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The role of overlay solutions
in the transition toward more
liquid assets

KEY HIGHLIGHTS

European insurance companies context

In a context of higher yield environment, closing of duration gaps but also risk
of lapse, liquidity and recession, European insurers have started to shift their
portfolios towards more liquid assets (while maintaining exposure to less liquid
such as real estate or private equity).

The scope of overlay strategies is broad

Insurers use overlay strategies to achieve additional performance, provide
risk protection, manage exposure as well as for accounting and/or prudential
requirements.

While transitioning investment portfolios, incorporating overlay strategies
can provide distinct and compelling advantages

The advantages of cost efficiency and prompt execution make overlay
solutions an enticing option for investors seeking to make changes swiftly
and at a lower expense. Additionally, overlays can serve as a transition tool,
facilitating the ultimate goal of reallocating cash funds.

Some overlay implementation ideas to consider in the current context
* Implement overlay solutions to lock in gains against unused cash flow
» Use inflation overlay to hedge inflation risk

» Reduce volatility caused by foreign exchange exposures through currency
overlays

» Consider asset allocation overlays to safeguard the portfolio against potential
downside risks, for both economic and regulatory purposes

* Implement completion overlays for transitioning towards new strategic or
tactical asset allocation

Some considerations when investing in overlay strategies
« Liquidity: look for overlay where both buying and selling are equally available

* Valuation: preference for overlays where several independent valuation
sources are available

* Basis risk: ensure there is sufficiently high and stable correlation between the
overlay and underlying strategies/positions

» Accounting treatment: ensure efficient accounting treatment

* Regulatory treatment: pursue efficient capital utilization within the limits set
by local regulations
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We identified four key
objectives among our
insurance clients that
drive the adoption of

overlay strategies.

* Please refer to the glossary
on page 5 for definitions of
key terms used in this document.

In the Insurance Fixed Income Outlook, we highlighted that lapse risk, yield
management in the new interest rates environment, duration gap closing
and volatility reduction were the major investment trends that have affected
European insurance companies since the beginning of 2023. Cash flows and
liquidity emerged as the main drivers for implementing these investment trends.

To complement this analysis, in this article, we explore overlay solutions and their
ability to provide effective ways to overcome cash and liquidity problems.

1. Purpose of overlay solutions

Overlay solutions have become increasingly popular among insurers seeking
innovative ways to manage their investment portfolios. In simple terms, overlays
involve the use of derivatives to modify or enhance an existing portfolio.

We identified four key objectives among our insurance clients that drive the
adoption of overlay strategies.

1. Additional performance: overlays can be used to incrase exposure to specific
assets or improve diversification using dynamic overlay strategies.

2. Risk Protection: hedging instruments like overlays allow to set risk limits and
specific protection levels.

3. Exposure management: overlays allow, for example, the implementation of
strategic or tactical asset allocation, or for managing the transition towards a
new asset allocation.

4. Accounting & Prudential: derivatives used for hedging purposes enable
control over accounting or regulatory key performance indicators.

In practice, an overlay solution can be used to achieve a single objective or
multiple objectives simultaneously. For example, setting a protection limit can
help reduce prudential capital when eligible techniques are used from a solvency
standpoint.

2. Overlay trades that can be used
in the current environment

Managing lapse risk and yield in a new interest rates environment, closing
duration gaps, and reducing volatility can be achieved by using new cash when
available or through rebalancing, albeit at a certain economic and accounting
cost. It is also possible for insurers to achieve these goals using overlays, either
because they offer a more cost-effective option in terms of transaction costs or
as a transitional tool until rebalancing or sufficient cash flows can be utilized to
achieve the initial goal.

Manage lapse risk

Managing lapse risk can be achieved if the insurance company can estimate a
schedule of lapse negative cash flows, albeit with a degree of uncertainty.

A portion of that schedule can be addressed with redemptions or coupons
(see the Insurance Fixed Income Outlook). For the rest, the insurer may be in
a situation where redeeming historic fixed income holdings acquired at lower
rates compared to the current yield is not cost-effective or advantageous from
an accounting standpoint. As a result, based on the estimated schedule of lapse
cash flows, while taking in consideration unrealized gains and accumulated
reserves, overlay strategies can be implemented in order to lock-in gains against
lapse cash flows.
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While life insurers have
been globally quite
immune to short and
medium-term inflation
evolutions, this has
not been the case for
Property & Casualty
(P&C) insurers and
reinsurers

* Please refer to the glossary
on page 5 for definitions of
key terms used in this document.

Manage inflation risk with inflation overlay strategies

It is fair to say that, in 2022, inflation was one of the main risk factors for most of
the (re)insurance industry and this pattern is likely to endure in 2023. Our belief
aligns with the market consensus suggesting that this risk has the potential to
endure until the first half of 2024 (see our Cross Asset Investment Strategy -
Special Edition: Mid-year outlook 2023). While life insurers have been globally

quite immune to short and medium-term inflation evolutions, this has not been
the case for Property & Casualty (P&C) insurers and reinsurers:

* P&C insurers focused on commercial insurance did not suffer much, as the
market has been strong in the last few years and price increases were ahead
of inflation.

