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1. Introduction

1.1 This background documents sets out the analysis that EIOPA’s technical
advice for the 2020 review is based on. The impact assessment for the advice
is set out in a separate background document.

1.2 For each policy issue the analysis is structured as follows:

Extract from the call for advice - taken from the call for advice that the
European Commission made to EIOPA in February 2019

Previous advice - earlier advice from EIOPA or its predecessor CEIOPS
relevant for the policy issue

Relevant legal provisions - provisions from:

— Directive 2009/138/EC of the European Parliament and of the
Council on the taking-up and pursuit of the business of Insurance
and Reinsurance! (hereafter “Solvency II Directive”)

— Commission Delegated Regulation (EU) 2015/35 of 10 October
2014 supplementing Directive 2009/138/EC of the European
Parliament and of the Council on the taking-up and pursuit of the
business of Insurance and Reinsurance (Solvency II)? (hereafter
“Delegated Regulation”)

— Technical standards for Solvency II

Other regulatory background - where relevant regulatory background
other than Solvency II

Identification of the issue

Analysis

1.3 The advice resulting from the analysis is set out in the main document of the
Opinion.

103 L 335,17.12.2009, p.1.
20JL12,17.1.2015, p.1.



2.LTG measures and measures on equity risk

2.1. Introduction

2.1 The Solvency II Directive includes the following long-term guarantees

2.2

2.3

2.4

measures (LTG measures) and measures on equity risk:

Articles Name of the measure

77a Extrapolation of the risk-free interest rates

77b, 77¢C Matching adjustment (MA)

77d Volatility adjustment (VA)

106 Symmetric adjustment mechanism to the
equity risk charge

138(4) Extension of the recovery period

304 Duration-based equity risk sub-module

308c Transitional on the risk-free rate

308d Transitional on technical provisions

The LTG measures were introduced in the Solvency II Directive through
Directive 2014/51/EU of the European Parliament and of the Council of 16
April 2014 amending Directives 2003/71/EC and 2009/138/EC and
Regulations (EC) No 1060/2009, (EU) No 1094/2010 and (EU) No 1095/2010
in respect of the powers of the European Supervisory Authority (European
Insurance and Occupational Pensions Authority) and the European
Supervisory Authority (European Securities and Markets Authority) (Omnibus
II Directive)® in order to ensure an appropriate treatment of insurance
products that include long-term guarantees. The measures on equity risk
should ensure an appropriate measurement of the risks arising from changes
in the level of equity prices in setting the capital requirement for insurance
and reinsurance undertakings.

Article 77f of the Solvency II Directive requires a review of the LTG measures
and the measures on equity risk by 1 January 2021. The review consists of
the following elements:

e EIOPA annually reports on the impact of the application of the LTG
measures and the measures on equity risk to the European Parliament,
the Council and the Commission.

e EIOPA provides an opinion on the assessment of the application of the
LTG measures and the measures on equity risk to the Commission.

Based on the opinion submitted by EIOPA the European Commission submits
a report on the impact of the LTG measures and the measures on equity risk

30JL 153, 22.05.2014, p.1



to the European Parliament and to the Council. The report will be
accompanied, if necessary, by legislative proposals.

2.5 EIOPA has provided annual reports on LTG measures and the measures on
equity risk (LTG reports) since the start of Solvency II.# EIOPA provided the
last LTG report in December 2020.

2.6 The LTG reports are factual and do not include recommendations on the
measures. They present information on the use of the measures and on their
impact on the financial position of undertakings, on policyholder protection,
on the investments of undertakings, on consumers and products, on
competition and level playing field in the EU insurance market and on financial
stability. In addition the first three reports had different thematic foci. The
LTG report 2016 analysed in particular the approval processes for the
measures and the technical information on the relevant risk-free interest rate
term structures and on the symmetric adjustment to the equity risk charge.
The LTG report 2017 put a focus on the public disclosure on the measures by
undertakings and the LTG report 2018 on the risk management of
undertakings in relation to the measures. The LTG reports are in particular
based on the responses to annual information requests to NSAs and insurance
and reinsurance undertakings.

2.7 Related to the review of the LTG measures and measures on equity risk EIOPA
received a Call for Information from the European Commission in April 2018.°>
Accordingly, EIOPA should provide information on the liquidity of insurance
liabilities, on the asset management of insurance undertakings, in particular
the holding period of assets, on LTG measures and on the market valuation
of insurance liabilities. EIOPA will respond to the call in December 2019. The
response will be published on EIOPA’s website. In order to collect information
for response EIOPA issued a request to stakeholders for feedback on illiquid
liabilities in 2018.°

2.8 For the purpose of this Opinion EIOPA carried out an information request to
the NSAs and to the insurance industry from May to June 2019 on the LTG
measures, the dynamic volatility adjustment and long-term illiquid liabilities.

2.9 The draft advice on LTG measures and measures on equity risk provided in
this consultation paper is in particular based on that information request, the

4 See https://www.eiopa.europa.eu/sites/default/files/publications/submissions/eiopa-bos-16-
279_ltg_report_2016.pdf,
https://www.eiopa.europa.eu/sites/default/files/publications/reports/2017-12-
20_ltg_report_2017.pdf, https://www.eiopa.europa.eu/sites/default/files/publications/pdfs/2018-
12-18_Itg_annualreport2018.pdf,
https://www.eiopa.europa.eu/sites/default/files/publications/reports/eiopa-ltg-report2019.pdf and
https://www.eiopa.europa.eu/sites/default/files/publications/reports/eiopa-bos-20-706-long-term-
guarantees-ltg-report-2020.pdf.

> See
https://register.eiopa.europa.eu/Publications/Requests%20for%20advice/Request®%20for%20infor
mation%202018-04-25.pdf.

6 https://www.eiopa.europa.eu/content/review-illiquid-liabilities-and-analysis-potential-
implications-request-feedback-launched_en.
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2.2,

LTG reports 2016 to 2018 and the preparatory work to respond to the Call
for Information.

Extrapolation of risk-free interest rates

2.2.1. Extract from the call for advice

3.1. Extrapolation of the Risk-Free Interest Rate term structure (Art.
77a)

In order to ensure that the rules applicable to the last liquid point in the
Solvency II Risk-free interest rate term structure ensure its stability in
different market situations, including market crisis situations and periods of
increasing interest rates, EIOPA is asked to provide evidence, for all
currencies of the Union, on criteria to determine the last liquid point. As a
minimum, evidence should be provided on the value of the last liquid point in
accordance with the following criteria

e the depth, liquidity and transparency of swap and bond markets in a
currency;

e the ability of insurance and reinsurance undertakings to match with
bonds the cash-flows which are discounted with non-extrapolated interest
rates in a currency;

e for all relevant maturities, the cumulative value of bonds with maturities
larger than or equal to the relevant maturity in relation to the volume of
bonds in the market.

This evidence should be provided at the very least for the time period 2016-
2018, and ideally several years further in the past, including to the extent
possible periods of market stresses and increased interest rates, and be
accompanied by a variation analysis of those parameters relevant for
determining the last liquid point per currency.

If EIOPA’s analysis suggests inappropriateness of any currently implemented
last liquid points, EIOPA is requested to provide a comprehensive impact
assessment of potential modifications to these last liquid points on volatility
of insurance and reinsurance undertakings’ own funds and solvency coverage
ratio, as well as on financial stability. This impact assessment should be
provided in a sufficient level of detail, as a minimum on country level.

2.2.2. Previous advice

2.10 In October 2009 CEIOPS issued technical advice to the European Commission

in respect of the determination of risk-free interest rates for the valuation of
technical provisions. This included, amongst others, a set of criteria which the
relevant risk-free interest rate term structure should meet:

a) No credit risk: the rates should be free of credit risk.
b) Realism: it should be possible to earn the rates in practice.

c) Reliability: the determination of the rates should be reliable and robust.


https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Final-Advice-on-TP-Risk-free-rate.pdf#search=CEIOPS%20interest%20rate

2.11

2.12

2.13

d) High liquidity: the rates should be based on financial instruments from
deep, liquid and transparent markets.

e) No technical bias: the rates should have no technical bias.

Regarding long maturities, CEIOPS stated that the extrapolation of the risk-
free curve significantly impacts the present value of long term insurance
liabilities and that therefore the technique of extrapolation needs to adhere
to these criteria, with the exception of liquidity. Moreover, CEIOPS noted that
“high volatility of long-term discount rates can cause substantial changes in
the value of liabilities and thereby lead to procyclical effects”. Therefore,
CEIOPS proposed that next to meeting the above criteria, the choice of the
extrapolation technique should also take into account the effect on financial
stability. CEIOPS did not prescribe a method for extrapolation at this stage
but intended to set out a set of principles during the Level 3 process.

This advice was followed by a quantitative impact study (QIS 5) in 2010
where a concrete set of interest rate term structures had to be determined.
For that purpose, the non-extrapolated part of the risk-free interest rate
curves was delivered by the industry. Instead of basing the curve on available
government bond rates (as CEIOPS had advised), inter-bank swap rates
adjusted for credit risk were used as an input for the non-extrapolated part
of the curve. The extrapolation based on this input was performed by EIOPA.
For that purpose, a macroeconomic extrapolation technique was chosen to
arrive at the extrapolation beyond the last available data point. This technique
is quite similar to the current way of extrapolating the interest rate term
structure as it was already based on the Smith-Wilson methodology and the
assumption of an ultimate forward rate (UFR) which was at those days set at
4.2% for most of the currencies.

The discussion on the adequacy of the extrapolation method and its
parametrization continued following the QIS5 exercise and was part of the
negotiations on the Omnibus II Directive on the “LTG package” starting in
2011. A further impact study, the so-called long-term guarantees
assessment, was performed by EIOPA at request of the legislator, and
technical findings” were provided in 2013, including technical findings on the
extrapolation. The focus of this assessment was the specification of the
convergence speed to the UFR, not the setting of the UFR nor the choice of
the last liquid point (LLP) being the maturity where the extrapolation starts.®
Therefore, EIOPA did not provide recommendations in this respect. The report
however noted, in line with the previous CEIOPS advice, that the
extrapolation technique has a strong influence on the variability over time of
technical provisions of insurance contracts providing long-term guarantees.
The report reflected that an appropriate balance is necessary in order to

7 See

https://register.eiopa.europa.eu/Publications/Reports/EIOPA_LTGA_Report_14_June_2013_01.pdf

8 The

Terms of Reference for the long-term guarantees assessment stipulated that only a proposal

for the speed of convergence should be tested
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reconcile the aim of financial stability (overcoming volatility) with the aim to
provide for a realistic valuation according to market practices (prevention of
bad risk management incentives).

2.2.3. Relevant legal provisions

2.14 The determination of the risk-free interest rate term structure and in
particular the extrapolation is specified in Article 77a of the Solvency II
Directive and Articles 43 to 48 of the Delegated Regulation. According to
Article 43 of the Delegated Regulation, insurance and reinsurance
undertakings shall be able to earn the rates in a risk-free manner in practice
and the rates shall be reliably determined based on financial instruments
traded in a deep, liquid and transparent financial market The preference as
reference instrument is set out to be interest rate swap rates (cf. Article 44
(1) of the Delegated Regulation). The extrapolation method is based on
forward rates converging to a UFR that takes account of expectations of the
long-term real interest rate and of expected inflation (cf. Article 77a, 4th
sentence of the Directive and Article 47 of the Delegated Regulation). Further
specifications on the UFR are set out in Article 47 of the Delegated Regulation.

2.15 With respect to the UFR, EIOPA developed a methodology allowing for a
regular quantification of the size of the UFR, which was published in April
2017.° The determination of the risk-free interest rate term structures,
including the setting of the UFR and the determination of the currently applied
last liquid points for all currencies is set out in EIOPAs technical
documentation on the risk-free interest rate?°.

2.16 The last liquid points for all currencies are derived on the basis of a "DLT
assessment” which analyses whether the individual maturities of the
reference instruments can be derived from deep, liquid and transparent (DLT)
markets. Only financial instruments which are considered to stem from DLT
markets are included in the determination of the risk-free interest rate term
structure. The interest rates for the missing maturities are interpolated and
extrapolated on the basis of the Smith-Wilson method. Article 77a of the
Solvency II Directive sets out that the determination of the relevant risk-free
rate term structure should also take into account whether the market for
bonds is deep, liquid and transparent. It stipulates that for maturities where
the markets for the relevant financial instruments or for bonds are no longer
DLT, the relevant risk-free interest rate term structure shall be extrapolated.

2.17 Recital 30 of the Omnibus II Directive specifies that the LLP for the euro under
market conditions similar to those at the date of entry into force of that
Directive to be at a maturity of 20 years. It also sets a target for the
determination of the risk-free interest rate term structure in outlining that it

° See https://www.eiopa.europa.eu/sites/default/files/publications/pdfs/17eiopa_2017-04-
05_ufr_press_release.pdf?source=search.
10 gee https://www.eiopa.europa.eu/tools-and-data/risk-free-interest-rate-term-structures_en.
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should avoid artificial volatility of technical provisions and eligible own funds
and provide an incentive for good risk management.

2.18 Recital 21 of the Delegated Regulation further specifies the so-called “residual
volume criterion” for the euro. This states that ,..the market for bonds
denominated in euro should not be regarded as deep and liquid where the
cumulative volume of bonds with maturities larger than or equal to the last
maturity is less than 6 percent of the volume of all bonds in that market."

2.19 The risk-free interest rates for the euro are derived from swap rates. The LLP
applied for these interest rates is currently 20 years. The choice of this LLP is
not based on the liquidity of swap markets, but as mentioned above the result
of several provisions of Solvency II that restrict the LLP:

2.20 Article 77a requires that bond markets are deep, liquid and transparent up to
the LLP, also where the interest rates are derived from swaps.!?

2.21 Recital 30 of the Omnibus II Directive states that is should be possible to
match liability cash-flows up to the LLP with bond cash-flows (matching
criterion).

2.22 Recital 30 further states that under market conditions similar to those at the
date of entry into force of the Omnibus II Directive the LLP for the euro should
be 20 years.

2.23 In June 2017 EIOPA adopted a new methodology for carrying out the deep,
liguid and transparent assessment of financial markets (DLT assessment).
According to that methodology, as applied on data for 2016 and 2017, the
maturities for which the swap market for the euro is deep, liquid and
transparent are 1 to 15, 20, 25, 30, 40 and 50 years. The assessment further
showed that the depth and liquidity for the maturity of 30 years was higher
than that of 20 years.

2.2.4. Identification of the issue

2.24 Reliability and robustness of the term structure (also in times of market
turbulence or crisis) are important prerequisites to ensure a robust
supervisory system. Limiting volatility of long-term discount rates might limit
pro-cyclical effects and thus have a positive impact on financial stability. On
the other hand, market consistency and the use of market information from
deep, liquid and transparent markets foster adequate risk management and
ensure an adequate level of technical provisions also having a positive impact
on financial stability.

2.25 In the last years, EIOPA gathered NSAs experience with the different LTG
measures including the extrapolation and shared these findings via the yearly

11 see also recital 21 of the Delegated Regulation

11



LTG reports. Different experience was reported by NSAs mirroring the above-
mentioned conflict between market consistency and stability of the interest
rate term structure.!? Responses received particularly focussed on the LLP
being set to 20 years for the euro. NSAs did not emphasise the need to
reassess the current derivation of the UFR or the choice of the speed of
convergence.

2.26 The European Systemic Risk Board (ESRB) published a report on the macro
prudential consequences of regulatory risk-free yield curves in August 2017.13
The report identified four requirements for regulatory risk-free interest rates:
realistic estimate of the time value of money, consistent application, adequate
risk management and limiting procyclicality. Based on these requirements the
report proposes with regards to Solvency II in particular to extend the LLP
for the euro from 20 to 30 years, extending the convergence speed from 40
to 100 years and blending the extrapolated part of the curve partly with
market data. Under current market conditions these proposals would result
in lower risk-free interest rates. The report notes that the exact impact of
changes to the risk-free interest rates on the insurers’ solvency should be
carefully assessed before arriving at a conclusion. The following sub-sections
outline a number of issues which are relevant for an assessment of the setting
of the LLP for the euro.

2.27 The information requests performed in the last couple of years by EIOPA on
the impact of the extrapolation on undertaking’s solvency position captured
the sensitivity with respect to the LLP as well as of the convergence speed
and UFR. Of those three parameters, the results identified the LLP to be the
most sensitive one in terms of impact on undertaking’s solvency position.

2.28 Against this background, the LLP for the euro being set at 20 years was
identified to be the major issue to review with respect to extrapolation of risk-
free interest rates. However, it is noted that any implications of the LLP
always need to be considered jointly with the setting and calibration of the
convergence speed and UFR.

2.29 Another policy issue was identified namely how to phase in any change of the
extrapolation acknowledging the high impact thereof.

2.30 The following sub-sections outline a number of issues which are relevant for
an assessment of the setting of the LLP for the euro (policy issue I). Next to
that information on the DLT assessment is included and the second policy
issues described.

12 see for example page 81 of the EIOPA’s LTG report 2018.

13 See ESRB: Regulatory risk-free yield curve properties and macro prudential consequences,
August 2017,
https://www.esrb.europa.eu/pub/pdf/reports/esrb.reports170817_regulatoryriskfreeyieltcurveprop
erties.en.pdf.

12



2.2.4.1. Issue I - Underestimation of technical provisions

2.31 The setting of the LLP implicitly impacts the size of interest rates in the
extrapolated part of the interest rate term structure. Starting with the LLP,
the extrapolation method ensures that interest rates converge smoothly to
the ultimate forward rate. Market information for maturities after the LLP are
not taken into account in the interest rate term structure; the extrapolated
interest rates can therefore significantly diverge from market rates.

2.32 The following graph illustrates the difference in interest rate term structures
as at year-end 2018 for the euro comparing the LLP of 20 years with an LLP
of 30 or 50 years.

LLP 20 LLP 30 LLP 50

2.33 After the LLP interest rates converge to the UFR, which is set at 4.05% at
year-end 2018. As the UFR is higher than the interest rate at the LLP, this
leads to an increase of interest rates after the LLP; the larger this difference
the steeper the increase after the LLP. This effect is symmetric - if the UFR
was lower than the level of the interest rate at the LLP, the extrapolation
would lead to a decrease of interest rates after the LLP. The size of such
effects depends on how the current interest rate level at the LLP compares to
the level of the UFR - the nearer they are, the flatter the forward rate curve
in the extrapolated part and the less relevant is the choice of the LLP for the
extrapolated interest rates becomes.

2.34 The same holds for the convergence speed. The current setting of the
convergence speed to 40 years leads to a situation that the UFR is reached
after 60 years for the euro. Where the convergence speed would be reduced,
e.g. to 100 years as proposed by the ESRB, more weight would be given to
the market rates and the UFR would be reached far later. This would also
increase market consistency.

2.35 In the current low interest rate environment, the difference between the UFR
(since end of March 2019 at 3.90% for the euro) and the level of swap rates
at 20, 30 or 50 years is still high, resulting in a high difference between the
observed level of swap rates and the extrapolated rates. This fosters the
supervisory concern that the technical provisions are underestimated as
interest rates for long-term maturities (and thus long-term liabilities) are
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discounted with too optimistic interest rate assumptions. In a situation where
a transfer of liabilities is necessary (e.g. where an undertaking no longer
complies with its SCR and/or MCR ), this leads to the risk that technical
provisions may not be sufficient to transfer the liabilities which might then
put policyholders at risk where rights need to be cut.

2.36 Strong movements in interest rates could be observed during the first
months of 2020, interest rates have dropped, in particular for longer
maturities reinforcing supervisory concerns. The following graph outlines this
evolution for the euro:

Evolution of Euro RFR in 2020
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2.37 In the undertakings’ balance sheet, this deficiency would show up in those
future years where the difference between observed swap rates and
extrapolated rates persists and undertakings actually earn a lower rate than
the interest rate used to calculate their technical provisions. In that situation,
the undertakings incur losses each year that reduce their own funds. Where
insurers have long-term liabilities valued with risk-free interest rates that are
too high, persisting losses from inappropriate discounting (where
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extrapolated rates are persistently higher than market rates) may make their
financial situation deteriorate and put policyholders at risk. Similarly, if
extrapolated rates would be below market rates undertaking incur yearly
gains, increasing their own funds every year.

2.38 This deficiency could also put at risk the protection of policyholders and
beneficiaries where undertakings pay out dividends or do other voluntary
capital distributions in times where technical provisions are underestimated.
This would lower the capital basis although this amount of own funds could
still be required to ensure sustainable solvency positions in the future where
interest rates persist to be lower than the extrapolated risk-free interest
rates.

2.39 Future decreases of the UFR mitigates the issue but does not solve it since
the level of the UFR is only decreasing slowly and will stay above current
market rates. The reason for the slow decrease is that the UFR changes at
maximum by 15 bps per year and that its real rate component is a long-term
average (since 1961). Furthermore the UFR includes an inflation component
of 2 percentage points and only gets lower than that amount when the long-
term historical average of real rates becomes negative.

2.2.4.2. Issue II - Risk management incentives

2.40 The determination of the LLP is not only relevant for the magnitude of risk-
free interest rates and consequentially the size of technical provisions and the
solvency position of undertakings. There are wider implications for the
governance of an undertaking.

2.41 Where the extrapolated risk-free interest rates differ from the market rates,
undertakings need to decide whether they hedge the risk as it is reflected in
their solvency balance sheet or whether they hedge the risk that actually
exists in the financial markets. Whether this makes a difference depends on
whether undertakings have liabilities with maturities exceeding the LLP.
Where the hedging is based on the extrapolated risk-free interest rates?4, it
reduces the volatility of Solvency II own funds, at least in the short term, but
may leave the insurer exposed to the risks of financial markets in the long
run. On the other hand, where undertakings decide to hedge the risks of the
financial market, it may increase the volatility of their Solvency II own funds.
For that reason the lower LLP may incentivise undertakings to base the
hedging on the extrapolated risk-free interest rates instead of hedging the
actual risk in financial markets.

2.42 The differences between hedging the risks of financial markets and hedging
the extrapolated term structure is illustrated by a sensitivity analysis. The

14 See for example: Greenwood, Robin M. and Vissing-Jorgensen, Annette, The Impact of Pensions
and Insurance on Global Yield Curves (December 29, 2018). Harvard Business School Finance
Working Paper No. 18-109. Available at SSRN: https://ssrn.com/abstract=3196068 or
http://dx.doi.org/10.2139/ssrn.3196068
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figure below shows the interest rate sensitivities measured in basis point
value (PVBP) to euro swap rates with different maturities if the euro liability
cash flows were discounted with the current basic risk free rate term structure
for the euro (LLP: 20) or a term structure based on market interest rates with
a flat extrapolation after a maturity of 50 years (market flat). The euro liability
cash-flows were taken from the illiquidity information request!® (see the next
figure below). The discounted value of these cash flows with the current basic
risk free rate term structure equals 3,600 billion euros.

2.43 As an example, a decrease in all DLT swap rates with maturities 8 to 12 years
with one basis point would increase the discounted value of these cash flows
by approximately 1 billion euros. To hedge against changes in swap rates
with these maturities undertakings would have to buy bonds or swaps with
these maturities and match this basis point value. Similarly, a decrease of
the 15 year euro swap rate with one basis point implies a, counterintuitive,
decrease in the discounted value of the liabilities of 1 billion euros. Where
undertakings hedge the extrapolated term structure against changes in the
swap rate with a maturity of 15 years they would have to (short-)sell bonds
and swaps with a 15 year maturity to match this negative basis point value.
(Short-)selling bonds and swaps would match the sensitivity of the regulatory
valuation of the liabilities, but is not a cash flow match as the cash flows
around the maturity of 15 years are all positive. Matching the regulatory value
of the liabilities would also imply to buy 4 billion euro PVBP of bonds and
swaps with a maturity of 20 years and no bonds and swaps beyond the LLP
of 20 years. These sensitivities are a consequence of the Smith-Wilson
extrapolation method in which the 15-20 year swap rate difference affects
the extrapolation after the LLP of 20 years. On the other hand, where
undertakings do hedge the risk in financial markets it would however have
unintended consequences in the solvency balance sheets.

2.44 The column ‘all’ is the total interest rate sensitivity measured in PVBP if all
DLT swap rates decrease by 1 basis point. In such a scenario the discounted
value of the euro liability cash flows increases by a bit over 4 billion euros.
The current basic risk free interest rate term structure for the euro thus
reduces the total interest rate sensitivity to interest rate changes with
approximately 30 percent, from 6 billion euros to a bit over 4 billion euros.
To hedge the total interest rate sensitivity undertakings it would thus suffice
to just match the liability cash flows for 70 percent. Thus, undertakings
hedging the risks in financial markets for more than 70 percent will typically
experience a higher volatility of excess of assets over liabilities than
undertakings that hedge for 70 percent.
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mation%?202018-04-25.pdf.
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Interest rate sensitivity
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2.45 If no sufficient bonds and loans are available to match liability cash-flows for
maturities beyond the LLP undertakings may use derivatives to hedge these
risks. Provided that the hedging instruments are understood by the insurer,
their application can be an effective risk-mitigation technique.

2.46 Overall, the LTG reports illustrated that the relevance of Solvency II
requirements in the decision making process of insurance undertakings’
investment decisions differ across different markets in Europe.!®* The
relevance of Solvency II requirements was identified to depend on local pre-
requisites, such as e.g. the presence and design of local statutory
requirements or national tax regulations.

2.47 However, where the Solvency II requirements play a relevant role in
investment decisions of insurance undertakings, any deviation of the interest
rate term structure used for the valuation of technical provisions from

16 See in particular the thematic focus on risk management in the LTG report 2018
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observable market prices may give the wrong incentives for adequate risk
management.

2.48 This was reported to be the case for one NSA which identified that the ALM
considerations and resulting decisions are particularly relevant when the SCR
ratio falls below a threshold; i.e. after an SCR breach an undertaking
matching its liabilities beyond the LLP to a large extent may feel itself forced
to reduce the amount of cash flow matching as the large extent of cash flow
matching implies higher regulatory own fund volatility and may thus further
weaken its solvency position.

2.49 No specific observations or evidence on negative risk management incentives
were observed by the other NSAs.

2.2.4.3. Issue III - Stability of the solvency position and impact on
financial stability

2.50 The volatility of interest rates used for the valuation of technical provisions
affects the volatility of technical provisions. The extent to which the volatility
of interest rates translates to a volatility of technical provisions and own funds
depends on the specifics of the risk profile of the undertaking concerned, on
the term of the liabilities and in particular on the degree of matching between
asset and liability cash flows.

2.51 Where undertakings are closely matched for all maturities, a deviation of the
interest rate curve for the valuation of technical provisions from market
information increases the volatility of own funds. Where undertakings have
very long-term liabilities and are not closely matched with corresponding
assets, an early start of the extrapolation increases the stability of technical
provisions and own funds.

2.52 There are concerns that undertakings in that situation may exhibit procyclical
investment behaviour when interest rates fall. The undertakings could buy
long-term swaps in order to improve their matching and reduce their interest
risk charge. This could put further pressure on the swap rates. Such
behaviour was analysed by the Bank for International Settlement!’ and it was
found that “declining long-term interest rates tend to widen the negative
duration gap between the assets and liabilities of insurers and pension funds,
and any attempted rebalancing by increasing asset duration results in further
downward pressure on interest rates.” The study also acknowledges that
“duration-matching strategies of long-term investors can amplify movements
in long-term interest rates”.

2.53 On the other hand, the study also shows that this behaviour does not depend
on market-consistent regulatory requirements. The study reports that from
2009 to 2014, i.e. before Solvency II when regulatory discount rates in
Germany were static, “"German insurance firms have tended to exhibit an

17 see https://www.bis.org/publ/work519.pdf, see also the study referred to in footnote 17
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abnormally strong demand response to a change in the price of long duration
bonds; that is they demanded more bonds with higher duration when their
prices (yields) were rising (falling).” A change of the LLP of risk-free interest
rates may therefore have no impact on this behaviour. The ESRB found mixed
evidence on whether market-consistent regulatory requirements lead to
procyclical behaviour of insurance undertakings.!® Furthermore, the concerns
about procyclicality have to be assessed in the view of the total impact of
extending the LLP on financial stability. A key feature usually identified to
strengthen the financial system is to reduce maturity mismatches.
Undertakings having matched their cash flows to a larger extent in advance,
experience lower losses from declining rates and are less forced to
procyclically reduce their risks by extending their asset duration and
subsequently further reduce rates.

2.54 There are also concerns that a late start of the extrapolation may put current
business practices of long-term life insurance at risk which mitigate risks not
only on the basis of a well-diversified portfolio but also over time. The early
start of the extrapolation allows undertakings to sell long-term business
against rates above the current market interest rates while not suffering a
regulatory loss or even realizing an increase in regulatory own funds. Pricing
new business against higher rates than current market rates would result in
losses with a later start of the extrapolation - at least in the current low-yield
environment; a later start of the extrapolation may thus increase the price of
long-term business. There are however different views whether Solvency II
should facilitate such business practices because they may not be sustainable
when interest rates are persistently low.

2.2.4.4. Evidence on DLT assessments

2.55 In the current legal framework, several provisions are relevant to specify the
LLP for the different currencies, see also description in annex 2.1.

2.56 The call for advice lists the following requirements:

The depth, liquidity and transparency of swap and bond markets

2.57 For the swap market, that implies a consideration on the number and notional
amount of trades to identify those maturities where the swap market is DLT.
This assessment is centrally performed by EIOPA consistently across
currencies based on specific thresholds chosen.

2.58 For the bond market the DLT conditions of Article 77a of the Directive are
equally important and primarily assessed on the basis of trade volume and
trade frequency.

2.59 Irrespective of whether swaps or government bonds are used to derive the
risk-free interest rates, the depth, liquidity and transparency of bond markets
limit the LLP for that derivation.

18 See ESRB: Regulatory risk-free yield curve properties and macroprudential consequences.
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Matching criterion:

2.60 The criterion is about the ability of insurance and reinsurance undertakings
to match with bonds the cash-flows which are discounted with non-
extrapolated interest rates.

2.61 This criterion is reflected in recital 30 of the Omnibus II Directive and is
motivated by the idea that sufficient bonds should be available to match the
insurance cash flows up to the LLP. For the purpose of implementing this
criterion bond cash flows and liability cash flows are compared per maturity
to assess the maturity when no longer sufficient bond volume is available on
the market to match the liabilities.

Residual volume criterion:

2.62 The residual volume criterion states that the cumulative value of bonds with
maturities larger than or equal to the relevant maturity in relation to the
volume of bonds in the market. This criterion is only applicable to the euro.

2.63 According to recital 21 of the Delegated Regulation the residual volume
criterion is part of assessing the depth, liquidity and transparency of bond
markets for the euro. For the criterion the maturity up to when most of the
bond volume (based on a threshold of 6%) is available on the market is
calculated. The bond market is not considered deep, liquid and transparent
at and beyond that maturity.

2.64 These three criteria are assessed in the following paragraphs to assess their
impact and relevance with respect to the stability of the interest rate term
structures used for the valuation of technical provisions. The aim of this
analysis is to include times of increases in interest rates and periods of market
stresses, so where data was available the analysis includes historical data up
to 2006.

2.65 In 2017 EIOPA revised the methodology for the DLT assessment with the aim
to improve objectivity of outcomes and their consistency across currencies
and to make use of newly available data like swap trade data and liability
cash-flow data.

2.66 The revision resulted in the following main changes:

e The DLT assessment for swaps is carried out on the basis of swap trade
data and in accordance with specified, uniform thresholds for all
currencies.

e The assessment of the bond market was fully specified, including a
specification of the matching criterion.

e The DLT assessment for government bond markets and general bond
markets is primarily based on trade volume and trade frequency of those
instruments.

2.67 The methodology is set out in annex 2.1.
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2.2.4.4.1. DLT assessment of the swap market

2.68 The following tables set out the results of the DLT assessment of swap
markets for 2016 to 2019. Maturities for which the depth, liquidity and
transparency of swap markets could be verified are marked green. For
maturities beyond 50 years the swap markets were not found to be deep and
liquid.

2.69 For years before 2016 appropriate swap trade data to assess the depth and
liquidity of swap markets per maturity are not available.

