders on a case by case basis.  

 Firms may also opt to have a property insurance in place to cover all properties in their ERM portfolios. 

7. 
Restructuring 
for the 
Solvency II 
matching 
adjustment 

Size of MA benefit 
Q29(i) 

 We recognise the purpose of the proposed ‘Effective Value’ measure for restructured ERMs which could be a 
useful tool to compare the MA benefit between firms with different cashflows within the MA eligible tranche, 
spreads and credit ratings. However, we are unsure at this stage whether it can achieve its aim of comparability, 
given the number of firm specific factors and assumptions involved in both the valuation of lifetime mortgages 
and calculation of Matching Adjustment. Differences between assets (e.g. due to vastly different underwriting 
standards applied at different times) would typically be reflected in the asset valuations and credit rating 
assessments, making direct comparison between mortgages difficult.  

 For instance, the MA component will vary depending on whether a firm allocates the senior tranche(s) to their 
Assigned or Additional MA portfolios (since the MA benefit in the Assigned is under stress and will largely depend 
on the firms’ FS stress and total spread stress).  

 A single comparative metric such as ‘Effective Value’ would not allow fair comparison for portfolios of ERMs assets 
with varying duration. For example, a longer duration ERM asset could attract a higher MA benefit due to the 
longer term discounting effect. 

 Credit rating approaches taken to rate the senior tranche(s) could also show significant differences in approach 
and assumptions. This is not seen as inconsistent, but rather reflective of the varying nature of the underlying 
book of assets and, to some degree, also the quality of data available at the time of assigning the credit ratings.  

 We believe that introducing a quantitative comparator could result in firms’ expert judgment being overridden by 
a rule-of-thumb which ignores the specifics of the book of assets in question.  

 Q29(ii)  We believe that it would be difficult to define a metric which would adequately capture the underlying diversity in 
a representative manner and would therefore suggest the metric would be of very limited use when comparing 
different portfolios under different insurers.  
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 We would suggest that the PRA provides further clarity first on the purpose of the Effective Value measure and 
what it is trying to achieve in order for industry to be in a position to assess whether this measure is appropriate 
as well as offer sound alternative measures which the PRA could use. 

 Q29 (iii)  As mentioned in answers to question 29(i)(ii), we would like to reiterate that we are not yet convinced that MA 
benefit and Effective Value metrics should be used to impose boundaries which would impact the valuation 
treatment of the underlying asset due to the wide range of structures that would have to be implemented 

 Alternatively, we would suggest following a set of clear principles and using a range of indicators applied 
consistency between firms, to determine whether such principles have been followed across industry. However, 
further clarity on the purpose of the Effective Value measure would be helpful before insurers are in a position to 
suggest appropriate alternatives. The purpose of such a measure is especially important if it was later to be 
extended to apply to all MA eligible assets. 

 Q29(iv)  No comments 

 Q30 No comments 

 Credit ratings of 
restructured ERMs Q31 

 Refer to answer to Q21 which also applies in principle to deriving an appropriate internal credit rating 
methodology.  

 Valuation of restructured 
ERMs Q32 

 We believe that an ‘equation of value’ between unrestructured and restructured ERMs should hold. The 
underlying risks and rewards facing a firm remain the same pre- and post-restructuring, we therefore do not 
believe that the value of the asset (in either form) should be changed.  However, or other situations where 
ownerships of notes is in different entities, further justification may be needed to demonstrate that an equation 
of value is appropriate. 

 Q33  We suggest that the senior tranche(s) should be valued with reference to observable market prices where possible 
and in accordance with the asset managers/insurers/ agreed methodology. The fixity of the senior tranche 
cashflows make valuation more certain and reliable.  

 For junior tranche(s), it is unclear whether relevant observable market prices would exist given the optionality and 
cashflow uncertainty implicit in such tranche.  

 It is worth highlighting that the methodology used by some firms to value the notes is to adopt note with the more 
robust methodology to be valued directly and for the remaining note to be valued as residual. 

