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Reference

Comment

General Comment

GDV supports the review of specific items in the Solvénoglegated RegulatioiWVe appreciate
both the scope and the objectives of the review set by the European Commmsion:

- proportionate and simplified application of éhrequirements

- removal of unintended technical inconsistengies

- removal of unjustified constraints to financing

We al so acknowl e digprop&skednprévensentsincsome areasHdwever, we
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believe that in other areas the advibas to beconsiderablyenhancedThereby he overall level
of prudence set by the legislator must be maintairegquirements must aither be too low and
underestimate risks nor b®o highand oveestimaterisks

This holds in particular for interest ratekis

- Hrst of all,EIOPA should obey the work programme given by the European Commis
which does not include this topic at this point in tirfog good reasonlinterest rate risk is
closely interconnected with issues of the upcoming long term guarantees i(@&vi&y.
Thus, there should be no isolated change of the interest rate risk at this point but on
the greater context of the LTG revieWhen changing interest rate risk, it must in
particular be avoided to fortify prayclicality.

- Secondly, any sensédomodelling of interest rate risk must obey the empirical fact that
interest rate changes are smaller in a lgigld environment. Bigger changes observed
past times of high interest rates must not be blindly transferred into a setting of low ¢
even ngjative rates. Thus, some kind of relative model shba@ld¢hosen but not an
absoluteminimum shock.

- Considering the basic pattern of observed interest rate changes and the given config
level, both proposals of EIOPA are not appropriate and have thsearded.

- In contrast, the relative shiftedpproach is better fitted to the observed data pattern a
does not overor underestimate risk. In particularff EOP A’ s f i ndi ng t
approachdid not passhacktestingcannot be replicatedn our indepth-analyses the
relative shifted approach passes the backtesting very (se# below for amxplanation
what apparantly went )WASa cogsequancartéri®atiiee s
presented approaches only the relative shifted approaapsomising candidate foan
appropriate interest rate risknodelling. Thus,the relative shifted approduehis tobe

further andysed and- like the dher two approaches-to be testedin the market
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- In any case, stress factors must only be egapuntil thelast liquid point Afterwards the
shocked curves have to be extrapolated on their own. This is the only way to generg
scenarios for the interest rate risk which are in line with the requirements of the Dire
concerning the risk free interest rate me. Only with correctly extrapolated shocked
curves the true loss of own funds can be calculated which impends in case of chang
market interest rates. According to the Directive, this loss of own funds is decisive fg
SCR. In contrast, the proposedo hasi ng out “ massively
situations.

Please findbelowour detailed comments on this issuas well as the comments dhe other
issues.

Introduction

1.1

Recalibration of standard parameters of premium and reserve risks

1.1.1

1.2.1

1.2.2

1.2.3

1.2.4

1.3

1.3.1

1.3.2

1.3.3
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1.3.4

1.3.5

1.4 No objections

1.4.1

1.4.2 GDV welcomes the outcome of the new calibration for LE which is in line with our calculatio

2.1 Volume measure fopremium risk

2.2

2.3

2.4.1

24.2 151 GDV disagrees with the mentioned numbers. As the usual contracts in motor third part

o motor other in Germanyast from 01.01. to 31.12. under the new definition two years of

premiums have to be takeinto account, for all other LoBs5lyears. This contradicts the one
year time horizon of the current calibration (as mentioned in the consultation paper). The
adjustment factor does not at all improve the lack of of a proper calibration. Moreover that
means that the impact in Germany is not 6 or 5% but about 30% in motor and 15% in other

2.4.3 As the explanation for the adjustment factor 0.3 for e in our opinion is not sufficient, wie

prefer to remain on option 1.

If EIOPA decides to chaaghe definition of FR,e We propose to introduce an undertaking
ALISOATAO O2NNBt I GA2Y Tl 0z Maid2 of KSisd inlgy R
fOf FF?uture-

The former calibration of the risk factors had been based on a 12 monthharieon. If now the

time span to derive the volume measure for premium risk is higher than the 12 month perio
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standard deviation is lower and has to be adjusted appropriately by using an undertaking sj
correlation factoras follows:

Considering this the premium risk can be calculated by the following steps:

1. Determine Ps, Plast s, FPexisting s @and FPruwre_s by following the proposed new definition from EIOPA.

2. Calculate as usual

Vprem,s:maX(Ps,PIast_s) + Fpexisting_s + FPfuture_s,
which is the total premium volume to be considered within the calculation of premium risk.

3. Calculate the undertaking specific number of years ns included in the total premium volume to be
considered.

_ max(Ps,Plasts)+ Fpexistings‘" FPratureg

Ns =
max(PSJPIastsj

4. Compute

o o o Lbmgr—v

Ssundertaki ific = sold ™ —
vrem.EunRderiaLiing s‘pecafac PYremn,so ﬁ
and use this as standard deviation for premium risk in line of business s
where

Tprem.s,otd IS the standard deviation for a 12 month period as defined in Annex Il of Delegated
Regulation 2015/35,
r is the correlation factor between the random variables.

5. Determine r as follows

a. Assumed the ns years are perfectly correlated, which is unrealistic:

r=1 and a‘prem,s,undsrtakmg specific = Jprsm,s,o!d
This is the current definition.
b. Assumed the ns years are uncorrelated:

5
_ _ Ypremsoid
r=0 and g‘prem,s,undsrtakmg specific — P

o Mg
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Consider two cases:
a. One year contracts:

Due to the possibility to amend premiums there is no correlation in the combined ratio or
change in basic own funds in two subsequent years.
So r=0.

b. Multi-year contracts:

If there is the possibility to amend premiums yearly there is no correlation in the
combined ratio or change in basic own funds in two subsequent years

So r=0.

If a portfolio contains contracts without the possibility to amend premiums yearly a
slightly positive correlation seems reasonable.

In this case may be r=0,25.

6. Follow all the other calculations as described in Delegated Regulation 2015/35 to obtain the premium
risk (replacing Oy am,s bY Tpram, sundertaking specific)- IN case of using Article 166 4. use P_s
instead of max(P_s,P_last_s) and adapt the steps in the obvious way.

3.1

Recalibration of mortality and laevity risks

3.2

3.3

3.4.1

3.4.2

3.4.3

GDV agrees with nobéreasinghe granularitycomplexityof mortality and longevity stresses ar
the arguments given by EIOPA.

4.1

Health catastrophe risk
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4.2

4.3

4.4

4.5.1

4.5.2

4.5.3

In general we agree in dropping the {ar scenario. But we think in permanent disability the
shift from 1.5% to 3.5% is too high.

5.1

Man-made catastrophe risk

5.2

5.3

5.4.1

5.4.2

5.4.2.1

5.4.2.2

5.4.2.3

In general we welcomth simplification. As in some cases the risk may be underestimated th
should be a soundonsiderationin the ORSA.

5.5.1

5.5.2.1

5.5.2.2

5.5.2.3

In general we agree to the change dfawker» to «vesseb . But we stil thatg
the requirement of Articlel01(3) of the Solvenci Directive is met.

5.6.1

5.7.1
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5.7.2.1

5.7.2.2

We gree.However the identification of the largest risk exposures on a net of Rl basis in
connection with the suggested sinifidation for manmade Fire might lead to the situation that
many risks have the same maximum size. More precise advice regarding this simplification
desirable

5.7.2.3

Natural catastrophe risk
6.1

6.2

6.3.1

6.3.2

6.3.3.1

6.3.3.2

The second option is preferableit can be more risk adequate sometimes and there is no
drawback apart from a longer texBut we assume that #ire is no major impact on the results.
6.3.3.3

6.4.1

6.4.2

6.4.3.1

6.4.3.2

We welcome the proposecdhanges for Germany WS/FL.
6.4.3.3

6.5.1

6.5.2

6.5.3.1

6.5.3.2
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6.5.3.3

This would be a welcome and adequate improvement

7.1

Interest rate risk

EIOPA should obey tlveork programme given by the European Commissiwhich does not
include this t@ic at this point in time.

7.2

7.3

436: Interest rate risk is closely interconnected witisuesof the upcomingong term guarantees
(LTG review. Thus there should be nasolated change of the interest rate risk at this point buf
only in the greagr context ofthe LTGreview.

438 When changing interest rate risk, it must be avoided to fogify-cyclicality. The current
provision so far operated in a counteyclical manner. A departure from this in the present
interest rate situation ould havea dangerouspre y c | i c a | effect. | n
requirement should not be increased but, for stability reasons, rather tend to be lower than
“ good Itshould ke’acknowledged that the industry already faces a low interest rate
environmer-stress scenario.

439 seecomment to parad36

440, 441 Any sensible modelling of interest rate risk must obey the empirical fact that intere
rate changes are smaller in a loyield environment Bigger changes observed in past times o
high interestrates must nobe blindly transferred into a setting of low or even negative rates.
Thus, some kind of relative model should be chosen but not an absolute (minimum) $hisck.
would also help to avoid proyclicality.

Moreover, h recent years, money arghpital markets have been dominated®y . Q& SE

loose monetary policywith its unconventional measures (in particular the quantitative easing
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a result, observed interest rates were heavily distorted. Their development hardly reflects m
risk but is mainly driven by political decisions in an unparalleled situation. The observations
this special situatioshouldnot be used unchanged for the calibration of interest rate market
in the future.This period of distorted interest ratea the meantime covers a material part of th
data basis used for calibration.

442 There should be no minimum shodeefurther comments in section 7.4.2)

443 Interest rate down risk decreases in the negative range because more and more markg
participants would withdraw from such detrimental investments and rather switch to other
investments or, e.g., hold casin cash equivalentsThe resulting thinningut of demand limits
any further interest rate decrease. An appropriate modelling of interestniatemust account fo
this. Thisshouldbe done with dower interest rate bound

446. The shortcomings of the current relative approach in the low interest rate environemen
easily be remedied by shifted approach(seefurther commentsin section7.4.2).

447 There should be no minimum shoeefurther comments in section 7.4.2)

452, 4%: The stress factors must only be applied until the last liquid point (LLP). Afterwards
shocked curvebaveto be extrapolated on their own

This is the nly way to generate scenarios for the interest rate risk which are in line with the
requirements of the Directiveconcerning the risk free interest rate curvt. 77a of the
Directiverequires, [ Eof maturities where the markets for the relevant finahstruments or
for bonds are no longer deep, liquid and transparent, the relevantraskinterest rate term
structure shall be extrapolatefl. ...5d'f a shock to markeinterestrates occured in reality, the
new riskfree interest rate term structre wouldof coursebe calculated by extrapolatioihe risk
free interest curve is the basis for the calculation of technical provisions and, thus, for the

calculation of own funds. Consequentlylpwith correctly extrapolated shocked curves the try
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loss of own funds can be calculated which impends in case of changed market interast rate
According toArt. 101 (3) of théirective the Valueat-Risk(VaR)f the loss ofbasicown fundsis
decisive fothe SCRTaken together, the SCR for interest ratkmust be deduced from shocke
curves which are extrapolated with the sammethodology(SmithWilson) aghe best estimate
curve

Theoretically the required VaR should be determined on basisntire term structures
However the quantiles of eacimaturity are calibrated separately. This means that comonaocit)
implicitly assumedGven aparticularvalue of the UFR, comonotonicity thie ratesup tothe LLP
impliescomonotonicity of extrapolatedates too. Thenthe quantiles othe ratesbeyondthe LLP
can be obtained precisely by extrapolating gteckedcurves.

In case thdegislator would vote forchanging theUFRaccording to a predefined method as
currently proposed by EIOPA, the algorithm for annual changes to the UFR can easily be tg
into account by extrapolating to the (changed) UFR expected for the nextWaarh UFR will
result from this algorithnin the next yeardepends on the current interest rate situation: The U
can either change in exactly one direction or not change alf aflowever,in the extrapolation it
is always assumed that the UFR increasdise up scenario and decreases in the down scenar
the result isalreadyconservative

In contrast, @riving thematuritiesbeyond the LLBf the shocked curvesimplyfrom the best
estimate curveviaphased outrisk factorsis clearly inappropriateandhas to be discardedlhe
resulting shock cunse

- differ significantly from curves iming from proper extrapolation,

- are an inconsistent, artificial combination of interestas before and beyond the LLP,

- couldnever be thebasis for the calculation of own fundsthe next yeayr

- are inadequate for calculating the SCR,

- arein violation of therequirementthat the SCR should measure a 2@ loss over a 1

year horizon,

- massiely overstateinterest rate riskin almostall situations
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EIOPAsimulationsindicating that the maximum annual change at the 90Y tenor point is 199
no proper argument for refraining from a separate extrapolation of shocked curves. Actually
a arrect extrapolation is able tgield the right charges beyonl the LLPIf interest rates until the
LLPdrop significantly, the extrapolation results in a marked drop of extrapolated rates, too. 1
the given example of a 19% decrease as asliny othebig or small change are automatically
modelled in the right way. In contragtistto apply a factor in the extrapolation area which is
based oramaximal tiangewould overstate the risk inlaost all situations massively.

Complexityis not at all incrased by a proper extrapolation of shocked curves. Exactly the sa
SmithWilsonextrapolation algorithnwhich isalreadyapplied to the best estimate curyeasjust
to be applied to another two curvefn addition, this will lead to smooth and realistielgi curves,
which is under the proposed method not the case.

From alegal point this isof coursepossible for EIOPA as EIOPA already calculates and publi
shocked curves. Therensither afurther empowerment in the Directive needed for continuirmg
calculate and publistheseshockedcurves nor fodoingthe calculations in a proper manner
(according to the requirements of the Directivétvrespectto the risk free interest rate curye

We al so do not understand khéforRaid rages: it s axactlyah
extrapolationof shocked curvewhich guarantees that changes of tfeward ratesof the
maturities before the LLRre fully taken into account. In contrash, apply risk factors to the spg
rate best estimate curvedyond the LLP means not to take properly into account these chan
and, thus, to misestimate risk.

