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Insurance and
structured finance
A new dawn?

This document has been prepared by Hogan Lovells for the purposes of
summarising a seminar that took place at our offices on 10 November
2016. Any errors are the responsibility of Hogan Lovells and not of the
participants in the seminar. This summary does not constitute legal,
actuarial or other professional advice, and no duty to any person is
owed by Hogan Lovells or any of the seminar participants or their
respective firms.
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Introduction
A growing trend is emerging within the insurance sector, where insurers and other
users of insurance products are looking to structured finance solutions both from
an investment and risk management perspective.
What are the driving forces behind this
development? Is regulation enhancing or
impeding the trend? What role do insurers and
other participants play in this new market?
On 10 November 2016, Hogan Lovells hosted
a seminar to discuss these issues. Our panel
of experts drawn from across the industry put
forward their thoughts and shared their own
recent experiences.

James Doyle

This document summarises the seminar discussion,
as well as some further matters that the panellists
discussed in advance of the seminar.
A video of the seminar is available to view on
our website at the following link:
www.hoganlovells.com/insuranceandstructuredfinance
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Seminar discussion

Q

What have you seen as the main drivers of insurers changing their
approach to asset strategy following the introduction of Solvency?

Gavin Palmer addressed this question in detail, and
provided an introduction to a number of the issues
discussed later in the seminar. A full version of
Gavin’s introduction is included in Appendix 1
to this summary.
Key points explained by Gavin:
– Capital markets can be of most value to the asset
strategies of insurers by helping them to cover
their annuity liabilities.

– This is mitigated to some extent through transitional
measures which allow an insurer to phase in the
effect of the Solvency II rules over up to 16 years,
subject to obtaining regulatory approval.
– Where liabilities are fixed and assets can be
bought to closely match them, there is also some
relief through the Matching Adjustment, again
subject to obtaining regulatory approval.
– The implications are that insurance companies:

– Economically, an annuity is a bond issued by an
insurance company so fixed income bond is
probably the ideal match.

– have been selling assets that don’t meet the
requirements of the Matching Adjustment:
e.g. callable bonds

– Provided bonds don’t default, in theory
downgrades don’t matter as the insurer will still
receive income.

– have been seeking to buy assets that provide
secure, predictable cash-flows that are eligible
for the Matching Adjustment

– Under Solvency I, the position was broadly that
the insurer could take into account the yield
above the risk-free rate in determining the
amount of bonds it needed to hold to meet
solvency requirements (subject to an allowance
for risk of default).

– have been seeking to re-package portfolios of
assets that don’t meet the requirements in
structures that do meet the requirements
– for example, equity release mortgages.

– Insurance companies were therefore encouraged
to seek higher yielding assets, providing the
default risk was not excessive.
– Under Solvency II, assets and liabilities are valued
on a mark-to-market basis, so the starting point
is that the full level of yield above the risk-free
rate is ignored, as it is considered to reflect the
market’s assessment of the risk of the asset.

– Much work on the above arrangements was done
during 2015 in preparation for Solvency II being
introduced. During 2016, we have seen insurers
seeking to expand the scope of their Matching
Adjustment approvals, both by including additional
liabilities and introducing new asset classes.
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Capital markets can be of most
value to the asset strategies of
insurers by helping them to cover
their annuity liabilities.
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Q

How can derivatives be used by insurers for the reduction
of risks and efficient Solvency II balance sheet management?

