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Summary
Welcome to the Quarter 2 2022 
investment update designed for insurers 
and produced by Royal London Asset 
Management (RLAM). Since our 
last update, the combined impact of 
geopolitical events and the changing 
outlook for growth and inflation made 
this first quarter very challenging for 
insurers. In addition, reviews of the 
regulatory frameworks for some of the 
key markets continue to persist – with 
updates provided around climate risk 
integration and long-term balance sheet 
management mechanisms and reporting 
– with industry bodies providing 
responses to the overall proposals.

Within this quarterly update, we cover 
developments to the two main areas 
most prevalent to the asset side of 
insurers’ balance sheets - investment 
markets and regulations. In addition, 
we highlight two investment themes we 
believe should be considered by many 
insurers at the present time.

Market 
update: 

• Russia’s invasion of Ukraine over the 
first quarter caused a global shock. 
The implications of this subsequently 
fed into markets across the world with 
falls in risk assets, increased volatility, 
and higher inflation and interest rate 
expectations.

• In bond markets, government bond 
yields started the year as they finished 
2021 – increasing as the inflation 
outlook increased even further. 

• Global equities fell for just the second 
time in the last eight quarters, 
declining from their strong finish to 
2021.

• Commodity prices soared given 
Russia and Ukraine are key producers 
of several important commodities 
including oil, gas, and wheat. This 
contributed to a further surge in 
inflation as well as supply chain 
disruption.

Regulatory  
update: 

The regulatory environment for 
insurers – particularly within the UK 
and Continental Europe – continued to 
develop rapidly. Over the quarter:

• In the UK, the UK Treasury released its 
formal consultation document around 
Solvency II changes focusing mainly 
around the risk margin, Matching 
Adjustment, and reducing reporting 
and administrative burdens. 

• There were two key speeches 
delivered around UK regulations:

i.  John Glen MP, Economic Secretary 
to the Treasury, to the ABI 
(Association of British Insurers) 
annual dinner - highlighting the 
government’s focus on Solvency II 
reform and the likely benefits to the 
UK insurance market from this.

ii.  Charlotte Gerken at the Bank 
of England set out supervisory 
priorities for the insurance 
sector on climate change and 
ESG (environmental, social and 
governance) considerations; 
diversity and inclusion; operational 
resilience; operation of non-EU 
insurers in the UK.

• The Bank of England has launched a 
second round of Biennial Exploratory 
Scenario (BES) with 21 insurers 
participating. This will explore in more 
detail the financial risks posed by 
climate change to insurers’ business 
models.

• The PRA (Prudential Regulation 
Authority) is also expected to conduct 
insurance stress tests on the largest 
insurers in May which is highlighted as 
one of its key priorities for 2022.

• In Europe, Insurance Europe 
responded to the European 
Commission’s (EC) ‘Better Regulation’ 
consultation on its proposals for a 
review of the Solvency II framework.

• In addition, EIOPA (European 
Insurance and Occupational 
Pensions Authority) has also issued 
its recommendations to national 
supervisors based on the outcomes 
of the 2021 Insurance Stress Test as 
well as submitting draft amendments 
of supervisory reporting and 
disclosure requirements.

We explore these areas in more detail, 
also highlighting what this could mean 
for insurers going forwards. 

Insurance  
investment themes: 

We set out two investment ideas and 
themes for insurers that we believe 
are well placed and relevant relative 
to the future economic and regulatory 
environment. For this quarter’s 
publication we include:

• Inflation risk and how to hedge 
against it: Throughout the world, 
there have been heightened concerns 
around the rising level and more 
persistent nature of inflation. This 
has only increased given Russia’s 
invasion of Ukraine and further energy 
price increases which have added 
to inflationary pressures and the 
associated risks. We consider how 
insurers could protect themselves 
against rising inflation and the 
associated risks that come with it.

• Robustly reassessing asset 
allocations: Insurers are now facing 
heightened inflation expectations, 
rising interest rates and even more 
uncertainty around the geo-political 
situation. In addition to such market 
and economic factors, changes in 
regulation (with Solvency II reviews 
currently underway in the UK and 
Europe) and rising expectations 
around climate-risk management mean 
insurers are further needing to review 
their current asset allocation. We 
consider how best this can be achieved 
and themes that could be considered.
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Market update

Yield* Total 3 month 
return (%)*

31 December 
2021

31 March  
2022

UK Gilts† 1.04 1.69 -7.17%

Euro Treasuries† 0.13 0.83 -5.08%

US Treasuries† 1.23 2.42 -5.66%

Spread (bps)* Total 3 month 
return (%)*

31 December 
2021

31 March  
2022

UK IG Corporate† 108 130 -6.19%

Global IG Corporate † 97 123 -6.84%

Emerging Market 
Debt†

367 399 -16.27%

Global High Yield† 336 370 -5.62%

Price index* Total 3 month 
return (%)*

31 December 
2021

31 March  
2022

UK Equities† 4208.02 4187.78 0.49%

Global Equities† 17286.5 16866.44 -2.43%

EM Equities† 670.85 641.97 -4.30%

Level*

31 December 
2021

31 March  
2022

Volatility† 17.22 20.56

Overview
The combined impact of geopolitical 
events and the changing outlook for 
growth and inflation made the first 
quarter very challenging for investors. 
The year started with modest concerns 
about the impact of ‘transitory’ inflation, 
but with the publication in early January 
of the minutes of the December FOMC 
(Federal Open Market Committee) 
meeting it became clear that the Federal 
Reserve was prepared to increase 
interest rates significantly faster and 
further than expected just a few months 
before. The Bank of England also 
signalled that it is tightening monetary 
policy sharply, raising interest rates 
again and reversing its quantitative 
easing programme, while the European 
Central Bank accelerated the end of its 
net asset purchases programme.

