Collateral
management
survey 2012

The move to central clearing of OTC derivatives
trades will have a dramatic impact on the insurance
industry’s use of collateral. A survey, conducted by
Insurance Risk in conjunction with BNY Mellon,
finds many insurers have yet to assess fully the
implications of the new regime for their business
and most are largely unprepared for the new
collateral requirements
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THE FINANCIAL SERVICES industry faces nothing
less than a seismic shift in the use of collateral during
the next 12 to 18 months, as it moves from an off-mar-
ket, over-the-counter environment into a listed,
centrally-cleared one. Insurers and other buy-side
firms in particular will have a greater need to post ini-
tial and variation margin in the shape of high-quality
collateral when using derivatives.

Insurance Risk and BNY Mellon, with assistance from Ernst & Young,
conducted a survey to find out how insurance companies are preparing
for the new clearing regime and the opportunities and challenges that
the changes will bring.

The survey illuminates that seismic shift:
e more than half of insurers (53%) surveyed expected to participate in
the new cleared environment;
e half of the respondents (50%) believed their organisation will
increase its use of derivatives in the coming years;
e yet only a small minority (13%) believed they will have enough assets
of the required quality in their investment portfolios to meet the col-
lateral requirements of the new environment.

The survey polled 59 insurers, of which 47 were primary insurers
and 12 were reinsurers. Almost half of the respondents (46%) were
pure-play life re/insurers, while 19% were non-life companies and 32%
conducted both lines of business.

One-third (33%) had gross written premiums of more than $10 billion
(£6.2 billion) in 2011, while a quarter (23%) held assets of more than
$100 billion at the end of 2011.

The majority of respondents (69%) wrote business in Europe, the
Middle East and Africa, while 39% had operations in the Americas.

Respondents were asked to outline their company’s holdings in a
range of investment classes. Sovereign debt accounted for 31% of
respondents’ portfolios on average, while 27% of assets were corporate
bonds.

Government bond-holdings were heavily weighted towards AAA-
rated instruments (on average 69% of sovereign bond-holdings),
whereas corporate bonds were predominantly lower rated, with
approximately 30% being BBB-rated or below.

Equities amounted to 8% of respondents’ holdings on average, while
cash was 5%.

Insurance Risk
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What is your broad asset allocation?

Sovereign bonds
Corporate bonds
Equities
Mortgages
Funds

Property

Cash

Other

10% |

31%

0% 5% 10% 15% 20% 25%

30%

35%

What is your sovereign bond and corporate bond
asset allocation by rating?

AAA

AA

BBB

Bl Corporate bond
I Sovereign bond
Non-investment

grade

6%
6%

1%

Unrated 1%

69%
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What do you use derivatives for?

To manage interest rate risk 83%
To manage inflation risk
To manage longevity risk
To manage currency risk

To manage asset class risk

Other 16%

I I ]
0% 20% 40% 60% 80% 100%

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

Use exchange-traded o
derivatives 69%
Use OTC derivative positions

with an Isda with CSAs 69%

Use OTC derivatives positions
with an Isda but without CSAs

Hold long-dated forward
FX/collateralised

Hold long-dated forward
FX/non-collateralised

5%

0% 10% 20% 30% 40% 50% 60% 70%

For your OTC derivative positions what do you
typically post as initial and variation margin?
(Please tick the most commmon standard)

We don't post initial/ 54%

variation margin

Cash

Sovereign bonds

W initial margin

Sovereign bonds plus AA 6% Variation margin
and above' corporate bonds 1%
0
Other (please specify) 6%
6%
1 1 1 1 1 |
0% 10% 20% 30% 40% 50% 60%
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Respondents were asked how they used derivatives. More than 80% of
companies used derivatives for hedging interest rate risk and 70%
hedged currency risk using such instruments. Inflation risk was
hedged with derivatives by one-third of respondents.

Of those that used derivatives, exchange-traded instruments were
used by more than two-thirds of respondents (69%), with the same
proportion using OTC markets with an Isda and a credit support
annex (CSA).