2.70 Annex 2.3 sets out a sensitivity analysis of the results with regard to the
thresholds for depth and liquidity.
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Outcome of swap DLT assessment 2016

Maturity|] EUR| AUD| BRL| CAD| CHF | CLP| CNY| COP| CZK| GBP| HKD | HUF [ INR|JPY| KRW| MXN|MYR|NOK| NZD| PLN| RON | RUB| SEK| SGD| THB | TRY| TWD| USD| ZAR

1y
2Y
3Y
aY
5Y
6Y

8Y

9Y

10y
11Y
12y
13Y
14y
15Y
16Y
17y
18Y
19Y
20Y
21Y
22Y
23Y
24y
25Y
26Y
27Y
28Y
29Y
30Y
31Y
32Y
33Y
34Y
35Y
36Y
37Y
38Y
39Y

40Y

41y
42y

43y

a4y

45Y

46Y

47Y
48Y

49Y
50Y
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Outcome of swap DLT assessment 2017

Maturity| EUR| AUD| BRL| CAD| CHF | CLP| CNY| COP| CZK| GBP | HKD | HUF [INR[JPY|KRW | MXN|MYR|[NOK| NZD| PLN| RON | RUB| SEK| SGD| THB | TRY| TWD| USD| ZAR

1y
2Y
3Y
aY
5Y
6Y

8y

9Y

10Y
11y
12y
13y
14y
15Y
16Y
17vY
18Y
19y
20Y
21Y
22Y
23Y
24Y
25Y
26Y
27Y
28Y
29Y
30Y
31Y
32Y
33Y
34Y
35Y
36Y
37Y
38Y
39Y

40Y

41y
42Y
43y

44y

45Y

46Y

47y

48Y

49Y
50Y
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Outcome of swap DLT assessment 2018

Maturity | EUR| AUD | BRL| CAD | CHF | CLP | CNY | COP | CZK | GBP | HKD | HUF | INR | JPY | KRW | MXN | MYR | NOK | NZD | PLN | RON | RUB | SEK | SGD | THB | TRY | TWD | USD | ZAR

1y
2y
3Y
4y
5Y
6Y
7Y
8Y
9y
10v
11y
12y
13Y
14y
15Y
16Y
17y
18Y
19y
20Y
21Y
22y
23Y
24Y
25Y
26Y
27Y
28Y
29Y
30Y
31y
32y
33y
34y
35Y
36Y
37v
38Y
39Y
40y
41y
42y
43y
a4y
45y
46Y
LYAd
48Y
49y
50Y
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Outcome of swap DLT assessment 2019

Maturity | EUR | AUD | BRL | CAD | CHF | CLP | CNY | COP | CZK | GBP | HKD | HUF | INR | JPY | KRW | MXN | MYR | NOK | NZD | PLN | RON | RUB | SEK | SGD | THB | TRY | TWD | USD | ZAR

1y
2Y
3y
ay

5Y
6Y
7Y
8Y
Y
1oy
11y
12y
13Y
14Y

15Y

leY
17y
18Y
19y
20Y
21Y
22y
23Y
24Y
25Y
26Y
27Y
28Y
29Y
30Y
31y
32y
33y
34y
35Y
36Y
37Y
38Y
39Y
40y
41y
42y
43y
44y
45y
46Y
47y
48Y
49y
50Y

25



2.2.4.4.2. DLT assessment of the bond market and the government

bond market

2.71 The following table set out the results of the DLT assessment for the
government bond market for 2016 to 2018. The assessment is carried out by

NSAs.
2016 2017 2018 2019
CHF 1 to 15 years 1 to 15 years 1 to 15 years 1 to 15 years
CZK 1 to 15 years 1 to 15 years 1to 12 years 1 to 15 years
GBP 1 to 50 years 1 to 50 years 1 to 50 years 1 to 50 years
1to5,7to9, |2-4,6, 7,9 and l1to5,7,8, 11
JR 11, 15 years 13 years 1to 12 years and 13 years
HUF 1 to 15 years 1 to 15 years 1 to 15 years 1 to 15 years
ISK 1,2,5,7,11, | 2,4,7,10and | 1,4, 7,10, 12 1,2,3,5,8
13 years 13 years years and 10 years
NOK 1,2,4,6t010 | 1,2, 4,6to10 1 to 10 years 1 to 10 years
years years
PLN 1 to 10 years 1 to 10 years 1 to 10 years 1 to 10 years
1to5,7,8,10
RON 1to >, 7,8, 10 to 12 and 15 1 to 15 years 1to 6,8, 9 and
to 12, 15 years 12 years
years
1,2,5,7and 1,2,5,7,10
SEK N/A 10 years 1 to 10 years years

2.72 The results for both the whole bond market coincide with those for the
government bond market.

2.73 For the euro and for non-EEA currencies comparable assessment have not
been carried out because trade volume and trade frequency data for
government bonds of those currencies are not available. With regard to the
euro a particular obstacle to the assessment is that there are no consistent
data across the euro area countries.

2.2.4.4.3. Matching criterion

2.74 The following tables set out the result of the matching criterion calculations
for 2016 to 2018. The matching criterion sets a limit to the LLP. The table
provides that limit or, where no limit applies, a dash. The calculation was
carried out for the whole best estimate as referred to in recital 30 of the
Omnibus II Directive and for an alternative where cash-flows from best
estimates for unit-linked and index-linked insurance are not included in the
comparison. The alternative approach results in the same or in higher limits.

2.75 The calculation is based on liability data from the regular supervisory
reporting of undertakings and bond data from the Centralised Securities
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Database (CSDB)!°. The liability data for 2016, the first year when
undertakings had to provide cash-flow information, may be affected by
reporting errors. The liability data for 2018 may not be complete because of
late data reporting. Adding additional liability data could reduce the LLP limits
that the matching criterion produces.

2.76 Compared to the LLPs currently used to derive the risk-free interest rates,
the calculated limits would have an impact on the LLP for the euro, the
Hungarian forint, the Norwegian krone and the Swedish krone by reducing
the LLP.

Limit to the LLP resulting from the matching criterion

Maximum LLP according to the matching criterion
All best estimate cash-flows Without cash-flows from
best estimates for UL/IL
insurance
2016 2017 2018 2016 2017 2018
EUR 10 15 15 10 15 23
CHF - - - - - -
CzZK 24 27 19 24 27 22
GBP - - - - - -
HRK 10 15 14 10 15 14
HUF 16 14 13 16 14 13
ISK - - - - - -
NOK 10 10 7 10 10 9
PLN 13 12 11 13 12 11
RON 11 10 13 11 10 13
SEK 10 6 5 10 9 10

2.2.4.4.4. Residual volume criterion

2.77 EIOPA calculates the residual volume criterion on the basis of CSDB data
which provides a limited data history. In order to assess the residual bond
criterion for a longer historical time period, a subset of the bond universe was
assessed based on information from Bloomberg. This subset was considered
sufficiently large and representative to investigate the results of the residual
bond criterion over time.

2.78 Based on the bond data from Bloomberg, the residual bond criterion was
assessed for the euro and other currencies. The outstanding volumes of bond

19 https://www.ecb.europa.eu/pub/pdf/other/centralisedsecuritiesdatabase201002en.pdf
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cashflows are displayed in annex 2.5. Based on a threshold of 6%, the results
are displayed in the following table.

Limit to the LLP resulting from the residual bond criterion - threshold

6%02°
EUR USD AUD JPY CHF GBP RON HRK
2006 22 25 13 19 43 49 14 n/a
2007 22 25 14 19 29 48 13 n/a
2008 21 25 13 19 28 47 12 n/a
2009 20 26 12 20 27 46 20 n/a
2010 20 27 12 20 26 45 19 10
2011 18 27 14 23 25 44 10 9
2012 20 27 15 24 25 43 15 8
2013 20 27 14 25 20 39 14 7
2014 20 27 15 24 19 38 13 6
2015 20 27 14 26 20 38 12 11
2016 21 27 14 27 21 39 11 10
2017 22 27 13 27 20 38 10 11
2018 22 27 10 27 20 37 10 11
2019 22 27 14 27 20 38 10 15
Q12020 22 27 14 27 20 38 10 15
Q22020 22 27 15 27 20 38 10 15
ISK HUF NOK CzZK PLN SEK
2006 19 14 26 30 22 16
2007 18 16 25 30 15 21
2008 25 15 24 29 21 20
2009 25 16 21 28 20 30
2010 25 15 15 27 19 29
2011 23 17 15 26 18 28
2012 22 16 14 25 17 27
2013 37 10 10 26 15 10
2014 36 11 10 25 14 11
2015 35 10 10 20 11 10
2016 34 11 10 19 11 10
2017 31 10 10 18 11 10
2018 32 9 13 17 10 10
2019 23 11 9 20 10 9
Q12020 23 11 10 16 10 9
Q22020 23 11 10 16 10 9

2.79 Annex 2.6 also includes a sensitivity analysis with respect to the threshold.

20 EIOPA has also analysed the total amount outstanding of bonds and jumps in the resulting LLP
are usually paired with jumps in the total amount outstanding in a certain currency.
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2.2.4.4.5. Implications of the DLT assessment

2.80 The DLT assessment evidence has the following implications for the financial
instruments used to derive the risk-free interest rates with significant impact.
The matching criterion was not taken into account in the implications.

Status quo on instruments used and | DLT assessment implication
LLP

CHF Swaps, LLP 25 New LLP 10

CZK Swaps, LLP 15 New LLP 10

GBP Swaps, LLP 50 New LLP 30

HUF Government bonds, LLP 15 Change to swaps, new LLP 10

PLN Government bonds, LLP 10 Change to swaps, LLP 10

RON Government bonds, LLP 10 New LLP 12

usD Swaps, LLP 50 New LLP 30

2.2.4.5. Introduction of changes to the extrapolation method

2.81 EIOPA acknowledges that the impact of the extrapolation varies depending
on the market situation of when a change of the extrapolation is
implemented.

2.82 In particular, as observed during the Covid-19 pandemic interest rates have
decreased considerably which influences the impact of the introduction of a
change to the extrapolation. As observed in the CIR, the impact was
considerably higher at Q2 2020 than at YE 2019 as tested in the HIA.

2.83 Therefore, it needs to be considered how changes to the extrapolation method
can be introduce when interest rates are extremely low.

2.2.5. Analysis

2.2.5.1. Options considered

2.84 In view of the descriptions above, EIOPA has considered several policy
options on the determination of the LLP (policy issue I).

Option 1: No change

Option 2: The LLP stays at 20 years for the euro and additional
safeguards are introduced in pillar 2 and 3

2.85 This option would target identified issues on risk management incentives with
the help of additional requirements in pillar 2 or pillar 3. The requirements
are as follows:
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e Insurance and reinsurance undertakings should be required to perform
prescribed sensitivity analyses on an extension of the LLP for the euro to
50 and include the results in the regular supervisory reporting (RSR)?!.

¢ Undertakings report the results of this sensitivity analyses in the SFCR to
foster transparency and market discipline.

2.86 Under this option the criteria for the determination of the LLP would be left
unchanged, in particular the reference to the bond markets.

Option 3: The LLP is increased to 30 years for the euro

2.87 The option aims to strike a balance between, on the one hand, improving the
market-consistency of technical provisions and avoiding problematic risk
management incentives and, on the other hand, the stability of technical
provisions and own funds.

2.88 The option would be implemented by introducing a general ceiling for the LLP.
Where the DLT assessment would show that financial instruments for
maturities beyond 30 are traded in deep, liquid and transparent market, as
currently for the euro swaps of maturities 40 and 50 years, they would not
be taken into account in deriving the extrapolated rates.

2.89 The assessment of the depth, liquidity and transparency of the bond market,
including the matching criterion and the residual volume criterion would not
be used anymore to determine which maturities of the swap market should
be used to derive the risk-free interest rates.

2.90 This option would target identified issues on risk management incentives with
the help of additional requirements in pillar 2 or pillar 3. The requirements
are as follows:

e Insurance and reinsurance undertakings should be required to perform
prescribed sensitivity analyses on an extension of the LLP for the euro to
50 and include the results in the regular supervisory reporting (RSR)?2.

¢ Undertakings report the results of this sensitivity analyses in the SFCR to
foster transparency and market discipline.

Option 4: The LLP is increased to 50 years

2.91 This option is in line with the outcome of the DLT assessment for euro swap
markets which shows that 50 years is the largest maturity for which swaps
are traded in deep, liquid and transparent markets.

2.92 The assessment of the depth, liquidity and transparency of the bond market,
including the matching criterion and the residual volume criterion would not

21 This could be implemented by adding another column in S.22.01. in the annual QRT.
22 This could be implemented by adding another column in $.22.01. in the annual QRT.
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be used anymore to determine which maturities of the swap market should
be used to derive the risk-free interest rates.

Option 5: An alternative extrapolation method is adopted

2.93 Rather than moving the LLP, EIOPA has analysed an alternative extrapolation
method, specified in annex 2.6. This option would not only affect the risk-free
interest rate term structure for the euro, but for all currencies.

2.94 The alternative extrapolation method takes into account market data beyond
the current LLP; in the alternative extrapolation method the LLP is referred
to as the first smoothing point, FSP. The weight of these data corresponds to
their reliability measured by the DLT assessment.

2.95 Under this option, the criteria for the determination the maturities for which
market are deep, liquid and transparent would be left unchanged. The
reference to bond markets would remain and be implemented by means of
the residual volume criterion for all currencies. The matching criterion would
no longer be required.

2.96 This option would target identified issues on risk management incentives with
the help of additional requirements in pillar 2 or pillar 3. The requirements
are as follows:

e Insurance and reinsurance undertakings should be required to perform
prescribed sensitivity analyses, a reduction of the convergence parameter
to 5% and include the results in the regular supervisory reporting (RSR)?3.

¢ Undertakings report the results of this sensitivity analyses in the SFCR to
foster transparency and market discipline.

2.97 The impact of these options on risk-free interest rate term structure is
disclosed in the following graph.
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2'0% —\/
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0,0%
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23 This could be implemented by adding another column in S.22.01. in the annual QRT.
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2.98 For all of the options, additional safeguards are envisaged and outlined in
section 2.7 on risk management.

2.2.5.2. Impact of the options on the financial position

2.99 For the LTG reports 2017 and 2018 EIOPA has assessed the impact on
undertakings’ solvency position of increasing the LLP for the euro to 30 years.
Accordingly, at the end of 2016 the increase of the LLP would have reduced
the SCR ratio of undertakings with long-term cash flows on average from
240% to 211%. At the end of 2017 the SCR ratio of undertakings with long-
term cash flows would have fallen on average from 238% to 215%.

2.100 For this advice EIOPA has carried out an information request to 299
insurance and reinsurance undertakings with long-term liabilities about the
impact of an increase of the LLP for the euro to 30 years and to 50 years for
the end of 2018. The impact varies across countries. At the end of 2018 large
reductions can be observed for Germany (from 457% to 347% for an LLP of
30 years) and the Netherlands (from 212% to 144% for an LLP of 30 years)
while for other countries of the euro area the impact is on average around 11
percentage points for an LLP of 30 years.

2.101 The impact of an increase of the LLP on the SCR ratio of undertakings is
shown in the following diagrams. The first diagrams compare the current SCR
ratio with an SCR ratio resulting from an increase of the LLP to 30 and 50
years. The second set of diagrams show the absolute impact on the SCR ratio
in percentage points. The third diagram shows the impact of the alternative
extrapolation methodology on the SCR ratio. As the method was not included
in the information request, EIOPA has approximated the impact by
interpolation. For that purpose the alternative term structure is considered as
a combination of the term structure with an LLP of 20 and an LLP of 30. On
average over the different maturities, the alternative method is
approximately equal to 60 percent of the term structure with an LLP of 20
years plus 40 percent of the term structure with an LLP of 30 years. The
eligible own funds and the SCR under the alternative term structure are than
calculated as 60 percent of these values in the scenario with the LLP of 20
years and 40 percent of these values in the scenarios with an LLP of 30 years.

2.102 It should be noted that all SCR ratios include the impact of the transitionals
where it is applied. Furthermore, it should be noted that that the impact
displayed does not include the impact on the SCR of possible changes to the
interest rate risk calibration (see section 5.1). A change of the LLP or
extrapolation method could also have an impact on the interest rate risk
calibration.
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2.103 At EEA level, option 3 would result in a reduction of the SCR ratio by 30
percentage points, option 4 would result in a reduction of the SCR ratio by 49
percentage points and option 5 would result in a reduction of the SCR ratio
by 12 percentage points. The average change in SCR ratios is the highest for
undertakings in Germany and the Netherlands.

2.104 For each undertaking in the sample, the following graphs show the
individual solvency ratios in the baseline (including all other LTG measures
and measures on equity risk) against the solvency ratios in each of the
options (option 3 (LLP 30), option 4 (LLP 50) and option 5 (alternative
extrapolation method)).
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2.105 Each dot in the diagrams represents one undertaking. The type of each
undertaking is indicated by the colour of the dot. The horizontal axis relates
to the SCR ratio in the individual options. The solvency ratios in the baseline
are shown on the vertical axis. The SCR ratio of 100% that undertakings are
required to have under Solvency II is indicated by additional vertical and
horizontal lines. The more an undertaking is located away from the diagonal
line, the bigger the impact of the measures. The broken diagonal lines
correspond to an absolute impact of 50, 100 and 200 percentage points on
the SCR ratio.

2.106 The graphs show that the impact is very diverse across undertakings. Note
that only those undertakings are displayed in the graphs that do not exceed
500% of solvency ratio in the baseline or the scenario considered.
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LLP 50 years
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2.107 In terms of SCR ratio, 27 undertakings reported an absolute impact of
more than 100 percentage points for changing the LLP to 30 years. For an
increase of the LLP to 50 years, this was the case for 56 undertakings and for
introducing an alternative extrapolation method for 7 undertakings. The vast
majority thus reported an absolute impact lower than 100 percentage points

for all scenarios.

2.108 5 undertakings reported an SCR ratio below 100% for an LLP of 30 years.
This is the case for 13 undertakings in case of an LLP of 50 years and for 2
undertakings under the alternative extrapolation method.
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2.109 The box-plots below illustrate how the impact of the options compared to
the baseline (including VA, MA and measures on equity risk and equity
transitional) is distributed across undertakings, by showing the 1st and 3rd
quartiles and the median of reported impacts in percentage points. The
median of reported impacts does not differ significantly across the three
options, however the distribution of the first and second quartiles does vary
considerably. The widest distribution is observed for the increase of the LLP
to 50 years, followed by the increase to the LLP to 30 years and it is smallest
for the alternative extrapolation method. A humber of outliers are observable
with impacts even below -100.
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2.110 Regarding the alternative method (option 5), an impact assessment also
has to be made for other currencies than the euro. The table below shows
that for more than half of the currencies the LLP coincides with the First
Smoothing Point (FSP) used in the alternative method. For these currencies
the difference between the two curves is negligible. Also for currencies where
the FSP is earlier and market data is used until the LLP, but weighted based
on liquidity, the impact does not seem to be large. Annex 2.7 provides an
overview of the interest rate term structures for various currencies under the
current and the alternative method.

2.111 In general, the impact of the new methodology or a variation in
extrapolation depends on the market situation considered. See also the
impact assessment background document for further information on the
impact of the extrapolation as at YE 2019 and Q2 2020.

2.112 The following table compares the main parameters of the current method
(assuming updates due to the DLT assessment 2019) with those of the
alternative extrapolation method:
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LLP First smoothing Market data
point used until
EUR 20 20 50
uUsD 30 25 30
AUD 30 15 30
JPY 30 25 30
CHF 10 10 10
GBP 30 30 30
RON 12 10 12
HRK 13 9 13
HUF 10 10 10
NOK 10 10 10
CzZK 10 10 10
PLN 10 10 10
SEK 10 10 10

2.2.5.3. Assessment of the options in view of the issues identified

2.2.5.3.1. Impact of options on Issue I — Underestimation of technical
provisions

2.113 The graph included in section 2.2.4.1 already outlined the differences in
interest rates for the extrapolated part compared to market rates.

2.114 Option 4 (LLP of 50 years) would remove the underestimation issue. Option
3 (LLP of 30 years) and option 5 would partially address the issue while option
2 (LLP of 20 years with safeguards) would not address the issue at all. The
following table sets out the difference between technical provisions calculated
on the basis of all available data from deep and liquid swap markets (as
derived with a LLP of 50 years) and technical provisions derived with LLPs of
20 and 30 years as well as with the alternative extrapolation method. The
figures relate to 299 insurance and reinsurance undertakings with long-term
liabilities and reference date 31 December 2018. The results derived for the
alternative extrapolation method were not part of the information request but
are interpolated based on these data.
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Difference between technical Difference between technical Difference between technical
provisions with LLP 50 years and | provisions with LLP 50 years and | provisions with LLP 50 years and
LLP 30 years [EUR bn] LLP 20 years [EUR bn] with the alternative
extrapolation method
[EUR bn]
FR 3,1 11,4 8,1
AT 1,9 3,6 2,9
cYy 0,0 0,0 0,0
DE 12,3 23,7 19,2
DK 0,5 1,4 1,1
EE 0,0 0,0 0,0
ES 0,2 0,9 0,6
Fl 0,1 0,3 0,2
GR 0,0 0,1 0,1
HR 0,0 0,0 0,0
IT 0,4 2,2 1,5
LI 0,0 0,0 0,0
LT 0,0 0,0 0,0
LU 0,1 0,3 0,2
MT 0,0 0,0 0,0
NL 6,5 15,6 12,0
Sl 0,0 0,0 0,0
SK 0,0 0,0 0,0
BE 0,4 2,6 1,7
PT 0,0 0,0 0,0
IE 0,3 1,1 0,8
BG 0,0 0,0 0,0
Total 25,1 59,6 46,0

2.115 EIOPA updated that assessment as part of the CIR which included a
calculation of the LLP to 30 years for the euro and its impact on technical
provisions.

2.116 For the total CIR sample, technical provisions increase by 2.3% where the
LLP for the euro is changed to 30. Though, as expected, results vary by
country and by type of undertaking.

2.117 The following graph outlines the impact for the different markets for the
whole CIR sample including all types of undertakings:
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Impact on Technical Provisions
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2.118 As the sample is different from previous information requests, the results
cannot be directly compared to earlier analysis, e.g. from the LTG report
2019. Though, the numbers still indicate that the impact of an LLP 30 would
- on average - be higher at Q2 2020 than in times of a more moderate
interest rate environment, e.g. as at YE 2018. The following graph outlines
the impact for the different markets focussing on life and composite
undertakings only. The results are a bit more accentuated compared to the
total sample.
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Impact on Technical Provisions
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2.119 For the whole sample of the CIR, the impact of a shift of the LLP of the
euro to 30 has an impact of EUR 124 bn in terms of Technical Provisions.

2.120 An analysis of the materiality of the potential of future unwind of losses
needs to be considered over time respecting the “lifetime” of a long-term
guarantee product in insurers balance sheets.

2.121 The following graph outlines the extrapolated rates for maturity 30 and the
observed market rates for the time-period Q1 1999 - Q2 2020. This analysis
takes into account the effect of changes to the ultimate forward rate (UFR)
on the extrapolated rates?*.

24 See also page 95 of EIOPA’s LTG report 2018.

40



2.50%

30 year zero rates

2.00%

1.50%

1.00%

0.50%

0.00%

N © © © © © ©W N N NMNIMNIMNODO 0 0 0 0 0 O O O O O O O

i i — — — i i i — i i i — i — i i — i i i i Al i — N

O O & ¢ o £ U 9 & ¢ o £ U 9 & c £ U a9 v c £ 9 a9

U 0 2 5 5 ¥ 0 0 2@ 5 5 ¥ 0 0o @ 5 5 ¥ 0 9 2 5 S5 ¥ 0 o

T 4+~ ©®© = © O ©- - ©®© = © O T v ©®© = © O T v @ = @ O =T w
LLP:20 market alternative

2.122 As outlined in at the beginning of this chapter the extrapolation is
symmetric, extrapolated rates may exceed or be lower than observed market
rates. As can be seen in the graph during times of higher interest rates the
extrapolated rates tended to be lower than market rates, whereas in current
times of low interest rates the extrapolated rates exceed the observed market
rates. So, whether technical provisions are over- or underestimated can
change through the life-time of the contract. If market forward rates beyond
the applicable LLP increase to the level of the UFR (currently 3.9% but
decreasing) then underreserving will disappear.

2.123 As outlined in section 2.2.4.1, where undertakings earn lower rates than
the interest rates used to calculate their technical provisions, deficiencies
show up in the balance sheet (and vice versa for surpluses). Where
undertakings earn sufficient returns exceeding risk-free market rates, no
deficiencies will arise. However, undertakings need to take risks to actually
earn such excess returns to compensate the decrease of own funds over time;
they no longer can meet their liabilities risk-free. On top of that, if during the
lifetime of the liabilities the undertaking breaches its SCR and/or MCR, the

liabilities may need to be transferred, but cannot be transferred because of
the underreserving that is then still in place.

2.2.5.3.2. Impact of options on Issue II - Risk management incentives

2.124 The figure below shows that the options with an LLP of 30 or 50 years or
the alternative extrapolation method reduce the wrong risk management
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incentives described in section 2.2.4.2 as they bring the interest rate
sensitivity of the extrapolated term structure closer to market reality. With
an LLP of 30 years the negative interest rate sensitivity moves to the 25 year
rates, but decreases compared to the term structure with an LLP of 20 years.
For the LLP of 50 years and for the alternative method, on an aggregate level,
there are no longer negative interest rate sensitivities. All options increase
the interest rate sensitivity to 30 year rates, but this increase is modest for
the alternative method, while it is significantly larger for the option with an
LLP of 30 years. In contrast to hedging the risks in financial markets, hedging
the regulatory value of the liabilities undertakings would require to buy more
30 year bonds and swaps under the option with an LLP of 30 years than under
the alternative method as well as under the option with an LLP of 50 years.
If the alternative method would be implemented undertakings would have to
replace part of their 20 year swaps and bonds with 25 and 30 year bonds and
swaps.

2.125 The total interest rate sensitivity if all swaps decrease by 1 basis point,
presented in the column ‘all’, increases for all options, but is modest for the
alternative method. Under the alternative method matching the cash flows
for 75 percent would hedge the interest rate sensitivities of the regulatory
value of the liabilities whereas this is 70 percent under the current LLP of 20
years; the total interest rate sensitivity increases from a bit over 4 billion
euros to 4.5 billion euros compared to a total PVBP of 6 billion euros under
pure market interest rates (market flat). To hedge the total interest rate
sensitivities under the option with an LLP of 30 years the total PVBP of the
assets would have to increase to a bit over 5 billion euros; i.e. a cash flow
hedge of approximately 85 percent would make the regulatory valuation of
the liabilities insensitive to changes in the swap rates. With an LLP of 50 years
the cash flow match would need to be almost 100 percent to match the
interest rate sensitivities of the liabilities.

2.126 Although the alternative method relies on the 40 and 50 year swap rates,
there is hardly any exposure to these rates. This is due to the fact that the
weights of these rates are based on the extent of illiquidity; the liquidity of
the 40 and 50 years swap rates is significantly lower than the liquidity of the
30 year swap rate and therefore the 30 year swap rate sensitivity dominates
the 40 and 50 year sensitivities. In this way, the alternative method
automatically adjusts the interest rate demand for less liquid maturities if the
liquidity of a specific maturity increases or decreases.
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Interest rate sensitivities in terms of basis points values for the respective swap rates at the x-axis
for the different extrapolation methods based on 60 equal annual cash flows of 100, 'all’ indicates
the total interest rate sensitivity.

2.2.5.3.3. Impact of options on Issue II - Stability of the solvency
position and impact on financial stability

2.127 For the LTG report 2018 EIOPA has also analysed the impact of changes to
the LLP on the volatility of risk-free interest rates and own funds. The analysis
showed that the volatility of interest rates decreases with increasing maturity
after the LLP.

2.128 The following graph shows the monthly volatility of the absolute changes
in interest rates. Compared to the results shown in the LTG report 20182° the
graph also shows the results for an LLP of 50 years and the alternative
extrapolation method. The historical rates for the alternative method were
derived by fixing the weights to the most recent weights. Euro swap rates for
the current DLT maturities were available from December 1998 with the
exception of the 40 and 50 year swap rates that were available from
September 2000; before September 2000 the 40 and 50 year rates were set
equal to the 30 year swap rate at that time. For the interest rates with an LLP
of 30 and LLP of 50 an increase in standard deviation is observable beyond
20 years compared to an LLP of 20 years. For the alternative extrapolation
method, the long-term interest rates are slightly more volatile than under the
current method for a LLP of 20 years, but are significantly less volatile than
compared to the other proposed options.

25 Cf. page 98 of EIOPA’s LTG report 2018.
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2.129 In addition to the observation of quarterly changes in spot rates, the
analysis also considered maximum and 90% quantile of quarterly changes of
spot rates as a relevant metric to assess and compare volatility of interest
rates (reflecting “jumps” in interest rates of one monthly to another). The
following graph outlines the empirical 90% quantile of quarterly changes in
spot rates. Again, compared to the results shown in the LTG report 2018, the
graph now also includes the results for an LLP of 50 and the alternative
extrapolation method.
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2.130 For option 4 it can be observed that the 90% quantile increases for the
whole extrapolated part of the risk-free term structure compared to the base
case. The increase is different for option 3 where a higher increase in results
can be observed in particular for maturities 20 to 37. Under both options, the
quantiles would still usually be lower than that of the not-extrapolated rates.
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2.131 The available data in 2018 were not sufficient to draw conclusions on what
the impact of an increased LLP on the volatility of own funds would be.

2.132 For the Opinion on the 2020 review EIOPA has therefore carried out an
information request to insurance and reinsurance undertakings about the
impact of an increase of the LLP for the euro to 30 years and to 50 years as
well as for the alternative extrapolation method for the end of 2018.

2.133 The following diagrams set out first results from the volatility analysis.
Undertakings were asked to assess the effect of an increase of swap rates by
100 bps on their assets and liabilities under different LLPs for the euro. The
diagrams show the impact of the increase in swap rates on the excess of
assets over liabilities (EoAoL). Each dot in the diagrams represents an
undertaking. The horizontal position of a dot corresponds to the impact on
EoAoL under an LLP of 20 years. The vertical position of a dot corresponds to
the impact on EoAoL under an LLP of 30 years (first diagram), 50 years
(second diagram) or the alternative extrapolation method (third diagram).
The results derived for the alternative extrapolation method are interpolated
based on results for the LLP of 30 and 50 years.

2.134 For undertakings positioned on the red diagonal of the first diagram, the
impact of the 100 bps increase is the same under an LLP of 20 years and an
LLP of 30 years. For the undertakings in the blue marked triangular areas the
impact is lower under an LLP of 20 years than under an LLP of 30 years. The
same interpretation applies to the second and third diagram.

2.135 Undertakings in the upper left (or lower right) quadrant of the diagrams
experience a loss under the LLP of 20 years and a gain under the LLP of 30
years or 50 years or alternative extrapolation method (and vice versa).

2.136 It should be noted that the measured impact reflects the current interest
rate risk hedging of undertakings. Changing the LLP may have an impact on
the hedging strategy and the volatility caused by interest rate shocks.

Change of EoAoL for swap rate increase of 100bps
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2.137 The following tables set out the pros and cons of Options 2, 3, 4 and 5
compared to the status quo (Option 1).

Option 2: The LLP stays at 20 years and additional safeguards are introduced
in pillar 2 and 3

Pros Cons

Additional safeguards may mitigate issue | None identified (compared to the status
IT and concerns with respect to issue III, | quo)?°
but effectiveness is unclear.

Option 3: The LLP is increased to 30 years

Pros Cons

Would improve market-consistency of the | Would increase volatility of own funds (but
risk-free interest rate term structure and | not as much as Option 4). There are

26 see issues identified in section 2.2.4 with respect to the cons of the status quo
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thereby partially mitigate the risk of
underestimation of technical provisions.

concerns that this increased volatility could
have procyclical effects where insurers are
not closely matched.

Closer to outcome of DLT assessment of
euro swap market than current LLP of 20
years.

The LLP would not be derived on the basis
of a DLT methodology.

Would reduce wrong incentives for risk
management, but not fully remove them

Option 4: The LLP is increased to 50 years

Pros

Cons

Would ensure market consistency of the
risk-free interest rate term structure and
avoid the underestimation of technical
provisions.

Would increase volatility of own funds.
There are concerns that the increased
volatility could have procyclical effects
where insurers are not closely matched.

In line with outcome of DLT assessment of
euro swap market. One single DLT method
for all currencies, no longer an exemption
for the euro.

Would remove wrong incentives for risk
management.

Option 5: An alternative extrapolation

method is adopted

Pros Cons
Would slightly improve market- | Moderate increase of volatility of own
consistency of the risk-free interest rate | funds. There are concerns that the

term structure and thereby partially
mitigate the risk of underestimation of
technical provisions.

increased volatility could have procyclical
effects where insurers are not closely
matched.

Slightly closer to outcome of DLT
assessment of euro swap market than
current LLP of 20 years.

Would reduce wrong incentives for risk
management, but not fully remove them.

Would be applicable to all currencies and
an exemption for the euro would no
longer be required.

2.2.5.4.

Introduction of changes to the extrapolation method

2.138 EIOPA also considered a mechanism to limit the impact of introducing the
alternative extrapolation method when interest rates are extremely low
specified as follows. The mechanism takes into account that low interest
rates are mainly an issue with regard to the legacy book of insurance
contracts. Those insurance contracts are running off and their relevance for
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the overall portfolio will reduce over time. Therefore the mechanism phases
out over time.

2.139 During periods of very low interest rates for a currency the convergence
parameter a of the extrapolation method should be modified in order to limit
the impact of introducing the method. The modification should phase out until
2032 when also the transitionals on risk-free interest rates and on technical
provisions will end. To achieve this the parameter a should be equal to:

¢ 10% when the risk-free interest rate at the FSP is 0.5% or higher
e X when the risk free interest rate at the FSP is -0.5% or lower

e Linearly interpolated for an interest rate at the FSP is between -0.5%
and 0.5%

X should be equal to 20% during the first year of application of the
alternative extrapolation method and decrease linearly to 10% in 2032. For
currencies with a FSP of less than 15 years the starting value for X should
be 14%.

The mechanism should not be applied with regard to the Swedish krona.

2.140 Safeguards should apply when the mechanism is triggered, in particular
undertakings should disclose and report to supervisors the impact of the
mechanism on their financial position in order to ensure transparency. For
that purpose EIOPA would publish risk-free interest rate term structures
with and without the mechanism.

2.141 When it is triggered for a currency the application of the mechanism would
be mandatory for all undertakings with liabilities in that currency.

2.3. Matching adjustment

2.3.1. Diversification benefits

2.3.1.1. Extract from the call for advice

3.2. Matching adjustment (Art. 77b, 77c) and volatility adjustment
(Art. 77d)

[..]
b) Matching adjustment

EIOPA is asked to provide an assessment of the quantitative impact on the
calculation of the best estimate and the solvency position of insurance
undertakings of the following approaches for the calculation/application of the
matching adjustment:

e Approach 1: a change in the current assumption of no diversification
benefits (including full diversification); where EIOPA assesses
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assumptions of partial diversification, it should provide criteria and
methods to determine the appropriate level of diversification;

2.3.1.2. Relevant legal provisions

2.142 The MA portfolio is characterized by being a separated portfolio of assets
and liabilities in which cash flows are matched, and assets assigned to that
portfolio are exclusively devoted to cover the best estimate of the liabilities
included in the portfolio.

2.143 Article 77b of the Solvency II Directive specifies the MA portfolio. The
regulation does not require that the MA portfolio is a ring fence fund, as
clarified in recital 36 of Directive 2014/51/EU (Omnibus II).

2.144 The legal texts clarify that the separated portfolio should be understood in
an economic sense and a legal ring fenced fund is not required.

2.145 Nevertheless, according to Article 217 of the Delegated Regulation MA
portfolios and ring-fenced funds are treated in the same way in the calculation
of the SCR standard formula. In particular, the SCR of an undertaking with
MA portfolios is the sum of notional SCRs calculated for those portfolios and
for any other business.

2.146 The assets assigned to the separated portfolio are exclusively devoted to
cover the best estimate of liabilities (expected losses) included in that
portfolio, and are never used to cover any other losses. But the assets backing
the SCR (they are other assets than the ones assigned to the MA portfolio)
can be used to cover any unexpected loss, given there is only one SCR.