Russia’s invasion of Ukraine in late 
February was met by a unified response 
from Western powers, enforcing far 
reaching economic sanctions. Although 
a sense of calm has returned to markets, 
the unpredictability of war means that 
this may not continue. War in Ukraine 
has exacerbated inflationary pressures. 
Rising commodity prices are driving up 
the cost of energy, food, and materials, 
leading to a further squeeze on real 
disposable incomes. This is being 
compounded by higher interest rates, 
giving rise to concern about future 
economic growth.

Government bonds
Government bond yields started 2022 
as they finished 2021 – increasing as 
the inflation outlook became worse. 
The Russian invasion of Ukraine drove a 
significant if temporary dip in yields in the 
period: 10-year gilt yields reached around 
1.55% in late February but fell to around 
1.20% following the onset of war. The flight 
to safety was temporary, however, as yields 
again trended higher from the first week 
of March. The same pattern was visible in 

*  Source: Bloomberg, IHS Markit. 

†  See appendix for details on index used and returns quoted. 

Past performance is not a reliable indicator of future results. The value of 
investments and the income from them is not guaranteed and may go down as 
well as up and investors may not get back the amount originally invested.
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the US and Germany, where yields rose 
throughout the period but temporarily 
dipped around the onset of war in Ukraine: 
in the US, the benchmark 10-year US 
treasury yield rose from 1.51% to 2.34% 
in the quarter, while the German 10-year 
bund yield rose from 0.14% to 0.55%. 
The UK 10-year gilt moved from 0.97% to 
1.61% over the period.  

Credit
The first quarter of 2022 was the 
worst performing quarter for sterling 
credit markets (-6.2%) since the 
Global Financial Crisis. Although broad 
sterling credit indices outperformed 

government bonds this reflected their 
lower duration, as investment grade 
spreads widened by 22bps (iBoxx 
Sterling Non-Gilt index). Defensive 
sectors such as supranational, covered 
and asset backed outperformed, whilst 
financials (banks and insurance) were 
laggards, particularly subordinated 
bonds. Meanwhile, the global high yield 
spread widened by c.125 bps, making 
this one of the most difficult quarters for 
some years. 

Equities
Equity markets apparently ended 2021 
in rude health with strong corporate 

earnings, a fast-declining threat from 
Covid-19 as Omicron proved less 
deadly than earlier variants and a benign 
monetary policy environment. However, 
the combined impact of Ukraine and 
concerns over the impact of potentially 
higher interest rates meant that global 
equity markets were weaker for the 
quarter. Most sectors produced 
negative returns, with consumer 
discretionary, communications and 
information technology sectors worst 
hit, while energy and materials sectors 
saw strong gains. The MSCI World Net 
index produced a total return of -2.4% 
over the quarter for sterling investors.
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Regulatory update
1. Insurance Stress 
Test 2022 – Bank of 
England request for 
technical input  
On 20 January 2022, the Prudential 
Regulation Authority (PRA) sent a letter 
to the UK’s largest insurers asking them 
for technical input ahead of this year’s 
insurance stress test. This included 
updated scenarios together with the 
scenario calibration, specifications, and 
guidance. This was the second stage 
in the process, with responses due by 
17 March 2022. Initial input had been 
requested and received following a 
September 2021 request. 

The stress test exercise will be carried 
out in May 2022 and targeted at the 
largest regulated life and general 
insurers, as one of the PRA’s key 
priorities for 2022.

Three areas were being considered as 
part of the stress test:

 1.  Life insurers – annuity writers 
(covering capital, solvency and 
liquidity)

 2. Natural catastrophe risks

 3. Cyber risks

From an investment / market risk 
perspective, the main focus was around 
the robustness of life insurance balance 
sheets to a specified market shock 
including a fall in the risk-free yield 
curve, an increase in volatility and falls 
in market values of credit (relative to 
government bonds), equities and other 
risk assets.  Equity Release Mortgages 
were assumed to be revalued in line 
with an insurer’s own valuation model, 
allowing for the changes in market 
parameters. The scenario was split 
between the initial impact of the shock, 
then how this develops over time 
(including the medium-term impact 
of credit downgrades). The market 
shock was considered in parallel with an 
emerging longevity shock. 

What does it mean for insurers?
On the investment side of the balance sheet, this news demonstrates that the 
PRA’s focus remains firmly around annuity writers and the exposure of their 
balance sheets to market events – including the interaction of long-term 
guarantee mechanisms such as the Matching Adjustment and management 
actions after the initial market shock. The parametrisation of the insurance 
stress test may also be useful for wider UK insurers to incorporate within their 
‘toolkit’, although we note that this has been specifically developed for larger UK 
life insurers. 
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2. Biennial Exploratory 
Scenario (BES) 
exercise on financial risks 
from climate change – 
second round
On 9 February 2022, the Bank of 
England (BoE) launched the second 
round of its Biennial Exploratory 
Scenario (BES), with 21 insurers 
participating, to assess the financial 
risks posed by climate change. The first 
round consisted of three climate change 
scenarios (‘Early Action’, ‘Late Action’ 
and ‘No Additional Action’) and exploring 
the two key risks to differing degrees – 
transition risks and physical risks - with 
scenarios assumed to take place over 
the period 2021–50.

In the second round, the main focus was 
around understanding the challenges 
to participants’ business models from 
these risks; and gauge their likely 
responses and the implications for 
ongoing insurance offerings. This 
was requested via a small number of 

follow-up questions, with no updated 
quantitative loss projections required.  

The deadline for second-round 
submissions was 31 March 2022, with 
the results expected to be published in 
May 2022. 

What does it mean for insurers?
The findings, or results, of the Climate BES will help give an idea as to the 
scale of the financial exposures of insurance participants, and the financial 
system more broadly, to climate-related risks. It should also help participants 
to enhance their management of climate-related financial risks, including 
engaging any counterparties to understand their vulnerability to climate 
change. We expect this exercise will provide a useful set of inputs for the wider 
insurance industry around climate-risk scenarios that could be used for the 
ORSAs (Own Risk and Solvency Assessments) and other purposes.
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3. UK Government 
speech to the ABI on 
Solvency II reform
On 21 February 2022, John Glen MP, 
Economic Secretary to the Treasury, 
gave a speech to the Association of 
British Insurers (ABI) Annual Dinner, 
highlighting the government’s focus on 
Solvency II reforms. 

