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VIG: TWO NICE AND ONE UGLY BUSINESS UNDER ONE
UMBRELLA.

What happens when the ugly starts to perform?

Q1 - 2022

It is hard to predict what will be the short term consequences of the current Russian-Ukraine
war. However, the longer term effects seem to be clear. Structurally higher inflation and interest
rates in Europe and most likely globally. We already thought pre-war that the next decade will
bring higher inflation due to a changing demography (i.e. worsening dependency ratio), de-
globalization and looser fiscal spending as covid turned MMT from theory into practice. The war
adds to the last factor with increased military spending and higher energy investments. The new
era turns our stock picker-focus to companies which can cope well or even gain from this
increasing yield environment. We think Vienna Insurance Group (VIG) is one of the best
candidates for this from the Central Eastern European (CEE) region.



VIG MARKET SHARE IN THE CEE COUNTRIES
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As visible in the graph above, VIG is the largest insurer in the CEE region with a market leading
position in Austria, Baltics, Bulgaria, Czech Republic, Hungary (after their recent Aegon
acquisition), Romania and Slovakia. It is also among the largest players in Poland. Around 75% of
its business volume comes from markets where it is a market leader. VIG has an enviable market
position, a very good base to create returns above cost of equity unless the market is facing
serious headwinds. Which was exactly the case in the last ten years, caused by the negative rates
in Europe.

A LOST DECADE IS AN UNDERSTATEMENT

Unfortunately for VIG, its market was facing very serious headwinds during the last decade due
to the negative interest rate policy of ECB. Thanks to this, the share price — as can be seen below-
could never recover from the 2008/9 crises and today VIG trades at less than half of its value
from fifteen years ago. Incorporating a 10% COE, investors have lost roughly 85% of the
economic value of their VIG investments since 2007, dividends included! All this without a dilutive
capital increase or a major loss of business. On the other hand, revenue from insurance business
has increased by around 50% in this period thanks to organic growth and acquisitions. But all of
this was cancelled by the shrinking investment yields.
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SOURCE OF INCOME IN THE INSURANCE BUSINESS

Looking at it simply, insurance companies have two main sources of profits: operational income
(insurance policy sold for more than the expected loss from claims and expenses) and investment
income on its reserves. Investment income has collapsed since 2007, when German 10 year
bonds were trading at around 4% yield to maturity, compared to less than 1% currently and
around 0% in the last two years. While VIG is a CEE insurer, Austria is by far its largest market
thanks to much higher GDP/capita and insurance penetration versus CEE countries.
Furthermore, in the last 5-7 years CEE yields were pulled down by low Eurozone rates, hence
hurting returns on the CEE business as well.
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As a result of the drag on income from low yields, shares of European insurers are on average
trading around their 2007 price levels. But VIG is much worse. So, there is something more to
this share price weakness, which is in our view its worse business composition, namely VIG's
exposure to traditional life insurance with guaranteed minimum rates.

VIG: THREE BUSINESS LINES UNDER ONE UMBRELLA

If we want to understand the drivers of VIG profits, it makes sense to separate three different
business lines in connection to the interest rate environment:

(1) CEE life insurance
(2) Non-life insurance (both Austria and CEE)
(3) Austrian life insurance

CEE life insurance is probably the least effected by the low yields. It is mostly unit-linked
insurance and risk insurance with good margins. Unit linked insurance is an asset
management product, whereby a client invests its savings into the product and runs the risk
of the investment performance. According to the Embedded Value report of VIG, its value
has very low sensitivity to interest rates. Thanks to the good scale of VIG in most markets
where it operates and also to the low capital requirement of this segment, CEE life insurance
produces satisfactory ROE.

Non-life insurance is in the middle in terms of sensitivity to yields. Operational results are a
significant part of the earnings and it is doing well. Combined ratio is around 95% for VIG, so
it earns a 5% margin, similar to what it earned in 2007. Meanwhile business volume grew
significantly so this line of profit grew to 2,5 times of the level back then. However,
investment yield compression took its toll on the other line of profit, returns on reserves. Still,
with this level of combined ratio, this business line should also generate ROE above COE.
However, | have to state my reservations here as the reporting of the company does not
present clearly its capital need by segment and neither does it show investment returns fairly
by segment in my view.

Austrian life insurance: the ugly business line from the title. These are traditional life
products with high savings part where a minimum return is guaranteed to the client. This is
where the problem comes as in a very low yield environment VIG struggled to reinvest
money for clients at rates above the guaranteed rate. This had a double negative effect on
VIG. It was an almost constant headwind for profits as not only investment yields have
eroded, but the company had to build further reserves in the last few years for this business
line. In addition, the negative duration gap (assets shorter than very long liabilities) caused a
continuous increase of capital needs. Thanks to this business line VIG's solvency report
shows a significant negative sensitivity of capital needs to interest rate level. 100bps increase
of yield curve would increase its solvency ratio by about 25% points, or would free up capital
to the level of around 15% of current market cap.



