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Insolvency Too
“There are those who don’t know and those who don’t know they don’t know.”
John Kenneth Galbraith

On 1st January 2013, a new directive regulating insurance companies which
conduct business within the EU will come into effect. It is called Solvency II
and unless you work in the insurance or the pension industry the chances
are that you will never have heard of it before. I suggest you do your home
work as this is important stuff. The indications are that the directive has
already had a meaningful impact on bond markets and there could be a lot
more to come over the next 24 months.
Let’s begin with a re-cap of our position on bonds, as that is very much part
of the story. In the April 2010 Absolute Return Letter (see here) I argued
the case for falling bond yields and concluded the following:
“All other things being equal, this puts a very effective lid on real rates
and is one of the key reasons why I am gradually coming around to the
realisation that long dated bonds could be one of the great surprises of the
next few years.”
Still bullish on bonds

The only thing I regret about that statement is that I wrote “years” instead
of “months”. Having said that, it hasn’t exactly been plain sailing these past
six months. A constant bombardment from investors and commentators,
high and low, why bond yields can only go up, has forced me to re-visit my
bullish view at fairly regular intervals but, at least until now, I have seen no
convincing reason to change tack.
An update on our new equity product:
In our July Letter (see here for details) we mentioned our new alternative equity
investment strategy (named REAP, which we have subsequently changed to The
ARP Global Equity Alpha Fund).
The team is now onboard, and we are starting to look for commitments in order to
launch the product in early November. We will be visiting investors in London,
Luxembourg, Geneva, and Copenhagen over the next couple of weeks. Let us know
if you would like to meet.
You can find a lot more information if you click on this link. Here are some key
facts:

 A UCITS III compliant fundamental equity fund which challenges tradition by not
using valuation as part of the stock selection criteria;

 A global portfolio of 50 stocks selected on the basis of 16 key ratios taken from the
p&l, the cash flow statement and the balance sheet, rebalanced once a year;
 A proven long‐only track record of outperformance relative to the benchmark of
ca. 10% per annum (since 2005);
 A hedge overlay via a 15‐20% allocation to volatility instruments.
 A 50% discount on management and performance fees to Day One investors.
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So what drives our bullish stance? A combination of structural and cyclical
factors:





Ageing baby boomers’ rapidly growing appetite for income;
Deflationary pressures driven by private sector de-leveraging;
The global economic recovery losing momentum; and
Central banks’ use of quantitative easing.

And, finally, the one that most investors ignore, and which is the focus of
this month’s Absolute Return Letter:

At a critical juncture

Asset/Liability re-allocations driven by Solvency II.

Solvency II is at a critical juncture. The implementation is now just over
two years away. Many insurers (and many of those pension funds which are
impacted by the new rules) have already started preparing for life under
Solvency II, but others are behind. Meanwhile, the European Union
released a Green Paper only a couple of months ago, throwing a cat
amongst the pigeons by re-opening the discussion whether Solvency II
should also be applied to occupational pension schemes in countries such
as the UK and the Netherlands. These schemes are currently outside the
scope of Solvency II.
Why is all this important? Because the amounts of money that have already
been shifted from equities to bonds are enormous, and there will be more
to come if traditional pension schemes are subjected to the new rules as
well.
Solvency II will govern capital adequacy standards in the European
insurance and life insurance industry. It represents a complete overhaul of
the existing rules (Solvency I), which date back to the 1970s. One of the
pillars of the new directive is the introduction of a risk-based approach to
reserving. Going forward, European insurers will have to be able to pass a
1-in-200 years’ event stress test, which has been designed to give the
industry enough cushion to withstand even the most severe of bear markets
without being forced to sell out in the darkest hour. Risky asset classes such
as equities, commodities and other alternative investments will be assigned
much higher reserve requirements than less risky asset classes such as
bonds.
Solvency II is not without its teething problems, though. One such problem
relates to who is and who isn’t subject to the new directive. The borderline
between the European life insurance industry and pension industry is very
blurred. In some countries (e.g. Denmark) pension funds are considered
life insurance companies and regulated as such. In other countries (e.g.
Germany) pension funds, the way we know them from the Anglo Saxon
world, do not even exist, and pension products are provided by insurance
companies. Then again, in countries such as the UK and the Netherlands,
pension funds operate as a separate industry independently from the life
insurance industry.
As already indicated, Solvency II will regulate the insurance industry but
not the pension industry. European life insurers, who often compete with
the pension industry for business, are obviously keen for pension funds to
be part of the new rules. Pension funds, on the other hand, are desperate to
stay outside. By one estimate 1 , should UK pension funds be forced into the
Solvency II regime, liabilities will rise by a whopping 30%, caused by the
lower discount rate which will be forced upon them under Solvency II. Not
exactly good news for an industry that is already seriously underfunded. It
is estimated that, should regulators decide to subject UK pension funds to
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See here for details.
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Solvency II, UK companies (the plan sponsors) would have to cough up
about £500 billion in order to meet the raised capital standards.
The Dutch are in trouble

