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Unit-linked investment and 
life insurance products, also 
known as variable annui-
ties or third-way annuities, 

are a very current topic in many markets 
across the world. The gist of the product 
lies in the fact that the policy value varies 
according to the value of the underlying 
fund at the time; it means that the value 
of the initial investment will contract if 
the fund is underperforming (maximum 
risk) and unlimited upside potential will 
unfold if the fund is performing better 
than at the time of investment (maxi-
mum upside potential). 

Adding a guarantee to a unit-linked in-
surance product is highly attractive as 
this takes away the risk arising from the 
underperforming capital market while 
preserving the upside potential.

The recent turmoil in the capital mar-
kets combined with the success of the 
product concept in the United States and 
Asia (especially in Japan) has made many 
insurers across the Europe consider in-
troducing this product in their respective 

markets. The product encompassing high 
upside potential, guarantees, liquidity 
and transparency is an attractive propo-
sition for both sales people and the end 
customers. The remaining component is 
to ensure that the product is profitable 
for the provider.

There are different types of guarantees 
that can be added to a unit-linked prod-
uct, which allows tailoring the product 
to the specific needs of different cus-
tomer segments. The most common are 
the following guarantee types: a lump-
sum guarantee (the so called GMAB: 
Guaranteed Minimum Accumulation 
Benefit), a guaranteed annuity (the so 
called GMIB: Guaranteed Minimum In-
come Benefit) and guaranteed withdraw-
als (the so called GMWB: Guaranteed 
Minimum Withdrawal Benefit). 

In addition, most of the insurers would 
refund the value of the made contribu-
tions in case of insured’s death (the so-
called GMDB: Guaranteed Minimum 
Death Benefit). These core guarantees 
can then be further enhanced with a 
roll-up (also known as deferral simple in-
terest rate), ratchet (also known as lock-
in) or target.

A recent, extensive study of interme-
diaries and end customers in several 
markets across the globe showed that 
more than 90% of the intermediaries 
find unit-linked products with at least 
one of the aforementioned guarantees 
superior to the non-guaranteed unit-
linked products and more than 85% of 

the surveyed customers shared the same 
opinion. The numbers seem very prom-
ising; however, the recent developments 
in the many of the unit-linked product 
market are far less optimistic. 

The Hartford, leading variable annuity 
provider in the US, withdrew their prod-
ucts from the UK and Japanese mar-
kets; others replaced their products with 
a more sustainable versions, and many 
more unit-linked guarantee product pro-
viders were forced to raise their prices as 
the guarantees became hugely expensive 
when interest rates slumped and stock 
market volatility soared.

Instead of writing off the unit-linked 
product category, the life insurers 
should learn from the mistakes of the 
predecessors and build on their experi-
ence. Analyzing the recent market de-
velopments in more detail reveals that 
most of the calamities were brought 
onto the insurers by themselves. There 
is a fundamental mistake that is made 
in the product development process over 
and over again: The market perspec-
tive (sales and end customers) is insuf-
ficiently covered.

Example 1: Guarantee 
offering 
Many of the unit-linked products that 
are currently offered in the market 
have been designed through the inside-
out approach as opposed to outside-in. 
Complex guarantees, which cannot be 
explained within a few minutes during 

Unit-Linked Guarantee Products: 
Infusing the Market Dimension 

This article discusses the specific pricing 

challenges faced by pricing practitio-

ners in insurance product development. 

These products are currently a hot topic 

in markets worldwide because of their 

sensitivity to global economic fluctua-

tions. Dr. Dirk Schmidt-Gallas is a 

Partner and Global Head of Insur-

ance, Daniel Loskamp is a Director 

and Lasma Orlovska is a Consultant at 

Simon-Kucher & Partners. They can be 

reached at www.Simon-Kucher.com. 

Instead of writing off the unit-linked product category, 
the life insurers should learn from the mistakes of the 
predecessors and build on their experience.