Michael Eakins explained that there are four broad
uses of derivatives, two of which are long-established,
and two of which are new for Solvency II.
– Asset and liability management: Insurers
use receiver swaps to ensure duration of assets
matches duration of liabilities.
– Coverage of guarantees embedded in
insurance policies: Policies often include
guarantees that expose insurers to equity risk
and interest rate risk. Insurers enter into equity
put options to manage equity exposure and
receiver swaps to manage interest rate exposure.
Michael explained that the above uses of derivatives
have accounted for a large volume of derivatives
over the past two decades, and much of the current
activity in the sterling derivatives market consists of
restructuring these derivatives.
The two new uses of derivatives that have emerged
as a result of Solvency II are:
– Managing volatility in Solvency II balance
sheet: In particular:
– Exposure to falls in interest rates:
Insurers are subject to significant interest
rate volatility. For example, there was a 120
basis points fall in the 30 year sterling swap
rate between the start of 2016 and the lowest
point reached in 2016. This is a huge fall beyond what people would have considered to
be a 1-in-200 year event at the start of 2016.
This particularly affects the Solvency II risk
margin, which increases disproportionately
as interest rates fall due to a double-leverage
effect in the Solvency II balance sheet.

Insurers initially used swaps to cover this
risk, but that creates an inefficiency because
swaps lose value if interest rates increase,
meaning that insurers take on exposure to
interest rates increasing, and this has to be
taken into account in setting capital
requirements. Use of interest rate options,
rather than swaps, avoids this problem and is
therefore a preferable solution.
– Exposure to the volatility in the
difference between swaps and gilts
rates: Insurers hold gilts to cover liabilities
that are discounted using the swap curve. If
the gilts and swaps rates move in unison, this
approach causes no concern. However, if the
rates move differently then a gap will emerge
between the value of the liabilities and the
assets covering those liabilities. Insurers who
use an Internal Model under Solvency II can
be required to hold capital against the risk of
such future deviation.
Insurers can use “spread-lock” derivatives to
lock in the current difference between the
swaps and gilts curves and thereby remove
their exposure to volatility arising from the
rates not moving in unison.
– Reconfiguring cashflows for Matching
Adjustment purposes: Three examples:
– Non-matching cashflows: Derivatives can
enable investment in assets whose cashflows
would not otherwise match the liabilities. For
example, using a dollar-sterling currency
swap can allow a dollar denominated asset to
be included in a Matching Adjustment
portfolio covering sterling liabilities.
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– SPV structuring: Frequently insurers are
transferring ineligible assets into an SPV which
issues fixed rate notes in which the insurer
invests. Derivatives can be entered into by the
SPV to improve the predictability or timing of
the cashflows it receives, so that it can maintain
the fixed payments on the notes.
– Cashflow transformation: Insurers can use
total return swaps to swap the potentially
variable cashflows they receive on ineligible
assets (such as callable bonds) for fixed
cashflows, so that Matching Adjustment
eligibility requirements are satisfied.
Steven McEwan noted that the “prudent person
principle” introduced under Solvency II had
removed some of the previous PRA rules regarding
admissibility of derivatives, though there is some
ambiguity about how far the regulator might expect
the old rules still to be taken into account in
determining what is “prudent”.
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Q

What are the main things that insurers have to be wary
of when investing in a securitisation?

Tauhid Ijaz started by emphasising that insurers
can invest in securitisations, so long as they ensure
that they comply with the Solvency II requirements.
He explained that they are often doing so, and are
frequently using securitisation structures for the
purpose of sculpting the cashflows for compliance
with the Matching Adjustment. Capital markets
transactions arranged by non-insurers are often
being structured with careful consideration of the
needs of insurers under Solvency II. He continued
by explaining that:
– Under Solvency II, securitisation is defined in
the same way as it is for banks under the Capital
Requirements Regulation.
– It includes any transaction in which a credit
exposure or pool of credit exposures are “tranched”,
and the losses are distributed in accordance with
an agreed subordination arrangement.
– Matching Adjustment rules require fixity of
cashflows. In order to ensure the plausibility of
these cashflows it is often necessary to include a
junior tranche, and this results in the transaction
being a securitisation.
Why does it matter? Tauhid explained that there
are three main reasons:
– Higher capital charges: Insurer capital
requirements are derived from the Solvency II
Standard Formula or the insurer’s own
regulator-approved Internal Model. There are
two types of securitisation under Solvency II:
“Type 1” and “Type 2”. Current market deals are
predominantly Type 2, for which the Standard
Formula imposes high capital charges, so this
makes these transactions unattractive for
Standard Formula firms.

