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liquid assets

KEY HIGHLIGHTS

Context for European insurance companies

* Opportunities: interest rates and spreads* retracement* (higher yield
environment), closing of duration gap

» Headwinds: Recession risk / lapse risk / liquidity risk

Three factors contributing to the shift of portfolios towards more liquid assets
* Concerns about the lapse risk*

* A desire to capitalize on interest rates as well as market spreads

* A greater attention on portfolio liquidity risk

Four actionable ideas to adapt your existing portfolio to the transition

» Restrike existing portfolio yields to remain attractive for clients: reinvesting
in a higher yield environment or liquidate assets maturing in 2023, early 2024
or early 2025, while offsetting potential negative accounting impacts through
realizing gains (e.g. through the selling of existing equity investments which
have fared rather well)

» Adapt your accounting budget, tools & execution capacities

» Pay attention to potential recession risk: review your allocation to higher
quality and traditional assets to prepare for potential complexities to come
on the growth space and stabilize your balance sheet volatility through the
use of overlays

* Manage liquidity risk: conduct stress test and set up repo capacities to be
able to mobilize funding through the portfolio

Four investment opportunities to transition to more liquid assets

» 3-5 year credit: a sweet spot between yield optimization and potential
drawdowns

» Covered bonds: capitalize on swap spread repricing

* Govies and Agencies or alternatively receiver swaptions to minimize the risk
of reinvestment

* Please refer to the glossary on page 8 for definitions of key terms used in this document
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Lapse risk has been a
big topic in recent weeks
notably in the wake

of Silicon Valley Bank
(SVB), Credit Suisse
(CS) and Euro Vita
stories. Even if those
events can be seen as
specific, this situation
has led to the emergence
of several interrogations
in the market.

* Please refer to the glossary
on page 8 for definitions of
key terms used in this document.

European Insurance companies started 2023 with high solvency ratios and a good
outlook to improve their underlying profitability thanks to strong rate increases
in reinsurance, and commercial P&C, while 2022 prices increases in retail P&C
are slowly mitigating inflation. Besides, companies have good prospects of
improving further their recurring investment income, with Q4 2022 reinvestment
rates being much higher than FY 2022. Arguably, the insurance sector is also
facing several headwinds, some of which are just a continuation of 2022 themes.
This is impacting several dimensions - be it on the assets or the liabilities side.

In this Insurance Fixed Income Outlook, we focus mainly on the asset side of
the equation, looking at how insurance entities have begun to adapt to this new
environment and suggesting some avenues to explore for the years to come.

1. Transition to more liquid assets

Lapse risk* concern

In an environment of increased uncertainty, we are seeing a preference for
liquidity among our insurance clients. Indeed, the potential redemptions of their
client base require more liquid assets in the portfolios, in a context where there
are still some natural impediments to lapse risk.

As seen below in Figure 1, in the French market, euro-denominated products
experienced high outflows in the last quarters - €111 billion in the last quarter of
2022. In contrast, unit-linked products have seen a historic net inflow.

Figure 1 Quarterly net collection (in billion euros)
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Source: 2023 Analyses et Syntheses numéro 146, “Le Marché de l'assurance vie en 2022", Autorité de
controle prudentiel et de résolution (ACPR*), March 20, 2023. For illustrative purpose only.

Lapse risk has been a big topic in recent weeks notably in the wake of Silicon Valley
Bank (SVB), Credit Suisse (CS) and Euro Vita stories. Even if those events can be
seen as specific, this situation has led to the emergence of several interrogations
in the market.

The Figure 2 below shows that the ratio of surrenders to premium income of
[talian insurers rose to 55% in September 2022, 9 percentage points higher than in
the previous year. This results from an increase in surrenders along with declining
premium income, which can be attributed to competing products such as BTP,
and to the need for increased liquidity of policyholders brought about by the
macroeconomic environment.
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Figure 2 Ratio of surrenders to premium income of Italian insurance
companies (monthly data, billions of euros and per cent)
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Source: Institute for the Supervision of Insurance (in Italian Instituto per la vigilanza sulle assicurazioni
also known as IVASS*). Extract from the November 2022 Financial Stability Report. For illustrative
purpose only.

However, comparing banks and insurance companies solely based on their lapse
risk exposure may overlook their differences too quickly, notably with regards
to the various impediments that prevent general account policyholders from
redeeming in mass.

Looking at a few European countries

I I France In France, there are significant tax incentives not to lapse
one’s life insurance policy:

1. Inheritance tax: Both general account and unit linked
policies can be transferred to the next generation in an
inheritance process without tax, up to a certain amount

2. Policyholder tax benefits kick in after 8 years. If the
policy holder lapses before, they lose this favorable tax
treatment

|| Germany If a product is held in Germany for more than 12 years, half
of the capital gains are tax free. In addition, if customers
lapse in the first few years, then they can lose their terminal
bonus accrued.

