
 
 

  

Capital goes Re® 

Subordinated Insurance Debt 

The End of Katzenjammer 
Insurance Bonds offer significant upside potential in 2023 
 

Attractive Sector Premium  I  Strong Capitalization Levels  I  Limited expected supply 

 

Rötger Franz, Partner, Portfoliomanager and Senior Insurance Analyst 

Almost a year ago we compared Insurance Bonds with Schrödinger’s cat and concluded that it was 
very much alive. But the year 2022 brought many unforeseen developments – from the war in 
Ukraine to a subsequent rise in interest rates and political turmoil in the UK – leading to a massive 
negative revaluation not only of fixed income asset classes. Still, Insurance Bonds offer significant 
value for 2023 as the sector remains strongly capitalized and fundamental prospects for the sector 
are positive. Once macro headwinds have faded, Insurance Bonds are set for outperformance. 
New issue activity is likely to recede significantly which should support the secondary market, es-
pecially the restricted Tier 1 (rT1) space. The ESG credentials of Insurance Bonds are undisputed 
and in a year with a potentially recessionary backdrop, investors will be reminded of the conserva-
tism that is built into the insurance sector that has led to the lowest historical default rates across 
all sectors. 

 

Short-term underperformance in 2022 

Subordinated Insurance Bonds generally 
have a high market beta and therefore un-
derperformance during an unprecedented 
bear market is not particularly surprising. 
The roots of the high beta do not stem from 
fundamentals but are more due to subordi-
nated insurance paper being a niche in the 
fixed income universe. Only 6% of all cor-
porate bonds were issued by insurers and 
so the focus of most investors is on other 
sectors, i.e. very little sector expertise is 
maintained in the investment community. 
Liquidity of insurance paper is therefore 
lower than in other sectors and investors 
tend to offload names they are less familiar 
with first in times of uncertainty. On the flip-
side, this often creates bottom fishing op-
portunities for sector specialists and in the 
long run, Subordinated Insurance Bonds 
have demonstrated their ability to outper-
form other sectors.  

 

Solvency remains strong 

At the beginning of the year, we projected improving Solvency II ratios of insurers. Our view was 
supported by interest sensitivities of Solvency II ratios published by insurers and indeed Solvency 
ratios followed an upward trend in H122 or were at least strongly supported by a positive interest 

55%
39%

6%

European Corporate Bond Market
Size ~ EUR 2'809 bn

Non Financial European Corporate Bonds

European Banks

European Insurers



 
 

  

Capital goes Re® 

rate effect. Not all insurers publish quarterly updates, but the ones who did showed on average a 
slight reduction in Q322, mostly due to adverse market movements especially in the month of Sep-
tember. The rising Solvency II ratios throughout the year were also curbed by high distributions, 
some deleveraging and – in reinsurance – substantial capital deployments into new business. I.e. 
most insurers did not warehouse excess capital at these Solvency II ratios but used their additional 
flexibility for capital management or growth.  

Still, Solvency II positions of all insurers in our universe remained within their target ranges and 
sometimes even significantly above. Share buybacks continued but there is a tendency of insurers 
to leave in such uncertain times an additional capital buffer. As a result of this, shareholder expec-
tations of further capital distributions were not fully met. 

We remain bullish regarding the earnings outlook for FY22 and FY23 and operating capital gener-
ation. Especially in reinsurance we expect continuing strong support for the Solvency II positions. 
Reinsurance Rates are expected to rise significantly at the January 1 Renewals with the already 
mentioned positive effect on Solvency. Once interest rates pivot, we will most likely see a bit of 
pressure on the Solvency positions, in particular, in primary insurance stemming from the life busi-
ness. However, we do not expect a major impact as we do not anticipate a sudden and dramatic 
decline in interest rates in 2023.  

 
  

We expect below average issue activity 

New issue activity is likely to be unusually low in 2023 and will probably drop to slightly above EUR 
10.0bn. This compares to around EUR24bn of average annual new issues since Solvency II came 
into force in 2016. Refinancing needs for 2023 will only be around EUR 7.0bn of subordinated debt 
in Europe. The low new issue volume is likely to support bond valuations on the secondary market. 