456, 460, 463In this contextprincipal component analysi$PCA) is not needed in order to
reduce the dimensionality of data. Insteadiyiight be usefuto filter somenoise in the
calibration data setHowever, thisnayresut in slightly smaller shocks which do rextactly
represent the 99.5% quantil of raslata anymore. Thus, PCA may be oe&son that properly

calibrated shock factors, e.g. abimpke shified approachallegedly do not pass backtestingth
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the raw data In order to overcome this probler®CAmight be dropped.This would also reduce
complexity of the entire calibration.

The treatment of interest rate risk in the standard farlawithout a mimum downward shock
has been set as part of the Omnibus Il compromise on LTG meabhigmlitical decision of the
legislatorhas to be obeyed at least until the hi¢gvel review of the entire LTG package.

7.4.1

Shifted approach
467473 D5+ TFdzZf f & adzZlI2 NI & 9Lht! Q& hhsanang adiavitsg¢s
(especially the more simple “relative shi

- It considers adequately themainempirical fact that shocks in times of low interest rate

are smaller than shaks in times of high interest rates

- works well with low and negative interest rates

- is asimple, transparent approach

- is & close as possible to the previous relative apprpach

- is easy to calibrate to the 99.5% quantile as required by the Directive

- isquite robust in terms of the shift parameter

- is a #mple, transparentdatadriven approach
474 In footnote 42 it is asserted thattaoroughbacktestingof the shifted approach is included
as a appendix to the discussion (?) paper. This appendisssgnin the consultation paper at
hand.
4744762 S Ol yy 2 NBLINRPRdzZOS 9Lht! Qa TFAYRAY3
breaches in the backtestingn our indepth-analyses therelative shifted approach passes the
backtesting very wellln fact, when looking at the curves depicted id L h t liglr€/a3, it
seems that EIOPA made a mistake in the calculation of the shifted approdprand down

7.4.2 curves are both located too highAs a consequence, the down curve basmany breaches
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whereas tle up curvehas no breach at allhowever, hisseems to bean artefact ofan
inconsistent proceedingrhen,E | O Hidutesr.1 and 7.2 are of course incorrect, too.

Possible explanatiorwhat went wrong: Over all, interest ratesonsiderablydecreased irthe
observation perioddepending on the maturity, data for the euro are available since 1999, 2(
or 2001) In line with thisthe relative shifed approachyieldsrisk factorswvhich are largein the
down scenarighanin the upscenario If, howeverdatawere detrended before calculating the
shocks therisk factorswould get noticeably biggen the up scenariandnoticeably smallein
the down scenario (in comparison tisk factors derived from original dgtdt seems that such

“ d et r shaclSevdre used to calculate thcurvesirE | O Pigute8.3. ©f course, risk factor
which represent movements of detrended data cannot pass #ektesting with original datad
fair backtesting exercise must either applyocksderived from detrended dateotdetrended data
or applyshocksderived from unmodified data to unmodified data again.

If no detrending is applied antie data period consist approximately4,200 data points, the
relative shifted approactdelivers just the 21 breaches which relatethe 99.5% quantile. This
result holds for many different calibrations in terms of exact data period and shift parameter
long as ngorincipal component angsis (PCA) is adddfiPCA is added, it slightly smoothes thg
data and delivers slighty smallgihocks. However, the difference in the shock factors is very s
In the backtestingthe number of breaches increases only margi@dlcourse, thesmall
estimation error caused by PCA can easily be avoided by dropping PCA which is not comp
anyway Independently, v do not seen the leat any result with such high numbers of breach
as mentioned irpara475(probably caused by misleading detrending)

Figurel below is a variatiomf E | OP A’ g.3tHat vigualises the backtesting for the 18ays
maturity. The “ Up detrended” an drecalbutatedvith priertdetrendiry¢
They correspond ttheupad d own ¢ ur vfiguse7.3 (how&ér,Qvithaut BCA in the
calculation). Théight red* pPd e t r e cudieexhibits0 breaches andhe light green” Dwn

d et r e cutheexHibit41 breachesn contrast, he additionaldark red“ Ugorrect’ a n d

dark greefi D o worrect’” ¢ uare\cacalatedvithout prior detrending They both exhibit
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exactly 21 breaches. Thiseigual to the 99.5% quantile

Note that ina calibration on a dily basis only thenumber ofdaily breacheds crucial. Due to
autocorrelation these breaches often occur atusters of subsequent daily breaches. However
the number of such clusters is not relevamtd could vary for different maturitiedMoreover,all
breaches othe calibrated 99.5% stresse very small (onlg few basis points)

Thus, 1 has to be concluded that theelative shifted approach passdsacktestingvery welland
the calibration issound.

Testing of shifted approach for 10 y maturity
against historical data

(shift: 3.5%; data: 04.01.2000—31.12.2016)

—Rate

—Up detrended

—Up correct
Down detrended

——Down correct

q/@')’ & '9\? WQ'»Q’
MV AN ANV ANV ANV ANV ARV ANV ANV ANV IV GV RV IV N
NSNS SR I I S N N N RS

NSNS G N SN S Y \ S O\ S N o SN Sl

Figurel: Testing othe relativeshifted approach for 10 y maturity against historical déghift: 3.5%gaily
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data: 04.01.200831.12.2016no PCA

Of course, the giveoonfidencelevel is not only met by chance bloy construction In case of the
relative shift approach without PCA, the 9% §uantile of annual changes in the data directly
determines the shock factors. Thus, if the shock factors are applied to exactly the same dat
period, they yield the 99%quantileagain.Backtesting is always passed.

For any approach, thebservation period for the calibrationmust be determinedif only the
maturitiesused by EIOP#ar the calculatiorof the risk free interest rate term structure{10, 12,
15,20 y) are to be atysedthen beginninghe observation period in 1999 seems naturally. TH
shock factors for thether maturities(with missing data in 1999) can easily be interpolated by
SmithWilson algorithm which has to be applied for the extrapolation beyond i2Capy casésee
comments orpara452, 455n section 7.3)In principle it is also possible to apply different
observation periods for the particular maturities because their risk factors are calibrated
independently anywayHowever, this may resuih implausible differences between risk factorg
of adjacent maturities.

If the observation period for the calibration is chosen diffetenthen the risk facta's change,
too. This is in particular important for theize of theup shock Figure2 below is amther variation
of EI OP A3 tbkat Visualisesrthe backtestiofjithe relative shifted approactor the 10
years maturityto this end Please note thatthevo“ d et r e n d e driot recaiculateel but
still correspond to the up andown curvesireE | OP A’ §.3.6rily greitwoeadditional
“correct’ curves aranow calculatedirom an extended dataet which covers the year 1999, too.
In 1999, interest rates strongly increased. The inclusion of this year in the observation perig
results in a signiantly larger up shodkan before As a consequencéhe dark red“Upc o r r
curve is no longer below but rather above tight red“Upd et r ended” Thie v'e
correct and “ Do survesaawoth exhilit’23 breaches corresponding tahe 99.5%
guantile of the extended data sefAgain, with respect to the confidence level given by the
Directiveand for this observation periodhis is exactly the right number of breaches.
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Testing of shifted approach for 10 y maturity
against historical data

(shift: 3.5%; data: 04.01.1999-31.12.2016)

——Rate

4 W [ L ‘
5,00% \N'\ *'\\‘ kﬁ‘\ —Up correct
4,00% - W‘\], | Down detrended
|“ A
|
‘ o
3,00% - ",‘_'\",\ ‘.‘ ™ Down correct

Figure2: Testing othe relativeshifted approach for 10 y maturity against historical data (shift: 3ciby
data: 04.011999-31.12.2016no PCA

Moreover, the observed breachedways relateonly to some of thenmaturities butnever to all
maturities simultaneously The result is thathe combination of the individually calibrated risk
factors isconservative Figure3 showsfor the down curve of the relative shifted approach on g
daily basiow often simultaneoudreache=f severaimaturitieshappenedbetween2001and
2016 (since2001 data for allmaturities1-20y are available)The empirical probability that fa
particulardate breaches of nine or moref the twentymaturitieshappened simultaneously is
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only 0.3%. The empirical probability of simultaneous breaches of all measrétween 1 year
and 20 yearssin factzera

30

Example: Simultaneous breaches of five

different tenors occured, on a daily basis,

only eight times between 2001 and 2016
(=0.2% of the observation dates).

25

20

The empirical probability that
breaches of nine or more
different tenors happened

simultaneously is 0.3%.

15 +

10 +

57 Illl m
0 T T T T T T T T T
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 1

6 17 18 19 20

Number of down stress breaches at the same date
for maturities 1-20Y

Number of dates between 2001 and 2016

Figure3: Incidence okimutaneously happening breachésr different maturitiesin case othe down stress
curve of the relative shifted approadbhift: 3%; dailydata: 200-2016 with PCA

477 Given that therelative shifted approach has so many advantages and also passes the
backtesting,it is apromisingoption for modelling interest rate riskThis holds in particulam
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comparison to the two other options presented biglOPA which suffer from severe draw back
(see below) Thus the relative shifted approachhas definitely to be further analysed and
cannot be excluded from the testing in the market.

Symmetric 200 bp miminum stk with static interest rate flor (Propos&A)

479 The depicted EI OP A’ s arnualgchanges a3 a fdngtion of the obserirdgdrestrate
level clearly showthat interest rate changes are much smaller in times of a low level than in
times of amedium orhigh level Thus, absolute amounts$ shocks observed at times wiuch
higher rates must not be used to calibrate interest rate in times@ify low rates.Any sensible
modeling of interest rate risk much obey this very basic featufdiscan easily be implementec
by some kind of relativepproach. Due to problems of the previous relative approach with
interest rates near to zero and below zero, this should in lieca shifted relative approach.

480 We do not seany proper calibrationof the proposed 2% shock. This approaebmsnot to
be a datadriven approach. Thus, it must be assumed that this approach does not comply wi
requirement ofa 99.5%confidenceeven given by the Directivén fact, fgure 4 (see belowat the
comment to para 523 in section 7.4.3) shows that Propos#dxly fails in the backtesting
because it overstates risks by f&or a proper capital requiremeritis not sufficiento ensure
that the calibrationdoesnot underestimate the riskit is also compulsory nob overestimate the
risk Thus, for both @asons-the approach cuts across the observed data pattern of shrinking
at time of low rates and it seems not to meet the requihfidencelevel —proposal A is not
appropriate anl has to be discarded.

481 Stress factors must only be applied tirthe last liquid point (LLP)Afterwards the shocked
curves have to be extrapolated on their own. This is the only way to generate scenarios for
interest rate risk which are in line with the requirements of the Directive concerning the risk
interest rate curveln case the UFRaschanged in the future according to a predefined methg
as currently proposed by EIOP Ag eigorithm for annual changes to thd=B careasily betaken

into accountby extrapolathgto the (changed UFR expected for theext year.
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In any case, my with correctly extrapolated shocked curves the true loss of own funds can b
calculated which impends in case of changed market interest rates. According to the Direct
this loss of own funds is decisive forthe S8Rt r ast, t he proposed
overstates the shocks in most situatiofgeefurther comments orpara452, 455n section 7.3)

Of course, this already holds for tharrent standard formula However, if interest rate risk is
recalibrated ad shock factors increase, then th#fect of the wrongcalculation beyond the LLP
increasestoo. Thus, it gets even more urgentdorrect this mistake and to extrapolate the
shocked curves on their own.

482 We appreciate that EIOPA wants to take iat@wount the fact that interest rates tdar in
the negative area haveeverbeen observed. Howeves, shifted approackvould bethe most
natural and simple way to do so.

484 The value othe floor used in Proposal A is doubtable. It is not justifiethie a floor
obtainedform the Swiss franto the euro. Furthermae the value 0f2% seems to be arbitrary
since the mest negative value observed was,22% (and this was even not a market price but
highlydistorted by the Swiss central bank in order tdlirence the currency exchange raté).a
Proposal Aype approach, thdloor for the interest rate shouldather be based on thatoring
costs (forlogisticsand insurancgof holding cash. Cash is doubtlessly a legally permissible
investment class for Eapean insurance companies. Thtise possibility to avoid investments
with significantly negative returnshould be taken into accourhnalyses indicate that the costs
of cashmayrange about0,3%to —0,4%, son a Proposal A type approaan adequatdloor
shouldbe significantly smaller than proposed by EIOPA

485 E | O Pécktestingfigure 7.6indeedexhibits that the proposal seems ntat underestimate
risk. However, it doesot show that the proposal performs good or better than an other optior
but rather that the required9.5%confidence level imissed. In fact, figuré (see below at the

comment to para 523 in section 7.4.3) shows that Proposal A clearly fails in the backtesting
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because it overstates risks by far

486: ConclusionProposal A
- is smplistic,
- isnot a datadriven approach
- cuts across the observed data pattern
- doesnot comply with the99.5% quantile as required by the Directive
- massively overstatessk at time of low rates

Thus,Proposal Ais not appropriate and has to be dcarded.

Combined approach (Proposal B)

488 GDV ful ly suppor tfe loviEdr t2§afive interestsrates soexirenmet
annual movements have been observeahd that, thus, the minimum shock of Proposal A can
challenged as overly prudent.

489-507: E | O Hidutes confirm thabig interest rate changes, in particular big decreases, dq
not happen in times of lownterestrate levels. In fact, the depicted quantiles exhibit a more o
less linear relation between the extent of changes#xis) and the lowest level at which these
changes occuf0.05% quantile or min at theaxis). This is good evidence for a (shifted) relatiy
approach.