In the Netherlands the situation is arguably even worse. Dutch pension
funds are quite seriously underfunded (about 40% according to an article
in the FT earlier this week 2 ). Even the political leaders in the Netherlands
have now woken up to this fact. Jan Pieter Donner, the Minister of Social
Affairs, stated the other day that a pension reform can wait no longer. The
retirement age must be increased and pensions must be adjustable,
reflecting the economic cycle (i.e. you receive more in good times than in
bad). There is even talk of allowing Dutch pension funds to bend the rules
somewhat in order to carry them through the current crisis.
The Dutch problems appear to be somewhat self-inflicted, though. Pension
funds can, and often do, hedge their interest rate exposure. In Denmark,
for example, this ability has been the saving grace for many pension funds
which would otherwise be in the same sort of trouble as the Dutch pension
funds now find themselves in (more about how interest rates affect pension
funds later).
Now, across Europe, insurers have been busy preparing for when the new
rules come into effect. As you can see from chart 1 below, the average
exposure to equities is already very low – around 7% according to Deutsche
Bank. As Solvency II (unlike Solvency I) penalises the insurer if there is a
duration mis-match between assets and liabilities, forced buying of bonds
from the insurance sector may have been a major feature in the bond
market rally of the past six months.
Chart 1: European Insurance Industry Asset Allocations:

Source: Deutsche Bank
Yield compression is rife

Obviously, interest rates have been impacted not only by Solvency II but by
a host of other factors as well. It is noteworthy, though, that in Germany,
where the impact of Solvency II has been more profound than in most
other markets, the yield compression has been greatest (see chart2).
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“Dutch not facing up to pension troubles”, Financial Times, 27th September, 2010.
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Chart 2: Current Bond Yields vs. Year Ago

10-Yr Bond Yields
24/09/2009

24/09/2010

Difference

3.38%
3.69%
3.31%

2.54%
2.97%
2.27%

-0.84%
-0.72%
-1.04%

USA
UK
Germany
Source: Bloomberg

Insurance companies’ low allocation to equities is in stark contrast to the
average allocation to equities amongst European pension funds which
stands at about 45% according to Goldman Sachs (see chart 3). This has
several implications. For starters, you can understand why European
insurers are desperate to have the pension fund industry brought into the
Solvency II regime because, if they stay outside the new directive, pension
funds may have a significant competitive advantage, assuming equities
outperform bonds over the long term.
Chart 3: European Pension Fund Asset Allocations:

Source: Goldman Sachs
The political response

In terms of the political response to this quandary, one of three things may
happen:
(i)

The regulator may decide to subject the pension industry to the new
rules as well. This could have massive implications for the relative
performance between bonds and equities, as large amounts of capital
would have to be re-allocated from equities to bonds across Europe.

(ii)

The regulator may turn around and soften the directive to lower the
impact on an already beleaguered insurance industry. The
introduction of Solvency II has already been delayed once amid fears
that a swift introduction would do too much harm to the industry.
Any such change would be bullish for equities but could cause bond
yields to rise – potentially significantly so.

(iii)

The regulator may do nothing.

The prevailing view today seems to be that option (iii) is the most likely. I
am not so sure. My moles are telling me that there is a lot of lobbying from
both sides in the corridors of Brussels and that the ultimate outcome is
impossible to predict. There is tremendous pressure on Brussels from the
insurance industry to include the pension funds but, at the same time,
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there is also a growing realisation that low interest rates could do serious
damage to the industry. Knowing how Brussels usually operates, a
compromise whereby pension funds are forced in, but the rules are relaxed
somewhat, is a possible outcome. It is difficult to predict how stocks and
bonds would react to such a compromise, as it depends on how far the
regulator is prepared to go in terms of making concessions to the pension
fund industry.
Low bond yields are bad news

Going forward, the main issue facing the industry (and that is the same for
insurers and pension funds) is the relentless drop in bond yields. As yields
come down, so does the discount rate which is used to calculate future
liabilities. A lower discount rate in turn leads to a falling solvency ratio 3 . In
the first half of this year alone, solvency fell by 13% on average as a result of
falling bond yields 4 . With Solvency II only two years away, a deeply
worrisome situation is developing whereby low inflation forces bond yields
down which again forces insurers and at least some pension funds to rebalance their portfolios in favour of more bonds and fewer equities, which
will push bond yields even lower. This self-perpetuating mechanism
amplifies an already unstable situation.
I am not sure if policy makers understand how potentially dangerous this
situation is. We are on the road to insolvency. And, even if pension
providers manage to stay solvent, future generations of retirees are likely to
run into serious financial difficulties as their retirement savings earn next
to nothing, because our political leaders forced new rules on the industry,
the implications of which they did not grasp.
Ageing related liabilities are a monster we have to deal with for many years
to come (see chart 4). Demonstrating a lack of responsibility which defies
belief, policy makers continue to more or less ignore the problem.
Meanwhile, many countries are getting sucked into a deflationary spiral
which only makes the problem worse – in fact much worse. Adding to that
the likelihood of life expectancies continuing to be extended (a one year
extension translates into an increase in pension liabilities of approximately
5%), and countries across the OECD are left with a real shocker of a
problem.
Chart 4: Cost of Ageing Dwarfs Current Debt Problems (% of GDP)