Retail P&C took most of the hit in 2022 and this impacted the current year
loss ratio.

The reinsurance sector was the second most affected by inflation pressures,
after retail P&C. During Q1 2023, reinsurers have reported material headline
price increases on average, which still translated into positive risk/inflation
adjusted price increases. Reinsurers also took advantage of the absence of
third party capital and overall tighter capacity to obtain improved terms on
contracts.

Control the duration gap

Some insurers are contemplating duration gap closing or having a negative gap
to lock in the rate gain on solvency. However, it does not yet seem to be on the
agenda as of today for many companies. In this context, a duration overlay can
therefore be used to control the duration gap:

* When interest rates rise, the returns on an insurer’s investment portfolio
typically increases. As a result, some insurers have experienced mechanical
closure of the gap between their assets and liabilities due to the rise in interest
rates. Due to the impact of convexity, which refers to the sensitivity of bond
prices to change in interest rates, adjusting the duration gap does not occur in
direct proportion to the magnitude of interest rate movements.

* Therefore, employing an overlay strategy can be advantageous for better
control or management of the duration gap.

» For others insurers, there could still be a need to close the remaining duration gap.

When an overlay is used, it permits quick and cost-efficient action to be taken,
with the possibility to eventually replace the derivatives with cash positions when
and where possible.

Reduce volatility caused by FX exposures with currency overlay

When there is exposure to a foreign currency, financial theory* states that the
optimal hedge ratio in order to minimize portfolio volatility can be obtained
through the formula below, which links the correlation and volatilities of the
underlying asset and the foreign exchange (FX) forward rate™:

Vol (Underlying asset)

Optimal hedge ratio = 1 + corr (Underlying asset, FX foward) X
Vol (FX foward)

In practice, all of these variables are subject to constant change, which is why
we believe a dynamic hedging program is necessary to effectively control the
overall volatility.

One best practice could be to set a strategic hedge ratio range rather than a fixed
target in order to minimize transaction costs. Furthermore, for insurers willing
to allocate some risk budget to the FX risk factor it is possible to include some
active FX positions.
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The risk-return trade-
off of corporate debt
versus government
debt has changed
significantly in 6
months. Insurance
companies may
contemplate adjusting
their credit exposures or
strategies.

* Please refer to the glossary
on page 5 for definitions of
key terms used in this document.

Downside risk protection for economic and/or regulatory
purposes

Insurance companies can utilize overlays and hedges with the objective of controlling
total or extreme risk for a single asset class or at the overall portfolio level.

They can also select the derivatives used for hedging so that they qualify as
eligible"Risk Mitigating Techniques™®” for the purpose of the prudential regulation.

In both cases the risk capital that is released - economic or prudential risk capital
- can be used to increase the economic or prudential profitability or it may be
redeployed towards other sources of additional return.

This approach can be applied to all risk asset classes*. More recently, we have
observed a growing demand for overlays in two asset classes, namely equities
and foreign exchange rates. Credit bonds and especially High Yield bonds are
other likely candidates, however the high level of basis risk make them more
difficult to hedge in a Solvency Il context.

Adjust the credit exposures or strategies

During the low yield environment of the prolonged Quantitative Easing period,
insurers have accumulated sizable credit exposures.

For some insurers, their credit allocation had even reached a size equal to their
government exposures.

Furthermore, the escalating inflation caused by the War in Ukraine has prompted
central banks to swiftly revise their interest rate policies.

In a six-month window ending in mid-April 2023, the yields of 5-year US (Bbg
ticker : US91282CHE49*) and 5-year Euro government bonds (Bbg ticker :
DEOOOBU25000*) have risen from negative territory to 3.62% and 2.56%
respectively. Simultaneously , the Euro Corporate spread (Bbg ticker: LECPOAS
Index*) has declined from 2.4% to 1.6% but it continues to exhibit notable volatility
as of the present time.

As a result, the risk-return trade-off of corporate debt versus government debt
has changed significantly in six months. Insurance companies may consider
adjusting their credit exposures or strategies accordingly.

3. Key considerations when
implementing overlay equity
strategies

Using derivatives is a common practice among insurance companies, but the
degree to which they are employed is contingent on their internal operational
frameworks in place. Let us illustrate some of the key attention points to facilitate
the utilization of derivatives in overlay strategies.

Accounting treatment

The accounting treatment of derivatives for insurers is governed by specific
accounting standards, such as International Financial Reporting Standards 9 and
17 (IFRS 9 and 17)*. These standards require insurance companies to account
for derivatives at fair value through profit or loss (FVPL), which means that any
changes in the fair value of the derivatives are recognized in the company’s
income statement. It is important to note that the use of derivatives may lead to
an accounting mismatch if, on one hand, the derivatives are accounted for at fair
value through profit or loss (FVPL), while on the other hand, the hedged assets
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are not accounted for at FVPL. For instance, bonds and equities can be treated
through Other Comprehensive Income (OC).