510-511 Stress factors must only be applied until the last liquid point (LLAfjerwards the
shocked cures have to be extrapolated on their own. This is the only way to generate scens
for the interest rate risk which are in line with the requirements of the Directive concerning t
risk free interest rate curvdn case the UFRaschanged in the futur@according to a predefined
method as currently proposed by EIOP A ditgorithm for annual changes to thé=B can be
taken into accounby extrapolatngto the changed UFR which is expected for the next year.
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In any case, my with correctly extrapolatedrecked curves the true loss of own funds can be
calculated which impends in case of changed market interest rates. According to the Direct
this loss of own funds is decisive forthe SCR. contrast, the propo
overstates theshocks in most situatiorn(seefurther comments orpara452, 455n section 7.3)

Of course, this already holds for the current standard formula. However, if interest rate risk
recalibrated and shock factors increase, then the effect of the wrongledlen beyond the LLP
increases, too. Thus, it gets even more urgent to correct this mistake and to extrapolate the
shocked curves on their own.

512-520: Due to thehigh absoluteshock componatsof +1.4% and-1.0%, Proposal B also fails
to suffiently malel the basic data pattern of shrinking interest rate risk in times of low rates.
Moreover, Poposal B is obviously more conmgemithan Proposal A and needs more external
parameters that are not-=2dg-deerd , f4r% M .riifiekde
compounded approach it is likely that the inherited choices perform poorly when market
conditions changdn fact, fgure 4 (sedelow at thecomment to para 523 in seoh 7.4.3) shows
that Proposal Bilreadyfails in the backtestingAll in al, dthoughProposal Bs lessbadthan
Proposal Ait must be considered a@rappropriate too. The data pattern in times of low interes
rates is much better modelled teyshifted relative approach.

521 ConclusionProposal B
- is quite complex withits combination ofseveral max and min operatqrs
- does not sufftiently account for he observed data pattern
- does not to comply with the 99.5% quantile as required by the Directive,
- noticeably werstatesin particular the upisk,
- needs a couple of choices@external parameters

Thus,Proposal Bslessbadthan Proposal A but stilhot appropriate. It should alsobe
discarded.
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7.4.3

523 Ashifted approachhasmany advantagegespeciallf he si mpl e “r el a)t
- It considers adequatelthe main empirical fact that shocks in times of low interest ratg
are smaller than shocks in times of high interest rates
- works well with low and negative interest rates
- is a $mple, transparent approach
- is & close as possible to the previous relatiygproach
- is easy to calibrate to the 99.5% quantile as required by the Directive
- is quite robust in terms of the shift parameter
- is a $mple, transparent, datalriven approach

2SS Olyy2i NBLNRBRdAzOS 9Lht! Q& 7T oy RanybBacties in the
backtesting. In our irdepth-analyses the shifted approach passes the backtesting very virell.
fact, when looking at the curves depicted i@ L h t iguted.3, & seems that EIOPA made a
mistake in the calculation of the shifted apprah: Up and down curves are both located too
high. As a consequence, the down curve bkasmany breaches whereas the up cutvas no
breach at al- however, this is just an artefact of an inconsistent proceeding.

Possible explanation what went wrongdve all, interest rateconsiderablydecreased in the
observation perioddepending on the maturity, data for the euro are available since 1999, 2(
or 2001) In line with thisthe relative shifed approachyieldsrisk factors which are larger in the
down scenariathanin the up scenario. If, however, data were detrended before calculating tf
shocks, the risk factors would get noticeably bigger in the up scenario and noticeably smalls
the down scenario (in comparison to risk factors derived from caigiata). It seems that such
“detrended shocks” wer e Eu ®Pidure.® Ofcaulse; nsk factor
which represent movements of detrended data cannot pass the backtesting with original da|
fair backtesting exercise musttleér apply shocks derived from detrended data to detrended ¢
or apply shocks derived from unmodified data to unmodified data again.

If no detrending is applied and the data period consisadroximately4,200 data points, the
relative shifted approat delivers just the 21 breaches which relate to the 99.5% quantile. Th
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result holds for many different calibrations in terms of exact data period and shift parameter
long as no principal component analysis (PCA) is added. If PCA is added, isaligbthes the

data and delivers slighty smaller shocks. However, the difference in the shock factors is ver
In the backtesting, the number of breaches increases only marginal. Of course, the small

estimation error caused by PCA can easily be avdiglettopping PCA which is not compulsory
anyway. Independently, we do not see in the least any result with such high numbers of bre
as mentioned in para 475 (probably caused by misleading detrending).

Of course, the giveoonfidencelevel is not onl met by chance buty construction In case of the
relative shift approach without PCA, the 9% §uantile of annual changes in the data directly
determines the shock factors. Thus, if the shock factors are applied to exactly the same dat
period, they yéld the 99.86quantile again. Backtesting is always passed.

Size of theup shockof the relative shifted approachlf the observation period for the calibratio
is chosen differentlythen the risk facta's change, too. This is in particular important thee up

risk asinterest rates strongly increasexd the beginning of the possible observation range (se€
comments orpara474-476in section 7.4.2).

Given that therelative shifted approach has so many advantages and also passes the backté
it isa good option for modelling interest rate riskAdditionally,a shifted approach is the
common standard approach for modelling interest rate risk within internal moétels.
comparision to the two other options presented by EIOPA whiguffer from severe dravbacks
the shifted approach has to be choséree further comments in section 7.4.2)

Figure4 summarises this result based on the example of the 10 years maturity
- The relative &ifted approachis better fitted to the observed data pattern than the
other proposals. This holds in particular for Proposal A.
- Moreover, the relative shifted approach is the most simple approach without arbitrar
case discriminations and kinks. Proposal B suffers especially from this.

- Only the relative shifted approachasses he backtesting with historgal data. Bothof
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the other approachedail in the backtesting(note that a confidence level of 100%
contradicts the requirements of the DirectiveProposal A and Proposal ®erstate
interest raterisk by far

- ConclusionUnderthe three presented approaches only the relative shifted approach
a promising candidatdor modelling interest rate riskwhich has to be tested, too

Interest rate changes as a function of the interest rate level:
Comparison of the three approaches and testing against historical data

(10 y maturity; shift: 3.5%; daily data: 04.01.2000-31.12.2016)

- Observations

Up Proposal A

= = Up Proposal B
——Up shifted approach

Down Proposal A

= = Down Proposal B

——Down shifted approach

Shifted approach:

0.5% of the annual changes
are above the up shock,

Absolute annual interest rate change

0.5% of the annual changes
are below the down shock
a0 (21 of 4.173 in each case)

4% 3% 2% -1% 0% 1% 2% 3% 4% 5% 6% 7% | Mence:Perfectfittothe
required confidence level

Interest rate level before the shock/observed change

Figure4: Interest rate changes as a function of the interest rate le€eimparison of the three approache
and testing against historical data (10 y maturity; shift: 3.5%; data: 04.01=300QI2.2016)
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524 Proposal A

Proposal B

Thus,Proposal Ais not appropriate and has to be discardeBroposal Bs lessbad than
Proposal A but stilhot appropriate. It should alsobe discarded seefurther comments irsection
7.4.2.

525: If the current interest rateriskmodule was changedwo major points have to be regarded

is smplistic,

is ot a datadriven approach

cuts across the observed data pattern

seems not to comply wit the 99.5% quantile as required by the Directive
massively overstatessk at time of low rates

is quite complex witlits combination oseveral max and min operatqrs
does not suffiently account fohe observed data pattern

noticeably werstates risk at time of low rates

needs a couple of choices and external parameters

The relativeshifted approach should béurther analysed and béestedin the market,
too. In contrast,Proposal Aand Proposal Bare both inappropriatédsee further comments
in section 7.4.2and have to be discarded

In any casestress factors must only be applied until the last liquid point (LLP).
Afterwards the shocked curves have to be extrapolated on their own. This is thevayl
to generate scenarios for the interest rate risk which are in line with the requirement
the Directive concerning the risk free interest rate curve. Only with correctly extrapo
shocked curves the true loss of own funds can be calculated whigénds in case of
changed market interest rates. According to the Directive, this loss of own funds is
decisive for the SCR. In contrast, th
shocks in most situationsee furthercomments orpara452, 4% in section 73).
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Market risk concentration

8.1
8.2
8.3
8.4.1
8.4.2
8.4.3
Currency risk at group level
9.1
9.2
581 Theprudentpersonprinciple does not require holding all assets locally.
9.3
592-597: We support EIOPAs r easoning in this respect:
currency risk based on the real economic exposure instead of the accounting currency.
9.4.1
602 We believe that the current treatment of currency risk is overly conservative and stiea
because it prohibits netting out changes on assets and liabilities for each foreign currency. ]
holds for both the solo and the group level.
603We welcome the additional flexibility. It will lead to a more realistic view on the currency
Unfortunately, it does not tackle the key problem in the current prohibitions outlined above.
9.4.2
Unrated debt
General Comments
GDWvelcomesthe inclusion of unrated debt in the Solvency Il review. For manysimet
companies, the source of funding witinrated debt igncreasinglymportant and regulatory
10.1 provisions as lined out in the second set of advice could expand and diversify their funding
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significantly.

GDVwelcome9 Lht ! Qa LINRLIZ &l f F2N I yalowyigias iNtyrhaf |
analysis based on key financial ratios in combination with qualitative fact@teas and not
overly complexapproach The financial ratios chosen by EIOPA are generally viewed as ade
and in line with key financial ratios used by major CRAs in g processs well as by loan
officers and analysts in banks, asset management and insurance companies providing loan
would therefore not expect significant additional costs for obtaining the outlined information
approach could thereforedapplied for direct and indirect investments in corporate debt.

Moreover,the qualitative factors are generally in line with what financial analysts usually loo
when analysing investment cases for institutional investors. As a result, complexityhisjiner
as would be for an ordinary internal assessment approach undertaken by a prudent instituti
investor. We agree with EIOPA that each insurer investing in unrated debt should have an
appropriate internal credit assessment process. Also, the dagaired for the analysis is easily
availablethrough balance sheets and p&l

The proposal isiewed as a very godubsis fodirectloansgrantedby insurers to corporates als
in marketswhere currently the focus is more on indirect loan investmenasfunds. The proposg
is viewed asuitable tohelp achiexng some of the majobbjectivesof the Capital Market Union,
i.e. betterand more diversifiedinancingof the realeconomy Also, the proposal is viewed as
suitabl e to i mpr ooraditriskiassassneent expertisevardrhentelreducev
reliance on external credit risk assessments by CRAs.

10.2
Concerning mortgage loandlortgage loansare an important asset class in the German marks
especially for life insurers. Insurerv@st in consumer loans, loans to cooperative housing
societies for residential purposes and commercial real estate |denfar as consumer loans
10.3 relating to residential property under euro 1 million are concerned they fall under the
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counterparty defaultrisk module (as long as they meet the further requirements of article 19
para 2 to 13 of the Delegated Regulation (EU) 2015/35). In the spread risk module the follo
types of mortgage loans may be concerned:

1 Mortgage loans beyond euro 1 million;

1 Mortgage loans to a natural person, where the property is not occupied or let by the

owner,

1 Mortgage loans to communal, cooperative or private housing societies

1 Commercial real estate loans
Mortgagge bans, that meet all requirements of article 191 exceptelthreshold of euro
1 million should fall under the counter party default risk module and not under the spread rig
module due to the resons: Whether a loan is granted for eurq@@®or for e.g. euro 1.2m doeg
not change the general risk or the risk mgeaent of the loan. In both cases the same
requirements apply to the credit assessment (especially the requirements of the value asse
of the Directive 2014/17/EU) and to the assessment of the property. Also the covenants ang
credit hierarchy do at differ (all of these mortgage loans are generally senior loans). Therefq
is justified to delete the threshold of euro 1 million (article 191 para 4) as a characteristic for
classification in the counter party default risk module or the spraskimodule. Alternatively the
threshold of euro 1 million should at least be increased. Prices for real estate have been
constantly rising over time. This leads especially in cases of loans to consumers in agglome
areas (urban centres) to a differietneatment of these loans compared to rural areas.
Furthermore, there is an unequal treatment of similar consumer loans (as far as the borrow
financing for example two objects that in sum exceed the threshold of euro 1 million). We
therefore considea rigid threshold for the classification under the spread risk module as not
appropriate. Further, the requirement of article 191 para 7 (the risk of the borrower may not
materially depend upon the performance of the underlying property) is already metlifo
consumer mortgage loans due to the requirement of the Directive 2014/17/EU.

Mortgage loans to communal and cooperative housing sociesepport social goals by Membg
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States to provide individuals with adequate and affordable housing. The stajutoppse of
communal or cooperative housing societies acting solely on a local basis is to supply the lo
population / members of the cooperative with reasonably priced housing. The policy is aime
receive a sustainable yield and not on short termfijptnmaximation. Profits to a large extend arg
used for maintenance, construction of new buildings or restoration of portfolio buildings. As
consequence, such buildings are usually in a very good condition. Moreover buildings of the
housing societies ha a solely residential purpose. According to the residential purpose and
fundamental characteristics it is therefore justified to treat loans to communal and cooperat
housing societies as residential property occupied or let by the owner. Thaerigkmance of
these housing societies is generally very good. According to information from credit agencig
Creditreform) communal and cooperative housing societies have generally a very strong cr¢
worthiness. This is also the general outcoméhefreview of the audit reports. Housing societis
even possess partially “eligibility for
Bundesbank. Credit defaults have not occured so far. As professional holders of residential
building portfolics housing societies pursue a stable and conservative business model. Leng
examine thoroughly the documents concerning the object and the credit worthiness. Loan
approval is based on analyses of the annual reports and expert opinions of the financets.ob
Regarding the credit risk the business with communal and cooperative housing societies cg
classified as secure and low risk. It is therefore justified to classify loans to communal and
cooperative housing societies under the counterparty defagk module rather than the spreag
risk module.

