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With interest rates remaining low, the return on

Miinchener Riick

Munich Re Group

“equities” has to be increasingly high —and policy

holder bonuses deemed to be low
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Example for an hypothetical life-insurance company

With interest rates remaining low, the return on
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“equities” has to be increasingly high —and policy

holder bonuses deemed to be low
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No new business, buy-and-hold only 10 year bonds, SAA 80% nominal-assets (bonds) 20% real-assets (equities ), policy-

Assumption:

holder bonus 7% fix until 1994, industry-average 1994-2005, future investment-yield 4%, future policy-holder bonus 5,5%
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With interest rates remaining low, the return on
“equities” has to be increasingly high —and policy
holder bonuses deemed to be low
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Assumption: No new business, buy-and-hold only 10 year bonds, SAA 80% nominal-assets (bonds) 20% real-assets (equities ), policy-
holder bonus 7% fix until 1994, industry-average 1994-2005, future investment-yield 4%, future policy-holder bonus 5,5%
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With interest rates remaining low, the return on
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Equities one way out — but watch high volatility

. . . Munich Re Group
and risk-bearing capacity
DAX Index monatl. (logarithmische Darstellung)
-10,8%p.a.
[ [ T LI — T T T 23Jahre
| | | | | | | | | | | |
£ 301010 [ A A R [ T [ R R S
| | | | | | | | | | |
B [ B L Lol Y Yl
4.0000 1+ Poeedeeen R AR ¥ 7 \‘\/"
o o | [ 20Jahre | | 421, 7%p.a.
200 ===f===d=ss=ccascanzsaas feseqlsssdpssccascascanncacsscsacen lFesslasaijssansnny wanoay leasjecsd flje=eceaten 1;2 Jahre
| | | | | | | | |
Do o S S S S S LN
009 sdaneha | U
2]T.6Jahre | I |
500 1°°°1
| |
| |
200 T
| | | | | | | | | |
| | | | | | | | | |
O ™ 2 e R B 1 [ | R
| | | | | | | | | | | |
50 —tt—tt————t——————t—F—F——t——F——F—+—+—+——
o i v v v v i i v i v o v o i v v v v v - - S T S T N
o © © © o o o o [{o] [{o] [{o] [{o] [{=} o o ©o ©o ©o ©o © © © ©o o o o o
g g (o2 <> B o B o) B <)} N N NN N ®© ©® ®© W © O © © © © O o O O
A~ O © o N B O © o N A O © O N B OO O O N B OO O O N B O

Quelle:Datastream

- There are long periods of side movements that are followed by soaring equity-

performances &
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Current interest rate environment and its
implication for the (Live-) Insurance

Insurers in a quandary

Ways out of the quandary
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Protecting equity capital

as interest rates fall

Nowadays life insurers find themselves trapped in a

Close the duration gap (invest longer)

Miinchener Riick
Munich Re Group

-> onone hand

Dynamice hedging
strategies

~

Market consistent
pricing

>

&

~

Dynamic
bonus policies

Optimising
product mix

they have to
protect the
equity capital

on the other
hand the
policy holder
expects a high

Source: Munich Re‘s Presentation to Analysts, 15. March 2005

Invest short to meet policy holder
expectations as interest rates rise

Maximising franchise value

franchise

value
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Often this situation is aggravated because of Minchaner Rk
. . unich Re Group
misassessment of the market environment
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Insurers in a quandary

' ‘ Ways out of the quandary
A
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Not knowing the exact nature of liabilities may lead to non
efficient matching or hedging strategies

Miinchener Riick
——— Munich Re Group
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efficient matching or hedging strategies

Not knowing the exact nature of liabilities may lead to non
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Not knowing the exact nature of liabilities may lead to non
efficient matching or hedging strategies
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A potential way out of the quandary is hedging through
interest-rate swaptions (options to exercise interest-rate swaps)

Not

exercised

Interest > strike price

Exercised

@
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©
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4
2

=

Advantages of Swaption vs. Swap:

- Exercising option and extension of duration only when favourable
- High convexity, hence better modelling of the liabilities side

-> Protection against further falls in interest rates at a calculable price

-> Participation if interest rates rise

Miinchener Riick
Munich Re Group

t=T (purchaser's view)

Receiver swaption

24
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How receiver swaptions work

10-year
swap rate
A
Interest rate at
the date of
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higher than POLL]
the rate of the PLET TS
payer . %
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. "o, Lo® .
S an
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- 5 “ R . .
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’I mmw
Z R e e SIS 1
Interest rate at . <
the date of * LY -
2 (' ot Tart, ¢
Etons tus® .
e |« Use of receiver swaption
Serenr | e Investment at minimum rate (comp. return edge)

0.00% >
Conclusion of Maturity of .
swaption option Time

25

Thank you very much.

Miinchener Riick
Munich Re Group
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