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This paper examines the “illiquidity premium” and how it is defined and quantified. As well as looking at 

how institutional investors have taken advantage of the additional yield, and how some are still not 

investing within the illiquid asset classes. 
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4. Case Study: The insurance market

5. Investors and liquidity

6. Conclusion

The “illiquidity premium” has been a much-debated topic in economic theory for some time now, the premise being that 

if an asset cannot be readily sold without meaningfully impacting its value, then it should reward the holder with an 

enhanced return. A vast array of research has been conducted to try and quantify this figure, and yet (to our knowledge) 

a consensus does not yet exist. This paper aims to explore what it means for an asset to have (il)liquidity and the 

qualitative insights we have when assessing how this should be measured. This then warrants the question, how liquid 

are “liquid assets” really?  

Furthermore, a case study on the insurance industry is explored to demonstrate how a niche regulatory regime has 

taken aim at quantifying the illiquidity premium. This looks at the matching adjustment regime and how under certain 

strict rules insurers can take advantage of this. Is it possible to then map this framework onto assets that don’t fit a 

strict set of rules to demonstrate the existence of an illiquidity premium for other institutional investors? The final part 

of this paper explores why some investors may have the ability to take on significant liquidity risk (due to the long-term 

nature of their liabilities) but may lack the appetite. 

As we have seen in recent years, the race for yield is intense, and fundraising in private markets is booming. Perhaps 

now is the time to take advantage of the illiquidity premium?  

Liquidity is ultimately difficult (or impossible) to accurately measure and changes throughout time (generally lower in 

times of stress). A common definition involves defining a liquid asset as one that can be easily liquidated without having 

a material impact on the price that it can be sold for. For example, tighter bid-ask spread on bonds, typically implies 

higher liquidity. In benign economic periods it is relatively easy to intuitively distinguish between liquid and illiquid 

assets.   

However, during times of economic stress even the most liquid assets can become illiquid. This was seen during the 

Great Financial Crisis 2007 – 2008 (“GFC”) when interbank lending dried up and banks refused to trade. It is often 

during periods such as the GFC where investors want to get out the most that they cannot.  

“When the music stops, in terms of liquidity, things will be complicated.” – Chuck Prince, Chairman and CEO Citigroup, 

June 24, 2007 

Since the GFC and tighter regulations, banks cannot house proprietary trading desks, and therefore can only hold 

limited inventory of bonds which, reduces the level of liquidity in the financial system. It is arguable that liquidity has 

decreased since the GFC in 2008. Recently we have seen other funds offering “liquidity” be shone a light on, Woodford 

Patient Capital being a good example. Ultimately, we can define liquidity in a number of ways, but it is in times of stress 

that this matters the most. 

“Only when the tide goes out do you discover who's been swimming naked.” – Warren Buffett 

Private markets have been outperforming public markets consistently since inception (see below for Preqin data on 

private vs. public market performance). These investments are typically structured as a GP-LP structure where the 

investor is locked in for the duration of the investment term, thus they are illiquid by definition. The above market 

returns are typically attributed to several factors:  

• Most private transactions are often more complex and require a lot more structuring than their public market

equivalents, resulting in potentially higher returns;

• Regulations restricting the ability of certain institutions to “fill up” on non-public investments;

• Private markets are inherently inefficient resulting in the opportunity to take advantage of this arbitrage;

• The illiquidity premium combined with the perceived additional risk of locking in your money for longer.

See below for the outperformance of private capital vs. their public market equivalent. 
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Source: Preqin (12/2000 – 12/2018) 

It is hard to distinguish between the various components of private market returns. However, Willis Towers Watson’s 

paper titled “Understanding and measuring the illiquidity risk premium” (March 2016) examined a framework for 

quantifying the illiquidity risk premium. It concluded that premium for private credit funds has declined from 373bps to 

196bps in recent years. This is in line with the illiquidity premium tightening in benign periods. Furthermore, if we look 

at the current Bund yields vs. AAA CLO yields (AAA CLO tranches have never defaulted), we see a pickup from the 

current yield of -54bps on bunds (5-7yr) vs. 117bps on the AAA CLO tranches
i

. We therefore expect the illiquidity 

premium in private market investments to be in the 100-300bps range
ii

 depending on the prevailing market conditions.  

