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Abstract

In the last three decades the life insurance industry was rocked by a series of mis-selling scandals such
as endowment mortgage, personal pension and payment protection insurance mis-selling. Regulators
have stepped in to try to address the underlying causes and improve customer protection by
introducing more stringent regulation targeted at sales practices and remuneration, product design,
disclosure and ongoing monitoring together with significantly larger financial penalties for non-
compliance. Against this background, the paper considers whether customers understanding of risks
and outcomes associated with life insurance products can be further improved and how poor
customer outcomes can be avoided in the future. We acknowledge the complexity of these issues,
which involve many stakeholders, covering all stages of the product lifecycle and customer journey
and being impacted by a constantly changing regulatory landscape. We first review the current
regulatory landscape across both the United Kingdom and other jurisdictions, concluding that whilst
regulators have acted to improve customer protection, gaps still remain, particularly around the
areas of disclosure and consideration of changing customers’ needs throughout product lifetimes.
The paper then considers how the current situation could be improved for customers in a cost
effective manner. We focus on improvements in disclosure, needs-based selling, ongoing assessment
and communication as a means of ensuring that products continue to meet the customers’ needs and
risk profile, and on introducing a duty of care which would force financial services firms to act in the
best interests of their customers. In this paper we present our preliminary thoughts and recom-
mendations. Some of the recommendations will cost something to implement, and should therefore
be supported by cost-benefit analyses that would weigh these costs against the potentially larger
benefits to both customers and the insurance industry.
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1. Summary of paper and conclusions of the working party

This paper is the culmination of the work of the Risk and Customer outcomes working party,
which was set up to consider whether customers adequately understand the risks and outcomes
associated with life insurance products, how to avoid poor (or indeed maximise good) customer
outcomes and finally to consider ongoing risk management through the product life cycles from
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a customer perspective. So far our work has focused mainly on future customers, although we briefly
discussed current customers in section 5.3. Throughout the paper we focussed mainly on the United
Kingdom, but have considered international inspirations where appropriate.

First, in section 2 we consider some of the previous industry failings ranging from endowments falling short
of maturity expectations, personal pension mis-selling and more recently the well-publicised issues sur-
rounding payment protection insurance (PPI). Such events have cost the financial services industry around
£40bn to correct over the last 20 years, driven through a number of factors including heavily sales-based
cultures, inappropriate incentives and poor product design as well as regulatory failures along the way.

We then discuss in section 3 the current regulatory landscape across both the United Kingdom and
other jurisdictions, concluding that whilst regulation has improved significantly during this period to
reduce the risk of poor customer outcomes, gaps do still remain, particularly around the areas of
disclosure, ongoing customer communications and how to take account of changing customers’
needs throughout product lifetimes.

In section 4 we explain that the customer outcomes are part of a complex and rapidly evolving
framework with many stakeholders and covering the entire product lifetime and customer journey.
This complexity could explain why gaps still remain in the current regulation and we propose to
focus on a few critical aspects which are key to improving customers’ outcomes. These aspects are:
disclosure to customers, needs-based selling (NBS) and ongoing assessment of outcomes.

The paper then considers in section 5 the crux of the issues in terms of how the current situation can
be improved for customers in a cost effective manner. This takes the form of discussion around:

e Improved disclose of information to customers, not only at point of sale (POS) but throughout the
product lifetime, including consideration to “stress testing” and illustrating the impact of extreme events.

o A focus on NBS whereby individual customer needs are better understood at outset, products are
appropriately designed and have sufficient flexibility (e.g. through the use of optional rider
benefits) to specifically meet these needs, allowing for the fact that these may change over time.

¢ The ongoing assessment and communication as a tool to ensure that a product continues to meet
the customers stated needs and risk profile.

¢ Introducing duty of care as a means of enforcing financial services firms to encompass the
best interests of their customers at the heart of the organisation through the power of legal
enforcement — effectively ensuring customers are always treated fairly.

The implications of the above proposals to improve customer outcomes are then discussed in section 6. We
first highlight that up-to-date, forward-looking illustrations and disclosure of worst case scenarios can help
customers understand and select the most appropriate products given their circumstances, while at the same
time may lead to the introduction of new product features. Second, we consider the impact of NBS on
target market segmentation, product flexibility, distribution and remuneration. Third, we discuss who
should bear responsibility for ongoing product assessment and how this can impact product design. Finally,
we present the benefits of introducing a duty of care and its potential implications for firms and customers.

Finally we move on in section 6 to present our conclusions which are summarised in Table 1.

We want to make it clear to readers that we do not have a “magic bullet” to solve all of the issues that
we raise. This is an incredibly complex arena, with multiple stakeholders and a constantly changing
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Table 1. Conclusions

Complex landscape  Need to consider all stakeholders involved
Be prepared to adapt to an intricate and rapidly changing regulatory landscape

Regulation Unintended consequences: different products for mass and high-net-worth individuals
(HNWI) markets and potential gap in the market not served by advice
Disclosure Product risk rating and better match to customer risk profile can help improve outcomes

and manage expectations
Illustrations: more up-to-date and forward looking
Ensure customer understands “what could go wrong”
Needs-based selling  Reconsider the way we design products and propositions: start from target market and
customer needs
Remuneration schemes: based on qualitative as well as quantitative criteria
Ongoing assessment  Avoid as much as possible one-off irreversible decisions
Increase number of touchpoints with customers to ensure products remain appropriate
Duty of care Consider introducing a duty of care on financial service firms to oblige them to act in the
customers’ best interests at all stages

regulatory landscape. We will not anchor our discussions and ideas in regulation, but have to bear in
mind that the existing UK regulation and currently evolving European regulatory landscape (via
Markets in Financial Instruments Directive (MiFID) II, Packaged Retail and Insurance-based Investment
Products (PRIIPs) and Insurance Distribution Directive (IDD)) will shape future developments.

Our key goal has been to demonstrate how customer understanding and outcomes could be
improved if the ideas and conclusions of the research are followed. There are a number of areas
where more research could be conducted — the issues around treatment of current customers, value
for money (VIM) and the concept of duty of care. We look forward to continuing to make a
contribution in areas such as these in the near future.

2. Background

2.1. Objectives of the working party and this paper
As the Risk and Customer outcomes working party, we were set up with the objectives of looking at:

e How can we help customers understand risks and outcomes for life insurance products;

¢ How to avoid poor customer outcomes or equally how to maximise good customer outcomes;
¢ And also to consider the management of risk from the customer’s perspective.

As a working party our key goal has been to demonstrate how customer outcomes could be improved if
the ideas and conclusions of the research are followed. In this paper, we present our preliminary thoughts
and recommendations and we would welcome your feedback and debate on this. Some of the recom-

mendations will cost something to implement, and should therefore be supported by cost-benefit analyses
that would weigh these costs against the potentially larger benefits to customers and the insurance industry.

2.2. Why this is still an important issue

To understand why the questions mentioned above are so important, it is worth highlighting the
scale of the problems that we face. In the words of Winston Churchill, “those that fail to learn from
history are doomed to repeat it”. Even though we actuaries love the phrase “past performance is not
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an indicator of future returns”, it is worth spending a brief moment looking at some of the scandals
which have plagued the financial services industry as some of these are very recent.

The endowment mortgage mis-selling scandal in the 1990s revolved around customers being led to
believe that that payouts were guaranteed when they were not, partly due to high upfront charges
and unrealistic return expectations, and leaving many policyholders with significant shortfalls. The
estimated costs of the compensation paid to date are in the region of £3 bn (The Guardian, 2013).

Around the early 1990s, the industry was rocked by the pension scandal, where in 1986 (possibly ill
thought out), social security reforms allowed public and private sector workers with (sound)
organisational pensions to move to “non-club” personal pension schemes. The schemes were pitched
to workers by commission based salesmen and in many cases, the workers would have been better
off staying in their original scheme. The Financial Services Authority (FSA) has announced that the
pensions mis-selling scandal will have cost insurers and financial advisers at least £11.8 bn in
compensation payments (BBC, 2002).

And then we have the PPI scandal which is ongoing as we speak. In 2005 Citizens Advice labelled PPI
a “protection racket”, claiming that PPI was expensive, designed to limit payouts to the genuinely ill
and mis-sold to people such as the self-employed who would be unable to claim (Citizens Advice,
2005). The FSA began imposing fines for PPI mis-selling in 2006. The Financial Conduct Authority
(FCA) monthly update shows on average a £300-£400 m per month payout for PPI compensation
since 2011, with total payouts to February 2017 at £27 bn (FCA, 2016a).

Just to highlight again how important and relevant all of this is, a recent article in the Actuarial Post
(2016) ranked the insurance sector bottom in providing the best customer experience, according to
an annual Customer Experience Survey across 14 sectors.

So as an industry, we have experienced just how costly these scandals can be, in terms of both
reputation and money, but the key question is (and this really is the key question): why do they keep
happening?

2.3. Where did it all go wrong?

Martin Wheatley, former CEO of the FCA described this ongoing cycle of (mis)conduct as
“a Mobius loop, where we appear to continually return to the same start point ...” (FCA, 2015a).

Let us now look at some of the root causes, with a particular focus on the PPI scandal (please refer
principally to: Parliament, 2013a, 2013b; Which, 2013):

A prevailing sales-based culture was often in place

A sales-based culture manifests itself repeatedly as a contributor to many mis-selling scandals in
Financial Services, for example, precipice bonds, endowment mortgages, ID insurance,
inappropriate investments/funds, risky investment and PPL

o This culture placed the achievement of sales targets over and above the long-term needs of each
individual customer (FSA, 2012).

o Frontline staff were often under pressure to meet sales targets.

o And at least in some cases, salesforces were inadequately trained.