I I Italy In Italy, there are no tax advantages related to life products.
However, several companies do charge a surrender penalty
in the first 5 years, e.g. a 2% charge if the surrender occurs
in year 2, or 0.5% charge if the surrender occurs in year
5. In addition, these products are often sold as bundled
products with protection riders and insurance coverage,
so they are not comparable to pure financial investments.

I I Belgium Life insurance products in Belgium limit lapse risk through a
mechanism of market value adjustment if the policyholder
lapses before the maturity of the contract, on top of more

negative tax treatment.

* Please refer to the glossary

on page 8 for definitions of

key terms used in this document.
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On top of that, under
Pillar 2 of the Solvency
Framework, insurers
use their own risk and
solvency assessment,
in which they identify
and assess in particular
some specific risks
related to their
business. For Life
insurance, lapse risk

is a component of that
evaluation: companies
run stress scenarios
and adopt mitigating
measures accordingly.

* Please refer to the glossary
on page 8 for definitions of
key terms used in this document.

Lapse Risk Stress under Solvency 2

Life insurers have to hold capital under the Solvency framework for various types
of risks, including lapse risk, which is part of the Life underwriting risk module.

This obliges insurers to stress the lapse situation by using three scenarios and
taking the most costly in terms of own funds for the company:

1. The first scenario shows a permanent increase in lapse rate by 50% of the rate
2. The second shows a permanent decrease in lapse rate by 50% of the rate

3. The last scenario shows a mass lapse event, with an immediate shock putting
the lapse rate at 40%

The company then has to hold an amount of own funds reflecting the most
punitive of the three scenarios.

This is conducted as part of Pillar 1 of the Solvency 2 Framework. Lapse risk is
also covered by the liquidity risk module, which stresses the liquidity position of
the insurance company.

On top of that, under Pillar 2 of the Solvency Framework, insurers use their own
risk and solvency assessment, in which they identify and assess in particular
some specific risks related to their business. For Life insurance, lapse risk is
a component of that evaluation: companies run stress scenarios and adopt
mitigating measures accordingly.

Benefitting from rates and spreads retracement opportunity

Incidentally, the great repricing we have seen on the liquid fixed income
market has led to three major consequences that have been impacting insurers’
investments in 2023:

1. Overall, risk free rates and spreads retracement have led to fixed income
becoming investable again, notably vis-a-vis the usual hurdles of minimum
guaranteed rate levels and distribution networks remuneration

2. Thanks to the actions mentioned above, we have now moved in a negative
correlation world between equity / risk assets prices and bond prices,
enabling fixed income to regain its diversification status in the balance sheet

3. The pricing relationship between liquid fixed income and Alternative assets
not being linear in nature - even between liquid and illiquid fixed income - the
huge retracement and volatility of prices in the liquid space has sometimes
led to some pocket of relative value in one universe vs. the other. As a result,
a lot of Insurers have decided to review the hurdle rates they want to obtain
on alternatives vs. liquid assets and to stick to this renewed discipline by
targeting entry points.

As a consequence, we have seen insurers willing to capitalize on rates and
spreads retracement to go for liquid investments, thereby reversing the last years
trend of an increase in the Alternatives footprint.

That is not to say that they have completely retreated from Alternatives, but
rather insurance companies have rebalanced their reinvestment flows towards
more liquid assets.

Such moves do not really yet show in EIOPA asset allocation as of Q3 2022,
because of last year’s -10% to -15% price impact on the liquid fixed income
universe. However, it should show through time if this trend persists.

2. Investing in this new framework

An additional consequence of the 2022 risk free rate retracement has been
the partial and sometimes complete closing of duration gaps (measured as
the difference between the weighted average duration of the liabilities and the
weighted average duration of the assets).
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One of the fears behind
the potential lapse risk
materializing is the
discrepancy between
portfolio yields when
the portfolio has been
constituted in the

past in a much lower
yield environment and
current market yields.

* Please refer to the glossary
on page 8 for definitions of
key terms used in this document.

Hence, the search for duration is no longer a hot topic, meaning that Insurance
companies can more simply allocate fixed-rate and floating-rate assets without
having to limit themselves to long-term fixed-rate assets or to pair floating-rate
investments with derivatives fixed rate receivers.