2.147 On the other hand, although assets included in the MA portfolio cannot be
used to cover losses from the rest of the undertaking, assets from the
remaining part of the undertaking can be used to pay for liabilities included
in the MA portfolio if necessary.

2.3.1.3. Identification of the issue
2.148 Article 13(37) of the Solvency II Directive states:

‘diversification effects’ means the reduction in the risk exposure of insurance
and reinsurance undertakings and groups related to the diversification of their
business, resulting from the fact that the adverse outcome from one risk can
be offset by a more favourable outcome from another risk, where those risks
are not fully correlated;

2.149 Diversification benefit arises when two processes are not completely
dependent on each other, and a bad (good) outcome for one process does
not necessarily mean a bad (good) outcome for the other. In general, this
diversification benefits are recognized in Solvency II through correlation
matrices, in which correlation 1 is rare, what means that the aggregation of
capital charges of different risks is usually smaller than the addition.
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2.150 The limitation to the diversification benefits stated in Article 217 of the
Delegated Regulation may discourage the use of the MA because it requires
a higher amount of capital. There are examples where the loss of
diversification in the SCR exceeds the increase of own funds resulting from
the use of the MA in the calculation of technical provisions.

2.151 This restriction does not exist in other analogous cases in the Solvency II
regime:

e Undertakings with internal models approved: approved internal models
allow for diversification benefit between the MA portfolio and the
remaining part of the undertaking. The restriction stated in Article 217 of
the Delegated Regulation is applicable only to standard formula users.

e Mono-liner undertakings do not suffer this limitation. For undertakings
devoted only to MA business, lack of diversification benefits is not a
problem at all if they have the whole business under MA in one unique
portfolio. But if this is not the case, diversification benefits will be lost with
the current regulation. This may introduce an inappropriate disincentive
to undertakings that want to diversify their risk exposure.

e Composites: composite undertakings are obligated to keep a separate
management for life and non-life insurance, but there is a single SCR for
which diversification benefits among life and non-life business are
recognized (Articles 73 and 74 of the Solvency II Directive). To calculate
the group SCR the diversification benefits between life and non-life
undertakings are considered.

2.3.2. Analysis

2.152 Where the business of an insurance undertaking is divided into different
sub-portfolios, a risk event to which the undertaking is exposed to could affect
these sub-portfolios in different ways. In case where a risk event leads to a
loss in one sub-portfolio, but to a gain in another sub-portfolio, in order to
net off such gains and losses the undertaking would generally need to transfer
assets between these portfolios. Where assets assigned to a sub-portfolio
cannot be used to cover losses arising from risks on other sub-portfolios, the
undertaking may not be able to realize the full diversification effects between
the different sub-portfolios. Therefore, restrictions on diversification benefits
can be economically justified in such a setting.

However, in the specific context of the MA EIOPA considers that for the
reasons set out below restrictions on diversification benefits would not be
justified:

e Assets assigned to the MA portfolio have to cover the best estimate of
liabilities included in the portfolio (Article 77b(1)(a)).

2.153 The cash flow matching is only possible if cash-flows derived from assets
and liabilities are predictable. Strict criteria are stated in the regulation to
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allow the matching adjustment only where these criteria are met. Cash flows
derived from fixed income assets can only cover expected payments derived
from insurance obligations, because only expected payments are predictable
in time and size. In the context of the MA, a cash flow matching with regard
to unexpected payments would not be possible. In the Solvency II framework,
expected cash flows are allocated to the technical provisions, specifically to
the best estimate, and unexpected losses (payments) in the SCR. According
to this, Article 77 b(1)(a) of the Solvency II Directive points out that the
assets assigned to the matching portfolio have to cover the best estimate of
the portfolio of insurance or reinsurance obligations.

e And these assets covering the best estimate cannot be used to cover
losses arising from other activities of the undertakings (Article 77b(1)(b)).

2.154 Assets assigned to the matching portfolio have to cover the expected
payments (BE) and no additional payments. This is a logical consequence of
the cash-flow matching: if these assets were used to cover losses arising from
other activities of the undertaking (i.e. activities outside the matching
portfolio), the cash flow matching would be in danger.

e The assets assigned to a matching portfolio only need to cover the
expected payments (best estimate) from the business included in that
portfolio. Therefore, it is not necessary to have assets to cover either the
risk margin or the SCR for the business included in the matching portfolio.

2.155 Payments covered by the risk margin or SCR are not predictable.
Therefore, it is not possible to match these payment with the cash flows
derived from fixed income assets. For this reason, risk margin and SCR are
out of the scope of the matching portfolio. This is confirmed by the point 1.5
of the introduction of the Guidelines on ring-fenced funds (EIOPA BOS
14/169), that points out that “the requirement to calculate a notional SCR in
respect of a ring-fenced fund does not require undertakings to maintain an
amount of own funds within a ring-fenced fund equal to or greater than the
notional SCR”. Therefore, it is only mandatory to have assets in the MA
portfolio to cover the best estimate.

e Current legislation does not require a specific SCR for the unexpected risks
to which the matching portfolio is exposed, but is limiting the
diversification benefits, what can be translated as the requirement of a
higher amount of SCR.

2.156 According to Article 217 of the Delegated Regulation, the SCR of an
undertaking with MA portfolios is the sum of notional SCRs calculated for
those portfolios and for any other business (the notional SCR is an
intermediate step to calculate the unique SCR for the whole undertaking). But
some diversification benefits are lost with this calculation (leading to a higher
SCR), specifically diversification benefits among the matching portfolio and
the rest of the undertaking. The diversification benefits in question do not
relate to the best estimate but to the SCR, which is reflecting the unexpected
losses. For that reason, the existence of diversification benefits cannot affect
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or reduce the assets covering the best estimate (the assets covering the SCR
are different to the ones covering the best estimate).

2.157 MA portfolios and ring-fenced funds are treated in the same way in the
calculation of the SCR standard formula. However, as mentioned above, the
matching portfolio is not a legal ring fenced fund. This is because the features
of such a fund do not apply to the matching portfolio: the business included
in the matching portfolio is not a particular business that requires a separated
treatment in the undertaking. The separated portfolio is justified because a
cash flow matching is applied to this business. In order to guarantee that the
obligations are paid at maturity, it is necessary that the assets devoted to
that target are effectively used, and are not used for other objectives. There
is not necessity for an SCR specific for the matching portfolio because it is
not a ring fenced fund.

e The existence of diversification benefits cannot affect or reduce the assets
covering the best estimate. The limitation of diversification benefits
implies a higher amount of SCR for the undertaking that is using the MA,
and it could be in contradiction with Article 101(3) of the Solvency II
Directive.

2.158 The diversification benefits relate to the SCR, not the technical provisions.
The SCR covers unexpected risk of different nature: underwriting risk, market
risk, counterparty risk, operational risk. If the regulation does not recognize
diversification benefits for the SCR derived from the MA portfolio then, it can
be argued, it should be based on evidence of higher correlation for that
portfolio with the rest of the undertaking. But there seems to be no higher
correlation because including business in an MA portfolio does not change its
correlation with the other risks.

2.159 For instance, the longevity risk included in the matching portfolio (MP)
doesn't change its correlation with the mortality risks existing in business
outside the MP only because its expected cash flows are matched with the
ones derived from fixed income assets. The bonds included in the MP doesn't
change its correlation with other assets (equities, real estate, another bonds)
if you take these bonds out of the MP, the correlation will be the same. The
same rationale is valid for other risks. EIOPA has not found reasons to justify
a partial limitation of the diversification benefits.

2.160 Therefore this higher amount of SCR cannot be based in a different
correlation among risks.

2.161 One could think that this higher amount of SCR is justified because the
unexpected risks affecting the MP are bigger. But this is not the case either.
In a MA portfolio there is lower interest and spread risks than in a non-
matched portfolio (in fact, there is not market risk, the “hold to maturity”
substitutes the market risk for default risk). These lower interest and spread
risk are a natural consequence of the cash flow matching and this lower risk
is reflected in the SCR of MA users.
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2.162 The only underwriting risks connected to the portfolio of insurance or
reinsurance obligations are longevity risk, expense risk, revision risk and
limited mortality risk (Article77b(1)(e)). This limited scope guarantees the
predictability and illiquidity of the liabilities under MA. As in any other portfolio
of life insurance liabilities, these risks can have a better or worse performance
but not all will materialize in a 99.5% VaR scenario at the same time.

2.163 Furthermore, the strict requirements of the MA prevent losses from forced
sales. These requirements guarantee the illiquidity and predictability of the
liabilities included in the MA portfolio. The surrender option for the
policyholder does not exist or if this exists, the surrender value is the market
value of assets backing the liabilities.

2.164 If any underwriting risk, for example the longevity risk, has a performance
worse than expected, it means that the insured person lives longer than
expected and it is necessary to make additional payments not foreseen
initially. This does not break the matching; the assets matched will be used
to pay the expected payments. For the unexpected payments, more asset will
be integrated in the MA portfolio, assets coming from the SCR, as in any other
portfolio (with or without cash-flow matching). A MA portfolio does not bear
higher longevity risk than a non-matched portfolio: obviously, the inclusion
or not inclusion of an obligation in a MA portfolio does not alter the likelihood
of better or worse performance of longevity risk. Even in the case of a worse
than expected performance of longevity risk, the discount of the best
estimate (the expected payments) with the MA will not create a problem.

2.165 Therefore, if there is not a different correlation among the risks by the
mere fact of the existence of a MA portfolio in the undertaking, and the
market risk derived from the MA portfolio is lower than in a non-matched
portfolio (being the underwriting risk equal), the higher amount of SCR
required by a user of the MA should be justified or, if this justification is not
found, it would provide an argument for removing it. The essence of Solvency
IT is that each undertaking has to keep reserves according to its risks. If there
is not higher correlation, if there is not higher risk (in fact, market risk us
lower in a MA portfolio, as recognized in the SCR standard formula), the
provisions of Article 217 of the Delegated Regulation could be contradicting
Article 101(3) of the Solvency II Directive.

e A removal of current diversification restrictions in the SCR standard
formula calculations would be in line with findings from the calculation of
the SCR in internal models

2.166 EIOPA has carried out an information request to MA users which among
others has asked internal model users to explain the treatment of
diversification in the internal model and to quantify the difference between
the current calculation of the SCR and a calculation that would allow for full
diversification benefits.
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2.167 As a result, it was found that in internal models the effects of any non-
diversification that may arise through the requirement that the assigned
assets in a MA portfolio cannot be used to cover losses arising from other
activities of the undertakings is typically not material. As reasons for this
effect, internal model users mentioned that existing surplus within the MA
portfolio is typically small in relation to the MA portfolio's contribution to the
SCR, and that it is unlikely that further surpluses would arise in the MA
portfolio in scenarios which are adverse for other business. Moreover, in the
case of deficits arising in the MA portfolio, assets would be transferred into
the MA portfolio from the non-MA portfolio.

2.168 Therefore, removing restrictions on diversification for the standard formula
would lead to a more consistent treatment of diversification between standard
formula users and users of internal models.

2.169 Overall, EIOPA considers that removing the limitation in the diversification
benefits will ensure a level playing field through sufficient harmonized rules,
improving transparency and better comparability. At the same time, it will
avoid unjustified constraints:

e to the availability of insurance and reinsurance, in particular insurance
products with long-term guarantees (in benefit of policyholders and
consumers), and

e to hold long-term investments by insurance and reinsurance undertakings
(in benefit of the European economy).

2.3.2.1. Options considered
2.170 In view of the descriptions above, EIOPA has considered two main options:

Option 1: No change: Maintain the limitation to diversification benefits for MA
portfolios in the SCR standard formula

Option 2: Remove the limitation to diversification benefits for MA portfolios in
the SCR standard formula

2.3.2.2. Impact of options

2.171 EIOPA collected data on the impact of Option 2. Results from that data
collection, covering 14 Spanish and 18 UK undertakings, show that the
adoption of Option 2 would reduce the SCR of MA users as follows:

e for UK undertakings between 0% and 6.15%, with a weighted average of
0.29%,

e for Spanish undertakings between 0.3% and 19.6%, with a weighted
average of 8.5%. It would mean a reduction of 0.9% of the overall SCR
for the Spanish market.

2.172 5 out of 18 UK undertakings are full internal model users and a further 9
are on partial internal models. For the 5 undertakings on full internal models
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and 5 of the undertakings on partial internal models, there is zero impact.
This is because the internal models have assessed that there are no
meaningful restrictions to diversification in the SCR calculation. Of the
remaining 4 partial internal model firms, 3 show an impact of less than 0.5%
and the last firm shows an impact of 1.87%. The impact on the 4 UK
undertakings applying the standard formula ranges from 0.4% to 6.15% and
the weighted average is 2.59%. All Spanish insurers of the sample apply the
standard formula.

Spanish data
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2.173 In terms of solvency

Min 0,3%
Max 19,6%
Median 8,3%
Average 8,1%
Weighted average 8,5%

ratio,

the

improvement after

diversification benefits is in the following table:

Min +0.0pp
Max 53.8pp
Median 18.4pp
Average 20.3pp
Percentile 25 12.7pp
Percentile 75 29.4pp
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2.174 If we consider the overall Spanish market, the option 2 would imply an
increase of the solvency ratio of 1.8%.
UK Data

UK % Diversification Benefits
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Min 0.00%
Max 6.15%
Median 0.00%
Average 0.80%
Weighted Average 0.29%

2.175 In terms of solvency ratio, the improvement after considering
diversification benefits is in the following table:

Min +0.0pp
Max +12.0pp
Median +0.0pp
Average +1.5pp
Percentile 25 +0.0pp
Percentile 75 +0.6pp

2.176 The impact on the SCR Ratio for the 4 UK firms using the standard formula
ranges from +0.6% points to +12.0% points and the weighted average is
+4.4% points.

2.177 The assets included in the MA portfolio are devoted exclusively to cover
the best estimate (expectation of insurance liabilities) of the liabilities
included in that portfolio. If as a consequence of the evolution of assets and
liabilities included in the MA portfolio a profit is derived from those assets,
that profit cannot be used to cover losses outside the MA portfolio. Different
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to the best estimate is the SCR, devoted to cover unexpected losses, and for
which there are different assets, outside of the MA portfolio. Unexpected
losses are not suitable for a cash-flow matching, assets covering those kind
of losses are backing the unique SCR in the undertaking. Maintaining
restrictions for diversifications benefits for the SCR of a MA user would imply
the requirement of an SCR higher to the 99.5 VaR, what is not supported
neither by the regulation nor for evidences of a bigger risk (in fact, the market
risk is lower in a MA portfolio). Removing the limitations doesn’t imply
additional risk for the payment of the best estimate. Internal models support
this conclusion.

2.178 In order to implement that change references to matching adjustment
portfolios in Articles 70, 81, 216, 217 and 234 of Solvency II Delegated
Regulation should be removed. In view of recital 36 of the Directive
2014/51/EU (Omnibus) a change to the Directive might be necessary to
implement the advice.

2.3.3. Asset eligibility criteria

2.3.3.1. Extract from the call for advice

3.2. Matching adjustment (Art. 77b, 77c) and volatility adjustment
(Art. 77d)

[..]
b) Matching adjustment

EIOPA is asked to provide an assessment of the quantitative impact on the
calculation of the best estimate and the solvency position of insurance
undertakings of the following approaches for the calculation/application of the
matching adjustment:

e Approach 2: a review of the criteria for eligible assets for the use of the
matching adjustment, including their cash flow characteristics and credit
quality.

2.3.3.2. Relevant legal provisions

2.179 The relevant legal provisions for the topic of the matching adjustment’s
(MA) asset eligibility criteria are:

e Recital 31 of the Omnibus II Directive

e Article 77b of the Solvency II Directive

e Article 132 of the Solvency II Directive

e Article 2 of Commission Implementing Regulation (EU) 2015/500
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2.3.3.3. Identification of the issue

2.180 The rationale for the MA is explained in recital 31 of the Omnibus II
Directive. This sets out that undertakings that hold bonds or similar assets
to maturity are not exposed to the risk of changing spreads on those assets.
This justifies an adjustment to own funds to reflect that undertakings are not
exposed to the risk of short term movements in asset values. Underlying this
thinking are assumptions such as:

e Undertakings are able to obtain additional risk-free returns via a buy-and-
hold strategy.

e Matched cash flows permit the undertaking to avoid selling when spreads
are high. (liabilities are illiquid)

e Undertakings will earn the MA so long as the fundamental spread allows for
costs of default and managing the portfolio to maturity.

2.181 In order to benefit from this treatment it is essential that the undertaking
can rely on earning specific returns by holding the assets to maturity.
Contrast the situation with real assets (e.g. property, commodities etc.)
whose returns are not guaranteed, because markets for those assets can be
dislocated away from their fundamentals for substantial and unpredictable
lengths of time (and indeed the concept of ‘fundamental value’ can be
redefined over time for such assets). The absence of this ‘pull to par’ effect
for some assets justifies that there should be criteria to limit the types of
asset that can be included in a MA portfolio (MAP).

2.182 Specifically, Solvency II requires assets included in the MAP to meet two
requirements:

1. They must be “bonds or other assets with similar cash flow characteristics”
(Article 77b(1a)) and

2. They have to have “fixed cash flows” as defined in Article 77b(1h).

2.183 EIOPA’s annual LTG reports have assessed the losses in MA portfolios
compared against the fundamental spread provisions.?” Every year it has
been observed that the fundamental spread significantly exceeds the losses
from default and downgrade within those portfolios, indicating that
undertakings are earning the MA as expected, arising from the assets held.
This provides some reassurance that the measure is operating as expected.

2.184 Nevertheless, there have been borderline cases which present a challenge
to the application of the asset eligibility requirements (and indicate that the
requirements could be improved).

2.185 For example, undertakings can attempt to overcome these requirements
by providing assets whose legal form appears to ensure that the asset is
“bond-like” (e.g. are legally loans) and which technically have a fixed
schedule of cash flows, but which expose undertakings to the same risks as

27 For example, section II.3 ‘Impact on policyholder protection’ in EIOPA’s LTG report 2018.
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the ineligible assets. It is likely that these assets will be incompatible with
Solvency II requirements, such as the Prudent Person Principle and NSAs
should challenge undertakings accordingly. Nevertheless the current absence
of a targeted provision leaves NSAs having to rely on an indirect tool to ensure
the adequacy of assets in the MAP.

2.186 Separately, there are assets with some uncertainty as to the timing of the
first/last cash flows but with a limited range of cash flow patterns and
therefore more akin to bonds than to real assets. These assets are suitable
for backing annuity liabilities and include callable bonds or loans that have
fixed cash flows only after an uncertain start date (e.g. as used to back
infrastructure projects). Nevertheless, a literal reading of the “fixed cash
flow” requirement would penalise such assets by treating them as if they had
the same uncertainty as real assets. Therefore it is appropriate to consider
if an alternative treatment can be devised within the matching adjustment
framework for these assets.

2.3.4. Analysis

2.187 For clarity, the proposed ‘look-through’ and ‘yield to worst’ approaches
(described in more detail below) would only be relevant for assets which
satisfy the Directive’s Prudent Person Principle (PPP) and risk management
provisions, and where firms meet the rest of the MA eligibility criteria. Article
132 in particular requires undertakings to “only invest in assets and
instruments whose risks the undertaking concerned can properly identify,
measure, monitor, manage, control and report.” Moreover “Assets held to
cover technical provisions must be invested in a manner appropriate to the
nature and duration of the liabilities.”

Look-through principle

2.188 Following a ‘look-through’ approach could aid undertakings and NSAs when
assessing the suitability of restructured assets to be included in the MAP. The
proposal is to clarify a look-through principle to help identify asset structures
where the underlying assets are not suitable to match MA liabilities, in
particular because they are not sufficiently fixed in term. In the examples
below we focus on securitisations as an example of such assets, but it is
important to note that many other types of structures can function similarly.
Therefore it is important not to limit this approach to securitisations.

2.189 The look-through principle will comprise some considerations relevant to
the underlying (unrestructured) asset and others relevant to the nature of
the restructuring. It should allow assessment of the asset against four
criteria:
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1) The underlying asset provides a sufficiently fixed level of income

2.190 Structured assets can be suitable to back MA-eligible liabilities, where the
underlying assets are appropriate given the fixed nature and duration of the
liabilities. For example securitisations backed by residential mortgages
(RMBS) are ubiquitous, have well established price histories and can achieve
high ECAI ratings. In this case the underlying assets are loans with fixed
terms, but subject to prepayment risk which likely renders them ineligible for
inclusion in the MAP.

2.191 As noted in previous EIOPA Q&A, it is possible to restructure a portfolio of
such mortgages in such a way that the resulting senior notes meet MA
eligibility requirements; conversely, it is also possible for those securitisations
to not meet the MA criteria and remain ineligible?®. Where the resulting RMBS
meet the MA eligibility conditions, the securitisation will have eliminated the
part of the mortgage spreads that corresponds to idiosyncratic risk (e.g.
prepayment on an individual loan via a loss-absorbing junior tranche, which
is not eligible for inclusion in the MAP).

2.192 At the other end of the spectrum, it would not be appropriate to securitise
real assets (e.g. property) that do not match the nature of MA liabilities. In
these cases the undertaking still remains exposed to the risk of changing
spreads on the underlying assets and cash flows will be dependent on the
realisable value of the underlying asset.

2.193 Looking back at the underlying assumptions of the MA (recital 31 of the
Omnibus II Directive), we can see that the key difference relates to whether
the securitised asset provides a mechanism for the undertaking to earn risk-
free returns as a buy-and-hold investor. Therefore any cash flows derived
from securitising real assets will not provide sufficiently fixed cash flows. In
other words, the risk profile of such underlying assets is not sufficiently
quantifiable such that the credit risk arising from a restructuring of these
assets can be assessed in a way that allows an appropriate Fundamental
Spread to be assigned to the restructured asset.

2) the restructured asset cash flows are supported by loss absorbency features
such that those cash flows are sufficiently fixed in term and will remain so
even as operating conditions change

2.194 Where an asset has been structured into a range of tranches, the junior
tranches should provide loss absorbency to protect the senior note payments,
e.g. a proportion of the cash flows accruing to the junior note in the early
years of the transaction being kept in reserve in case of subsequent losses
that reach the senior notes. In this way the lower rated structured notes
provide genuine loss absorbency and ensure that the senior note is only
exposed to default and downgrade risks such that it is MA-eligible.

28 EIOPA Questions & Answers [ID #1090 and #1091] related to Long-Term Guarantees
Assessment.

60



2.195 It would not be satisfactory, for example, if the underlying assets were
unsuitable for a buy-and-hold strategy and required frequent buying and
selling or removing from the structure. Rather any subsequent deterioration
in the security of the MA-eligible senior note(s) should be reflected through
the regular process of reviewing and updating the rating of the restructured
asset without impeding running off the asset to maturity?°.

2.196 Therefore it is necessary to look through to the underlying assets of any
re-structure to verify that the asset cash flows are sufficiently fixed in term
and amount and that they will remain so even as operating conditions change.

3)  Financial guarantees do not give rise to MA

2.197 It has been noted above that underlying assets that provide direct
exposure to real assets cannot provide the basis for genuinely fixed cash flows
for MA purposes. Similar considerations apply where the exposure to those
assets is indirect via embedded guarantees.

2.198 Where the underlying assets include a written guarantee on the
performance of other assets, then they are subject to an increased level of
risk compared to an equivalent asset without such a guarantee. Therefore
such a guarantee will also increase the amount of spread that should properly
be attributed to risks retained by the firm and in consequence this element
of spread should not give rise to MA benefit.

2.199 Where the underlying asset includes embedded financial guarantees,
undertakings should be able to demonstrate to NSAs that the additional
retained risks have not resulted in additional MA benefit, e.g. because they
have been appropriately reflected in the fundamental spread of the MA-
eligible senior notes, or because they are borne by the loss absorbing junior
or equity tranches and are therefore reflected in their value.

4) Undertaking is able to properly identify, measure, monitor, manage, control
and report the underlying risks

2.200 Article 77b(1)(b) requires that the portfolio of assets assigned to cover the
best estimate of the portfolio of obligations should be identified, organised
and managed separately from the rest of the undertaking. In order to
properly manage any restructured assets it is important for the undertaking
to be able to understand and mitigate the risks to which they (and hence the
MAP) are exposed.

2.201 In addition, undertakings are required to comply with the Directive’s risk
management and Prudent Person Principle (PPP) provisions. Article 132 in

29 This is notwithstanding the fact that it should be possible to rebalance downgraded assets out of
the MAP. The key point here is that any such rebalancing should be done at a time of the
undertaking’s choosing, purely for risk management reasons. At no point should undertakings be
forced sellers of assets where the MA is applied.
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particular requires undertakings to “only invest in assets and instruments
whose risks the undertaking concerned can properly identify, measure,
monitor, manage, control and report.”

2.202 This entails several underlying considerations for the suitability of the
underlying assets to be included in MAPs. For example, undertakings must
retain the ability to understand and mitigate the risks pertaining to the
underlying asset. Undertakings should look through to the underlying assets
to ensure that these are suitable for the nature and duration of the MA
liabilities

2.203 Undertakings should consider carefully the prudence of any transactions or
arrangements they enter into for the purposes of the MA, including their
behaviour under stress, and whether the associated risks are well understood
and appropriately managed.

'Yield to worst’ approach

2.204 As explained under ‘Identification of the issue’ the range of asset classes
in undertakings’ MAPs has been constrained by following a literal
interpretation of the Directive requirement (Article 77b(1h)): “the cash flows
of the assigned portfolio of assets are fixed and cannot be changed by the
issuers of the assets or any third parties.” Assets, such as certain callable
bonds, could be suitable for backing annuity liabilities but do not have strictly
fixed cash flows due to the call option(s); i.e. the exact timing of the
redemption payment is unknown and coupon payments after the next call
date (NCD) may not be received; or alternatively the asset may continue
paying scheduled cash flows until the Final Maturity Date (FMD). 3°

2.205 Beyond callable bonds, there are other assets where there is some
uncertainty regarding the timing of cash flows, and that might benefit from a
similar treatment. Notably certain infrastructure investments where a loan
finances the construction phase (e.g. of a hospital, a toll road etc.) and
repayments only commence when the physical asset goes into the operating
phase. For large projects there can be some uncertainty of the possible start
date of operation (e.g. because the asset may take 4 years to build instead
of the planned 3), but investors are guaranteed that the operating phase (and
hence the loan repayments) will commence by a certain date (e.g. year 5).

2.206 EIOPA considered whether it would be appropriate to allow such assets to
enter the MA portfolio based on a ‘yield to worst’ treatment where an

30 Callable bonds are eligible in the terms described in the last paragraph of Article 77b.1 of Solvency
IT Directive: “In the event that issuers or third parties have the right to change the cash flows of an
asset in such a manner that the investor receives sufficient compensation to allow it to obtain the
same cash flows by re-investing in assets of an equivalent or better credit quality, the right to change
the cash flows shall not disqualify the asset for admissibility to the assigned portfolio in accordance
with point (h) of the first subparagraph.®
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undertaking would assume whichever call date were the most onerous in the
calculation of the MA to produce the lowest MA benefit. However there were
considerable difficulties in allowing such a treatment whilst maintaining
consistency with the underlying principles of MA which require the matching
of fixed cash flow liabilities by fixed cash flow assets.

2.207 In particular, a yield to worst approach would expose the undertaking to
the risk that cash flows might not arise at the time they were expected (e.g.
the risk that the bond might be called at NCD when the MA calculations
assumed FMD, or vice-versa). In these cases, even if the new cash flows
resulted in higher MA benefit, the undertaking might be required to sell the
asset in order to restore cash flow matching, might struggle to meet liability
cash flows, or might be exposed to reinvestment risk. EIOPA considers that
these risks are incompatible with the MA framework that is based on earning
risk-free returns as a buy-and-hold investor, and would pose an obstacle to
undertakings being able to demonstrate compliance with the MA criteria.

2.208 EIOPA considered mitigants such as requiring the undertaking to
demonstrate sufficient liquidity within the MAP (i.e. by holding cash) to ensure
it could meet liability cash flows and mitigate the risk of a change to the
timing of the early asset cash flows. However these mitigants were considered
to be either inappropriate (in that they would permit other less suitable assets
to be included in the MA portfolio) or ineffective (in that they would
significantly dilute the resulting MA benefit).

2.209 EIOPA investigated other alternatives, such as permitting the assumption
of reinvestment at the current forward risk-free rates, but this was found to
have similar deficiencies. As a result EIOPA decided not to propose a change
in approach at this stage.

Efficiency and Effectiveness of presented approach

2.210 The MA treatment of assets is one of the influences of an undertaking’s
selection of assets to back its long-term liabilities. Those assets were
purchased with the intention to hold to maturity and it would be disruptive
(and contrary to the very principles underlying the MA) to alter the MA rules
in @ way that requires a forced sale. To avoid market disruption, the proposed
‘look through’ approach should be implemented prospectively (i.e. not
retroactively to assets already in MA portfolios).

2.211 The intent of the look-through principle would be to help ensure that
undertakings only include in MA portfolio assets which can earn additional
risk-free returns when held to maturity. The primary impact would be to
mitigate the risk of unsuitable assets being included in the MAP. This would
support the supervision of the two existing requirements in points (a) and (h)
of Article 77b(1). A principles-based approach would be better able to address
different types of restructuring, compared with measures to block specific
types of restructuring. For most structured assets, EIOPA expects the
principle will be straightforward for undertakings and NSAs to implement and

63



ensure a level playing field. Complex structures may possibly pose a
challenge to a consistent implementation of the look-through principle, but
these would pose a greater challenge under the current position without a
targeted provision to assess these situations. To this aim, EIOPA’'s Q&A
process can be an adequate instrument for the harmonization.

2.212 An additional benefit of the look-through is that through applying the
principle (and gaining assurance that both the underlying and restructured
assets are appropriate for inclusion in the MAP) NSAs will gain a better
understanding of the risks facing the asset.

2.213 For undertakings there would be some cost of providing additional
information about underlying assets, but arguably this is a necessary cost to
bear to demonstrate asset eligibility. The process to assess the MA suitability
of a complex restructured asset already requires NSA resource and the look-
through principle with its specific criteria would make this supervisory process
more efficient, instead of a reliance on general requirements such as the
Prudent Person Principle.

2.4. Volatility adjustment

2.4.1. Extract from the call for advice

3.2. Matching adjustment (Art. 77b, 77c) and volatility adjustment
(Art. 77d)

EIOPA is asked to assess the efficient functioning of the volatility adjustment
and the matching adjustment as mechanisms to prevent pro-cyclical
behaviour on financial markets and to mitigate the effect of exaggerations of
bond spreads, in view of a level playing field in the EU and policyholder
protection.

The Commission services are envisaging to assess possible approaches to
review the design, calibration and functioning of the adjustments, whilst not
precluding the possibility of a single adjustment mechanism.

a) Volatility adjustment

EIOPA is asked to provide an assessment of the quantitative impact on the
calculation of the best estimate and the solvency position of insurance
undertakings of the following approaches for the calculation/application of the
volatility adjustment:

e Approach 1: the application of an adjustment that takes into account the
illiquidity features and/or duration of insurers’ liabilities, while maintaining
the current concept of representative portfolios. That adjustment may rely
on different “application ratios”;

e Approach 2: the application of an adjustment that takes into account the
weights of own assets holdings of each insurer; that adjustment may rely
on different “application ratios” depending on the level of cash-flow
matching of insurance liabilities portfolios. When applying this approach,
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EIOPA should specify the assumptions regarding diversification benefits in
the calculation of the Solvency Capital Requirement.

In addition, EIOPA is asked to review the functioning of the increased volatility
adjustment per country given its purpose and suggest amendments to the
measure where necessary.

2.4.2.
2.214

2.4.3.
2.215

2.4.4.

Previous advice

EIOPA carried out an assessment of long-term guarantees measures for
the European Parliament, the European Council and the European
commission in 2013. In the findings of the assessment EIOPA suggested
the introduction of a volatility balancer. The volatility balancer is a
permanent and predictable adjustment to risk-free interest rates with the
objective to deal with unintended consequences of volatility. The volatility
balancer as in particular the following features:

e Based on a currency-specific reference portfolio, the adjustment is
derived from the spread difference to the relevant risk-free rate less
the portion related to default risk.

e In exceptional circumstances, this adjustment may not reflect the
reality of a given market. Where this is the case, e.g. the spread of a
national reference portfolio exceeds two times the spread of the
currency specific reference portfolio and this national spread is at least
100 bps, the spread is additionally adjusted for that market by adding
the amount that the national spread exceeds two times the currency
spread.

e The calculated spread (already excluding the portion linked to default
risk) is adjusted to account for risk associated with the implementation
of the adjustment by means of an application factor of 20%.

e The adjustment affects own funds by the introduction of a special own
funds item.

Relevant legal provisions

The VA is motivated in recital 32 of the Omnibus II Directive and specified
in Article 77d of the Solvency II Directive. The calculation of the VA is
further detailed in Articles 49 to 51 of the Delegated Regulation.

Technical improvements of VA calculation

2.4.4.1. Relevant legal provisions

2.216

Article 77d(2) Solvency II Directive specifies the calculation of the VA. This

specification is further detailed the Delegated Regulation, specifically in
Article 49(1), Article 49(3)(a) and Article 50.

2.4.4.2. Identification of the issue
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2.217 As part of the current EIOPA methodology for the computation of the VA
on basis of representative portfolios, information on spreads and yields per
individual “buckets” in the fixed income investments of insurers need to be
aggregated to average spreads and vyields at the level of the overall
government bonds or corporate bonds portfolios.

2.218 To investigate the robustness of this aggregation mechanism under
different economic environments, EIOPA has simulated a computation of the
VA for the time period January 2007 to February 2019.

2.219 This exercise revealed two technical deficiencies in the current aggregation
mechanism, which are related to the following technical aspects:
— the fact that the representative portfolios is only updated at a yearly
basis, which requires a “freeze” of assumptions on the representative
portfolio during this period; and

— the disallowance of negative average spreads for the government bond
and corporate bond portfolios.

2.220 On the first deficiency, EIOPA carried out an analysis and identified
amendments to the calculations of the VA that address this deficiency (see
annex 2.27). These amendments do not require changes in the legal text and
are therefore not set out in the advice below. EIOPA intends to implement
these amendments in context of a later implementation of changes to the
Solvency II legal framework following the SII Review. In the analysis of the
design options for the VA, these amendments have already been taken into
account.