In order to fully understand this we need to get back in time. In the first half of the last decade, there 
was initially some uncertainty before the Solvency II classification criteria for rT1, T2 and T3 debt 
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and the grandfathering regime of outstanding 
sub debt were finalized. Hence most insurers 
were reluctant to come to the market. When 
the grandfathering regime became clearer and 
market conditions improved again, many issu-
ers rushed to the market which culminated in 
a wave of new issues. Under the new rules, all 
subordinated debt issued before the cut-off 
date in mid-January 2015 would be grandfa-
thered until the end of 2025. Dated subordi-
nated debt was to be grandfathered into T2 
and perpetuals into rT1. As debt issuance was 
much cheaper under the old regime, there was 
a surge in new issue activity, in particular, in 
the perpetual space before the cut-off date. 
New issue activity accelerated in 2012 and 
2013 and then skyrocketed to more than 
EUR30bn in 2014. Some players even came 
to the market at the last minute in the first half of January 2015.  

The typical structure for new issues at the time was a 30NC10 (i.e.: final maturity in 30 years but 
first call after 10 years) or perpNC10 (i.e. Perpetuals with a first call in 10 years) with a clear investor 
expectation of non-economic calls of institutional bonds at the first call date. So why doesn’t this 
lead to a surge in new issue activity 10 years later in 2023? There are several reasons in our view: 

• Several bonds were already tendered over the last couple of years  
• New issue activity was already on a higher level in recent years due to very early refi-

nancing of outstanding bonds, sometimes even more than a year ahead of the first call 
date and the refinancing of bond tenders  

• Low interest rates were an additional incentive to fund growth with subordinated debt 
issues or to come opportunistically to the market to optimize the balance sheet  

• The emergence and increased new issue activity of consolidators such as Phoenix, 
Rothesay or Athora 

In addition to the refinancing needs for 2023, business growth will drive a few transactions as well 
as occasional M&A activity. At the moment, we do not expect much momentum from early refi-
nancing of 2024 call dates. Most call dates of the bonds issued just before Solvency II came into 
force will be in H224 and current rates forecasts do not encourage a very early refinancing.  

We anticipate new issue activity to boost again in 2024 as the bonds issued before the Solvency II 
cut-off date need to be refinanced. 

We expect green bond issuance to have reached an equilibrium slightly below 20% of total new 
issues. Most green bond issues are issued by the large players while smaller issuers shy away 
from the substantial reporting requirements for green bonds. While green bonds usually trade at 
tighter levels than traditional bonds this does not appear to be a strong incentive to issue in this 
space. 

 

Bond valuations and fundamentals have decoupled 

Although earnings remain solid and Solvency II positions strong, bond valuations went into the 
other direction in 2022. It appears that fundamentals and spreads have completely decoupled. In 
our view, this is where bond selection becomes important as many bottom fishing opportunities 
emerge where investors can buy high credit quality at ever more attractive levels.  
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Scor is an interesting example in this context. The issuer has had a bad year in terms of underwrit-
ing losses and also needed to strengthen reserves to cover for claims inflation and social inflation. 
Still, Scor deployed a substantial amount of excess capital into top line growth and reported a top-
line growth of 24.1% in P&C and 4.7% in L&H in 9M22. The issuer also paid a generous dividend 
and completed a share buyback program in Q122. The Solvency II ratio, however, fell only slightly 
from 226% in FY21 to 217% in Q322 after peaking at 240% as massive market effects, mostly from 
higher rates supported the issuer’s capitalisation. The Solvency II ratio therefore remains close to 
the upper end of the 185-220% target range, i.e. at the top-end of what investors should generally 
expect. For 2023 we now expect the best market conditions in P&C reinsurance in a generation 
which should support Scor’s credit and earnings policy even further. 

Bond valuations have, however, 
not factored this correctly in our 
view. E.g. the SCOR 5.25% perp 
rT1 was priced at a YTC of 4.5% 
(YTM: 5.6%) at the beginning of 
the year to 10.2% (YTM: 7.5%) at 
YE22 after peaking in October at 
13.4% (YTM: 8.7%). While we 
acknowledge the downgrade of 
Scor by S&P and Fitch and the 
negative outlook by Moody’s, we 
believe these rating actions are 
overdone and the widening has 
overshot. We also believe that the 
current spread levels do not fully 
take into account that the Scor rT1 
is still rated BBB+ and the issuer’s 
track record and commitment to 
call. 

 

Inflation under control 

Inflation has been a key area of concern over the last year. But how much does inflation impact 
insurers? On the life side, there should be a very limited direct impact as the underlying business 
is nominal.  

P&C is a bit more tricky. Here, inflation can have a negative effect on earnings in the short term as 
insurers usually receive premiums in advance to provide coverage for a period of time. The effect 
is curbed by annual repricing of policies. However, competitive pressures remain and so annual 
repricing does not fully offset inflation. Most notably, UK motor insurers such as Admiral or Direct 
Line have felt the impact of inflation. Admiral and Direct Line reported a significant decline in the 
H122 underwriting results which was to a large extent driven by claims inflation. Both insurers 
already undertook decisive pricing actions resulting in pressure on top line growth. Direct Line also 
published a profit warning for the 2022 and 2023 financial years and cut its final dividend.  