He reiterated the previously stated 
objectives of the review to maintain and 
grow an innovative and vibrant insurance 
sector, whilst protecting policyholders 
and ensuring the safety and soundness 
of firms, as well as making it easier for 
insurers to use long-term capital to 
unlock growth.

The speech mentioned four key areas of 
focus:

1.  A substantial reduction in the risk 
margin, including a (stated) cut of 
around 60-70% for long-term life 
insurers.

2.  A reassessment of the fundamental 
spread used to calculate the 
matching adjustment.

3.  A significant increase in flexibility to 
allow more investment in long-term 
assets and broadening the range of 
liabilities eligible for the matching 
adjustment.

4.  A major cut in the EU-derived 
regulations – particularly 
around reporting and regulatory 
thresholds.

What does it mean for insurers?
The headlines from the speech, such as the review being expected to create 
an “opportunity worth in the region of tens of billions of pounds for insurance 
firms to invest in long-term capital to unlock growth, unleashing greater 
investment in UK infrastructure” sounds intuitively attractive. The ABI in a 
follow up statement reacted positively to the speech providing the meaningful 
reform it had been proposing. 

However, much of the detail is still to emerge and therefore the scope of the 
review is difficult to judge at this stage. As an example, it is not clear how 
insurers will be required or incentivised to invest any capital released as part 
of the reforms into longer-term productive green assets, rather than say 
returning this to shareholders (this was one of the questions posed by the UK 
government in its formal Solvency II consultation – more later).
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What does it mean for insurers?
Again, the speech reinforced the point that one of the PRA’s main priorities 
in 2022 will be to supervise insurers’ approaches to manage climate-related 
financial risks. Guidance and various initiatives are now in place for insurers to 
play their key role in supporting an orderly transition to net zero. The speech 
provided further clarity on the PRA’s expectations while signalling that the PRA 
will ramp up both its activities and its degree of supervision after it has allowed 
an initial grace period for insurers to develop their approaches.

4. The PRA speech on 
supervisory priorities 
for the insurance sector  
On 2 March 2022, Charlotte Gerken, 
Executive Director of Insurance at 
the Bank of England, gave a speech 
at Norton Rose Fulbright LLP setting 
out the PRA’s (Prudential Regulation 
Authority) supervisory priorities for 
the insurance sector in 2022. 

There were four key priorities set out 
in the speech: 

1.  Climate change and 
environmental social 
and governance (ESG) 
considerations: the PRA is looking 
to ensure that regulated firms are 
able to identify and manage the 
financial risks arising from climate 
change.

2.  Diversity and inclusion: 
ensuring insurers gain a range of 
perspectives to improve decision 
making and risk management 
through cognitive diversity.

3.  Operational resilience: working 
through the important business 
services, impact tolerances and 
scenarios to support this.

4.  Operation of non-EU insurers in 
the UK: facilitating the continued 
establishment of international 
insurers in the UK but maintaining 
appropriate standards.  

On the first priority, the speech set out 
the importance of insurers being able 
to identify and manage the financial 
risks arising from climate change 
(including both physical and transition 
risks). It also provided an update 
on how firms are responding to the 
risks from climate change in terms 
of the Climate Change Adaptation 
Report (which was published in 
October 2021). Over 2022, the 
PRA will continue to explore whether 
the current capital framework is fit 
for purpose or if there are changes 
required in order to capture climate 
risks adequately. 
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5. UK Government 
consultation around the 
ongoing Solvency II review
On 28 April 2022, the Treasury 
department of the UK government 
released its long-awaited consultation 
document around possible changes 
to the Solvency II framework. Within 
this, the main objectives for the review 
were reiterated around encouraging 
an innovative and internationally 
competitive UK insurance sector; 
protecting policyholders; and 
supporting insurers to provide long-
term capital to drive economic growth. 

The general thrust of the consultation 
was in line with previous communications 
(eg John Glen’s speech to the ABI 
in February). As expected, the main 
focus of the consultation was around 
long-term business and in particular 
the regulatory treatment of life 
insurance annuity writers – through 
likely reforms to the Risk Margin and 
Matching Adjustment. However, the 
section around reducing reporting and 
administrative burdens will be applicable 
for the wider UK insurance industry. 

The highlights from the consultation 
document were:

1.  Risk Margin: it is proposed that 
the calibration of the Risk Margin 
is based around a ‘modified cost 
of capital’ methodology which is 
consistent with the current EU 
proposals. The calibration would 
look to reduce the amount of the 
risk margin – for between 60% and 
70% for long-term life insurers and 
around 30% for general insurers 
– and also its overall volatility. It is 
expected that such a change would 
encourage life insurers to retain the 
insurance of longevity risk within 
the UK rather than reinsure this 
under another regime such as the 
Bermudan. The overall changes 
implied are likely to be broadly 
accepted and welcomed by the 
industry, although the consultation 
is clear that changes to the Risk 
Margin need to be considered as 
part of a ‘package’ in conjunction 

with the Matching Adjustment 
proposals.

2.  Matching Adjustment (MA): this is 
the likely area of most contention 
as the UK government (presumably 
led strongly by the PRA) is that the 
current parameterisation of the 
fundamental spread – the allowance 
within the MA for defaults and 
downgrades – does not sufficiently 
reflect true credit risks. The 
document noted that the floor for 
the fundamental spread (based 
on 30-year average spreads) was 
currently largely driving the size of 
the fundamental spread, and that the 
spread was the same for all assets 
with the same credit rating, sector 
and term. The view was that the 
methodology may underestimate 
the risks being retained by insurers. 

  The UK Government is considering 
changing the methodology to 

incorporate market measures of 
credit risk. This would be based 
around an expected loss, driven by 
historical defaults and recovery 
rates, with the addition of a credit 
risk premium based on market 
measures (averaged over an 
appropriate time period – to be 
determined). In addition, the credit 
risk premium could vary by asset 
class and sector (as well as credit 
rating) 

  The proposals are likely to increase 
the amount of the fundamental 
spread and reduce the value of 
the MA and increase its overall 
volatility – although this will depend 
very much on the more detailed 
parametrisation. Any changes to 
the MA methodology would likely be 
phased in over time.