2.221 A description of the historic simulation of VA values which EIOPA conducted
is included in annex 2.14. A description of the second deficiency mentioned
in paragraph 2.219 is contained in the following sub-section.

2.4.4.2.1. Disallowance of negative spreads for corporate and
government bond portfolios

2.222 According to Article 50 of the Delegated Regulation, the spread for the
representative portfolio shall be calculated as

(1) S =Wgop - max(ng], 0) + Weorp - Max(Scorp, 0)

where

— Wwye, denotes the ratio of the value of government bonds included in the
reference portfolio;

— Sgo» denotes the average currency spread on government bonds

included in the reference portfolio;

— Weorp denotes the ratio of the value of bonds other than government
bonds, loans and securitisations included in the reference portfolio;

— Scorp denotes the average currency spread on bonds other than
government bonds, loans and securitisations included in the reference
portfolio.
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2.223 This means that, for calculating the overall spread for the representative
portfolio, the aggregated spreads for the portfolios of government bonds and
of corporate bonds are subject to a lower bound of zero.

2.224 Such an approach does not appear economically justified. Instead, in case
where the risk-free rates exceed the yield, an allowance for a negative spread
would be a better reflection of the economic characteristics of the
investments.

2.225 To assess the relevance of this issue, EIOPA has analysed how often the
zero value floor for the spreads for the government and corporate bond
portfolios (as shown in equation (4)) becomes effective on basis of the
simulation of VA values during 2007 to 2019. This simulation comprised 4088
aggregations of corporate bond and government bond portfolios.3! Out of
these, in 402 cases (9.8%) the aggregation would have resulted in a negative
aggregated spread. All of these cases are related to government bond
portfolios.

2.226 For illustration, the following diagram shows the evolution of aggregated
risk-free rates and yields for government bond in the national representative
portfolio for Germany used in the simulation of VA values.3?

Yield and risk-free rate for national DE government bond portfolio
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31 consisting of 14 government bond and 14 corporate bond portfolios over 146 monthly

calculations

32 Note that the government bond portfolio in the national representative portfolio for Germany
does not only contain German sovereign bonds, but is representative for all government bonds
which insurers are invested in to cover the best estimate for obligations of products sold in German
insurance market and denominated in euro.
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2.227 This shows that negative spreads occurred during 2007 until April 2008,
and then during most of the time period from mid July 2017 to February
20109.

2.228 For assessing the relevance of negative spreads, not only the frequency
but also the severity of aggregated negative spreads is of interest. The
following diagram shows the size of negative the 402 cases of negative
spreads observed in the simulation of historic VA values:

Negative aggregted spreads for government bond portfolios
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-0,30%
-0,35%
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This shows that, in most cases, the size of the negative spread is rather small. In
50% of cases, the size is below 9 BPS, and in 75% of all cases it is below 15 BPS.33

2.4.4.3. Analysis

2.229 On the disallowance of negative spreads for corporate and government
bond portfolios, the following two options have been identified:

e Option 1: no change

e Option 2: allowance of negative aggregated spreads for corporate and
government bond portfolios

2.230 The preferred policy option for this issue is to allow negative aggregated
spreads for corporate and government bond portfolios to have a better
economic reflection of the spreads in the representative portfolio. EIOPA
expects that this has only a small impact on the calculated VA values.

33 L.e., in 50% of cases the negative spread is greater or equal to -9 BPS, and in 75% of all cases
it is greater or equal to -15 BPS.
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2.4.5. Design of the VA

2.4.5.1. Identification of the issue

2.231 EIOPA has carried out an extensive review of the efficient functioning of
the volatility adjustment since the start of Solvency II. This review took into
account the observations on the impact of the application of the VA as
contained in the EIOPA reports on long-term guarantees measures and
measures on equity risk for the years 2016, 2017 and 2018. These reports
capture the overall impact of the LTG measures and measures on equity risk
on the financial position of the undertakings, the impact on policyholder
protection, the impact on investments, the impact on consumer protection
and availability of products, the impact on competition and level playing field
in the EU insurance market and the impact on financial stability.

2.232 EIOPA identified the following main objectives that can be attributed to the
VA:

1. Prevent procyclical investment behaviour;
2. Mitigate the impact of exaggerations of bond spreads on own funds; and

3. Recognise illiquidity characteristics of liabilities in the valuation of
technical provisions.

2.233 Against these objectives, EIOPA identified the following main deficiencies
in the current design of the VA:
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Potential deficiency

Relation to VA objectives

Impact of VA may over- or
undershoot impact of spread

Impairs fulfilling objectives 1
and 2

exaggerations on asset side (e.g.
due to asset allocation, credit
quality, duration mismatches)

2 Application of VA does not take
into account illiquidity
characteristics of liabilities

3 Cliff effect of country-specific
increase, activation mechanism
does not work as expected

Impairs fulfilling objectives
2 and 3

Impairs fulfilling objectives
1and 2

4 Misestimation of risk correction of Impairs fulfilling objectives
VA 2 and 3
5 VA almost always positive; not Impairs fulfilling objective 1

symmetric, i.e. no resilience build
up in “good times”

6 Underlying assumptions of VA No direct relation to
unclear VA objectives, but
impairs supervision of
the VA application
7 Risk-free interest rates with VA No direct relation to

not market-consistent VA objectives, but
impairs supervision of

the VA application

2.234 These deficiencies are described in more detail in in annex 2.8 of this
document.

2.4.5.2. Analysis
2.4.5.2.1. Options to address individual deficiencies

2.235 EIOPA has assessed a number of options to review the design, calibration
and functioning of the adjustment, and to address the deficiencies as
outlined in section 2.4.5.1.

2.236 The following sub-sections provide a summary of these options for the
individual deficiencies described in the previous section. A detailed
technical description, together with an analysis of their impact, is contained
in annex 2.9 of this document. Note that these options have been
developed on basis of the technical improvements to the VA calculation
described in section 2.4.4. Therefore, these technical improvements should

be included in each these options, where applicable.

Over- or undershooting effect of the VA

2.237 EIOPA has assessed the following policy options to address this issue:
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Option 1: no change

Option 2: Undertaking-specific VA - calculating the VA based on
the undertaking-specific asset weights. For each asset class, the
spreads used in the calculation of the VA would still be the same for all
undertakings and taken from market indices.

Option 3: Overshooting factor - An adjustment that takes into
account the amount of fixed-income assets and the asset-liability
duration mismatch by means of application ratios

Option 4: Proportionate overshooting factor - introduce an
adjustment as in option 3, but allow for simplifications in the calculation
of the factor to ensure a more proportionate approach

2.238 A detailed description of options 2 and 3 can be found in annex 2.9.34

2.239 Note that option 4 is the same as option 3, with the following amendments:

Introduction of simplifications3®

i.  Where according to the undertaking’s assessment the spread
duration of the assets exceeds the duration of the liabilities and
the volume of fixed income compares to the volume of the best
estimate, the application ratio can be set to 1; or

ii.  Where appropriate duration information is available to estimate
the asset-liability duration mismatch this can be used instead of
recalculating the spread duration of the assets and the duration
of the liabilities, the amount of fixed-income assets compared to
the volume of best estimate (volume mismatch) can be
approximated by the ratio MV(FI)/BE; or

iii.  Where undertakings can demonstrate that no asset-liability
duration mismatch exists, thus the spread duration of the assets
corresponds to the duration of the liabilities, it is sufficient to
only account for the volume mismatch by means of the ratio
MV(FI)/BE and

In the calculation of the price value of a basis point (PVBP) of the fixed
income investments of the undertaking, the undertaking shall only
include those fixed income investments where it is significantly
exposed to these investments’ credit spread risks.

In case where the PVBP of the best estimate becomes negative, the
adjustment is set to zero.

34 Please note that, within annex 2.9 of this document: The option to use an undertaking-specific
VA is referred to as option 1, and the option to use an overshooting factor is referred to as option

4

35 This proposal implies, that the factor is simplified based on the specific situation of the
undertaking. The factor intends to correct for duration and volume mismatch, both of which is
reflected in the prescribed formula based on the price value of a basis point.

71



2.240

2.241

2.242

The first amendment aims for a more proportionate calculation of the
application ratio. The second amendment aims to reflect that the VA should
only correct spread exaggerations to which the undertakings are exposed.
The third amendment ensures that the VA is set to zero in the special case
where the application of the VA would not work as intended.

The preferred option is option 4 — proportionate overshooting factor. EIOPA
has followed this option as part of its recommendation for a combined
overall design of the VA.

Choosing this option will address overshooting effects of the VA where they
stem from a duration or volume mismatch between the fixed income
investments of the undertaking and the impact of the VA on the
undertaking’s best estimate provisions, whilst allowing for a more
proportionate calculation than under option 3. Whereas option 2 is
expected to more comprehensively limit overshooting effects, EIOPA
considers that an introduction of this option would lead to an undue level
of complexity in the calculation of the VA, and may also create adverse risk
management incentives.

Application of VA does not take into account illiquidity characteristics of
liabilities

2.243

2.244
2.245

2.246

EIOPA has assessed the following policy options to address this issue:
e Option 1: no change

e Option 2: Application of a an illiquidity factor — an adjustment
that takes into account the illiquidity features of liabilities by means of
an application ratio derived from minimum available cash flows after
the application of the standard formula shocks

e Option 3: Application of an illiquidity factor as under option 2, but
on basis of a “"bucketing approach” to facilitate the calculation of
the factor

A detailed description of options 2 and 3 can be found in annex 2.9.3¢

The preferred option is option 3 - introduction of an illiquidity factor based
on a bucketing approach. EIOPA has followed this option as part of its
recommendation for a combined overall design of the VA.

This option allows to reflect the illiquidity characteristics of the
undertaking’s insurance liabilities in the calculation of the VA, thereby
contributing to one the main objectives of the VA as identified by EIOPA.

36 Please note that, within annex 2.9 of this document, the technical details of the illiquidity factor
are described in subsection “option 5 - adjustment accounting for the illiquidity of liabilities”. The
calculation of the illiquidity factor under option 2 in paragraph. 2.243 corresponds to the calculation
under “Approach A” in this subsection. The calculation of the illiquidity factor under option 3 in
paragraph. 2.243 corresponds to the calculation under “Approach B” in this subsection.

72



Compared to option 2, option 3 allows for a less complex and more
proportionate calculation of the factor.

Misestimation of risk correction of VA
2.247 EIOPA has assessed the following policy options to address this issue:
e Option 1: no change

e Option 2: Amend the risk-correction to the spread so that it is
decoupled from the fundamental spread, and instead calculated as a
fixed percentage of the spread.

e Option 3: Amend risk-correction as in option 2, but allow for a higher
impact of the VA when spreads are high

2.248 For a description of option 2, we refer to annex 2.9%7

2.249 As a consequence of the results of the information request supporting the
consultation in autumn 2019, this option was amended to allow for a higher
impact of the VA when spreads exceed their long term average. Under this
amended option (option 3), the risk correction is determined as described
in the following paragraphs.

2.250 For government bonds issued by EEA countries, the risk correction is
determined as

RC =30% - min(S*,LTAS*) + 20% - max(S* — LTAS*,0)
where

e S denotes the average spread of government bonds in the
respective sub-class®® of government bonds in the representative
portfolio;

e ST =max(S,0) is the maximum of S and zero;

e LTAS denotes the long-term average spread of government bonds
in the respective sub-class of government bonds in the
representative portfolio; and

e LTAS* = max(LTAS,0) is the maximum of the long-term average
spread and zero.

2.251 For other fixed income investments in the representative portfolio, the risk
correction is determined as

RC = 50% - min(S*,LTASY) + 40% - max(S* — LTAS*,0)

37 See subsection “Option 6 — risk correction calculated as a percentage of the spread” in annex 2.9
38 Cf. section 8 in the technical documentation of the methodology to derive EIOPA’s risk-free
interest rate term structures
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where

e S denotes the average spread of fixed income investments in the
respective sub-class®* within the representative portfolio;

e S* =max(S,0) is the maximum of S and zero;

e [LTAS denotes the long-term average spread of fixed-income
investments in the respective sub-class within the representative
portfolio; and

e LTAS* = max(LTAS,0) is the maximum of the long-term average
spread and zero.

2.252 The preferred option is option 3. EIOPA has followed this option as part of
its recommendation for a combined overall design of the VA. This option
ensures that all risks contained in the spread are captured, whilst ensuring
that the VA is still effective as a countercyclical measure. Option 1 does
not appear appropriate since the risk correction under this option would
not respond to changes in credit risk. The VA under option 2 may not be
sufficiently effective as a countercyclical measure in times of high spreads.

VA almost always positive
2.253 EIOPA has assessed the following policy options to address this issue:
e Option 1: no change

e Option 2: Own Funds Buffer: Introduce an own funds buffer
approach

2.254 A description of option 2 is contained in annex 2.28 of this document.

2.255 The preferred option is not to make a change because of possible interplay
issues between the own funds buffer and the VA and because of the risk of
inconsistent application of the buffer across countries. EIOPA has followed
this option as part of its recommendation for a combined overall design of
the VA.

Underlying assumptions of VA unclear
2.256 EIOPA has assessed the following policy options to address this issue:

e Option 1: no change

e Option 2: Split into permanent and macro VA: Split the VA into a
permanent VA reflecting the long-term illiquid nature of insurance cash
flows and its implications on undertaking's investments decisions; and
a macro-economic VA that would only exist when spreads are wide in
particular during a financial crisis that affects the bond market. The
macro-economic VA would mitigate the effect of temporary

39 Cf. section 8 in the technical documentation of the methodology to derive EIOPA’s risk-free
interest rate term structures
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exaggerations of bond spreads, thereby contributing to avoid pro-
cyclical behaviour of undertakings.

2.257 The preferred option is option 2 - Split the VA into a permanent VA and a

macro VA. EIOPA has followed this option as part of its recommendation

for a combined overall design of the VA.

2.258

In addition to the design changes of the VA, EIOPA considers that the

objectives of the VA should be further clarified to ensure a common

understanding that allows a consistent application of the measure as well

as effective supervision thereof (see also deficiency 6 in this respect).

2.259

EIOPA considers that the VA is based on the following underlying

assumptions (see also objectives of the VA in section 2.4.5.1):

The undertaking holds spread sensitive assets and is exposed to changes
in credit spreads.

The VA mitigates the effect resulting from exaggerations of credit
spreads. Such exaggerations relate to the portion of the spread that is
not attributable to a realistic assessment of expected losses or
unexpected credit or other risk of the assets.

The implementation of the VA does not give rise to undue overshooting
effects. Overshooting effects occur where the impact of exaggerations
of credit spreads on the asset side is overcompensated by the impact of
the VA on the liability side.

The VA reflects the degree of illiquidity of the undertaking’s insurance
liabilities to which it is applied. The illiquidity of the liability corresponds
to the degree of predictability and stability of the liability cash flows.

Undertaking’s liabilities are sufficiently illiquid to ensure that the
undertaking is not exposed to the risk of forced sale of its spread
sensitive assets, but is able to hold on to those assets during market
fluctuations.

The VA corresponds to a portion of the spread observed on a portfolio
of fixed-income assets.

The portfolio of fixed-income assets on which the calculation of the VA
is based allows for the decomposition of the spreads contained in the
assets of the portfolio into a portion that is attributable to a realistic
assessment of expected losses or unexpected credit or other risk of the
assets, and the remaining portion.

The portion of the spread that the VA corresponds to is contained in the
remaining portion of the spreads and can be regarded as risk-free.

2.260 Note that these assumptions summarize the general principles and
motivation that underpin the concept of the VA. EIOPA considers that
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transparency on these assumptions supports a consistent level of
supervision of the application of the VA.

Deficiencies in the methodology for the country specific increase

2.261

2.262
2.263

2.264

EIOPA has assessed the following policy options to address this issue:
¢ Option 1: no change

e Option 2: Improved country-specific methodology: Amend the
trigger and the calculation of country-specific increase of the VA

e Option 3: Replace country-specific increase: Replace country-
specific increase by VA component based on comparison of current and
average spreads

A description of option 2 and 3 is contained in annex 2.9 of this document.*®

The preferred option is option 2 - Amend the trigger and the calculation of
country-specific increase of the VA. EIOPA has followed this option as part
of its recommendation for a combined overall design of the VA.

This option mitigates cliff edge effects for undertakings located in countries

experiencing a crisis, and is expected to improve the efficiency of the risk

management process. Option 3 is expected to have only temporary effects,

which may limit its efficiency in situations where differences between the

country and the currency spreads persist over longer time periods.
2.4.5.2.2. Combination of preferred options

2.265

2.266

2.267

2.268

On basis of the preferred options envisaged above, EIOPA proposes the
following VA design.

The VA is split into two additive components, a permanent VA and a
macroeconomic VA, as follows:

VA = VAL gy + VAL

macro,j

where i denotes the undertaking and j the country of location. VAL,
denotes the permanent VA for undertaking / and VAinam,j the macro VA for
undertaking / located in country j.

The macroeconomic VA takes the form of an improved country-specific
increase, as referred to in paragraph 2.263. This macroeconomic VA would
be added to the permanent component in crisis situations affecting one or
more countries.

In order to address the identified deficiencies, both the permanent and the
macroeconomic components should be calculated taking into account the
general application ratio, an application ratio designed to mitigate
overshooting effects (cf. option 4 in paragraph 2.237 above) and an

40 For a description of option 2, see subsection “Option 7 - Amend the trigger and the calculation of
country-specific increase of the VA” in annex 2.9. A description of option 3 is included in subsection
“Option 8 - Clearer split of the VA between its function as a crisis and a permanent tool”.
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2.269

application ratio reflecting illiquidity features of the liabilities (cf. option 3
in paragraph 2.243). Moreover, a change of the methodology for the
calculation of the risk correction is suggested, according to option 3
presented in paragraph 2.247.

This combination gives rise to the need of adjusting the technical features
of some of the options envisaged above. In particular the combination of
the application ratio addressing overshooting effects and the improved
country-specific methodology should be consistently amended (cf. the
description of the relevant options in annex 2.29).

2.4.5.2.3. Assessment of the functioning of the current and new

2.270

2.271

2.272

design of the VA

EIOPA has assessed the functioning of the current and envisaged new
design of the VA by, among others:

e An analysis of the development of spread and VA values during
2020%;

e Identifying cases of an “overshooting” impact of the VA during the
first half of 20204?;

e Comparing simulated VA values under the current and the envisaged
new design of the time period from January 2007 to September
202043;

e An analysis of the effects of the new VA design on the triggering of
the macro VA**; and

¢ An analysis of the effectiveness of the current and new currency VA
in terms of compensation.*®

The analysis of the spread and VA data during 2020 indicate that the
proposed VA is better responsive to the increase of volatility in credit
spreads than the current VA, and on average leads to a value of the VA
which is significantly higher than under the current design. Where the new
design of the VA leads to lower values than for the current VA, this is the
case where the combined impact of the application ratios is low. In such
cases, a lower value of the VA is considered appropriate since low values
of the application ratios indicate a low degree of illiquidity of the best
estimate, or a risk of “overshooting” effects.

Similar findings were derived in the comparison of simulated VA values
during the time period 2007 to 2020. The different levels between the

41 See annex 2.20
42 See annex 2.21 and 2.26
43 See annex 2.22 and 2.23
44 See annex 2.24
45 See annex 2.25
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2.273

2.274

current VA and the proposed new VA are illustrated in the following
diagram, which summarises the average VA values since the start of
Solvency II for all countries that use a euro VA:

Average VA values since the start of Solvency Il
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In this diagram, the curve with the label “VA.current” refers to the values
of the VA under the current design. VA values for the new envisaged design
of the VA are labelled "“WA.CIR.AR.50”, "“VWA.CIR.AR.75” and
“"VA.CIR.AR.100” corresponding to the assumed level of the combined
impact of the application ratios.®

The improved responsiveness of the proposed new design of the VA is
illustrated by the following diagram, which shows the simulated
development of the VA under the current and the new envisaged design
for Italy during the time period 2007 to 2020:%’

46 See annex 2.22 for details
47 See also annex 2.22 for details and further examples
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2.275

2.276

2.277

Country VA - IT
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The analysis of the effects of the new VA design on the triggering of the
macro VA revealed that the proposed new risk correction methodology will
improve the activation of the macro VA in those countries that experienced
severe crises in the past years. In the current calculation of the VA, the
“memory” of these past crises is incorporated in the risk correction, which
is calculated as a long term average of past spread data. This leads to an
increase of the risk correction for these countries. In turn, this effect
reduces the risk corrected country spread for these countries, potentially
preventing the triggering of the macro VA. The new risk correction
methodology, which is a percentage of the current spread, does not have
this drawback, improving the responsiveness of the VA to the increase of
volatility in credit spreads.

The analysis of the VA during 2020 also identified severe cases of
“overshooting” effects of the current VA in the first quarter of this year. In
more than 10% of cases*®, the VA effects were so strong that they
overcompensated all other losses that the undertakings incurred, leading
to an actual increase of the own funds in the first quarter of 2020.

The envisaged new design of the VA is intended to better target the impact
of the VA and to limit such overshooting effects. EIOPAs findings suggest
that the proposed VA would indeed be effective in this regard: for most of
the identified undertakings which experienced an “overshooting” of the
current VA, the envisaged new VA design would lead to a smaller change

48 See annex 2.21 for details. The whole sample consisted of 139 undertakings, with an aggregated
value of technical provisions of 4.030 billion Euro, which represents a market coverage of 68% of
all VA users.
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of the VA in Q1 2020 compared to the current VA, thereby reducing any
such overshooting effects.

2.278 EIOPA underlines that this effect results from the combination of all new
proposed components of the VA design:

e the application factor for overshooting, which limits the impact of the
VA where the sensitivity of the fixed income assets of the undertaking
towards changes in spreads is lower than the sensitivity of technical
provisions towards changes in the VA;

e the application ratio for illiquidity, which reflects the degree of illiquidity
of the liabilities; and

e the more risk-sensitive design of the risk correction.

Changes in any one of these components, as well as of the general
application ratio*®, could lead to the risk that the identified overshooting
effects persist or are even amplified.

2.4.6. General application ratio

2.4.6.1. Relevant legal provisions

2.279 Article 77d (3) of the Solvency II Directive prescribes that the VA shall
correspond to 65% of the risk-corrected currency spread.

2.280 For the purposes of this analysis, we shall refer to this factor as the ‘general
application ratio’ (GAR).

2.4.6.2. Previous advice

2.281 In its technical findings on the Long-Term Guarantees Assessment (LTGA),
EIOPA recommended to introduce a volatility adjustment mechanism
(Volatility Balancer - VB). EIOPA set out the following view on the risks
associated with the VB:

"The main risk associated to the implementation of the measure is certainly
an overestimation of the ‘“artificial volatility” affecting spreads. The total
spread between the yield of an asset and the risk-free rate includes in fact
many components. The current calibration of the CCP only recognizes the
credit risk connected with the probability of default, the volatility of this
probability and the cost of downgrades. Beyond credit risk, the spread also
encompasses crucial information such as management expense risk, taxes or
costs of market imperfections. In addition, since the “"buy-and-hold” principle
is not a prerequisite to earn the Volatility Balancer and given that insurance
liabilities are not required to be illiquid, the liquidity risk is a component of
the spread to consider for the calibration. Therefore the calculated spread,

49 See section 2.4.6
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which currently only excludes the portion linked to default risk (based on CCP
methodology), would need to be adjusted to account for other objective
market parameters of the spread.”

2.282 On basis of this assessment, EIOPA advised that the calculated spread for
the VB should be adjusted to account for risks associated with the
implementation of the adjustment. This adjustment should be achieved by
introducing an application ratio of 20%, which has the effect that there is not
a full application of the determined spread, but only a 20% application.

2.283 In recommending such an application ratio, EIOPA intended to capture the
risks arising from the volatility adjustment directly through the calibration of
this adjustment, rather than via an adjustment of the SCR, to avoid non-linear
effects that may largely offset in some cases the benefit of the measure.>°

2.284 EIOPA considered the value of 20% as a good starting point for further
calibration work on the Volatility Balancer. It was calibrated to ensure that
the Volatility Balancer (with an application ratio of 20%) would have a similar
impact on the SCR coverage ratios of insurers as at year end 2011 than the
previously tested CCP mechanism to which a dedicated capital charge was
attached.

2.285 As part of the political agreement prior to the introduction of Solvency II,
the application factor proposed by EIOPA was kept, however its value was
increased to 65%.

2.4.6.3. Identification of the issue

2.286 The calibration of the GAR has a direct impact on the level of the calculated
VA, and hence on the efficient functioning of the VA. Where the GAR is set too
high, this could contribute to overshooting effects and bears the risk of
underreserving as the liabilities may be valued too low if the VA is set too
high. On the other hand, where the GAR is set overly prudent, this could
impede the functioning of the VA as a mechanism to prevent pro-cyclical
behaviour on financial markets and to mitigate the effect of exaggerations of
bond spreads. EIOPA has therefore considered whether the current GAR factor
of 65% should be changed, and if yes by which amount.

2.4.6.4. Analysis

2.4.6.4.1. Role of GAR

2.287 In line with its previous findings in context of the LTGA, EIOPA considers
that the VA should continue to be subject to a GAR in order to account for the
risks inherent in the VA.

>0 The design of the predecessor of the VA, the Countercyclical Premium (CCP), included an
additional SCR sub-module which measured the impact of a reduction of the CCP to zero on the
insurer’s basic own funds.
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2.288 These risks include:

a) The risk that undertakings cannot actually earn the VA;

b) The limitation that the VA is applied equally to a wide range of liabilities,

regardless of whether the undertaking is actually exposed to bond spread
exaggerations and whether or not the liabilities are sufficient illiquid to
withstand forced sales and prevent realizing losses due to these bond spread
exaggerations; and

the risk of misstatement of the determination of the VA that occurs due to
unavoidable estimation uncertainty with respect to the measurement of
exaggerations of bond spreads and the identification of risk-free portions of
these spreads.

2.289 To expand on a), an insurer may not be able to earn the VA since, e.g.:

its actual investments deviate from the reference portfolio;
a potentially too low risk-correction has been applied;

the VA is applied to a duration of liabilities that exceeds the duration of the
fixed income assets;

its investments include floating interest rate bonds, callable bonds,
mortgages, and other assets with non-fixed cash flows or with embedded
options;

the composition of the investment portfolio of the insurer can change over
time, and it may not be possible for the insurer to earn the VA with the
changed portfolio;

where the VA applies to products with future premiums, the insurer is
exposed to reinvestment risk, and it may not be possible for the insurer to
invest future premiums in assets that earn the same amount as past
premiums; and

the VA is applied to products with surrender rights, so the exercise of
policyholder surrender options could lead to forced sales.

2.4.6.4.2. Impact of changes to VA design on calibration of GAR

2.290 EIOPA expects that the envisaged new design of the VA will affect some of
the risks associated with the VA. In particular:

1)

The introduction of a proportionate overshooting factor is expected to
reduce the risk of overshooting arising from differences between
undertakings’ duration of assets and liabilities and their exposures;

2) The application of an illiquidity factor will cause the VA to vary depending

on how illiquid an undertaking’s liabilities are and thereby reduces the risk
of applying the VA without being able to withstand forced sales and the
realization of losses due to bond spread exaggerations; and
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3) The proposed amendment to the risk correction will allow for better
capturing unexpected credit and other risks, thereby reducing the risk that
the risk correction is too low.

2.4.6.4.3. Policy options considered

2.291 In view of the analysis above, EIOPA has considered the following policy
options on the determination of the GAR:

e Option 1: No change (i.e. keep the GAR at 65%)
e Option 2: Increase the GAR to 100%
e Option 3: Increase the GAR to 85%

2.4.6.4.4. Assessment of options

2.292 Assetoutin paragraph 2.287, EIOPA considers that the VA should continue
to be subject to a GAR in order to account for the risks inherent in the VA.
Whereas the risks associated with the current design of the VA are expected
to be mitigated, to some extent, by the proposed improved design of the VA,
this can only lead to a reduction but not to an elimination of the risks.

2.293 For example:

e the risk of misstatement of the determination of the VA that occurs due
to unavoidable estimation uncertainty remains under any design of the
VA; this risk can be substantial especially in times of crises where spreads
may increase excessively, and the identification of the risk-free portion of
the spread may be subject to material estimation uncertainty;

e some of the risks mentioned in paragraph 2.289 that could prevent an
insurer from earning the VA, e.g. a change of the insurer’s investment
portfolio over time, cannot be mitigated by the options for an improved
VA design; and

e the proposed new design of the VA introduces additional inherent model
risk, and cannot fully eliminate the risks which they intend to address.

2.294 Therefore, option 2 (setting the GAR to 100%), which would not allow to
address risks associated with the VA, does not appear appropriate.

2.295 EIOPA expects that some of the risks that the GAR should address are
mitigated by the proposed new design of the VA. Therefore, option 1 (i.e.
keep the GAR at 65%), may lead to a GAR which is overly prudent.

2.296 However, the additional complexity that would be introduced by a more
sophisticated VA design could also lead to additional risks and uncertainties
in the quantification of the VA. Moreover, EIOPA notes that the current level
of the GAR is already significantly higher than the previous EIOPAs
recommendation of a value of 20%. Therefore, EIOPA considers that the GAR
should only slightly increase.
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2.297 Therefore, the preferred option is option 3 (increase of the GAR to 85%).

2.4.7. Dynamic VA for the standard formula

2.4.7.1. Identification of the issue

2.298 As atyearend 2018, 192 insurance and reinsurance undertakings calculate
their SCR with an approved internal model. 62 of these undertakings apply
the dynamic VA, i.e. their internal models take account of the possible change
of the VA during the following 12 months. Such an approach is currently not
possible in the SCR standard formula, where the spread risk sub-module does
not take account of VA changes.

2.299 The application of a dynamic VA has a significant impact on the SCR. As
reported in the LTG report 2018, at the end of 2017 the average SCR
reduction caused by the dynamic VA was 25%. In contrast, where the
standard formula was applied to derive the SCR, the VA caused on average a
reduction of the capital requirement by 1%.

2.300 These differences give rise to the concern that there is no level playing
field between undertakings that use internal model and undertakings that use
the standard formula because their spread risk is treated systematically
different in the SCR calculation.

2.301 Furthermore, where the VA is interpreted as an inherent component of the
valuation of technical provisions accounting for the illiquidity of liabilities (cf.
option 5) an inconsistency between valuation and risk measurement arises,
where the dynamics of the VA are not adequately reflected in the risk
measurement. Under such an interpretation of the VA, the application of a
dynamic VA in the SCR would be consistent. Not reflecting a dynamic VA in
the SCR would in contrast raise inconsistency between the valuation and risk
measurement. This particularly holds for the measurement of spread risk, as
changes in market spreads would have an impact on the VA and thus on the
value of technical provisions and own funds, thus on the final risk taken into
account.

2.4.7.2. Analysis

2.302 The following option has been identified to address the issue:
e Allow for the dynamic VA in the SCR standard formula

2.303 Under this option, the stress scenario of the spread risk sub-module would
be modified to take into account the VA changes resulting from the spread
stress. For this purpose a stressed VA would be provided by EIOPA. The
stressed VA would reflect spread widening of government bonds only to the
extent that the standard formula does so. Undertakings would need to
recalculate the value of technical provisions impacted by a change in the size
of the VA due to the stress.
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2.304 This concept may also require an addition to the current design of the SCR
standard formula as the insurer would be exposed to another risk, the risk of
technical provisions increasing as a consequence of the VA decreasing. This
could be solved by adding another scenario of spreads decreasing in the
spread risk sub-module. This would ensure that undertakings are exposed to
an additional risk charge in case of a mismatch between the undertaking’s
credit risk exposure on the asset side and the sensitivity of the liabilities to
changes in the VA.>!

2.305 In case the design of the VA is changed to include undertaking-specific
elements (undertaking-specific VA, application ratios for overshooting or
illiquidity), then undertakings would calculate the VA based on input data from
EIOPA (stressed spreads for the undertaking-specific VA, VA before
application ratios).

2.306 Undertakings that apply the VA and derive the SCR for spread risk with the
standard formula would have the choice to apply the dynamic VA or calculate
the capital requirement for spread risk as it is currently done.

2.307 Another possibility is to apply the dynamic VA in a more indirect way: the
spread risk charges would be reduced based on the effective application ratio
of an undertaking. For example, if an undertaking specific application ratio
would reflect illiquidity of the liabilities as well as duration relation of assets
and liabilities and would amount to 50 percent and the risk-correction would
be 50 percent, the impact of parallel credit spread changes would be
potentially approximately compensated by 25 percent. This 25 percent could
be used as a reduction for the credit spread charges. It would require further
analysis to ascertain that this approach captures the impact that the VA has
in the spread risk scenarios of the SCR standard formula.

2.308 EIOPA has further analysed the impact of the dynamic VA on capital
requirements. The analysis took into account that internal models capture the
full credit risk from government bonds®? while the standard formula assigns a
zero credit risk charge to EEA government bonds that are denominated in
local currency. The following diagram illustrates the impact of including
government bond risks, of the VA without dynamic modelling (CVA) and the
impact of dynamic modelling of the VA (DVA) on the SCR. The figures relate
to the average impact for a representative sample of internal models that
apply the dynamic VA and the reference date of 31 December 2018. The net
effect of including government bond risks and applying the dynamic VA is a
reduction of the SCR by 3.3%:

>1 E.g. for undertakings with long term liabilities and only a small proportion of spread-sensitive
assets.

52 See EIOPA Opinion on the preparation for Internal Model applications of 14 April 2015,
https://www.eiopa.europa.eu/content/preparation-internal-model-applications.
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2.309 Please note that effects shown are effects on the total SCR and thus
including diversification effects.

2.310 The level of the reduction does not support the concern that the dynamic
VA creates a level playing field issue with regard to the standard formula. On
the contrary, the figures indicate that allowing for a dynamic VA in the
standard formula while keeping a zero risk charge for government bonds
might create an uneven playing field in favour of standard formula users. The
impact on single undertaking level is further analysed in the section on the
DVA in internal models (see section 2.5) and confirms the conclusion in
general.