The application of the criteria and methodologies (Financial state of the debtor, Features of
instruments, Evidence, Transparency, Availability of data, Creditworthiness assessment,
Characteristics of unratedebt, Risk profile, Diversification of portfolio) addressed in the
guestionnaire of the first set of advice for mortgage loans (to retail customers as well as to
communal and cooperative housing societies) justify a classification in the counterpartjtdef
risk module. We refer to our statement on the first set of advisier all insurers are longterm
investors. Also for this reason it is justified to classify these mortgage loans under the

counterparty default risk module.
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10.4.1

10.4.2.1

Scopeof the analysis
GDVsupporisthe objective that financial ratios should cover all industry sectors for both loar
and bondsGDV is supportive thatatht issued by ampaniesfrom the financial sectoshould be
excludedfrom the scopebecause companies ihe financial sector have a completely different
risk profile than industrial companies. Also, financial ratios would not fit for companies in the
financial sectorGDValso agres, that the focus should be on senior exposures

For systematic reasons tliecus should not be on unrated debt of CQS 2 alone, but also
encompass CQS 3 and 4. A high number of unrated debt instruments have CQS 3 and 4.

10.4.2.2

Approaches

The suggestion of two approaches, the (1) internal credit assessment approach anflube G2
results from approved internal banking or insurance modelsjareerallyviewed as positive.
Many insurers have a long experience with their own internal credit risk assessment proces
GDValso believethat such processes are to a large exteaduired by the prudent person
principleunder Solvency When considering investments in corporate debt. Unfortunately, thq
has not yet been the opportunity to consider the results of the internal processes in case of
credit quality in the standa formular for the capital requirements.

Using internal ratings of banks in aicwestment without an own credt risk assessment shoulg
treated with caution. A bank has different regulatory requirements than insurers. In addition
there could be potetially a moral hazard problemr violation of business secrecies

10.4.2.3

Internal assessment approach
In order to qualify unrated debt for the same spread risk charge as rated Gébtyvelcomes
El OPA" s approach of genassessmenttkendi ti ons f
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1 selected financial ratias

9 qualitative factors and dditional conditions

9 vyield conditions

1 requirements on the internal credit assessment process.

Many insurers in Europe already follow a similar approach of selected financial rataors{él
risk) in combination with a qualitative analysis (business risk) for analyzing the credit risk w
deciding on investments in private placements. Also, financial ratios in combination with
gualitative factors such as covenants are a key compooktiite well proven German
Kreditleitfaden (guidelines on private placements) that the German Federal Supervisory Au
BaFin uses for insurers’ i nvest ments in
according to these investment guidlineave proven no to very low defautates over many
years.

Financial Ratios
The financial ratios chosen by EIOPA are generally viewed as adequate and in line with key
financial ratios used by major CRAs in their external rating prasea®ll as by loan fiters and
analysts in banks, asset management and insurance companies providingMoaesver, the
qualitative factors are generally in line with what financial analysts usually look at when ang
investment cases. As a result, complexity is adegaaid not higher as would be for an ordinar
internal assessment approach undertaken by a prudent institutional inveSemerally, the
approach should also be applicable by asset management companies at no significant extr

Financial ratios ar@an essential input for the assessment of credit riGRVbelievesthat it does
not make sense to apply different ratios to each industry. In practice, some key financial rat
have prevailed, which can be applied with appropriate adjustments forallsxd r i e s .

of possible financial ratios is very extensive and is seen as adequately reflecting main drive
credit risk.
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Regarding the strict requirements to meet the financial ratibspuld be reasonable to grant the
possibility of takig the average of recent years into account in order to obtain an adequate |
analysis. The reason for this is, tlsametimescompanies are temporarily unable to comply wit
certain financial covenants due to seasonal fluctuations or acquisitibiie at the same time
maintaining an overall sound financial strength and business posBiath average and poifih-
time ratios are therefore often looked at in conjunction.

The quick ratio should be reviewed since cash holdings appear to be overly énaliz

Calculating probabilities of default using the Bloomberg function DRSK could be a reasonal
proxy for mapping credit quality steps. HoweveD\Vseesthe risk of becoming dependent on g
single provider such as Bloomberg regardimgexamplédicensihg fees. The industry already
experiences significant disadvantages and high costs by being dependent on external cred
ratings from the oligopoly of the three large CRAs for the purpo&Cétalculaton.

German insurers have used since 2006 veryessfal the financial ratios stated in the guideling
on private placements. The system of financial ratios consisted of three blocks with two rati
each and was introduced in 2006 to make the financing instruments of unrated loans more
feasible forcomparies with high credit quality=rom a regulatory perspective adherence to the
gui delines on private placements have befj{
investments in the scope of coverage assétgerall default rates of these investmentave been
none to very low for the industry.

Block I: Cash flow ratios on EBIT(DA) interest coverage

EBIT Interest Coverage (EBIT Int.) > 3.0
EBITDA Interest Coverage (EBITDASRt.D
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Block Il: Financial ratios on the level of debt

Total Debt/EBDA ( , Level of Debt I«
Net Debt / EBI TDA (,Level of

Block Ill: Financial ratios on the capital structure

Risk Bearing Capital (RBC) > 27%
Total Debt/Capital (TDC) < 50%

GDV together with stakeholders from the indysturrently works on an update the guidelines
for private placements. It is refelcted to atitbcks on profitability and cash floand to divide the|
creditworthiness of a company / group into five categoffimsn excellent companies to
companies withdw creditworthiness.

Yield criterion TheYieldcriterion is seen as @omprehensibléndicatoras the yield is usually
correlated with the risk and the yields of comparable CQS 2 instruments are pretty similar. ]
yield criterion is helpful to select gpopriate unrated debt instruments. However, it should be
considered that illiquidity of unrated debt affects the yield and the comparison to rated debt
difficult (e.g. illiquidity premium)For example there were periods during the last banking anis
which the yield for unrated debt increased compared to rated debt, without an risk increase
the unrated debt. Therefore, i@ D VView this criterion shouldhe merely seen as an indicator

andnot be followed too rigid.

Additional conditions With regard to the prudent person principles insurers are already requ
to set up their own credit assessment and appropriate internal risk management. Hence we
welcome the approach that requirements for internal processes should be built on the alred
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existing processedAdditional processes should not be required automatically. In many instan
existing internal processes and requirements may already be enough.

GDVagreeswith EIOPA that insurers shougénerallyonly investdirectlyin unrated debt, if tley
have implemented an appropriate internal credit assessment process. In this context it shoy
clarified, that insurers following an internal model approach with already well proven interng
processes and existing functioning credit assessment syssbmsgd not be affected by the new
regulatory provisiongcomment also relevant for 10.4.2.4)

10.4.2.4

On the approved internal model approach it should be considered to extend the approach 3
relationships with companies that are not banks @gset managers and other financial
intermediaries).

In the banking industry approved IRB models for quantifying the credit risk are widely used.
Germany there are several providers of BaFin approved IRB models, for example RSU (Ra|
Service Unit), wich provide their services to companies outside the banking industry. Asset
managers (in case of indirect investments) or insurance companies (direct investments) shg
generallypermitted to use IRB models of such providers to determine the cre#ibfislebt items
for which a credit assessment by a nominated ECAI is not avaifable IRB model is approved
by the authorities no further requirements should be imposed on asset managers or insurar
companies except for the documentation of the unskanding of the used IRB model. An own
credit view is however importantsing internal ratings of banks in aicwestment without an
own credt risk assessment should thereforetreated with caution.

The requirements lined out in the proposal are searrestrictive, in particular the 50% retentig
rate imposed on bank# bank has different regulatory requirements than insurers. In additio
GDV believes the high informational requirements for banks could become a barrier for the
approach to be realigkin practice. Providing such information could mean for some banks tq
violate business secrecies. Also, theoalld be potentially a moral hazard probléma ce

investment relationship
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10.4.2.5

10.4.3

Bonds and loans are some of the most importasset classes for insurers. ifigprove
investment opportunities for unrated delisDVsupporsE | O Ragpioactes on corporated
unrated debt. In particular, the advice on the internal assessment approach is viewed posit
(for further comments see 10.4.2).

For mortgages loan&DV suggests the following appches

1 Mortgage loans are an important instrument to finance private housing for families,
households and communal and cooperative housing companies in the European Ur
such they complementaditional bank financing and support social goals by Member
States to provide individuals with adequate and affordable housing. Providing afford
housing for young families and social housing in larger cities are some of the key
challenges for policy akers in many European Member States.

1 Mortgage loans to retail customers (consumer loans) that meet all of the requiremer,
article 191 Delegated Regulation (EU) 2015/&cept the threshold of euro 1 million
should fall under the counter party daft risk module and not under the spread risk
module. Alternatively the threshold of euro 1 million should at least be increased.

Mortgage loans to communal and cooperative housing societies should also fall under the ¢
party default risk module andot under the spread risk module.

11.1

Unlisted equity

GDV welcomes the European Commissions request for advice on criteria for identifying unl
equities which can be treated as type 1 equities. Since excessive capital requirements

unnecessarly rgrict investment options for insurers, capital treatment based on the real risk
allows them to invest in a risk adequate way and to generate additional returns for policyho

and at the same time help stimulate much needed economic growth.
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LiketheEmopean Commi ssion in its call for te
concl usi ve" evw,hattt s partieularly wngortdng that a certain list of criteria is
manageable andan be applied in practice without high effo@verly complex requirements
could overshadow potential benefits, if the expenses for handling the criteria outweigh the
benefits of a reduced capital requirement.

11.2
11.3
11.4.1
11.4.2
In principal GDV welcomes EIOPAs approach toifgieqntalifying unlisted equities by focusing
the underlying risks of the underlying companies. However the suggested steps to be taken
to be very complex and challenging in its practical application, so that we believe that the b
and cost of gplication will not be justififed by the limited reduction in capital requirements.
11.4.3
Strategic equity investments
12.1
12.2
GDV wel comes the extensive presentati.on
12.3
12.3.1
894 The linited application could indicate that the criteria for a participation to qualify as
strategic are too complicated. This obviously holds true in particular fordlegilMy assessment
(897). 899shows that qualitative criteria may be suffioteand reasoable.
911 This is an indicator for a possible general simplification.
12.3.2
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914 It is unclear what exactly “totals 15
value of those 60% in the EIOPA database or is it the sum of theirshests?

920: According to the figure the number of participations held for more than 10 years seemsg
about the same number of participations held for more than 10 years. A figure weighted
according to invested amount could be insightful.

921 Thetext indicates that there is a contradiction between the period participations had be
held so far and the period they are expected to be held. Both results do not necessarily con
each other, they may be explained e.g. by changes in the grougtstey mergers, or more
outsourcing activities in last years.

12.3.3
Simplification of the counterparty default risk

13.1

13.2
952 GDWighly welcomsthat EIOPA took our proposal into account.

13.3

13.4.1
999-1010 GDVappreciates EIOPAaggestions andelieves thatElIOPA is moving into the right
direction: Awell-defined definition of riskmitigating derivatives could solve practical problems
occurring when insurers use rolling derivatimstruments It seems in particular important that
risk-mitigating strategies can be subsumed under the new definition, with the effect, that not
every single derivative contract needs to meet all requirements of anmitigation technique.
1011 GDV highly appreciates EIOPAs recommendations plannadtiorg. With regard to other
European regulationsin particular EMIRRnd CRR the calculation of netted collateral is
complaint with international finance legislation standards and therefor the only appropriate
solution.

13.4.2
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1024 GDV welcomesthepossid i ty to use t he s ibEnpdHRlghthsc a i
change of our proposal.

13.4.3

In general, the counterparty default module should be simplified much midrecalculations are
too laboriousgiven the small impact on the ovall SCR.

14.1

Treatment of exposures to CCPs and changes resulting from EMIR

14.2

14.3

14.4.1

14.4.2

14.4.3

We agree with the approach of EIOPA to calibrate the default risk of CCPs with respect to t
framework of At. 305 (2(3) CRR. We prefeption 2 as it presents a transparent and feasible
calculation of the default risk and it reflects the system of safeguards in an appropriate man
Furthermore, option 2 is in line with th@lvency Il method of calculating the counterparty
default risk.

For noncentrally cleared transactions we want to point out that the obligation to exchange ir
margin depends on the trading volume of the counterparty and not on the volumigeof t
derivative transaction (see pafid 34). Since most insurance compani®ve a trading volume
below 8 bn. EUR, these companies are subject to the exchange of variation margin only. In
with a larger trading volume have the obligation to exchange initial margin, and this reduces
counterparty default risk substantis. Thus we prefer option 1 (pafd.61) for bilateral
transactions, if only the exchange of variation margin is required, and we propose to calcula
LGD with a higher recovery rate for transactions with an exchange of initital margin. For exa
a remvery rate of 10% corresponding to the factor 90% of the LGD calculation, can be repla
a recovery rate up to 50%. This reflects comparable levels of collateralisation between

transactions with CCPs referred to Art. 305 CRR and transactions wihndtigin requirement.
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Option 2 parall62) is not appropriate in our view, since the calibration of the factors x, y, z
the LGD calculation is crucial and the database mentioned may be insufficient for this calib

Simplification of thedok-through approach

GDV welcomes the EC request to EIOPA to review the simplifickdidhe lookthrough
approach in Art. 84 (3)f the Delegated Regulation (D&)d to suggest refinements to this
simplification. We s up gtendthe séope@Papplicatiorcobthes i
simplified approach of Article 84 (3) DR and to make it less costly and more widely applical
wel come EI OPA’ s proposals on simplificat

T the proposalt "t ;as“scedrsv & @noduatsriron thei20Pdlimix, |
1 the possibility to use the last reported asset allocation of the collective invest
undertaking or fund to calculate the SCR in cases where thethfwolgh approach
cannot be applied, and
T the possi bil i tofexposuresasewhemthedatget assegaldcation ig
available in the required granularity.

