
In focus

1. Key changes in 2019
The Long-term Equity (‘LTE‘) carve-out was one of the more 
important insurance investment changes of last year. The change, 
driven by the European Commission, provides capital relief to 
insurers investing in European stocks for the long-term. 

EIOPA published its advice earlier last year on sustainability issues. 
There were no immediate implications to insurers’ investment 
practices however it is clear that mounting pressure is likely to 
require more disclosure and risk awareness from insurers on  
ESG going forward.

Local regulators have also pursued changes relating to increased 
transparency and prudential risk management. In the UK, the 
PRA1 has published several consultation papers and statements 
focused on increasing organisational accountability and internal 
risk management within insurers.

The biggest change to affect insurers however will undoubtedly 
prove to be the regulatory changes to the EIOPA risk-free curve 
and interest rate risk calculations.

2020 will be a year of significant change to the 
regulatory environment for European insurers. The key 
themes dominating the regulatory changes are (1) the 
European Commission’s commitment to expanding the 
European Capital Market’s Union, (2) the increasing 
focus on risk awareness and management and (3) 
developments in ESG investing. The regulatory changes 
have particular impacts on private assets which have 
created opportunities for insurers.
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2. The yield curve
The biggest change and challenge of 2020 will be the European 
government bond yield curve. Its level has, for some time now, 
been at unprecedented lows and shows no sign of reversing 
path in the short-term. The proposed extension of the Last Liquid 
Point2 (‘LLP‘), the reduction in the Ultimate Forward Rate3 (‘UFR’) 
and the reconfigured interest rate risk charge are all likely to 
exacerbate the challenge of low yields for insurers of all kinds, 
but particularly those who run long-tailed life insurance business.

2.1. Interest rate risk charge
At the shorter end of the curve, the proposed ‘up-stress’ curve  
has increased significantly. This is likely to have a harsher impact 
on non-life insurers, especially those in continental Europe 
 who haven’t hedged their interest rate risk with respect to 
short-term liabilities.

The down-stress will be an unwelcomed change for a lot of 
insurers on the continent who have long-tailed liabilities often 
resulting in a duration position that leaves them exposed to 
rate falls. For instance, given an indicative asset-liability profile 
provided over the page, the down-stress changes from 0.6% 
to 2.5%. This means there will likely be stronger demand from 
continental European life insurers to manage interest rate risk 
more carefully.

1  Prudential Regulatory Authority – the main regulatory authority for insurers in  
the UK.

2  The largest tenor of the curve before the curve starts to be interpolated to the 
Ultimate Forward Rate.

3  The rate used to estimate interest rates beyond the term for which sufficient market 
data exist.
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Figure 1: Interest rate stress: proposed vs. current

Source: EIOPA, 30 September 2019, EUR.



2.2. Risk-free rates
The curve has fallen and flattened significantly over the past year, 
inverting shallowly at the short end. Indeed, if one were to apply 
the ‘down-stress’ on the curve as at December 2018, the stressed 
curve would still not be as low as rates currently are (if you were to 
remove the 0% floor for negative rates to be shocked). 

Though the curve has fallen and flattened, the credit spread curve 
has remained resilient. This is likely due to the higher demand for 
credit (pulling yields down) offsetting the deteriorating quality of 
credit and increasing leverage (pushing yields up).

2.3. Changes to the curve construction
The proposed changes to the level of the euro EIOPA curve 
beyond the 20-year point are significant. Interest rates in the swap 
market are significantly lower than that implied by the current 
curve, which is artificially inflated4 by the UFR.

The curve beyond the current LLP of 20-years is sensitive territory. 
As it currently stands, technical provisions are being reduced by 
a significant degree. A deep, liquid and transparent market exists 
beyond the current LLP, and the yield that can be earned in that 
market is well below that proposed by the current EIOPA risk-
free curve. On the other hand, the extrapolated curve removes 
volatility at the long end, which has historically been significant, 
encouraging better risk management practices from insurers.

The impact will be significant on insurers if the proposed 
changes are passed. In particular, insurers who have long-
dated liabilities, such as that of many continental European life 
insurers will be harshly impacted. In EIOPA’s recommendation, 
they noted that the extension of the LLP to 50 years would shave 
off 184 percentage points from the average SCR and threaten 
the solvency of many European insurers. The key argument 
from the regulator is of course that the increase of the LLP is 
necessary to increase market consistency and reduce the risk of 
underestimating the necessary technical provisions.

4 https://eiopa.europa.eu/Publications/Consultations/EIOPA-BoS-19-465_CP_
Opinion_2020_review.pdf; page 259
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Figure 3: Change in EIOPA risk-free curves
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3. Long-term equity
The European Commission is committed to supporting and 
enhancing capital market financing for the European economy. 
They recognise that insurers, managing trillions of euros worth 
of assets, are extremely important financial institutions and 
have a key role to play in this. The definition of LTE is very broad, 
encompassing infrastructure investments, unlisted private equity 
positions and listed equity, if held for a sufficiently long period. 
In some instances, the holding period can also be applied at the 
fund level (for example an AIF fund), rather than directly at the 
underlying asset level.

