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Inst Risk’s second collateral management survey in conjunction with BNY Mellon finds
more ﬁsurers are taking steps to prepare for new derivatives regulation, but concerns about
- collaterai availability are mounting
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THE FINANCIAL SERVICES industry is facing a seismic shift in the use of collateral, as it moves
from an off-market, over-the-counter environment into a listed, centrally-cleared one. Insurersiand
other buy-side firms will have a greater need to post initial and variation margin in.the,shape of
high-quality collateral when using derivatives.

For a second year running Insurance Risk and BNY Mellon have
conducted a survey to look at how insurance companies are preparing
for the new regime and the opportunities and challenges that the
changes will bring.

The survey revealed increasing concerns over the availability of eligi-
ble collateral assets to post as margin. The key findings were:
e Two-thirds of insurers surveyed expect to participate in the new
cleared environment;
e Fewer respondents believe their organisation will increase its use of
derivatives in the coming years compared with last year;
e The proportion of respondents that believe they will have enough
asscts of the required quality in their investment portfolios to meet'the
collateral requirements of the new environment has fallen by a‘third;
® The repo market is seen as the most attractive mechanism to opti-
mise collateral and gain additional yield from investment portfolios.

Respondents

The survey was completed by 84 respondents from‘insurance compa-
nies. Of the companies represented, approximately 70% had life
operations, 58% had non-life operations and 24% conducted reinsur-
ance business. Respondents held dnsurance assets totalling $7.45
trillion (£4.3 trillion), representing approximately 31% of the global
insurance market, based on.estimates of global insurance assets of
$24 4 trillion at the end of 2011 (from The City UK).

Approximately one-third (34%) of respondents had gross written pre-
miums of more than $10 billion in 2012, while one half (46%) wrote
gross premiums of under $2.5 billion in that year. Similarly, more than
a third (37%) had assets of more than $100 billion at the end of 2012,
although nearly one-half (42%) held assets under $25 billion.

The majority of respondents (75%) wrote business in Europe, the
Middle East and Africa, while 49% had operations in the Americas and
38% wrote business in Asia-Pacific.

Credit quality of sovereign bond holdings reduced
Respondents were asked to outline their company’s holdings in a
range of investment classes. Sovereign debt accounted for 27% of
respondents’ portfolios on average, while 33% of assets were
corporate bonds. The results showed a slight increase in corporate
bond holdings versus last year (27% in 2012’ survey) and a slight
decline in government debt allocations (31% in 2012).

What is your broad asset allocation?

sovereign bonas ||, -
Corporate bonds 33%
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Source for all charts: Insurance Risk/BNY Mellon
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What is your sovereign bond asset allocation by
rating?
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There was a marked shift in the credit quality of respondents’ gov-
ernment bond portfolios compared with last year. Government bond
holdings were still weighted towards AAA-rated instruments (on aver-
age 35% of sovereign bond holdings); however, in last year’s survey, the
allocation to AAA-rated government securities was 69%. At the same
time, insurers have doubled their allocations to government bonds
rated AA, A and BBB.
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What is your corporate bond asset allocation by rating?
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8%
I, 22 %
AA 23%
A I, 26 %
35%
I 27 %
BBB 23%
Non-investment I 5%
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What do you use derivatives for?
To manage interest rate risk 74%

To manage inflation risk 37%

To manage longevity risk 16%

To manage asset class risk _ 40%

Other I 32%

As it relates to your derivatives,do you
(Please tick all that apply)

Use exchange-traded
derivatives

Use OTC derivatives positions 149
with an Isda but without CSAs °
—

Use OTC derivative positions
with an Isdawith CSAs

Hold long-dated forward
FX/collateralised

Hold long-dated forward
FX/non-collateralised

Insurance Risk

There was little change in the balance of respondents’ corporate
bond portfolios, with approximately 60% of the portfolio being rated
A or lower. Allocations to cash doubled from 5% to 10%.

Increased use of CSAs and exchange-traded derivatives
Respondents were asked how they used derivatives. More than 70% of
companies used derivatives for hedging interest rate risk and 76%
hedged currency risk using such instruments. Inflation risk was
hedged with derivatives by one-third of respondents.

Of those that used derivatives, the vast majority of respondents (83%)
used over-the-counter markets avith an Isda and a credit support
annex (CSA). This proportion has inereased since last year’s survey,
when 69% of respondents said they used these.

There was also an increase in the number of respondents using
exchange-traded instruments: 78% said they did so, compared with
69% last year.

For those using the OTC market, cash was the most popular form of
collateral fo post as initial margin, followed by sovereign bonds.
Approximately half of the respondents (48%) did not currently post
initial margin, as was the case in last year’s survey.

The majority of respondents currently post variation margin on their
OTC positions, with nearly one-half (47%) using cash — an increase of
eight percentage points on last year — and 11% posting sovereign
bonds. One in 10 respondents posts a mixture of sovereign bonds and
corporate bonds rated AA or higher as variation margin.