3.  Increasing investment flexibility: 
the flexibility is all in respect of 

What does it mean for insurers?
The timing of the Solvency II review in the UK means that the UK government 
will be even more keen to promote the benefits from the likely changes in terms 
of releasing capital, reducing the operational burden and supporting economic 
growth and environmental objectives. However, even though the document 
provides more information on the likely direction of travel for the changes 
there remains significant uncertainty around the level of detail – particularly 
around how the fundamental spread within the Matching Adjustment will be 
parameterised. For the combination of the changes to the Risk Margin and 
Matching Adjustment, the Government appears to be giving with one hand and 
taking away with the other – albeit with its expectations that there will still be a 
net overall benefit to life insurers.

However, much of the detail is still to emerge and therefore the scope of 
the review is difficult to judge at this stage.  In addition, the UK government 
acknowledges within the consultation document the likely challenges around 
how any release in capital through the changes can be focused on growth and 
investment in appropriate long-term assets rather than, for example, being 
returned to shareholders. 

We encourage insurers to respond to the consultation document; model 
the likely impact of the changes on their balance sheet and business model – 
including allowing for the possible variations around this; and developing an 
action plan to react accordingly to the changes – for example through changing 
asset allocation and requiring a simplified reporting framework.

A subsequent more detailed consultation by the PRA is expected to take place 
later in the year. Changes to the regulatory framework will require changes 
to the PRA rules, and the UK government is also considering the appropriate 
balance between the regulations being encapsulated within legislation versus 
within PRA rules. 
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matching adjustment portfolios 
with proposals around being able to 
introduce assets with prepayment 
risks (eg callable bonds) subject 
to appropriate risk mitigation 
processes being in place; extending 
the range of liabilities that can be 
eligible for the matching adjustment 
(eg to include income protection); 

and to make investment in sub-
investment grade bonds relatively 
more attractive. 

4.  Reducing operational burdens: 
this includes proposals around 
reforming reporting requirements 
through simplifying templates; 
reducing the reporting frequency of 

some templates and deleting others; 
and reflecting UK context more 
in the structure of the templates. 
In addition, it is proposed that the 
size threshold for the application 
of the Solvency II regime should be 
doubled from where it is currently 
(although smaller insurers would 
still be able to opt into the regime). 
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1. EC’s ‘Better 
Regulation’ 
consultation on 
Solvency II review – 
Insurance Europe response
On 18 January 2022, Insurance 
Europe responded to the European 
Commission’s (EC) ‘Better Regulation’ 
consultation on its proposals for the 
review of the Solvency II framework.

The overall messaging from Insurance 
Europe was that the existing Solvency 
II structure had its benefits but needed 
improvement, to reflect both insurers’ 
longer-term business models and 
to support the competitiveness of 
the European insurance industry. 
However, it did not call for a complete 
overhaul of the framework but more 
to reduce insurers’ excessive capital 
requirements, guard against increased 
balance sheet volatility, and reduce any 
unnecessary operational burden. 

The key recommendations made 
by Insurance Europe that impact 
on the investment approach can be 
summarised in three areas:

1. Treatment of long-term business 
should address excessive capital and 
volatility. 

 •  Extrapolation of the risk-free rate 
curve - the current proposals 
need a significantly different 
calibration to avoid increasing 
insurers’ costs and exposing them 
to more volatility.

 •  Volatility Adjustment (VA) - the 
EC’s proposal to apply the EIOPA 
changes to the risk correction 
(which is already calibrated 
conservatively) should not be 
taken forward. The existing 
approach has proven to work 
well; any changes could reduce 
its effectiveness or instead be 
adjusted differently to proposed 
to avoid procyclicality.

 •  Risk margin - the EC’s proposals 
to introduce a time-dependent 
‘lambda’ parameter and reduce 
the cost of capital are welcome 

developments, as these should 
help lower costs and volatility. 
The current methodology is too 
sensitive to interest-rate changes.

2. SCR (Solvency Capital 
Requirement) for investment assets:

 •  The current capital charges 
for real assets, such as equity, 
corporate debt and property, 
do not correctly reflect the 
actual economic risks faced by 
insurers (namely, the long-term 
underperformance as opposed to 
short-term volatility).

 •  Equity – there is a need to 
improve the current criteria 
so that a significant portion of 
insurers’ portfolios are eligible for 
the lower 22% capital charge.

 •  Equity symmetric adjustments 
should be made optional because 
for some insurers it can result in 
increased, rather than reduced 
solvency volatility.

 •  Debt – the priority is to more 
formally define a dynamic VA 
(Volatility Adjustment) for spread 
risk under the standard formula to 
reduce artificial volatility. 

 •  Interest rate risk – the proposals 
to better recognise low and 
negative interest rates are 
welcomed but the methodology 
should be changed to avoid 
excessive impacts on the more 
liquid part of the yield curve.

 •  Correlation between interest rate 
and spread risk – the proposed 
reduction in the correlation 
parameter between interest rate 
down risk and spread risk in the 
standard formula from 0.50 to 
0.25 was supported (it was noted 
a nil correlation could also be 
justified).

3. Other components

 •  Proportionality – the EC’s 
proposed changes are in general 
supported. However, some 
improvements are needed, such 

as defining the criteria for low-
risk insurers to avoid unnecessary 
exclusions.

 •  Reporting and disclosure – any 
increases in requirements should 
be limited to those that are truly 
necessary.

 •  Sustainability – the proposals 
around sustainability, including 
climate-related risks, being 
integrated into SII are supported 
as being necessary developments 
(eg incorporating climate stress 
testing within ORSA).

What does this mean for 
insurers?
Insurance Europe has proposed 
a number of detailed changes 
to the European Commission’s 
central proposals for the 
Solvency II framework. Some 
of these are likely to be more 
contentious than others – 
particularly around the changes 
to the Volatility Adjustment 
where the proposals are 
already reasonably evolved. 