4
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This is closely linked to remuneration policies for front-line staff:
e Inappropriate financial incentives for frontline staff played a role in virtually all mis-selling
scandals in the financial services industry to date.

¢ In particular, bonus schemes for PPI meant that in some firms, advisers could receive six times as
much bonus for selling a loan with PPI as for selling a loan without PPI.

Whilst front-line sales culture and remuneration were heavily skewed towards mis-selling, financial
institutions also took on a tick box approach to compliance

o Historical record keeping standards have been poorer than required to enable accurate recreation
of events that took place with the customer.

e Rather than asking whether a product or sales process provided fair treatment for the customer
and best met their individual needs, some firms merely considered whether it complied with the
detailed rules.

o This could be viewed as a double-edged sword whereby over emphasis on compliance forces firms
to treat it as a tick box exercise to “jump through the hoops”.

Product design also contributed

Often, many of the products that have been associated with mis-selling have been fundamentally
valid and important products for some customers, depending on their circumstances, eligibility and
underlying appetite for risk.

¢ However, high product complexity and lack of transparency has meant that many consumers have
had difficulty understanding the products and benefits that were sold (FSA, 2007).

¢ In many cases the features, benefits and qualifying criteria meant that they were not suitable to be
sold to any consumers (Which, 2008).

In addition, misleading or poor-quality sales processes include
¢ Firms who automatically included PPI when consumers asked for a personal loan, not explaining
that the insurance was not compulsory.

¢ They failed to explain the product conditions or its price to consumers and failed to ensure that
each customer was eligible to receive the benefits (Financial Ombudsman Service (FOS), 2001).

o Also, some investment advisers recommended expensive and risky investment products without
fully assessing a consumer’s attitude to risk.

¢ And some firms failed to adequately monitor the quality of their sales processes.

In some areas:
o There was a significant lack of effective competition around the purchase of ancillary products
such as PPI and ID theft insurance.

o There was a lack of competitive pressure on price as it was difficult to shop around and the price of
the product was also complex or not explicit.

o Instead of competing for consumers by designing better value and better-quality products, firms
secured distribution by paying high levels of commission to providers for selling their products.

o In the case of PPI these commissions could reach over 87% of the product premium (Court of
Appeal, 2011).
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However, some firms ignored the warning signs of mis-selling from consumer groups and
politicians

o Which? Conducted research and warned of PPI mis-selling in 1998, 2002, 2004, 2005 and 2007.
o Providers also failed to adequately learn from customer complaints and feedback.

o “If the industry had acted on these warnings, then mis-selling could have been prevented at a far
earlier stage ... Or, at least, the impact greatly reduced” (quoted in Which, 2013).

e However, in the early days compliance was a new management function that did not operate
satisfactorily, while top management did not get involved as they should.

This was compounded by a weak regulatory approach where

o In the early days regulators did not adequately monitor compliance with the rules.

o The financial penalties imposed on providers for mis-selling PPI were initially a tiny proportion of
the revenue gained from actively selling the products (FSA, 2008).

o This is changing whereby firms are now being heavily fined with criminal proceedings taking place
against the individuals concerned.

Furthermore, some firms’ interpretation of the rules resulted in them rejecting legitimate complaints

¢ Even once problems of mis-selling were exposed, some providers spent several years rejecting
complaints that the FCA and the FOS have subsequently disagreed with.

o This has resulted in further financial penalties and costs for some organisations as well as remedial

activity to reopen previously closed complaints.

The FCA and the working party accept that it is unlikely that mis-selling could ever be eliminated
completely. However, by creating the right incentives and culture in firms, and ensuring that the
appropriate redress for consumers and regulatory penalties for poor conduct are put in place when it
occurs, this should minimise mis-selling as far as possible (FCA, 2016b; see also Parliament, 1998, 2004).

3. Current regulatory landscape

Following on from section 2, we believe that mis-selling has ultimately occurred through a com-
bination of:

e Firm behaviour
e Regulatory failure

e External market forces

So where are we today in respect of protecting end consumers from future mis-selling activity?

3.1. UK regulation

With the onset of recent mass mis-selling issues, the FCA has taken a number of actions to help
reduce future issues, including:
e Enforcement action against firms and individuals has increased

- The FCA has significantly increased the average size of fines in recent years (from £1.2 to
£8.5m) as well as imposing a total of £298 m in fines for mis-selling between April 2013 and
December 2015 (National Audit Office, 2016).
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¢ Bonus adjustments have affected approach to remuneration

- The FCA’s Remuneration Codes sets out standards that certain firms must meet when setting
pay and bonus awards for staff which now requires reductions in variable pay for senior staff
in the event of misconduct (FCA, 2014a).

e Supervisory intervention has increased

- The FCA carries out many supervisory actions in relation to mis-selling, including meeting with
employees of firms holding “significant influence functions™.

¢ Increasing competition between firms

- The FCA has an explicit objective to promote competition, delivered through initiatives to make it
easier for consumers to switch providers. This is hoped to result in firms becoming more
responsive to customer needs and less likely to promote sales driven cultures (FCA, 2013).

The FCA is also now taking a more active approach to identifying and responding to mis-selling risks,
particularly for new products. Activities include:

¢ Widening the range of information sources which now include social media, consumer groups and
mystery shopping exercises.

o Greater use of early intervention procedures. For example, in October 2014 the FCA used its
powers to stop the sale of contingent convertible securities for retail customers, which is estimated
to have prevented customer detriment in the range of £16-£235m (FCA, 2014b).

¢ Identifying mis-selling risks raised by new market developments to enable earlier action. A good
example here are the recent pensions reforms which the FCA believes could be a trigger for future
mass mis-selling (FCA, 2015b).

¢ Introduction of the FCA mission which acknowledges the wide remit of the FCA and the finite
nature of its resources. Within the 2016 consultation paper (FCA, 2016c), the FCA actively aims
to target its activities to ensure the FCA’s strategic objective to protect consumers, protect the
integrity of the financial markets and enhance competition is met.

The UK Government also announced in the Spring 2017 Budget plans (HM Treasury, 2017) to
protect consumers from unnecessary costs and inefficiencies, which includes plans to make terms and
conditions simpler and clearer (including in digital contracts). The exact details are not yet available
but it is clear that even for simple products within the life insurance industry, terms and conditions
run to several pages. This may well mean that it falls in scope for the government changes.

Whilst the above represents some of the changes from a regulatory perspective, this does not detract
from the need for firms to be doing more to ensure that they only sell suitable products to their
customers and ensure that customer needs are met by the products they provide.

3.2. Common themes of upcoming legislation in the European Union (EU)

Whilst the above relates to the United Kingdom, there are a number of themes emerging across wider
regulatory initiatives within the EU. We have highlighted the most relevant ones emerging from IDD
(EU, 2016), MiFID (EU, 2014a) and PRIIPs (EU, 2014b) below (please refer to Appendix 2 for
further information):

¢ Aims to improve consumer protection in the insurance sector and harmonise the national rules.

e Coverage across the whole product lifecycle, including
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- Product design
- Distribution
- Disclosure

- POS and ongoing assessment.

¢ Ongoing monitoring of firms’ behaviour around new product sales.

e Underlines the importance of target market and customer needs. Product features and distribution
should be appropriate for the target market and remuneration should incentivise the distributor to
act in the best customer interest and meet their needs.

¢ Aim to improve transparency with regards to fees and charges and distributor remuneration and
to help the customer understand the product risks.

e Specific rules are left to the national authorities, so there is a certain degree of uncertainty with
regards to the final rules, for example, disclosure of remuneration.

The changing regulation is an area which is still evolving and will have significant impact going forward.

3.3. Gaps in the current regulation

Most UK regulation is seen as focussing on the risks of mis-selling and conduct risk, as highlighted
above, in particular through extensive POS disclosure.

It is clear that there is quite some variation in the methodologies used for life insurance illustrations
in different markets. Most regulators require at least two scenarios, usually with prescribed pro-
jection rates. Please refer to Appendix 4 for further information. We believe that illustrations alone
are not enough to ensure customer understanding of our products.

However, the provision of ongoing assessment has been less regulated to date, with a few notable
exceptions. These include statutory money purchase illustrations for pensions and bonus notices for
with-profits customers. The introduction of pension freedom has encouraged the FCA to add to its
existing guidance on communications to flexi-access drawdown customers by emphasising the need
for annual communications focussed on sustainability of income (FCA, 2015c).

From time to time, the regulator has provided some indications of their expectations in relation to
5 g
post-sale communications. For example:

1) The FSA’s discussion paper on “Treating Customers Fairly after point of sale” (FSA, 2001) sets
out the need for firms to take proper account of providing clear information to their customers
after the POS as it plays an important role in helping to ensure that consumers are kept aware of
product performance and in managing expectations.

2) In “Treating customers fairly — towards fair outcomes for consumers” (FSA, 2006), it was stated
that “Post-sale disclosure plays an important role in helping to ensure that consumers are kept
aware of product performance, their opportunities to act at certain points in the product lifecycle
and changes in the terms and conditions”.