The proportion of respondents not posting variation margin has
fallen from 25% in 2012’s survey to 13% this year.

There has been a change in the expectations of derivatives usage since
last year. Only one-third (29%) of respondents expect to increase deriva-
tives use compared with one-halfin last year’s survey. Nearly one-half of
respondents (46%) do not expect to increase their derivatives use in the
coming years, and one quarter (24%) were undecided as to future usage.

Understanding of move to OTC cleared environment
has increased

More insurers than last year expect to participate in the OTC cleared
environment, with two-thirds (67%) of respondents saying they will
do so compared with 53% last year.

Insurers’ understanding of the impact of the move to central clear-
ing is also increasing. More than half of the respondents (54%) claim
to understand the impact and are working towards operational readi-
ness, compared with one-third in last year’s survey. One-fifth of
insurers had yet to launch an impact study (a similar proportion to last
year), while 10% do not believe they will be affected, compared with
22% in 2012’s survey.

Those firms that had launched an impact study are focusing in
particular on the trades that will have to be cleared, the selection
of clearing brokers/futures commission merchants, future collateral
requirements and data requirements.



Insurers look to repo market to optimise collateral
Respondents are exploring measures to optimise collateral by convert-
ing idle assets into eligible collateral. While only a small proportion of
respondents currently do so, the survey shows more expect to once cen-
tral clearing is in place. As was the case last year, use of the repo market
is expected to be the most popular method of collateral optimisation.

A significant proportion of insurers are still not running a securities
financing desk to support a range of business activities, as last year’s
survey also revealed.

There has been a change in the expectations
of derivatives usage since last year. Only
one-third (29%) of respondents expect to
increase derivatives use compared with

one-half in last year’s survey

The majority of insurers (61%) pledge their investment portfolios as
collateral, as was the case last year, although the proportion doing so
has fallen from 72% in 2012. There was also a fall in the proportion of
respondents pledging assets in support of secured borrowing (30%
compared with 44% last year).

This year’s survey did reveal that a higher proportion of insurers are
pledging assets in support of standby credit facilities than last year
(41% compared with 24% in 2012).

Collateral quality remains a concern

Compared with last year, fewer respondents said they carrently-hold
sufficient (“enough” or “comfortably enough”) assets of the requisite
quality within their investment portfolios to meet collateral margin-
ing requirements and other pledges.

Only 25% said they “comfortably hold” enough asscts (compared with
41% last year), and 19% said they hold “enough” assets (down from 24%
in last year’s survey). Once the central€learing reforms are implemented
only 8% said they would have sufficient assets compared with 12% last
year. But despite mounting concerns about the availability of collateral-
quality assets in a centrally-cleared environment, fewer respondents say
they may regularly or occasionally be obliged to engage in some form of
collateral transformation: only 15% of respondents said this would be the
case once the reforms are implemented, compared with 27% last year.

Repo markets‘an attractive way to boost income
in the low-yield environment
Not surprisingly, the vast majority of respondents (86%) are currently
exploring opportunities to generate additional income from their
existing investment portfolio.

Insurers are assessing whether the move to central clearing, and asso-
ciated collateral demands, is an opportunity to generate such income.
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For your OTC derivative positions what do you typically
post as initial and variation margin?
(Please tick the most common standard)

we don't post it/ | N, -

variation margin 13%

25%
Cash
47%

S ian bond 10%
overeign bonds 1%

Sovereign bonds plus AA - 8%

and above’ corporate bonds 1% W Initial margin

Variation margin
10%

Other (please specif
(p pecify) 18%

Has your firm investigated the impact of the
move to central.clearing for OTC derivatives?

A.Yes, we understand
the impacts and are working
towards. operational readiness

54%

B. We are still conducting

0
our impact assessment 15%

C. We have yet to launch
an impact assessment

21%

D. We don't believe
we will be impacted

10%

If you answered A or B to the question above, which of

the following factors were taken into account?
(Please tick all that apply)

Trades to be

cleared 92%
cleaﬁggegtric?l?e?sf 89%
e ol
Collateral transformation 69%
Data requirements 35%

80%

Avaliability of collateral

Collateral segregation 62%
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Approximately half of the survey’s respondents do not think the
reforms will provide revenue-enhancement opportunities — a similar
proportion to last year. One quarter think central clearing is likely to
present income-generating opportunities — once again, a similar pro-
portion to last year.

The survey shows a split right down the middle with around 50% of
insurers currently generating additional revenue from their liquid
asscts via securities lending. A slightly smaller proportion (42%) use
liquid assets for repo activity, while only one quarter do so in support
of long-dated liquidity swaps — the latter being significantly less than
last year when 35% engaged in this activity.

