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Key Message

* /nvestors prefer opaque equity investments to transparent equity investments.

» They tend to neglect liquidity aspects.

* Regulation drive this attitude e.g. Solvency I

We have to break this norm in order to achieve a commonsense of risk and asset
management
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Total Investment by selected European Countries

2018 2022
(euro trillion) (euro trillion)
0.2 0.19

Total
Total €25.72 trillion
€24.87 trillion
m Germany = The Netherlands = France Spain = ltaly = Portugal m Germany = The Netherlands = France Spain = taly = Portugal
Source: EIOPA Insurance Statistics
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Total Investments made by European Insurance companies

Investment Type:

Total Investments 2018-2022
Government Bonds

(euro trillion)
39.00 38.32 Corporate Bonds

38.00

Equity
Collective Investment Undertaking

37.00

36.00 Structured notes

v

35.00

3400 Collateralised securities

33.00 Cash and deposits
32.00 Mortgages and loans
31.00

Property

2018 2019 2020 2021 2022 Other Investments

30.00

Source: EIOPA Insurance Statistics
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Equity Investments of selected European countries

2018 2022
(%) (%)

0%

m Germany ® The Netherlands = France Spain = taly = Portugal m Germany ® The Netherlands = France Spain = |taly = Portugal

Source: EIOPA Insurance Statistics
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Equity Investments made by European Insurance Companies

European Insurance Companies
(euro trillion)
9.00
8.00
7.00 /
6.00 —_—
5.00
4.00
3.00
2.00
1.00
0.00
2018 2019 2020 2021 2022
Source: EIOPA Insurance Statistics
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Credit Investments made by Insurance companies of selected European countries

Government Bonds:

Government Bonds
(euro trillion)

2.5

1.5

=

: =

Germany The Netherlands

France Spain Italy Portugal

m2018 m2022

The European Federation
of Financial Analysts Societies

@ EFFAS

Source: EIOPA Insurance Statistics

The importance of the Insurance sector in European Equity and Credit Markets

Page 8

© EFFAS 2023



Credit Investments made by Insurance companies of selected European countries

Corporate Bonds:

Corporate Bonds
(euro trillion)

2.5

15

=

0.5 I I
Germany The Netherlands France Spain Italy Portugal
m2018 w2022
Source: EIOPA Insurance Statistics
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Credit Investments made by European Insurance companies: Total of Government & Corporate
Bonds

European Insurance Companies
(euro trillion)

18.00

16.00
14.00 \

12.00

10.00

8.00

6.00

4.00
2.00
0.00
2018 2019 2020 2021 2022
Source: EIOPA Insurance Statistics
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Real Estate Exposure by insurance companies of selected European countries

2018 2022
(euro billion) (euro billion)
12.97 136.8485 14.7581

32.58 ‘

403382 “

m Germany = The Netherlands = France Spain = |taly = Portugal m Germany = The Netherlands = France Spain = taly = Portugal

Source: EIOPA Insurance Statistics
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Real Estate Exposure by European Insurance companies

European Insurance Companies
(euro trillion)

3.50

2.50 /

2.00

1.50

1.00

0.50

0.00
2018 2019 2020 2021 2022

Source: EIOPA Insurance Statistics
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Composition of Equity, Credit Investment and Real Estate Exposure

European Insurance Companies European Insurance Companies
2018 2022

y

Equity ~ ® Credit Investment M Real Estate Exposure Equity mCredit Investment  m Real Estate Exposure

Source: EIOPA Insurance Statistics
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Presenter
Presentation Notes
Think about how you can include the three variables; Real Estate, Government Bonds and Equity Investments



Why are insurance companies reluctant of equities?

First reason: National accounting principles. Price volatility is seen as a sign of risk. If market
prices are below book value at the 31.12. of each year, write-downs might affect the result.

Insurers prefer either bonds booked at book value or non listed equities.

=>they prefer personal valuation judgment and illiquidity to liquid pricing techniques

Second reason: Solvency Il. All assets are booked at fair value but the capital charge differs
according to the asset class of each asset. For equities it is 35% without the possibility closing
down the duration gap. For interest rate risk instruments closing the duration gap it can go
down well below 10%. Non-listed participations also are favoured in SlI: only 22% capital
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Capital charge – for equities it is 35%
For bonds well below 10%
Non Listed are also favoured at 22% (private equity)

The duration gap on equity investments is much higher compared to the non-listed equity and bonds.

Develop a theory or come out with examples.


Liquidity Risk — Unlisted Equity

Unlisted equity has a higher liquidity risk compared to listed equity due to lack of secondary
markets and pricing difficulties.