There is general consensus 
from the EC, EIOPA and wider 
industry around the need to 
apply more proportionality 
principles and reduce the 
operational burden for 
insurers – in particular around 
reporting. The detail of this will 
no doubt develop as the review 
progresses. 

Insurers should understand 
at a high level the potential 
materiality of the proposed 
Insurance Europe changes, if 
these were incorporated, so 
appropriate action can be taken 
if implemented. The proposals 
will now be considered by 
the European Parliament 
and the EU Council with the 
implementation date for the 
proposals remaining unclear at 
this stage.
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2. EIOPA’s 2021 
Insurance Stress Test 
– recommendations 
from EIOPA
On 21 March 2022, EIOPA (European 
Insurance and Occupational Pensions 
Authority) issued its recommendations 
to national supervisors and insurers 
based on learnings and experiences 
from its 2021 Insurance Stress Test 
(published 16 December 2021). This 
stress test focused on a “lower for 
longer” interest rate environment and 
evaluated its impact on insurers’ capital 
and liquidity position. This showed that 
European insurers were expected to 
maintain their financial health even amid 
harsh economic conditions. The main 
vulnerabilities stemmed from market 
shocks around the decoupling of the 
risk-free rate and risk premia. However, 
for some participants this relied on 
reactive management actions being 
allowed and / or long-term guarantees 
and transitional measures. 

The follow-up paper from EIOPA 
therefore focused on these 
vulnerabilities, with recommendations 
grouped into three different categories:

1) Recommendations on identified 
vulnerabilities

 •  The need to decrease the 
dependency on transitional 
measures to smooth the transition 
to the ultimate Solvency II regime. 

 •  The need to review risk 
management processes and 
ensure its adequacy where the 
stress test was particularly 
impactful.

 •  Insurers having sufficient 
resources to properly assess non-
Solvency II reported risks.

2) Recommendations on availability of 
actions to manage adverse conditions

 •  For insurers that did not apply 
management actions, even though 
they were warranted, EIOPA 

recommended regulators to 
further investigate the reasons for 
not applying these actions.

 •  Where management actions were 
applied, EIOPA recommended 
regulators to further assess the 
viability and reported impact of 
these management actions where 
the applied actions departed from 
what was discussed in the pre-
validation phase.

 •  The decision-making framework 
and speed of processes for 
reacting to adverse scenarios 
should be reviewed by national 
regulators. 

3) Individual undertaking-specific 
recommendations – ensuring that 
insurers are appropriately set up to 
deliver the stress testing results going 
forwards.

What does this mean for insurers?
For those insurers who have a heavy reliance on transitional measures and / or 
management actions to mitigate adverse scenarios, national regulators will be 
paying closer attention to the frameworks in place. Insurers should therefore 
ensure that these are suitably robust including to external scrutiny and also have 
a firm plan for reducing transitional measures over time.
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3. EIOPA submits 
draft amendments of 
supervisory reporting and 
disclosure requirements 
On 31 March 2022, EIOPA submitted 
its draft amendments (Implementing 
Technical Standards – ITS) of 
supervisory reporting and disclosure 
requirements under Solvency II to the 
EC.

The proposed draft ITS included the 
following:

1) Simplification of quarterly reporting 
for all insurers.

2) Elimination of some annual reporting 
templates.

3) New thresholds to better promote 
risk-based and proportionate reporting 

requirements, leading to exemptions of 
reporting certain templates for many 
insurers.

Overall, the draft amendments are 
intended to lead to better fit-for-
purpose reporting requirements, 
a reduction of reporting costs for 
the majority of insurers, and better 
supervision through the inclusion of 
information needed for supervisory 
purposes focusing on emerging risks 
and new areas for which supervisors 
identified a number of data gaps.

EIOPA has pushed back the 
implementation date of the ITS 
amendments to 2023 year-end 
(previously 2022 year-end) and will 
publish the taxonomy public working 
draft by March / April 2022 allowing 

the industry sufficient time (20 months) 
to prepare accordingly.

What does this mean for 
insurers?
The draft amendments will likely 
be welcomed by the insurance 
industry although the detail 
of this is likely to be subject to 
further debate.  From EIOPA’s 
perspective, the ITS as submitted 
to the European Commission 
for adoption are balanced and 
expected to bring several benefits, 
which will ultimately lead to a 
better protection of policyholders 
and better use of the principle of 
proportionality.
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Insurance investment themes
1) Inflation risk and how to 
hedge against it
Materially increased inflation levels 
have been a recent global phenomenon 
which few could have predicted a year 
ago, given the low levels experienced 
over recent decades and the explicit 
inflation remit of many central banks.  

Over the course of 2021, inflation levels 
notably increased while expectations 
of further price increases grew, due 
to huge monetary stimulus, ongoing 
supply chain issues, pent-up demand 
following the pandemic and higher 
commodity prices. More recently, 
Russia’s invasion of Ukraine and further 

energy price increases have further 
added to inflationary pressures and the 
associated risks.

Rising inflation is a key concern for 
most insurers given the potentially 
adverse effects on all aspects of their 
balance sheets (see figure 1). Higher 
prices can affect the shorter-term 
values of insurers’ assets and liabilities 
and over the longer term erode their 
surplus capital in real terms, potentially 
impacting on the ability to support 
new business. There can also be wider 
repercussions for insurers’ pricing, 
expenses, and reinsurance structures. 

However, commensurate with the 
higher level of inflation and increased 
uncertainty around its future path, it is 
now very expensive for insurers to hedge 
against inflation. Moreover, in mitigating 
the adverse effects of inflation, insurers 
may be introducing other risks.

How can insurers protect 
themselves against rising 
inflation?
While most market commentators view 
increased levels of inflation as transitory, 
there remains the risk that the recent 
sharp rise in prices is a longer-term 
trend, particularly given the high level 
of geopolitical uncertainty due to the 
Russia-Ukraine conflict. Even if the 
recent increase in inflationary pressures 
is only a short-term phenomenon, it still 
presents risks to insurers. 