Our current recommendation for the 2023 Investment plans are therefore:

1. Consider 3-5 year credit as it offers a sweet spot between yield optimization
and potential drawdowns, especially in a recessionary environment

2. Consider Covered bonds* that have a renewed interest thanks to swap spread
repricing and a good rating profile, thus a low cost in SCR

3. Govies and Agencies or alternatively receiver swaptions to minimize the risk
of reinvestment

3. Restrike existing portfolio yields
to remain attractive for clients

One of the fears behind the potential lapse risk materializing is the discrepancy
between portfolio yields when the portfolio has been constituted in the past in
a much lower yield environment and current market yields.

Due to this, ifimpediments are not strong enough, there is a risk that policyholders
may shop around for products offering more updated yield targets, in the
Insurance space or not. This can be seen as the equivalent to the increase of
deposit Betas* for the banking sector.

Reinvest in a higher yield environment

One way to address this is to try to support such arise by reinvesting in a higher
yield environment. However, this approach takes time as it only involves the
proceeds (by redemption and coupons) of the fixed income portfolio and new
inflows.

Sell rapidly-maturing securities

To hasten the approach, insurers can liquidate assets maturing in 2023, early
2024 or sometimes going as far as early 2025, while offsetting potential
negative accounting impacts through realizing gains. These gains can be
realized in the equity side as these markets have been experiencing a fairly good
period in recent months, generating a lot of unrealized gains across entities.

Pay attention to market access and quality of execution

In the execution of such program, great attention must obviously be paid to
market access and quality of execution to avoid destroying value by penalizing
bid/offer* being applied to those operations.

Allocate an adequate accounting budget

It also requires allocating an adequate accounting budget and adapting tools
to track it over time through appropriate planning and execution monitoring to
optimize performance while minimizing losses.
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Alongside an increased
scrutiny of portfolio
liquidity and its
liquidation schedule we
also advise our clients
to conduct stress tests
with regards to their
derivatives books in
order to identify wrong-
way liquidity risk* that
may materialize during
current volatile market
episodes.

* Please refer to the glossary
on page 8 for definitions of
key terms used in this document.

4. Place greater awareness on
liquidity risk

Paying more attention to liquidity risk can be done following a two-pronged
approach: looking more closely at your investments and considering new tools
and techniques, as described below.

Paying more attention to liquidity risk

When considering adding new investments to their portfolios, insurers do not just
consider the yield/SCR* and its diversification impact, but also the contribution of
such additional flows to the overall portfolio liquidity of the scheme. As illustrated
in the Figure 3 below, we regularly produce the analysis of portfolio liquidity for
our clients based on our trading desk’s proprietary data.

Figure 3 Fixed Income Portfolio Liquidation schedule

45% -
40%
35% -
30% -
25% =
20% A
15% o
10% =

5%

0% -
1d 2d to 1w Tw to Tm Tm to 3m 3m to 6m 6m to ly >y

W Dec-19 m Mar-20 Dec-20 W Dec-21 W Dec-22 m May-23

Source: Amundli data, as of May 4, 2023. For illustrative purpose only

Mobilizing funding through the portfolio: setting up repo
capacities

Alongside an increased scrutiny of portfolio liquidity and its liquidation schedule
we also advise our clients to conduct stress tests with regards to their derivatives

books in order to identify wrong-way liquidity risk* that may materialize during
current volatile market episodes.

Naturally, we also advise insurance companies to get organized to be able
to smoothly mobilize a part of their portfolio against funding to cope with
unforeseen lapse events.

The most natural instruments and technigques to use revolve around repurchase
agreements (repos™). However, this implies following several steps that can prove
complex for insurance companies:

1. Negotiating market standard contracts (GMRA* and GMSLA*) with the
different counterparties

. Identifying assets that can be mobilized and track prices & haircuts
. Testing operational frameworks

. Delegating, when relevant, certain parts of the value chain

aua A DN

. Correction of reinvestment policy and authorized vehicles
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Investigate avenues for
stabilizing your balance
sheet volatility through
the use of overlays

over your existing
investment.

* Please refer to the glossary
on page 8 for definitions of
key terms used in this document.

5. Reduce net risk in preparation of

potential recession

There are two essential angles to consider when managing an investment portfolio
in anticipation of potential market complexities that may arise in the future:

1.

Review your current investments: This involves carefully examining your
current fixed income portfolio and making adjustments to prepare for potential
complexities to come on the economic growth space (notably the sector
allocation of the corporate bonds bucket of your fixed income portfolio)

2. Investigate avenues for stabilizing your balance sheet volatility through the

use of overlays over your existing investment.
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GLOSSARY

* ACPR: Autorité de Controéle Prudentiel et de Résolution
- the French regulatory body responsible for supervising
banks and insurance companies.

 Bid/Offer: the bid price is the highest price a buyer is
willing to pay for a security, while the offer (or ask) price is
the lowest price a seller is willing to accept.