2.311 Furthermore, it should be taken into account that the charges for credit
spread risk in the SCR standard formula have been significantly reduced
compared to the initial calibration proposed by CEIOPS. If the standard
formula would be based on this original calibration, the advantage of applying
the DVA in internal models would be larger. One could argue that the
reduction of the spread risk charges compared to the CEIOPS advice already
takes into account the DVA to some extent.

2.312 Apart from that, a comparison between internal models and the standard
formula needs to take into account that internal models are governed by
strong regulatory requirements to ensure and justify appropriateness of the
approach taken (in particular Articles 223 to 247 of the Delegated Regulation).
Such requirements do currently not apply to standard formula users.

2.313 On the other hand, the calibration of spread risk of internal model users
and standard formula users is not directly comparable. A comparison would
need to acknowledge that the credit spread charges for the standard formula
depart from earlier CEIOPS advice and also the diversity of calibration and
modelling approaches for internal model users.

2.314 It is not mandatory to jointly consider the allowance for government bond
spread risks and the modelling of a dynamic VA. Some internal modes that
cover spread risk only apply a constant VA. The question of whether to
recognize a dynamic VA can also be considered to be first of all a conceptual
one that goes hand in hand with the objectives the VA is targeted towards.
As these objectives do not vary between internal model or standard formula
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users - as the VA is first of all an adjustment to the valuation - the question
of whether the VA should be conceptually transferred to risk measurement
should be answered independently from how the SCR is calculated. Therefore,
it can be argued that where a dynamic VA is included in internal models, it
should also be possible to apply it in the standard formula in case the VA
targets to reflect the illiquidity in the valuation.

2.315 If the VA intends to mitigate the impact of bond spread exaggerations and
the reduction of pro-cyclical investment behaviour (objectives 1 and 2 of the
VA), it is not beneficial that those targets are reflected in a reduction of the
capital requirements. On the contrary, it would provide a double benefit by
reducing both the own funds and the SCR. It is unlikely that the dynamic VA
contributes to preventing pro-cyclical behaviour because it permanently
lowers the capital requirement for spread risk. It can therefore rather be
considered as having a negative consequence for pro-cyclical behaviour as
undertakings are less incentivised to increase buffers in good times (as DVA
reduces capital requirements already in good times).

2.316 The option would have the following advantages and disadvantages:

Advantages

Disadvantages

Provides for consistent treatment of
the VA in internal models and the
SCR standard formula.

Might create an uneven playing field
in favour of standard formula users
as long as government bond risks are
not fully captured in the standard
formula.

Ensures consistency between the
risk measurement in the SCR and the
derivation of technical provisions and
own funds. The spread risk SCR
captures the reduction of exposure
to spread risk due to illiquidity and
duration of liabilities.

The spread risk SCR does not reflect
anymore the full risk of spread
widening as observed in financial
markets.

Encourages the investments in May reduce the level of policyholder
corporate bonds and loans. protection where capital
requirements are reduced.
Lower capital requirements for
spread risk may incentivise

undertakings to hold more corporate
bonds of lower credit quality.

Increases the complexity of the SCR
calculations for undertakings that
apply the dynamic VA

Discourages the investment in equity
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2.317 EIOPA holds the view that the disadvantages of the option clearly outweigh
the advantages of the option, in particular as it effectively not improves the
level playing field between users of the standard formula and users of internal
models.

2.4.8. Approval to use the VA

2.4.8.1. Identification of the issue

2.318 The Solvency II Directive includes a Member State option to require
supervisory approval to use the VA (Article 77d(1). EIOPA analysed for the
LTG report 2016 the application of that Member State option. Accordingly
nine countries require approval to use the VA (DE, DK, EE, HR, IE, PL, PT,
RO, SI). In four of these countries undertakings do not use the VA (EE, HR,
PL, SI). In 17 countries where the VA is used by undertakings no approval is
required (AT, BE, BG, CY, CZ, ES, FI, FR, GR, HU, IT, LI, LU, NL, NO, SE, SK).

2.319 Article 77d(1) does not provide a level playing field because depending on
the country of authorisation undertakings need to or do not need to request
approval to use the VA. This might constitute an unequal treatment between
undertakings of different jurisdictions. In particular, undertakings may incur
different costs when they apply the VA because in some jurisdictions they
incur the costs of the approval process and in others not.

2.320 Furthermore, an undertaking that does not receive approval by is
supervisory authority to use the VA could still do so if it was authorised in a
country that does not require approval. These differences may be mitigated
because the supervisory review process in countries without VA approval can
also result in disallowing undertakings to use the VA where it is found
inappropriate.

2.4.8.2. Analysis

2.321 The following policy options to address this issue have been identified:
e Require supervisory approval to use the VA in all Member States
e Do not require supervisory approval to use the VA in all Member States

e Require supervisory approval to use the VA in all Member States for new
users.

2.322 To require supervisory approval ensures that NSAs have up to date
information on the use of the VA in their market. NSAs can subject the use
of the VA to conditions. Such conditions could include in particular that the
processes and data for calculating the VA are appropriate and the underlying
assumptions of the VA are met. More detailed guidance should be developed
by EIOPA with respect to the conditions for approval/withdrawal of the VA in
order to promote supervisory consistency.
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2.323 Preventing that undertakings do not use the VA without complying with
such conditions could help to ensure that undertakings use appropriate
discount rates to value their insurance liabilities and thus set up adequate
technical provisions. This would contribute to policyholder protection.
Supervision would be more effective because NSAs have more insight into
the use of the VA by their undertakings.

2.324 On the other hand, if no supervisory approval was requested, then NSAs
and undertakings would not incur the costs for the approval process.

2.325 In comparison, no change is not the preferred option because it does not
provide a level playing field across countries. If the supervisory approval is
only requested with respect to new VA users, the costs for supervisory
authorities and undertakings would be limited and a level playing field would
be established for the future.

2.326 However, in order to avoid that the grandfathering provisions (no approval
for undertakings already applying the VA) result in unfair situations, some
safeguards would be needed. First, a prior cut date should be established so
as to avoid a cliff effect encouraging new VA users before the legal change is
adopted in those Member States where the VA is currently not subject to
supervisory approval. In addition, with respect to the current VA users in
those Member States, the supervisory authority should still able to request
them to stop using the VA when the use of the measure is not deemed
appropriate anymore; that supervisory power should be recognised more
explicitly in the regulation.

2.5. Dynamic volatility adjustment in internal models

2.5.1. Extract from the call for advice

3.6. Dynamic modelling of the Volatility adjustment

EIOPA is asked to assess whether the modelling of the DVA by internal model
users sets disincentives for insurance and reinsurance undertakings’
investment and risk management strategies, and whether the existence of
diverging practices in this regard can be detrimental to the level playing field.
In this context, EIOPA is asked to assess the appropriateness of this dynamic
modelling in internal models in light of the assumptions underlying the
volatility adjustment. In case that EIOPA advises to maintain this dynamic
modelling in internal models, it should also advise on criteria to improve
harmonisation of the modelling.

2.5.2. Previous advice

2.327 EIOPA did not provide advice on this topic so far but issued the 'Opinion on
the supervisory assessment of internal models including a dynamic volatility
adjustment' ('DVA'"), EIOPA-B0S-17/366, 'DVA opinion' in the following.
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2.5.3. Relevant legal provisions

2.328 The DVA in internal models is governed especially by the regulatory
requirements on internal models. These especially are Articles 112 - 127 of
the Solvency II Directive and Articles 222 - 246 of the Delegated Regulation
for single undertakings and the respective Articles for groups. Furthermore,
more general requirements on governance including risk management and
on disclosure to supervisors and public are relevant.

2.329 Of specific importance in the DVA context are the requirements of the
‘statistical quality standards’ (SQS) of Article 121 of the Solvency II Directive,
including the consistency with the methods used to calculate technical
provisions, but also the ability to rank risks mentioned in Article 232 of the
Delegated Regulation. At the same time the requirements on use test of
Article 120 of the Solvency II Directive and its specification in the Delegated
Regulation have to be complied with, including a ‘fit to the business’
requirement (Article 224 of the Delegated Regulation) and integration in risk
management (Article 226 of the Delegated Regulation). Of a more general
importance is the coverage of all material risks (Article 233 of the Delegated
Regulation).

2.330 The frame is set by the regulation of the volatility adjustment, especially
Articles 77d and 44 of the Solvency II Directive and Articles 49 - 51, 278 of
the Delegated Regulation.

2.5.4. Other regulatory background

2.331 Connections exist in a natural way to the review of the volatility adjustment
(VA) itself, but there is no connection visible to regulatory changes beyond
the review of Solvency II.

2.5.5. Identification of the issue

Dynamic volatility adjustment in internal models

2.332 The volatility adjustment (VA) was introduced as one of the ‘long-term
guarantee’ (LTG) measures to mitigate the impact of exaggeration of bonds
spreads by adjusting the risk free rates (‘RFR’) to calculate the technical
provisions. As internal models are required to generate a probability
distribution forecast that determines changes in basic own funds to calculate
the SCR consistently with the methods to calculate the technical provisions
(TP), some internal model users implemented so called ‘dynamic volatility
adjustment’ (DVA) approaches that take the VA into account in the SCR by
allowing the VA to move in line with the modelled credit spreads during the
1-year forecast of basic own funds. Some other models keep the VA constant
(CVA) as in the standard formula.

2.333 The idea of DVA approaches could be illustrated as follows:
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2.334 Under the VA, changes in asset values (AA) are (partly) compensated by a
TP adjustment (ATP):

,—spread impact T TN
AA ATP
Base Case (t=0) Spread-Shock Spread-Shock Asset and TP /
(t=1) w/o VA (t=1) with VA VA impact

2.335 In a generic view, this effect is anticipated in DVA approaches in the
scenarios simulated to determine the SCR:

5 1-Shock Spread-Shock Spread-Shock Sprefd's}'m"k
Base Case (t=0) {tr-:‘f;:wlthu\.}:-ﬂ-. {t=1) with VA {t=1) with VA (t=1) with VA&
Base Case Scenario 1 Scenario 2 Scenario 3 ... 5cenario N

2.336 One of the key questions addressed under the key words ‘overshooting’
and ‘undershooting’ (see section 2.4.5.1), is whether the relation of the
impact on assets and the TP adjustment are sensible.

2.337 The need and desire to remove risk management disincentives led to the
implementation of so called ‘holistic approaches’ deviating from replication of
the EIOPA VA methodology and in the EIOPA DVA opinion to the introduction
of the so called ‘prudency principle’, under which undertakings using a holistic
approach shall demonstrate that their SCR is at least as high as if replicating
the EIOPA VA methodology (‘direct approach’).

Issues identified

2.338 Relevant issues as identified in EIOPA’s DVA opinion and underlined and
exemplified in the call for advice are:
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1. Potential disincentives for risk and investment management.

2. Impacts on the level playing field, especially by the existence of different
modelling approaches.

3. Appropriateness in the context of the underlying assumptions of the
volatility adjustment.

2.339 The call for advice is asking EIOPA to provide advice on
4. whether to maintain the DVA

5. if ‘'yes’, criteria to improve harmonisation of the modelling

2.5.6. Analysis and conclusions

2.5.6.1. Approach to the analysis

2.340 The analysis was performed in four phases, each supported by an
information request.

2.341 The first phase took into view the functioning of current DVA approaches
and impacts from these approaches on the SCR including under stressed
conditions. For this purpose a questionnaire was issued in March 2019 based
on year-end 2018. The results and conclusions of this analysis are
documented in the “Consultation Paper on the Opinion on the 2020 review of
Solvency I1”, EIOPA-B0S-19/465, “consultation paper” in the following and in
EIOPA’s "Report on insurers’ asset and liability management in relation to the
illiquidity of their liabilities”, EIOPA-B0S-19-593, “ALM-Report” in the
following.

2.342 The second phase is associated with the consultation of EIOPA’s draft
opinion and the testing of the two approaches to the VA presented there.

2.343 The third phase is associated with the “Holistic Impact Assessment”
("HIA"), based on year-end 2019 and the impact assessment based on the
proposal for a new VA regime in the context of the DVA.

2.344 The fourth phase is associated with the review of the concepts in light of
the COVID-19 crisis and the “"Complementary Information Request” (*CIR"),
based on Q2 2020.

2.345 Results from the first phase of the analysis with few exception will not be
cited but only referred to. The following analysis is focussed on the additional
insights gained from phases two, three and four. While the first phase also
covered effects on group level, the other phases focussed on the solos
perspective and took in view groups only with cumulative effects from the
solos.

2.346 Each information request covered more than 90% of DVA users in terms
of SCR, and covered all approaches and undertakings from all groups using a
DVA.
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2.5.6.2. Use of the DVA and modelling approaches observed

2.347 At year-end 2019 as at year-end 2018, the same number of 63

undertakings are using an internal model for solo-SCR calculation purposes
including a DVA, but seven undertakings dropped out due to merger &
acquisition and for seven undertakings a DVA was used the first time.

2.348 All DVA undertakings belong to nine insurance groups (eight at year-end

2018), in each of which the approach to the DVA is homogeneous, i.e. nine
DVA approaches are observed in the market. Five of these approaches could
be classified as ‘direct approaches’, i.e. with the ambition to replicate the
EIOPA VA methodology. Those five approaches cover 41 solo undertakings,
partly including margins of prudency related to the concrete model setup.
Four DVA approaches could be classified as ‘*holistic’, i.e. deviate from closely
modelling the EIOPA VA methodology with the aim to solve undesirable risk
management incentives. These holistic approaches cover 22 undertakings
and differ motivated by risk management and risk profile analysis. Details on
the modelling approaches can be found in the consultation paper and the
ALM-Report. Compared to year-end 2018, there is one new DVA approach,
which is a direct approach without margins of prudency.

2.349 Irrespective of the approach chosen, models were only approved if all

credit risks were modelled, including sovereign risk.

2.350 Although the number of DVA users compared to the total number of

insurance undertakings falling under Solvency II is small (2%), the portion in
terms of volume of assets and technical provisions and SCR is relevant (more
than 15%).

2.351 With respect to the use of DVA by type of business (life, non-life, composite

and reinsurance) or by country, the following table provides an overview per
year-end 2019 and 2018 (in brackets):

Solo undertakings

Country| Groups . . _ .

Life Non-Life |Composite | Reinsurance| Total
AT 1(0) 2 (2) 1(1) 2 (1) 1(0) 6 (4)
BE 0 (0) 0 (0) 2 (2) 1(1) 0 (0) 3(3)
Cz 0 (0) 0 (0) 0 (0) 1(1) 0 (0) 1(1)
DE 2 (2) 10 (11) 12 (11) 0 (0) 4 (2) 26 (24)
FR 1(1) 6 (6) 5 (7) 1(1) 1(1) 13 (15)
IE 0 (0) 0 (0) 1(1) 0 (0) 2 (1) 3(2)
IT 1(1) 1(1) 0 (0) 1(1) 0 (0) 2 (2)
NL 3(3) 4 (6) 4 (5) 0 1(1) 9 (12)
UK 1(1) 0 (0) 0 (0) 0 (0) 0 (0) 0 (0)
Total 9(8) [23(26)| 25 (27) 6 (5) 9 (5) 63 (63)
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2.5.6.3. Analysis of the identified issues

2.352 This subsection presents the analysis of the identified potential issues as
described above and COM’s requests in the Call for Advice (see section 2.5.5):

1. Potential disincentives for risk and investment management

2. Impacts on the level playing field, especially by the existence of different
modelling approaches

3. Appropriateness in the context of the VA underlying assumptions
4. Whether to maintain the DVA

5. if ‘yes’, criteria to improve harmonisation of the modelling.

2.5.6.3.1. Disincentives for risk & investment management

2.353 The analysis of the first phase came to the conclusions that the DVA does
not introduce disincentives itself but transports potential deficiencies from
VA® in the valuation into the SCR and amplifies them. This is especially true
for undertakings suffering from ‘overshooting’ for which direct modelling
approaches for DVA could distort sound risk management.

2.354 The Call for Advice does not explicitly mention specific disincentives, but
from the DVA opinion as well as from the questionnaire to NSAs and
undertakings, the main concern is the incentive to investment in riskier assets
for the sole purpose of lowering the SCR. This would also be considered as
the main driver for putting in place investment strategies that could trigger
pro-cyclical behaviour in a stressed situation. NSAs especially mentioned
potential pronounced cases of an inversion of risk ranking if the DVA would
replicate the EIOPA VA methodology (‘direct approach’), i.e. without DVA the
internal model would indicate a widening of credit spreads to be the relevant
risk, while with DVA a tightening of credit spreads would be indicated. Other
concerns mentioned were: increasing the appetite for credit spread risk by
nearly eliminating credit spread risk of a given asset portfolios in the internal
model due to a DVA as well as limited sensitivity if additional credit spread is
taken in the portfolio.

>3 Key sources of VA ‘overshooting’ (see subsection 2.4.5.1) and consequently SCR issues are the
mismatch of credit spread sensitivity of assets and liabilities (incl. volume and duration
mismatches), allocation mismatches compared to the VA reference portfolio (incl. sector, e.g.
sovereign and corporate, and credit quality step) and the fact that the current VA risk correction
could underestimate expected losses or unexpected credit risk (e.g. migration, default) or other
risks of the assets, especially in extreme economic environments and for certain assets as it relies
on a 30-year-Long-Term-Average-Spread. The latter and the former can cause DVA models not to
be ‘risk sensitive’, i.e. not sufficiently measure risks and not sufficiently support risk ranking. Also,
‘undershooting’ could be caused, e.g. if the actual portfolio and VA reference portfolio have
structural differences regarding government bonds.
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2.355 The need and desire to remove risk management disincentives led to the
implementation of ‘holistic approaches’ deviating from replication of the
EIOPA VA methodology and further, in the EIOPA DVA opinion, to the
introduction of the so called ‘prudency principle’, under which undertakings
using a holistic approach shall demonstrate that their SCR is at least as high
as if replicating the EIOPA VA methodology.

2.356 This prudency principle is an important measure but does not solve all
issues and does not seem to work properly especially in pronounced cases*.

2.357 However, model outcome is not mechanically transposed to risk and
investment decisions. There currently is no indication that DVA users invest
materially differently from local market practice or near to EIOPA VA
reference portfolios.

2.358 This is also confirmed by the analysis of phase four covering effects from
the COVID-19 crisis, specifically participants answers to qualitative questions
raised in the CIR:

2.359 Overall, the existence of overshooting and undershooting of the VA in the
solvency II balance sheet was confirmed, but neither forced sale of assets
nor changes in risk or investment management or in risk appetite were
reported.

2.360 The participants did not report any revisions of risk or their investment
management policies or practices, but some took targeted measures or used
opportunities in line with their policies. No change in risk appetite was
reported.

2.361 The participants confirmed to not have experienced any forced sale of
assets.

2.362 Three participants actively confirmed to have observed overshooting in the
balance sheet during the crisis, while ten reclaimed undershooting in general
or specifically in the crisis. 24 undertakings either considered over- or
undershooting as not material or did not observe any.

2.363 The analysis of the three overshooting cases confirmed that these were
caused by duration mismatches of assets and liabilities and by higher credit
quality of assets compared to the VA reference portfolio.

2.5.6.3.2. Impacts on the level playing field

2.364 The analysis in the first phase confirmed that on average, implementing a
DVA in internal models has only a limited impact compared with constant VA
in standard formula or internal models, if not enforcing modelling of sovereign
exposures.

>4 E.g. in the situation of an inversion of the risk ranking under a replication of the EIOPA VA
methodology, the prudency principle could introduce a floor of 0 or one derived from a risk of
spread tightening, although the undertaking is exposed to spread widening without DVA.
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2.365 One way of evaluating the impact of the introduction of DVA models to the
market, followed in phase one, is to consider the ‘DVA net sov’ impact, i.e.
the difference between CVA and DVA but subtracting the initial increase of
the SCR by introducing sovereign risk also for exposures exempted in the
standard formula. This impact on weighted average was -3.3% relative to the
SCR without VA:

14,9% 100,0%

/0%
100,0% -
85,1% 5.4% 85,1%

0,0%

sovereign risk impact CVA impact SCRincl. DVA SCR no VA, sov as SF DVA net sov impact
SCR no VA, sov as SF SCR no VA DVA impact CVA impact SCRincl. DVA

The median was -4.7%, i.e. value for which the net impact is smaller for 50%
of the sample, and the 25% quantile was -9.5%, which means that for 75%
of the sample the net impact is less reduction:

Net DVA-Sovereign impact baseline scenario
SCR impact normalised to SCR of combination 'no VA / with sovereign risk’

normalised SCR impact

-20

2.366 To limit the effort for participants, the analysis of the decomposition of the
DVA effects was not repeated. But with the CIR, data on the effect on the
SCR of the switching on of the VA was also collected for Q1 2020 to assess
this impact also at a second key date during the COVID-19 crisis.

2.367 The following figure shows the relative reduction of the SCR for year-end
2018, year-end 2019 (HIA) as well as for Q1 2020 and Q2 2020 (CIR) in the

96



form of ‘parallel line plots’ in a split by business type and basic statistics for
the sample**:

Relative reduction of SCR by switching on VA: YE 2018, YE 2019, Q1 2020, Q2 2020
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2.368 In the right part of the plot the triangles show the mean reduction of the
SCR by the VA (not only DVA but also constant VA effects), which is
essentially not impacted and is roughly -20% across the key dates. The left
parts, using one colour for each undertaking, shows that there is variation in
the sample, but also on solo level with few exceptions the differences are
mild. In some cases the reduction is stronger in times of higher spreads, but
there are not only few exceptions, which confirms the analysis under spread
variations and presented in the ALM-report.

2.369 Furthermore, the EIOPA DVA opinion serves as a first safeguard against
diverging DVA approaches achieving more benefit than the direct modelling
of the EIOPA VA, and limiting the potential for detriment to level playing field.
However, the opinion does not provide guidance as to which corrections
should be made if direct modelling is not feasible due to overshooting. This
can result in a lack of level playing field, and in those cases also high effort
for supervisors and undertakings, especially in the approval but also the on-
going supervision of the appropriateness of those internal models.

2.370 Consequently, supervisors would prefer to see known potential
disincentives introduced by the VA and amplified by the DVA to be ‘solved at
source’, i.e. in the VA.

>3 please note that not all participants provided data for all key dates with the consequence that
not all lines are across all four key dates. Please also note the reduction is shown as percentage
compared to the SCR without VA and with negative sign. I.e. the strongest reductions are shown in
the lower parts of the plots and the “max_va_imp” shows the lowest reduction, while
“min_va_imp"” shows the strongest reduction.
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2.371 This would be expected to also open the way for a uniform view of
supervisors on the DVA as concept. Furthermore, supervisory effort could be
limited and supervisory convergence supported.

2.372 A judgment on level-playing field can only be made with a comprehensive
view on the model (not only the DVA) and on the connection with risk profiles.
It is therefore naturally complex. However, the analysis performed did not
show systematic differences that would immediately suggest a breach of the
level playing field by the DVA, neither in relative impacts between
approaches, nor between the groups of direct or holistic approaches.

2.5.6.3.3. Appropriateness in the context of the VA underlying
assumptions

2.373 As laid out in the section on VA deficiencies (see section 2.4.5.1) the
assumptions underlying the current VA are considered to be unclear. This lack
of clarity also impacts the supervisory approach to the DVA, which essentially
requires the underlying assumptions to be satisfied also in stressed scenarios
as described in the DVA opinion. Consequently, the assessment of the
appropriateness of the DVA in the context of the VA underlying assumptions
focussed on the mitigation of stresses on credit spread, i.e. the impact on the
SCR under the perspective whether this mitigation is ‘overshooting’, with
conclusions as described in this section.

2.5.6.3.4. Maintaining the DVA

2.374 Regarding whether the DVA should be maintained, in the consultation
paper EIOPA advised as follows:

1. The DVA could be maintained, if disincentives are solved in the VA (‘at
source’). This could open the way for more harmonization, as solving at
source would allow more insurers to directly model the EIOPA VA
methodology with acceptable outcomes and would avoid unintended risk
management incentives. Depending on the concrete future design of the
VA, this approach to internal models might potentially need to be
supported in regulation.

2. If no or partial VA solution would be introduced, measures (in regulation)
are needed. Such measures would have the ambition to avoid
disincentives and ensure that the DVA is risk sensitive and protect the
level playing field. This might impact the use of ‘direct approaches’ as well
as the design of ‘holistic approaches’.

2.375 But with the VA regime introduced in section 2.4.5.2.2 not all VA
deficiencies are going to be solved at source. This especially is the case for
‘quality overshooting’, caused by a potential structural difference between VA
reference portfolio and undertaking portfolio, for example by a mismatch of
sector and credit quality steps (CQS) leading to lower credit spreads and
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credit spread risk in the own portfolio than in the relevant VA reference
portfolio.

2.376 This conclusion is evidenced by data collected in phase two (consultation),
three (HIA) and four (CIR), including the confirmed cases of ‘quality
overshooting’ in participants balance sheets during the COVID-19 crisis in the
first half year of 2020 (see paragraph 2.362).

2.377 Especially for the ‘scaled risk corrected spread’, "S_RCS”, in the following,
(see annex 2.9, paragraphs A.199-A.204) of the undertakings’ own fixed
income portfolio was inspected for DVA users and compared with the S_RCS
for the VA reference portfolio for the currency EUR.

2.378 With initial concept of the revised risk correction, phase two indicated that
for 90% of the DVA sample S_RCS on the own portfolio (dark green bar) was
lower than S_RCS of the VA reference portfolio (orange line), for 50% it would
have been less than 2/3 and for 75% less than 85% of S_RCS of the reference
portfolio:

10/2019 Info Req: Scaled risk corrected spread UT vs. VA UT, current VA
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 UT VA rep. curr. (VA appr. 1, bps) . T scaled risk corrected spread own PF (bps)
=S _RC VA reference PF for EUR (46 bps) e Current VA (EUR, 24 bps)
VA weighted average DVA sample (21 bps) B ALM application ratio AR 4 (second y-axis)

¢ llliquidity application ratio AR 5 (second y-axis)

To note: The algorithms for the risk corrected spread on the reference
portfolio and on undertakings own portfolios were different, but an analysis
for the DVA sample showed that the results would not have been materially
different, if the same algorithm would have been applied.

The graphic additionally shows the VA based on the reference portfolio (light
blue bar) and the weighted average VA on the DVA sample (yellow line) as
well as the current VA (dark blue line). Furthermore on the right y-axis the
values of the application ratio for overshooting (AR4) (red squares) and the
application ratio for illiquidity (ARs) (yellow diamonds) are shown in %-points.
Please note that these are according to the concepts presented in the
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consultation paper (see background document impact assessment, section
2.3.3).

2.379 HIA and CIR under the concept of the risk correction as presented in section
2.4.5.2.2 confirmed that the issue is still relevant for some of the DVA users
in the sample but that there is no systematic difference to the sample of VA
users. The following plots in bps show the VA based on the reference portfolio
(light blue bar) compared to the scaled risk corrected spreads on the
undertakings’ own portfolio (dark green bar).

As additional information, the scaled risk corrected spread on the reference
portfolio (orange line) and the weighted average VA on the DVA sample
(yellow line) as well as the current VA (dark blue line) are shown. Furthermore
on a second y-axis the values of the application ratio for overshooting (AR4)
(red squares) and the application ration for illiquidity (ARs) (yellow diamonds)
are shown in %-points:

HIA: Scaled risk corrected spread UT, RefPF compared to UT VA, current VA
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CIR: VA level compared to scaled risk corrected spread UT, RefPF, current VA

80,0 120%

700 —§
‘ ] ] Ly | EEEN ] I EEEEEEER || [ | EEEEEE 100%

80%

60%

Application ratios in %

40%

20%

VA and scaled risk corrected spread (in bps)

-10,0 — 0%
Participants to the CIR

T VA reporting currency m T scaled risk corrected spread own PF (bps)
= S RC VA reference RF for EUR (38 bps) e Current VA (19 bps)
VA weighted average DVA Sample (22 bps) B ALM application ratio AR 4 (second y-axis)

© lliquidity application ratio AR 5 (second y.axis)

Under the HIA there are five cases, in which the VA based on the reference
portfolio is higher than the risk corrected spread on the undertakings own
portfolio, but with a positive difference lower than 3 bps. For the CIR there
are two such cases with a maximum difference of 1 bps.

The analysis of single cases confirmed that the scaled risk corrected spread
is not significant stand-alone (see paragraph 2.362) and has to be seen in
connection with duration aspects as reflected in the application ratio on
overshooting (AR4). But conversely durations were also not significant stand-
alone (see also paragraph 2.363).

2.380 To counteract potential quality overshooting, EIOPA advises to maintain
the DVA only if the current 'DVA prudency principle' is kept and enhanced and
this enhanced requirement is introduced into the regulation:

If an undertaking applies the DVA, it should demonstrate that the SCR
according to the DVA approach chosen is at least as high as the maximum
of:

1. The SCR if replicating the VA methodology implemented by EIOPA
according to Article 77e (1) (c) of the Solvency II Directive based on the
relevant VA currency reference portfolios (‘direct DVA(RefPF)”")

2. The SCR if replicating the VA methodology implemented by EIOPA
according to Article 77e (1) (c) of the Solvency II Directive based on the
undertaking's own asset portfolio (direct DVA(own PF)’) in appropriate
granularity reflecting the undertaking’s own portfolio.

This enhanced ‘DVA prudency principle’ should apply to any DVA approach,
including direct DVA approaches.
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EIOPA would advise to introduce this at the level of the Solvency II Directive
in the section on the volatility adjustment. Reference should be made to the
regulatory requirements on internal models.

2.381 It is expected that the enhanced '‘DVA prudency principle’” will materially
contribute to avoid disincentives for risk and investment management. But
its proper functioning is also depending on the introduction of all components
of the proposed new VA regime. Next to the risk correction this also concerns
the application ratio on overshooting (AR4), which addresses volume and
duration mismatch, without which the scaling factor would not be acceptable.
Furthermore, for the overall balance the introduction of application ratio on
illiquidity (ARs) and a general application ratio (GAR) well below 100% are
necessary. If any of these components would not be implemented, additional
measures would be needed or the DVA could not be maintained.

2.382 EIOPA also analysed potential limitations of the enhanced ‘DVA prudency
principle’. First, one should note that the enhanced ‘DVA prudency principle’
does not address undershooting, but is a measure to target overshooting.
Furthermore, while it does not impair risk ranking, by limiting overshooting it
at the same time reduces the reward for investment in assets with lesser
credit risk than the VA reference portfolio. Concerns were raised that this
might also give incentives for a convergence to the VA reference portfolio or
disincentives to invest in bonds with good credit quality steps. The risk
ranking is however preserved. Besides, without the enhancement, some
observed practical cases show that a proper risk ranking might not be
obtained. EIOPA overall acknowledges that the enhanced '‘DVA prudency
principle’ might be a partial solution, but as the risk ranking is preserved, the
risk that it provides incentives for a convergence to the VA reference portfolio
or disincentives to invest in bonds with good credit quality steps is deemed
to be limited. Furthermore, concerns were raised that the enhanced prudency
principle might impair the objectives of internal models to properly address
the risk profile and ensure a calibration according to the calibration standards.
With respect to these concerns, EIOPA would like to underline that, due to
the remaining deficiencies in the VA concept, measures need to be taken to
especially address potential disincentives, inversion of risk ranking and
elimination of spread risk - indeed for the purposes of properly addressing
the risk profile and ensuring calibration according to the calibration standards.
Also, the assumptions underlying the VA application need to be satisfied
under stressed scenarios as well. Finally, although introducing a certain
additional complexity and additional effort for undertakings, the measure is
considered to be crucial if the DVA should be maintained.

2.383 EIOPA would like to mention the following aspects, which are considered
to be covered by the existing regulatory requirements for internal models,
but are intended to be explicitly addressed by guidelines:

1. There should be no disincentives for risk and investment management,
especially no 'overshooting'.
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2. DVA benefit should be risk sensitive, reflecting the risks present in assets
and liabilities covered. In particular, there should be no undue reduction
and less than full elimination of credit spread SCR, and the DVA benefit
should reflect expected losses, unexpected credit risk (esp. migration &
default) and other risk of the assets.

3. Internal models including a DVA can only be approved if all credit risks are
modelled, including sovereign risk.

4. Any DVA approach has to appropriately reflect the variation of any of the
components of the implemented VA algorithm over the forecasting period.
This especially includes application ratios and the decomposition of
reference portfolios and own portfolio. Simplifications need to be assessed
and judged in the specific setting of risk profile and modelling approach.

5. The modelling of spreads used for the purpose of the DVA should be
consistent to the approach to spreads used for market and credit risk,
including data. The modelling should be granular enough to capture the
dynamics of the undertaking's own portfolio as well as the dynamics of the
VA reference portfolio for the relevant currencies.

2.384 EIOPA also assessed the question if the enhanced ‘DVA prudency principle’
should be introduced into regulation or be kept on the level of a supervisory
opinion or guideline. In its conclusion EIOPA took into account especially the
following: (1) importance for the objective to address disincentives and
especially overshooting; (2) effort connected with this measures; (3) existing
requirements on internal models on the level of the Solvency II Directive,
especially Article 121 (2) of the Solvency II Directive on the consistency with
methods used to calculate the technical provisions, the requirements of
Article 120 of the Solvency II Directive on the use in risk management and
decision making. Weighing these and from a systematic point of view,
implementation on the level of the Solvency II directive is preferred, also to
support the supervisory work.

2.5.6.3.5. Criteria to improve the harmonisation of the modelling

2.385 As laid out in EIOPA’s DVA opinion, a DVA in internal models has to be
assessed from a holistic point of view combining requirements on modelling
and appropriateness for use. If all observed VA deficiencies would have been
solved at source, in general a direct implementation from supervisors’ point
of view is natural and easier to assess. It would usually allow to directly
comply with consistency of methods in technical provisions and internal model
(Article 121 of the Solvency II Directive) and use test (Article 120 of the
Solvency II Directive).

2.386 But, not all deficiencies, at least under the perspective ‘quality
overshooting’, are solved at source. However, it is expected that the
enhanced '‘DVA prudency principle’ (see paragraph 2.382) will materially
contribute to avoid disincentives for risk and investment management.
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Consequently, EIOPA expects that it will lead to a certain convergence of
approaches and only in rare cases a need for a holistic approach should
remain. Nevertheless, based on current knowledge a necessity in exceptional
cases cannot not fully be excluded. Thus to level consistency and risk
orientation as required by the use test, holistic approaches might be accepted
if a substantial need for them to avoid undesirable risk and investment
management incentives is evidenced.