15.1

15.2

15.3

15.4.1
1200Wi t h regard to the data analysis on in
(ClY based on the annual porting template QRT S.02.01, GDV would like to point out, that i
our opinion S.02.01 underestimatehe volume of investments @IUs of German insurers. In
Germany insurers mainlyuseopenn ded speci al AI'F (so call
investments.

15.4.2 According to our estimates there is an enormous discrepancy between the investmpotiecke
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via QRT S.02.01 as CHés of 31/12/2016- and the actuainvestments in ClUs (rather @Dof
total assets than 8%). It appears, this is becausdoa of undertakingsn Germany-as of
31/12/2016—reported such special fundsvestments, which represent 20 or more of the
voting rights or capital of an undertaki
requirements on Participatiorss defined in Article 13(20) of Directive 2009/138/EC. This res
in a significant increase in reported investments in participations for tireial reporting of
31/12/2016.The German supervisory authority Bafin has consequently adapted its reporting
leaflet in April 2017. The clarifications given on that point have already led to a significant s
the reporting in Q3/2017: According to the figures available so far, the proportion of investm
reported as ClUs increased to%knd the proportiomf participations fell accordingly.

To avoid any wrong conclusions with regard to the amount and the importance of fund
investments for German insurers we recommend teex&luate the data from annual reporting
templates in 2017 with the data reportedoim Geman insurers as of 31/12/2017.

15.4.3

GDV wel comes EI OPA’s advice for simplifi
unit/index | inked pr oduc tasalydisrcanfinms thactheZdrémt
threshold night be inappropriate for insurance undertakings.g. for undertakings with a stron
focus on unilinked producs . T he pr op o sasséts far onit/ihdexalinkedeproducts
from the 20% limit, should reduce the burden for insurers when applyiadookthrough.

We also welcome the possibility to use the last reported asset allocation of the collective
investment undertaking or fund to calculate the SCR in cases where théhimalgh approach
cannot be applied. Since for some funds it is diffjaf not impossible, to receive all information
in the required |l evel of granularity, i n

simplifications. The possibility to use the last reported asset allocation to calculate the SCR
be areal relief and at the same time will lead to appropriate results from a risk management
perspective.

The additional requirement that the underlying assets are managed strictly according to the
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(current) target allocation or to the last reported assebadition, could be difficult to fulfill in its
practical application. It should therefore also be sufficient, if it is unlikely to expect, that the
allocation will change substantially in the near future and that the allocation is reviewed on
regular bas (at least yearly).

The extension of this simplification to groupings of exposures when the target asset allocati
not available in the required granularity is also welcomed by us. It should be sufficient, if the
groupings arerappliia¢eed”i maametrapmstead of
required.

15.4.4

As stated above, in principle we support the proposal for amending aticle 84 (3) DR. Since
be challenging to evaluate if the assets are strictly managed accordihg target allocation or
the last reported asset allocation, we suggest to amertitla 84 (3) DR as follows:

dyn 000 2 KiBagh apprisssh card fe applied to collective investment undertak
or investments packaged as funds, the Solv&apital Requirement may be calculated on the
basis of the target underlying asset allocatmnrthe last reported asset allocatioof the
collective investment undertaking or fund, provided such a target allocation is available to tf
undertaking and the nderlying assets are managed strictly according to this target allocation
to the last reported asset allocatioor it is unlikely to expect that the allocation will change
substantially in the near future and that the last reported allocation is rexdewea eqular basis
(at least yearly).

For the purposes of that calculation, data groupings may be used, providegeimit to
calculate all relevant submodules and scenarios of the standard formulagn appropriate
manner, and that they do not applyp more than20%of the total value of the assets of the
AyadzNI yOS 2NJ NBAYyadzNI yOS dzy RSNI | | Ay 3 dé

3b. Notwithstanding Article 84(3), where the letbikough approach cannot be applied to

investments in collective investment undertakings or investments peggd as funds which bac
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unit- and index linked obligations (for which the market risk is borne by policyholdets
Solvency Capital Requirement may be calculated on the basis of the target underlying asse
allocationor the last reported asset allocatin of the collective investment undertaking or fund
provided such a target allocation is available to the undertaking and the underlying assets g
managed strictly according to this target allocationto the last reported asset allocationr it is
unlikely to expect that the allocation will change substantially in the near future and that the
reported allocation is reviewed on a reqular basis (at least yearly)

For the purposes of that calculation, data groupings may be used, providegemsit to
calculate all relevant submodules and scenarios of the standard formuladn appropriate
mannerd €

Lookthrough approach at group level

16.1

16.2

16.3.1
1247 Itis not obvious that a subsidiary can always share its informationtiétgroup, e.g. due
to legal constraints.

16.3.2
GDV favors option b) since it is a simple approach which is also consistent to the procedure
level. It avoids additional effort for insurers to prepare data differently on the group and on t
sobo level. Furthermore, it remains unclear what exactly option a) would mean.

16.3.3
Lossabsorbing capacity of deferred taxes
EIOPA should obey theork programme given by the European Commissiétegardinghe loss
absorbing capacity afeferred taxesl(AC DY, EIOPA was only asked for a report about the sta
quo but not for any proposalsn their own EIOPA haalreadyacomplished the assigned task

17.1 with its first set of adviceH§IOPAB0S17/280).
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1259 1261 We agree that the variation in LAC DTaglyg explainedand justifiedby differences
in the tax regime Of course, such differences must be reflected in Solvency Il LAC DT. In
particular,in somejurisdictionstax loss carrforward is possible without a time limit. Thus, whe
demonstrating theutilisation ofnotionaldeferred tax asseté@DTA) the projection horizonfor
future taxable profitanust beunlimited, too. Ageneral cap wouldrbitrarily restrict the
recognition of the economic effect of LAC DT provided by the Directive

1264 If anychanges of the current legal situation regarding the recognition of LAC DT were
intended, the legislator has to change the Delegated Regulafiopervisory convergermctools,
such as Guidelines, @pns or Supervisory Handbogksin only addresproper application of
law by supervisors. However, they canebange the lawThus, they ar&egallyirrelevant for the
undertakings.

1266 We agree that proportionality should play an important roleisTiplies, among others,
that there should be no disproptionate high requirements on the utilisation of DTA.

17.2

17.3

17.4.1
Compliance with the minimum capital requirement (MCR) and==(ter the bSCR* shock loss
1296-1304 Solvencyl requires that (re)insurance undertakings have suific@vn funds to
survive the 206/eareventof unexpected losss. This is the solvency capital requirement (SCH
The undertaking must still have positive own funds if such a shock would have realised. Ho
it is of course not required that immediatediter the shock the undertaking complies with the
SCR again. Otherwise, the undertaking was in fact required to resist two consecutive indep
200yearevents, i.e. a 4M00-yearevent would be assumed.

17.4.2

Template comments

44/73




Comments Template on
Consultation Paper on EIOPA’s second set of advice to the European
Commission on specific items in the Solvency II Delegated Regulation

Deadline
5 January 2018
23:59 CET

If the undertaking is hit by an 28@arevent d unexpected losses and temporarily does not
comply with the SCR (or the MCR) anymore, this does not automatically hamper the possib
ulitise postshock DTA. For example, there may be a rapidgkéng or recapitalisation. Then, th
undertaking wil comply with the Solcvendyrequirements again and be able to use tax loss
carryf or wards. This is part of the undertak
Thus, it would not be appropriate to use a formulaic approach restricting thsideration of
future profits subject to posshock MCR or SCR.

Future profits stemming from new business

1308 It is misguided to demand that assumptions for developments after a shock should bg
more prudent than in the calculation of technical piigins. In the calculation of technical
provisions, a best estimate is required. In the analysis of a notionalshosk situation which ha
a 0.5% probability, a best estimate has to be considered, too. That means to assume a con
best estimate gign the occurrence of the shock, but not at all to set a more prudent assump
Otherwise, the 99.5%onfidenceevel given by the Directive was missed for sure.

1311 We agree that assumptions should be compliant with the Solvirfimework and in
particular be consistent with assumptions made in the calculation of technical provisons. Wi
calculating future discretionary benefitwhich arepart of the technical provisiondive insurers
have to project surplusses for many decades. Although unegytaicreases inevitably, they ha
to calculate a best estimate of payments due in remote future. In order to be consistent with
projections of future taxable profits must also not be capped arbitrarily and not be distorted
too prudent nonbestestimate assumptions.

1316-1318 It is important that such a threshold is not absolute but can be cleared out by fu
justifications.

1319-1320Q This possible implementation would not be appropriate (se@@ments orpara

1259/1261, 1308 and 1311).
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1321-1325 This possible implementation would not be appropriate (s@@ments orpara
1259/1261, 1308 and 13})1

Future profits from returns on assets

1327 Itis misguided to demand that assumptions for developments after a shock should bg
“ p r u dlethetanalysis of a notional pashock situation whicfitself has a 0.5% probability, a
best estimate has to be consideradain That means to assume a conditional best estimate g
the occurrence of the shock, but not to setather prudent assumptia. Otherwise, the 99.5%
confidencedevel given by the Directive was missed for sure.

1336 We agree that in the projection of future profits from new business, the liability helps t
determine when the projection should stop. This rationale has only tapgpdied in the section
“Future profits stemming from new businéss

1338-1341 This possible implementation would not be appropriate (se@@ments orpara
1259/1261, 1308 and 13})1

Future management actions
1344 We agree that deisking is at the fuildiscretion of the undertaking.

1349 Itis not a valid argument that deésking should not be recognised because it would mak
the proposed restriction on new business, which relates to MCR and SCR, less restrictive. ]
correct argumentis: Deaskingi s possi ble (see comment to
MCR and SCR may change soon after a shock. Thus, the proposed restriction has to be dis
while derisking should of course be considered relevant.

1351 It is plausible that undertakgs will perform some management actions increasing
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profitability only after a shocloss has occurred. An obvious example would be to cut future
discretionary benefits. Before the shock, these benefits might have been higher than presci
by law/contractbecause they are used as a marketing instrument. After ay2@@event of
unexpected losseghey may be cut overproportional in order to improve the financial situatio

Possible simplified calculation of LAC DT

1369 In general, we would appreciatea simplified calculation for LAC DT was introduced.
However, the definite drafting is crucial.

1370-1377 If TaxableEconomicProfiése adequately calculated, no further reduction facR¥is
needed.

1378 In the end, wthing is simplified if undertakgs nevertheless have to demonstrate that fis
profits will be available at the right time for the utilisation of the psbibck DTA*.

The Directive requires to recognise the economic effect oldse absorbing capacity of deferre
taxes (L& DT)n the SCR calculation. This is appropriate and must ndebaluated at the
technical levellf projections are arbitrarily capped or assumptions are too prudent, then the
calculation has ane-sided deviation leading to distorted resuliBhe 99.56 confidence level
required by the Directive cannot be met this way.

17.4.3
Risk margin
We welcome the review of the calculation of thekmarginbecausats current value is much
higher than necessary.

18.1

18.2

18.3
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18.4.1

18.4.2

We thinkaswe | | that EI OPA’ s estimati on f oiskmardine
should reflect the low dependence between underwriting risk and general equity risk. There|
the covariance of pure insurance risks with market returns &hbe usedor the calculationTo
apply abeta factor which refers to equity prices of listed insurers is not ajpiate.

18.4.3

We think that 3% is a prudent estimate for the Gat@.

19.1

Comparison of own funds in insurance and banking sectors

GDV welcoms t he Commi ssion’s request for EI

funds regulation in insurance and banking sectors. For the majority of European ins
companies which are either not listed on a stock exchange and/or are organized aal,|
cooperative or public sector companies, RT1 instruments are the only means to raise Tie
funds externally. Since these insurers do not have the opportunity to increase own fur
capital increases, RT1 instruments have a high significandbdadndustry. Moreover, also fq
listed insurers these instruments are important.

GDV wel comes EI OPA’s clarification that

permi ssible under certain condi t i idesspervisdry
authorities with the ability to consider an exceptional waiver on write down, if the solvency
position of the issuer would most likely be significantly weakened as a consequence of the
down. We acknowl edge padctzéble sodutior forfissuancesof RTh |
instruments. However, given the complexity of the functioning of these instruments in differg
jurisdictions and under certain stressed conditions we would like to explain potential challer]
that could derive fom the current proposal and highlight a number of additional concerns.

19.2

19.2.1

SCR is going concerrsolvency level Bank AT1 PLAM is effectively applicable in gone concg
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On

Thegoing concern naturef the SCR is well documented by Solvenbjréictive Art 138:
o If own funds fall below the SCR, insurers must restore compliance with the SCR
6 months(or 9 months if such extension is considered appropriate by the regulat
o In case of an industry wide crisis, time to SCR restoration cartbaded to7 years.
o If own funds are lower than the SCR, the insurer can continugyaig concern
(subject to a sufficiently high MCR coverage).
El OPA" s analysis for bank versus insur &
know a differetiation of SCR (going concern) and MCR (gone concern).
Originally, bank AT1 PLAM was intended as a going concern loss absorbency- jugigike
RT1. However, bank regulation has moved on, and the bank AT1 trigger levels &b&d,25
where applicake 70 are no longer considered going concern triggeirsvestors expect that
baikin will apply at much higher CET1 ratios and thus way ahead of PLAM.
Bank PLAM is therefore considerega@ne concerrtrigger by many market participants

group levelthe MCR can be breached while the Group SCR ratio still exceed#® 100

I n this paper GroupRICRU steo tcdhees dreirbme “t he “ mi
SCR” (Solvency 11 Directive Art. 230(2)
TheGroup MCR is the simpdem of solo MCRghe MCRTiering Limits (min 8T1, max
20%T2, no T3, no ancillary own funds) also apply to the Group MCR (Solvency Il Direct
230(2) refers to Art. 98(4) of the same Directive; see also the EIOPA Guideline 16 on G
Supervision (No. 1.47(c)).