But insurers are assessing whether additional income can be gener-
ated from their liquid assets, particularly securities lending and repo
activity. Of those that have undertaken an assessment, the greatest pro-

Do you, or will you, engage in any form of collateral
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Integrate your collateral management and margining
processes across instruments within legal entities

y N
4%

Use of the repo market
None of the above

Use "cost of opportunity revenue lost"
as a proxy for 'most efficient collateral’ < * \

Look to cross-net across listed and OTC contracts
Use of securities loans to facilitate cash releases

processes across instruments across legal entities

Integrate your collateral management and margining

Use of self-borrow across your own legal entities to deliver
the necessary collateral to the entity required to post
Use of your custody bank as a lender or repo principal

Do you pledge your investment portfolio today,
for any of the following reasons?
As collateral in

support of derivatives
positions held

39%

: 64%

70%

61%

As statutory deposits
to allow you to do business
outside your home jurisdiction

In support of
secured borrowing

In support of standby
credit facilities

41% 59%

- Yes No

Do _you useyour investment portfolio today for any of
the following reasons?

In support of long-dated
liquidity swaps

24%

To generate securities
lending revenues

To support your
repo activity

Bl es I No

As it relates to your derivatives collateral margining
requirements and other pledges would you say:

You comfortably hold enough assets of the

fortably hold enough as I 25
requisite quality within your investment

to meet your posting obligations 4%
You hold enough assets of the requisite _ 19%
quality within your investment portfolio

to meet your posting obligations 4%
Occasionally you may be obliged _ 9%
to transform the quality of assets

to meet your posting obligations M% B Now
You are regularly obliged to 2%
transform the quality of assets - ° Y Z%ztrf:;fz?mral
to meet your posting obligations 4% OTC reforms
Don't knowystill _ 1%
under investigation 5%
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portion of respondents say repo activity is attractive, followed by using
liquid assets for collateral swaps/transformation and securities lending.

Compared with last year, more respondents say these activities are
attractive, with repo activity seeing the greatest growth in interest (up
24 percentage points), followed by collateral swaps/transformation
(up 16 percentage points) and securities lending (up 14 points).

Engaging in long-dated liquidity swaps is seen as less attractive than
last year, with only 13% of respondents viewing it as attractive com-
pared with 36% in 2012’s survey. @

Comment: Paul Traynor, head of insurance segment,
international, BNY Mellon

Through impact assessments, insurers are achieving greater clarity
around whether, and how, they will be affected by the move to central
clearing; with increased acknowledgement of the likelihood that they
will indeed be impacted by the regulation. Accompanying this is a
decline in the number of insurers, from 65% (in 2012) to 44% (in 2013),
who believe they hold sufficient capital of the appropriate quality to
support both centrally cleared and over-the-counter derivatives trades,
suggesting awakened recognition of the implications of the regulation.

While more firms are working towards operational readiness, still a
fifth of those surveyed are yet to conduct their impact assessment
and may therefore not be attending to these implications. \We echo
last year’s comments that it is critical for insurers to conduct the
necessary assessment as soon as practicably possible to alleW them
to plan appropriately for future growth.

\We are seeing a gentle upward trend towards collateralised trades.
As it relates to over-the-counter derivatives trades, @lmost half,of
insurers continue not to post initial margin. Thisg@iber femains high,
and comparable to one year ago. Over time we expegt that the number
not posting initial margin will go down, as'risk andedst considerations
provoke a move into the cleared environmeént. This is supported by the
spike in the number of insurers wihe believeithey will start to use
clearing for their OTC trades.

A reassessment of risk versus retUrnbrelating to sovereign bonds has
resulted in insurers reduging their holdings of sovereign debt, increasing
corporate debt holdifigs andihearding cash. Depending on the eventual
standards that thie @eniralicounterparties settle on for initial margin, this
asset reallocation may increase the cost of using derivatives as a hedging
tool within an insurer’s portfolio, given the reduced holdings of sovereign
bonds and the opportunity cost of posting cash for margin payments.

The search for yield is gathering momentum, with insurers exploring
opportunities through the repo market and securities lending,
increasing exposure to equity — particularly high dividend stocks —and
trading liquidity for yield. Some insurers are considering whether yield
can be found in facilitating collateral transformation.
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Have you assessed the potential scale of additional
income you may be able to generate from any of
the following?

_ Long-dated (LA 67% 21%
liquidity swaps
Securities lending  [BER 31%m
Repo activity [FeyAZ
oS
Collateral / o
ollateral swaps
transformation % 20%

Il Yes © " No B |n the process of scaling

If selected yes, how would you scale it?

_|Long-dated IR 319
liquidity swaps
Securities lending 44% &
Repo aCtiVity o
Collateral swaps/ [BY2% 20% [ 47%
transformation ™~

I Attractive Limited appeal

50%

| 6% |

12%

I Not attractive Don't know

Do you see the move to a cleared environment as an
opportunity to generate additional income on your
investment portfolio by making your high-quality
bonds available to others to post as collateral?

Yes - 8%
Still unde_r inv_estjgation, 19%
but in principle yes
We are yet to consider whether 24%
we will engage in this activity
Still under investigation o
but probably no - 14%
NO _ 350/0
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