 PRICING ADVISORThe

www.pr ic ingsociety.comA Professional  Pr ic ing Society Publ icat ion

3535 Roswell Road, Suite 59 
Marietta, GA 30062 
770-509-9933

� April 2010

the sales process, are obsolete. If the 
value of the guarantee is not explained 
to the customer, he or she will have no 
willingness to pay for it and according-
ly will walk away without having pur-
chased a unit-linked guarantee product. 
Simple questions like “By how much 
will my pension increase if the fund val-
ue grows by 6% over the accumulation 
period?” are often left unanswered. 

Meanwhile, unless the surrender option 
is properly explained, many customers 
are put off by the deferral periods dur-
ing which the guarantees do not apply. If 
these and many other issues are not suffi-
ciently addressed in the product develop-
ment process, low product success rates 
should come as no surprise. 

Figure 1 illustrates a sanitized rank-
ing of product features in terms of the 
influence they have on customer value 
and consequently their purchasing de-
cision. Even though these values are 
not universal and differ not only across 
markets but also customer segments, it 
captures how important it is to use in-
telligent methods to quantify customer 
preferences. To be successful, the entire 
product development process should 
only focus on attributes that customers 

value and care about.

Example 2: Pricing
Over the recent months there have been 
many debates on the increasing costs as-
sociated with providing guarantees. It is 
often argued that unit-linked products 
with guarantees can no longer be of-
fered in the current market conditions 
because of the increased market vola-

tility. New products should not be in-
troduced and the existing ones should 
prepare for the worst and only focus on 
the existing book. The fallacy of these 
arguments becomes obvious as soon as 
these issues are viewed from the market 
perspective. 

The results of a recent study show that 
in the wake of the capital market crisis 
not only the costs associated with of-
fering guarantees have increased ex-
ponentially, but also the willingness 
to pay of many customers. It is there-
fore important to measure the cus-
tomer willingness to pay, identify the 
guarantee seeking and less price sensi-
tive customer segments, and explicitly 
target the latter with the newly priced 
products. The result: negative press is 
avoided and high-margin potential can 
be skimmed. 

Figure 2 illustrates how customer prod-
uct preferences as well as their willing-
ness to pay have changed in one of the 
markets focused on in the aforemen-
tioned customer study. It is obvious 
that for some guarantee types the will-
ingness to pay exceeds the costs even 
despite the dramatic cost increase that 
only just seems to have peaked. Nev-
ertheless – it is not true for all kinds of 
guarantees; therefore, it is crucial to un-

Figure 2: New customer product preferences and willingness to pay
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Figure 1: Relative importances of different unit-linked product attributes
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derstand the changes customer prefer-
ences and address them in the product 
design process.

Example 3: Product 
Positioning
While many of the providers in the 
product development process decide to 
keep the maximum product flexibility, 
the optimal approach is deciding on the 
aimed product positioning from day 
one and working towards achieving it. 
If most of the insurers are focusing on 
products with annuity income (GMIB) 
or withdrawal guarantee (GMWB) it is 
worth exploring the overlooked custom-
er segment which prefers a lump-sum 
guarantee (GMAB). However, before 
making a strategic decision like this it 
is important to understand the market 
composition and the exact preferences of 
the potential customer base. 

Without having done a thorough mar-
ket, customer and sales analysis, insurers 
risk launching a product in already satu-
rated market segment and missing out 
on the potential that some market niche 
could unfold. 

Figure 3 depicts a situation where most 
of the existing products compete for the 
same customer segments; however, the 
needs of a large customer segment seek-
ing unit-linked product with a capi-
tal guarantee (GMAB) and a target are 

overlooked. The niche in the market 
would unfold significant profit poten-
tial for the insurer who identified it and 
designed a product around the needs of 
that particular customer segment.

These three examples clearly illustrate 
how the market perspective is often-
times overlooked by the providers of 
the unit-linked products. Nevertheless, 
if a product does not address the needs 
and preferences of sales people and end 

customers, it is likely to fail. It remains 
unclear why most of the insurers choose 
to neglect the market dimension in the 
product development process; however, 
this bides for even greater competitive 
advantage for those insurers who excel 
in capturing the needs and preferences 
of the market. The high potential of 
market-oriented unit-linked guarantee 
products is reflected in the permanent 
product success and is supported by 
market research.
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