2.387 No further adjustment of regulation is considered to be necessary but
EIOPA identified certain aspects that are considered worth to be addressed
by guidelines like risk sensitivity, coverage of risks, consistency of spread
modelling in DVA and credit spread risk as well as the variation of components
of the VA algorithm over the projection horizon and simplifications in that
context (see paragraph 2.361). While other aspects like margins included in
the models are more specific and subjects of supervisory practice.

2.388 Like the appropriateness of DVA approaches in general after the
introduction of changes to Solvency II following the 2020 review, the
usefulness and necessity of margins is a specific aspect subject to supervisory
practice which has to be reassessed on a case-by-case basis. Margins or
portions of margins that relate to VA deficiencies might be removed -
depending on the final changes to the VA and the implementation of the
enhanced DVA prudency principle. Margins or portions of margins that relate
to weaknesses or simplifications in the model, including the variation of
components of the VA algorithm over the projection horizon, might need
either to stay at a similar level or increase or be set up for the first time, as
for example aspects of the new VA concept could only be implemented with
simplifications.

2.6. Transitional measures on the risk-free interest rates
and on technical provisions

2.6.1. Extract from the call for advice

3.3. Transitional measures

Title VI Chapter I of the Solvency II Directive lays down a number of
transitional provisions. EIOPA is asked to assess the ongoing appropriateness
of the transitional provisions in terms of policyholder protection and level-
playing field. This assessment should, where applicable, also assess whether
the ongoing possibility for companies to newly apply for the transitional
measures should continue. EIOPA may prioritise its work on the different
transitional measures, provided that the advice states the reason for doing
so. However, EIOPA’s assessment should cover at least the transitional
measures referred to in Articles 308b (12) and (13), Article 308c and Article
308d of the Solvency II Directive.
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2.6.2. Previous advice

2.389 In its technical findings on the long-term guarantees assessment of 2013
EIOPA supported the inclusion of transitionals on risk-free interest rates and
on technical provisions in Solvency II. (See pages 115 to 116 of the findings).

2.6.3. Relevant legal provisions

2.390 The transitionals are set out in Articles 308c, 308d and 308e of the
Solvency II Directive. Further relevant are Article 38(1)(d) of that Directive
on capital add-ons in relation to the transitionals and Article 45(2a) of that
Directive on the treatment of the measures in the own risk and solvency
assessment. Article 278 of the Delegated Regulation provides further
specification on the imposition of capital add-ons in relation to the
transitionals.

2.6.4. Identification of the issue

Predominant application of the transitionals by undertakings without
capital gap

2.391 According to recital 61 of the Omnibus II Directive the objectives of the
transitionals on the risk-free interest rates and on technical provisions are as
follows:

¢ allow for a smooth transition to Solvency II,

e avoid market disruption and limiting interferences with existing products
as well as ensuring the availability of insurance products,

e encourage undertakings to move towards compliance with the Solvency II
requirements as soon as possible.

2.392 At the end of 2017, 168 insurance and reinsurance undertakings from the
EEA applied the transitionals. The vast majority of those undertakings, 139 of
them, meet the SCR without the transitionals. These undertakings have,
without the transitionals, a gap of eligible own funds to meet their SCR of EUR
7bn. For undertakings from EEA30 countries the gap is EUR 1bn. The size of
the gap is in contrast to the overall amount of own funds of EUR 85bn that
the transitionals create.

2.393 Accordingly, a shortage of own funds is not the typical reason to apply the
transitionals. Indeed, the undertakings that apply the measures cover a broad
span of solvency positions. For example, about 53 users of the transitional on
technical provisions have an SCR ratio above 200% without that measure.

2.394 The application of the transitionals does not appear to be much targeted.
At EEA level they create about nine times as much own funds as is needed to
meet the SCR. This gives rise to the question whether all undertakings that
apply the transitionals need it achieve a smooth transition to Solvency II.
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Some undertakings may simply apply the measures to boost their solvency
ratio.

2.395 In any case, the broad use of the transitionals by undertakings without a
gap of own funds contradicts the objective to encourage undertakings to move
towards compliance with the Solvency II requirements as soon as possible.
Because these undertakings already now would be able to comply with the
Solvency II requirements without the transitionals.

2.396 On average, the transitional on technical provisions increases the SCR ratio
by 76 percentage points. The impact differs significantly across countries; the
highest average national increases are 244 percentage points (DE), 163
percentage points (BE) and 128 percentage points (FR).

2.397 The negative consequences of unnecessary application of the transitionals
are as follows:

e The technical provisions are not valued according to Solvency II principles.
They are lower than their transfer value and hence usually insufficient to run
off or transfer the insurance liabilities. As these technical provisions are used
to determine the regulatory solvency position of the undertakings, this
solvency position does not reflect the real economic situation of the
undertakings.

e The distorted solvency position may provide an incentive to undertakings to
take higher risks than without the transitional and impairs their efficient
supervision.

e There is an unlevel playing field between undertakings that do and
undertakings that do not apply the transitionals because the solvency position
of the undertakings that apply the measures, all other things equal, appears
to be better. This unlevel playing field can distort the competition between
those undertakings.

2.398 EIOPA asked NSAs why in their market undertakings apply the transitionals
while they have an SCR ratio without the transitional significantly above
100%. The main reasons provided by NSAs were:

e Adjusting the transitional deduction of the transitional on technical
provisions can provide a smoothing effect that allows for a more stable
investment policy over time.

e SCR ratios are very volatile, for example regarding interest rate changes,
and currently high SCR ratios without the transitionals might therefore
deteriorate quickly.

e Undertakings applied for the transitionals when their solvency position was
significantly lower than currently.

e The transitional increases the SCR ratio.

e The use of the transitionals is a precautionary measure in case
undertakings face unexpected situations where they could have solvency
needs.
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e Where within an insurance group some undertakings are in need of the
transitionals, the application of the transitionals to the other undertakings
of the group ensures a consistent approach.

2.399 One of the reasons for undertakings to use the transitionals despite of
sufficient own funds without the transitional is apparently that their solvency
position might deteriorate in the future. In such a case the undertakings would
depend on the transitionals in order to meet solvency requirements in the
future. The current framework does not support the supervision and
management of these dependencies. While undertakings that do not meet the
SCR without the transitionals need, in accordance with Article 308e of the
Solvency II Directive, to have a phasing-in plan that sets out the measures
they intend to take to overcome their dependency on the measures,
undertakings that depend on the transitional while they currently meet the
SCR without the measures do not need to make a phasing-in plan. The NSA
may not be informed about the measures that an undertaking intends to take
to remove its dependency on the transitional. Furthermore, the NSA may not
have a legal basis to withdraw the transitional in case the undertaking does
not take efficient measures to overcome the dependency.

Approval of transitionals after 1 January 2016

2.400 EIOPA assessed the practice of NSAs regarding new applications in the LTG
report 2016. EIOPA requested information on whether NSA would allow
undertakings to start using the transitional measure at a later date than 1
January 2016, whether they would allow undertakings to exit from the
transitional measure before 2032 and whether they would allow undertaking
to reapply for the transitional after exiting.

2.401 Of the NSAs that had responded, eight agreed that they would allow
undertakings to apply at a later date, while four would not allow that. Most
NSAs agreed that they would allow undertakings to exit the transitional
measure earlier than 2032. Several NSAs also agreed that they would allow
undertakings to reapply after exiting.

2.402 The report shows that there is no consistent approach in the approval of
new applications after 1 January 2016. The approval of applications for
transitionals after that date gives rise to the question whether that approach
is in line with the fundamental idea of a transitional to smooth introduction of
new requirements.

Application of a capital add-on

2.403 Recital 61 of the Omnibus II Directive states that the objectives of the
transitionals include to allow for a smooth transition to Solvency II and
encourage undertakings to move towards compliance with the Solvency II
requirements as soon as possible. Article 308e provides that undertakings
that are unable to cover their SCR without the transitionals shall submit a
phasing-in plan to their NSA and regularly report about the progress made.
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NSAs are required to revoke the approval for those transitional measures
where they determine that it is unrealistic that the undertaking will meet the
SCR at the end of the transition period.

2.404 Article 37 of the Solvency II Directive furthermore allows NSAs to set a
capital add on where the risk profile deviates significantly from the
assumptions underlying the transitional measures. The interaction between
these two provisions was however seen as benefiting further clarification in
which cases a capital add on would be adequate rather than a revocation.

2.6.5. Analysis

Policy issue 1: Predominant application of the transitionals by
undertakings without capital gap

2.405 The following policy options to address this issue have been identified:

1.1 Restrict the use of transitionals

1.2 Limit impact of transitionals for undertakings without capital gap

1.3 Strengthen disclosure on transitionals

1.4 Extend use of phasing-in plans to all undertakings depending on the
transitionals

2.406 The options can be adopted separately on in combination.

1.1 Restrict the use of the transitionals

2.407 Articles 308c and 308d do not set out any conditions for the application of
the transitionals that relate to the undertaking’s need for the transitional. This
could be corrected by introducing a requirement that restricts the application
of the transitionals to undertakings that need the transitional to ensure a
smooth transition to Solvency II. The requirement should be principle based.
According to the requirement, undertakings should demonstrate:

e That there would be negative consequences in case they do not apply the
transitional, in particular with regard to existing and new insurance
products.

e That the application of the transitional would mitigate those negative
consequences.

2.408 Where the demonstration of the undertaking is not convincing, the NSA
should not approve the use of the transitional. During the transitional period
the undertaking should regularly update the demonstration. In case the need
for the transitional cannot be demonstrated anymore, the NSA should revoke
the approval. This rule should also apply in case the transitional was approved
before introduction of the new requirement.
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2.409 The option ensures that undertakings that are not in need of the
transitional have to comply with the requirements of Solvency II, specifically
to set up market-consistent technical provisions.

2.410 The option would improve the level playing field between undertakings that
are not in need of the transitional. It would not improve the level playing field
between those undertakings and undertaking that are in need of the
transitional.

1.2 Limit impact of transitionals for undertakings without capital gap

2.411 The impact of the transitionals could be limited in order to mitigate the
distortion of the regulatory solvency position introduced by the transitional
and the resulting detriment to the level playing field. To this end the
transitional deduction of an undertaking would be capped so that its SCR ratio
does not exceed the following amount:

max(100%, SCR ratio without transitional)

2.412 For undertakings that do not comply with the SCR with the transitionals,
no change should be made.

2.413 Consequently, as long as undertakings meet their SCR without the
transitional the transitional would have no impact on their own funds and SCR
ratio. When undertakings do not meet their SCR anymore without their
transitionals, their SCR ratio would be 100%.

2.414 Under this approach all undertakings that do not comply with the SCR
without the transitional would have the same SCR ratio. Only the solvency
position without the transitional would inform about differences between
these undertakings. This does however not appear to be a loss of information
because also currently a meaningful comparison of the solvency positions of
undertakings on the basis of the transitional is hardly possible.

2.415 The option would significantly improve the level playing field. For most
users of the transitionals it would currently not have an impact on their
solvency position anymore, hence ensuring equal treatment with the
undertakings that do not apply the transitionals. For undertakings that do not
comply with the SCR without the transitional the impact of the transitional the
distortion introduced by the transitional is minimised.

2.416 A proportionate implementation of the option would be achieved by
allowing for approximations in the calculation of the cap.

2.417 One of the downsides of the option is that for undertakings that do not
comply with the SCR without transitional but comply with the SCR with the
transitional, it is not visible anymore how close they are to breaching the SCR
with the transitional because their SCR ratio is 100%. This issue could be
addressed by requiring that also the SCR ratio before cap, as today, is
calculated and disclosed.
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2.418 A variant of this option is to set the SCR ratio at the maximum of 150%
and the SCR ratio without the transitional. This would reflect that insurance
and reinsurance undertakings typically aim for an SCR ratio that is a
significantly higher than 100%. Whereas the maximum of 100% indicates an
SCR breach for undertakings reporting an SCR ratio of 100%, a maximum of
150% does not provide information on whether or not there is an SCR breach
without the transitional; there is no distinction between no SCR breach when
the ratio without the transitional is between 100% and 150% and when there
is an SCR breach.

1.3 Strengthen the disclosure on transitionals

2.419 In order to mitigate the impact the issues outlined above, the disclosure
on the use of the transitional could be strengthened as follows:

The SFCR addressing other users than policyholders should set out the
reasons for the use of the transitional. In case the undertaking does not
comply with the SCR without the transitional, this fact would be sufficient
reason. Where undertakings comply with the SCR without the transitional
other reasons should be provided.

The SFCR addressing other users than policyholders should include an
assessment of the dependency of the undertaking on the transitional. In
case of a dependency, the undertaking should describe the measures it
has taken and is planning to take providing a prospect to remove the
dependency by the end of the transitional period.

1.4 Extend the requirement of phasing-in plans to all undertakings depending on

the transitionals

2.420 In order to support the supervision and management of dependencies on
the transitional, also undertakings that comply with their SCR without
transitionals should, mutatis mutandis, fall under Article 308e of the Solvency
IT Directive with the following consequences:

Undertakings should inform their NSA about any dependencies on the
transitionals.

Undertakings should take the necessary measures to ensure removal of
the dependencies at the end of the transitional period.

Undertakings should make a phasing-in plan setting out the planned
measures to remove the dependencies at the end of the transitional period
and submit it to their NSA.

Undertakings should submit annually a report to their NSA setting out the
measures taken and the progress made to remove the dependencies at
the end of the transitional period. NSAs should revoke the approval for
the application of the transitional where that progress report shows that
removal of the dependencies at the end of the transitional period is
unrealistic.
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Policy issue 2: Approval of transitionals after 1 January 2016

2.421 The following options for addressing the issue have been identified:
e 2.1 Allow new approvals for the transitionals
e 2.2 Disallow new approvals for the transitionals

e 2.3 Allow new approvals for the transitionals only in specified cases,
namely:

= An undertaking newly falls under Solvency II because it has passed
the thresholds of Article 4 of the Solvency II Directive

* An undertaking transfers a portfolio that is subject to the transitional
to another undertaking

2.1 Allow new approvals for the transitionals

2.422 Under this option all NSAs should allow undertakings to start or restart
applying the transitionals from a date after 1 January 2016 onwards, provided
the legal requirements currently set out in the Solvency II Directive are met.
Thereby the option would improve the consistent application of the
transitionals. It may however be considered at odds with the purpose of the
transitionals to allow for a smooth transition to Solvency II (see recital 61 of
the Omnibus II Directive). Because the undertaking would usually have
already applied Solvency II for several years when they seek approval to use
the transitional. The option may facilitate that undertakings to move away
from compliance with the Solvency II requirements while the objective of the
transitionals is to encourage undertakings to move towards compliance with
the Solvency II requirements as soon as possible.

2.2 Disallow new approvals for the transitionals

2.423 Under this option the opposite approach is taken. NSAs would not approve
new applications of the transitionals anymore, thereby also improving the
consistent application of the transitionals. The option would be in line with the
objective of the transitionals to allow for a smooth transition to Solvency II
and to encourage undertakings to move towards compliance with the
Solvency II requirements as soon as possible.

2.424 There could be a concern that the option does not contribute to a level
playing field. Because undertakings that are not using the transitionals and
are competing with other undertakings that do apply the transitionals cannot
overcome this possible competitive disadvantage by also starting to apply the
transitionals. However, it can be argued that extending the use of the
transitional to undertakings not in need for it regarding their solvency position
is not an appropriate measure to mitigate the level playing field issue the
transitionals introduce. Furthermore if a ban of new applications was
introduced, undertakings would usually be able to anticipate that and seek
approval before the ban is applicable.
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2.425 The option could result in a level playing field issue with regard to
undertakings that were active before 1 January 2016 but become subject to
Solvency II only in the future, for example because they until then they were
excluded from Solvency II on the basis of Article 4 of the Solvency II Directive.
These undertakings had not the opportunity to apply for the use of the
transitional from 1 January 2016. Another case were denying approval after
1 January 2016 may not be justified is where insurance portfolios to which
the transitionals are applied are transferred to another undertaking. Without
new approval by its NSA that undertakings would not be able to apply the
transitional to the transferred portfolio. This might be an obstacle to
transferring insurance portfolios. Such a transfer may however be in the
interest of policyholders, for example when the original undertaking has an
insufficient solvency position.

2.3 Allow new approvals for the transitionals only in specified cases

2.426 This option has the same characteristics as the option describe before, but
avoids the issues explained that the end of that option, by allowing new
approvals only when an undertaking newly falls under Solvency II because it
has passed the thresholds of Article 4 of the Solvency II Directive or when an
undertaking transfers a portfolio that is subject to the transitional to another
undertaking.

2.427 COVID 19 may potentially have a relevant negative impact on insurers’
solvency position. The transitionals were identified as one of the measures of
the current regulatory framework allowing for flexible reaction in case of
deterioration of undertakings’ financial position. EIOPA therefore considered
extending the use of the transitionals and increasing its impact. In practice,
new applications are currently being reviewed and approved by some member
states. This supervisory practice may therefore be seen as conflicting with
option 3 which only reflected new applications/approvals in case of transfers
of portfolios or for undertakings newly falling under Solvency II. A
questionnaire to NSAs on the magnitude of these new approvals has been
prepared and shared with NSAs to collect information on the current market
practice on new applications/approvals of the transitionals. The feedback was
gathered by 5th June 2020. A summary of the feedback is presented below.

Feedback from NSA questionnaire on late applications

2.428 On the legislation / supervisory framework for approval of the use of the
transitional measures beyond day 1 of Solvency II, only 6 member states
(19,3%) answered that there is no such framework currently in place (Cyprus,
Malta, Portugal, Luxembourg, Bulgaria and Iceland). Thus, for the vast
majority of countries, a late approval of transitional measures is allowed for
in their national legislation/regulatory framework.

2.429 However, most of those 25 countries do not yet observe or expect to
receive late applications since March 2020. Only two countries, Germany and
Italy, do so. Germany identified two cases of late applications on the
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transitional on technical provisions (TTP). Italy expects late applications on
the transitional measures but not too many as the transitional measures were
not considered very effective. In Italy, no applications have been received so
far.

2.430 The feedback from NSAs in the questionnaire outlined only limited amount
of new applications thus need to change option 3 is limited. EIOPA therefore
did not amend option 3 in view of the experience gathered in 2020.

Policy issue 3: Application of a capital add on

2.431 The interaction of a revocation of the approval for the transitionals and the
application of a capital add on requires further clarification to ensure
supervisory convergence on that matter.

2.432 It is considered sensible to revoke an approval for the transitionals where
the phasing-in plan provided by the undertaking is unrealistic and the NSA
does not believe it can be made realistic so as to ensure that undertakings
will be able to ensure compliance with the SCR.

2.433 However, there may also be cases where a phasing-in plan provided by the
undertaking is unrealistic, but the NSA believes a different phasing-in plan
would be realistic and therefore requires an update of the phasing-in plan. In
such case the NSA still considers that the undertaking will be able to ensure
compliance with the SCR at the end of the transitional period. The same holds
in a situation where a phasing-in plan becomes unrealistic as the future turns
out different from expected (e.g. measures planned not as effective as
considered etc.). Also in this situation, NSAs may require an update of the
phasing-in plan. In these cases, EIOPA considers it sensible to allow the
application of a temporary capital add-on according to Article 37 of the
Solvency II Directive. A revocation is not immediately required then. Article
37 of the Solvency II Directive could be clarified in that respect.

Comparison of options

Policy issue 1 - Predominant application of the transitionals by
undertakings without capital gap

2.434 The preferred policy option for this policy issue is to strengthen disclosure
on transitionals (Option 1.4) because it improves transparency on the
transitionals which will be for the benefit for policyholders, supervisory
authorities an stakeholders that need to assess the financial position of
insurance and reinsurance undertakings (for example investors, analysts,
rating agencies and journalists). At the same time, the option is compared to
Options 1.2, 1.3 and 1.5 the least intrusive change to the current framework
for the transitionals.
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Policy issue 2 - Approval of transitionals after 1 January 2016

2.435 The preferred policy option for this policy issue is to allow new approvals
for the transitionals only in specified casess¢ because, compared to the other
options, it best contributes most effectively and efficiently contributes to a
consistent application of the transitional provisions and a market-consistent
technical provisions.

Policy issue 3 - Approval of a capital add on

2.436 The preferred policy option for this policy issue is to clarify the application
of a capital add-on for the transitionals because, compared to the other
options, it best contributes to effectively and efficiently applying the
transitional provisions.

2.7. Risk-management provisions on LTG measures

2.7.1. Extract from the call for advice

2.437 The Solvency II Directive requires a review of the long-term guarantees
measures (LTG) and the measures on equity risk until 1 January 2021. As
part of this review, EIOPA reports annually on the impact of the application of
the LTG measures and the measures on equity risk to the European
Parliament, the Council and the Commission. The call for advice highlights
specific areas of interest with respect to the extrapolation, matching and
volatility adjustment as well as transitional measures (cf. 3.1. to 3.3. of the
call for advice).

2.438 Although risk management is not specifically addressed in the call for
advice, the pillar II provisions on the LTG measures are subject to the overall
LTG review and impacted by potential modifications on the design of the
measures in pillar I.

2.7.2. Relevant legal provisions

2.439 The Solvency II Directive includes explicit requirements on risk
management with regard to the LTG measures in Articles 44 and 45, including
the following requirements:

e to have a liquidity plan for undertakings applying the MA or the VA (Article
44(2)),

e to carry out an assessment of the sensitivity of technical provisions
regarding the assumptions underlying extrapolation, VA and MA (Articles
44(2a)(a), (b) and (c)),

56 In simple cases, the most favourable option should be clear from an analysis of the costs and
benefits.
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e to identify and report the potential measures to restore compliance where
the reduction of the MA or the VA to zero would result in non-compliance
with the SCR (Article 44(2a)),

e to include in the written risk management policy a policy on the criteria
for the application of the VA (Article 44(2a)),

e to assess compliance with capital requirements with and without the LTG
measures in the own risk and solvency assessment (Article 45(2a)).

2.7.3. Identification of the issue

2.440 EIOPA has already, specifically in the course of the LTG report 2018,
assessed the adequacy of the risk management requirements connected to
the LTG measures. The LTG report 2018 included a thematic focus pointing
out areas where improvements to the risk management requirements can be
made. These findings were based on feedback from NSAs on their experience
in supervisory practice. The issues outlined are identified on that basis.

Issue I: Role of liquidity plan for the VA

2.441 The Solvency II Directive requires undertakings using the VA to set up a
liquidity plan projecting the incoming and outgoing cash flows in relation to
the assets and liabilities subject to the VA.

2.442 Although there is a clear benefit of proper liquidity planning, it is not clear
from the legal provisions what particularly is expected from this specific
liquidity plan, what additional insights the liquidity plan should give and which
role it should play with respect to the application of the VA.

2.443 Furthermore, the provisions do not clarify, whether and how the analysis
on the liquidity plan should be documented to allow readily sharing of analysis
with NSAs.

2.444 In practice, although it could be observed that undertakings installed
liguidity management as part of their risk-management, the analysis
performed for the LTG report 2018 has identified that undertakings did not
introduce changes to their already installed liquidity management systems
due to the application of the VA. Neither could it be observed that a separate
liquidity planning was set up only due to the application of the VA.

2.445 The specific requirements on the liquidity plan for VA users therefore does
not provide additional evidence that the application of the VA is appropriate
for an undertaking.

Issue II: Sensitivity analysis for the VA

2.446 The Solvency II Directive requires undertakings using the VA to regularly
assess the sensitivity of their technical provisions and eligible own funds to
the assumptions underlying the calculation of the VA and to submit this
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assessment annually to the supervisory authority as part of the regulatory
supervisory reporting. Though, in practice, it has been observed that only a
small share of undertakings reported these assessments.

2.447 One reason that identified for this was that the assumptions underlying the
measures are not sufficiently clear. This lead to uncertainty for undertakings
what was expected in order to fulfil the requirement (cf. also section on VA
and the respective deficiency identified there).

2.448 Furthermore, the role and additional benefit of this sensitivity analysis was
seen as not sufficiently clear to allow sensible performance of this analysis.
Also the role of the sensitivity analysis and interlink with ALM was identified
to be weak.

2.449 Finally, there was not sufficient clarity on how these sensitivities should be
reported, either in an ad-hoc reporting as part of the risk management
requirements or in a regular quantitative reporting.

Issue III: Forced sale of assets for the MA and VA

2.450 The Solvency II Directive requires undertakings using the VA to regularly
assess the possible effect of a forced sale of assets on their eligible own funds
and the impact of a reduction of the VA to zero and to submit this assessment
annually to the supervisory authority as part of the regulatory supervisory
reporting.

2.451 In practice, it has been observed that the majority of VA users did not
report on the analysis of forced sale of assets. The reason identified was that
this requirement is not understood, in particular it is not clear which situations
should be analysed and how these interlink with the determination or
functioning of the VA and how the assessment relates to ALM requirements.
Furthermore, it was not seen as providing additional insight compared to what
is already provided in the standard liquidity management processes where
situations requiring an early liquidation of assets are reflected.

2.452 In the case of MA, the requirements stated in the regulation impede forced
sales given the cash-flow matching and the "hold to maturity" principle. The
insurance contracts cannot include options for the policy holder or only a
surrender option where the surrender value does not exceed the value of the
assets. Therefore, in the case of surrender, the forced sales cannot produce
losses for the undertaking. For this reason, MA users did not make a report
on forced sales or merely declared that forced sales (surrenders) cannot cause
them losses.

Issue IV: Policy on risk management for the VA

2.453 The Solvency II Directive requires undertakings using the VA to include a
policy on the criteria for the application of the VA in their written policy on
risk management. It is not clear what is exactly expected in relation to this
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requirement. In practice, it has been observed that NSA’s experience is limited
on this point. The policy on the criteria for the application of the VA are
considered relevant for some NSAs, but the contents observed varies (some
undertakings describe motivation for the application of VA, other criteria for
when the VA is applied, others analysis performed in respect of VA).

Issue V: Analysis of measures restoring compliance for the MA and VA

2.454 The supervisory assessment of the financial position of an undertaking
takes into account the impact of the LTG measures on that position. If the
removal of MA, VA and the transitional measures well as a applying more
economic extrapolation would result in non-compliance with the SCR, then
this situation may give rise to supervisory concerns about the sustainability
of the undertaking’s position. The current regulation provides in safeguards
for the measures in order to address such concerns. However these
safeguards relate to some of the measures and only on a standalone basis,
but not where a combination of these measures could give rise to concerns
regarding the financial position of an undertaking.

2.455 Where the reduction of the MA or VA to zero would result in non-compliance
with the SCR, the Solvency II Directive requires undertakings to submit an
analysis of the measures it could apply in such a situation to re-establish the
level of eligible own funds covering the SCR or to reduce its risk profile to
restore compliance with the SCR. The current regulation also requires a
sensitivity analysis to the extrapolation method, but no specific scenario as is
the case for MA, VA and the transitional measures, i.e. full removal of the
measures.

2.456 No similar assessment has to be made for the transitionals or in case a
more market-consistent extrapolation of the term structure results in non-
compliance with the SCR.

2.457 Furthermore, for this provision for the MA and VA, it is unclear whether an
immediate notification is required or if a reference to the situation in the
regular supervisory reporting is sufficient.

2.458 A more consistent and comprehensive approach to assessing the impact of
the measures and the resulting supervisory response appears necessary.

2.7.4. Analysis
Issue I: Role of liquidity plan for the VA

2.459 The following policy options have been identified to address the lack of
clear role of the provisions on liquidity planning for the VA:

e Option 1: No change
e Option 2: Delete the requirement

e Option 3: Clarify and strengthen the requirement

117



2.460 The second option suggests to delete the specific requirement to set up a
(separate/specific) liquidity plan where the VA is applied.

2.461 The third option suggests to clarify and strengthen the requirement as
follows: The requirement would no longer suggest to set up another liquidity
plan specifically for VA business but it should be clarified that undertakings
applying the VA should fall under the requirement to establish a liquidity risk
management plan as proposed in section 11.4.9. In that case the liquidity risk
management plan should take into account the use of the VA and in particular
analyse whether the liquidity planning indicates any liquidity constraints which
are not consistent with the use of the VA for example where they result in
forced sale of assets and thereby endanger that the VA can be earned.

Issue II: Sensitivity analysis for the VA

2.462 The following policy options have been identified to address the deficiencies
on the requirements for the sensitivity analysis on the VA:

e Option 1: No change

e Option 2: To include the requirement in the own risk and solvency
assessment

e Option 3: To change the requirement to refer to sensitivities with respect
to different economic (spread) situations instead of referring to the
assumptions underlying the measures including clarification how these
sensitivities should be reported

2.463 The second option would imply that the requirement to -calculate
sensitivities on the assumptions underlying the VA would remain but would
be placed in the assessment around the own risk and solvency assessment
instead of the risk management requirements. The reporting of that analysis
would then automatically be clarified and included in the own risk and
solvency assessment.

2.464 The third option implies a redrafting of the requirement to not referring to
the assumptions underlying the measures but ask undertakings to perform
sensitivity calculations on different economic situations impacting the size of
the VA. Under that option the requirement would stay within the risk
management requirements and would be reported in the RSR.

Issue III: Forced sale of assets for the MA and VA

2.465 The following policy option has been identified to address the deficiencies
on the requirements for the assessment of forced sale of assets for the VA:

e Option 1: No change
e Option 2: Delete the requirement for the VA
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Issue IV: Policy on risk management for the VA

2.466 The following policy option has been identified to address the deficiencies
on the policy on risk management related to the VA:

¢ Option 1: No change
e Option 2: Delete the requirement for the VA

e Option 3: Clarify that the policy on risk management should include the
use of the VA

2.467 The third option would clarify that the policy expected where the VA is
applied should not focus on the criteria for the application of the VA but would
make this requirement more general in requiring, that the policy on risk
management should reflect on the use of the VA.

Issue V: Analysis of measures restoring compliance for the MA and VA

2.468 The following policy options have been identified to address the deficiencies
on the analysis of measures restoring compliance for the MA and VA:

¢ Option 1: No change

e Option 2: Keep the requirement as it is and add clarification in the
regulation that an ad-hoc notification is required

e Option 3: Allow NSAs to assess the sustainability of the solvency position

2.469 The second option suggests to keep the requirement as it is but add a
clarification in the regulation that in the case of non-compliance with the SCR
where the VA is reduced to zero an ad-hoc notification to NSAs is required
(thus it is not sufficient to report on that situation in the regular supervisory
reporting). This clarification should also include that undertakings need to
keep NSAs updated, in case of change of situation or update of the measures
considered.

2.470 The third option suggests to replace the requirement so as to ensure that
policyholder protection is strengthened where a deteriorating financial
situation is identified due to the use of the LTG measures which might lead to
a potential non-compliance with capital requirements in the future. This to
make sure that undertakings are actually able to earn the MA, VA and
differences with the Solvency II risk-free rates and market risk-free rates as
well as make up the transitional measure.

2.471 This option foresees that - as part of the assessment of continuance
compliance as referred to in Article 45(1)(b) of the Solvency II Directive - an
assessment is made as to whether with the application of the LTG measures
there will be a progressive and structural (i.e. non-cyclical or temporary)
deterioration of the financial condition of the insurance or reinsurance
undertaking which bears a significant risk to result in non-compliance with
capital requirements in the future.
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2.472 In case where undertakings identify a progressive and structural
deterioration bearing a significant risk of breach of capital requirements in the
future, supervisors would first require undertakings to take preventive
measures. This is expected to include a prudent dividend policy (see also
section 12.3.4.2 in this respect).

2.473 Where the supervisor has requested the undertaking to demonstrate that
any planned voluntary capital distribution does not further increase the risk
of future breaches of capital requirements, and where the undertaking has
not provided this demonstration, or the supervisor considers that the
demonstration is insufficient, the supervisor should have the power to limit
planned voluntary capital distributions of the undertaking.

2.474 Supervisors should only use the power to limit capital distributions in
exceptional circumstances and in the case where it is necessary to ensure
continuous compliance with the SCR.

2.475 The measure should be regularly reviewed and should be removed as soon
as the underlying conditions that motivated the measure are over.

2.476 This proposal is complementing supervisors’ power to revoke the approval
for voluntary LTG measures and would provide an additional possibility for
supervisors to react in a forward-looking manner in particular in cases where
no approval of the measures applies or in case of mandatory LTG measures.

2.477 Next to that, it is suggested to reflect a variation of the extrapolation that
results from a reduction of the convergence parameters as referred to in
Article 77 (2) of the Solvency II Directive by 50 percent as part of the ORSA.
The current regulation already requires to report this assessment.

2.478 The existing provision to provide an analysis of measures in case the
removal of the MA or VA would result in non-compliance with the SCR would
be deleted.

2.8. Disclosure on LTG measures

2.8.1 Extract from the call for advice
3.15. Reporting and disclosure

EIOPA is asked to assess, taking into account stakeholders’ feedback to the
Commission public consultation on fitness check on supervisory reporting:

e the ongoing appropriateness of the requirements related to reporting
and disclosure, in light of supervisors’ and other stakeholders’
experience;

e whether the volume, frequency and deadlines of supervisory reporting
and public disclosure are appropriate and proportionate, and whether
the existing exemption requirements are sufficient to ensure
proportionate application to small undertakings.
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2.8.2 Relevant legal provisions

2.479 Solvency II requires insurance and reinsurance undertakings that apply the
MA, VA, TRFR or TTP to publicly disclose information on them, in particular
about their financial position without application of the measures. These
requirements are mainly set down in Article 296(2)(d) to (g) of the Delegated
Regulation. The main tool for public disclosure regarding the LTG measures is
the annual Solvency and financial condition report (SFCR) released by the
individual undertakings.

2.8.3 Identification of the issues

2.480 EIOPA has already, specifically for the LTG report 2017, assessed the
adequacy of the public disclosure on the LTG measures. The LTG report 2017
contained a thematic focus on public disclosure of LTG measures, based on
the views and perceptions of the NSAs as well as those raised in a stakeholder
workshop on public disclosure with analysts, rating agencies, consumer
protection bodies and journalists. Several key findings of this report were:

e NSAs were generally satisfied with the completeness of the information
disclosed, but several cases of incomplete information and a general
picture of inconsistent level of detail were uncovered.

e Especially regarding qualitative information, the level of detail provided by
the undertakings varied considerably, with many failing to provide a
comprehensive qualitative context.

e The stakeholders were interested in more detailed and easily accessible
quantitative information on the impact of the LTG measures and the SCR
with and without the measures as well as the impact of sensitivity
calculations regarding extrapolation.