Additionally, regulations require insurance companies to report their financial
position accurately and transparently to their stakeholders, including policy-
holders, regulators, and investors.

For these reasons, it is crucial for insurers to ensure that their advisors or asset
managers, and their internal teams, have the required accounting knowledge
to process these types of instruments. In addition, they must also ensure that
internal business processes, administrative systems and risk management tools
allow for the monitoring and assessment of derivatives overlay.

Liquidity
It is important for insurers to operate in markets that facilitate and optimize the
sale of overlays when they are no longer required. This involves ensuring that

the process is both convenient and cost efficient, just as it was during the initial
purchase.

Valuation

It is crucial to ensure that multiple sources are readily accessible for pricing
derivatives. While this is typically the case for listed derivatives, it is important to
exercise caution when dealing with certain over-the counter (OTC) transactions®.

Basis risk*

It is important to consider the stability of correlation between an overlay and its
* Please refer to the glossary unde_r\ymg a_sset when using |t’as cash positioning replacement. The goal Is to ensure
on page 5 for definitions of confidence in the correlation’s consistency throughout the entire holding period,
key terms used in this document. especially during market conditions that may prompt the sale of the overlay.
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* Please refer to the glossary on page 6
for definitions of key terms used in
this document.
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GLOSSARY

 Basis risk: a type of risk that arises when hedging instru-
ments used by an investor or a company are not perfectly
correlated with the underlying asset being hedged.

* Convexity: convexity is a measure of the degree of
curvature of the relationship between bond prices and
interest rates.

* FVPL (Fair Value through Profit and Loss): assets
classified at FVPL are measured at fair value and changes
in fair value are recognized in profit and loss as they arise.

* Financial theory: financial theory refers to the study of
how individuals, businesses, and other organizations
make investment and financial decisions, as well as how
they manage risk. This field of study encompasses a wide
range of topics, including portfolio optimization, capital
structure, asset pricing, and risk management, among
others. It is built on various financial models, concepts,
and frameworks that help investors and businesses
to understand financial markets and to make sound
investment decisions. It is used by academics, researchers,
and practitioners in finance to analyze the behavior of
financial markets, develop investment strategies, and
design financial instruments to manage risk.

FX forward rate: a foreign exchange forward rate is a
financial contract in which two parties agree to exchange
currencies at a set exchange rate on a future date.

International Financial Reporting Standards 9 and 17
(IFRS 9 and 17): accounting standards issued by the
International Accounting Standards Board (IASB). IFRS 9
sets out therules for the classification and measurement of
financial assets and liabilities, and how impairment losses
should be taken into account. It also includes guidance on
hedge accounting for financial instruments, which allows
companies to offset the impact of changes in a financial
instrument’s value against the impact of changes in a
hedging instrument’s value. IFRS 17, which took effect
January 1, 2023, concerns the accounting treatment
of insurance contracts held by insurance companies. It
requires that insurers present a more detailed picture of
their insurance contracts to help investors and analysts
better understand their financial performance and risk
profile. It also mandates new accounting and actuarial
requirements for insurance contracts, aligned with
modern industry practices. Both IFRS 9 and IFRS 17 are
part of a broader effort by the |IASB to provide greater
consistency and transparency in financial reporting
across countries and industries. Adherence to these
standards is mandatory for many public companies and
financial intermediaries worldwide (for more information
you can visit https./www.ifrs.org/).

LEARN MORE

* Lapse risk: lapse risk is the risk that policyholders will
allow their insurance policies to lapse or prematurely
terminate, resulting in a loss of revenue for the insurer.

Other The Counter (OTC): financial transaction or
security that is traded directly between two parties
without going through an exchange or other centralized
trading platform.

Risk asset classes: investment categories that are
associated with a relatively higher degree of investment
risk, but also offer the potential for higher returns.
Examples of risk asset classes include equities (stocks),
high-yield bonds, commodities, and certain types of real
estate investments.

Risk mitigation techniques: in a Solvency Il context, a
‘Risk Mitigation Technique ‘ refers to a hedging solution
that satisfies the regulatory criteria required to be deemed
eligible for reducing the regulatory risk capital (Solvency
Capital Ratio “SCR”). The Solvency 2 Directive does
not specifically mention overlay strategies by name, it
acknowledges the value of risk management techniques
and encourages insurance firms to use appropriate
strategies to manage their risks effectively.

T35/805/31/28 Govtindex (Bbgticker: US91282CHE49):
refers to a US Treasury bond that has a coupon rate of
5.625% and matures on May 31, 2028.

The Bundesobligation Index (Bbg ticker: DEOOO-
BU25000): is a benchmark index that tracks the
performance of euro-denominated German government
bonds with maturities over one year.

The Bloomberg Euro Agg Corporate OAS (Bbg ticker:
LECPOAS Index): is the option-adjusted spread (OAS) of
the Bloomberg Euro Aggregate Corporate Bond Index,
which represents the additional yield that investors can
earn over the risk-free government bond rate by investing
in corporate bonds.

To get our latest contents 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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