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| Liquidity Risk Management for Insurers

ABSTRACT

Insurers’ liquidity shortages in 2022 occurred as insurance payouts
surged from savings—type insurance and occupational pensions with low
surrender charges combined with unexpectedly soaring interest rates and
sluggish growth rates of insurance premium while the cash outflows
from savings—type insurance were predicted. This implies that insurers
need measures to manage liquidity risk in order to alleviate cash—flow
mismatches and secure adequate liquidity. Therefore, insurers should
review liquidity indicators and crisis analytics aligned with K-ICS
implementation to enhance monitoring for cash flow mismatches and
establish financing plans accordingly. In particular, the Financial Stability
Fund, which financial authorities plan to establish recently, would serve
as a proper alternative as a financing plan for emergency situations
where it is difficult to finance normally.

1. Experience in 2022

In 2022, insurers faced liquidity shortages as cash flows from operations
deteriorated due to sluggish growth and insurance payouts surged for savings—type
insurance and occupational pensions with low surrender charges due to sharp
increase in market interest rates. As a result, insurers focused on securing liquidity
by selling bonds and single premium savings—type insurance policies, and issuing
short-term debt, such as Repurchase Agreements (Repos).
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(Figure 1) Insurers’ net sale of bonds (Figure 2) Initial premiums of individual
and Repos endowment Insurance
160 (Unit: Billions of US dollars) 20 (Unit: Billions of US dollars)
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Note: Net sale of Repos in '22.8 presents the Note: Quarterly performance of initial premium in

monthly average from January to August, individual endowment insurance
and the sale in '22.11 is the performance Source: Financial Supervisory Service, Financial
until November 24 Statistics Information System

Source: Korea Life Insurance Association(2022);
Song & Kim(2022)

In 2022, cash outflows from savings—type insurance were predicted as right before
the requirements for tax exemption benefits were enhanced in 2012 to make the
contract period of savings—type insurance exceed 10 years, savings—type products
were sold in large scale for close—out sales. On the one hand, as insurance
premium growth slowed down and interest rates unexpectedly soared, insurance
payouts surged for savings—type insurance and occupational pensions with low
surrender charges. As a result, many insurers faced liquidity shortages, even if they
met the solvency requirement.

On the other hand, insurers had to bear considerable losses to secure liquidity as
the value of high—Quality Liquidity Assets (HQLA), such as government bonds,
declined significantly due to soaring interest rates. While insurers were forced to
dump government bonds and promoted instability in the financial market inevitably,
concerns have been raised about the way insurers rely on banks to raise emergency
funds by issuing short-term debt, such as Repurchase Agreements (Repos).
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2. Liquidity Risk Management for Insurers

Experiences in 2022 show that even insurers with sufficient RBC ratio could face
liquidity risk from assets or liabilities or both at the same time. It also provides a
lesson in how important the liquidity risk management for insurers could be in order
to alleviate cash—flow mismatches and secure adequate liquidity. First, the cash
flow mismatch would be resolved to a large extent through the implementation of
K-ICS, which would address various liquidity risk drivers such as risk regarding
Asset Liability Management (ALM), mass lapse, and catastrophic disasters. Yet,
insurers will also need to review liquidity indicators and relevant crisis analytics and
improve monitoring for short-term cash flow in parallel. Second, in terms of
emergency financing, the Financial Stability Fund, which financial authorities plan to
establish recently, would be a way of financing that may replace borrowing from the
central bank.

Rising interest rates were a good news for the insurance industry, but insurers
failed to use these favorable conditions as an opportunity to improve profitability and
stability partly due to insufficient liquidity risk management. As the insurance
industry has learned from its experience in 2022, it will be able to expand business
opportunities by strengthening its capacity for liquidity risk management. The
implementation of K-ICS and strengthening liquidity risk management may limit
asset management in the short term. However, by enhancing liquidity risk
management capabilities, insurers can establish a basis to utilize derivatives and
actively promote investments in the long term.

Haesik Kim, Research Fellow
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