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Matching

Adjustment
(”MA"):
Why is it?

Effective tool for capital relief:

v' Natural hedge for credit spread
widening while acknowledging the
nature of insurance Fl investment

v' Real-life benefit: speaking from UK
insurers’ experience

Source: Insurance asset Risk, April 2023
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Matching

Adjustment
(”MA”):
Why is it?

Leverage emerging industry trends
to gain a competitive advantage

v' The insurance regulators in UK and
Europe are seeking competitive
edges by adjusting capital
requirements.

v' Proactive management of MA
portfolio to maintain efficiency
rather than an adaptive /
compliance only approach will help
firms remain competitive.

v/ Trends in Asia: Hong Kong,
Singapore and Korea applied MA.
Thailand is in the stage of
consultation.
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UK to Ease Solvency Il Insurance Capital Rules
to Unlock ‘Billions of Pounds’

By Huw Jones
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Article

REUTERS :59 Britain will unlock “tens of billions of pounds” of insurance
sector capital that should boost the economy through
infrastructure investment, financial services minister John
Glen said on Monday.



Matching

Adjustment
(“MA”) - Asia:
What is it?

The unique features of HK MA:

v' Plus: flexible, no test requirements,
smartly designed, leave room for
optimisation

v' Minus: higher bar for optimisation
due to more complex formula;
mixed effects on market risk
requirements
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Test
Requirement

Calculation
Formula

Impact on
Market Risk
Requirement

SG MA

1. Liability predictability test;
2. Cash shortfall test;
3. Credit spread widening test;

Asset IRR-liability IRR-
default/downgrade adjustment

Reduce credit spread risk
requirement

HK MA

No test. Use formula to
incentivize proper ALM and
asset allocation

= adjusted spread qcn ya portfolio X application ratio
+ weighted constant prescribed spread
X predictability Factor

X Max [Min (20%,eligible asset percentage

asset dollar duration ) ]

liability dollar duration
& qualified LTAeach MA portfolio

Mixed effects

Korean MA

No test. Qualitative
requirement on asset-
liability cash flow matching

A-B

* A:discount rate that
aligns the PV of liability
cash flows with the
market value of the asset
portfolio.

* B:RFR

NA



Improving
HK MA
fficiency
the Problem
to Solve

Optimising MA spread with Ap p l l C a t l O n R a t l O
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multi-dimensional constraints
aligned with ALM requirements

3 key components: timatedMA . .
e o RiskCorrection

v' Asset-liability cash flow matching

v" Dollar duration (asset vs liability)
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Improving
HK MA

Efficiency:
Case study

HK MA Optimisation:
A Three-stage Process

Source: abrdn, June 2024
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A .
1 v MA Spread improved by
62 bps

v' Liability value is reduced

.Optimised Portfolio:
*100% public bonds;
*MA spread of 63 bps

| *Liability reduced by
.*100% public 9%
bonds;

| Baseline Portfolio:

*MA spread of 25
bps

*Liability reduced
by 4%

by an additional 8.7% ‘Optimised Portfolio:

*50% public bonds+
50% private debt;

*MA spread of 81

bps

*Liability reduced by

12%
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‘ Optimised
Portfolio:

*45% public bonds+
45% private
debt+10% LTA;

*MA spread of 87

Stage 1: Optimise 100%
public bond portfolio

Stage 2: Add 50% of private
debt

Stage 3: Add 10% of Long-
Term Asset (“LTA”)

Assuming the value of
liability stands at 10 billion,
efficient portfolio
construction can potentially

bps deliver c. 870 million

*Liability reduced reduction in liabilities

by 13%

Liability Cashflow Profile
Duration: 16yrs PV: 93,688,763 HKD
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Stage 1
Optimise MA
Portfolio with
100% Public
Bonds

Compared to baseline portfolio
v' Portfolio yield enhanced by 30bps

v MA spread improved by 1.5x => 5%
more liability reduction

v' Total market risk charge reduced by
52%

Both the baseline and optimized portfolios are
constructed adhering to the same investment
guidelines. However, the key distinction lies in the
approach towards the underlying liabilities they
support; the baseline portfolio is constructed without
taking into account the specific profile of the liabilities it
is meant to back

Source: abrdn, June 2024
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Baseline Optimised Portfolio
(100% public bonds)

Portfolio Characteristics

Portfolio Yield 4.5% 4.8%
Average Credit Rating BBB+ BBB+
No. of Holdings 67 79
Predictability Factor 58.07% 66.87%
Duration Factor 50.38% 93.09%
Application Ratio 29.26% 62.25%
Weighted Const Prescribed Spread 0.39% 0.43%
Duration Factor 2 20.00% 6.91%

Matching Adjustment Spread (HK)

Matching Adjustment Benefit (HK)
HK RBC Risk Charge

IR Risk Charge 16.01% 3.48%
Credit Risk Charge 4.60% 6.80%
Total Market Risk Charge (Diversified) 18.80% 9.06%