3) The FCA’s guidance document on “The Responsibilities of Providers and Distributors for the Fair
Treatment of Customers”(FCA, 2016d) states that: “Firms should periodically review products whose
performance may vary materially to check whether the product is continuing to meet the general needs
of the target audience that it was designed for, or whether the product’s performance will be
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significantly different from what the provider originally expected and communicated to the distributor
or customer at the time of the sale. If this occurs, the provider should consider what action to take, such
as whether and how to inform the customer of this (to the extent the customer could not reasonably
have been aware) and of their option to seek advice, and whether to cease selling the product”.

Consumers’ expectations are based on all the communications they receive. A lack of post-sale com-
munication will result in their expectations being solely based on information provided before or at the
POS. Where the industry does not communicate with customers thereafter, and take the opportunity to
inform and, where necessary, modify expectations in line with how the contract is performing, it creates
a risk of unfair outcomes and detriment for consumers and a reputational risk for itself.

In March 2016, the FCA published its thematic review on “Fair treatment of long-standing customers in
the life insurance sector” (FCA, 2016¢) and referenced the above documents, amongst others. The FCA is
now consulting on additional non-handbook guidance in relation to ‘closed book’ customers. However,
as it is likely that all customers will be closed book customers one day, the implications for the regulator’s
expectations must almost certainly be seen more widely. In relation to post-sale activity, if the con-
sultation is finalised as drafted, providers would be expected, amongst other things, to do the following:

1) Review products at least every 5 years to see if they continue to meet customers’ reasonable expectations.

2) Consider whether a product continues to provide a fair outcome to the customer, including
assessing whether customers have received the investment return they could reasonably expect, or
whether product charges consistently outweigh the performance being produced.

3) Provide at least annual communications to customers including, perhaps, details on the
performance of the product, its value and the impact of fees and charges, for which more detail is
provided on how this could be done.

4) Include a reminder of options, benefits and guarantees in the annual communication.

5) Consider carefully the layout and language used in both regular and event-driven communications.

It is apparent that, over the years, the regulator considers it has found clear gaps in the quantity and
quality of ongoing communications to customers. However, we may need to wait some time to see if
the latest guidance results in real changes in the quality of information and how, if at all, customers
act upon the information provided.

As a working party, we have also discussed another emerging “gap” in the UK market, which may
have resulted from the Retail Distribution Review (RDR) and the move to fee-based distribution, and
that is the “advice gap” in the UK market. Please refer to Appendix 3 for further details.

The working party has investigated some potential solutions to this problem, which we discussed at
the 2015 Life Conference. The working party and the majority of those that voted at the 2015 Life
Conference agree that something should be done to close this gap, but that this should be based
around sponsored advice or education rather than, for example, Government-approved products.

This “advice gap” is not the primary focus of our research, but is something that should be
considered perhaps by another working party in the future.

3.4. Current disclosure methods for customer understanding of risks and outcomes

There are different disclosure and illustration requirements in different jurisdictions, which range from
simple to more comprehensive. The working party believes that clear disclosure and benefit illustrations can
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definitely help customers understand risks and outcomes (FCA, 2016f). However, there are many aspects
to consider and some of these are not straightforward. For example, increasing product complexity and
lack of understanding of financial risks do not easily enable understanding. In addition, behavioural biases,
difficulties in assessing risk and uncertainty over long term and in making trade-offs between present and
future represent further obstacles that are not easy to overcome to ensure understanding.

The working party supports the concept of the Key Information Document (KID) required by
PRIIPs from 2018, which in principle provides a good summary of key product information, risks, costs
and potential outcomes in one document that should be less than three pages in length. Please refer the
summary of upcoming European regulations and POS disclosure in Appendix 2 for more details.

4. Current framework

In the opinion of the working party, one of the reasons why gaps still remain in the current regulation is
that the customers’ expectations and outcomes are part of a complex and rapidly changing framework
with many stakeholders and covering all stages of a product lifecycle and customer journey. The
working party discussed and analysed the various factors, stakeholders and processes that could make
up this framework and how their interactions and relationships impact the customer outcomes.

4.1. What this means for different stakeholders

The conclusions of our analysis of the current framework are summarised in Figure 1. For this paper
we considered a simplified view with two dimensions — the stakeholders and the product lifecycle —
together with the factors impacting each stakeholder at each stage of the lifecycle.

4.1.1. Customer

To improve outcomes, all stakeholders would have to place the customers higher up on the agenda and at
the centre of their actions and behaviours, business models and culture. More focus is needed on customer
needs, their risk appetite, knowledge and expectations. These should be considered from the initial stage of
product design to distribution to disclosure and over the whole customer journey since the customer needs
will evolve/change and our products are expected to remain appropriate. Others have presented similar

. " Changing needs and
Needs, risk profile, expectations, knowledge
Customer ) p , exp ) g outcomes
Product approval Sales and compliance (S&C) Ongoing assessment
« Target market - « Needs based selling + Key Information Doc
Company e clrelai CicPesidon (NBS) « Reduction in yield « Regular communication
* Product features vs customer needs « Conflicts of interests « Payback period « Portfolio check vs evolving
+ Value for Money (VfM) * Incentives and « Risk / return profile needs
* Stress testing remuneration * Worst case scenarios + Complaints handling
* Good VfM e
- + Product training &
* Meet needs * Tools to facilitate ; N e Ty
« Simple to understand / explain to disclosure iSIELET Lol ZEn e

* Remuneration

customer f f ‘ f

« IDD - Product approval

. _ . « IDD - S&C, Conflicts « IDD - Disclosure « IDD — Complaints handling
. ggéo_ P:Zﬂzf::/:gght and of interests * MIFID - Disclosure « Solvency Il Directive —
Regulator * MIFID — Marketing * PRIIPS - KID Complaints handling

governance

UK specific regulation

Product design Distribution Disclosure Re"'e"?’ a_nd
remediation

Figure 1. Framework with two dimensions: the stakeholders and the product lifecycle
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ideas in the past. Jeremy Goford, former president of the Institute and Faculty of Actuaries (IFoA), wrote a
series of articles on “customer needs focus”, in the Actuary Magazine. In the first article (Goford, 1996),
Goford defined “customer needs focus” as starting with the customer’s needs, via the required benefits of
the necessary products, in contrast to “customer focus” which started with the product offerings. In the
second and third articles (Goford, 1997a, 1997b), Goford discussed how a customer’s needs could be
analysed using a grid and met by matching benefits to needs.

4.1.2. Company

On the insurance firm side, what is important is to create a comprehensive framework that brings the
customer view into the product development and the sales and compliance guidelines. Firms need to
move away from the traditional model of product development which starts from the benefits we
know and like to offer to a new approach where we develop the benefits aimed at meeting identified
customer needs.

A key element is aligning the business strategy and company culture as well as the governance to the
aim of ensuring good customer outcomes. A defensive attitude aimed at avoiding regulatory inter-
vention is not sufficient. And a customer centric approach that constantly deliver good outcomes can
in the long-term drive revenue and profitability growth.

4.1.3. Distributor
The distributor plays a very important role as well. To be able to meet the customer needs, they need
products which offer good VIM, are simple and easy to explain.

In the sales process, the distributor needs to help the customer understand the product and the risk,
so illustration and presentational tools are important.

The distributor needs to be trained to discover the customer needs and match them to appropriate
product features, so a needs-based sales approach and good understanding of product features are key.

The distributor is often exposed to litigation risk and will want to minimise this, which of course can
be achieved if product outcomes meet the customer expectations over the product life time.

4.1.4. Regulator

The regulator tried to cover and influence all these areas and stakeholders, from product design and
development, to sales and distribution, to disclosure. The regulatory environment is still evolving,
and this needs to be borne in mind as we progress.

From this framework we investigated a few critical aspects that are key to helping customers
understand risks and outcomes for insurance products, avoid poor outcomes and also consider the
ongoing management of risk from the customer’s perspective. These aspects are: disclosure to
customers; NBS; and ongoing assessment and review of outcomes. We will discuss these aspects in
more detail in sections 5 and 6.

5. How we propose to improve customer outcome

The United Kingdom has the largest insurance and long-term savings industry in Europe and the
third largest in the world after the United States and Japan (Association of British Insurers, 2015).
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Table 2. Illustration Rates in the United Kingdom

Lower Intermediate Higher
Nominal Rates Rate (%) Rate (%) Rate (%)
Tax exempt business, personal pensions schemes, stakeholder 2 5 8
pensions and investment-linked annuities
All other products 1.5 4.5 7.5

So we will use the United Kingdom as a demonstrable example to explore possible solutions to help
customers to understand risks and outcomes of insurance products. We will present our ideas on
improving customer understanding and outcomes through clearer disclosure, a needs-based sales
process, ongoing assessment and even through an overarching duty of care.

5.1. Comparing risk/return profiles of different insurance products

Currently in many illustration systems the illustration rates are locked-in at the POS and they may
not be appropriate later in the policy term. The customers’ expectations would then be anchored to
the POS illustrated benefits which may become unsustainable if the economic environment had
changed later on. An example is the case of mortgage endowments where the bonus rates had to be
cut over time due to the falling yields and the projected maturity values could not be achieved. This
problem strengthens the case for regular reviews of the projected benefits for the in-force book and
clear communication to the customers if the economic and market conditions changed.

For example, in the United Kingdom, benefits are shown under three different nominal rates in the
illustration — see Table 2 (FCA, 2016g).

In the working party’s opinion these rates seem quite high in light of the current low interest rate
environment, particularly the lower rate.

