IAIS

INTERNATIONAL ASSOCIATION OF
INSURANCE SUPERVISORS

Stock-take questionnaire
on Infrastructure and Strategic equity

1 Introduction

As part of its work on the Insurance Capital Standard (ICS) over the 2020-2024 Monitoring
Period, the IAIS is exploring whether there should be a differentiated capital treatment of
certain eligible infrastructure (both equity and debt) as well as strategic equity investments
within the ICS.

In a first step, the IAIS is looking for potential data sources that could be used to decide
whether there should be a differentiated treatment for infrastructure investments and strategic
equity investments, as well as inform a specific calibration, should a differentiated treatment
be pursued.

The purpose of this questionnaire is to receive information about investments in infrastructure
and strategic equity, regarding quantitative data sources, studies and publications that could
be valuable for the IAIS in its work, as well as to provide an opportunity for stakeholders to
share their experience in such investments. This questionnaire will be complemented by
another one, addressed to IAIS Members and focussed on existing treatments for
infrastructure and strategic equity under jurisdictional prudential frameworks.

Annex 1 to this questionnaire contains a strawman proposal that provides a temporary
reference point in terms of potential relevant definitions and criteria applicable to investments
in infrastructure and strategic equity. It is largely based on the technical specifications from
2017 to 2019 in the context of ICS Field Testing and in 2020 in the context of ICS confidential
reporting. The IAIS welcomes any feedback from respondents on that strawman.

2 Data collection

2.1 Infrastructure investments

1. Are there any supporting materials, academic research reports, institutional or
professional studies / publications that you think would help in the assessment of suitability of
a differentiated treatment for infrastructure investments? Please provide the links below or
attach a copy of the documents to your response.

Item name Description and rationale

« MSCI Global - According to an analysis by Deutsche Asset
Quarterly Management (Japan) Limited, during the time period
Infrastructure March 2009 to June 2019, the annualized volatility of the
Asset Index following indices was calculated as follows:

« EDHECinfra Index
« MSCI ACWI Index, | —MSCI Global Quarterly Infrastructure Asset Index : 3.6%

Local —EDHECinfra Index : 9.7%
—MSCI ACWI Index, Local : 13.1%
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Item name

Description and rationale

(Source :
DWS Report

Investment, Impact

Perspective), April 2020)

As exhibited above, infrastructure equity investments
realized lower annualized volatility than traditional equities.

Deutsche Asset Management (Japan) Limited,
A VISRV FY—BRE OO+ 4
IWADEE ERYMWGHRA] (translated as Infrastructure
COVID-19 and Long-Term

+ Moody’s “Default
and recovery rates
for project finance
bank loans, 1983-
2018”

+ Moody’s “Annual
Default Study:
Corporate Default
and Recovery
Rates, 1920 - 2017”

+ According to Moody’s “Default and recovery rates for
project finance bank loans, 1983-2018”, there was a
difference in the default and recovery rates between
infrastructure bond investments and general corporate
bonds.

- The default rates of infrastructure bond investments
declined over time, and were lower than A rated corporate
bonds once a project built an operating track record

(7.1.2 Marginal annual default rates)

+ The average recovery rate based on Moody's definition
was 75.8%, which was higher than the 50-60% recovery
rates for general secured bonds (EXHIBIT 38A). As for
the recovery rates of general secured bonds, please refer
to Moody's “Annual Default Study: Corporate Default and
Recovery Rates, 1920 - 2017” (EXHIBIT 7)

CIPR Newsletter

- This newsletter introduced default rates for infrastructure

“INFRASTRUCTUR investments that are lower than other investments (See
E INVESTMENT INFRASTRUCTURE INVESTMENT
AND THE CHARACTERISTICS)
INSURANCE
INDUSTRY

(Add additional rows as necessary)

2. Are there any data which you think would be suitable to be used for the purpose of

calibrating a differentiated treatment for infrastructure investments? Please provide a
description of the type of data, whether they are publicly available, the time period for which

they are available and the frequency of the data updates.