Therefore, we encourage insurers to 
understand their inflation exposure 
across their business and measure these 
risks against the costs of hedging this. 

Figure 1: Breaking down inflation risks

Inflation risks across balance sheet
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generate inflation-linked return 
to preserve underwriting 
capacity

•  Avoid unintended exposures to 
inflation shocks in assets

•  Reserving approach for 
liabilities

•  Manage overall Assets vs 
Liability matching approach for 
inflation

•  Consider specific inflation 
hedges (eg complex inflation 
guarantees in liabilities)

•  Review reinsurance levels and 
structures in higher inflation 
environment
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Figure 2: Royal London Fund Returns (gross, annualised)

Source: RLAM, as at 24 March 2022

Past Performance is not a reliable indicator of future returns. The value of investments 
and the income from them is not guaranteed and may go down as well as up and 
investors may not get back the amount originally invested. 

The above chart does not take into account fees, which for the RL UK Index-linked 
Government Bond Fund would reduce 3 year annualised returns from 2.20% to 
1.82%, from 4.90% to 4.52% for the RL Global Index-linked Government Bond Fund 
and from 4.29% to 4.08% for  the RL Short Duration Global Index-linked Government 
Bond Fund.
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Traditionally, those insurers looking 
for inflation protection would invest in 
inflation-linked bonds such as US TIPS 
and UK index-linked gilts. However, 
whilst such an approach can provide a 
level of protection against changes in 
retail price inflation expectations, this 
may lead to other risks. It will firstly 
be important to understand the basis 
risk between the inflation protection 
available from the assets (normally linked 
to price inflation) versus the inflation in 
the liabilities – which for P&C insurers in 
particular may have significant variations 
from price inflation, particularly over the 
short term. 

In addition, investing in such ‘real-yield’ 
bonds entails taking on an element 
of interest-rate risk. This may be 
acceptable if this is netting off against 
the interest-rate risk in inflation-linked 
liabilities. However, to the extent there 
is a mismatch then this risk can be 
significant. Whilst inflation in many 
markets is around 30-year highs, which 
is positive for inflation-linked bonds, 
this has been outweighed by the rise 
in long-dated nominal yields which has 
been overall negative for inflation-linked 
bonds.

Moving to shorter-duration assets is 
one way for insurers to reduce exposure 
to interest-rate risk. Indeed, the lower 
duration of short-dated inflation-linked 
funds led to their outperformance over 
broader maturity funds over 2021 and 
also for 2022 to date – see figure 2. 

In addition, there can be a significant 
disparity between different inflation 
markets in terms of how they price 
inflation. For example, inflation pricing 
is currently much higher in the UK than 
in the eurozone. This partly reflects the 
differences in inflation expectations 
between the two regions but is also 
because of the wider risk premium 
built into these markets’ pricing due 
to differences in relative supply and 
demand. If possible, then, insurers may 
wish to consider a global approach to 
accessing inflation protection that is 
actively managed to avoid ‘overpaying’ 
for hedging in any one market. However, 

insurers will need to be mindful of basis 
risk if they are hedging liabilities using 
bonds of a different currency and 
interest rate curve.

For insurers looking to match a certain 
set of inflation-linked liabilities, then 
there is less scope to be creative around 
inflation hedging and relatively more 
need to transact or continue investing at 
current pricing. 

However, where there is flexibility to 
incorporate some degree of mismatch 
relative to the liabilities and / or a desire 
for inflation linkage in the assets for 
surplus capital, then we believe utilising a 
shorter duration, more global approach 
for inflation linkage currently has many 
potential benefits.  This allows insurers 
to access inflation protection whilst 
reducing interest-rate risk, looking 
for value across inflation markets and 
benefiting from active management of 
the underlying assets.

Conclusion
There is scope for inflation to continue 
to edge even higher through 2022, 
which means inflation protection and 
inflation-linked bonds are still an option 

that insurers should consider. For 
now, central banks remain hawkish 
on inflation, but the extent to this 
hawkishness may alter as events unfold 
in Ukraine, and as the impact of global 
sanctions and energy shortages are 
felt, the rhetoric may have to soften 
somewhat. 

The stickiness of inflation remains 
an uncertainty that we at RLAM and 
insurers should keep a close eye on, and 
one factor we constantly monitor is wage 
inflation as this is a key focus for central 
banks. Bumper pay rises through the 
first half of 2022 would need to be seen 
for real average earnings to surpass 
the rate of inflation, which could lead to a 
snowball effect of higher wages driving 
higher prices leading to higher wages.

Whilst recognising the need to be aware 
of inflation linkage in their liabilities and 
wider business exposures, insurers 
should consider different ways in which 
they can mitigate the impacts of a more 
inflationary world – without taking 
on material unintended interest-rate 
risk – while also maintaining liquidity, 
minimising drawdowns and volatility, and 
maximising potential returns. 
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2) Robustly reassessing 
asset allocation
In common with other investors, 
insurers will regularly review their 
asset allocation to ensure this remains 
appropriate given factors such as the 
economic and market environment, their 
liability profile, capital position, business 
objectives and regulatory drivers. 

Given recent developments, we believe 
the case for insurers to reassess their 
investment strategy and implementation 
approach is even more important 
currently. 

• Return expectations for different asset 
classes currently appear depressed 
relative to their historical levels (see 
figure 3 for our latest forward-looking 
return expectations).

• In addition, wider geopolitical 
developments – driven by the Russia-
Ukraine war – are introducing new 
risks for different types of assets.

• As discussed in the previous theme, 
inflation risks are now much more 
prevalent across insurers’ balance 
sheets.

• Regulatory developments – with 
Solvency II reviews currently 
underway in both the UK plus wider 
Europe.

• Sustainability and climate risk 
management is receiving even more 
attention and even if insurers are not 
implementing them as yet, most will 
need to demonstrate they are able to 
identify and monitor climate-related 
financial risks. 