For those using the OTC market, just under half of the respondents
(46%) currently post initial margin. Cash was the most popular col-
lateral to post as initial margin, followed by sovereign bonds.

A higher proportion (75%) of respondents currently post variation
margin on their OTC positions, with nearly 40% of respondents using
cash and one-fifth posting sovereign bonds. One in 10 respondents
posts a mixture of sovereign bonds and AA or higher-rated corporate
bonds as variation margin.

Approximately half of the respondents expect to increase their deriv-
atives use in the coming years, although just under a third (29%) are
undecided as to their future usage.

risk.net/insurance-risk December 2012/January 2013
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Over half (53%) of the respondents expect to participate in the new
OTC cleared environment, while one-third (36%) do not yet know. One-
third (32%) of insurers have concluded an impact study on the changes
that a move to a centrally cleared environment will bring and are now on
the journey to operational preparedness.

This leaves just over two-thirds (68%) of insurers that have yet to assess
the potential impact, or believe they will not be affected.

Whether this reflects the significant burden imposed by the new regu-
lation, or a lack of understanding regarding the true impact of this
change on their businesses is open to question.

Most of those firms that have launched an impact study are focusing on
those tasks that help estimate the potential scale of any challenge, namely
which trades will need to be cleared; the amount of collateral required,
its availability and its impact on liquidity; and the availability of suitable
counterparties.

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

32%

B. We are still conducting
our impact assessment

C. We have yet to launch
an impact assessment

D. W_e don_'t believe 22%
we will be impacted
) L 1 1 1 L J

0% 5% 10% 15% 20% 25% 30% 35%

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

Selection of clearing
brokers/FCMs

Future collateral

requirements 90%

Collateral transformation/

- 90%
liquidity impact

Data requirements

Avaliability of collateral

Collateral segregation

Risk

[ |
L 4
B \_
4 2 4
( L
&
-
én \
|
A ¢

Comment: Paul Traynor, head of insurance, Europe, Middle
East and Africa, at BNY Mellon

The majority of the larger insurers are giving the move to a centrally
cleared environment the attention it is due, typically using the existing
expertise within their securities financing desks to support this
process.

Those firms that have yet to conclude their analysis would be
well-advised to do so as soon as is practical. It is vital that firms fully
appreciate the ramifications of the new regulations if they are to plan
adequately for future growth.

Attention must now turn to addressing the operational challenge and
ensuring plans are in place to guarantee the availability of adequate
collateral to meet insurers' posting needs.

Insurers will have to cope simultaneously with derivatives transac-
tions which are on both an exchange traded, cleared OTC base and an
uncleared OTC base, all of which are likely to require that collateral be
posted, probably both initial and variation margin.

Insurers will need to amend and update their derivatives documenta-
tion, as well as appoint multiple clearing service partners and enhance
their systems to cope with the mark-to-market valuations that will be
required in the future. Daily mark-to-market will be required, as will
independent checks. There may be additional challenges around
ensuring the required transparency for certain multi-year instruments,
and some types of collateral is more difficult to price than others.

Insurers will have to consider the operational aspects of holding
collateral. There are many potential complications, however, given this
is dependent not just on who the counterparties are, what the collateral
is and where it is posted.

What collateral to use, and where, will be harder to keep track of as
more collateral players enter the system. Over time, we expect to see the
introduction of pricing based on collateral filtering efficiency. Many of
those processes have yet to be fully fleshed out for insurance companies.



Collateral optimisation

Insurers are looking at a number of measures to optimise collateral,
(converting idle assets into eligible collateral), the most popular being
the use of the repo market (25%), followed by the integration of col-
lateral management and margining processes across instruments both
within and across legal entities.

A growing number were looking at the possibility of securities loans
to facilitate cash releases, using their custody bank as a lender or repo
principal; 7% of respondents currently do this, but 14% expected to do
so following the cleared OTC reforms.