Stage 2
Optimise MA
Portfolio with
Inclusion of
Private Debt

Compared to baseline portfolio
v' Portfolio yield enhanced by 70bps

v' MA spread improved by 2.2x => 8%
more liability reduction

v' Total market risk charge reduced by
53%

Source: abrdn, June 2024
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Baseline Optimised Portfolio Optimised Portfolio
(100% public bonds) (with private credit)

Portfolio Characteristics
Portfolio Yield 4.5% 4.8% 5.2%
Average Credit Rating BBB+ BBB+ BBB+
No. of Holdings 67 79 55
Adjusted Spread 0.72% 0.98% 1.26%
Predictability Factor 58.07% 66.87% 70.52%
Duration Factor 50.38% 93.09% 87.12%
Application Ratio 29.26% 62.25% 61.43%
Weighted Const Prescribed Spread 0.39% 0.43% 0.36%
Duration Factor 2 20.00% 6.91% 12.88%

Matching Adjustment Spread (HK)

Matching Adjustment Benefit (HK)
HK RBC Risk Charge

IR Risk Charge 16.01% 3.48% 4.04%
Credit Risk Charge 4.60% 6.80% 6.08%
Total Market Risk Charge (Diversified) 18.80% 9.06% 8.82%



Stage 3
Optimise MA
Portfolio with

Inclusion of

LTA

Long Term Adjustment LTA Proportion

What is the optimal allocation of
LTA (subject to a cap) to maximize

MA spread?
Higher LTA allocation=> higher p ibed Allocation of Determined by
Q “qualified LTA”-> higher MA (ESCHSE Eligible Asset and LTA Liability Profile
spread

Higher LTA allocation—> lower
“eligible asset allocation” > lower
“duration factor” > lower MA

spread
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Stage 3
Optimise MA
Portfolio with

Inclusion of
LTA

LTA cap: 10%

e LTA% <= 10% => higher LTA%, higher
Market Risk, higher MA spread

* LTA% >10% => higher LTA%, higher
Market Risk, lower MA spread

LTA Allocation
Property 50%
EM Equity 25%
DM Equity 25%
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Matching Adjustment Spread vs. LTA%
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Source: abrdn, June 2024



Incorporate
MA Portfolio
into Par Fund

SAA Level Optimization Underlying Portfolio Optimization

Underlying
Portfolio
Optimization
A

To create MA
portfolio

Objective: Further
improve return/ risk
charge on individual

security level

* The creation of MA portfolio should be
the first step to construct par fund, as
it takes great deal of asset-liability

matching Objective: Maximize

* SAA level optimisation is largely based MA spread
on index level information, such as

SAA Optimization

average duration, average credit Completed
e * MA portfolio is
* Security-level optimisation is treated as asset
recommended, as certain level of classes with fixed
granularity (e.g. different buckets of weights
credit rating and maturity, breakdown * Objective:

maximize return/
risk charge based
on asset class info

of DM and EM) will further improve
“RBC Sharpe Ratio”
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Summary
and Conclusion




Summary and Conclusion

Why MA is needed?

» Effective tool for capital relief
* Leverage emerging industry trends to gain a competitive advantage

What strategy to use MA?

* Not just adoption
* Proactive management of MA portfolio to maintain efficiency — maximise MA benefits

How is MA implemented?

» Efficient MA portfolio construction, leveraging technology (HK MA Optimisation)
* Incorporate MA Portfolio into Par Fund
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Important information




Disclaimer

For Professional Investors only — not for public distribution

This document is strictly for informational purposes only and does not constitute an offer to sell, or
solicitation of an offer to purchase any security, nor does it constitute investment advice, investment
recommendation or an endorsement with respect to any investment products.

Investment involves risk. The value of investments and the income from them can go down as well as up
and investors may get back less than the amount invested. Past performance is not a guide to future
performance. No liability whatsoever is accepted for any loss arising from any person acting on any
information contained in this document.

Any data contained herein which is attributed to a third party ("Third Party Data") is the property of (a)
third party supplier(s) (the “Owner”) and is licensed for use by abrdn**. Third Party Data may not be
copied or distributed. Third Party Data is provided “as is” and is not warranted to be accurate, complete
or timely. To the extent permitted by applicable law, none of the Owner, abrdn** or any other third party
(including any third party involved in providing and/or compiling Third Party Data) shall have any liability
for Third Party Data or for any use made of Third Party Data. Neither the Owner nor any other third party
sponsors, endorses or promotes the fund or product to which Third Party Data relates.

**abrdn means the relevant member of abrdn group, being abrdn plc together with its subsidiaries,
subsidiary undertakings and associated companies (whether direct or indirect) from time to time.

This document is issued by abrdn Hong Kong Limited (“abrdn HK”) and has not been reviewed by the
Securities and Futures Commission.

Phone calls from prospects or investors may be monitored and/or recorded to protect both ends’
interests and may be utilized by abrdn HK and/or its affiliates for internal training purposes.

© 2024 abrdn
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