How should different 
investment strategies be 
assessed?
Many insurers have access to 
sophisticated asset models that 
incorporate expected returns, 
volatilities and correlations between 
asset classes to help optimise portfolios. 
We believe that such an approach is a 
valuable management tool for assessing 
different strategies but needs to be 
supplemented with additional analysis 
and considerations. 

In particular, undertaking scenario 
analysis is particularly important under 
the current environment given the 

higher ‘path dependency’ of outcomes 
as a result of current uncertainties 
and risks such as rising inflation and 
interest rates, as well as geopolitical 
developments and climate-change 
concerns. In addition, more qualitative 
considerations such as investment 
beliefs, peer context and governance 
/ operational restrictions are critical 
to ensure the investment strategy and 
approach reflects all of an insurer’s 
context. 

What are the options for 
asset allocation?
Noting the challenges presented 
by the current environment around 
macro-economic, geopolitical and 
regulatory risks, we believe there are 
four key principles insurers should be 
considering around their asset allocation 
and approach. 

A. Increased diversification
Naturally, in building any portfolio it 
is critical to understand the key risk 
exposures. This means understanding 
how the portfolio would behave in 
specific circumstances so a robust 
portfolio can be developed that has 
an acceptable exposure to these 
risks whilst retaining the upside 
potential. One of the quickest of wins 
to embed resilience into a portfolio is 
diversification, ensuring an appropriate 
mix of fixed income and real assets. 
Whilst this ensures the portfolio isn’t 
ever going to be the highest performer 
in any short time period, it importantly 
avoids being particularly exposed to the 
significant market slumps we have seen 
recently and delivers a smoother return 
path over the medium and long term. 
This is illustrated below (see figure 4) by 
the ‘multi-asset’ diversified portfolio that 
can deliver strong positive performance 
and avoids being amongst the worst 
performers in any one year.

 B. Return-aware inflation 
hedging 
As mentioned already, persistent higher 
inflation presents a material risk for 
insurers. However, the price of hedging 

Figure 3: Annualised cumulative returns (%)
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Past performance is not a reliable indicator of future results. 
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price inflation using common market 
instruments, such as inflation-linked 
bonds, is at a commensurately higher 
level than we have seen for many years. 
In addition, these instruments provide 
a real yield rather than pure inflation 
exposure, and so also carry an element 
of interest rate risk (if not offsetting 
versus the liabilities). 

To the extent that insurers can tolerate 
some degree of the basis risk, they 
may want to consider utilising shorter 
duration and more global inflation-linked 
bond strategies to mitigate both the high 
costs currently of hedging inflation and 
the inherent interest rate risks of using 
longer term bonds. 

C. More dynamism
With such a high level of uncertainty 
about the future, general investment 
principles are more important than ever. 
In the multi-asset world, this means 
ensuring you are running the right level 
of market risk (including relative to 
the broader business objectives such 
as capital management), diversifying 

broadly across asset classes and 
exposures, and employing a flexible and 
active tactical asset allocation approach 
that can adjust exposures to keep them 
appropriate for what could be a fast-
moving macro backdrop.

D. Robust sustainability 
approach
Sustainable investing is a key area of 
focus for most insurance companies 
– particularly around climate risk 
management – driven by both emerging 
regulatory requirements as well as 
wider stakeholder demand. Insurers 
should understand the materiality 
of climate related risks across their 
entire business and plan for mitigation 
accordingly. For the investment side, it 
will be important to consider the balance 
between incorporating sustainability 
criteria and financial returns and 
ensuring that implementation of a more 
sustainability-driven approach avoids 
many of the potential pitfalls around 
greenwashing and purchasing more fully 
priced green investments.

Conclusion
The ‘managing COVID’ world we are 
currently experiencing has already 
presented a number of challenges 
around generating an acceptable level 
of future returns whilst delivering 
the robust sustainability integration 
that most key stakeholders are now 
expecting. Recent developments in 
Ukraine have further exacerbated 
many of the risks in this environment 
– particularly around inflation and 
wider macro-economic uncertainty. 
We strongly encourage insurers to 
reassess their investment strategies 
and take further strides in building out 
their sustainability approaches. We 
believe that understanding key risk 
exposures under the new environment 
that has now emerged and reviewing the 
investment allocations accordingly will 
be key for insurers to continue driving 
strong returns from their investment 
portfolios.

Source: RLAM, DataStream as at 1 March 2022. Property as at February. ‘Multi Asset’ returns are based on the benchmark 
weights of Royal London Global Multi Asset Portfolio (GMAP) Balanced Fund / Governed Portfolio 6. Indices used are FTSE All 
Share, FTSE World, MSCI Emerging Markets ESG Leaders,  MSCI/AREF UK All Balanced Quarterly Property Fund, Bloomberg 
Commodity Index, BoAML BB-B Global Non-Financial High Yield Constrained Index, iBoxx Sterling Non-Gilt Index, FTSE 
Actuaries UK Index Linked Gilts, FTSE Actuaries UK Conventional Gilts Index, FTSE Actuaries UK Conventional Gilts up to 5 Years 
Index, SONIA. Total returns in sterling terms.

Past performance is not a reliable indicator of future results.

Figure 4. Multi-asset diversified portfolio. 