Over the years, VIG tried to manage this situation as much as it could, which should help going
forward. It decreased the guaranteed rate to almost zero for new policies in this low yield
environment and in the last few years have tried to incentivize clients to switch to other
products. The lapse of time and cancellations also help. The average guaranteed rate level came
down from around 2,6% to 1,6% in the last decade. New investment yields are now clearly above
the guaranteed rates of new contracts. It also stopped growing this portfolio so its relative
weight in total business has shrunk. It also built extra reserves in the last few years depressing
reported profits during this build-up. According to VIG management, this portfolio’s earnings
should be at least stable going forward even with a zero yield environment. Luckily, at least the
Austrian life portfolio will stop being a headwind going forward.

TRANSFORMATION OF PROFIT DRIVERS

The transformation of VIG over the past fifteen years can be best understood with the following
graph. Due to a not so transparent or differently segmented reporting, it is hard to see the exact
earnings contribution of the three business lines from above, but we can have an educated guess
on it. Operating profit of the non-life business is reported. We can try to estimate the profit on
the unit-linked life business, based on the assets under management of this line. Adding together
these two profit lines would give us the interest-insensitive profit. Let's call it “non-correlated
profit”. Next, we group the rest as “interest sensitive profit”, which includes investment income
from non-life and the whole profit of the traditional (Austrian) life business.

As can be seen on the chart, the non-correlated profit more than doubled in this period,
reflecting the growth of profitable business volumes. However, its effect was almost
counterbalanced by the loss of profits from interest sensitive lines.
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GOING FORWARD

Let's return to the opening thought: what will happen in an environment of increasing European
yields? Probably something in reverse to what happened during the lost decade. Operating wise,
probably VIG will still continue to grow business as CEE insurance penetration is still relatively
low. Maybe real volume growth will be slower, however that could be counterbalanced by price
increases. We see the current combined ratio sustainable, thanks to VIG's strong market position.
Increasing yields will help non-life business interest income and much more importantly, it will
start to repair the ugly traditional life insurance business. Profits will grow only gradually, as years
are needed for the income portfolio to reprice but the risk of underearning guarantees from
continuous client payments of old contracts will disappear and the capital need will shrink. Which
can lead to higher dividends or faster business growth through M&A.

ROE will improve both thanks to improved earnings and decreased capital need, probably to a
level of above cost of capital, where a market leader should be in a non-hostile environment.
Once again, market could start to give value to growth, which is currently seen as value
destructive - wrongly in our view - as growth is coming from high ROE business lines not from
low-ROE traditional life. It is interesting to look at how market perception (i.e. valuation) has
changed for VIG since 2007.

12.31.2007. 04.27.2022.

Share price 55 23
P/E 18.5 7.8
Adjusted P/BV 2.5 06
Adjusted ROE 134% 8.1%

SOURCE: BLOOMBERG

FAIR VALUE AND SELL-SIDE ANALYSTS

Looking at the models of sell-side analysts, we again come to the usual conclusion that they
focus too much on the short term and are not incorporating the long term effects of the rising
yield environment into their models. Although they forecast increasing yields (COE goes up) on
the long term, they fail to improve the earnings in parallel (they only model with volume growth)
and fail to reflect the decreased capital need. Therefore, the sell-side significantly underestimates
terminal ROE generation of the business, which lead them to a conclusion that VIG is only slightly
undervalued. In our view, if European long yields stabilize in the 1-2% area (we are almost there),
over time VIG will produce an ROE at least on par with COE. Therefore, current book value
adjusted for bond revaluations (at around 36 level) is a good indication of fair value for a long
term investor, which would mean more than 50% upside from current level. In a sense, VIG is a
short European fixed income position, but with positive carry and this added significant upside,
while simply shorting bonds can be costly if the increase in yields is not quick enough.



It is also important to note, that VIG — despite its leading market position in the CEE - is rather
neglected by sell side research with only a few analysts covering it without much focus on its
true value drivers. In the past, a very significant part of our alpha came from covering
underfollowed CEE companies with our own proprietary research. We have been covering VIG
for more than ten years with several on-site visits with its management and chief actuary. This
company is very hard to understand purely from its annual reports, so these meetings have
offered plenty of added value.

RISKS

Our research focused on the long term value of the business in an increasing yield environment
with normal economic conditions. The road to get here could be bumpy. The company has a
significant investment portfolio in corporates. If the European economy performs particularly
poorly due to the Ukraine-Russian war, some losses from bankruptcies will likely appear. To
manage this risk, it could be reasonable to accumulate VIG shares over time in the following
quarters, as the impact of the war becomes more visible.

In addition, it can turn out that due to the suppressed yield environment, VIG might have made
some investments which will suffer in a normalized yield environment. Finally, our main point
can be wrong and yields can stay at a low level permanently. Though it is not a huge risk in our
view and after all VIG's ROE seems to be stabilized around 7-8% ROE which is still satisfactory in
the current yield environment, so downside from yields is limited in our view.

This research material reflects solely the view of HOLD Asset Management and is intended for informational and educational purposes only and is
not an offer to sell or the solicitation of an offer to buy the securities or other instruments mentioned. HOLD Asset Management may have a significant
financial interest in one or more of the positions and/or securities discussed in the research. Colleagues responsible for preparing this research report
receive compensation based upon, among other things, the quality of their work, their performance and the company’s revenues.