The regulation is likely to prove pivotal in 2020 for a few reasons. 
Firstly, it greatly increases the viability of European equity as an 
asset class for insurers to consider. Though we don’t anticipate 
many insurers changing their strategic asset allocations (which 
may have been set with a particular regulatory configuration in 
mind), we do anticipate some flows into European equities from 
existing equity allocations within the LTE label. We expect more 
insurers to consider equity allocations in 2020.

Secondly, the new regulations, adopted by the Commission in 
March 2019 have demonstrated the Commission’s commitment 
to its broader goal to develop European capital markets and 
decrease the cost of capital for companies in the EU.
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Figure 2: Illustrative duration mismatch
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4. ESG
The ESG tide continues to rise. Increasing pressure from 
customers, shareholders, management and regulation has 
helped generate strong inertia for ESG among European insurers. 
Improvements in investment approaches have also made ESG 
investments more practical than ever for insurers to implement 
across a wide variety of asset classes.

From a regulatory perspective, 2019 has seen a shift in focus 
from ESG ideals to the articulation of these ideals into regulatory 
principles, especially around risk management. We expect 2020 to 
be characterised by the start of a general transition from principles 
to practices. Increasingly insurers are focused on ESG principles in 
their portfolios both from a risk management perspective as well 
as from the point of view of portfolio construction.

4.1. Risk management

The main insurance regulator in the UK, the PRA, in the UK has 
been at the forefront of regulatory developments in ESG. Recently, 
they’ve developed stress testing for climate change risks. It’s 
likely regulators across the continent will follow suit, with ESG 
risk management being a readily implementable part of the risk 
management cycle.

Schroders has recently developed a stress testing approach in-line 
with the PRA’s consultation paper, and has effectively used this for 
risk management for several UK insurers.

We expect further regulatory developments in 2020, especially 
by local regulators on the continent, to follow a similar pattern 
with mounting pressure from various stakeholders.

4.2. Sector and stock selection
Research continues to identify ESG as a factor (much like  
Value’ or ‘Growth’), that contributes to the return of a security’s. 
ESG-related risks need to form part of basic due diligence  
when considering buying or selling securities.

There is an increasing focus on bottom-up analysis as research 
develops and ESG considerations are given deeper attention in 
traditional security selection. Similarly, increased focus is being 
given to ESG as applied to sector allocations with an increasing 
focus on ensuring sufficient diversification among sector exposures.

Alpha opportunities exist as various interpretations of ESG 
in investment practices muddy the waters and generate 
opportunities for managers with a clear view and approach to ESG 
to generate alpha; this will be an area where active managers will 
be differentiated.

5. Asset class choices
The impact these changes have on asset class choice for insurers 
is likely to be significant. The top changes are:

5.1. Patient equity allocations
We believe there are 3 likely responses from insurers to LTE: those 
who will adjust their strategic asset allocation to include more 
equity within the LTE banner; those who will seek to place existing 
equity allocation within the LTE banner; and those that will not 
make any changes.

For insurers considering changing their strategic asset allocation, 
the return/capital characteristics of LTE will be a major draw. 
Similarly, insurers who have existing equity allocations within 
various mandates have a strong incentive to amend investment 
mandates to seek compliance with LTE. 

The major consideration for insurers will be the economic 
trade-off between having equity investments restricted to 
EEA-based stock with low turnover and having the flexibility to 
trade frequently enough to capitalise on market opportunities. 
Schroders has a long tradition of managing money in this way 
for our clients, and thus we see our deep value approach to LTE 
as being a natural fit. 

5.2. Private debt
The spread offered by private debt continues to remain attractive. 
To earn yields in the current environment, focus needs to be given 
to the sources of outperformance. In particular, investors need  to 
consider:

1 Market timing

2 Careful stock selection

3 Strong negotiation at deal origination

4 Efficient operational management; and

5 Appropriately managed leverage

In 2020, we expect insurers to increase allocation to specific pockets 
of private debt that offer good relative, particularly in junior 
infrastructure as it is more attractive from both a capital 
perspective as well as a cyclical one.

Further, going forward we expect more insurers to link private 
debt portfolios with conventional cash-flow driven techniques to 
match private debt cash flows with those of liabilities.

5.3. ESG strategies
Insurers are moving from not considering ESG risks and ESG 
factors in investing to full consideration and incorporation. 
Different insurers will find themselves at different points along 
this journey, but the momentum of the trend will continue 
pushing in the direction of full integration.