The PRA has generally been comfortable to allow
Internal Model approvals covering securitisations
involving certain types of assets, such as equity
release mortgages, so long as the insurer can provide
appropriate data so show the risks associated
with the assets. Over time it is being asked to
extend approvals to securitisations involving
other types of assets.
– 5% risk retention / “skin in the game”
rule: One of the Solvency II requirements of an
insurer investing in a securitisation is that there
is a person in the transaction who retains at least
5% of the risk arising from the securitised assets.
This person may be the original lender, the sponsor
of the transaction, or an “originator”. In many cases,
the insurer is repackaging a portfolio of assets that
it has either originated or acquired, which enables
it to qualify as an “originator”. It retains the risk
associated with the transaction by investing in a
note representing a junior tranche in the securitisation.
– Enhanced reporting requirements:
Normally insurers do not require more information
on their assets than other investors, but they do
need to ensure that they have policies and procedures
in place in relation to the valuation of assets.
This needs to be factored into the structuring.
Securitisations have additional requirements.
In particular, the insurer must have a comprehensive
and thorough understanding of the investment
and underlying exposures, and have implemented
written policies for the risk management.
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Steven emphasised that being a Type 2 securitisation
can unwind much or even all of the benefit of
Matching Adjustment approval for a firm using the
Standard Formula. He also noted:
– Extra complexity and burden: Under the
pre-Solvency II rules, insurers could rely on the
higher discount rate from matching assets without
having to implement a transformation structure
and without having to apply to the regulator for
Matching Adjustment and Internal Model approvals.
The fact that all of these steps are now required
shows the extra complexity and resources
burden that arises from Solvency II.
– Treatment of group consolidation: How
should a transformation structure be treated in a
group consolidation where the SPV is a subsidiary
of the insurer? Normally, intra-group transactions
are netted out on consolidation, but that would
mean that the transformation structure would be
ignored, and Matching Adjustment would not be
achieved for purposes of the group capital calculation.
However, the PRA has said that it will allow
transformation structures to count as “intraentity” transactions (and not as “intra-group”
transactions, so they are not netted out) provided
the SPV is a subsidiary of the insurer and the insurer
holds all classes of Notes issued by the SPV.
Steven also explained that equity release mortgages
were typically being included in these transformation
structures because the uncertainty regarding when
the payment date will occur (which will be when the
borrower dies or goes into long-term care) mean
that the cashflows to the insurer are not fixed.
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Q

What are the main reasons why insurers are increasingly looking to
structured finance rather than traditional bond and equity markets?

Michael said there are three primary reasons:
– Capital regime: The insurance regulatory
capital regime incentives insurers to invest in
illiquid fixed-income assets, particularly for the
purposes of covering their annuity liabilities.
This allows them to recognise the present value
of large proportion of the spread at the outset of
the transaction.
– Traditional markets no longer reward
long-term investment: Yields on traditional
assets like corporate bonds and even sovereign
bonds are reaching an all-time low, due in part
due to quantitative easing by central banks.

– Investment grade corporate bonds are
less liquid: Capital requirements for banks
holding bonds on their own balance sheet have
significantly increased, so banks are no longer as
willing to act as a “market makers”. This has led
to a less liquid market. This in turn means that
there is not much of an illiquidity premium to be
harvested on investment grade corporate bonds,
so these assets are not so attractive to insurers.
The combination of these factors has resulted in
insurers seeking alternative types of assets in which
to invest. In particular, structured finance offers a
better opportunity to harvest the illiquidity
premium from illiquid assets.

Vodafone Working together as one team 2017
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Given current uncertainty regarding Solvency II, Brexit,
interest rates and the value of sterling, is now the right
time to enter into significant transactions?