 

European Insurers have been formally taking advantage of the illiquidity premium since the Solvency II directive was 

introduced in 2016. Whilst the bulk of the directive has focused on capital charges and how insurers risk weight their 

assets, a part of the directive relates to the illiquidity premium.  

The specific area of Solvency II from which we derive our analysis is the matching adjustment regime. The basic premise 

behind the regulation is that insurers have relatively certain and predictable long-term liabilities (life insurance policies 

far out into the future, for example) and therefore do not need to release value at short term notice, reducing their need 

for liquidity. If an asset exists that has the same duration as the liabilities, with no prepayment risk and a fixed coupon, 

then insurers can discount their liabilities using some matching adjustment. This matching adjustment rewards insurers 

for holding illiquid assets and is analogous with the illiquidity premium. This was developed by the European Insurance 

and Occupational Pensions Authority (“EIOPA”) after extensive consultation with an illiquidity project group to evidence 

and recognise aspects of liquidity. 

EIOPA publishes the methodology for calculating this matching adjustment. If an asset can be held to maturity one can 

remove any mark-to-market risk, leaving only the risk of default, and the cost of downgrade. Therefore, the matching 

adjustment of any asset with the pre-defined asset characteristics looks like this
iii

: 

𝑀𝑎𝑡𝑐ℎ𝑖𝑛𝑔 𝑎𝑑𝑗𝑢𝑠𝑡𝑚𝑒𝑛𝑡 = 𝐴𝑠𝑠𝑒𝑡 𝑦𝑖𝑒𝑙𝑑 − 𝑅𝑖𝑠𝑘 𝑓𝑟𝑒𝑒 𝑟𝑎𝑡𝑒 − 𝐹𝑢𝑛𝑑𝑎𝑚𝑒𝑛𝑡𝑎𝑙 𝑠𝑝𝑟𝑒𝑎𝑑  

𝑊ℎ𝑒𝑟𝑒 𝑡ℎ𝑒 𝑓𝑢𝑛𝑑𝑎𝑚𝑒𝑛𝑡𝑎𝑙 𝑠𝑝𝑟𝑒𝑎𝑑 𝑖𝑠 𝑎 𝑐𝑜𝑚𝑏𝑖𝑛𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝑡ℎ𝑒 𝑝𝑟𝑜𝑏𝑎𝑏𝑖𝑙𝑖𝑡𝑦 𝑜𝑓 𝑑𝑒𝑓𝑎𝑢𝑙𝑡 𝑎𝑛𝑑 𝑡ℎ𝑒 𝑐𝑜𝑠𝑡 𝑜𝑓 𝑑𝑜𝑤𝑛𝑔𝑟𝑎𝑑𝑒  

The fundamental spread is a function of the rating of an asset where, a lower rating results in a higher probability of 

default. If an asset yields greater than the risk-free rate and the associated fundamental spread of that asset, then it has 

an illiquidity premium. We have collected the data since inception (45 months from 12/2015 – 08/2019) and taken the 

monthly averages to produce the graph below. 
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 Maturity in years 

 1 5 10 15 20 25 30 

AAA 0.01% 0.02% 0.05% 0.06% 0.09% 0.11% 0.13% 

AA 0.15% 0.19% 0.26% 0.27% 0.27% 0.27% 0.27% 

A 0.22% 0.31% 0.40% 0.41% 0.54% 0.67% 0.80% 

BBB 0.45% 0.56% 0.69% 0.70% 0.70% 0.72% 0.83% 

BB 1.67% 1.59% 1.59% 1.59% 1.59% 1.59% 1.59% 

B 3.04% 3.42% 2.64% 2.52% 2.52% 2.52% 2.52% 

Below B 30.31% 10.47% 4.34% 2.52% 2.52% 2.52% 2.52% 
Source: EIOPA 12/2015 – 08/2019 mapping each Fundamental Spread. 

