
Session/séance:  Session 32 Segregated Funds
Speaker(s)/conférencier(s):  Steve Bocking, Christian-Marc Panneton, Steve Prince



Segregated Funds:
Product Trends and 
Risk Management



Agenda

I. Evolution of the Segregated Fund Marketplace

II. The Impact of Recent Capital Markets

III. Revisiting Risk Management

IV. The Future of Segregated Funds



I. Evolution of the Segregated Fund  
Marketplace



Types of Segregated Fund Products
• Guaranteed Minimum Death Benefit (GMDB)

 Guarantees between 75% to 100% of net deposits on death 
of the annuitant

• Guaranteed Minimum Maturity Benefit (GMMB)
 Guarantees between 75% to 100% of net deposits after a 

specific period of time (typically >= 10 years)

• Guaranteed Minimum Income Benefit (GMIB)
 Guarantees that the account balance at annuitization will be 

sufficient to purchase a minimum periodic payment amount 
under a standard payout annuity



• The distribution of wealth is increasingly weighted      
towards individuals 55 and over:

• 2006: 60% of $2.4 trillion
• 2016: 70% of $5.5 trillion

• The number of households is also increasingly   
weighted towards individuals 55 and over:

• 2006: 39% of households

• There is an overall shift in the concentration of assets  
towards boomers as they transition into retirement
 These statistics also show the concentration of wealth in the age range of 

55+ with 40% of households owning 60% of Canadians assets in 2006

Canadian Demographics

Source:  I.E. Household Balance Sheet, 2007 Edition 



New Product Strategy
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GMWB Product Features
• Product features of a typical GMWB product: 

 GMWB features are attached to a Segregated Fund policy
 GMWB payments are guaranteed:

• For a fixed term such as 20 years, or
• For the life of the policyholder

 Policyholder discretion in the amount and timing of  
withdrawals 

 Guaranteed income payments are typically determined at 
initiation of withdrawals; may be re-calculated in the future

 Other common features may include guarantee resets and 
deferral period bonuses



Net Cash Flow Trends

Source: Investor Economics
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Net Cash Flow Trends
U.S. Variable Annuity Net Flows

(Q3 2007 YTD)
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II. The Impact of Recent Capital 
Markets



TSX Composite Index:
December 31st, 2007 to June 30th, 2009
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Impact on Earning’s
• All insurer’s offering segregated funds have been 

impacted by recent market conditions:
 Insurer’s with risky product shelves and limited risk 

mitigation strategies took significant earning’s hits due to 
increased actuarial liabilities

 Insurer’s with risky product shelves and comprehensive risk 
mitigation strategies may have seen reduced impacts

 Insurer’s with low risk product shelves may not have 
required increased actuarial liabilities; however, their overall 
fee revenue would have decreased



Sales Trends



Canadian Competitive Changes
• Insurers have significantly adjusted their segregated 

fund portfolios since the market crisis: 
 Higher fee rates
 Restriction on the income start date for GMWB policies
 Removal of 100%/100% products
 Limits on equity content within a policy
 Asset allocation / portfolio funds that contain index funds
 Reduction of GMWB
 Deferral of product launches
 Product launches with reduced options



III. Revisiting Risk Management



Seg Fund Product Risks
• These are complex products with exposure to a 

variety of risks
• Risks broadly fall into the following categories:

 Product design risk
 Insurance risk
 Policyholder behaviour risk
 Market risk
 Operational risk 
 Miscellaneous risk



Product Design Risk
• How the product responds to changes in market 

conditions and policyholder behaviour influences the 
amount of risk in the product

• Some ways to manage risk through product design 
are:
 Longer time to maturity for GMMB
 Use of age-based pricing (and/or joint versus single)
 Reset and bonus features should be added with caution 
 Varying fees by type of fund
 Limitations on fund choice
 Restriction of policyholder options



Insurance Risk
• GMDB products can be sensitive to mortality

• GMWB products are very sensitive to longevity risk 
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Policyholder Behaviour Risk
• Policyholder behaviour has a significant impact on 

segregated fund risk:
 Lapse
 Election of Optional Resets
 Fund Transfers
 Deferral Period and Withdrawal Amount for GMWB

• Companies may not have credible experience, which 
should lead to larger MfADs

• Sensitivity testing can be done to help understand the 
exposure to these risks and their dynamics



Insurance and Policyholder 
Behaviour Risk Mitigation

• Insurance risk is not hedgeable
 Hedging does not mitigate policyholder behavior risk
 May be able to hedge longevity risk using “mortality swaps”

• Reinsurance can be used to fully mitigate your 
exposure
 Capacity is limited
 Cost can be high



Market Risk
• Profitability is sensitive to:  

 Equity & Bond returns
 Volatility
 Interest rates
 Currency

• The market conditions in late 2008 highlighted the 
sensitivity of Seg Fund products to market conditions

• The investment risks associated with these products 
require a focused risk management program:
 Hedge strategies can be used to “dampen losses” caused by 

adverse capital market conditions



Market Risk Mitigation: Hedging Programs
• Hedge objectives generally address one of the 

following:
 Economic value
 Earnings volatility
 Capital requirements

• Different dimensions of risk can be mitigated through 
hedge strategies known as the “Greeks”:
 Delta:  Sensitivity to equity movements
 Rho:  Sensitivity to interest rates
 Vega:  Sensitivity to market volatility
 Gamma: Sensitivity of Delta to index movements



Hedge Programs: Basis Risk
• Underlying assets are actively managed mutual funds

 Hedging instruments are based on key market indices
• Basis risk is a critical risk to be managed through 

investment restrictions
 Fund mapping and regression analysis can help mitigate this risk

• Basis risk observations: 
 Passively managed underlying funds can help reduce basis risk
 Actively managed funds may benefit from diversification effects of 

a multi-manager strategy
 Single manager fund actively managed funds can be prone to 

adverse basis risk experience
 Individual funds are the most exposed to adverse basis risk



Operational Risk
• Segregated Fund Models are complex and need to 

be independently validated; greater need for 
specialized skills

• Complex product requiring clear and concise 
marketing materials; importance of advisor training 
and illustration tools

• The success of a hedging program requires frequent 
monitoring, sound controls and seamless execution 
across various areas within an insurance company



Miscellaneous Risks
• Regulatory Risk

 Currently require OSFI approval to use Internal Models to 
calculate Capital requirements

 The 2008 market downturn has caused increased attention 
to Seg Fund risks

 Implementation of the OSFI Alternative Method at YE 2008
 The current Capital regime for Seg Funds is being reviewed

• Contractual Risk
 Increasing fees
 Reducing complexity and cost of benefit features
 Tightening investment restrictions



IV. The Future of Segregated Funds



The Future of Segregated Funds
• Insurer’s need to evaluate their current product 

shelves
– Further changes to products, features, charges, etc.

• Product feature changes that improve ability to hedge
– Capped / Managed Volatility Funds
– Variable bonus ratchets

• Impacts of the continued work being done by the 
CIA’s Segregated Fund Liability and Capital 
Taskforce…  
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