Data Description of the type of | Publicly available | Time period | Data update
sources data and rationale x] available frequency
Tokyo Stock | ¢ The standard deviations | No Since 1993 Daily
Price Index of monthly fluctuations of
(33 stock indices for each
Industries) industry was calculated
(Source: for the time period July
FactSet 1993 to September
Research 2020. It was observed
Systems that the volatilities of the
Inc.) Electric Power & Gas,
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Data Description of the type of | Publicly available | Time period | Data update

sources data and rationale [x] available frequency

Land Transportation
(mainly composed of
railway companies), and
Information &
Communication
industries were relatively
lower

(Add additional rows as necessary)

2.2 Strategic equity investments

3. Are there any supporting materials, academic research reports, institutional or
professional studies / publications that you think would help in the assessment of suitability of
a differentiated treatment for strategic equity investments? Please provide the links below or
attach a copy of the documents to your response.

Item name Description and rationale

Insert text

(Add additional rows as necessary)

4, Are there any data which you think would be suitable to be used for the purpose of
calibrating a differentiated treatment for strategic equity investments? Please provide a
description of the type of data, whether they are publicly available, the time period for which
they are available and the frequency of the data updates.

Data Description of the type of | Publicly available | Time period | Data update
sources data and rationale [X] available frequency
Insert text

(Add additional rows as necessary)

3 General feedback

5. Please provide feedback on the 1AIS strawman proposal on definitions and criteria for
infrastructure and strategic equity (cf. Annex 1).
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Infrastructure

- We, the LIAJ, welcome the I|AIS's efforts to consider

- An infrastructure investment is an investment in social

- On the other hand, the LIAJ believes the criteria for a qualified

- For example, the IAIS is considering criteria to be able to

+ In addition, as already mentioned in the description and

- As such, it is not relevant to create a cliff effect due to the

- The LIAJ understands this stock-take questionnaire was

+ The promotion of long-term investments is believed to

differentiated capital treatment and the calibration of
associated risks for infrastructure and strategic equity
investments.

infrastructure, and the investments of insurance companies
contribute to social stability. In addition, an infrastructure
investment is generally a long-term investment, which is
consistent with the business model of insurance companies,
which provides long-term coverage and seeks long-term
returns. Therefore, the LIAJ believes the introduction of
differentiated capital treatment is appropriate as this will
promote investments from the insurance industry.

infrastructure investment and strategic equity presented in
the strawman proposal are excessively strict.

demonstrate that the value of the strategic equity investment
is less volatile than the value of other equities based on
guantitative evidence. However, the LIAJ is afraid that such
data are not always available.

rationale section of Section 2.1, infrastructure equity
investments exhibit lower volatility than traditional equities.
The LIAJ believes it is not appropriate to require insurers to
demonstrate such for each objective fact as it would be a
significant burden on insurers.

strict criteria for investments in infrastructure and strategic
equity. The LIAJ believes forming practical criteria should be
continued and considered following dialogue with
stakeholders.

prepared for the purpose of obtaining information about
investments in infrastructure and strategic equity. In addition
to the perspectives of the types of investments (such as
infrastructure investments and strategic equities) and
whether the investment is strategic or not, the LIAJ would like
to take this opportunity to express its views because we
believe risk mitigation arrangements focusing on investment
period should be introduced.

In other words, the LIAJ believes risk mitigation
arrangements should be introduced for long-term investment
assets from a policy perspective.

promote business stability through the stabilization of the
earnings of insurance companies and the financial system.
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And the introduction of risk mitigation arrangements on long-
term investment assets is expected to promote such
activities.

- Also, as mentioned in the description and rationale section of
Section 2.1, there is data that show the default rates for
infrastructure bond investments decline when held for longer
periods.

* In particular, the LIAJ would like to suggest the following as it
relates to the long-term holding of equities:

—Risk mitigation arrangements should be introduced for non-
trading equities (i.e. those with long-term equity holdings
corresponding to long-term durations of insurance
liabilities). The average number of years Japanese life and
non-life insurance companies hold equities is
approximately 16 years, and this average duration has
been consistent for a long period of time.