Gavin explained that a number of current
trends make it important for an insurer
to seek out structured finance transactions:
– Diversification: The first priority
for an insurer is to protect itself
against risk. So at a time of global
uncertainty, diversification is a way
of reducing exposure to any
particular risk.
– Evolving regulatory
environment: The PRA has more
time now that Solvency II is in place,
and is gradually becoming familiar
with, and showing willingness to
accept, investment by insurers in a
wider class of assets.
– Consumer: Investing in traditional
asset classes is not enabling insurers to
provide valuable products for consumers.
– Bulk annuity market: The bulk
annuity market involves high value
transactions, and pricing is very
competitive. In order to compete
effectively, it is necessary for insurers
to be creative in order to achieve a
better yield on their assets so that
they can offer more attractive pricing
to pension scheme trustees.

Michael added that a time of uncertainty
is precisely the time to hedge risk, and
structured finance, especially derivatives,
offers a means to do that. For example,
now is a particularly good time to access
the US dollar corporate bond market, as:
– Favourable characteristics: It is
much deeper, more liquid and goes
much further up the yield curve, than
sterling corporate bond markets.
– Variety of industries at long
maturities: It offers the opportunity
to invest in a range of industries in
long-dated assets, including automobiles,
pharmaceutical and technology. By
contrast, for maturities of greater
than 7 years, the only industries in
which the sterling credit market
offers meaningful opportunities are
financial services (which does not
offer much diversification for
insurers) and utilities (which does
not offer much yield, due to high
demand for these assets).
– Low cross-currency basis: The
cross-currency basis between US rates
and sterling rates is at its tightest for
two years, so is most advantageous
from a UK company’s perspective.
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Q

To what extent are general insurers
involved in this trend? Are these
developments limited to the UK
and the US?

Michael explained that at the moment the Matching
Adjustment transactions are mainly confined to
life insurers. He said that some general insurers
have large amounts of long-dated periodical payment
order (“PPO”) liabilities which are similar to
annuities in that they provide for payments over
a long period of time. It may be that, with some
transformation through reinsurance, these
liabilities could become eligible for the Matching
Adjustment, in which case we might see more
use of structured finance by general insurers.
Generally other EU jurisdictions have not been
receptive to the Matching Adjustment, although
it has been accepted to some extent in Spain.
There is some ongoing discussion with Scandinavian
regulators about the prospect of certain types of
liabilities being treated as eligible for the Matching
Adjustment in those countries. If that is successful
then we are likely to see insurers in those countries
seeking Matching Adjustment compliant assets.
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Over time, are we seeing the erosion of the traditional
distinctions between insurers and banks?

Tauhid said that there is an increasing appetite for
insurers to invest in innovative structures, as explained
by the reasons discussed earlier. He explained that
there have also been some specific regulatory efforts
to encourage investment in particular assets – for
example, Solvency II had reduced the capital
requirements for certain types of infrastructure
investments to make them more attractive for
insurers. Insurers are therefore incentivised to
invest in assets that in the past would have been
dominated by banks.
Michael added that we are seeing more
disintermediation, with insurers investing directly
without involvement of banks.
– Regulatory incentives: From a regulatory
perspective, we have seen a shift in the incentives
arising from the regulatory rules. Increases in
bank capital requirements, together with more
onerous liquidity requirements and the need to
satisfy the leverage ratio, have all made it much
harder for banks to invest in illiquid assets to the
extent they did previously. By comparison, the
regulatory costs are lower for insurers.
– Human capital: However, if the disintermediation
trend is to continue, it will be necessary for
insurers to build up sufficient “human capital” in
the form of teams with the expertise to manage
and structure the transactions. Insurers,
particularly smaller insurers, may still lack
specialist expertise in particular asset classes.

Gavin commented that we have seen a lot of transactions
passing assets that no longer “fit” in the banking sector
to the insurance industry. However, the banks still
have the teams with the knowledge and expertise to
arrange these transactions so, at least in the short term,
insurers (other than perhaps the largest insurers)
will still be dependent on the intermediation of
banks in order to structure these transactions.
Tauhid agreed, adding that banks are trying to create
pipelines of business into insurance companies, so
that they can originate and grow portfolios and
place them into the insurance companies.
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Q

Is there a way to hedge an insurer’s risk
margin and its rates position that won’t
lock-in if the PRA changes its approach
to calculation of the risk margin?