=» An advantage unlisted equity enjoys is its smaller volatility compared to listed equity.

Liquidity of equity investment differs depending on the participation:

For example — for listed equity the larger the ownership stake — the harder it becomes to exit
the investment by selling the stake in public markets without price impact.

For private equity, a larger ownership can make it easier to exit such an investment.
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Capital charge – for equities it is 35%
For bonds well below 10%
Non Listed are also favoured at 22% (private equity)

The duration gap on equity investments is much higher compared to the non-listed equity and bonds.

Develop a theory or come out with examples.


Liquidity Risk — Unlisted Equity

Private Equity investment exhibit higher market and funding liquidity risk to public equity,
which lead to higher expected returns of private compared to public equity.

=>» The existence of the PE liquidity premium becomes an investment rationale for institutional
investors for whom liquidity constraints are unlikely to be a problem even in bad times.
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A liquidity premium is any form of additional compensation that is required to encourage investment in assets that cannot be easily and efficiently converted into cash at fair market value.

A risk premium is the investment return an asset is expected to yield in excess of the risk free rate of return. An asset risk premium is a form of compensation for investors. It represents payments to investors for tolerating the extra risk in a given investment over that of a risk free asset.

PE investments exhibit higher market and funding liquidity risk compared to public equity, which should lead to higher expected returns of private compared to public equity. 
PE liquidity premium is likely to be time varying and higher in economic downturns when liquidity is scarce.

The existence of the PE liquidity premium becomes an investment rationale for institutional investors for whom liquidity constraints are unlikely to be a problem even in bad times. Such deep-pocket investors can capture the higher expected return without having to risk losses due to fire sales in bad time, and can act as a buyer and liquidity provider in the secondary market when secondary discounts are large.




Capital charge – for equities it is 35%
For bonds well below 10%
Non Listed are also favoured at 22% (private equity)

The duration gap on equity investments is much higher compared to the non-listed equity and bonds.

Develop a theory or come out with examples.


Private Equity — European Private Equity Trends 2017-2022

European Private Equity experienced a downtrend in the second half of 2022. Both the deal
volume and deal value remained below pre-pandemic level in this period.

=» PE volume was down by 19% year-on-year (YoY) to 2,548 transactions.
=» Deal value remained stable - declining slightly by 1% YoY t0 €2.14.8 bn.

This down trend in Europe was due to the war in Ukraine, general recession fears, soaring
inflation and thus a slowdown in PE markets and the fact that dealmaking roared to all-time
highs in 2021 after the short pause markets took in 2020.
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Capital charge – for equities it is 35%
For bonds well below 10%
Non Listed are also favoured at 22% (private equity)

The duration gap on equity investments is much higher compared to the non-listed equity and bonds.

Develop a theory or come out with examples.


®

European Private Equity Trends

@ EFFAS

European Private Equity Trends 2017-2022
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Capital charge – for equities it is 35%
For bonds well below 10%
Non Listed are also favoured at 22% (private equity)

The duration gap on equity investments is much higher compared to the non-listed equity and bonds.

Develop a theory or come out with examples.


What are the solutions that can be implemented?

National accounting rules: use average fair values instead of date values and/or take into
account the intended holding period. Usage of write-ups would incentivise equity
investments.

Solvency Il: use the new Long term equity investment category. As for participations the
capital charge is only 22%. But you have to commit yourself to hold the equities especially
designed for at least 5 years.

=» But the most efficient would be: align Solvency II-provision calculation to the new IFRS 17
VFA measurement.
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IFRS 17 VFA approach

If the technical reserves depend on the performance of the underlying assets, the discount
rate can be adjusted to the characteristics of these assets.

This means that if stock markets go up, discount rates go down and technical reserves should
be higher. Then shareholders equity is lower and there would be less incentive to increase

the portfolio of equity investments.

If the stock markets go down, it would be the opposite. The incentive to invest into equities
would be higher. This would bring a stabilising instrument to the financial markets.

=» Today Banking prudential rules (Basel Ill) use IFRS provisions and classifications in order to
calculate risk and equity factors. Solvency Il does not.