In particular we see the following emerging over 2020:

1 Increasing incorporation of negative screening with many 
firms regarding this as a ‘first step’ along the ESG journey

2 Moving the focus of ESG beyond equities into credit and 

alternatives. In particular, we expect insurers with large 
Buy & Maintain credit mandates to increasingly look to  
manage these assets in an ESG friendly way

3 ESG is increasingly being seen as another factor driving 
investment return, and in particular, a risk factor that the 
investor is exposed to, which the investors should be duly 
compensated for
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Conclusions
2020 is likely to prove pivotal year for insurers. There are important regulatory changes that pose a number of challenges 
for insurers. At the same time, new investment opportunities continue to become available to European insurers. Insurers 
who make the most of the opportunities presented by the changes this year have the possibility of creating value for their 
policyholders and ensuring prosperity for years to come.

Credit spread  
(in basis points)

Default  
loss rate

Credit spread net  
of expected losses  

(in basis points)

Solvency II  
capital charge*

Return on capital = net 
credit spread/capital 

charge (in basis points)

BBB corp. bonds 140 -0.2% 120 15.5% 7.8

BB corp. bonds 260 -1.1% 150 18.0% 8.5

Private debt 370 -1.2% 250 18.9% 13.2

Senior infra. debt  
(Solvency II-qualifying) 200 -0.1% 190 13.4% 14.1

Junior infra. debt 450 -0.4% 410 15.0% 27.3

Figure 7: Spread and capital charge on classes of fixed income

Source: Refinitiv Datastream, EIOPA, Schroders, 30 September 2019.

A, BBB and BB corporate bonds are ICE Bank of America Merrill Lynch euro A, BBB and BB corporate bond indices, respectively. Private 
debt is S&P/LSTA US Leveraged Loan index. A, BBB, BB corporate bond spreads are averages over three months to 31 August 2019, 
private debt is average over three months to 31 July 2019. Infrastructure debt spreads are based on Schroders’ assessment of market 
levels. Default losses for A-, BBB- and BB-rated corporate bonds and infrastructure debt are from Moody’s Infrastructure default and 
recovery rates, 1983-2018. Private debt default rate is long term historical average sourced from S&P LCD. Recovery rate for loans 
assumed to be approximately 60%, lower than historic experience, based on Moody’s projection. Capital charges estimated based on 
the following assumed durations: A corp. bonds 7 years , BBB corp. bonds 7 years, BB corp. bonds 4 years, private debt 4.2 years (spread 
duration), senior infra. debt 10 years, junior infra debt 5 years. 

*Solvency II capital charge based on standard formula, excluding concentration risk and interest rate risk relative to liabilities.
Figures may not sum due to rounding. Source: ICE Data Indices, Moody’s, S&P LCD, S&P/LSTA, Schroders.
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Important information 
Marketing material for professional investors and advisers only. 

The views and opinions contained herein are those of the 
Insurance Asset Management team, and may not necessarily 
represent views expressed or reflected in other Schroders 
communications, strategies or funds. 

The views in this document are based on our current 
understanding of regulatory developments and are subject to 
change. This material is not intended to provide advice on 
forthcoming regulatory requirements and does not take into 
account specific circumstances of any recipient.

This document is intended to be for information purposes only. 
The material is not intended as an offer or solicitation for the 
purchase or sale of any financial instrument. The material is not 
intended to provide, and should not be relied on for, accounting, 
legal or tax advice, or investment recommendations. Information 
herein is believed to be reliable but Schroders does not warrant its 
completeness or accuracy. No responsibility can be accepted for 
errors of fact or opinion. Reliance should not be placed on the 
views and information in the document when taking individual 
investment and/or strategic decisions. 

Past performance is not a reliable indicator of future results, 
prices of shares and the income from them may fall as well as rise 
and investors may not get back the amount originally invested.

Schroders has expressed its own views in this document and these 
may change (to be used if the 1st statement above is not being 
used).

The forecasts stated in the document are the result of statistical 
modelling, based on a number of assumptions. Forecasts are 
subject to a high level of uncertainty regarding future economic 
and market factors that may affect actual future performance. 
The forecasts are provided to you for information purposes as at 
today’s date. Our assumptions may change materially with 
changes in underlying assumptions that may occur, among other 
things, as economic and market conditions change. We assume 
no obligation to provide you with updates or changes to this data 
as assumptions, economic and market conditions, models or 
other matters change.

Schroders will be a data controller in respect of your personal 
data. For information on how Schroders might process your 
personal data, please view our Privacy Policy available at 
www.schroders.com/en/privacy-policy or on request should you 
not have access to this webpage.

For your security, communications may be taped or monitored.

Issued in January 2020 by Schroder Investment Management 
Limited, 1 London Wall Place, London, EC2Y 5AU. Registered 
Number 1893220 England. Authorised and regulated by the 
Financial Conduct Authority.
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