 Q34(i)  We consider that the relationship will depend largely on the cashflow profile created under the senior tranche(s) 
relative to the overall best estimate unrestructured ERM cashflows. If senior cashflows are more “back-ended” to 
allow a sizeable liquid buffer reserve to accumulate, we expect the value of the senior tranche(s) to increase over 
time relative to the value of the junior tranche (as a proportion of the whole). However, if the senior tranche(s) 
have been structured to follow a similar profile of cashflows to the best estimate unrestructured ERM asset 
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cashflows, the value of the senior tranche(s) may be expected to remain fairly constant relative to the junior 
tranche (or as a proportion of the whole).  

 We would expect to more junior tranches to have higher spreads (before removing risk premia) than senior 
tranches, reflecting the differences in the underlying risk exposures of the tranches.  

 Q34(ii)  On the level of spreads, it is worth noting that all different inputs are reviewed and updated in line with 
observable market inputs. The lack of suitable market data may mean that this is reviewed infrequently. 

 Changes to ratings and 
valuations over time 
Q35 

 Securitisation of the ERM assets into senior fixed debt tranche(s) effectively allows ERM risk to be viewed in terms 
of credit default and downgrade risk (i.e. through a fundamental spread on the senior tranche) and a leveraged 
ERM risk (i.e. property, prepayment, LTC rates, mortality etc.) which comes through the junior tranche. The junior 
tranche is expected to be more volatile and leveraged capital stresses could be used to reflect this.   

 It may be argued that the default and downgrade stresses applied to the senior tranche(s) should be correlated to 
other credit assets in the same way as unrestructured ERM assets would be. This would allow firms to continue to 
benefit from the diversification between the underlying ERM stresses under fundamental spread stresses applying 
to the senior tranche.   

 The impact on the respective tranches of notes should be modelled based on the best view of how the payments 
on the different notes would be expected to be affected by the stress, with allowance for appropriate 
management actions to be taken within that scenario (e.g. injecting resources into the entity issuing the notes to 
enable the rating of senior notes to be maintained).  

 Q36(i)  Following a stress event where senior tranche(s) are downgraded or devalued, it may be optimal for firms to: 
o Consider recapitalising the subsidiary holding the ERM assets to restore their credit rating and liquidity. 
o Transfer additional ERMs into the note issuing entity without increasing the number of notes issued (or 

the cashflow promised by the notes) 
o Allowing the note the downgrade and accept the implications on the firm’s balance sheet 
o Cancelling the notes and reissue them in a different form if the legal setup of the note issuing entity 

permits 

 Q36(ii)  We note that the viability of these actions will be contingent on firms’ specifics and the structure of the note 
issuing entity, and the notes issued, as well as the cause of potential downgrade in the rating (e.g. liquidity 
shortage or value loss). We would argue that as long as the asset eligibility requirements for Matching Adjustment 
are fulfilled, the notes should continue to be eligible, with any impact on credit rating being the consequential 
factor.  

 We suggest that the main risk drivers for scenarios where the restructured assets would be significantly devalued 
or downgraded are prepayment, residential property market values and mortality/LTC decrements. In the case of 
most annuity writers, these risks will have a low correlation with the main risk drivers for the annuity business (i.e. 
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credit and longevity risk). Due to this, it is expected that scenarios where the ERM structure is in stress, the parent 
annuity company should be relatively less impacted. Therefore, the parent annuity company would typically be 
capable of providing support by way of recapitalising the subsidiary.  

 However, it is our view that such support should not be legally enforced without also allowing for an enhancement 
in the credit rating of the senior tranche(s). 

 Q37(i)  Additional risk management issues that arise from the process of restructuring ERMs include risks such as liquidity 
risks (ensuring sufficient liquidity, especially for unrestructured ERMs), operations risks (arising from the various 
processes required to maintain the notes), legal risks (establishing and maintaining the legal structure of the note) 
and regulatory risks.  

 Q37(ii)  Liquidity of the fixed note issuer should be monitored regularly through BAU finance functions and reporting. In 
early years of the structure, firms may have obtained a liquidity facility to aid the fixed note issuer in case of 
stresses (e.g. reduced exit rates). 