A significant proportion of insurers are not running a securities
financing desk. This is despite the fact that insurers can pledge their
securities to support a range of business activities, not just as collateral
in support of derivatives positions held.

The survey found that while the majority of insurers (72%) pledged
their investment portfolios as collateral, a smaller proportion do so in
support of other activities. Only one-quarter (24%) pledged their secu-
rities in support of standby credit facilities.

The survey shows that the insurers have relatively low cash pools;
however, they have substantial holdings of AAA- and AA-rated bonds.

Hence, it is not surprising they are looking at entering the repo market
both to enhance yield and transform collateral into cash; that cash will
be posted against variation margin calls on their derivatives positions,
most likely interest rate swaps.

The survey suggests that the industry does not yet seem to be open
to swapping more to the market than is needed to cover their own
obligations.

Firms will need to optimise collateral. They will also need to enhance
their operations and manage risk — be it credit, liquidity or operational
risk — across a broad spectrum of markets and products.

We believe that insurers are not yet fully aligned internally as to what
to do next, but are in a good position to cover their own needs — when
they know what they are.

Insurers are potentially ignoring a source of yield pick-up by not
posting the most efficient collateral and instead keeping back those
securities that could earn revenues elsewhere, for example through a
securities lending programme.

Additionally, we believe insurers should explore the revenue opportu-
nity presented when they provide their own high-quality assets to third
parties in exchange for lesser-quality collateral as part of an asset
transformation. Among those that have looked at this revenue opportu-
nity, only 22% have discounted this option as being unattractive.

Paul Traynor
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Do you, or will you, engage in any form of collateral
optimisation?

25%

Hl Today
mm Post the central clearing
for OTC reforms

25

22%‘

20%

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

Integrate your collateral management and margining
processes across instruments within legal entities
Integrate your collateral management and margining
processes across instruments within legal entities

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 72%
positions held

As statutory deposits
to allow you to do business 50%
outside your home jurisdiction

In support of

0,
secured borrowing 44%

In support of standby

credit facilities 24%

Bl ves 70 No
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Collateral quality a concern As it relates to your derivatives collateral margining
The majority (64%) of respondents noted that, under the current requirements and other pledges would you say:
regime, they hold sufficient (enough or comfortably enough) assets of
the requisite quality within their investment portfolios to meet their Don't know/still
collateral margining requirements and other pledges. That is not sur- under investigation
.. . 0 . . You are regularly obliged to
prising when you take into account that 54% do not post initial margin transform the quality of assets - Now
- . s 12%
and 25% do not post variation margin. 10 Meetyourposing oblgatons 5 Post e central learing
. . i Occasionally you may be obliged or reforms
However, insurers do worry about the changing environment. Only to transform the quality of assets
. .. . L to meet your posting obligations
13% believed they held enough assets of the requisite quality within You hold enough assets of the requisite
I . . E quality within your investment portfolio
their investment portfolios to meet their future collateral margining to mestyour posting oblgations
requirements and other pledges. Indeed, 27% believed they may be You comfortably hold enough assets of 1%
. . . . the requisite quality within your investment
obliged to engage in some sort of asset transformation before being to meet your posting obligations \
0 10 20 30 40 50

able to post the appropriate collateral, despite a third of their corpo-

rate bond portfolio investments being rated AA or above.

Have you assessed the potential scale of additional
income you may be able to generate from any of
the following?

Do you use your investment portfolio today for any of
the following reasons?