ThesoloMCRs are factor based charges based on technical provisions, premiums and
at risk, subject to an absolute EUR amount floor.

Adding up solo MCRs ignores diversification between subsidiaries. The Group MCR is |
for the more complex group witmany subsidiaries than for another group with only few
large operating entites.

As mentioned above, there are stricter Tiering limit rules for the SCR than the MCR (bot
solo and group level).

On solo level, the regulatory ladder of intervention ensutes the SCR is always breacheq

ahead of the MCR. The reason is that T1 must exce#bbthe SCR, whereas the MCR is
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capped at max. &&of the SCR. Despite the stricter Tiering limits for-&&&rage, a MCR
ratio of less than 10must always coincideith an SCR ratio of below 190

= On group level, there is no cap for the Group MCR relative to the Group SCR. In fact, th
several cases where the Group MCR excee8sd3@he Group SCRAs a consequence, the
Group MCR can be breached even thougle froup SCR is still above 200

= |n this paper, we refer to a Group MCR breach with the Group SCR aldee stiigger
Ay OSNWe\Befér i gger inversion” both for ca
breached, and the Group SCR Ratio is betweefEdd 75%(i.e. the Group MCR PLAM
trigger is breached ahead of the %5 CR trigger), but also for the even more critical case
where the Group MCR is breached, but the Group SCR s still abdke 100

This unintended issue of trigger inversion is a realisigkrfor many large insurance groups,
observed on the basis of an analysis of 15 large Solvereyullated groups that together are
responsible for a large proportion of currently outstanding grewternallyplaced subordinated
debt. We have calculatedhé pro forma group SCR ratios (scope includes entities included vi
internal model or standard formula as we
(equivalent) insurers) after a shock to UT1 has been applied that reduces the Group MCR
covera@ foreachinsurance group to 10% The scope of the Group MCR ratio only includes
entities included via internal model or standard formula.

On average, the Group SCR is c&@Ben Group MCR is just about to be breached (this ave
would increase to @7%if one assumes that in such a shock, DTA (T3) would increase and fu
the actual remaining T3 headroom of those issuers as per year end 2016). For 5 groups, th
resulting pro forma Group SCR ratios would still be abov&dB@ger inversion forll three

triggers, i.e. cancellation/deferral, redemption and PLAM; 8 groups would be affected if you
for the full use of the remaining T3 headroom). The resulting pro forma Group SCR is lower
75%at Group MCR breach for only two of the 15 gsuand it is only for these two groups whe
PLAM would be triggered by the % CR trigger rather than the Group MCR triggeravoid

O2y FdzaAz2ys LI SIasS 6S gt NB GKFG GKS |yl f g

only the UT1 capital othe group of insurance entities included via internal model or standarg
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formula is assumed to fall, i.e. despite the significant shock to UT1 required to breach the G
MCR, the group SCR (and group MCR) were simply left unchanged. Also, other ptrés of
groups (D&A, OFS), if any, such as the other financial sectors and the D&A entities were le
unchanged, since they are not included in the scope of the Group MCR. In practice, this gh
as any other assumed shock scenatits of course unlikely tanaterialise in this way.
5SLISYRAY3 2y (KS akK2013x GKS 3INRdzZLI {/ w OF
point out that trigger inversion is possible, and that the risk of this happening is actually-non
negligible in our eyes. We are not aware a better approach to demonstrate this other than b

z

GKAA aAYLIES GakKz20] lFaadzvLliAzyeée GKIG Aa

Why trigger inversion should be avoided
= Trigger inversion is an issue that also extends to any discussion around résoland/or
bail-in for insurers:

0 More important than its effects for a functioning framework for RT1, T2 and T3 i
we explain below, trigger inversion is highly relevant in the context of resolution
and/or baitin for insurers.

0 Alogically consisterstystem with a regulatory ladder of intervention should ensurg
that the Group SCR (199 is always breached ahead of the Group MCR.

= RTL1:The consequences of trigger inversion for PLAM (RT1) are as follows:

o DR Art. 71(8) specifies that PLAM should applywupaignificant norcompliance
with theSCR . l nstead, on group |l evel, PL
100%write-off) when the group SCR is only marginally breachadpossibly not
even breached at all.

0 The 730SCR ratio trigger walilbe meaningless for most of the large groups.

0 There would be no-Bhonths cure period for many of the big groups even though {
Group SCR ratio would still exceed®0

o ln effect, trigger inversion woul dfori
PLAM suggested by EIOPA to avoid adverse tax effects is unlikely to apply in.pn

o Effectively, trigger inversion implies that PLAM can be triggered when the group

very much a going concern state, ipgtentially while own funds are stilsufficient to
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What could be done to avoid trigger inversion?

withstandanother* 4n-2 00 year event"”.
T2, T3The consequences for T2 and T3 are also unintentional, in our eyes:

0 The coupon deferral triggers for T2 can apply simultaneously with RT1 PLAM a
coupon cancellation, and even T3 defdnmay apply at the same time, too
(depending on the trigger inversion issue).

Contrary to this, bank regulation foresees a clear logiehrchy of capital

0 First step: RT1 coupon cancellatimay apply (breach of MDA buffer, CET1 ratio >1
1099, athoyh banks may be able to priori./

0 Second step: PLAM at a CET1 rati6.4234 in several cases <&/

0 Last step: T2 is not subject to any triggers for coupons or principal. It is only sub
the ultimate risk obaikin.

Importantly,A y {2 RI &tfiger iMvierbidn & drily marginally meaningful for the
marketability and pricing dRT1 (or T2, T3) at issuand®T1 can only be sold to investors
when investors view a trigger breach as highly unlikely at ireualrigger inversion does
matter in crisis, however, when regulatory capital instruments should function as intends
and when any additional (unintended) negative surprises for investors should be avoide|

A systematic ralesign of the Group MCR would require changes to the Solvency Il Direq
A potentfiiad” “wouulcck be t o amend the Grou
as to allow the Group MCR to be met withs02 and 5@ T1 (i.e. the marum T2 tolerance
that we believe is allowable according to the Solvency Il Directive).

In the absence of any changes to the Group MCR concept, PLAM as well as the cancel
deferral triggers for T2 and T3 deferral should not reference the Group MCHoid
unintended consequences. As a minimum, the proposed waiver for PLAM (aloiten)
should also be possible in case of a Group MCR breach.

19.2.2

19.2.3

Legal certainty is also required for writap
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PLAM for Bank AT1 is both partial and tempgr&Vrite-up provisions are reasonably clearl
defined (although complicated).

We strongly support the possibility of a writgy, unless PLAM truly only applies in winding
(gone concern) of the group.

We would therefore welcome EIOPA to make a transpastatement on writeup and clarify
what exactly EIOPA would deem as a hindrance to recapitalisation.

Without write-up, conversion instruments could be significantly less costly for issuers as
investors could at least profit from the upside in the staaheld post conversionin the case
of fixed price conversion (e.g. REWbls i
chance of RT1 investors even making profits upon conversion. In case of permanent wr
down, investor losses from writdownwould be permanent, the entire nominal could be
written-off potentially at rather high group SCR ratios. It is not clear why \daven
instruments should be disadvantaged in this way.

If no legal certainty is achieved on write up, the Ated insurersvould find it difficult to
issue RT1 instruments at reasonable prices. Conversion instruments are not available- f
listed insurers. In particular insurers in the legal form of a mutual, cooperative or public
company are dependent on the marladdility of a write down instrument for RTidsuance.

19.2.4
19.2.5
19.2.6
The differences between PLAM for bank AT1 and insurance RT1 are substastiah when
considering the suggested EIOPA chande&gen though we acknowledge that cait
differences between bank and insurance instruments make perfect sense, as highlighted in
introductory comments, we do note the following
Bank PLAM isiggeredin gone concernlnsurance PLAM is potentially triggeredgaing
concernSCR levelsand it can be triggered simultaneously with mandatory deferral on T
(and in case of trigger inversion even simultaneously with mandatory deferral)pwhi@reas
19.3 bankT?2 does not require deferral at all.
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= Bank PLAM via W/D can temporary. Write-up is eylicitly allowed for bank AT1. EIOPA s
far has not commented on writap, there seems to be a risk that regulators would prefer
write-down to be permanent.

= Bank PLAM via W/D can partial —insurance PLAM is likely to be full, potentially even
wherethe GroupSCR isot or only marginallypreached(trigger inversion).

=  We recommendhat insurance PLAM should also apply only in a gone concern to align g

least in a logical sense with the manner PLAM works within banking regulations, which
tun should be déined by regulators rather than by an automatic reference to the group
MCR (avoiding the identified trigger inversion risk in the current regulations).

Anther important difference between bank and insurance own funds regulation includes lim

system
)

Inome jurisdictions, we understand t
once T1 falls to less than &®f the SCR, as exisiting T2 and T3 then no longer ca
as eligible own funds. In these jurisdictions, the SCR ratio could fall fro¥a(®@th
T1 at 520 to 4%%6due to a 2breduction of T1 to 4% I n such a ca
suggested linear approach to writlown is not applicable. We are not aware of an
similar effects in banking.

There is also a “cliff isimdlicgtlgbasedon&Tla t
(the RT1 limit of 2&bof total Tier 1 implies that RT1 is limited to%26f UT1)If UT1
falls by 100, the maximum eligible amount of Rdllsby 25. If the T2/T3 headroom
fully exhausteda loss of 100 reducestal eligibleown funds by 12%ltogether.
There is nsuchcliff effect with respect to bank AT1.

PLAM in insurance can only lead to an improvement of the key regulatory metriq
ratio) if it leads to a reversal of a prior cliff effect. In banking, PLAM alwayases
the key regulatory metric, the CET1 ratio.

19.4.1

1454 and 1456The very high quality of RT1 should not be underestimated for the following

reasons:

a) The quality of RT1 fermallyat least as good as that of equity.
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a) The quality of RT1 i®rmally at least as good as that of equity
Permanence: RT1 is as good as equity

b) PLAM doesiotincrease the quiity of own funds in a meaningful way.

c) PLAM magvenreduce the quality of RT1 as it can have adverse effects ofinduecial
stability of the undertaking.

d) Even without PLAM, RTd.formallymore risky for investors than T2 or T3.

(0]

(0]

(0]

Loss absorbency with respect to distributions: RT1 is of higher quality than equity

RT1lisperpetual. Since incentives to redeem are prohibited, market participants
regard RTlasswal  ed “True Perpetual s”.

In contrast, perpetuals with a coupon stejp (incertive to redeem) are expected to
be called at the stejup date, unless the issuer is in a severe crisis.

For True Perpetualike RTlinvestors expect a call only when it makes economic
sense for the issuer to do so, i.e. when the old bond can be repktdeder cost (or
when RT1 exceeds the@0imit). L YLIR2 NI yit &> ¢S NBEFSNJ
observations in No. 20.3 (item 1525Market data does demonstrate that investors
price True Perpetuals likeank AT1 and RT& the nextexpectedcall dae. Given the
considerable spread tightening in recent months, the expected call date for man
True Perpetuals is actually the next call date. However, this is only true because
investors assume that the issuer can, and will, call the old AT1 bond ancissue
cheaper cost replacement ATEor those bonds where it is not economically
attractive to call, ipeeptoustpfi ba:
that the instrument will never be called (at least not in the near future).

From a rgulatory perspective, the qualifpermanencepf RT1 is additionally
protected as calls are always subject to prior regulatory approval. Note that we
understand that a repurchase of equity is not subject to prior regulatory approva
some EEA jurisdicins.

Consequently, in terms gbermanence, thequality of RT1 is aat least as good as
equity.
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o0 RT1 distributions (coupons) are fully discretionanpdrticular, dividerd pushers and
dividend stoppers are prohibited by EIOPA Guidelines.
0 As aresult, RT1 investors can be subordinated (!) to equity investors:

o0 Interms of loss absorbency via cancellation of distributions, RT1 is of higher qud
than equity.

0 The same is true for bank AT1. Both bank AT1 and insurance RT1 atiskigh
products for investors-only where issuerbave anincentive totreat RT1/AT1
investors fairly-and not worse than equity investorswill investors be prepared to
invest in such products (the need of an issuer to access the RT1/AT1 bond mar}
the future is such an incentive to treat RT1/Amleastors fairly today).

0 The current demand for RT1/ATL1 is strong despite these risks for RT1 investors
that many market observers are not sure whether this favourable demand situat
will also prevail in a more normal yield environment.

Loss absorncy (and subordination) with respect to the principal: RT1 is at least as goo(

equity
o Both equity and RT1 add to the stack of capital that does not count as a liability
insolvency-they both countas (aii ns ol vency) “equi $sgt”
liability test.
o0 The sum of RTZ msnadl veerud yt ye  Uiatnyt”i) he

An issuer can decide to cancel all RT1 coupons in eternity, irrespective
i ssuer ' s f i na n)cTheaskuerrcanadneéthelesé sontihue ®©
pay equity dividends, or even do share buybacks etc. Soltealtlgws issuer
to subordinate RT1 investors to equity investensote that PLAM is not
required for this.

Importantly though, equity dividends cam lseen as effectivelgumulative,
whereas RT1 distributions are explicitign-cumulative (without
compensation or other “upside”).
equity investors can be compensated with higher dividends in the future,
and/or recoery/future upside in the shares.
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unexpected losses as it helps to avoid insolvency due toiodebtedness

o Ignoring PLAM, losses do not reduce the accounting value of RT1, only dupfity.
While the absence of a reduction of its accounting value does not signal that RT
higher quality than equity, it certainly does not mean that RT1 is any weaker eith

o PLAM doesot change the relative quality of equity and RT1 fropoéicyholder
perspectivee i t her , as it Il-emayvelsvemey s¢ gargt
increase in equity due to writdown or conversion is compensated by a fall in RT]
(ignoring any potentially adverse tax effect of PLAM).