The working party believes that illustrations on a range of expected returns on the assets in which the
customer’s funds will be invested, and a brief explanation of the main assumptions on which the
illustration is based can help customers compare the risk/return trade-offs for different products. In
order to manage customers’ expectations, the range of expected returns should capture negative as
well as positive scenarios, and ideally should reflect the volatility of returns from different asset
classes. Methodology for setting illustration scenarios should be forward looking, regularly reviewed
and updated to avoid creating unreasonable customers’ expectations and to manage these expec-
tations over the policy lifetime. Our view is supported by EIOPA in the upcoming PRIIPs regulation.'

5.2. Online illustration system allowing input of customers’ own scenarios

Given the complexity of risk/return profiles of different products and heterogeneity of customers’
circumstance and risk appetite, relatively sophisticated judgements are often involved in buying an
insurance product. Developing online illustration tools that allow customers to explore application

! See EIOPA (2016): “The information contained in the [key information] document should be capable of being
relied on by a retail investor when making an investment decision, even in the months and years following the initial
preparation of the key information document, for those PRIIPs that remain available to retail investors. Standards
should therefore be laid down to ensure timely and appropriate review and revision of key information documents, so
that the key information documents provided to retail investors remain accurate, fair, clear and not misleading”.
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scenarios, possibly including some own scenarios, on their own at any time can help ensure that
customers know what they are buying and thus avoid mis-selling. Below are some existing examples:

1. One of the most meaningful existing online illustration tools (to date) perhaps is the one provided
by Fidelity International.” It allows customers to see different options with different market
conditions instantly (see the following screenshot for an illustration):

Your gender: Your age: Investment amount
female 56 £1,000,000

Gross annual pension drawdown income @

£30,410 © }

Use the slider to change the amount

£0 w

%200,000

The ages your income could be paid until @

With poor market conditions With average market conditions With good market conditions

7 100

Money you could have left:
54,627,384

Assuming good heailth your life expectancy is age 90.

5M
~ Average life expectancy @
£ M
&
d
2 M
=
=
S
= M
3
B
2 ™
=
oM g

56 58 60 62 64 66 68 70 72 74 76 78 80 82 84 86 88 90 92 94 96 98 100
Your age

2 See https://www.fidelity.co.uk/investor/retirement/pension-drawdown-calculator.page#personaldata

13

https://doi.org/10.1017/5135732171800003X Published online by Cambridge University Press


https://www.fidelity.co.uk/investor/retirement/pension-drawdown-calculator.page#personaldata
https://doi.org/10.1017/S135732171800003X

C. R. Barnard et al.

2. Liverpool Victoria (LV) offers a range of online tools for retirement planning, pensions and annuities.
The following screenshot shows an example of an Annuity Comparison Tool provided by LV:

LY = Lifetime vs Fixed Term

Annuity Comparison Tool

Hide Cumulative - -
Lifetime vs Fixed Term Annuity with CRSYSPSSIYER  /Amend client(s) details

Medical Uplift

) Scenario 1:
Annuitant's health and personal

-&- Lifetime Annuity Amount - Fixed Term Annuity Amount circumstances haven't changed by the end of
200000 fixed term annuity

Annuitant’s health deteriorates by the end of
fixed term annuity

) Show All

Benefit amount (p.a.) GBP

Interest Rate Change:
c_

The effect of a total 0% absolute change in interest

ot
¥~ S anand

rates by the end of the fixed term

1234567 8 9101112131415161718192021222324252627282930

Years since retirement

* The cumulative breakeven point is displayed with a line showing each time the total
expected payments of an LTA exceeds those of the FTA (red line) and when the total
expected payments of the FTA exceeds those of the FTA option (green line|

3. Scottish Widows has also introduced some online tools but they involve many questionnaires,
which customers may try to avoid.*

5.3. NBS

5.3.1. Introduction

The next point we want to discuss in more detail is NBS. This was related to the working party’s
objective of avoiding poor customer outcomes relative to expectations and investment objectives.
We can say that NBS has two sides: “value” needs and “risk” needs.

5.3.2. Understanding customers’ value needs
Regarding the consideration of customers’ value needs in product design we want to stress three
aspects.

First, we need to consider VIM, that is, what the customer gets in return for the premiums paid both
before and after tax. There are various way one can do this: (a) calculate the customer internal rate of
return at different durations; (b) determine the customer payback period; (c) reduction in yield (RiY)
method. These are suitable mostly for savings products and it gets more difficult when it comes down

3 See https://'www.lv.com/adviser/support/tools
* See http://www.scottishwidows.co.uk/calculators/gis-idt-tool/index.html#/question/0
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Table 3. Key Needs and Product Features that Meet those Needs

Protection
(Own/Family) Education Savings Retirement Income Inheritance

Standalone/rider Accumulation up to, e.g. Investment linked/ Investment linked/ Investment linked/

Limited/whole university age, then universal life draw dawn/ universal life/
life drawdown benefit Investment risk traditional traditional whole life
Limited savings/ Additional protection matches annuity High protection
accumulation benefits to ensure customer risk  Fixed term or component (death
component original needs are met profile whole life annuity  benefit as estate
Low protection Guaranteed income  payout)
level (riders) Inflation protection Investment options/fund
Investment Dependent pension  switching/top-ups
options/fund
switching

Flexible premium
payment/top-ups

to protection. For protection, the benefit types can vary significantly between different propositions.
The ratio of present value of expected benefits to present value of premiums can be used as a VIM
proxy. For Life Insurance products, an industry wide VIM methodology and key performance
indicators are still missing though”.

Second, when designing products we should start from the needs of the target market and under-
stand how the product has to be structured to meet those needs. The traditional market segmentation
by risk should be supplemented by a “needs” segmentation (Money Advice Service, 2017a). For an
example, see Table 3. It lists the key needs and for each identifies the product features that are
appropriate for meeting that need. And a list of features which are forbidden can also be added,
which is also recommended in the IDD.

Third, product stress tests should be carried out to understand not only the risks for the company,
but also the situations when the product fails to meet the needs of the target market and its
circumstances. For example, for mortgage endowments, such a situation is when the bonus rate falls
below the level needed to ensure that the maturity value is sufficient to repay the loan, which is the
customer need the product was designed to meet.

On all of these three aspects we feel that more can be done by firms and that would have a significant
positive impact on outcomes.

On the distribution side, as proposed by the IDD, the remuneration should be aligned with NBS to
encourage the distributor to act in the customers’ best interests — discover their needs and match
them with appropriate products. Remuneration schemes should also not promote any conflicts of

5 In June 2015, the FCA launched a consultation on proposals to introduce measures of value in general
insurance markets, with the intention of increasing competition on value and incentivising firms to improve value
(FCA, 2015d). It is considering three potential measures: (1) the claims ratio as a standalone value measure;
(2) a package comprising claims frequencies, claims, acceptance rates and average claims payouts (but not the
retail premium); and (3) the claims ratio plus claims acceptance rates.
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interest in the sales process, and ideally the level of remuneration should reflect the qualification of
the intermediary and their work done.

Adequate training, information and tools should be provided to ensure the distributor go
through the needs discovering process and has a procedure for matching needs and product
features.

5.3.3. Understanding customers’ risk needs
The “risk” need is the second aspect of NBS. The key here is that the customer risk profile or appetite
should match the product risk.

On the product side, the risks of poor outcomes for the customer can arise for various reasons
(Association of British Insurers, 2013):

o Product’s risk/return profile was not properly presented and understood by the customer giving
rise wrong/unreasonable expectations.

e Performance was worse than expected at POS and the customer was not warned about the
potential downside

o The product was not sold to the target market it was designed for and the customer cannot access
the benefits when needed.

o The customer’s circumstances have changed after conclusion of the sale.

On the customer side, the risk profile is determined by a wide range of factors: net worth and risk-
bearing capacity, investment horizon, other assets and liabilities and how these are correlated among
them and with the markets, protection from other sources, for example, state safety net.

Understanding the customer risk profile is key for making the correct product recommendation, but
matching the two sides is not straightforward: we need a proper assessment process, a methodology
for matching and the ability to maintain the match over the customer journey. The working party
has investigated some potential methods for matching the customer risk profile with the appropriate
products, and discussed these at the 2015 Life Conference. The working party and the majority of
those that voted at the 2015 Life Conference supported informed free choice: the customer should be
provided information on products best matching their risk profile, but ultimately should be free to
choose alternative products if they want.

5.4. Ongoing assessment from customer’s perspective

The ongoing assessment that a product is suitable for the customer needs and risk profile is one area
where we feel that firms should do more and is also one of the most difficult parts.

Most insurance products are long term and in general not flexible enough to keep up with the rapidly
changing needs (e.g. change in health, wealth, social, family situation). Their performance is affected
by external and often unpredictable factors — volatility of financial markets, regulatory changes,
technology, etc.

This should be kept in mind already in the product design stage: if we stress test the product and
investigate worse case scenarios from the customer perspective we will be able to identify situations
when the product fails to meet the target market needs and we will be prepared to act in those

16

https://doi.org/10.1017/5135732171800003X Published online by Cambridge University Press


https://doi.org/10.1017/S135732171800003X

How can we improve the customers’ experience of our life products?

situations. Note that from a customer perspective, the stresses need to consider a wider range of
factors affecting the customer circumstances, for example, while for a firm perspective the stress is
only 25% fall in equity values, for the customer this can be associated with a strong economic
downturn and the higher risk of redundancy.

Product performance should be monitored against the initial illustration and the worst case scenarios

identified.

Regular communications with customers is key. These should cover not only financial information
and projections, but also a reminder of what need the product was intended to meet.

