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MACROECONOMIC
AND FINANCIAL
ENVIRONMENT

decade after the 2007/08 nancial
‘ \ crisis, the global macroeconomic

environment showed signs of stability
in 2018, albeit uneven and fragile, and
growth rates are slowly returning to pre-crisis
averages, with regional variations. The global
insurance! market is an integral part of the
international nancial ecosystem. It operates
in a challenging macroeconomic and nancial
environment characterised by low in ation
rates in some jurisdictions; low and, in many
advanced economies, negative short- and
long-term interest rates; and occasional bursts
of nancial market volatility.2

Although global economic growth recovered
to an estimated 3% in 2018, a number of
headwinds threaten continued strengthening.®
Global debt reached a new high of

USD 247 trillion (327% of GDP) in the rst three
months of 2018, while total debt in frontier

markets increased by USD 2.8 trillion in the same
quarter.® Debt levels, which mainly stem from the
policy response to the nancial crisis, continue
to pose arisk to the nancial system. High debt
levels have the potential to increase spillover risk
(especially in the case of maturities mismatch
when seeking nancing), increase liquidity risk,
hinder the implementation of countercyclical
policies® and increase the non- nancial sector s
sensitivity to interest rate changes.”

Yields on 10-year break-even bonds® rose
throughout 2018, mainly due to an upturn
in oil prices and stronger demand putting
upward pressure on commodity prices.
This is also consistent with the decline in
headline unemployment.® In July 2018,
headline in ation rose to 2.9% in the US*?
and 2.1% in the euro area.*

Japan s in ation remained close to zero with no
change in expectations. The country s 10-year
break-even rate since the Ministry of Finance

Market-based in ation expectations: Break-even rates of 10-year bonds (%)

(June 2009 October 2018)
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Market-based in ation expectations for selected emerging market economies:

Break-even rates of 10-year bonds (%) (February 2014 September 2018)
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started issuing such nancial instruments in
October 2013 has averaged about 0.7%, almost
10 basis points less than the average measured
between 2013 and 2017. In October 2018,

the average expected in ation for developing
countries such as Brazil and South Africa was
somewhat higher, at 6.1% and 6.3% respectively.
However, this is slightly lower than the same
average calculated in September 2017. In ation
expectations in Mexico have been increasing in
recent years, rising to over 4%.

Towards the end of 2018, global expansion
weakened and worldwide growth was revised
downward. This is partly attributed to deepening
trade tensions, which remain an important global
risk source. Growing public and private debt
levels may further contribute to a deterioration in
risk sentiment.?

1.2 FINANCIAL MARKETS

In general, long-term interest rates gradually
increased over the course of 2018, with the US,
Canada and Italy presenting a clear upward trend,
while the rates in the UK, Japan, France and
Germany remained relatively unchanged from
previous periods.

It is unclear whether the global nancial system
will experience a prolonged period of low interest
rates or be disrupted by an abrupt interest rate
spike. In the rst scenario, associated risks will
build up on companies balance sheets. In the
second scenario, in ation could increase and

US monetary policy could tighten, as it did in
February 2018 when equity corrections took
place as a result of the largest year-on-year rise
in wages in the US since the nancial crisis. This

2017 2018

MX

caused the Volatility Index to rise to its highest
level in more than two years.*® The perceived
tail risk of S&P 500 investments has increased
considerably, signalling an upturn in the demand
for low strike puts, as observed in the SKEW
index movements. According to the Bank for
International Settlements, US-China trade
tensions also sustain this trend.

Under a low-rate state, riskier assets are more
sought after (for example, equities, certain
structured nance products and real estate).
Nonetheless, rate increases started to gain
momentum in 2018. An immediate correction in
stock prices may have a signi cant impact on
the nancial market, according to the European
Insurance and Occupational Pensions Authority
(EIOPA). House prices, as seen in Figure 1.2c,
continue to increase, with slight decreases

in several European markets. This observed
movement is partly due to the slow recovery from
the low interest rate environment.