0 InsurancePLAM occurséof or e equity is wi ped ou
investors, including reduced futuRT 1Icouponexpensedor the benefit of
shareholdersn a going concern scenario

0 RT1 can contractually rank senior to equity in insolvency. However, whditiéiab
exceed assets, 4 heopwvewcgerguotfy” ant
consideration-i.e. effectively, RT1 and equity investors rank pari passu in liquida

o Interms of loss absorbency (and subordination) via the principal antp®T1 can
indeed be junior to equity in circumstances that are not entirely unrealistic, caus
' G@FtdzS OGN yaFSNE FNRBY 0adzZJJ2aSRf &l
claimants.

= Consequently, RT1 investors afermally - exposed to more risk thaequity investors in
realistic scenarios.

b) PLAM doegot increase the quality of own funds in a meaningful way
= PLAM does increase UT1, but only at the expense of falling RT1. PLAM therefore does
increase the amount of capital. Moreover, it also does foomallyincrease the quality of
capital:
0o Both UT1 and RT1 allow cancelatiomistributions
0 Both UT1 and RT1 amly perpetual (maximunpermanencg.
o0 Both UT1 and -iRdlslo lawan ayw” “equiity, whi
liability test does not count as a liability.
»= There is no meaningful benefit from PLAM for policyholdinrsnally RT1 is of equal or evern
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higher quality than equity.

Itis true that RT1 creates different investor expectations than equity. RT1 can only be s
investorsif there is a reasonable certainty that RT1 investors will not be subordinated to
equity investors. Rather, in practice RT1 investors expect to be treated preferentially to
investorsunless the issuer experiences a severe crisis

To understand wat this means for the relative quality of equity and RT1, note that
reputational issues and signalling cons
well. Some insurers may pay equity dividends in order to signal strength, even though
prudencewould suggest otherwise. However, please also note that insurers are typicall
much less dependent on capital markets financing than banks egputational pressures
that may prohibit issuers from cancelling RT1 coupons (or equity dividends) arecaigiyfi
lower than for banks, where short term refinancing requirements are substantial.

At the margin, it is still to be expected that cash flows to RT1 investors in forms of
distributions will be stopped at a later stage than equity didvidends.

Therefore and despite the formally very high quality of RT1, we agree with EIOPA that H
should be limited (more reasons to limit RT1 are provided in our commeR0ah3below).
The important point to note here is, however, thabnce a crisis is indeed seveia. most
definitely at times of a PLAM trigger breaeRT1 gives issuers (and, indirectly, regulators
lot of power to impose losses on investors (through coupon cancellgimentially in
perpetuity) and maintain all funds within the insurer fos bng as is deemed necessary. In
times of crisis, the quality of RT1 is at least pari passu to equity (if not better as coupong
cancelled vs. dividends that are effectively only deferred (cumulative)).

PLAM mayevenreduce the quality of RT1 as it ndhave adverse effects on the financial
stability of the undertaking
No. 1456states that the primary objective of PLAM is to supgorancial stability at times of
stress. We think that there is a risk that PLAM will rather harm financial stabilitystiygvort
it:

o Financial stability is not supported when PLAM results in the issuance of a poter

large number of shares without increasing own funds by a single Euro. Since th
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(0]

d) Even without PLAM, RT1 would be much more risky for investors than T2 or T3

(o

market value of conversion RT1 can be expected to match the value of likergle
shares at the time of conversion, there-igh theory—at least an offset to the share
issuance in the sense that liabilities of equal market vahgecancelled via
conversion However, to restore a healthy SCR coverage, an additional large sca
capital increase may be required, and any additional supply of shesaling from
PLAMis not helpful for this additional capital raising. We are convinced that RT1
offers all necessary rights to impose extensive losses on RT1 investors without §
issuance-and thus without this potential challenge to recapitalisation.

As outlined above, PLAM is a contractual subordination of RT1 investors to equi
investors. At issuance, RT1 investors effectively ignore this subordination risk ag
trigger eventis deemed extremely remote. However, when a PLAM trigger event
becomes more likely, the inversion of the hierarchy of capital will manifest itself,
investors in conversion RT1 may try to skeetl shares in anticipation of the
imminent trigger breachSuch uncoordinated sales will certainly not contribute to
orderly trading in the issuer’s shat
effort.

Financial stability may be harmed in the wetsise scenario where eligible own fun
could evendll incase of adverse tax effects from PLAM isevere crisis.

The combination of true perpetuity and discretionary cancellation makes RT1
significantly more risky than T2 (dateabt even discretionardeferral let alone
cancellation).

Even without PLAM, RT1 allows the insurer to stop all cash flows to RT1 investq
effectively wipe -owhitebeindableio pay eqgsity adividends
the same time.

RTlcat ains “vul-idgrea fwwomdtwuirekTund” we
no need to reaccess the capital markets for additional RT1, the vulture fund coul
stop all payments to RT1 investors in eternity.

T2 and T3 do not pose anywhere near conafde risks for investors.
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Some regulators (like APRA) do not require going concern insurance PLAM

We note that Australian (APRA) rules for subordinated insurance Tier 1 require PLAM (con
onlyatPoint OfNotvi abi | i t AtPQNVEhOmI&H insurer has become gone
concern To our knowledge, PONYV is not defined by a particular solvency ratis ratter
determinedby the relevant regulatory bodies. Depending on when PONV occurs, PLAM ma
course be justifiable and sensible. ImportgnPLAM at PONV does not have unintended
consequences, assuming that boeotuht "e gsuiiniuyl t
shareholders before RTolders—but not in the inverse sequence). We note further that Base
rules do not require PIM for equity accounted bank AT1. While European regulation
nevertheless requires PLAM for any European bank AT1, other important regulators ¢e.g. U
regulation) do not-none of the US bank AT1 has been issued with PLAM. APRA does requ
PLAM for Austradin bank AT1 at the earlier of PONV (i.e. as determined by the relevant
regulatory body) and a CET1 ratio of 5.%@%hereas insurance AT1 requifesAMonly atPONV
(and not at a specific solvency ratié} the time of drafting bank AT1 rules, a CETbrati
5.128%was viewed as a going concern trigger level (the Basel 3 Pillar 1 minimum for CET1
4.5%). Todayhowever,PONV is generally expected to be reached at much higher CET] aati(
consequently the PLAM of European bank AT1 is generally exptecbe triggered only in a gor
concern situation

1455 It is conceivable that PLAM leads to an increase in the SCR ratio

= Atrigger breach most likely coincides with a significant fall of UT1.

= Assuming meaningful issuance of RT1, the fall in UTleadrtod Of A F F(se€ GuF S O {
comment on 19.3 above). *“Cliff effects”
eligible due to Tiering limit restrictions

= PLAM increases UTWhich in turn cameversea prior cliff effect As a consequerg¢ PLAM
maypotentiallyleadto an increase irligibleown funds.

= However, there is no guarantee that this happens. Of course, the currently envisaged cl
do —at the margin- incentivize high levels of T2/T3 as well as RT1, with lower UT1 lev&
likely consequence. This cannot be intended, in our eyes. Also, these instrusmne s
perpetual nature Scenarios that may seem remote today might become very real in the
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potentially very long life of the instruments.

19.4.2

We support the EIOP/Aopition that there is a stronge case not to align the Principal Loss
Absorption Mechanism with the banking regime.

We note that a UT1 trigger would not solve the fundamental weakness of the insurance PLA
which is that it typically does not lead to artirase-and may even lead to a decreasef the
key solvency metric for insurers, the SCR ratio. Insurance PLAM also does not increase the
of capital in crisis, because of the very high quality of RT1 (as outlined extensively in our co
onsection 19.4.1). Note that in crisis, the high quality of RT1 will come to full force (ability to
terminate all cash flows to investors indefinitely) independent of PLAM.

19.4.3

Clarity regarding writeup would be welcomed.

The suggested waiver forwetR2 gy 0 G2 k5¢é¢ 0 @g2dzZ R 06S 4SSt 02

= The waiver can help to avoid the most glaring of the unintended consequences that PL/
may have, namely a reduction of the SCR ratio. However, the way it is currently worde
its applicability in practice

= Given therisk of trigger inversion (see our comment section19.2.1), there is a reasonablg
chance that the Group MCR will be breached even though the Group SCR is not. The W
must not be granted if the group MCR is breached. It can be shown that in thigtvad®/D
may cure the breach of the Group MCR, matyat the same timeaesultin a breach of the
Group SCRhis cannot be an intended consequence of insurance PLAM, in outdsasy,
the concept of the Group MCR would be amended, but this would riegichanges to the
Solvency Il Directive. In the meantime, a breach of the Group MCR in case of trigger
inversion should not trigger PLAM. We therefore believe the waiver should be amended
accordingly.

»= |n some jurisdictions, conversion can equally leathi@ble profits and a fall in the SCR rat
(via a reduction in T3 (DTA) or via an increase in tax liabilities and a fall il\WWi&iyer

should therefore equally be possible for conversion or alternative PLAMSs.
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Recalculation of SCR and calculation obsequent writedowns
= Because of its adverse impact on investors, the application of PLAM requires legal certg
The same is true for mandatory cancellation of RT1 coupons, albeit to a lesser extent, g
the overriding risk for investors is the conttaal right to cancel coupons on a fully
discretionary and nortcumulative basis.
= For PLAM, to avoid litigation risk all trigger ratios (group and/or solo SCR/MCR) must by
properly calculated, which requires a fully consolidated MVBS to determine own toifes
used as a basis for the SCR/MCR calculation.
= Even the for large insurance groups, the consolidated MVBS is only established on a q(
basis, and typically audited only annually. Small and medium sized insurers may prepat
fully fledged MVBS dyonce a year, suggesting more flexiblecedculation periods may be
sensible.
= LYy LINIOGAOS:T F GNRIISNI oNBI OK OFy (KSNEH
legally sound wayIn addition, the result will typically be known onib3veeksafter the
guarter-end date. More frequenassessmentare good approximations onliput arguably
not reliable enough from a legal perspective to effect PLAM thereon.
= Since all cash flows can be stopped on RT1 at any time, there is no particular neaddsr
PLAM anyway.
= Most importantly, this means that a meaningful three months cure period as foreseen by
DRArt. 71(8)(c) would need to work as follows:
o E.g. the issuer announces in M2§27 that the SCR ratio as per-@027 has fallen to
say, 904
o Fromthis date on, the issuer knows with certainty that a capital increase is requi
within a short time frame (3 months)this could be very little time left in casm
equity prospectus needs to be preparéar said capital increasend given any
holidayseason or blackut periods (no issuance window).
0 Assume the issuer is fast and raises capital in July 2027. This will only impact th
ratio as per Q2027, the ratio as per Q2027 may still be insufficient.
o In order for the 3months cure period to ke appropriate, a breach of the SCR shou
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be possible for the 6 months period between the two relevant accounting dates
(from Q12027 to Q32027).

o Other than the original 6 months period, we see no reason why further sdotgns
should not be assessed omjaarter-by-quarter basighereafter. However, any capita
increasethat occurrsafter the relevant accounting date, but before the figures for
last quarter have been established and published, should reduce (or eliminate) {
need for such subsequentrite-downs.

= The proposed.2Art. 71 5bis(ajequireswrite-down in full rather than allowing partial write
downwhen the Group MCR is breached

0 Breach of the Group MCR is arguably intended to reflect an extreme situation w
the group may neetb be wound down. In such (supposedly) severe circumstanc
equity investors should have been effectively wiped out, and RT1 investors shol
arguably sustain a maximum loss, too (0l oss absorbency”
perspective).

0 Given the possibtly of trigger inversion, the intituive sounding prohibition of partig
write-down at breach of the Group MCR may not make sense, however. Own fu
may stil!] be s unf2f0i0Ci eretart ce veemvter ia e
valuable, and wipingut RT1 bondholders would inverse the hierarchy of capital.

0 In case of trigger inversion, it is also possible tha0®owrite-down maycure the
Group MCR breach, batg.because of a reduction of T3 (DTAgy simultaneously
leadto a breach of the GroupCR (waiver in Art. 70bis must not be granted if the
Group MCR is breachpdVe believe that this cannot be intendedther.

0 We therefore recommendb allow a PLAM waiver also in case of a group MCR
breach, which requires that L2 Art. 5 bis should be chage®d NX I R & ( NJ
listed in paragraph 8a)-6 O 0 €

» The proposed Art. 71 5bis(a) prohibits a limitation of wdtavnwhen Group SCR falls belo
75%
o Similarly, for large insurance groups tlaaie expected tassue the majority of total
19.4.4 outstanding RT1he 796SCR trigger level is likely to be breached long after the
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Group MCR has been breached (see trigger inversion comments in 19.2.1. aboy
This significantly reduces the applicability of the linear wridevn mechanism.
0 Please see also ouomments orcliff effects undesectionl 9. 3 “ Li mi t
are not known to exist in banking. They are also relevant to this section.
o0 We therefore recommendb allow a PLAM waiver also in case of a group MCR
breach.
» The three months time frame in Art. 71 5ter ay need to be extended to a longer period ir
order to allow it to be meaningful in practice.
= Please clarify the timing of subsequent wrdewn in view of our comments in 19.4.3.
(Recalculation of SCR and calculation of subsequent-doitens).

19.5.1

Jarification: PLAM can reduce own funds not only because it creates a tax liability, but also
because it can lead to a reduction of DTA (T3): in case of a trigger breach, the issuer may [
subject to high tax losses carried forward, which in turn can yeonaid in a DTA (T3). The profi
from PLAM can reduce T3 own funds result in a tax liability thereby reducing UT1.