Michael answered that insurers have typically been
buying protection that has covered them over a
three to twelve month period, but not longer than
that. Therefore currently insurers are not being
locked in for long periods.
Gavin added that there are a number of factors that
make it complicated for an insurer to determine
exactly what it should be trying to hedge:
– Transitional measures: Some insurers are
relying on transitional measures as a form of
hedge against increases in the risk margin.
Therefore, they need to take into account how
the transitional measures would run-off in order
to work out what residual exposure to hedge.
– Different valuations: An insurer inevitably
needs to focus on its Solvency II balance sheet
position, but it cannot ignore a true economic
position, as that will affect its actual financial
performance, or its IFRS position, as that would
determine publicly reported results.
Therefore, even leaving aside the possibility that the
PRA may change the approach to calculation of the
risk margin, it is already difficult to plan exactly
how to hedge risk.

Q

What would each panellist single out
as the main area of difficulty that
insurers face in relation to their
investment activity under Solvency II?

The panellists answered as follows:
– EMIR: Michael explained that, as a result of
European Market Infrastructure Regulation,
insurers will soon be required to clear derivative
transactions through central counterparties.
This will require them to post collateral for the
mark-to-market value of their derivative
liabilities, often in the form of sterling cash.
Given the extent to which insurers rely on
derivatives, a significant market movement
could create a sudden large increase in their
derivative liabilities, resulting in a substantial
liquidity strain. Typically insurers do not hold
significant reserves of cash, so it will be
important for them to ensure they have some
other access to any cash they might require.
– Regulator: Gavin noted that the UK regulator
was always under significant pressure, and this
pressure would be increased by the range of new
issues and ideas arising in the insurance
industry. There would continue to be a
significant challenge in gaining meaningful
access to the regulator, and having enough time
for the regulator to engage with insurers in
addressing highly complex issues.
– Internal models: Tauhid said that obtaining
regulatory approval for including new classes of
assets in internal models would remain crucial.
He agreed with Gavin that the resources
constraints on the regulator would make this
a time consuming and slow process.

We are grateful to the panellists for their
participation in this event, and to all who
attended and asked questions. If you would
be interested in attending similar events
in the future, please contact the event
organiser, Hannah Campaigne, at:
hannah.campaigne@hoganlovells.com.
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Appendix 1
Full version of Gavin Palmer’s introduction in answer to Question 1
Background

Solvency II

1. Discussion will focus on annuity liabilities in the
main as this is the area where companies focus most
attention and where most value can be obtained
from getting the choice of assets correct.

8. Under Solvency II this all changed and for the
most part assets are valued at market and
liabilities are valued using a risk free rate.

2. My starting point is that an annuity is effectively
a bond issued by a life company to a policyholder.
If you start from this position, the ideal asset to
back the liability would be a bond with the same
cash profile.
3. In practice it is prudent to allow for the possibility
that bonds may default. In part this risk is addressed
by holding more than a single bond (to get
diversification). Also, companies will hold a little
more bonds than necessary to allow for default.
It is worth noting at this point that in order to
be comfortable that policyholders can be paid,
companies only need to be concerned about true
defaults. Downgrades do not affect the stream of
income received.
4. Question now is how regulators view this situation.

Solvency I
5. Under Solvency I, companies could use the yield
on assets to discount liabilities (after an adjustment
for risk). This allowed companies to capitalise a
significant amount of credit spread on assets in
assessing their solvency position, or put another
way, they could consider matching cashflows
from assets and liabilities in determining the
assets that needed to be held.
6. In the UK, where the FSA/PRA introduced the ICA
regime, a similar approach was taken, albeit with
a requirement for rather more analysis and rigour
in decomposing the spread to identify that due to
illiquidity (which could be taken into account)
rather than “credit risk” (which could not).
7. This regime led to companies exploring a range
of higher yielding assets to back annuities which
in turn benefited consumers through more
competitive pricing as part of the yield enhancement
was passed to consumers.