As can be seen, the assets with lower credit quality see a drastic reduction in fundamental spread at longer maturities 

and the higher credit quality assets rise marginally at longer maturities. The yields on the higher rated assets rise more 

quickly than the associated fundamental spread, resulting in a higher MA on longer dated assets.  

Insurers can discount their liabilities, taking advantage of what essentially reflects the illiquidity premium. Regulation 

such as this enables asset managers to play a more strategic role in insurance asset management, and insurers who can 

find the right illiquid assets can potentially profit from this regulation in the long term. 

 

Another group of investors who have benefited from the illiquidity premium due to their defined liabilities are defined 

benefit (“DB”) pension schemes. DB schemes have predictable future cashflows, so being able to match their assets to 

their liabilities is highly valuable, leading to the growth of liability driven investing. 

These DB schemes require very little free cash flow in their infancy, as it is only when they reach their later stages and 

people start to retire that they need to release capital. A lot of these schemes are in the later stages of their life but 

could still utilise the cash generation of a private debt fund. Please see below for the indicative life of a pension fund. 
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Source: MV Credit 

As DB schemes start to tail off and are replaced by defined contribution (“DC”) schemes, the need for long term 

investments becomes more relevant. These schemes are in their “accumulation” phase and have little need for liquidity. 

It is evident from the above that should an investor have a long-time horizon whereby they do not immediately need to 

release cash then the illiquidity premium can be taken advantage of. We expect DC schemes to rapidly adopt illiquid 

asset classes
iv

. Many investors shy away from illiquidity, when in fact, it can be one of their most useful tools. 

 “Of the maxims of orthodox finance, none, surely, is more anti-social than the fetish of liquidity, the doctrine that it is a 

positive virtue on the part of the investment institutions to concentrate their resources upon the holding of ‘liquid’ 

securities. It forgets that there is no such thing as liquidity of investment for the community as a whole” – John Maynard 

Keynes 

Ultimately, the illiquidity premium is hard to quantify and even harder to isolate. This does not mean that it cannot be 

observed (as demonstrated by the insurance market and Solvency II as well as several academic papers) and we estimate 

it to be anywhere from 100-300bps. In addition, liquidity can be an illusion for those looking to exit an investment 

regardless of the underlying economic environment, whilst it potentially understates the risks an investor could be 

taking in an investment. Some investors already benefit from the illiquidity premium and others should follow. Investors 

with the ability and time horizon to allocate towards illiquid asset classes could earn significant upside. 

“Invest for the long haul. Don’t get too greedy and don’t get too scared” Shelby M.C. Davis 
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Disclaimer 

This White Paper (this “White Paper”) is being provided by MV Credit Partners LLP (“MV Credit”), a firm authorised and 

regulated by the UK Financial Conduct Authority (the “FCA”). This document is intended exclusively for Professional 

Investors. 

This White Paper is not intended to create any right of a legally binding or enforceable nature between MV Credit and the 

recipient in respect of the provision of services or products. It does not purport to be a comprehensive review of any 

recipient’s investment objectives, financial situation or particular needs. The contents of this White Paper do not constitute 

legal, tax or investment advice.  

Recipients of this White Paper should make their own investigations and evaluations of the information contained herein 

and investors should consult their own legal, tax or relevant professional advisor or attorney with regard to their specific 

situations.  

No representation or warranty is or will be made or given, express or implied, and no responsibility or liability will be 

accepted by or on behalf of MV Credit nor any of their affiliates or respective members, directors, officers, employees, 

advisers, agents, representatives, subsidiaries or corporate parents or by any other person as to, or in relation to, the 

accuracy, fairness, correctness or completeness of the preliminary information contained in this White Paper, the 

information or opinions contained herein or supplied herewith or any other written or oral information made available to 

any person, which all remain subject to amendment and updating and which may not be complete.  No liability whatsoever 

(for negligence or otherwise) is accepted by MV Credit nor any of their affiliates or respective members, directors, officers, 

employees, advisers, agents, representatives, subsidiaries or corporate parents for any loss howsoever arising, directly or 

indirectly, from any use of this White Paper or otherwise arising in connection therewith.  