* Covered bonds: a type of bond that is backed by a pool of
assets, typically mortgage loans or public sector loans held
by a financial institution. These bonds provide an additional
layer of protection to investors, as the underlying assets
are ring-fenced and can be used to repay bondholders in
the event of default.

* EIOPA asset allocation statistics: The EIOPA provides
statistical data on insurance undertakings and groups in
the EU and the European Economic Area (EEA) including
asset exposures. Source: https:/www.eiopa.europa.eu/
tools-and-data/insurance-statistics _en

* European Insurance and Occupational Pensions
Authority (EIOPA): a regulatory agency of the European
Union responsible for safeguarding stability and consumer
protection in insurance and pensions sectors. EIOPA
works towards creating a single rulebook for supervisory
and conduct standards across member states in order to
enhance regulatory convergence and remove regulatory
arbitrage. The agency works alongside national supervisory
authorities to ensure consistent application of Solvency |l
legislation, among other duties.

3-5 year forward bonds: a type of bond that can be
issued at a fixed interest rate for a specified period of
time, typically 3 to 5 years in the future. These bonds are
popular among investors who want to lock in a fixed rate
of return for a specific time period and are often used to
hedge against interest rate risks.

GMRA: Global Master Repurchase Agreement - a
legal document that governs the terms of repurchase
agreements, or repos, between financial institutions.

GMSLA: Global Master Securities Lending Agreement -
a standard agreement that governs the borrowing and
lending of securities between financial institutions.

LEARN MORE

« IVASS: Istituto per la vigilanza sulle Assicurazioni - the
regulatory authority responsible for overseeing the
insurance sector in Italy.

Lapse risk: refers to the potential loss that a life insurance
company may face when policyholders choose to
terminate their policies before the end of the policy term.

* Pre-QE: a term used to describe the period before the
implementation of quantitative easing (QE) by a central
bank. During this time, monetary policy decisions were
typically based on more traditional tools such as setting
interest rates, rather than the asset purchases and balance
sheet expansion associated with QE.

Receiver swaptions: an option contract that gives the
holder the right to enter into a swap agreement as the
receiver (or fixed rate receiver) of the swap.

* Retracement: a change in the direction of the trend.
Rates and spreads retracement refers to the change in
the direction of interest rates and the spreads.

Repo (short for “repurchase agreement”): a financial
transaction in which one party (usually a large financial
institution or a central bank) sells a security, such as a
Treasury bond, to another party with the agreement to
repurchase the security later at a predetermined price.

Spread: refers to the difference between the yield of a
fixed income security, such as a bond and an equivalent
benchmark interest rate (typically based on an interest
rate that has little to no credit risk, such as the yield on a
government bond). In other words, the spread is the excess
vield that the investor earns above the benchmark rate.

Wrong-way liquidity: a situation where the credit quality of
the counterparty and the underlying asset are negatively
correlated, increasing the risk of default.

Yield/SCR: a measure used by insurance companies to
manage their solvency capital requirement (SCR). The
vield/SCR ratio is calculated by dividing the yield on an
insurer’s invested assets by its SCR.

To get our latest contents dedicated to insurance companies visit:

https:/research-centeramundi.com/topics/insurance
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Important information

This document is solely for informational purposes. This document does not constitute an offer to sell, a
solicitation of an offer to buy, or a recommendation of any security or any other product or service. Any
securities, products, or services referenced may not be registered for sale with the relevant authority in
your jurisdiction and may not be regulated or supervised by any governmental or similar authority in your
jurisdiction. Any information contained in this document may only be used for your internal use, may not be
reproduced or redisseminated in any form and may not be used as a basis for or a component of any financial
instruments or products or indices. Furthermore, nothing in this document is intended to provide tax, legal,
or investment advice. Unless otherwise stated, all information contained in this document is from Amundi
Asset Management SAS and is as of 31 December 2022. Diversification does not guarantee a profit or protect
against a loss. This document is provided on an “as is” basis and the user of this information assumes the entire
risk of any use made of this information. Historical data and analysis should not be taken as an indication or
guarantee of any future performance analysis, forecast or prediction. The views expressed regarding market
and economic trends are those of the author and not necessarily Amundi Asset Management SAS and are
subject to change at any time based on market and other conditions, and there can be no assurance that
countries, markets or sectors will perform as expected. These views should not be relied upon as investment
advice, a security recommendation, or as an indication of trading for any Amundi product. Investment involves
risks, including market, political, liquidity and currency risks. Furthermore, in no event shall any person involved
in the production of this document have any liability for any direct, indirect, special, incidental, punitive,
consequential (including, without limitation, lost profits) or any other damages.
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