9. Further there is a capital requirement
determined either:
a) Under Standard Formula through the application
of capital charges (which have been set at a
level equivalent to a 1 in 200 level);
b) Under Internal Models through an assessment
of the impact of risks at a 1 in 200 level.
10.The implications of these two factors are that
liabilities and assets are valued at on a market
consistent basis (i.e. by reference to traded
assets) with no allowance for any value derived
from having the ability to hold assets matching
illiquid liabilities. Also, companies need to hold
capital to protect against the possibility that
asset prices fall independently of the liabilities i.e. reflecting the risk of a reduction in market
value due to widening credit spreads, even
though there may be no actual default and
therefore no interruption of the insurer’s receipt
of coupons and the continuation of the use of
those coupons to cover outflow on the annuity
liabilities. In effect, credit spread widening
counts as a partial default.
11. Finally companies need to hold an additional
buffer – the risk margin – which is calculated as
a charge of 6% of the capital requirement in
respect of risks that are not hedgeable. For
annuities this means, primarily, longevity risk.
12.This is potentially hugely problematic for
annuities except for two features that have been
included in Solvency II:
a) the Matching Adjustment;
b) Transitional Measures in respect
of Technical Provisions
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13. Under the Matching Adjustment, for
demonstrably illiquid liabilities it is permissible
to identify suitable assets which:
a) Generate predictable cashflows;
b) Closely match the liability profile of the
illiquid liabilities.
14.This departure from a strictly market consistent
regime allows UK companies with annuity
liabilities to discount the liabilities at a rate
which takes into account the extra yield available
on assets which are essentially bought with the
intention of holding to maturity.
15. Under the Transitional Measures the difference
in provisions between Solvency I and Solvency II
can be deducted from the Solvency II technical
provisions. This difference is run off over 16 years.
In practice it is inevitably more complicated than
this, but the details of transitionals are not really
relevant for the asset strategy. However, any company
seeking to rate hedge a post-transitional balance
sheet needs to look into this in detail.

Implications of Solvency II on asset holdings
16.The initial focus in the run-up to Solvency II
being introduced on 1 January 2016 was to get
approval for Matching Adjustment. Initial
feedback from regulators meant many
companies de-scoping applications to ensure
they got some level of approval, even if it did not
cover all of the assets and liabilities that the
insurer would ideally have liked to include.
17. Companies embarked on programme to sell
specific problematic assets – especially callable
bonds under which the issuer had an option
regarding the repayment date.
18.In the first part of this year many companies
have sought to expand the scope of their
Matching Adjustment applications, both by
including additional liabilities and introducing
new asset classes.
19.The result of this is that companies are seeking
assets that have predictable cash-flows and high
yields, or are seeking structures that deliver this
based on assets that are not so predictable – e.g.
equity release mortgages.
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Appendix 2
Some bonus points
The panel had prepared for some questions that
were not raised on the day. Here is a brief summary
of the questions and answers.

Has the introduction of the “prudent person
principle” resulted in insurers feeling liberated
or more cautious?
– Not a great impact, but more pressure is now
being put on investment committees to show
that the requirements are satisfied.
– Some bifurcation between insurers with professional
investment arms and those without. The compliance
requirements can more easily be borne by those
with professional investment arms.

How might a UK centric approach differ from
Solvency II following Brexit?
– We may see a particular focus on annuity liabilities,
given its significance for the UK and the fact that
Solvency II is seen as very onerous for insurers
with substantial amounts of annuity business.
– There may also be different economic priorities
– for example, in the capital charges for certain
types of assets and liabilities.

Why are equity release mortgages an attractive
asset for insurers?
– In their pure form, they are not, due to the
impact of increasing life expectancy and
increasing cost of the negative equity guarantee.
– However, it is possible to make them into an
attractive asset through segmentation of cashflows.
Many insurers have done this successfully, and
there is scope for others to do the same.

17

18

Notes
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