—The introduction of a symmetric adjustment of the equity

capital charge should be considered in order to mitigate the
procyclicality effect.

Strategic Equity See above

6. Please share any other information you consider relevant, such as lessons learned
from your own experience, regarding the treatment and calibration of risks attached to
investments in infrastructure and strategic equity. That information may include considerations
on investment practices, governance and risk management, internal credit assessments for
unrated exposures, internal valuation assessments for private exposures, financing/funding
structures, regional differences, etc.

Infrastructure

Strategic equity
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Annex 1: IAIS strawman proposal on definitions and criteria for
Infrastructure and Strategic equity

1 Introduction

1. The purpose of the strawman proposal described in this Annex is to provide a
temporary reference point in terms of potential relevant definitions and criteria applicable to
investments in infrastructure and strategic equity. The inclusion of the strawman proposal is
aimed at enabling comparisons with existing frameworks and fostering input by respondents
to this questionnaire; it does not imply or determine whether a differentiated treatment should
be developed for the ICS.

2. Itis largely based on the technical specifications for the supplementary data collection
on investment segmentation run from 2017 to 2019 in the context of ICS Field Testing and in
2020 in the context of ICS confidential reporting.

3. The view of the IAIS on potential relevant definitions and criteria for investments in
infrastructure and strategic equity will be formed based on the responses received and further
work planned over the next years; therefore, the current strawman proposal should not be
considered as a final view of the IAIS regarding definitions and criteria, should a differentiated
treatment be developed for the ICS.

4, It is also important to note that whatever definitions and criteria are retained for
infrastructure and strategic equity, they should not preclude the global ICS framework (and
more generally the ComFrame) from appropriately addressing the risk of concentration of
exposures to a certain entity, group, or sector, as is done for other asset classes, amongst
other to prevent amplifying the interconnectedness of the insurance sector with other financial
sectors. In particular, IAIGs should be required to appropriately monitor concentration risk as
part of their risk management processes.

2 Infrastructure

2.1 General definitions

5. Infrastructure (and by extension, infrastructure assets) means the physical structures,
facilities, systems and networks that provide or support essential public services, for example:

e Regulated assets, including electricity transmission lines, gas and oil pipelines, water
supply and distribution systems, and wastewater collection and treatment systems;

e Transportation assets, including roads, bridges, tunnels, railroads, rapid transit links,
seaports, and airports;

e Communications assets, including telecommunication towers, cable systems and
satellite networks; and

e Social infrastructure assets, including schools, hospitals, courthouses, and other
government buildings.

Table 1 below provides a synoptic view of the different classes of infrastructure assets.
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Table 1: Infrastructure assets

General title

What is infrastructure

What is not
infrastructure

What typically makes the
infrastructure investment safer

Water utilities

Water supply/distribution,
Waste water
collection/treatment

Fixing water pipe
leakages

Regulation relating to long-term
concessions or pricing or return-
on- assets of profit margin

Waste
management
utilities

Facilities dedicated to waste
management and recycling.

Using spare parts
from scrapped
vehicles for other
vehicles.

Long-term concessions usually
with the involvement of a local
government or council.

Electricity and
gas utilities

Generation / transmission /
distribution / storage / district
heating

Batteries used in
electric cars
Insulation of
houses.

Regulation relating to long-term
concessions, or pricing, or
return-on assets or profit
margin.

Transportation

Airports / ports / roadways /
railway network

Car, aircraft, boat
manufacture

Spare parts for
aircrafts, repairs,
etc.

Long-term concessions or
agreements usually with the
involvement of a local
government or council.
Demand for such services

Telecom

Core telecom infrastructure such
as broadband equipment,
optical fibres,
telecommunication towers

Production and
selling of
telephones
Internet Service
Provider

Long-term contracts, mostly
business-to-business.