Similar to the vulnerabilities presented in the
2017 edition of the GIMAR, the nancial markets
remain fragile to a major shock that could

trigger a reassessment of risk premiums in the
markets. Such an abrupt increase in rates could
have multiple implications across markets and
the balance sheet. For example, if it prompts
policyholders to shift their investments away from
insurance products, thus resulting in an increase
in surrenders, insurers liquidity risk may increase.

Central banks, particularly in the US, are starting
to reverse their expansionary monetary policy.

It will be important to carefully monitor how this
affects the wider nancial markets.
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Volatility in the nancial markets (2007 2018)
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Global insurance market renewal rates (Q1 2012 Q1 2019)
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Geographic investment concentrations compared to insurance reserves in Europe (entity

level, year-end 2017)
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Ownership of US federal securities at year-end 2017 (USD billions)
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Ownership of EU sovereign debt (Q2 2017)
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United States

US insurers hold only USD 371 billion (about 2%)
of the total outstanding US federal securities

of USD 20.4 trillion (Figure 3.2e). Most of the
privately held outstanding US federal debt is held
by foreign and international investors, notably
China and Japan.

Europe

In Europe, the investor base of sovereign debt by
issuing country differs across the member states.
Overall, the vast majority of sovereign debt is held
by non-domestic investors, as shown in Figure
3.2f. On average, domestic insurers and pension
funds hold 9% of the outstanding sovereign

debt. This can be considered as the lower bound
because indirect exposures (for example, through
investment funds) are not captured.

For many of the largest jurisdictions, insurers are
strongly invested in their home country. This can,
however, be put into perspective when comparing
the amount of insurance business that insurers

perform in the home jurisdiction and the goal of
limiting currency mismatches between assets
and liabilities. Other drivers of investment in the
home country could be strong knowledge of the
local market, higher transaction costs in foreign
markets, the size of the local capital market,
speci ¢ bene cial regulatory and tax treatment

of home jurisdiction investments, and links to

the local governments. As a bene t, domestic
investment behaviour lowers currency risk, allows
insurers to invest in many different local sectors
and activities, and decreases direct contagion
risks between countries in case of an isolated
crisis in one country. A drawback is that insurers
investments are more concentrated and are

less diversi ed geographically, implying less risk
sharing across countries and nancial markets
and more common vulnerabilities to asset shocks
in one market.

Looking at the small share of domestic debt
securities held by insurers in the US and Europe,
the impact on the sovereign debt securities
market is arguably limited.
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US insurance industry s total cash and invested assets, by asset type, 2010 2017

(USD millions BACV)
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among the general public and are more liquid
than those that are not registered, as the latter
are subject to strict rules on how frequently the

asset can trade and to whom it can be marketed.

Focusing on the US, the remainder of this
analysis further considers the liquidity of asset
portfolios and highlights recent trends.

Given the size of the US insurance industry s
overall investment portfolio, material changes

in the mix of cash and invested assets from one
year to the next are unlikely.

Notwithstanding, over the past several years, US
insurers have expanded their investment
strategies to include more complex, less liquid
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investments due in part to the continued low
interest rate environment. For the most part,
however, the composition of the US insurance
industry s asset portfolio has not changed

signi cantly over time (see Figure 3.3a). The
majority is invested in bonds (67% of total cash
and invested assets as of year-end 2017),%?
particularly investment-grade corporate bonds.
As such, the liquidity of US insurers investment
portfolios has not been an issue due in part to
the size, depth and breadth of the corporate
bond market. The liquidity of corporate bonds
can vary over time depending on macroeconomic
trends, and it is interrelated with the health of

the sector in which the bonds were issued. In
addition, changes in the nancial markets since
the nancial crisis have reshaped trading, such as
increasing capital requirements and placing limits
on proprietary trading.
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Common stocks comprised almost 12% of the
US insurance industry s total cash and invested
assets at the end of 2017. For the most part,
these are highly liquid, particularly the stocks of
larger companies that trade daily, as they are
publicly traded on various stock exchanges.
Note that a common stock s liquidity also
depends on the size of the exchange in which
the stock is traded: the larger the exchange, the
more liquid the stock (because of more available
trading opportunities).