Finally firms can extract valuable information from data analysis, for example, complaints and
claims data or customer surveys.

A more complicated aspect could be to ensure that the product is sold to the target market it was
designed for. Sales data analysis can provide some insight and the target market should be defined so
that monitoring is subsequently possible as part of the regular management information reported in
the firm.

5.5. Introducing a duty of care on firms

Another approach is to adopt a duty of care, either through regulation (as proposed by Financial
Services Consumer Panel (FSCP), 2017) where the Financial Services Markets Act would be amended
to include explicitly the expectations of the regulator on the relationship between firms and their
customers.

The FSCP have highlighted a disconnect between the ideology behind the current Treating Custo-
mers Fairly (TCF) obligations and the firm taking responsibility for the decisions it makes. The TCF
principles do not fully remove a conflict of interest between the firm and the customer which does not
entirely deter firms from mis-selling products and services.

The idea is that financial products are inherently complicated and require equally complicated rules
to regulate them and to bridge the information asymmetries which exist within the financial services
industry. However, the complicated rules allow firms the opportunity to side-step obligations rather
than face them head-on. Introducing a duty of care would add a safety net to prevent getting around
the rules that are there to protect customers. It may also lead to a reduction in overall regulation as
the requirement to act in the customer’s best interests is enshrined within law and the regulations
designed to encourage that behaviour are no longer required. Instead, a more principle-based
approach would lead to the correct behaviours which ultimately ensures customers are treated fairly
and have a product which meets their needs.

This topic is a current area of debate within the UK industry, and with regulation
as a whole generally moving towards greater transparency and more information for customers,
the balance between meeting customers’ needs and regulation is one debate that will likely
keep going.

However the industry chooses to proceed, it is clear that ensuring the needs of customers are met and
being able to demonstrate this is a greater area of focus within regulation.
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5.6. International examples

The problem of life products’ outcomes not meeting customers’ expectations has not been limited to

the UK market. Other markets facing this issue have adopted alternative or similar measures aimed
at improving transparency and disclosure, promoting NBS and avoiding mis-selling and conflict of
interest. These measures can provide additional inspiration for potential solutions to improve

customers’ outcomes and we highlight below some interesting examples from the markets we have

researched:

Some Governments sponsor free guidance services to help customers choose appropriate insurance
and investment products. These include the United Kingdom’s Money Advice Service (2017b) and
Pensions Advisory Services (HM Treasury, 2015, 2016; Cheong, 2016), and Australia’s Money
Smart (2017) and Superannuation (2017) services.

In Taiwan, guided product selection is a very common approach, where the selling process is
regulated to ensure appropriate matching between the product risk and the customer needs and risk
profile. The approach works by first assessing all products and giving each a risk rating using
standard methodology that would be defined for use across the whole industry. Potential customers
must then complete a “Know Your Customer” questionnaire to determine their individual risk rating,
and then only products with the same or lower risk grade can be offered by the distributor.®

The United Kingdom and the Netherlands have a “no commission” structure, which can be
complemented with automated or simpler methods. In addition, drawdown products offer retirees
choice and flexibility in retirement, where the income they take can be varied over time and not all
of their retirement savings need to be moved into the post-retirement pot in one go.

In the United States, brokers are obliged to carry out frequent assessments of products and
suitability for their clients (see Securities Exchange Commission, 2008).

In Asia, the approach to ensure flexibility over the contract term is to have a generic savings type
product. Customers then choose risk riders to attach to this savings product which will meet the
needs of the customer at that particular time. Then over the lifetime of the product, the riders can
be changed to meet the changing needs of the customer.

In Brazil, providers offer products which can change as your household income changes, so, for
example, one can insure parts of the car in line with one’s income.

In South Africa, HIV-related products were priced on a forward-looking basis and working
towards keeping customers healthy in the future rather than based on historical behaviour to date,
which is how other products are priced. Some insurers then monitor customers’ adherence to
medical treatment through links with healthcare providers and text message reminders to
policyholders when appointments are due and warnings if appointments are missed. Insurers are
providing life insurance cover to those affected which then allows people to secure home loans and
start businesses, but also provide a crucial form of security for dependents. With this forward-
looking approach, some insurers in South Africa have seen that customers actually get 15%
healthier after 6 months (see AllLife, 2016).

In the Netherlands, the Dutch Government introduced an Amendment Act Financial Markets
2016 which introduced a duty of care on financial services providers. This made it a legal
obligation for firms to ensure they act in the best interests of their customers (Overheid, 2017).

¢ See  http:/law.tii.org.tw/Eng/ELAWDAT0202.asp?No=1A0060066&lsid=FL046517&hasChar=False&btn

Type=0&iIType= (especially article 6) and http:/law.tii.org.tw/Eng/FLAWDAT0202.asp?No=1A0060021&Isid=
FL006828&hasChar=False&btnType=08&rIType= (especially article 6.6(4))
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e The US Department of Labour are introducing a Fiduciary Rule such that advisors must act in the
best interests of their clients, and to put their clients’ interests above their own. Advisors must not
conceal any potential conflict of interest, and all fees and commissions must be clearly disclosed.
The definition has been expanded to include any professional making a recommendation or
solicitation, and not simply giving ongoing advice (see Department of Labor, 2016).

6. Implications and benefits of our proposals

In this section, we consider the proposals of section 5 and show how each of them can contribute to
achieve the key objective we set at the beginning of this paper: help customers understand risks and
outcomes for life insurance products, avoid poor customer outcomes and improve the management
of risk from the customer’s perspective.

6.1. Improving customer understanding

The working party believes that up-to-date, clear and understandable disclosure will improve the
customer’s ability to select the most appropriate life insurance product for the customer’s needs and
improve the customer’s understanding of the basic features of the product that has been purchased or
is under consideration. And there is scope to improve this further, as proposed under PRIIPs.
Illustrations can be used to define and show the worst case scenarios as well as take our customers
through a journey to explain what could go wrong or provide them with an idea of what circum-
stances the particular product would not be good for them.

More transparency about worst case outcomes may lead to the introduction of additional product
features designed with the aim of mitigating large negative outcomes by, for example, using out of
the money options. However, the downside of creating such products is that it introduces an
additional cost, which may or may not make the product attractive. The aim of this is to help
customers understand the products and the risks better.

This approach does raise the question of whether customers should be enabled to choose scenarios or
provide input to the process. It is less clear cut what the process could be or how the scenarios should
be, particularly the worst case scenario, without knowing the individual needs and requirements.
However, by setting out more information you’re empowering the customer to make a more
informed decision with the freedom to choose whichever product they wish.

6.2. Advantages of NBS

NBS is a way of avoiding poor customer outcomes. This may mean that a more granular market may
arise which caters for niche groups (e.g. impaired lives), or that providers will become more selective
over the products they offer or only offer more generic products, or providers will unbundle products
to match individual specific needs. This is likely to increase innovation in the market.

In practice, the product features and flexibility will determine whether the needs can be met.
Complex needs often require more complicated solutions yet products need to be flexible to meet the
evolving needs of the market. Thinking about what needs the product should meet, how flexible the
product should be to meet future demands and what are the costs and benefits (from the customer
and firm perspectives) of different options should all be at the top of any product development and
sales capture.
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In addition, the way products are sold will need to be aligned with meeting the needs of customers.
We would want to ensure distributors actively identify and adequately match customer needs. Would
a model like that in the United Kingdom and the Netherlands of no commission be enough to
ensure this?

The working party believes that remuneration based solely on sales volume will be replaced by
incentives linked to customer service quality and ensuring the needs are met. For example, EIOPA
have flagged volume-based remuneration schemes as potentially leading to conflicts of interest in the
sales process (EIOPA, 2017).

In addition, this will have an impact on the manufacturer — to what extent does the manufacturer
have to ensure that the distributor follows the NBS approach? Manufacturers will have to be more
proactive in monitoring and controlling distributors and in collecting and reporting the necessary
data in the management information systems to ensure such an approach is feasible.

Moving on to optimal product choice, what are the implications of moving to a needs-based
approach in a competitive market place where everyone wants to sell and make money? Do
providers have a duty to inform/raise awareness that other products are better match for the
particular need (e.g. when the company does not offer impaired annuities, although these are available
from other providers, which would be a better option for a customer in poor health). While this is
unusual outside financial services, we need to remember that some insurance and pension products are
very difficult to compare and understand, involve long-term commitments from both the provider and
the customer and wrong choices can have dramatic consequences for the policyholders.

We also believe that at some point the customer has to take responsibility for ensuring the product is
understood and suitable. Education is key! The knowledge required needs to be built up from a
young age so that the population is financially literate and more aware of the products and risks they
are taking. This is a long-term goal but something that is extremely important in balancing the
knowledge gap between customers and providers.

6.3. Benefits of ongoing assessments and communication with customers

Ongoing assessments are a key part of the thinking we have done. We believe that one-off irreversible
decisions to buy a product should be avoided, rather products should continually meet the needs of the
customer and those needs should be reviewed on a timely basis to ensure the product remains suitable.

The responsibility for a regular review and suitability assessment can fall to the company/distributor
or the customer. In the United States, brokers are required to check annually the product suitability
for variable annuities; they are also required to update client risk profiles, investment objectives and
review existing investments against the updated client objectives. The responsibility very much lies
with the broker to ensure the products remain suitable for the customer. This could be one way of
bringing in an ongoing assessment.