2.481 The IMF country report 18/230°, referencing to the LTG report 2017, has
picked up the topic of public disclosure and contains the following item:

53. Public disclosures on the use of LTG measures and transitionals should be
improved.

2.482 While quantitative information (SCR before and after the use of LTG
measures and transitionals) is disclosed in the SFCR, an evaluation by EIOPA
reveals that the summary of the SFCR often leaves out a discussion of those
measures, especially in countries where the use of such measures is more
widespread. It is therefore recommended that EIOPA develops more detailed
guidelines on how insurers should also qualitatively discuss the use of LTG
measures and transitionals in the summary of the SFCR.

2.483 Based on the sources referenced above, a list of distinct issues and points
for improvement related to public disclosure of LTG-measures in the SFCR

57 https://www.imf.org/en/Publications/CR/Issues/2018/07/19/Euro-Area-Policies-Financial-Sector-
Assessment-Program-Technical-Note-Insurance-Investment-46104
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was drawn up. Some of the identified issues can be solved via additional
guidance in guidelines (i.e. lacking descriptions of motivation, application and
impact in SFCR; qualitative information specific to the MA and the
transitionals; and lacking information regarding risk management
implications). The following analysis is focused on those identified issues could
be addressed via changes in the Solvency II Directive or the Delegated
Regulation.

Lack of qualitative information

Issue 1: Poor reflection of the LTG measures in the SFCR summary

2.484 The summary part of the SFCR does not regularly outline information on
the use of the measures (in particular for VA users) nor the impact of the
measures.

Affects: Voluntary measures (VA, MA, transitionals)

Insufficient quantitative information

Issue 2: Insufficient quantification of the impact on SCR and MCR

2.485 Stakeholders outlined interest in transparently displaying the impact of the
measures on the SCR ratio and MCR ratio (instead of seeing SCR/MCR and
eligible own funds in isolation).

Affects: Voluntary measures (VA, MA, transitionals)

Results of sensitivity analysis not included

Issue 3: No impact calculations regarding extrapolation of risk-free interest rates
provided

2.486 Stakeholders outlined interest in transparently displaying the impact of
sensitivity analyses, in particular the UFR extrapolation was addressed.

Affects: Extrapolation

2.8.4 Analysis

2.487 In this section, EIOPA analyses whether there is a need to amend the
current disclosure requirements in the Solvency II Directive and the Delegated
Regulation applicable with respect to the LTG measures and extrapolation to
address the identified deficiencies.

2.488 The main options considered to address these deficiencies are listed in the

table below.
Policy issue Options
1. Qualitative information 1.1 No change
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1.2 Prescribe minimum criteria

2.1 No change

2. Quantitative information 2.2 Extend SFCR template with impact of LTG
measures on SCR and MCR

3.1 No change
3. Sensitivity of undertakings | 3.2 Prescribe disclosure regarding sensitivity

to changes to the application analysis
of the extrapolation 3.3 Prescribe reporting regarding sensitivity
analysis

Options regarding lack of qualitative information

2.489 The following policy options have been identified to address the lack of
qualitative information in the SFCR in view of the poor reflection of the LTG
measures in the SFCR summary, EIOPA has considered the prescription of
minimum criteria for disclosure of qualitative information in the summary.
Nevertheless, it should be noted that a new structure for the SFCR is
proposed, with no summary, instead a distinction is made between the SFCR
part addressed to policyholders and the part addressed to other users (e.g.
professional public). The part addressed to policyholders should include the
ratio of the SCR and MCR coverage at the end of the reporting period and last
reporting period (with transitionals and LTG measures). Information on the
use and the impact of the measures should be included in in the section of
the SFCR addressed to other users.

Options regarding insufficient quantitative information

2.490 The following policy option has been identified to address the lack of
guantitative information in the SFCR on the impact on SCR and MCR:
e Extend SFCR template with impact of LTG measures on SCR and MCR
This option entails an addition to sheet S.22.01 of the SFCR template,
extending it by fields that display the impact of removing the LTG measures
on SCR and MCR (see annex 2.15 for proposed template amendments).

2.491 This option represents a small change to the template, introducing
additional fields. The impact on SCR and MCR ratios can be derived from other
SFCR fields, but directly including them makes the information much more
accessible. Because of their importance the numbers are known by the
undertakings, therefore not much additional effort would be needed to include
them in the reporting template.

Options regarding sensitivity analysis

2.492 The following policy options have been identified to address the lack of
sensitivity information in the SFCR regarding the extrapolation.

e Prescribe disclosure of specific sensitivities on extrapolation
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e Prescribe reporting (without disclosure) of specific sensitivities on
extrapolation

e Prescribe disclosure of specific sensitivities on extrapolation but only for
those undertakings with long-term liabilities.

2.493 Considering the alternative extrapolation method the specific sensitivity
analysis would refer to the impact of a change of the convergence parameter
of the extrapolation method to 5%. In accordance with the proportionality
principle, the disclosure requirement can be limited to those undertakings with
long-term liabilities since those are the undertakings for which the results of
the sensitivity analysis can be material.

2.9. Long-term and strategic equity investments

2.9.1 Extract from the call for advice
3.5. Capital Market Union aspects

EIOPA is asked to continue its analysis on the treatment of long-term
investments under Solvency II. In particular, EIOPA is asked to assess
whether the methods, assumptions and standard parameters underlying the
calculation of the market risk module with the standard formula appropriately
reflect the long-term nature of the insurance business, in particular equity
risk and spread risk. To this end, EIOPA is asked to:

e identify the characteristics of insurance business and liabilities that enable
insurers to hold their investments for the long term; and

e where appropriate, advise on revised methods, assumptions and standard
parameters for the purpose of calculating the market risk module,
reflecting insurers’ behaviour as long-term investors.

With regard to equity, EIOPA is also asked to conduct a comprehensive review
of the equity risk sub-module, and in particular to assess the appropriateness
of the design and calibration of the duration-based equity risk sub-module,
of strategic equity investments, of long-term equity investments and of the
symmetric adjustment.

2.9.2 Previous advice

“Standard” equity type 1 and type 2

2.494 EIOPA’s predecessor, CEIOPS, advised the European Commission on the
“standard” equity risk for type 1 and type 2 equities in January 2010%%.

8 CEIOPS Advice for L2 Implementing Measures on SII: Equity risk sub-module

124


https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdfhttps:/eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdf

Background information to the technical analysis were provided in the
Solvency II Calibration Paper in April 2010°°. The underlying assumptions of
the standard formula for the SCR calculation were presented in July 201469,

Duration-based equity risk sub module

2.495 CEIOPS advised the European Commission on the calibration of the
duration based equity risk sub module (DBER) in January 20108, Background
information to the technical analysis was provided in the Solvency II
Calibration Paper in April 20102, The underlying assumptions of the standard
formula for the SCR calculation were presented in July 201453,

2.496 CEIOPS assessed the risk of long-term equity holding on the basis of the
assumption of an average duration of liabilities exceeding an average of 12
years, as set in Article 304 of the Solvency II Directive. The duration approach
according to Article 304, results in an equity risk charge set at 22 percent. To
be noted that the equity risk charge equals to the absolute floor set for the
purpose of prudence and in order to be consistent with the calibration of the
property risk sub-module.

Strategic equity investments

2.497 In February 2018%, EIOPA has provided information on the application of
the criteria of the Delegated Regulation for the identification of strategic
equity investments by insurance and reinsurance undertakings as well as by
NSAs, in EIOPA’s Second set of Advice on the Delegated Regulation review.

2.498 EIOPA has not provided, to date, advice on the strategic equity
investments referred to in article 169 to 171 of the Delegated Regulation.

Infrastructure investments

2.499 In September 2015%, EIOPA advised on the identification and calibration
of infrastructure investment risk categories.

2.500 In June 2016°%, EIOPA provided further advice on the identification and
calibration of other infrastructure investment risk categories, i.e.
infrastructure corporates.

>9 Solvency II Calibration Paper, April 2010

60 The underlying assumptions in the standard formula for the SCR Calculation, July 2014
61 CEIOPS Advice for L2 Implementing Measures on SII: Equity risk sub-module

62 Solvency II Calibration Paper, April 2010

63 The underlying assumptions in the standard formula for the SCR Calculation, July 2014
64 EIOPA’s second set of advice on the Delegated regulation review, February 2018
65 Infrastructure finance advice, September 2015

66 Infrastructure corporates final advice, June 2016
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Unlisted equity

2.501 In February 2018, EIOPA advised the European Commission on unlisted
equity in EIOPA’s Second set of Advice on the Delegated Regulation review.
In particular, EIOPA provided criteria applicable to portfolio of equity from the
European Economic Area which are not listed, in order to identify those
instruments which could benefit from the same risk factor as listed equity.

Long-term equity investments

2.502 EIOPA has not provided, to date, advice on the Long-term equity
investments referred to in article 171a of the Delegated Regulation.

2.9.3 Relevant legal provisions

“Standard” equity type 1 and type 2

2.503 The equity risk sub-module is set in point (b) of Article 105(5) of the
Solvency II Directive.

2.504 General provisions and capital requirements for type 1 and type 2 equities
are set in Article 168 and Article 169 of the Delegated Regulation. The
"standard” capital requirement for equity type 1 results from a decrease of 39
percent and the symmetric adjustment as referred to in Article 172 of this
Regulation. Respectively, the “standard” capital requirement for equity type
2 results from a decrease of 49 percent and the symmetric adjustment as
referred to in Article 172 of this Regulation.

Duration-based equity risk sub module

2.505 The duration-based equity risk sub-module is set out in Article 304 of the
Solvency II Directive.

2.506 Article 304 of the Solvency II Directive sets criteria under which Member
States may authorise life insurance undertakings to apply a duration based
equity risk sub-module. When an undertaking has received a supervisory
approval, the Article 170 in Delegated Regulation prescribes that undertakings
benefits from a reduced capital charge of 22 percent in replacement to the
“standard” equity risk charges for type 1 and type 2 equities.

2.507 The recital 58 of the Delegated Regulation outlines the assumption that the
typical holding period of equity investment referred to in Article 304 of
Directive 2009/138/EC is consistent with the average duration of liabilities
pursuant to Article 304 of Directive 2009/138/EC. According to the Solvency
IT Directive, the average duration of those liabilities is exceeding an average
of 12 years.
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Strategic equity investments

2.508 Article 111 (m) of the Solvency II Directive outlines that the reduced
calibration should reflect the “likely reduction in the volatility of the value of
those related undertakings arising from the strategic nature of those
investments and the influence exercised by the participating undertaking on
those related undertakings”.

2.509 The Delegated Regulation -with particular reference to Article 169 and
Article 171 - sets out a reduced risk charge of 22 percent for strategic equity
investments, provided that they satisfy criteria.

2.510 Recital 57 of the Delegated Regulation gives further background on the
motivation of the treatment of strategic equity investments.

2.511 EIOPA has also developed guidelines®’ on this topic.

Infrastructure investments

2.512 The Delegated Regulation — with reference to Article 168, sets out specific
risk factors for infrastructure investment, provided that criteria are met.

2.513 In September 2015%, the Commission adopted an amendment to the
Delegated Regulation, based on EIOPA’s advice. In June 2017%, the
Commission adopted an amendment to the Delegated Regulation based on
EIOPA's advice. The Delegated Regulation —with reference to Article 164b and
Article 261a, sets out specific risk factors for qualifying infrastructure
corporate investments, provided that criteria are met.

Unlisted equity

2.514 Unlisted equities, other than strategic equity investments and investments
in qualifying infrastructure fall into the type 2 equities category as defined in
Article 168(3) of the Delegated Regulation. The capital requirement for these
type 2 equities is set out in Article 169(2)(b) of the Delegated Regulation.

2.515 1In March 201979, the Commission adopted an amendment to the Delegated
Regulation based on EIOPA’s advice. It sets that qualifying unlisted equity
portfolios are considered as type 1 equities, when all the requirements set in
Article 168a are met.

67 Guidelines on treatment of related undertakings, including participations
68 Amendment to Delegated Regulation, 30 September 2015

69 Amendment to Delegated Regulation, 8 June 2017
70 Amendment to Delegated Regulation, 8 March 2019
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2.516 Together with the amendments to the Delegated Regulation, the European
Commission published a staff working document’! to explain and justify the
changes introduced with regard to unlisted equity.

Long term equity investments

2.517 In March 201972, the Commission adopted an amendment to the Delegated
Regulation, which includes the Article 171a in respect of the treatment of
long-term equity.

2.518 Article 171a sets out a reduced risk charge of 22 percent when conditions
are met. The reduced risk charge has been proposed by the European
Commission. This treatment is explained in recital 26.

2.519 Together with the amendments to the Delegated Regulation, the European
Commission published a staff working document” to explain and justify the
changes introduced with regard to long-term equity investments.

2.520 Also, a reference to the Article 171a is included in the Article 169(1) and
Article 169(2). Consequently, long-term equity investments type 1 and type
2 benefits from a diversification within the standard equity risk sub-module
as to Article 168(4).

2.9.4 Calibration of the equity risks

2.9.4.1 Identification of the issue

2.521 Some of the actual equity risk charges used in the standard Formula differ
from the calibration performed by EIOPA/CEIOPS. The table below compares
Standard formula’s stress to the calibration figures.

Equity sub-module standard formula’s | EIOPA/CEIOPS
stress calibration

« Standard » type 1 39 percent 45 percent

« Standard » type 2 49 percent 55 percent

Infrastructure project 30 percent [30 percent-39

percent]’4

Infrastructure corporate 36 percent 36 percent’®

Qualifying unlisted equity | 39 percent 39 percent’®

portfolios

Strategic equity 22 percent -

71 Commission Staff Working Document

72 Amendment to Delegated Regulation, 8 March 2019

73 Commission Staff Working Document

/4 Infrastructure finance advice, September 2015

7> Infrastructure corporates final advice, June 2016

76 EIOPA’s second set of advice on the Delegated regulation review, February 2018
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DBER

22 percent

22 percent

LTE

22 percent

2.522 For the risk charges for which EIOPA/CEIOPS has advised a calibration in
the past (type 1, type 2, infrastructure project, infrastructure corporate,
qualifying unlisted equity portfolios and duration based equity risk sub-

module), EIOPA considers that those results are relevant.

2.523 As to the strategic equity investment, the calibration of 22 percent is
motivated by the criterion that the value of the equity is likely to be materially
less volatile, in accordance with Article 171(a) of Commission Delegated
Regulation 2015/35. The calibration of the 1-year VaR for a strategic equity
is not easy to assess as there is no common equity index for such investments
and the group of strategic equity is diverse. To date, EIOPA has not identified
evidence to support the calibration of strategic equity. As strategic equity
provisions are based on a 1 year time horizon rather than a long term horizon,
the analysis performed for the long term equity cannot be taken as a basis.

2.524 The recently introduced long-term equity investments allows for a capital
charge of 22 percent if requirements, which are set out in Article 171a
Delegated Regulation, are met. The lower capital charge is based on the

following justification:

2.525 1In a staff working document’?, the European Commission explained that
the design of the capital charge for long-term equity investments is based on

Reference is made to a DNB’’ study that concludes that under the
assumption of mean reversion investment risk is lower over longer

investment periods.

S&P500 returns over 1, 5 and 10 years periods (page 12) are

compared.

The 22 percent capital charge is based on CEIOPS’ advice of 2010 on
the duration-based equity risk sub-module’®.

a time horizon of 10 years.

2.9.4.2 Analysis

Consideration of long time holding period

2.526 The argument presented by industry stakeholders is that illiquid liabilities
allow undertakings to invest in equity for a longer time horizon, which directly
reduces the risk of losses, and this justifies a reduced capital stress. This

77 DNB Working Paper (No. 343 / April 2012) - Mean Reversion in Stock Prices: Implications for

Long-Term Investors.
78 CEIOPS Advice for L2 Implementing Measures on SII: Equity risk sub-module
79 Commission Staff Working Document
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argument is predicated on the assumption that equity markets will recover
some, or all, of their short-term losses within a certain period of time.

2.527 Articles 101(3) and 104(4) of the Solvency II Directive require a calibration
based on a 1-year time horizon. On one hand, the choice of a longer time
horizon may technically be justified under certain conditions. On the other
hand, insurers trade equities. Based on the three years observation with
Solvency II reporting being in place, EIOPA estimated®® that the average
equity-holding period is 4,8 years. In response to the Call for Information
from the European Commission on asset liability management®, EIOPA
reported about the characteristics that enable insurers to hold equity for the
long term in December 201982,

2.528 Equity markets may generally be expected to provide positive returns.
However, they are subject to significant levels of volatility and have generated
large losses over short durations. If investment over a longer term may be
expected to reduce the risk of losses, or their amount, a detailed analysis
based on historical data series had not been performed to date in the context
of Solvency II.

2.529 Besides, Solvency II measures risk in terms of the fluctuations of basic own
funds over a period of twelve months. These own funds are determined on
the basis of market (consistent) valuations. Using other measures of risk could
mean that changes in the level of own funds are not fully captured. If the
difference in the measured risk and the investment volumes were material
this could result in non-compliance with the requirement of Article 101(3) of
the Solvency II Directive.

2.530 Once the market value of assets falls below the market value of technical
provisions, it is no longer possible for the undertaking to fulfil its guarantees
to policyholders with sufficient certainty. The undertaking would require
additional own funds, e.g. generated by returns on assets in excess of the
risk-free rate to restore solvency. However, such expected returns over the
risk-free rate always involve a degree of risk-taking, i.e. it is not possible to
earn risk-free returns exceeding the market risk-free rates, irrespective of the
time horizon. This means that there is a possibility that excess returns restore
the insurer’s solvency position, but there is also chance that the solvency
further deteriorates.

Empirical results for long-time horizon
2.531 To investigate whether there are sufficient grounds to justify a reduced

capital stress in Solvency II rules in this area (as currently for the duration
based equity sub module and newly introduced for the long term equity

80 Details on the methodology: Request for Feedback on Methodological Considerations regarding
Illiquid Liabilities

81 Request to EIOPA for information, April 2018

82 Report on insurers’ asset and liability management in relation to the illiquidity of their liabilities
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investment), EIOPA undertook an investigation to determine the Value at Risk
(VAR) over extended investment durations. However, as the Solvency II
calibrations are performed only on a 1-year loss basis, judgement was needed
on how to extend such an analysis for multi-year durations.

Methodology

2.532 The empirical approach takes into account historical yearly investment
durations from 1 to 10 years, and applies the following methodology.

Data

Use of empirical data vs. model projections. Note that the current
calculation of the equity capital charge for the purpose of Article 304 of
the Delegated Regulation was not based on historical data but on model
projections.

Use of excess return based on minimum value vs. anniversary date. The
original CEIOPS calibration®® considered the change in index value on
investment anniversary dates only, rather than throughout the period of
12 months. As undertakings are not restricted to only disposing of
investment on anniversaries, the excess return based on the minimum
value within the relevant year is also calculated (i.e. the lowest index value
between month 0 and 12; between month 13 and 24; between month 25
and 36; and so on).

Use of the return is in excess of risk free investments, to correspond with
the evolution of technical provisions over the investment duration. This
step is to ensure that the equity analysis included not only the loss on the
equity investment, but also the unwinding of the discount rate over that
duration, which is reflected in the technical provisions. The results are
based on 10 years rates (hypothesis of 10 years liability duration).

The 0.5th percentile is then calculated for each 12 month duration period,
consistent with the Solvency II Value-at-Risk measure calibration to a 99.5
percent confidence level. This determines the Solvency II compatible
empirical VaR for each duration.

2.533 The original CEIOPS equity calibration was based on data from the MSCI
World Price Return index, however a Total Return index would be considered
more appropriate for longer investment time horizon, to adequately allow for
the impact of dividends.

2.534 Additionally, the CEIOPS calibration only considered the equity value at
risk in isolation and did not make allowance for risk free rates. This was an
explicit assumption and this was documented in the Solvency II calibration
paper®* in 2010. However, while the return on a risk free investment would

83 Solvency II Calibration Paper, April 2010
84 See paragraph 3.68 of the Solvency II Calibration Paper, April 2010
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not be expected to be material when determining the 1 year Solvency II VAR,
when the investment duration is extended to multiple years, the discount
factors applied to cashflows would be material. The use of the return, in
excess of the risk free investment, ensures that the equity investment not
only recoups any losses in the index, but also earns the assumed risk free
rate used in discounting the liabilities.

2.535 Inarticle 171(a) of the amended Delegated Regulation on long term equity,
it is said that long term equity investment covers best estimate liabilities and
that undertakings should be able to hold those equities for at least 10 years
on an on-going case and under stressed conditions. Accordingly, it can be
assumed that the long term equities will back liabilities with a duration of 10
years. From that perspective, undertakings have to cover their accrued
liabilities at 10 years risk free rates. The excess return is consequently
calculated based on 10 years risk free rates.

Table 1
Ticker | Description First data point | Last data
point
M2WO | MSCI World Total Return Index 31/12/1969 29/05/2020
M2AM | MSCI America Total Return Index | 31/12/1998 29/05/2020
M2EU | MSCI Europe Total Return Index | 30/01/1970 29/05/2020
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2.536 For reference, the total return indexes are shown in the charts below.

MSCI Americas Total Return
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Source of underlying market data: Refinitiv
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2.537 The major financial crisis happened in 2008 - i.e. 10 years ago. A
significant caveat must be highlighted in relation to the data, in particular at
longer durations. While the data itself is not of concern, as the start point for
the indices was 1970, this limits the amount of independent data series as
the investment duration increases. To illustrate, for a 10 years investment
duration, the data only provides 5 complete and independent data series for
MSCI Europe Total Return Index.

Results

2.538 When considering the excess return over the 10 years risk free rate, the
MSCI Europe data indicated empirical values at risk of between 67 and 38
percent for investment durations between 1 and 10 years. Significantly, when
considering a 10-year investment duration, there is no clear decreasing trend
in the risk with regard to extending the time horizon. Similar analysis was
also performed on the MSCI World Total Return index, and the MSCI AC
Americas Total return index. These analyses are illustrated in the below charts
and tables.

2.539 Based on these results, it is not possible to corroborate the assertion that
investment for a longer duration justifies a lower capital charge. In fact, the
data actually supports an increase in capital requirements, as the Solvency II
calibration only considers losses over a 12 month period, whereas sustained
losses can be experienced over multiple years.

2.540 For clarity, the below are the empirical values at risk rather than the
normalised values, which are used as the ultimate stresses in Solvency II.
The charts illustrate the actual losses that would have been experienced in
practice.
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MSCI World Total Return Index: empirical results

MSCI World: Stressed percent
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MSCI Americas Total Return Index: empirical results
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MSCI Europe Total Return Index: empirical results

MSCI Europe: Stressed percent
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2.9.5 Design of the duration-based equity risk sub-module

2.9.5.1 Identification of the issue

2.541 The standard formula for the SCR includes an equity risk sub-module that
captures the risk stemming from changes in the level of equity market prices.
The equity risk sub-module is based on risk scenarios that envisage a fall in
equity market prices of 39 percent or 49 percent, depending on the type of
equity.

2.542 Instead of that equity risk sub-module, undertakings can use a duration-
based equity risk sub-module (DBER) that is, with regard to certain equity
investments, based on a risk scenario that envisages a fall in equity market
prices of 22 percent. The DBER can be applied by life insurance undertakings
that provide certain occupational retirement provisions, or retirement
benefits, and meet further requirements - in particular, that the average
duration of the undertaking’s liabilities exceeds an average of 12 years and
that the undertaking is able to hold equity investments at least for 12 years.

2.543 The possibility to apply the DBER is a Member State option of the Solvency
IT Directive (Article 304(1)). The application of the DBER by an insurance
undertaking is subject to supervisory approval.

2.544 One undertaking in France is using the DBER as at 31 December 2017.
According to the information disclosed by the undertaking in its Solvency and
Financial Condition Report, removing the DBER would reduce the SCR ratio
by 20 points from a ratio of 159 percent with the DBER (but without TTP and
VA) to a ratio of 139 percent without the DBER. Removing the measure would
reduce the MCR ratio by 41 points from a ratio of 350 percent with the DBER
(but without TTP and VA) to a ratio of 309 percent without the measure.

2.545 In the LTG report 2016, 11 NSAs reported that the DBER is not
implemented in their national legislation. The NSAs of the other countries
provided the following explanations why the DBER is not applied:

e The products in the national market do not meet the criteria of Article 304
of the Solvency II Directive;

e Undertakings are not or not very active in the pension market;
e There is no need or no interest for this sub-module;

e There is not yet an incentive to apply the DBER because the equity
transitional of Article 308b(13) of the Solvency II Directive currently
lowers the capital requirement for equity investments, but more
applications may follow in the course of the phasing out of that transitional
measure.
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2.9.5.2 Analysis

2.546 According to the Commission staff working document®®, the set-up of the
Long-term equity asset class (LTE) is an extension of the reduced capital
charge (22 percent) applicable to the DBER to long term investment in equity

of EEA meeting certain criteria.

2.547 Although the DBER and the LTE aim to capture the risks of long-term
equity over a longer time horizon; the criteria and application are different.
The adequacy of keeping two separate treatment is a critical element of the
framework, in view of the complexity induced. Having two separate risk sub-
modules targeting the same risks - namely those of long-term equity
exposures - is considered as unnecessary and intended to be addressed.

Considered options

2.548 EIOPA identified the following options:

Under Option 2, the use of the duration based equity risk sub module is
phased out. As such, new approvals to use the duration based equity risk sub
module should not be granted anymore. The following table outlines the pros
and cons related to option 2 compared to the status quo.

Option 1: No change
Option 2: Phase out

Pro

Con

Both, LTE and DBER
target the risks
associated to long
term equity exposures
so it is ensured that
similar risks are
treated similarly in the
future when the DBER
is phased out.

Reduce complexity

Comparison of options

2.549 To phase out the approved use of the DBER and not granting new
approvals to use the DBER anymore presents the advantage to ensure that
similar risks —i.e. those related to long term equity exposures, are treated

similarly in the future.

85 See p.10, paragraph 3 of Commission Staff Working Document
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2.550 As such, it reduces the unnecessary complexity of the prudential
framework and improve the effective and efficient supervision of
undertakings and groups.

2.551 Therefore, the preferred policy option for this policy issue is Option 2.

2.9.6 Design of the strategic equity risk treatment

2.9.6.1 Identification of the issue

2.552 The standard formula for the SCR includes an equity risk sub-module that
captures the risk stemming from changes in the level of equity market prices.
The equity risk sub-module is based on risk scenarios that envisage a fall in
equity market prices of 39 percent or 49 percent, depending on the type of
equity. Providing that these investments are of a strategic nature,
undertakings can use risk scenarios that envisage a fall in equity market
prices of 22 percent.

2.553 The criteria for being considered as strategic are set in the article 171 of
the Delegated Regulation.

2.554 During the SCR Review, stakeholders identified critical elements of the
framework. In particular:

e The approach for evaluating strategic participations based on lower
volatility was not considered appropriate. Therefore, the criterion in
Article 171 (a) - requiring the demonstration of lower volatility in the next
12 months - is considered to be very difficult to be applied in practice
because it seems to be in contradiction with the long-term horizon
associated with the nature of strategic participations;

e The minimum ownership and control threshold of 20 percent for an
investment to qualify it as a strategic participation is considered too high.
This requirement is deemed to be unnecessary restrictive, particularly
when considered alongside the other Article 171 criteria such as strategy
to hold and ability to hold for a long period.

2.555 The majority of NSAs mentioned that it is difficult to demonstrate that the
criterion in Article 171(a) about lower volatility is met, particularly for unlisted
equity investments.

2.556 Some NSAs mentioned that they experienced in their supervision that
undertakings did apply the provisions for strategic equity also to investments
that are not in related undertakings. Reason for that was identified to be the
difficult reading of the Solvency II Directive in that respect as the title and
first sentence of Article 171 Delegated Regulation is not referring to
participations but to equity investments.
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2.557 In addition, NSAs consider that there might be some cases in which equity
could qualify for both strategic equity and long-term equity investment. This
issue is analysed in section 2.9.7.

2.9.6.2 Analysis

Policy issue I: Criterion of lower volatility

2.558 According to Article 171 (a), in order to qualify an equity investment as
“strategic”, the insurer must demonstrate that the equity investment is likely
to be materially less volatile for the following 12 months than the value of
other equities over the same period. This is a result of both the nature of the
investment and the influence exercised by the participating undertaking in
the related undertaking.

2.559 The introduction of a lower capital charge for strategic equity is based on
the underlying assumption that the volatility of the respective investments
over a 1-year time horizon is likely to be materially lower compared to the
“standard” type 1 or type 2 equity. To hold up to this underlying
fundamentals, it is not sufficient to demonstrate that the investment under
consideration relates to a related undertaking (minimum ownership and
control threshold of 20 percent). Rather, the criteria of lower volatility is key
to motivate the reduction in capital charge. NSAs therefore shared the view
that the criteria of lower volatility cannot be deleted.

2.560 The lower capital requirements for strategic participations are justified if
their risks are lower. As such, there is a requirement to demonstrate that the
volatility of the value of the strategic participations is lower than that of other
equities.

2.561 A well-diversified portfolio of strategic participations with a beta lower than
one has a lower volatility than the typical average diversified, ‘market’,
portfolio of equities. The question is then, which beta would justify a reduction
of the capital requirements from 39 and 49 percent to 22 percent. Also, in
case there is no well-diversified portfolio of strategic participations what
‘residual risk’ is acceptable to allow for this reduction?

2.562 In its second set of Advice to the European Commission on specific items
in the Delegated Regulation®, EIOPA proposed a beta method as a
requirement for unlisted equity to qualify for the lower capital requirement of
39 percent for type 1 equities instead of the 49 percent for type 2 equities. If
the beta for the unlisted equity was below the ratio of 39 over 49 percent,
i.e. 0.7960, in that advice the risk was considered to be sufficiently low to
allow the type 1 equity capital charge rather than the type 2. The formula for
this beta is as follows:

86 EIOPA’s second set of advice on the Delegated regulation review, February 2018
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0.9478 - 0.0034*AvgGrossMargin + 0.0139*TotalDebt/AvgCFO -
0.0015*AvgReturn on Common Equity

2.563 In line with that advice, a 22 percent capital charge for strategic
participations with a beta below 0.5641 (22 percent over 39 percent) for a
portfolio of type 1 strategic equities and a beta below 0.4590 (22 percent
over 49 percent) for a portfolio of type 2 strategic equities would also be
justified.

2.564 In this advice, EIOPA considered that the lower capital requirements for
unlisted equity is only appropriate in case of well-diversified portfolios. Rather
than requiring a diversified portfolio of strategic participations, the other
requirements for strategic participations should ensure that the ‘residual
risks’” from non-diversified portfolio of strategic participations does not
invalidate the 22 percent capital charge.

2.565 The advice also required that companies, strategic participations, should
be established in the EU or EEA with a majority of revenues from EEA or OECD
countries. It should have been larger than a Small- Sized Enterprise as
defined by the Commission Recommendation (2003/361/EC) in the last three
years.

Considered options

2.566 With respect to point (a) of Article 171 of the Delegated Regulation -
criterion of lower volatility - EIOPA identified the following options:

¢ Option 1: No change
e Option 2: Deletion of the criterion

e Option 3: Clarify the requirement and add the beta method as an optional
method

e Option 4: Clarify the requirement by providing the beta method as the
mandatory method

e Option 5: No change, but clarify the requirement and add the beta
method as an optional method via additional guidance issued by EIOPA

2.567 The following tables outline the pros and cons of the options compared to
the status quo.

Option 2: Deletion of the criterion

Pro Con

Reduces complexity for Criterion is key to
undertakings as well motivate the lower
as supervisors capital charge so the

deletion has negative
consequence on the
risk sensitivity of the
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SCR standard formula
(potentially negatively
affecting policyholder
protection).

Option 3: Clarify the requirement
optional method

by providing the beta method as an

Pro

Improves
understanding of the
requirement in
providing an
exemplary method and
by that reinforces the
criterion which is key
to motivate the lower
capital charge.

Attenuates the difficult
supervision of the
criteria by providing a
standard method.
Consistent with EIOPA
advice on unlisted
equity

Con

The inclusion of the
beta method (although
as optional) in the
legal text could in
principle make it a
benchmark, limiting
the use of other
methods.

Leaves flexibility to
insurance
undertakings

Option 4: Clarify the requirement by providing the beta method as the
mandatory method.

Pro
Improves

Con
The inclusion of the

understanding of the
requirement by that
reinforces the criterion
which is key to
motivate the lower
capital charge.

beta method would
limit the use of other
methods already used
by undertakings and
NSAs, imposing
additional costs.

Attenuates the difficult
supervision of the
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criteria by providing a
standard method.
Consistent with EIOPA
advice on unlisted
equity.

Option 5: No change, but clarify the requirement and add the beta method
as an optional method via additional guidance issued by EIOPA

Pro Con
Improves
understanding of the
requirement by that
reinforces the criterion
which is key to
motivate the lower
capital charge.

Attenuates the difficult
supervision of the
criteria by providing a
standard method.
Consistent with EIOPA
advice on unlisted
equity.

Leaves flexibility to
insurance
undertakings

Comparison of options

2.568 Options 3 reinforces the requirement by providing an additional method to
demonstrate the lower volatility, while option 4 strengthens the requirement
by providing a mandatory method to demonstrate the lower volatility
requirement. In combination with option 1 or 3, further clarification how to
perform the required volatility assessment can either be included in the
regulation directly or in additional guidance. This clarification can be based
on the supervisory experience made so far, e.g. undertakings demonstrated
the lower volatility by comparing financial statements or historical returns
with those of competitors or in case of listed equity with a benchmark index.
Furthermore, the beta method as described is suggested. In option 3 this
method would be specified as one optional method to assess lower volatility
of the investment while in option 4 this would become the mandatory method
to apply. Finally, in option 5 it is proposed to add the beta method as an
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optional method without changing the legal text, but via additional guidance
issued by EIOPA.