In addition to corporate bonds and common
stock, US insurers invested about 5% of total
cash and invested assets in US government
securities. Other than cash, US government
securities are considered the most liquid
investments as there will always be a market in
which to trade them because they are backed by
the US government.

Smaller exposure to less liquid assets (that is,
those that are more dif cult to sell at desired
prices and on relatively short notice) includes
mortgages. Mortgages are not actively traded, so
the market is illiquid by default, mostly because
there is little standardisation with these types of
transactions. In recent years, partly due to the
reach for yield in a continued low interest rate
environment, US insurers exposure to mortgages
has been rising, particularly for life insurers (see
Figure 3.3c). As of year-end 2017, US insurers
investment in mortgages was 8% of total cash
and invested assets (USD 464 billion in book/
adjusted carrying value, or BACV). Mortgages are
commonly viewed as a long-term investment that
matches the longer liabilities of life insurers.

European Economic Area investments of insurers under Solvency Il (Q4 2017 Q2 2018)

(EUR millions)
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US insurers exposure to mortgages (BACV USD millions)
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I THE NATIONAL BANK OF BELGIUM S APPROACH TO MONITORING LIQUIDITY RISK

n Belgium, a key indicator to measure the
liquidity risk that insurers face is the amount
of liquid assets relative to the amount of liquid
liabilities, referred to as the liquid assets-liquid
liabilities ratio. Other indicators used to monitor
liquidity risk are the amount of surrenders and
other payments (cash out ows) to premium
volumes (cash in ow) and the proportion of
investments with a potential liquidity risk
(such as repos and securities lending) to
the overall investments.

The liquid assets-liquid liabilities ratio is
calculated in three steps.

First, what constitutes a liquid asset is de ned.
To do this, the assets are divided into different
asset classes on the basis of their liquidity
characteristics and credit quality. For instance,
cash is considered to be fully liquid. For other
asset classes, haircuts are applied to re ect

that they are not fully liquid. These haircuts are
based on similar principles applied in the Basel llI
Liquidity Coverage Ratio framework.

Second, the liquidity of liabilities is assessed by
considering the degree to which these liabilities
are subject to lapse risk. Drivers of lapse and

surrender risk are the liabilities surrender value,
the size of potential surrender penalties and

the existence of tax incentives related to the
insurance contract.

Third, the market value of the liquid assets is
divided by the surrender value of liquid liabilities
to calculate the liquid assets-liquid liabilities ratio.

Figure 3.3e illustrates the distribution of the liquid
assets-liquid liabilities ratio of Belgian insurers in
the third quarter of 2018. Once the liquid assets-
liquid liabilities ratio has been calculated, each
insurer is given a high, medium or low risk score.

To date, Belgium s liquidity risk monitoring has not
led to direct macroprudential measures. However,
the ndings that emerged from these analyses

(in particular, the signi cant reduction in premium
volumes and the growing number of surrenders
related to individual life insurance contracts) gave
rise to a strategic review and recommendations
on the future of the individual life insurance sector
in Belgium. For a small number of insurers, the
results of the analyses led the National Bank of
Belgium to adopt follow-up measures or to carry
out on-site inspections focusing on how they
manage liquidity.

Distribution of the liquid assets-liquid liabilities ratio of Belgian insurers (Q3 2018)
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Gross and net reinsurance premiums written, year-end 2003 2017 (USD billions)
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Distribution of gross written premiums by class of business, year-end 2017 (%)
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Gross premiums assumed by region, year-end 2003 2017

Source: 2018 IAIS survey

Asset composition, year-end 2003 2017 (%)

Source: 2018 IAIS survey







