Alternatively, the responsibility of providing regular information about the change in circumstances
could fall to the customer. We want to encourage customers to regularly inform the insurers about
their evolving needs, for example, include on the anniversary letter statements such as “if your
personal/family/health/working/income/wealth status has change significantly, please contact ...”.
The customer may not be financially literate enough to say whether the product is still suitable,
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therefore the insurers should be responsible for assessing if the product they sold is still suitable to
meet the needs and informing the customer accordingly. An in-depth regular assessment can be
offered as a service in return for a fee, similar to the initial advice at the POS. This can also open the
option for the customer to choose between a simple standardised product with no regular reviews
(but most likely for shorter term) and a more flexible, complex, longer term, lifecycle-type product.

The working parties and the majority of those that voted at the 2015 Life Conference was for a
shared burden between the company and the customer, for example, annual touchpoint with the
customer encouraged to contact the company if their circumstances have changed.

Products could be set up in a very flexible way, for example, a single product over a customer’s
lifetime that could be changed at will by the customer to meet their evolving needs. For example,
various rider options could be attached to provide the benefits required by the policyholder, all within a
single product. The other end of the spectrum is to have short-term products with mandatory renewal
from the customer’s side. This could be a move away from products like Whole of Life and a step
towards term assurance products where at the end of the term, the policyholder would need to assess for
themselves whether the chosen level of life cover is adequate for their current needs.

It is important to note that the proposed flexibility of products and regular reviews will have a cost.
We will need to consider whether customers are prepared to pay for such a service.

Whichever option is chosen, there needs to be a link back to the product development stage. It is
important to know that if the target market, needs and value proposition were not clearly defined in
the product development stage, then it will be difficult to monitor good outcomes effectively.

Customers should also be encouraged to shop around and regularly investigate and assess
if switching their products is appropriate. However, this will have an impact on profitability of
providers, but equally that should encourage innovation in the market to retain customers.

6.4. Introducing a duty of care on firms

A duty of care is designed to ensure that the firm acts with the best interests of customers. As
discussed above, the current UK industry debate centres on whether the TCF obligations go far
enough to ensure customers interests are appropriately considered.

There are advantages as well as disadvantages to the introduction of a duty of care. On the one hand,
introducing a legal duty of care may appear more onerous but may in fact actually reduce legislation.
If the culture is adequately set up to ensure the duty of care is driven throughout the firm, this will
ultimately lead to a reduction in the onerous amounts of compliance already in existence within
firms. On the one hand, a legal obligation on firms may discourage innovation and reduce the
complexity of products. However, we believe it may also open up opportunities for firms to innovate
and compete without the unnecessary red tape currently required by compliance with a number of
rules all intended to achieve the single purpose of fair treatment of customers.

However, enshrining the requirements into law will does open up firms to possible legal action. It is
noted that the intention of the FSCP in proposing this is not that consumers should be able to take

legal action, but rather that this would work as a preventative measure and disputes would continue
to be resolved by the FOS. So while there may be a reduction in regulation a firm must comply

21

https://doi.org/10.1017/5135732171800003X Published online by Cambridge University Press


https://doi.org/10.1017/S135732171800003X

C. R. Barnard et al.

with, the risk of legal action may be enough to suppress innovation and possibly the breadth of
offerings within the market. This in turn would be bad for the customer and limit competition
which in turn affects price. This would also have knock on effects for the industry and the
Government through increases in the protection and savings gap, which may ultimately need to be
filled through Government resources for example, long-term care needs through adult social services
care schemes.

A duty of care ensures the aims of existing regulation such as TCF and upcoming regulation
such as IDD will meet the aims of improving fair customer outcomes. In that respect, the ideas
behind the duty of care are not new and should not shift the culture away from the customer
centricity we already see within the United Kingdom. This may be an exciting opportunity to
ensure that all those within the financial services, regardless of type or firm for example, insurer or
bancassurer and regardless of position adhere to the aim of ensuring the customer is at the heart of
what we do.

The idea here is that a duty of care introduces an element of trust within the relationship between a
firm and its customers. That trust is demonstrated by the firm having a legal obligation to ensure as a
firm they work towards reducing the information asymmetries that naturally exist within the
financial services industry and allow customers to take on responsibility for the choices they make.

Duty of care obligations would also introduce a level of trustworthiness in the market. As trust is a
function of how the market regards the particular profession or industry, this can only lead to greater
confidence and opportunities for sales and product development. What the industry as a whole is
missing is a means of demonstrating that it is working with the right intentions, particularly in light
of the numerous mis-selling scandals over previous decades.

An alternative to introducing a legal duty of care is to extend The Actuaries Code to drive behaviour
within the profession. However, this will only be of limited use but it will be a unique opportunity for
the IFoA to take a market leading position and encourage the behaviours that should be expected
already of firms.

As a working party, we are open to the idea of introducing a duty of care and welcome further
debate on this. One area for discussion is the relation of the duty of care of the firm to the duty of
care for particular individuals, including the intermediary. A duty of care should clearly articulate the
requirements on a firm to demonstrate they are working in the best interests of their customers. That
will in turn ensure that the needs of those customers are met. The approaches described above such
as NBS and ongoing assessment may be viewed as best practices for firms seeking to demonstrate
some compliance with the duty of care.

7. Conclusions and recommendations

This section summarises our main conclusions and recommendations. An overview is provided in
Table 4 and some of the key recommendation related to disclosure, NBS , ongoing assessment and
duty of care are briefly discussed below.

The consideration of risk and customer outcomes is part of a complex landscape with competing

interests, functions and stakeholders. We need to consider all stakeholders and be prepared to adapt
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Table 4. Conclusions

Complex landscape  Need to consider all stakeholders involved
Be prepared to adapt to an intricate and rapidly changing regulatory landscape

Regulation Unintended consequences: different products for mass and HNWI markets and potential
gap in the market not served by advice
Disclosure Product risk rating and better match to customer risk profile can help improve outcomes

and manage expectations
Illustrations: more up-to-date and forward looking
Ensure customer understands “what could go wrong”
Needs-based selling  Reconsider the way we design products and propositions: start from target market and
customer needs
Remuneration schemes: based on qualitative as well as quantitative criteria
Ongoing assessment  Avoid as much as possible one-off irreversible decisions
Increase number of touchpoints with customers to ensure products remain appropriate
Duty of care Consider introducing a duty of care on financial service firms to oblige them to act in the
customers’ best interests at all stages

to an intricate and rapidly changing regulatory landscape. Regulators are taking increasing interest
in these topics, but we should not overburden our business and customers with boilerplate
disclosures and we have to recognise potential unintended consequences of regulation. One example
of this is different product offerings for mass and HNWI in the UK market and a potential gap in the
market for the middle ground, which is not served by advice.

Despite this, improved and more dynamic disclosure can be beneficial to help customers understand
the risks and outcomes for insurance products. Product risk rating and a better match to the cus-
tomer’s risk profile can help manage expectations and improve outcomes. It is important that
customers understand “what could go wrong” in the future.

NBS has been much discussed in the past, for example, Jeremy Goford’s exhortations from 20 years
ago to do better. It is not clear that this was successful. We need to reconsider the way we design
products and propositions, by starting from the target market and customer needs. Additionally, in
order to avoid conflicts of interest in the sales process, the working party believes that remuneration
based solely on sales volume will be replaced by incentives linked to customer service quality and
ensuring the needs are met.

We support an ongoing assessment of products and needs to try to ensure that they are still suitable.
We should avoid as much as possible one-off irreversible decisions and increase the number of touch
points with customers to ensure that products remain appropriate. The touch points exist in many
cases and could be adapted to improve this very important, and possible neglected, part of the
product lifetime.

The ongoing industry debates around a duty of care for the financial services sector are a welcome
step towards ensuring the needs of customers are met. There are advantages and disadvantages to
setting out a requirement on firm to ensure they operate with the best interests of their customers
which is in line with the intentions behind TCF. It is unclear whether this will materialise but what is
certain is that the regulator is making a greater emphasis on firms to demonstrate fair customer
outcomes either through disclosure of further information through incoming regulation such as
PRIIPs and IID.
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There is no way for the industry to avoid moving forward towards improving customers’ experience
of our life insurance products, and this change should be welcomed and actively embraced. The
working party hope that the ideas presented in this paper will help firms to take that leap forward.
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Appendices

Appendix 1: Results from a survey carried out at the Life
Conference 2015

As part of the working party’s research, a survey was conducted during our presentation at the 2015
Life Conference in Dublin. The questions and responses are summarised in Table Al. Around
25 participants voted and respondents tended to agree with each other.

Most of the respondents supported informed customer choice rather than heavy-handed approaches,
such as legislation, to the issues raised. The one outlier concerned risk rating for our insurance
products, where the majority of respondents supported a regulatory-defined methodology with input
from the actuarial profession. Interestingly, this is actually very close to the methodology for product
risk rating proposed by the PRIIPs regulation.

Appendix 2: Further material on upcoming European regulations
IDD

e It is a revision of the Insurance Mediation Directive (IMD) (Directive 2002/92/EC).

o Key objectives are improving consumer protection in the insurance sector and harmonise the
national rules.

o Covers all sales of insurance products, whether by insurance intermediaries or insurance firms.
o Introduces two general principles

- insurance distributors must “always act honestly, fairly and professionally in accordance with
the best interests of customers”;

- and that all information must be “fair, clear and not misleading”.These two principles are
more or less the same as in the FCA’s existing Principles for Business.
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Table Al. Results from a Survey Carried Out at the 2015 Life Conference

Total Percentage

Should the state step in to correct the market failure regarding the availability of advice?