@ E F F As The European Federation The importance of the Insurance sector in European Equity and Credit Markets Page 20
of Financial Analysts Societies

© EFFAS 2023


Presenter
Presentation Notes




»
Example 1: Situation of High Interest Rates

Example: Situation of High Interest Rates

HGB - German Accounting Standard Solvency Il - without transitional measures
Guaranteed Interest Rates 4%
Market Interest Rates 6%
Assets Liabilities Assets Liabilities
Shareholders Equity 1.5 Solvency capital 2.5
Investment 80 Investment 80 Technical Reservces
Technical Reserves 78.5
Latent Reserves 10
Solvency capital and
Technical reserves are
higher higher than
under HGB
Source: Own Representation
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®

Example 2: Low interest rate without transitional measures

Example: Low interest rate without
transitional measures

HGB - German Accounting Standard

Guaranteed Interest Rates 4%
Market Interest Rates 3%
Assets Liabilities
Shareholders Equity
Investment 80 Technical Reserves
Z7R
Latent reserves load
Latent Reserves 10 shareholders equity

Balance

1.5
78.5

4.5
5.5

Solvency Il - without transitional measures

Assets

Investment

Liabilities
Solvency capital
90 Technical Reservces

Solvency Il indicates a

shortfall in cover at an
early stage

Source: Own Representation

E F FAs The European Federation The importance of the Insurance sector in European Equity and Credit Markets
of Financial Analysts Societies

-21.4
111.38

Page 22

© EFFAS 2023


Presenter
Presentation Notes




®
IFRS in Low-Interest Rates

In the low-interest phase, IFRS serves as
a warning indicator for capital

investment
IFRS Solvency Il - without transitional measures
Guaranteed Interest Rates 1%
Market Interest Rates 3%
Assets Liabilities Assets Liabilities
Shareholders Equity 1.5 Solvency Capital -21.4
Investment 90 Technical Reserves 111.38 Investment 90 Technical Reserves ¥ 111.38
-
Latent reserves load
sharehaolders equity 21.38
Balance -19.88
Both sets of provision
show a high shortfall
Source: Own Representation
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E F FAs ‘ The European Federation
of Financial Analysts Societies

IFRS — sustainable investment

IFRS enables an assessment of the
sustainable capital investment

IFRS
risk-aversion investment

Guaranteed Interest Rates 4%
Market Interest Rates 3.50%
Assets Liabilities

Shareholders Equity

Investment 90 Technical Reservces

1.5
88.5

N

Solvency Il - without transitional measures

3%
Assets Liabilities
Solvency capital -21.4
Investment 90 Technical Reserves 111.38

Investment strategy

enables overcoming
solvency shortfall

Source: Own Representation

The importance of the Insurance sector in European Equity and Credit Markets
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®

Alignment of Solvency Il with Transitional Measures

Alignment of Solvecy Il with transitional

measures

IFRS
risk-aversion investment

Guaranteed Interest Rates 4%
Market Interest Rates 3.50%
Assets Liabilities

Shareholders Equity

Investment 90 Technical Reservces

Solvency Il - with transitional measures

3.75%
Assets Liabilities
1.5 Solvency capital 1.5
88.5 Investment 90 Technical Reserves . 88.5

e

Numbers are identical

E F FAs The European Federation
of Financial Analysts Societies

Source: Own Representation
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Conclusion

An alighment of Solvency Il to IFRS 17 could incentivise insurance companies to increase their
investments into liquid equity instruments.

National booked value based accounting rules are outdated and should also be aligned to a

market based economic risk management approach in order to anticipate critical situations
such as inflationary impacts.
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Disclaimer

This presentation and the analyses on which it is based have
been prepared in good faith. The copyright is held by Zielke
Research Consult GmbH, Aachen.

This presentation contains confidential and legally protected
information. Copying the content of this presentation, passing it

on without permission is not permitted and constitutes a

copyright infringement.

Contact Information:
Dr. Carsten Zielke

+49 2408 7199500

carsten-zielke@zielke-rc.eu

O E F FAs The European Federation The importance of the Insurance sector in European Equity and Credit Markets Page 27
of Financial Analysts Societies

© EFFAS 2023


Presenter
Presentation Notes




	Slide Number 1
	Key Message
	Content
	Slide Number 4
	Slide Number 5
	Slide Number 6
	Slide Number 7
	Slide Number 8
	Slide Number 9
	Slide Number 10
	Slide Number 11
	Slide Number 12
	Slide Number 13
	Why are insurance companies reluctant of equities?
	Liquidity Risk – Unlisted Equity
	Liquidity Risk – Unlisted Equity
	Private Equity – European Private Equity Trends 2017-2022
	European Private Equity Trends
	What are the solutions that can be implemented?
	IFRS 17 VFA approach
	Example 1: Situation of High Interest Rates
	Example 2: Low interest rate without transitional measures
	IFRS in Low-Interest Rates
	IFRS – sustainable investment
	Alignment of Solvency II with Transitional Measures
	Conclusion
	Disclaimer