Social
infrastructure

Infrastructure that provides a
service for the public that is
regulated or governed by a
government or a similar
authority (eg courts, prisons,
juvenile facilities, schools,
universities, libraries, refugee
camps, subsidised housing,
hospitals, etc.).

The infrastructure facility is
consistent with the social
policies of the relevant
government.

6. Infrastructure investments are debt or equity investments in entities that own, finance,
develop or operate infrastructure assets.

7. Infrastructure investments can be segmented according to different criteria:

e The type of financial instrument:

O
@)

Equity
Debt
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= Bonds (rated or unrated)
= Loans
e The type of issuer:

o Corporate: an infrastructure corporate is an entity or a group that derives the
substantial majority (at least 90%) of its revenue from owning, financing,
developing or operating infrastructure assets, and is typically involved in the
operational phase of a project.

o Project: an infrastructure project entity supports owning, financing, developing,
or operating infrastructure assets, and is typically set up for the construction
phase of a project.

N.B.: with regard to debt financing loans to infrastructure corporate are usually

unsecured, while loans to infrastructure projects are generally collateralised.

e The involvement of the public sector (for instance through a PPP) or absence thereof
e The location of the infrastructure:

o Developed markets

o Emerging markets and developing economies (EMDEs?)

2.2 Criteriato identify less risky subsets of infrastructure investments

8. The purpose of the criteria below is to identify subsets of debt and equity infrastructure
investments that may be less risky due to their nature and the existence of sufficient
investment protection features.

2.2.1 Subset of infrastructure corporate investments

9. Investments in infrastructure corporate are considered less risky when the investor can
demonstrate all? of the following:

a. Revenues generated by the infrastructure assets are predictable, evidenced by:
i. Availability-based revenues;
ii. Arrangements that are subject to rate-of-return regulations;

iii. Arrangements that provide a high degree of contractual or regulatory certainty
of payments from future revenues by mitigating demand and/or price risk
through concessions;

iv. Offtake contracts, such as take-or-pay contracts, or similar;
v. Resilient demand; or
vi. Low risk of substitution and barriers to entry.

b. Revenues generated by the infrastructure assets are diversified in terms of activities,
location, or payers unless the revenues are subject to rate-of-return regulations;

c. The debtissue (or, for equity, the equity issuer) is either ICS RC 1-4, or:

i. The infrastructure corporate is of strong credit quality;

1 ldentified based on the World Bank classification of countries: all countries not classified as high
income should be considered as EMDE.

2 All the main bullets a-f must be met, by meeting at least one of the sub-bullets i-vi under (a), and under
(c) either (c) itself or all of i, ii and iii.
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ii. The capital structure of the infrastructure corporate allows debt service under
conservative assumptions based on an analysis of the relevant financial ratios;
and

iii. The infrastructure corporate has been active in its lines of business for at least
three years, or in the case of an acquired business it has been in operations
for at least three years.

d. Where investments are in bonds or loans, the IAIG is committed to holding the
investment to maturity;

e.  Where the revenues of the infrastructure corporate are not funded by payments from
a large number of users, the contractual framework includes provisions that effectively
protect investors against losses resulting from the termination of the project by the
contracted purchaser of the goods or services, and require the contracted purchaser
to be of good credit standing or replaceable without a significant loss to debt and equity
investors; and

f.  Based on quantitative evidence, the IAIG is able to demonstrate to its GWS, on a
regular basis, that the investment is less volatile than equivalent investments in non-
infrastructure assets.

2.2.2 Subset of infrastructure project investments

10. Investments in infrastructure projects are considered less risky when the investor can
demonstrate all® of the following:

a. Revenues generated by the infrastructure assets are predictable, resulting from:

i. Availability-based revenues or arrangements that are subject to rate-of-return
regulations;

ii. Arrangements that provide a high degree of contractual or regulatory certainty
of payments from future revenues by mitigating demand and/or price risk
through concessions;

iii. Offtake contracts, such as take-or-pay contracts, or similar;
iv. Resilient demand; or
v. A low risk of substitution and barriers to entry.