1 Carry on as before 1 4
2 Government authorised products 2 8
3 Sponsored advice centres 11 42
4 Dedicated website to improve education 12 46
Total 26 100
What approach for product and customer risks do you prefer?
1 Restricted choice: can only choose products with risk level lower than customer risk 0 0
profile
2 Informed free choice: information on best risk matching, customer free to choose 24 96
3 No risk rating needed 1 4
Total 25 100
Which approach for product risk rating do you prefer?
1 Firms define own methodology within principles set by regulator 7 28
2 The regulator defines the methodology with input from the Profession 12 48
3 No risk rating needed, only illustrate the variability of potential outcomes 6 24
Total 25 100
Who should be responsible for the ongoing assessment of product suitability?
1 Customer 2 8
2 Company 3 12
3 Shared burden (annual touchpoint, customer decide) 20 80
Total 25 100

Initially it required the disclosure of distributor remuneration. In the final text, this requirement
was relaxed and replace by a disclosure of the

- nature of remuneration

- basis of the remuneration — that is, whether it is in the form of a fee paid by the customer, a
commission or other economic benefit. Where the fee is payable directly by the customer,
intermediaries must disclose the amount of the fee or, where this is not possible, the method for
calculating it.

Member States will have to lay down rules ensuring remuneration systems do not conflict with the
distributor’s duty to act in the best interest of its customers. In particular, remuneration systems
should not encourage distributors to recommend a particular product when a different product
could be offered that would better meet the customer’s needs.

Requires the product approval process to specify a target market for each product. Need to ensure
that the distribution strategy is consistent with the identified target market.

For investment-based products, fees, charges and the cost of advice must be disclosed to the customer.

e Member States are allowed to prohibit or further restrict the offer or acceptance of fees, commissions
or non-monetary benefits from third parties in relation to the provision of insurance advice.

Intermediaries and firms are required to obtain the necessary information regarding the customer’s
knowledge and experience in the investment field their financial situation, ability to bear losses,
investment objectives, risk tolerance. This information should be used to recommend products that
are suitable for the customer and, in particular, are in accordance with his risk tolerance and
ability to bear losses.
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Product oversight and governance (POG)
e This is a key component of the IDD aiming at minimising potential consumer detriment. The
Guidelines contain 12 principles for improving the POG. Key recommendations are:

- The firms should only design and bring to the market products that meet the needs of the
identified target market.

- The firms test and assess whether the products remain appropriate under a range of scenarios,
including stressed scenarios.

- Need to monitor on an ongoing basis that the product continues to meet the needs of the target
market.

- The firm should select distribution channels that are appropriate for the target market.
Verify that distribution channels act in compliance with the manufacturer’s POG
arrangements.

MIFID II

o The goals are increased transparency within financial markets and to create a level playing field
between trading venues.

e MIFID II is aiming to address the shortcomings of the original MiFID release and respond to
lessons learned during the financial crisis.

¢ It made amendments to IMD1. The requirements are in line with the final proposal for IDD as
outlined before.

o The design, marketing and distribution of products must be tailored to the target market.

e Remuneration and sales targets should not incentivise staff to recommend inappropriate financial
instruments to retail clients.

e Provision of information regarding costs, charges and the cost of advice.

e Firms must also indicate whether they will provide the client with a periodic assessment of the
suitability of recommended financial instruments.

e Firms must tell clients in advance if investment advice is given on an independent
basis and whether it is based on a broad or more restricted analysis of the market and, in particular,
whether the range is limited to financial instruments issued or provided by related entities.

e Firms that provide advice on an independent basis must assess a sufficiently large number and
diversity of financial instruments available on the market and should not limit the range to
instruments issued by the firm or related entities.

¢ Financial instruments should be regularly reviewed to assess whether the product and distribution
strategy remain appropriate for the target market.

e New products must specify the target market and ensure that risks to the target market have been
identified and that the distribution strategy is consistent with the target market.

PRIIPs

On 15 April 2014, the EU parliament formally adopted the proposed regulation on KID for PRIIPs
(EIOPA, 2016). Manufacturers of PRIIPs will need to provide standard KIDs containing a summary
of information on the investment products while advising or selling their products to retail investors.
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The KID represents a significant challenge for both product manufacturers and distributors,

including banks, investment firms, insurance undertakings and asset managers.

Regulation is expected to come into force on 1 January 2018.

The aim is to improve transparency in the investment market for retail investors. The proposal aims

to ensure that retail investors are able to understand the key features and risks of retail investment

products, whilst ensuring a level playing field between different investment product manufacturers

and those selling their products.

e Under the new PRIIPs Regulation, a product manufacturer must publish a KID on its website

before a packaged product or insurance-based investment product is made available to retail
investors.

o The KID will be a standardised document of up to a maximum of three pages of A4-sized paper.
This will allow consumers to compare different PRIIPs.

o The person advising or selling the packaged or insurance-based product will be required to provide
the KID to retail investors before he makes an offer to sell or sells the product.

e KIDs are designed to help consumers to understand PRIIPs, estimate the total cost of their
investment and make them aware of the risk-reward profile.

The KID must contain the following information:

o A description of the product, its objectives and a description of the type of retail investor to whom

the PRIIP is intended to be marketed, in particular in terms of the ability to bear investment loss

and the investment horizon.

e A section on the risks and return to the customer. Should contain:

A summary risk indicator
Narrative explanation of the risk

Indicate the maximum possible loss of capital: whether the retail investor can lose all invested
capital, where applicable, whether the PRIIP includes capital protection against market risk

appropriate performance scenarios, and the assumptions made to produce them
information on the tax legislation that applies

Under a section titled “What happens if [the name of the PRIIP manufacturer] is unable to pay
out?”, a brief description of whether the related loss is covered by an investor compensation or
guarantee scheme

Costs associated with the product

Effect of all costs, including commission, on the return

an indication of the recommended and, where applicable, required minimum holding period
explanation of conditions and charges applicable on withdrawal

information about the potential consequences of cashing in before the end of the term or
recommended holding period, such as the loss of capital protection or additional contingent fees

information about how and to whom a retail investor can make a complaint about the product
or the conduct of the PRIIP manufacture.

The PRIIPs regulation specified the general requirements on the content of each section.
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The European Supervisory Authorities (ESAs) are required to develop Technical Standards
specifying the details of the presentation and content of the KID, for adoption by the European
Commission.

Appendix 3: Emergence of the “advice gap” in the UK market since
the RDR

The ban on commissions and the introduction of a more transparent fee structure is likely to promote
a two-tier market with a gap between the tiers; one tier for the masses who will need simple
standardised products where the processes and administration can be automated as far as possible,
with some online servicing. The other side of the market will be aiming towards the high net worth
individuals who require complex products to meet their complicated needs. Advice will still be
needed and they will be willing to pay for that advice.

This “advice gap” in the market is something we are starting to see in the United Kingdom, for
example, in the at-retirement space, whereby wealthier retirees have access to various self-invested
personal pension (SIPP)/drawdown options and there is not really much on offer for those who have
very small pots, other than to take their pots in full or take out an annuity. Cass Business School
recently concluded that as a result of the UK’s RDR, a UK investor with less than £61,000 in
investment funds is no longer commercially viable for investment advisory services (note that ~75%
of the UK adult population would have less than this amount to invest) (Clare, 2013). As a result of
these concerns UK regulators are responding, even indicating a willingness to consider a return to
commission payments in some form for certain retail products (see Professional Adviser, 2016).
Furthermore foreign regulators and commentators are also taking notice of these developments, for
example, considering commenters on the US Department of Labor’s proposed Fiduciary Duty Rule,
which would ban commissions on certain individual retirement account products including some
variable annuities and fixed interest annuities, unless exempted subject to strict conditions (see

Schoeff, 2014).

Appendix 4: Examples of illustration methodologies for POS disclosure in
various markets

In many jurisdictions the disclosure of expected returns and potential risks to customers is required
by the regulator. The minimum requirement is normally an illustration of benefits or outcomes under
different scenarios (e.g. low/medium or base/high) and of the impact of charges on the customer’s
outcomes. In certain markets, the minimum regulatory requirements have been developed further by
the industry by disclosing and presenting more scenarios or stochastic projections. Below is a
summary of some key market practices and other regulatory initiatives.

POS disclosure in the insurance, banking and securities sectors by the
Joint Forum

In April 2014 the Joint Forum consisting of the Basel Committee on Banking Supervision, the
International Organisation of Securities Commissions and the International Association of Insurance
Supervisors published a final report “Point of Sale disclosure in the insurance, banking and securities
sectors”, which made a series of recommendations regarding POS disclosure, including that it
should: facilitate comparison of competing products; and disclose risks, costs and financial benefits
and other relevant product features (Bank for International Settlements, 2014). In preparation, the
Joint Forum surveyed 16 regulators regarding the POS disclosure in various countries, and
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concluded that: in most markets, information regarding risk, rewards and past performance and
costs must be included in the POS disclosure; and in most jurisdictions, a description of the risk-
reward profile must be disclosed to the customer. Normally this is shown using a range of risk-
rewards that can facilitate the comparison of different products. A narrative description of the
consequences of the risks may also be provided.