This material is communicated in accordance with Article 14 (Investment Professionals), Article 21 (Certified high net 

worth individuals) and Article 22 (High net worth companies) of the Financial Services and Markets Act 2000 (Promotion of 

Collective Investment Schemes) (Exemptions) Order 2001, or pursuant to the permitted exemptions made available by the 

FCA in section 4.12 of its Conduct of Business Sourcebook and is not intended for retail clients (as defined in the FCA 

Rules) who should not, and cannot, rely on information here. Any offering or solicitation will be made only to such 

qualified prospective investors at a later date pursuant to the relevant offering documentation and/or investment 

agreement of a relevant investment product, all of which should be read in their entirety.  

The distribution of this White Paper in other jurisdictions may be restricted by law, and persons into whose possession this 

White Paper comes should inform themselves about, and observe, any such restrictions.  

Neither MV Credit nor any of its directors, officers, employees, advisers, agents, representatives, subsidiaries, corporate 

parents and affiliates undertake any obligation to update or revise this White Paper, the information or opinions contained 

herein or supplied here with or any other written or oral information made available to any of the prospective investors 

and their respective directors, officers, employees, advisers, agents and representatives.  

i

 City Velocity 06/11/2019. 

ii

 “Seeking Returns in Private Markets” 02/2017, Mercer 

iii

 https://eiopa.europa.eu/regulation-supervision/insurance/solvency-ii-technical-information/risk-free-interest-rate-term-

structures 

iv

 “Investment Innovation and Future Consolidation: A Consultation on the Consideration of Illiquid Assets and the Development 

of Scale in Occupational Defined Contribution Schemes” Department for Work & Pensions. 02/2019. 

https://eiopa.europa.eu/regulation-supervision/insurance/solvency-ii-technical-information/risk-free-interest-rate-term-structures
https://eiopa.europa.eu/regulation-supervision/insurance/solvency-ii-technical-information/risk-free-interest-rate-term-structures
https://eiopa.europa.eu/regulation-supervision/insurance/solvency-ii-technical-information/risk-free-interest-rate-term-structures
https://eiopa.europa.eu/regulation-supervision/insurance/solvency-ii-technical-information/risk-free-interest-rate-term-structures
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Additional Notes

This material has been provided for information purposes only to investment service providers or other Professional 
Clients, Qualified or Institutional Investors and, when required by local regulation, only at their written request.  This 
material must not be used with Retail Investors. 

Please read the prospectus and Key Investor Information carefully before investing, available, if registered in your 
jurisdiction, from Natixis Investment Managers’ offices (im.natixis.com) and the following Paying Agents/
Representatives: France: CACEIS Bank France, 1-3, Place Valhubert, 75013 Paris. Germany: Rheinland-Pfalz Bank, Große 
Bleiche 54-56, D-55098 Mainz. Italy: State Street Bank SpA, Via Ferrante Aporti, 10, 20125, Milano. Switzerland: RBC 
Investor Services Bank S.A., Esch-sur-Alzette, Zurich Branch, Bleicherweg 7, CH-8027 Zurich.

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices 
listed below. Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the 
Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 
115843. Registered office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of 
Luxembourg. Italy: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset 
Management Companies no 23458.3). Registered office: Via San Clemente 1, 20122 Milan, Italy. Germany: Natixis 
Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im 
Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment 
Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the 
Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish 
Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis 
Investment Managers, Sucursal en España. Serrano n°90, 6th Floor, 28006 Madrid, Spain. 