b.  The infrastructure project can meet its financial obligations under sustained stressed
conditions that are relevant for the risk of the project; and

c. The infrastructure project is governed by a regulatory or contractual framework that
provides debt and equity investors with a high degree of protection, including the
following:

i. Where the revenues of the infrastructure project are not funded by payments
from a large number of users, the contractual framework includes provisions
that effectively protect investors against losses resulting from the termination
of the project by the contracted purchaser of the goods or services, and require

3 All the main bullets a-e must be met, by meeting at least one of the sub-bullets i-v under (a), and all
sub-bullets i-iii under (c).
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the contracted purchaser to be of good credit standing or replaceable without
a significant loss to debt and equity investors;

ii. The infrastructure project has sufficient reserve funds or other financial
arrangements to cover its contingency funding and working capital
requirements; and

iii. For debt investments, the contractual framework provides a strong security
package, which may include security in project assets and contracts, step-in
rights, equity pledges, restrictions on the use of net operating cash flows,
restrictions on permitted investments and activities, and on the issuance of new
debt.

d. Where investments are in bonds or loans, the IAIG is committed to holding the
investment to maturity; and

e. Based on quantitative evidence, the IAIG is able to demonstrate to its GWS, on a
regular basis, that the investment is less volatile than equivalent investments in non-
infrastructure assets.

11. For investments in infrastructure projects through equity and unrated debt (and debt
rated weaker than ICS RC 4) , the following additional criteria apply:

a. The risks during the construction phase of the project are significantly mitigated,
resulting from:

i. A good expertise and a track record of the sponsor of successfully overseeing
infrastructure projects;

ii. Established incentives for the sponsor to protect the interests of other investors;
ii. A limited exposure of investors to the default of the sponsor;

iv. Established safeguards to ensure completion of the project according to the
agreed specifications, budget and completion date; and

v. The use of tested technology and design.

b. The financial risks faced by the infrastructure project are significantly mitigated,
resulting from:

i. The capital structure of the infrastructure project allows it to service its debt
under conservative assumptions based on an analysis of the relevant financial
ratios;

ii. The refinancing risk for the infrastructure project is low;
iii. Theinfrastructure project uses derivatives only for risk mitigation purposes; and
iv. Debt ranks pari passu or senior to all claims other than statutory claims; and

c. Where operating risks are material, they are properly managed.

3 Strategic equity

12. The purpose of defining strategic equity is to identify the subset of those specific equity
investments whose price volatility is reduced due to their strategic nature and the ability of the
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IAIS

IAIG to influence the strategy of the participation, ie the firm in which the equity investment is

made.
13.

An investment is strategic equity if it meets the following criteria:

a. Based on quantitative evidence, the IAIG is able to demonstrate to its GWS, on a
regular basis, that the value of the strategic equity investment is less volatile than the
value of other equities, as a result of both the nature of the investment and the influence
exercised by the IAIG. For that purpose, the IAIG is expected to monitor the value
development of the investment over time, and to compare it to the value development
of non-strategic investments of a similar category. Dividends, if any, should be
continuous in value. The reduced volatility of the equity investment’s value is linked to
the influence exercised over the investment, and that this link will persist for at least
the following 12 months;

b. The nature of the investment is strategic, taking into account all relevant factors,
including:

i. The existence of a clear decisive strategy and ability to continue holding the
investment for at least 6 years; the demonstration of the ability to hold the
investment over a long period should include, but not be limited to,
considerations on the profile of insurance liabilities;

ii. The existence of a durable link, which may be established by the existence of
a stable relationship between two firms over time which results in a close
economic bond, the sharing of risks and benefits between them, or exposure
to risks from one to the other. Such a link may be demonstrated in the form of
the relationship between the two firms, which may include significant ownership,
joint products or distribution lines, cross-selling, the creation of joint ventures
or other long-term operational or financial links; and

iii. The consistency of such strategy with the main policies guiding or limiting the
actions of the participation and the IAIG.

Public

Stock-take questionnaire on Infrastructure and Strategic equity Page 11 of 11