Reports on the proposal for regulation on KID by the Europe Commission

The European Commission has published research into various potential formats for the KID
proposed under the PRIIPs regulation with the intention of improving its understandability to
consumers (see, e.g. Bereés, 2013; Iozia, 2013; EU, 2014b; European Commission, 2014). Some of the
key conclusions of this research include the following:

o The research found out that certain structured products play on the behavioural biases of the
investors, in particular on their preference for immediate high returns.

e Recommends the KID explicitly describes the costs to the customer making clear how these are
split between the manufacturer and the distributor. The impact of the costs should be shown not
only at the POS, but also over the product term.

o Requires the illustration of the risk-return profile of the product using a summary indicator.
This should provide an easily understandable visualisation of the risk and reward profile
of the product. The relevant ESA is asked to develop technical standards regarding the
precise definition of a number of risk categories for illustration and of the summary indicator such
that:

o The indicator makes clear that the potential for greater rewards is associated with taking more
risk. The customer should understand that no product is risk free and should not act without
understanding the risks involved.

o The indicator enables the customer to compare the risks/reward profiles of different products.
A comparison to a risk-free benchmark such as the rate on savings accounts can be provided to
help the customer understand how taking more risk impacts the risk.

e The illustrations included in the KID should be based on scenarios that make full allowance for the
impact of costs over time.

¢ Recommends the development of an online illustration system which allows the customers to
compute the product risk and rewards by entering information on the expected duration of the
product, the underlying investments and their return.

¢ Recommends including in the KID a section called “what happens if the manufacturer defaults”
containing a description of the maximum loss for the customer and a reference to whether the loss
can be recovered from any compensation or guarantee scheme.

¢ Requires updating customers if the risk/return profile of their product has changed.

Conduct of Business Sourcebook (COBS) prescribed by the FCA in the United
Kingdom

The FCA prescribes the maximum rates of return that financial service companies may use in the
projections that are disclosed in the key features illustration provided to customers looking to
purchase investment products. The current maximum rates of return consist of three standardised
deterministic scenarios with low (2%), intermediate (5%) and high (8%) returns. The projections
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should be calculated with a lower rate if the client requests this. The inflation rates, both price and
earnings, to be used are also prescribed for each of the three scenarios, and are currently fixed at
2.5%. The illustration may include a stochastic projection if “there are reasonable grounds for
believing that a retail client will be able to understand it”. Any stochastic projection must be based
on a reasonable number of simulations and assumptions which are supported by objective data. On
top of this, financial service companies must also disclose the full costs and effect of charges via
the RiY.

Actuarial Standard Technical Memorandum 1: Statutory Money Purchase
Illustrations specified by the UK's Financial Reporting Council

The Financial Reporting Council (2014) allows providers to use their judgement to determine rea-
sonable assumptions while specifies the assumptions and methods to be used in the calculation of
statutory illustrations of money purchase pensions. In the accumulation phase pre-retirement the
accumulation rate should take account of the current and future investment strategy and should be
based on the expected return before the deduction of expenses and charges, and the inflation rate
must be set at a level of 2.5% p.a. In the pension annuity phase post-retirement the interest rate used
in the annuity calculations is prescribed by reference to the average value of the Government
Securities Fixed Interest Yield Index. Furthermore the methodology prescribes the allowance for
mortality improvement.

Rules recommended by the German association of Insurers (GDV) and others

For traditional products German life insurers disclose maturity values projected at the current
year’s disclosed total yield, plus a sensitivity for -1% and +1%. Costs and RiY are disclosed
here. Surrender values are also disclosed for every insurance year after deducting all surrender fees
and penalties. Surrender values also include bonus and valuations reserves based on current
declarations.

For non-traditional products there is currently no strict regulation concerning projection rated for
illustrations. However, the GDV recommends certain rules. Many life insurers disclose maturity and
surrender values for future years projected with rates between 0% and 10% (e.g. 0%, 2%, 4%, 6%,
8% and 10%) before deducting costs. RiY should also be disclosed. The range of projection rates
often depends on the product class, with a narrower range being used for more conservative products
such a part-traditional and part unit-linked hybrid products.

There is currently a new law for state-subsidised products such as the Riester pension product
(Produktinformationsstelle Altersvorsorge, 2017). Independent bodies are responsible for specifying:
the criteria to classify such products in risk-return classes; the methodology for calculating effective
costs; and the stochastic simulations to be used for the illustrations. Following this, life insurers
would disclose illustrations using multiple projection rates dependent on the risk-return class the
product has been classified to.

Scenario illustrations published by the Canadian Life and Health Insurance
Association

The Canadian Life and Health Insurance Association published guidance for insurers preparing
illustrations. Insurers should provide two scenarios of illustrated results. The primary scenario
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should be drawn “from an identified range of scenarios that the insurer judges as reasonable”
(see Canadian Life and Health Insurance Association Inc., 2007). The second scenario should be less
favourable than the primary scenario. Insurers should also disclose the general basis and the key
assumptions for each scenario.

Glossary

Advice gap is the gap between the two market tiers: one tier for the masses who will need simple
standardised products where the processes and administration can be automated as far as possible,
with some online servicing; The other side of the market will be aiming towards the high net worth
individuals who require complex products to meet their complicated needs. Advice will still be
needed and they will be willing to pay for that advice.

Conduct of Business Sourcebook (COBS) is part of the FCA Handbook, see https://www.handbook.
fca.org.uk/handbook/COBS/

Customers (in this paper) refer to clients or investors of an insurance company.
Customer outcome represents the resulting impact of an action of a supplier on the customer.

Customers’ risk needs (in this paper) refers to that customer risk profiles or appetites should be
matched with the product risk.

Customers’ value needs (in this paper) refers to the needs of VfM, that is, what the customer gets in
return for the premiums paid.

Drawdown refers to the flexible withdrawal of pension pot from the age of 55, which was introduced
in 2014 in the United Kingdom.

Duty of care is designed to ensure that the firm acts with the best interests of customers.

The Financial Services Authority (FSA) was a quasi-judicial body responsible for the regulation of the
financial services industry in the United Kingdom between 2001 and 2013. It was founded as the
Securities and Investments Board in 1985. Its board was appointed by the Treasury, although it
operated independently of government. On 19 December 2012, the Financial Services Act 2012
received royal assent, abolishing the FSA with effect from 1 April 2013. Its responsibilities were then
split between two new agencies: the FCA and the Prudential Regulation Authority of the Bank of
England. Website: http://www.fsa.gov.uk/

Insurance Distribution Directive (IDD) (2016/97/EU)) is a revision of the IMD (Directive 2002/92/
EC) (see IMD) and its Key objectives are improving consumer protection in the insurance
sector and harmonise the national rules. On 23 June 2016, the EU referendum took place and the
people of the United Kingdom voted to leave the EU. Until exit negotiations are concluded, the
United Kingdom remains a full member of the EU and all the rights and obligations of EU mem-
bership remain in force. During this period the government will continue to negotiate, implement
and apply EU legislation. The outcome of these negotiations will determine what arrangements apply
in relation to EU legislation in future once the United Kingdom has left the EU. In line with this
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policy the government intends to transpose and implement IDD to schedule, and by 23
February 2018.

Insurance Mediation Directive (IMD) (2002/92/EC), adopted in 2002, sought to remove the barriers
to a single market for insurance and reinsurance intermediation. IMD principally covered the
activities of insurance agents and brokers selling insurance and reinsurance products, but did not
cover direct sales by insurers and reinsurers. IMD was a minimum harmonising directive setting a
minimum standard, but giving member states the flexibility to introduce additional provisions in
order to protect consumers.

Key information document (KID) is a short, plainly worded document — no more than three pages
long — that will provide customers/investors with answers to the key questions they have about the
features, risks and costs of investment products.

Markets in Financial Instruments Directive (MiFID) II refers to the new EU legislation on MiFID,
which was applied in the United Kingdom from November 2007 but now being revised to improve
the functioning of financial markets in light of the financial crisis and to strengthen investor
protection.

Mis-selling is the deliberate, reckless or negligent sale of products or services in circumstances
where the contract is either misrepresented, or the product or service is unsuitable for the customer’s
needs.

Needs-based selling (NBS) relates to the working party’s objective of avoiding poor customer out-
comes relative to expectations and investment objectives. It has two sides: value needs and risk needs.
See also Customers’ value needs and Customers’ risk needs.

Payment protection insurance (PPI) is an insurance product that enables consumers to ensure
repayment of credit if the borrower dies, becomes ill or disabled, loses a job or faces other cir-
cumstances that may prevent them from earning income to service the debt.

Packaged Retail and Insurance-based Investment Product (PRIIP) is defined as an investment
where, regardless of its legal form, the amount repayable to the retail investor is subject to
fluctuations because of exposure to reference values or to the performance of one or more assets that
are not directly purchased by the retail investor; or an insurance-based investment product which offers
a maturity or surrender value that is wholly or partially exposed, directly or indirectly, to market
fluctuations.

Product Oversight and Governance (POG) is a key component of the IDD aiming at minimising
potential consumer detriment.

Point of sale (POS) is the time and place where a retail transaction is completed.
Retail Distribution Review (RDR) is a key part of the FSA consumer protection strategy. It is
establishing a resilient, effective and attractive retail investment market that consumers can have

confidence in and trust at a time when they need more help and advice than ever with their retirement
and investment planning.
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Self-Invested Personal Pension (SIPP) is the name given to the type of UK government-approved
personal pension scheme, which allows individuals to make their own investment decisions from the
full range of investments approved by HM Revenue and Customs.

Treating Customers Fairly (TCF) refers to the need for firms to take proper account of providing

clear information to their customers after the POS as it plays an important role in helping to ensure
that consumers are kept aware of product performance and in managing expectations.
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