Source: Morgan Stanley

3

The solvency ratio is the current value of all assets in the pension fund divided by the net
present value of future pension liabilities. When the discount rate is lowered, the net
present value of future liabilities rises, leading to a lower solvency ratio.
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Entire countries may have to (read: will) default on their pension
obligations either overtly or covertly. A few countries have already started
to adapt to the new reality by delaying the retirement age by a year or two;
however, in order to solve a problem of this magnitude, we need a work
force that is prepared to work until the age of 75. Expect some hard fought
battles in the streets of Paris, Madrid and Athens!
The casino solution

Interestingly, there is a solution. Solvency II does not require for insurance
companies to hold any capital against EEA 5 government bonds. As pointed
out by Deutsche Bank in a recent research paper 6 , this looks an
extraordinarily brave decision by the regulator, considering recent
developments in peripheral Europe. But rules are rules. If you can see your
pension fund sinking like the Titanic, but you know you have a good shot at
saving the ship, if only you fill up the portfolio with high yielding
government bonds, it must be very tempting to stuff your portfolio with
Greek (10-year currently yielding 10.7%), Irish (6.6%), Portuguese (6.4%)
and Spanish (4.1%) government bonds. It is one heck of a gamble but, then
again, desperate people do desperate things.
At least one Spanish pension fund is already into this game. The €64 billion
state pension fund, Fondo de Reserva, recently revealed that they expect to
have 90% of their assets tied up in Spanish government bonds by the end
of this year, up from about 50% in 2007 7 . Expect this sort of behaviour to
spread. It is a gamble many pension providers will be prepared to take, as
the alternative is not that exhilarating either. Let’s just hope for the sake of
millions of Spanish workers that the pension fund knows what it is doing.
Unfortunately, Murphy’s Law has an unpleasant habit of popping up at the
most inconvenient of times.

Conclusions

So what are my conclusions? For all the reasons above, I continue to be
bullish on bonds. Remember what I said earlier this year about inflation
being difficult to engineer when you need it the most? Unfortunately, this is
truer than ever. We could really do with a bit of inflation and the higher
bond yields which would probably follow (it would fix an awful lot of
problems in the pension industry), but it is when you need it the most that
it is least likely to happen.
Another question altogether is, where does this leave equities? I believe it
will ultimately be the bond market that holds the answer to when it is time
to buy the stock market aggressively again. Long term readers of this letter
will know that I have argued for over 6 years now that we are stuck in a
secular bear market (i.e. a market characterised by falling P/E ratios). This
doesn’t mean you can’t make money in stocks. Plenty of people do every
day. But you need to be selective. Don’t buy the market yet. It is still
premature. Invest with active managers capable of delivering alpha. The
time to buy the market again will probably be when the bond bull finally
decides to call it a day. There is only one caveat. Interest rates must go up
for the right reasons, but that is a story for another day.
Niels C. Jensen
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The 27 EU countries plus, Iceland, Liechtenstein and Norway.
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“Solvency II – Everything in Moderation”, Deutsche Bank, September 2010.
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Important Notice
This material has been prepared by Absolute Return Partners LLP ("ARP"). ARP is
authorised and regulated by the Financial Services Authority. It is provided for
information purposes, is intended for your use only and does not constitute an
invitation or offer to subscribe for or purchase any of the products or services
mentioned. The information provided is not intended to provide a sufficient basis
on which to make an investment decision. Information and opinions presented in
this material have been obtained or derived from sources believed by ARP to be
reliable, but ARP makes no representation as to their accuracy or completeness.
ARP accepts no liability for any loss arising from the use of this material. The
results referred to in this document are not a guide to the future performance of
ARP. The value of investments can go down as well as up and the implementation
of the approach described does not guarantee positive performance. Any reference
to potential asset allocation and potential returns do not represent and should not
be interpreted as projections.

Absolute Return Partners
Absolute Return Partners LLP is a London based private partnership. We provide
independent asset management and investment advisory services globally to
institutional as well as private investors, charities, foundations and trusts.
We are a company with a simple mission – delivering superior risk-adjusted returns
to our clients. We believe that we can achieve this through a disciplined risk
management approach and an investment process based on our open architecture
platform.
Our focus is strictly on absolute returns. We use a diversified range of both
traditional and alternative asset classes when creating portfolios for our clients.
We have eliminated all conflicts of interest with our transparent business model
and we offer flexible solutions, tailored to match specific needs.
We are authorised and regulated by the Financial Services Authority.
Visit www.arpllp.com to learn more about us.

Absolute Return Letter Contributors
Niels C. Jensen
Nick Rees
Tricia Ward

njensen@arpllp.com
nrees@arpllp.com
tward@arpllp.com

tel. +44 20 8939 2901
tel. +44 20 8939 2903
tel: +44 20 8939 2906

7