Also, long tail claims which can take sometimes years to settle are at risk of requiring reserve 
strengthening due to inflationary pressures. We observed this, in particular, in the reinsurance sub-
sector. Most insurers can, however, mitigate the inflationary impact through diversification. Inflation 
could therefore have a material short term earnings impact, but is by far not as significant for the 
credit quality of the issuers in our universe. 
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Restricted Tier 1 issues remain an attractive way to access balance sheet risk of insurers 

rT1 paper remains highly attractive in our view. Unlike T2 paper, rT1 coupons are fully discretionary 
and in a solvency event, coupons are cancelled (non-cumulative) and the principal is written down 
or converted into equity. However, this additional risk is in our view relatively remote. We have 
already written that the insurers in our universe have Solvency II ratios within or above their target 
ranges. In addition, the vast majority of the insurer have a very disciplined and well defined capital 
management strategy in place with well-defined trigger levels for counteractions which they would 
apply to avoid a solvency event. The Solvency sensitivities published by insurers suggest that a 
multiple of these stress tests would be required to get even close to a Solvency event. We therefore 
believe that the risk of a solvency event is quite remote. 

But this remote additional risk is well rewarded! 
The spread differential between T2 and rT1 pa-
per ranges from 150-300bp which reflects the 
significant rating differential between both but 
overstates the marginal additional risk. 

rT1 paper has so far been issued by a number 
of insurers. We observed a tendency that rT1 
paper is primarily issued by life- rather than non-
life insurers and by primary rather than reinsur-
ers. Also in the UK, rT1 appears to be more 
prevalent that in Europe. Partly, the bias towards 
UK and Life insurance is driven by consolidators 
of which almost all have issued rT1. 

On the reinsurance side, we have to note that 
the sample of players subject the Solvency II regime is much smaller and within that only Scor had 
issued rT1.  

 

So how will rT1 new issuance look like going forward?  

We do not expect many new issuers of rT1 paper. I.e. the insurers who showed appetite to come 
to the market have already done so. That will also mean very little new issuance until at least 2025 
when call dates of outstanding bonds commence, mostly by consolidators funding new acquisi-
tions. Again this scarcity of supply should support secondary market trading in a market which 
already will suffer from limited supply in 2023. 

 

 

 

 

 

 

 

 

IFRS 17 – What is it? 

After 25 years of preparations, the new accounting standard for insurers - IFRS17 - will come into force 
in 2023. At the same time, IFRS9 will also become fully applicable for insurers. The new standard will 
support comparability of financial statements and apply a more economic profit recognition. The new 
valuation rules for insurance liabilities will reduce accounting mismatches substantially. We expect that 
IFRS17 will generally produce more stable results in life insurance, but a slightly increased earnings 
volatility in P&C and slightly lower combined ratios. P&L and Balance Sheet presentation will change 
significantly, but additional disclosures in the notes will support the transition into IFRS17.  

 

rT1 issues by Segment 

Composite Life Health Reinsurance Motor
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Legal Disclaimer 

 

This marketing document is intended solely for publication and distribution to the recipient and may not be passed on or disclosed to any other person. 

This document is for information purposes only and is not an offer to sell or an invitation to invest. In particular, it does not constitute an offer or solicitation 

in any jurisdiction where it is unlawful or where the per-son making the offer or solicitation is not qualified to do so or the recipient may not lawfully receive 

any such offer or solicitation. It is the responsibility of any person in possession of this document to inform him/herself of, and to observe, all applicable 

laws and regulations of relevant jurisdictions. The development of values in the past is no guarantee of present and future performance. No liability is 

accepted for future developments in value. The performance values shown do not factor in the commissions, fees and costs arising from the issuing and 

redemption of shares. The investor is aware of the risks involved in an investment. He only makes his decision to invest after consulting an adviser on the 

suitability of an investment in view of his personal financial and tax situation and on the information contained in the full prospectus. The information and 

any opinions contained herein have been obtained from or are based on sources which are believed to be reliable, but the accuracy cannot be guaranteed. 

No responsibility can be accepted for any loss resulting from this information. The Index value can de-crease as well as increase (this may be partly due 

to exchange rate fluctuations in investments that have an exposure to currencies. Performance numbers shown are records of past performance and as 

such do not guarantee future performance. 