-Yes - No

Long-dated
liquidity swaps
In support of long-dated

liquidity swaps

Securities lending

To generate securities

lending revenues Repo activity

Collateral swaps/

To support your
transformation

repo activity

L L L L |
! ! ! ! . 0% 20% 40% 60% 80% 100%

0% 20% 40% 60% 80% 100%
- Yes - No - In the process of scaling

If selected yes, how would you scale it?

oo *
\ Long-dated 189,
"' liquidity swaps %

8% ¥4

Securities lending E¥4

\ Repo activity 8% B34

\ \
Collateral swaps/ o
s \ : penelormten “
) | | | | ]
A 0% 20% 40% 60% 80% 100%
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’\‘
A

Insurance Risk

7
-
y



d

\

¢ .
—_
|
"/\\/ TS

. - L_J

> ‘t \’

Comment: Derek Pennor, director, financial services,
Ernst & Young

One can postulate a number of reasons why more insurers are not
developing opportunities to use their liquid assets:

Insurers themselves are heavy users of over-the-counter interest rate
and inflation swaps — 50% expected this use to increase, hence
requiring further collateral. Many were increasingly looking into
collateral optimisation techniques to support this.

European regulators are placing a higher degree of scrutiny on
insurers' liquidity processes and plans, potentially also increasing
internal demand for liquid assets.

Insurers currently have a wave of regulation to address and central
clearing may not be front of mind for all CFOs and CEOs.

Many insurers are defining their optimal balance sheet in a market-
consistent world. For some insurers, this means redeploying liquid
assets in search of longer term, more illiquid assets. Market trends in
Europe have seen the development of bespoke ‘liquidity trades’,
investment in infrastructure and lending to the property market via
secured loans or mortgages. So rather than the ‘obvious’ conclusion
that insurers are behind the curve in sitting on their liquid assets,
perhaps insurers are leading the charge into some more interesting
and socially beneficial areas.

Another consideration is whether insurers have the infrastructure to
lend their liquid assets in the way that many other market participants
do. Some insurers have natural advantages here with integrated
banking/treasury functions or asset managers, but some insurers
would be reliant on third parties to help with the infrastructure and
processes needed to lend their liquid assets.

There are challenges to be overcome. \We believe that insurance
business operating models have to change to support the opportunity
in areas such as the repo market to match the margining requirements
of potential clients.

In addition, a tripartite partnership approach between the insurer, the
prime brokers and the custodians should be adopted to minimise
operational risks.

While the implementation of central clearing through Dodd Frank,
Emir and AsiaPac OTC reform could lead to an enhancement of
revenues for insurers by leveraging their pool of high quality assets as
collateral, we believe there are several challenges to overcome.
Robust planning and design of the operating model across the
insurance, banking and asset management industries will be required
to prepare for the new collateralised world.
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Opportunities for income generation

The vast majority of respondents (81%) are exploring opportunities to
generate additional income from their existing investment portfolio.
Only 26% of survey respondents identified the move to a cleared
environment as an opportunity to make more use of their liquid assets.
The survey shows a split down the middle with around 50% of insurers
currently generating additional revenue from their liquid assets via
securities lending and repo activity, and 35% of insurers also supporting
long-dated liquidity. The remainder do not engage in any such activity.

An even smaller proportion (15-30%) of insurers had considered
the potential revenue to be generated from their liquid assets, with
liquidity swaps and repo activity seen as the most attractive addi-
tional sources of revenue.

Less than one-fifth (12-19%) of insurers are currently assessing the
potential revenue sources. It would not be a surprise to see those
insurers revisit their securities-lending activities if yield improvements
do manifest within stock-lending and collateral markets.

Eighty-five per cent of respondents found repos attractive or with lim-
ited appeal to generate income, however, slightly less than 50% actively
use repos on their portfolio. Therefore, it is logical to infer that around
a third of respondents would need to acquire the capability to apply
repos to their portfolios in some way. This could either be through
partnership with an independent broker, with the treasury function of
their own institution or building the capability from first principles.

Whichever way is chosen, it is a fundamental decision to enter a new
business and not to be taken lightly as infrastructure, expertise and
cost may all contribute to margin erosion. I

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

Still under investigation,
but in principle yes

We are yet to consider whether )
we will engage in this activity 4%
Still under investigation

but probably no 26%

No 24%

!
15%

! ! ! I ]
0% 5% 10% 20% 25% 30%
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