Year 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 YTD
Gilts EM Stocks Global Stocks Property Property EM Stocks EM Stocks Property Global Stocks Global Stocks Commodities Commodities

+15.6% +12.8% +21.2% +19.5% +13.9% +35.4% +21.1% +7.5% +22.6% +14.3% +28.3% +16.6%
Property UK Stocks UK Stocks Gilts Global Stocks Commodities Global Stocks Cash UK Stocks EM Stocks Global Stocks Property

+8.1% +12.3% +20.8% +13.9% +4.4% +33.3% +14.0% +0.6% +19.2% +11.9% +20.0% +1.2%
Multi Asset Global Stocks Property Global Stocks Multi Asset Global Stocks UK Stocks Gilts EM Stocks Gilts Property Cash

+1.0% +12.1% +11.0% +12.2% +1.4% +30.3% +13.1% +0.6% +15.9% +8.3% +19.9% +0.0%
Cash Multi Asset Multi Asset EM Stocks UK Stocks UK Stocks Property Multi Asset Multi Asset Multi Asset UK Stocks UK Stocks

+0.6% +7.8% +7.2% +7.9% +1.0% +16.8% +11.2% -2.0% +10.3% +2.9% +18.3% -0.8%
UK Stocks Gilts Cash Multi Asset Gilts Multi Asset Multi Asset Global Stocks Gilts Cash Multi Asset Multi Asset

-3.5% +2.7% +0.5% +6.7% +0.6% +12.6% +6.7% -3.1% +6.9% +0.3% +10.3% -1.6%

Global Stocks Property Gilts UK Stocks Cash Gilts Gilts Commodities Commodities Property EM Stocks EM Stocks

-6.9% +2.3% -3.9% +1.2% +0.5% +10.1% +1.8% -5.7% +3.5% -1.0% +1.0% -2.4%
Commodities Cash EM Stocks Cash EM Stocks Property Cash EM Stocks Property Commodities Cash Gilts

-12.7% +0.6% -5.3% +0.5% -10.3% +2.6% +0.3% -7.6% +2.1% -6.1% +0.0% -5.2%
EM Stocks Commodities Commodities Commodities Commodities Cash Commodities UK Stocks Cash UK Stocks Gilts Global Stocks

-18.4% -5.4% -11.2% -11.8% -20.3% +0.4% -7.1% -9.5% +0.7% -9.8% -5.2% -6.6%
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Investment risks
Past performance is not a guide to 
future performance. The value of 
investments and the income from them 
may go down as well as up and is not 
guaranteed. Investors may not get back 
the amount invested.

Concentration risk: The price of 
Funds that invest in a reduced number 
of holdings, sectors, or geographical 
areas may be more heavily affected by 
events that influence the stockmarket 
and therefore more volatile. 

Credit Risk: Should the issuer of a 
fixed income security become unable 
to make income or capital payments, or 
their rating is downgraded, the value of 
that investment will fall. Fixed income 
securities that have a lower credit rating 
can pay a higher level of income and have 
an increased risk of default. 

EPM Techniques: The Fund may engage 
in EPM techniques including holdings 
of derivative instruments. Whilst 
intended to reduce risk, the use of these 
instruments may expose the Fund to 
increased price volatility. 

Exchange Rate Risk: Investing in assets 
denominated in a currency other than 
the base currency of the Fund means the 
value of the investment can be affected 
by changes in exchange rates.  

Interest Rate Risk: Fixed interest 
securities are particularly affected by 
trends in interest rates and inflation. If 
interest rates go up, the value of capital 
may fall, and vice versa. Inflation will also 
decrease the real value of capital. 

Liquidity Risk: In difficult market 
conditions the value of certain fund 
investments may be difficult to value 
and harder to sell, or sell at a fair price, 
resulting in unpredictable falls in the 
value of your holding. 

Counterparty Risk: The insolvency of 
any institutions providing services such 
as safekeeping of assets or acting as 
counterparty to derivatives or other 
instruments, may expose the Fund to 
financial loss.

Government and Public Securities 
Risk: The Fund can invest more 
than 35% of net assets in different 
Transferable Securities and Money 
Market Instruments issued or 
guaranteed by any EEA State, its local 
authorities, a third country or public 
international bodies of which one or 
more EEA States are members. 

Charges from Capital Risk: Charges 
are taken from the capital of the Fund. 
Whilst this increases the yield, it also has 
the effect of reducing the potential for 
capital growth. 
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Appendix

Fixed income Index used Returns quoted

UK gilts FTSE Actuaries UK Conventional Gilts 
(All Stocks) Index

GBP unhedged

Euro treasuries Bloomberg Barclays Euro Treasury 
Index

GBP hedged

US treasuries Bloomberg Barclays US Treasury Index GBP hedged

UK IG corporates iBoxx Sterling Corporates Index GBP unhedged

Global IG corporates Bloomberg Barclays Global Aggregate 
Corporate Index

GBP hedged

EMD JPM GBI-EM Global Diversified Index GBP hedged

Global high yield ICE BofA BB-B Global Non-Financial 
High Yield Constrained Index

GBP hedged

Equities Index used Returns quoted

UK equities FTSE All Share Index GBP unhedged

Global equities MSCI World Net Total Return GBP Index GBP unhedged

EM equities MSCI Emerging Markets Net Total 
Return GBP Index

GBP unhedged

Volatility Index used

Volatility Cboe Volatility Index (VIX)

Source: Bloomberg, HIS Markit
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For Professional Clients only, not suitable for 
Retail Clients. 

This document is a financial promotion and is not 
investment advice. The views expressed are the 
author’s own and do not constitute investment 
advice. Telephone calls may be recorded. For 
further information please see the Privacy policy 
at www.rlam.co.uk.

The RL UK Index-linked Government Bond 
Fund, the RL Global Index-linked Government 
Bond Fund, and the RL Short Duration 
Global Index-linked Government Bond Fund 
are sub-funds of Royal London Bond Funds 
ICVC, an open-ended investment company 
with variable capital with segregated liability 
between subfunds, incorporated in England and 
Wales under registered number IC000797. 

The Company is a UCITS umbrella fund. The 
Authorised Corporate Director (ACD) is 
Royal London Unit Trust Managers Limited, 
authorised and regulated by the Financial 
Conduct Authority, with firm reference 
number 144037. For more information on the 
fund or the risks of investing, please refer to 
the Prospectus or Key Investor Information 
Document (KIID), available via the relevant Fund 
Information page on www.rlam.co.uk.

Issued in May 2022 by Royal London Asset 
Management Limited, 55 Gracechurch Street, 
London, EC3V ORL. Authorised and regulated 
by the Financial Conduct Authority, firm 
reference number 141665. A subsidiary of The 
Royal London Mutual Insurance Society Limited. 

Ref: PDF RLAM PD 0071
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