19.5.2

1485 It is not just an assumption that Bank AT1 PLAM is indeed triggered at a very low (go
concern) level and thus later thansurance PLAM. As explained in our comment on 19.2.1 al
AT1 PLAM is triggered at a level thdor all practical purposes must be considered gone
concern. RT1, however, is triggered at a level thatthin the Solvency Il frameworkmust be
corsidered a going concern level.

1489 We are not aware of a single EEA jurisdiction where the amount of bank AT1 has acty
been subjected to a haircut for potential tax effects in the EEA. We therefore strongly suppq
currently envisaged EIOPA appch to foresee exceptional waivers instead.

19.5.3

= There is no experience with waivers of this kind, and we therefore recommend not to
prescribe specific deadlines today.
In case a waiver were to become relevant, the respective regulator would nestide in
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reasonably short time to avoid market uncertainty.

The waiver as worded in Art. 70bis is not excluded for the case26$TR mandatory nor
MCR breachWe think this is sensible, as we cannot see any level of the SCR where it is
any sense beneficial to policyholders if the SCR ratio is reduced furtlemvever, the
drafting of Art. 70bis (irparal496)is not in line withtheE | OP A’ s c | mar s
paral49s

The waiver should also be granted for conversion where necessaryndiegeon tax
jurisdiction).

A waiver should also be possible if the the SCR ratio is less th@7ess than 10%for
longer than three months), and, given trigger inversion, also when the Group MCR is
breachedWe can see no level of the SCR wherisiin any sense beneficial to policyholdel
if the SCR ratio is reduced further.

We therefore recommend to allow a PLAM waiver also in case of a group MCR breach.
Importantly, the SCR ratio may decrease because of a reduction of DTA (via lower tax |
carried forward) Thewordingof Art. 70bis (b)(i) only refers to tax liabilities and is too narr
in our eyes.

19.5.4
19.6.1
19.6.2
19.6.3
New wording for tax and regulatory calls
= We appreciate that tax and regulatory calls may no lorsggomaticallyrequire equivalent
repl acement irrespective of the issuer’
= Regulators are expected to approve a call without replacereitif the post call solvency
ratio is sufficiently high, i .the posttafl solveinay
and 1086 SCR/MCR. For this, it is irrelevant how old the instrumenths same regulatory
decision is expected for a tax call after three years, or an ordinary call after 15~ymast
19.6.4 call solvency ratios always matter.
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At the same time, it is not clear why only tax and regulatory calls should be possible with
replacement in the first five years if
To summarize, all calls are subject to prior approval, and approval to call without
replacementcan always (including 10+ years post issuance) only be granted if the post
solvency is sufficiently high (i.e. appropriate margionceptshould apply at all times). At
the same time all extraordinary calls should be possible without replacementaty times
as long as solvency remains sufficiently high after a call.

It should be ensured that necessary grandfathering rules are implemented to further allg
considering outstanding SIl RT1/ T2 bonds as own funds.

19.7

15091511 Please refer to oucomments orsection19.2.1 on trigger inversion, why it should b
avoided, and what could be done about it.

1513 Please refer to our comments @ection19.4.3 (sukheader: Recalculation of SCR and
calculation of subsequent writdowns).

1514 Weare © S LIG A OF £ 1 Co22ydAiS NBLA2NAiEA | §

1516 Please refer to comments @ection19.4.3. The waiver should also be applicable for
conversion instruments, as well in case of a Group MCR breach.

Partial conversion does make intuitive sense when it is sufficient to restore of the SCR.
Please notehat the impact of conversion on the SCR ratio may well be better (or less bg
with partial instead of full conversio-the same is true forwritel o wn. The “-o0
down or conversi on a mégdaperidingooa the tax pirisdiaion ang
tiering limit effects.

However, partial conversion is complex, and there is very little (if any) experierttpavtial
conversion in practice.

Instead of adding even more complexity (and room for contractual errors) via partial
conversionwe think the waiver for W/D should be broadened to conversitmavoid the
worst case outcome from conversiapa further reduction of solvency ratios
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Write-up: Please see comments saction19.2.3.

20.1

Capital instrurents only eligible as tier 1 up to 20% of total tier 1

20.2

20.3

1525 Concerns around para 1525, which is believed to not give a fair reflection

I KAIKSNI O2dzLRRYy R2Sa y20 Fdzi2YlGAOFEt& A
Consider two instruments, both with arte of five years and no call rights. By definition, the
permanence of the two instruments is identical. Assume that the only difference is that
instrument A has a fixed rate coupon, and instrument B has a floating rate cowmeontBs
Euribor plus spread)lf—as is typically the caseEuribor (fixed for 3nonths) is lower than the
risk free rate (fixed for 5 years), the initial coupon of instrument B will be lower than that of
instrument A. However, arbitrage ensures that the expected present valhetbfinstruments is
identical-the 3-months Euribor is expected to increase over time, which would increase the
future coupon of instrument B after the initiatf@onths period for which Euribor was fixed. Sol
mar ket partici pantmoreexpehsive ctahan i ins$ r u mmeedier t
all, the initial coupon of the fixed rate bond will be higher, and an issuer may have a differer
expectation with respect to the expected future Euribor rates than the matkstortantly,
0K2dZAKSNXKISYy yDS¢ 2F 020K AyadNHzySyda Aa A

Analysing market data; AT1 and RT1 trade to thexpectedO | f £ RIFGSX 6 KA OH
(true perpetuity), but may be thenext call date

We are not sure based omhat market dda EIOPA concludes that investors tend to price
instruments to the‘nextcaltd at e . EI OPA"s conclusion i s
up (incentive to redeem) which cannot qualifyR$1 For True Perpetualike AT1 and RT1 is
only correctto extent that investors are convinced that issuing replacementatTiie next call
date would becheaperfor the relevant issuer than leavirige existing ATbond outstanding
instead
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We view permanence as a quality criterion for capital as meaningfualy to the extent it
LINR G SO0G & 0 KS A aaismSNalGightrdy erdideg Beisbuer ti Sadenoney
by calling and replacing an instrument with an equivalent lower cost instrument, permanang
not negatively impacted Permanenceequires that there is no need for the issuer to call an
instrument even thoughit would be very expensive or impossible to issue a replacement
instrument. Given the impressive tightening of AT1 spreads in recent quarters, the reset col
of exsting AT1 (rsk free rate plus original credit spread) look high compared to the new cou
that the same issuers would have to pay today for a replacement AT1 (risk free rate plus lo
current spread). Many ATZ1 -chaol nld; dutlomdy dledause dcall
and replacement allows the issuer to save mormportantly though, if credit spreads were to
increase significantlfrom today, many of these bondsvill start i NI RS -peypeptuityd i 2
Ol &A &¢ 2Xxy BnéaxBAIIRE f ¢i.e.donvestdrsiwould no longer expect the bonds to be
calledat the next call date

Market observation¢ simultaneouslylaunched dualtranche AT1 trades
The vast majority of bank AT1 and RT1 are issued witkcalkal fixed/fixed reset coupon
structure which verks as in the following example:

= Perpetual bond with issuer call rights
the first seven 7 years).
=  Coupon
o Until first first call date / first seven years: fixed at thgéar risk free rate at issnae
plus “original”™ credit spread.

0 Thereafter: reset every 7 years to theen-prevailing 7-year risk free rate plus
“origina credit spread.
= Note the following difference:
0 The interest rate risk is limited fbyears because t he “nentsfk
the bond will be readjusted to the market rate every 7 years.
0 Thecreditspreadisnoti@dj ust ed. It i s eperbetualdreditv €
risk?”.
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It is challenging to determine whether a particular exisiting AT1 with fixed/fixed resgion is
likely to be called at the next call date, or not. You need to know the fixed credit spf¢iael

exisiting ATLbont hi s spread is generally avail ahb
mar ket spread” that t paytodanifitevaniedte igsaeran egoivalént
newAT1 (not directly observable). If the current market spread is lower than the exisiting sp
the issuer will be expected to call the instrument at the next possible call date. If not, the
assumptionis hat the bond is “truly perpetual?”

An easier way to test whether bonds are truly priced to expected call rather than always pri
the first/next call is to compare the credit spread of two otherwise identical AT1 trades ibsue
the same issuer on the same date, where
spread would imply that the spreads ddentical ornot materiallydifferent for a noncall period
of, say,10 years and a noeoall period of say 5 yeas. If, instead, it can be deemed very likely tf
issuers will always call the bond at the first call date, the spread should be lower in case of
non-call periods.

From the table below, you can see that credit spreads are broadly identicsihdoltaneously
launchedtranches, irrespective of the necall period. The spread for a shorter roall period

can be even higher than that of a | onger
having call rights from year 5 on (rather thanly from year 10) puts investors at greater risk

H ’
(i ssuer call when the old bond’s spread
upside from investors).
USDATL

Coupon Coupon

Issue Date Issuer Curr Amount Maturity Call Date Structure until first call thereafter PLAM type ISIN
23/09/2014  MORDEA BANEK AB UsD 1,000 Perpetual 23/09/2019 PerpNCS 5.500 Swap +356.3bps WD USESEE7FDAMZI
23/08/3014 NORDEA BANK AB usD 500 Parpatuzl 23/09/ 2024 ParpNC10 £.135 Swap +338.Bbps TWD USE5557 DA LSS
17/08/2014 HSBC HOLDINGS PLC usD 1500 Perpatual 17,/01/ 2020 ParpNCE 5.625 Swap +362.6bps EC US404280AR04
17/09/2014 HSBC HOLDINGS PLC usD 2,250 Parpatuzl 17/09/ 2024 ParpNC10 8.375 Swap +370.5bps EC US404280A 585
16/04/2015  ING GROEP NV usD 1,000 Perpetual  16/04/2020  PerpMCS £.000 Swap +444.5bps EC US455837AE2L
16/ 04/2015 ING GROEP NV usD 1250 Parpatuzl 16/04/ 2035 ParpNC10 6.500 Swap+ 444.6bps EC US456837A FOS
10,/08/2015 ROYALBK SCOTLND GRP PLC usD 2,000 Perpatual 10,08/ 2020 ParpNC5 7.500 Swap +580bps EC US7E0093C)48
10/08/2015 ROYALBK SCOTLND GRP PLC uso 1,150 Perpatusl 10/08/ 2025 ParpNC10 8.000 Swap +57 2bps EC USTE0093CK 11
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Market observation¢ insurance bonds

Very few RT1 bonds have been issuedatedHowever, you may want to look into the trading
performance of the Tier 2 style US$ denominated True Perpetuals issued by several insure
Q32016 (AllianzISIN: XS1485742438; ANSIN: XS1489814340; Prudenti8IN XS1488414464
and Zurich ISN: XS1449950663). These bonds were issued infixdde coupon format, a
small niche market that is only rarely accessible. These bonds are very sensitive to change
interest rates, given the absence of a reset. When USS$ interest rates incregsiidantly from
mid-September2016on, t he prices of these bonds f ¢
highlyunlikely to investors that these bonds would be called. It can be shown that these bon
where then t rHapderdp eotnsis,ang gt omedyieltb-c al | ” basi g
¢KS GNIRAY3I LISNF2NXIYyOS 2F GKS&aS o02yRa A
these bonds; investors did no longer expect that these bonds will be called on their first call
date.

1522/1526: Thetransitional arrangements in Art. 308b of the S2 Directive apply to instrumen
issued prior to the publication of the DR (January 2015). For the RT1 instruments issued in
and thereatfter (e.g. Gjensidige, Protector Forsikring, RSA, a.ghe ocarrently marketed
TopDanmark RT1), and for any further transactions issued between today and the
implementation date of changes to RT1 criteria (e.g. higher trigger letraisgjtional
arrangements are requiredor these instrumentgo continue to qualify as intendedrisk of
relegation into T2 or disqualification from own fund3his is also truen casethe contemplated
changes to the DR with respect to early calls would lead to a disqualification (not expected)
which case transitional arraegients would be warranted, in our eyes, too.

20.4.1

20.4.2

Our comment orsection20.4.3 explains why we strongly oppose the removal of a limit for R

Increasing the 7% SCR trigger to 8®does not improve the quality of RT1.
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20.4.3

Our extensie comments orsection19.4.1. explain whygurrentRTlinstruments areat least the
same quality as equity. It also explains thatpractice, insurers will treat RT1 investors senior
equity investors as long as the insurer is healtragnd hence paymestto RT1 investors will stop
at a later stage than payments to equity investors. While this is a voluntary decision by issu
which can be prohibited by regulators, we think that RT1 should be limited.

The following reasons support limiting RT1 despit® very high quality

= Equity investors are the owners of the insurer, only equity investors have voting rights. |
of a crisis, existing equity investors typically play a crucial role in a recapitalisation exerg
Contrary to this, RT1 investors grassive providers of capital. They take no part in decisiq
making and invest on the premise that the risk of a crisis is highly remote. It is unlikely
RT1 investors would play the same role as equity investors in any recapitalisation
irrespectiveof whether or not they become equity investors via PLAM.

= Equity benefits from a well established statutory legal framework, whereas RT1 and bar
are largely contractually defined.

= Equity is tried and tested in crises. Contrary to this, there is bmliged experience with ban
AT1 and insurance RT1 yet. In their current form, these instruments have only been iss
duringthelast®% years, and absent Banco Popul a
with respect to a writeoff or conversion opublically placed benchmark AT1.

With regard to the alternative provided by option 2, i.e. strengthening of the quality of

Restricted Tier 1 should the 28limit be changed we note the following:

= |nthe comment on 19.4.1, it is explained that the quadityRT1 capital is formally at least a
good as that of equity. The benefit and justifiability of trying to further strengthen the qug
of RT1 is questioned. There is seen an increased risk of unintended consequences.

20.4.4

21.1

Draft Impact Assesment
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