In France: Provided by Natixis Investment Managers International – a portfolio management company authorized by the 
Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a public limited 
company (société anonyme) registered in the Paris Trade and Companies Register under no. 329 450 738. Registered 
office: 43 avenue Pierre Mendès France, 75013 Paris.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sàrl, Rue du Vieux 
Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich. 

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK 
Financial Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter 
Lane, London, EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as 
described as follows: in the United Kingdom: this material is intended to be communicated to and/or directed at 
investment professionals and professional investors only; in Ireland: this material is intended to be communicated to 
and/or directed at professional investors only; in Guernsey: this material is intended to be communicated to and/or 
directed at only financial services providers which hold a license from the Guernsey Financial Services Commission; in 
Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of 
Man: this material is intended to be communicated to and/or directed at only financial services providers which hold a 
license from the Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) 
which is regulated by the DFSA. Related financial products or services are only available to persons who have sufficient 
financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional 
Clients or Market Counterparties as defined by the DFSA. No other Person should act upon this material.  Registered 
office: Office 504-D, 5th Floor , South Tower, Emirates Financial Towers,  PO Box 118257, DIFC, Dubai, United Arab 
Emirates. 

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting  (Taipei) Co., Ltd., a Securities 
Investment Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 
34F., No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2018 FSC SICE 
No. 024, Tel. +886 2 8789 2788.

In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and 
institutional investors for informational purposes only.  Natixis Investment Managers  Singapore is a division of Ostrum 
Asset Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment 
Managers Singapore: 5 Shenton Way, #22-05 UIC Building, Singapore 068808.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional 
investors only. 
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In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and 
is intended for the general information of financial advisers and wholesale clients only .  

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and 
does not constitute financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 
2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the 
FMCA for wholesale investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service 
provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A. 

In Chile: Esta oferta privada se inicia el día de la fecha de la presente comunicación. La presente oferta se acoge a la 
Norma de Carácter General N° 336 de la Superintendencia de Valores y Seguros de Chile. La presente oferta versa sobre 
valores no inscritos en el Registro de Valores o en el Registro de Valores Extranjeros que lleva la Superintendencia de 
Valores y Seguros, por lo que los valores sobre los cuales ésta versa, no están sujetos a su fiscalización. Que por tratarse 
de valores no inscritos, no existe la obligación por parte del emisor de entregar en Chile información pública respecto de 
estos valores. Estos valores no podrán ser objeto de oferta pública mientras no sean inscritos en el Registro de Valores 
correspondiente.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and 
supervised by the Central Bank of Uruguay. Office: San Lucar 1491, oficina 102B, Montevideo, Uruguay, CP 11500. The 
sale or offer of any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627. 

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representación (Colombia) to professional clients 
for informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred 
to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia 
and  is addressed to less than 100 specifically identified investors. 

In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities 
intermediary, or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and 
is not registered with the Comisión Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, 
services or investments referred to herein that require authorization or license are rendered exclusively outside of 
Mexico. While shares of certain ETFs may be listed in the Sistema Internacional Cotizaciones (SIC), such listing does not 
represent a public offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed 
by the CNBV. Natixis Investment Managers is an entity organized under the laws of France and is not authorized by or 
registered with the CNBV or any other Mexican authority. Any reference contained herein to “Investment Managers” is 
made to Natixis Investment Managers and/or any of its investment management subsidiaries, which are also not 
authorized by or registered with the CNBV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a 
diverse line-up of specialised investment management and distribution entities worldwide. The investment management 
subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which 
they are licensed or authorized. Their services and the products they manage are not available to all investors in all 
jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares 
or third party investment services to its clients complies with the relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not 
constitute investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated 
financial activity. Investors should consider the investment objectives, risks and expenses of any investment carefully 
before investing. The analyses, opinions, and certain of the investment themes and processes referenced herein represent 
the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics 
shown, are subject to change. There can be no assurance that developments will transpire as may be forecasted in this 
material. Past performance information presented is not indicative of future performance. 

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that 
from third party sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This 
material may not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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