2.569 The preferred policy option for this policy issue is to strengthen the
volatility criterion by proposing an optional method that can be used for that
purpose without limiting the use of other methods (Option 1.5) because it
improves the requirement which will be for the benefit for policyholders,
supervisory authorities and stakeholders that need to assess that criterion.
This is preferred to Option 4 because this leaves flexibility to undertakings,
and to option 3 because this would impose it as a benchmark method.

Policy Issue II: Control threshold of 20 percent

2.570 NSAs further reflected on the need to keep the threshold of 20 percent.
Reason to keep the threshold of 20 percent was considered to be the influence
the participating undertaking has on the related undertaking which can
materially influence the volatility of the related undertaking’s own funds. Also
the underlying idea of strategic equity investments as being investments of
strategic nature (according to point (b) of Article 171 Delegated Regulation)
are considered reasons to keep the 20 percent threshold.

2.571 NSAs consider that the reference to participating and related undertakings
in Article 171 (a) of the Delegated regulation going along with Article 212 of
the Solvency II Directive could be further clarified to avoid misunderstandings
and ensure that the provision is consistently applied to investments where
the minimum ownership and control threshold exceeds 20 percent.

Considered options

2.572 With respect to point (a) of Article 171 of the Delegated Regulation —
control threshold of 20 percent - EIOPA identified the following options:

e Option 1: No change

e Option 2: No change, but add clarification of the scope of application
e Option 3: Deletion

e Option 4: Reduction to 5 or 10 percent

2.573 The following tables outline the pros and cons of the options compared to
the status quo.

Option 2: No change, but add clarification of the scope of application

Pro Con
Improves
understanding of the
requirement; by that
reinforces the criterion
which is key to
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motivate the lower
capital charge.

Option 3: Deletion

Pro Con

Reduces complexity for The criterion on the
undertakings as well influence is key to
as supervisors motivate the lower

capital charge. The
deletion thus
endangers risk
sensitivity of the SCR
standard formula
(potentially negatively
affecting policyholder
protection)

Option 4: Reduction to 5 or 10 percent

Pro Con

Endangers risk
sensitivity of the SCR
standard formula
(potentially negatively
affecting policyholder
protection)

Comparison of options

2.574 Option 2 is to do not change but clarify the scope of application, in
particular that it applies to participating and relating undertakings. This
option preserves the current level of capital requirements and thereby
compared to the other options, best contributes to keep the current level of
policyholder protection. Indeed, option 3 and 4 would endangers risk
sensitivity of the SCR standard formula and potentially negatively affect
policyholder protection. Therefore, the preferred policy option for this policy
issue is to keep that requirement but clarify the scope of application.
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2.9.7 Design of the long-term equity risk treatment

2.9.7.1 Identification of the issue

Separate identification and management

2.575 The Delegated Regulation prescribes that a sub-set of equity investments
may be treated as long-term equity (and then benefit from a risk charge of
22 percent), if it is included in a portfolio of assets which is assigned to cover
the best estimate, which is identified, managed and organised separately
from the other activities of the undertaking and cannot be used to cover
losses arising from other activities of the undertaking.

2.576 Similar to the regulation in the context of the Matching Adjustment (MA),
the assigned portfolio of assets (including the sub-set of equity) is not
identified as a ring-fenced fund.

2.577 However, some of the current criteria can be deemed overly restrictive and
potentially lead to the interpretation that the allocation of equity to LTE should
lead to the establishment of ring fenced funds.

Holding period criteria

2.578 The Delegated Regulation currently prescribes that the average holding
period of equity investments in the sub-set exceeds 5 years, or where the
average holding period of the sub-set is lower than 5 years, the insurance or
reinsurance undertaking does not sell any equity investments within the sub-
set until the average holding period exceeds 5 years.

2.579 Furthermore, it is required that the solvency and liquidity position of the
insurance or reinsurance undertaking, as well as its strategies, processes and
reporting procedures with respect to asset-liability management, are such as
to ensure, on an ongoing basis and under stressed conditions, that it is able
to avoid forced sales of each equity investments within the sub-set for at
least 10 years.

2.580 These criteria are deemed to constitute material impediments to the
practical use of the LTE category, given in particular the fact that they are
applicable to each individual equity held in the portfolio.

Diversification between LTE and other risks
2.581 As previously mentioned, there are similarities between the regulation in
the context of the MA and LTE.

2.582 However, in contrast to the MA where explicit diversification limitations are
reflected, the regulation does not provide further specification on
diversification for LTE.
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2.583 The sub-set of equity which can benefit from the specific risk charge of 22
percent is considered to be included in an assigned portfolio of assets which
is identified, managed and organised separately. Similar to the MA regulation,
this assigned portfolio covers the best estimate - in the content of the LTE
the portfolio covers businesses clearly identified. However, the business in
scope (assigned portfolio of assets and liabilities) can be/or become
profitable, thus own funds are present or created. As the assets backing these
profits are not formally part of the assigned portfolio of assets (only covering
the best estimate), the question arises whether these can be used to cover
losses arising in other parts of the undertakings, thus providing for
diversification effects.

2.584 For example, in the context of the MA it was discussed whether a 1 year-
VAR 99,5 percent-mortality shock creating losses in the non-MA business can
be compensated by gains in the MA portfolio.

2.585 Even though the requirements on the assigned portfolio of assets are
similar for MA and LTE, the situation in the context of LTE is quite different
from the context of the MA because the risk metrics are not aligned between
the LTE and the other risk modules. This is the case, as the LTE risk
submodule is based on a VAR over a time-period different from 1 year.

2.586 So the question arises, whether the risk charge for LTE can be diversified
with the other risks in the assigned portfolio of assets and liabilities as well
as whether the risk charge for the assigned portfolio can be diversified with
the risks in the rest of the undertaking.

2.587 Let’s consider the example of an undertaking where the assigned portfolio
makes up 50 percent of the business and the assigned portfolio of assets
consists of equity and property (other assets in the below chart).
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Illustrative chart
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2.588 How the risk charge for the equity in scope of LTE can be aggregated with
the property risk of the assigned portfolio and how the risks of the assigned
portfolio of assets can be diversified with the market risks of the rest of the
assets backing the residual liabilities are unclear. Indeed, a 10-year VAR and
a 1-year VAR cannot be aggregated via the existing correlation matrices. The
reason is that the existing correlation matrices were calibrated on a one-year
time horizon with an emphasis of measuring the dependence of the individual
risks in the tail. It is theoretically unclear how the joint distribution of two
individual risks with different time horizons looks like.

2.589 From a prudential point of view, the use of the existing correlations could
be justified if there is credible evidence that a multiple year equity risk shows
a lower degree of dependence with other financial risks than a one-year
equity risk. In that circumstance, one could argue that the existing
correlations are conservative estimates for a mixed equity risk, which
includes long-term equity investments.

2.590 From an economic point of view, one could then argue that a longer-term
equity investment would be less affected by short-term financial market
fluctuations implying that the overall dependence between equity and other
shorter-term financial risks would decrease.

2.591 However if such credible evidence cannot be found, then it is hard to justify
the appropriateness of a one-year tail correlation on a multiple year risk.
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2.592 It is therefore necessary to clarify how the LTE risk module fits into the
overall SCR calculation, whether diversification effects can be recognized
within the assigned portfolio of assets and liabilities and beyond, in particular
in view of the existing structure of the standard formula which only recognizes
the aggregation of risks via the correlation matrices.

Diversified LTE portfolios

2.593 The current regulation on LTE does not require LTE portfolios to be well-
diversified. The question is whether or not a 22 percent capital charge for a
single, just a few, or, only similar, equities is justified. Risks of well-diversified
equity portfolios are generally lower than those of single or non-diversified
equity portfolios.

Potential overlap with existing provisions

2.594 Potential overlap with the duration based equity risk sub module is treated
in the section 2.9.5. In addition, NSAs consider that there might be some
cases in which equity could qualify for both strategic equity and long-term
equity investment. However, the motivation for lower capital charges for both
categories and thus the nature of the risks of the equity investments are
different (reduced short term volatility vs. consideration of long-term equity
risks).

2.9.7.2 Analysis

Policy issue I: Separate identification and management

2.595 Criteria 1.b) of the current Delegated Regulation specifies that the a sub-
set of equity investments may be treated as long-term equity investments if
the insurance or reinsurance undertaking demonstrates that the sub-set of
equity investment is included within a portfolio of assets which is assigned to
cover the best estimate of a portfolio of insurance or reinsurance obligations
corresponding to one or several clearly identified businesses, and the
undertaking maintains that assignment over the lifetime of the obligations.

2.596 The reference to the "lifetime of the obligations” is deemed problematic as
in many instances the lifetime of the contracts exceeds the lifetime of the
corresponding Solvency II obligations. This means that assets are typically
held longer than what is recognized in technical provisions, e.g. in case of 1-
year non-life or life contracts with typically high renewal rates.

2.597 It is therefore not clear, how this provision should work in practice and
what it is targeting. Thus, insurers indeed can experience that the eligibility
criteria are not satisfied from a year to another.

149



2.598 What is considered important is that there is no switch in allocation of LTE
between liabilities.

2.599 In addition to this, two elements of requirement 1.c) can lead to an
understanding that LTE can only be applied very restrictively.

2.600 In particular, the reference to a separate organisation is generally
interpreted as requiring an additional burden for the undertaking in requiring
a strict separation of teams managing the assets.

2.601 It is considered that a separated identification and management should be
sufficient, i.e. the LTE should be identified and be managed within a separate
fund/account, it is not necessary though to have a separate team of people
managing those investments.

2.602 What is considered important is that insurers are able to hold their equity
long-term and commit themselves to do so - which should be reflected in the
investment policy.

2.603 It should therefore be sufficient to safeguard these requirements by
disallowing insurers to apply LTE for the next 3 years, where they breach
those requirements. This could be achieved through the strengthening of
requirement 1.e).

Considered options

2.604 EIOPA considered the following options:
e Option 1: No change

e Option 2: Modify the wording of 1.b), 1 ¢) and 1.e) as follows:
1.b) the sub-set of equity investment is included within a portfolio of
assets which is assigned to cover the best estimate of a portfolio of
insurance or reinsurance obligations corresponding to one or several
clearly identified businesses, and the undertaking maintains that
assignment ever-the-fifetime-of-the-ebligations;

1.c) the—portfelio—of—insurance—or—reinsurance—obligations—and—the
assigned portfolio of assets referred to in point (b) are identified; and

managed and—erganised separately from the other activities of the
undertaking and-the-assigned-portfolio-ofassets-cannot-be-used-to-cover
lessesarisingfrom-otheractivities-of the-undertaking,;

1.e) A policy for long term investment management is set up for each
long-term equity portfolio and reflects undertaking’s commitment to
hold the global exposure to equity in the sub-set of equity investment
for a period that exceeds 5 years on average. The AMSB of the
undertaking has signed off these investment management policies and
these policies are frequently reviewed against the actual management
of the portfolios.

2.605 Under Option 2, the current criteria are clarified in order to avoid overly
restricting the use of the LTE model.
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Pro Con

Criteria are not overly Criteria could be too

restrictive broadly interpreted,
which might lead to
lower capital

requirements for
equities which are not
fit for this module.

Comparison of options

2.606 The preferred policy option for this policy issue is Option 2. It is considered
sufficient to safeguard the requirements through the proposed strengthening
of criterion 1.e).

Policy issue II: Holding period criteria

2.607 The current criteria which requires insurance and reinsurance
undertakings to prove that they are able to avoid forced sales of each equity
investments within the defined sub-set of equities for at least 10 years can
prove operationally burdensome.

2.608 A less operationally burdensome way of fulfilling the objective of the LTE
category, is to ensure that undertakings can hold on to the selected equity
portfolios for a long term. It is therefore deemed appropriate to exclude from
criterion 1.a) the requirement to identify the holding period of each individual
equity investment.

2.609 For life (re)insurance, this can be achieved by requiring that LTE can only
be held against a particular homogeneous risk groups (HRGs) of the life
insurance and reinsurance liabilities in case it belongs to categories I or II as
defined for the purpose of the calculation of the VA and the Macaulay duration
of the liabilities in this HRG exceeds 10 years. The long term nature of the
liabilities should enable sufficient stability in the future cash flows, enabling
the undertakings to hold their equity during periods of market turbulence and
therefore be less exposed to the risk of forced sales in particularly adverse
situations.

2.610 For non-life (re)insurance, a sufficient liquidity buffer should be in place
for the portfolio of non-life insurance and reinsurance liabilities and the
assigned portfolio of assets.

2.611 The revised criteria has the potential to lead to a wider use of LTE, in
particular for jurisdictions where the sum of Category I and II liabilities
includes most of the total life insurance and reinsurance liabilities. It is
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therefore deemed appropriate to modify the existing criterion 1.d). To
achieve the stated objective of ensuring a prudentially sound application of
the LTE framework, it is necessary to introduce a proportionality limit
between the equity assets and the eligible liabilities, to avoid the potential
abuse of the framework by undertakings, which could be an issue in particular
where there is no specific allocation of assets to specific liabilities (for
example through the artificial allocation of disproportionate amounts of equity
to back eligible liability portfolios).

2.612 EIOPA considered the following options:
¢ Option 1: No change

e Option 2: Modify the wording of 1 a) and 1 g) and replace 1.d) by new
criterion 2.

1.a) The sub-set of equity investments is clearly identified.
1. g) Where undertakings can demonstrate that either
i. particular homogeneous risk groups (HRGs) of the life insurance and
reinsurance liabilities belongs to categories I or II as defined for the
purpose of the calculation of the VA and the Macaulay duration of the
liabilities in this HRG exceeds 10 years or

ii. a sufficient liquidity buffer is in place for the portfolio of non-life
insurance and reinsurance liabilities and the assigned portfolio of
assets;

2. The proportion of equity backing life technical provisions that is
assigned to the LTE category does not exceed the proportion of life
technical provisions compliant with the criteria specified in number 1
on the total life technical provisions of the insurance or reinsurance
undertaking;

2.613 Under Option 2, the current criteria are clarified in order to avoid overly
restricting the use of the LTE model.

Pro Con

Criteria are not overly Criteria could be too
restrictive with a restrictive and applied
clearer link between at a level of

LTE and long term granularity which
illiquid liabilities makes it impractical.

Comparison of options

2.614 The preferred policy option for this policy issue is Option 2.

Policy issue III: Diversification between LTE and other risks

2.615 To analyse the dependence between long-term equity investments and
other short-term financial risks, the empirical correlation between long-term
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equity returns and other short-term financial market returns has been
calculated. The following data sets with daily observations have been used as
proxies for the financial market risks. Note that similar data sets have been
used in the calibration of the financial market correlations.

e The MSCI World equity index as an equity risk proxy
e The EUR 10 year interest rate swap data as a proxy of interest rate risk

e The spreads to gilts on UK AA rated 10 year corporate bonds as a proxy
for spread risk

e EUR/USD exchange rates as a proxy for currency risk.

2.616 The overlapping data period for all data sets ranges from 04/2002 until
31/05/20109.

2.617 Note that the analysis performed in this section is not conclusive to set
any correlation factors for the standard formula as tail correlations are used
for that purpose. Therefore, results shown here cannot be directly compared
to the correlation parameters currently used. However, the analysis can
provide first insight in the correlation of long-term compared to short-term
risks.

2.618 To perform the empirical analysis, overlapping relative percentage
changes have been calculated for each data set.

2.619 To analyse the dependence of long-term equity with other financial market
risks, the overlapping 10-year relative percentage rate for the MSCI World
index has been calculated. Accordingly, this calculation leads to daily
overlapping 10-year returns from 04/2012 until 05/2019 including 1846
observation points. For the other financial risks (including one-year equity
risk) annual overlapping relative percentage rate changes have been
calculated with a total data period which coincides with the 10-year return
calculation.

2.620 In a first step, the annual returns for the short-term financial risks were
calibrated for the same data period from 04/2012 until 05/2019 and an
empirical correlation coefficient has been calculated between the long-term
equity returns and the other short-term financial risks. For comparison
reasons, the same empirical correlation coefficient has been calculated
between the one-year equity risk (with one-year overlapping returns) and
the other short-term financial risks. The results are shown in the table below.

2.621 The table displays the empirical correlation coefficients between long-term
equity returns and other short-term financial market risks (second column)
and empirical correlation coefficients between the one-year equity returns
with other short-term financial market risks (third column). The data period
of overlapping returns ranges from 04/2012 until 05/2019.
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Correlation Long-term One-Year
equity risk Equity risk
Long-term 1 -0.005
equity risk
Interest rate -0.25 0.39
risk
Spread risk -0.33 -0.68
Currency risk -0.1 0.53

2.622 From this first analysis, one can observe that long-term equity returns
seem to be uncorrelated with the one-year equity returns. Moreover, one can
observe that the long-term equity returns have a negative correlation with all
short-term financial market returns. For the interest rate risk and the
currency risk, the empirical correlation between the one-year equity returns
is much more conservative than the empirical correlation for long-term equity
returns. However, this result does not hold for the empirical correlation with
relative annual credit spread changes.

2.623 It is worthwhile to note that while the long-term equity returns include
data from the financial market crisis in 2008-2009, the annual relative
percentage changes for the other short-term risks does not include data from
the crisis (here data from 2011 enters into the calculation).

2.624 In the next step, the relative percentage rate changes for the short-term
risks are calculated from 2003 on and the length of the data period is chosen
such that it coincides with the data period used for the calculation of the long-
term equity returns (i.e. the length of the data period contains 1846
observations). The objective is to include financial crises data into the annual
relative percentage rate changes and to have a better comparison between
one-year empirical correlation coefficients and the correlation coefficients
with long-term equity risk. The empirical correlation coefficients of the second
analysis are shown in the table below.

2.625 The table displays the empirical correlation coefficients between the one-
year equity returns with other short-term financial market risks. The data
period of overlapping returns ranges from 04/2003 until 05/2009.

Correlation One-Year
Equity risk
Long-term 0.54
equity risk
Interest rate 0.38
risk
Spread risk -0.38
Currency risk 0.435
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2.626 From this table, one can observe that the correlation between short and
long-term equity returns is significantly positive. Moreover, the empirical
correlation for the credit spread changes and one-year equity returns is
similar to the empirical correlation with long-term equity returns.

2.627 Note that the performed calculation of the 10-year annual overlapping
equity returns from 2012 until 2019 results in solely positive returns. Then,
it leads to the negative correlations with the other short-term financial risks.
This can be seen from the figure below showing the development of the MSCI
World Index from 04/2002 until 05/2019.

2.628 Accordingly, as negative long-term 10-year overlapping returns have not
been observed and the 10-year time window does not result in a sufficiently
large returns series (see above 1846 observations only), it seems sensible to
perform the same analysis with a shorter long-term time window and thus a
much larger return series, in order to get a better picture of the correlation
between longer-term equity returns and other short-term financial risks.

MSCI World equity index from 04/2002 until 05/2019,
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Source of underlying market data: Refinitiv

2.629 For the same concerns on potential diversification restrictions between
long-term and short-term risks, CEIOPS advised in its L2 advice?®” to add up
the equity capital requirements calculated according to Article 304 and Article
105, acknowledging that the DBER did not fit into the 1-year VaR perspective
of Article 105.

87 CEIOPS' Advice for L2 Implementing Measures on SII: Equity risk sub-module
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Considered options

2.630 The following options to clarify the treatment of diversification in the
context of LTE are identified:

e Option 1: No change
e Option 2: No diversification between LTE and other equity risks
e Option 3: No diversification between LTE and other risks

2.631 Option 1: No change

2.632 This option would imply that no diversification limitations would be set for
LTE, LTE would then be treated as sub-class of type 1/type 2 equities, not
mirroring the different time horizon of the different provisions.

2.633 This option could be prudentially justified but would require further
statistical analysis as mentioned above to ensure the solution is prudent. The
option implies that the LTE would be treated similar to the current equity risk
sub-modules, simply adding up the different requirements for equity risk and
jointly aggregating them via the existing correlation matrices with the other
market risks.

Pro Con

Simple for May result in

undertakings to apply accounting for

as structure is aligned unjustified

to the current diversification effects

standard formula between short-term

structure and long-term risks
Inconsistent treatment
with infrastructure
spread risk

2.634 Option 2: No diversification between LTE and other equity risks

2.635 This option would imply that diversification of LTE would be partly limited
as the LTE equity risk charge would be added up to the type 1 and type 2
equity charge and no diversification with short-term equity risks would apply.

Pro Con

Recognising that Conceptual

diversification between inconsistency in the

short term and long BSCR remains as the

term equity risk may long-term equity risk

be different is diversified with
other short-term risks
(in particular market
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risks) which may
result in accounting for
unjustified
diversification effects

Consistent treatment
with infrastructure
spread risk

Consistent with the
advice on DBER

2.636 Option 3: Do not diversify LTE with 1 year short term risk

2.637 This option suggests to explicitly allow for the different time horizon in the
calibration of the LTE risk module by including a separate treatment for LTE.
Under this option, LTE would be a separate risk charge that would be added
to the BSCR (similar to operational risk).

2.638 This option implies that the LTE would be treated separately from the
existing short-term risk measures and no diversification with these short-
term risks is recognized.

Pro Con
Transparent and May be overly prudent

separate treatment of
short-term and long-
term risks allows clear

because no
diversification effects
are recognized

interpretation of the
SCR

Inconsistent treatment
with infrastructure
spread risk

Comparison of options

2.639 CEIOPS’ previous advice on DBER recommended to acknowledge a
different treatment for long term horizon’s correlation. DBER should be
isolated in a long-term submodule added up with the result of the
diversification between Type 1 and Type 2. Conclusions drawn for DBER could
be applicable to LTE because diversification between short term and long term
equity risk is different from diversification between short term risks: This is
option 2. Therefore, the current diversification of LTE with other equity risks
-i.e. option 1, might be questioned.

2.640 Option 3 is to do not diversify with 1-year short term risks (similarly to
operational risk). This would allow a clear interpretation of the SCR through
transparent and separate treatment of short-term and long-term risks.
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However, it may be overly prudent and it would be inconsistent with the
treatment of infrastructure spread risk.

2.641 During the consultation, EIOPA asked for feedback from stakeholders on

this issue in particular on evidence that allows to assess the adequacy of the
options identified. While ideas on how to assess that matter were provided
no clear evidence was shared that allows for a final conclusion on that matter.
Therefore, at this stage, EIOPA does not intend to put specific advice on this
issue.

Policy issue IV: Diversified LTE portfolios

2.642 The analysis above as well as the analysis on equity risks over longer

horizons are based on well-diversified portfolios or indices of equities. The
appropriateness of a 22 percent capital charge for a single equity or not well-
diversified portfolio of equities cannot be derived from those analyses. The
requirement that only EEA equities are eligible for inclusion in LTE portfolios
does not prevent a portfolio to be well-diversified; within the EEA sufficient
possibilities for diversification exist.

Considered options

2.643 EIOPA considered the following options:

e Option 1: No change
¢ Option 2: Only diversified portfolios are eligible

2.644 Under Option 2, only well-diversified equity portfolios are eligible for the

lower capital requirements of LTE portfolios. It would be up to the
undertakings to demonstrate sufficient diversification of their LTE equity
portfolios.

Pro Con

No lower capital Possibly a smaller part
requirement for not of equity investments
well-diversified equity become eligible for the
portfolios for which it lower capital

is not demonstrated requirement, although
that those contain most insurance

lower risks that justify undertakings already
a lower capital invest in a diversified
requirement way in equities
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Comparison of options

2.645 The preferred policy option for this policy issue is to require LTE portfolios
to be diversified because those are generally less risky. This is consistent with
the basis of analysis used to calibrate the capital charge of the LTE.

Policy Issue V: Participations

2.646 Potential overlap with long-term equity investments is detailed below. In
practice®®, in 50 percent of the cases, the average holding period of
investments in strategic equity exceeds 10 years. Strategic investments may
therefore also qualify for the long term equity risk sub-module. The use of
strategic equity varies greatly among the different countries and can be as
high as 15 percent of the total investments. The European average is 3
percent. The relevance of potential overlap between the two modules
therefore varies by country.

Criteria strategic equity LTE
Equity e Type 1 and type 2 equities e Listed and unlisted equities
e Likely to be materially less of companies in the EEA
volatile over the following e No risk of fire-sale over the
12 months as a result of next 10 years
both the nature of the e Average holding period of
investment and the equity in the sub-set
influence exercised by the exceeds 5 years
Liabilities participating undertaking in | e Technical provisions that
the related undertaking backed long-term portfolio,
e Strategic nature - incl. provided that they do not
clear strategy and ability to exceed 50 percent of the
hold for long period, balance sheet
durable link (20 percent e All undertakings, all
threshold) business
e Where the insurance or  Identified, managed,
reinsurance participating organised separately,
company is part of a group, cannot be used to cover
the consistency of such losses from other activities
strategy with the main
policies guiding or limiting
the actions of the group
ALM Consistency of the strategy The written policies reflect
referred above with the the intention to hold the
main policies guiding or portfolio on average for 5

88 See EIOPA's second set of advice to the European Commission on specific items in the
Delegated Regulation.
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limiting the actions of the years, and are compatible
undertakings with the requirement to be
able to avoid fire-sale over
the next 10 years

Supervisory | No No
approval

2.647 The objective of the strategic equity asset category is to capture the risk
of strategic investments over a 1-year horizon when the volatility of those
investments are demonstrated to be materially less volatile.

2.648 This objective of the strategic Equity is different from the one of the LTE
(and DBER) disposition in that it is the recognition of a lower volatility over 1
year horizon (as opposed to the multi-year time horizons). However, to apply
strategic equity risk charge, the strategy to hold and the existence of a
durable link count.

2.649 Companies can be tempted to reclassify strategic participations as long
term equities to increase the average holding period of long-term equities. If
a parent insurer classifies its subsidiaries as long-term equities, because of
their size and their long-lasting holding, it is quite likely that the rest of the
equity portfolio can be traded every day and meet the average holding period.

2.650 A final assessment in quantitative terms of any overlap is hard to perform
as LTE has just been introduced. However, it is considered sensible to exclude
participations from the scope of the LTE to avoid reclassification of strategic
participations to meet the targets for LTE.

Considered options

2.651 EIOPA considered the following options:
¢ Option 1: No change
e Option 2: Exclude participations from LTE

2.652 Under option 2, the following text would be added at the bottom of the
Article 171a: “(5) Participations shall be excluded from the sub-set of equity
investments.”

Comparison of options

2.653 The preferred policy option for this policy issue is to participations from
the scope of LTE because it is considered more prudent. Indeed, one could
consider that because of their size and inherent strategy to hold on the long
term, participations would counterbalance a trading strategy for the rest of
the LTE portfolio.
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2.10. Symmetric adjustment to the equity risk
charge

2.10.1 Extract from the call for advice

3.5. Capital Markets Union aspects
[..]

With regard to equity, EIOPA is also asked to conduct a comprehensive review of
the equity risk sub-module, and in particular to assess the appropriateness of
the design and calibration of the duration-based equity risk sub-module, of
strategic equity investments, of long-term equity investments and of the
symmetric adjustment.

2.10.2 Relevant legal provisions

2.654 The symmetric adjustment mechanism is introduced in Article 106 of the
Solvency II Directive: “the equity risk sub-module calculated in accordance
with the standard formula shall include a symmetric adjustment to the equity
capital charge applied to cover the risk arising from changes in the level of
equity prices.”

2.655 The calculation of the symmetric adjustment is presented in Article 172 of
the Delegated Regulation.

2.656 The composition of the equity index and its calculation is detailed in
Commission Implementing Regulation (EU) 2015/20168°. See also annex 2.17
for the composition of the current equity index.

2.10.3 Identification of the issues

Policy issue 1: ongoing appropriateness of the composition of the equity
index for the calculation of the symmetric adjustment

2.657 The composition of the equity index for the calculation of the symmetric
adjustment was decided in 2015. Since then the composition of equity
investments of insurance and reinsurance undertakings may have changed.
A significant mismatch between the insurer’s assets and the equity index may
distort the effect of the measure.

Policy issue 2: width of the corridor (+/-10%) to the adjustment

2.658 The objective of the measure is to dampen the volatility of own funds of
(re)insurance undertakings resulting from changes in equity prices, thereby
in particular reducing the risk of procyclical investment behaviour of the

85 Commission Implementing Regulation (EU) 2015/2016 of 11 November 2015 laying down the
implementing technical standards with regard to the equity index for the symmetric adjustment of
the standard equity capital charge in accordance with Directive 2009/138/EC of the European
Parliament and of the Council
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undertakings (fire sales). In a financial crisis, an increase of the amplitude of
the SA would have the effect of reducing the equity risk module shock
coefficients, which would lead to lower capital requirements. During periods
of market exuberance the increase of the amplitude would result in higher
capital requirements thus increasing the residence with regard to future
downturns.

2.659 In particular, as observed during the COVID 19 pandemic peak, the drop
in equity indices may potentially have a relevant negative impact on insurers’
solvency position. The SA was identified as one of the measures of the current
regulatory framework allowing for flexible reaction in case of deterioration of
undertakings’ financial position. EIOPA therefore further assessed the
performance of such a measure to the equity risk charge since the beginning
of the year, in particular with regard to the 10% corridor to the adjustment.

2.10.4 Analysis

2.10.4.1 Policy issue 1: ongoing appropriateness of the composition of
the equity index for the calculation of the symmetric
adjustment

2.660 The first step of the analysis was to clearly identify if any mismatch
between the relevant equity investments of undertakings (reference
portfolio) and the equity index. For this purpose the weights of each country
in the equity index and in the reference portfolio were compared.

2.661 The reference portfolio was constructed from data of the list of assets
template and the look-through template of undertakings’ regular reporting to
supervisors. The data cover equity investments other than for unit und index
linked insurance and other than strategic participations. The reference date
of the data was 31 December 2017. This data analysis is coherent with the
survey carried out in 2013 among NSA’s to construct the current equity index.

2.662 Two perspectives have been considered when computing the weights of
each country in the reference portfolio: “absolute amounts” and “relative
weights” (see annex 2.19 for more details).

2.663 The result of such comparison is presented below. Firstly, the weights of
each country in the EIOPA index are compared with the “absolute amounts”
weights in the reference portfolio.
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Composition of EIOPA index Reference portfolio (absolute amounts)

ML

SMI(CH) IE 2%
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225 (IP)

2.664 The index weights do not match the equity investment distribution.
Indeed:

— The weights for the two main national indices (CAC40 and DAX) seem
underestimated in the current index for the symmetric adjustment.

— For all the other indices (FTSE MIB, IBEX, OMX, S&P) the weights seem
to be overestimated in current index.

— Finally, some indices with relevant share are not included in current
index for the symmetric adjustment (DK, LU). For LU, the relevant
share could be explained by data issues in relation to investment funds.
Undertakings may have reported the issuing country of investment
funds instead of the issuing country of the equity included in the fund.

2.665 When considering on top the “relative weights” perspective for the
reference portfolio (see below), some indices such as IBEX 35 (ES) or WIG30
(PL) become much more important, that could explain their weight in the
current equity index.
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Comparison of weights for the main countries
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2.666 At the time, a combined approach (i.e. using both “absolute amounts” and
“relative weights”) was used by EIOPA to construct the index. More precisely,
the combined approach chooses equity indices with a high weight based on
one or both measures. Then, the selected indices were allocated in three
categories. Each member of a category has the same weight (14%, 8% or
2%) - See annex 2.17 for more details.

2.667 The following table sets out the results for the reference portfolio in
relation to the countries currently included in the index. It is noted that
applying the combined approach includes some expert judgements.

Equity Absolute Relative Comments
Country index amounts weights
Both weights relatively
NL 14% 2,31% 2,85% high
FR 14% 33,43% 5,88% Both weights high
DE 14% 19,80% 8,32% Both weights high
GB 14% 5,83% 4,80% Both weights high
Both weights relatively
IT 8% 1,16% 1,34% high
« Relative weight »
ES 8% 0,77% 2,58% relatively high
Both weights relatively
SE 8% 5,33% 1,81% high
us 8% 4,86% 7,24% Both weights high
« Relative weight »
PL 8% 0,53% 3,04% relatively high
JP 2% 0,35% 0,23% Both weights not negligible
CH 2% 0,64% 0,90% Both weights not negligible
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2.668 In order to assess the need for changes to the current equity index the
relevance of the composition for the behaviour of the index was analysed.
Because if the indices included in the current index would behave in a very
similar manner in a crisis situation, the choice of weights would have less
relevance for the functioning of the symmetric adjustment.

2.669 For this purpose an analysis was conducted to study the correlations
between the different indices in a crisis situation. The “crisis period” that was
retained is 2007-2009.

2.670 The correlations obtained are presented in the table below:

Correlations between equity indices on log returns

EIOP | cpc |DAX |FTSEM | \py |WIG3 |1gex |OMX |SMI |ASX |NKY |SPX
A K 1B 0
97,4 | 92,5 94,1 | 68,1 | 95,0 | 87,9 | 88,8 | 93,9 | 44,0 | 59,2
EIOPA 1100%| “op * | “op™ | 97:5% | "oy % % | % | % | % | % | %
97,4 | 100 | 92,1 0 95,1 | 64,2 | 92,4 | 87,5 | 88,4 | 94,5 | 38,0 | 58,3
CAC % % % 92,9% % % % % % % % %
92,5 | 92,1 | 100 88,4 | 63,7 | 86,2 | 83,9 | 82,0 | 88,1 | 35,4 | 62,7
DAXK 1 "o | "op | o | 800% | o | Ton | % | % | % | % | % | %
FTSE 97,5 | 92,9 | 86,6 100% 90,2 | 61,4 | 89,4 | 83,0 | 83,8 | 88,3 | 38,4 | 54,6
MIB % % % ° | % % % % % % % %
94,1 | 95,1 | 88,4 o 100 | 63,7 | 88,6 | 85,1 | 84,9 | 92,5 | 36,1 | 59,1
HEX % % % A2 % % % % % % % %
68,1 | 64,2 | 63,7 63,7 63,8 | 61,8 | 59,1 | 63,9 | 34,4 | 39,0
WIG30 | "o | "o | op | O1A% | oy [RO0%N ol | ot | o | % | % | %
95,0 | 92,4 | 86,2 o 88,6 | 63,8 100 | 83,9 | 85,1 | 89,0 | 38,0 | 55,6
UEEX % % % B3d4% % % % % % % % %
87,9 | 87,5 | 83,9 85,1 | 61,8 | 83,9 | 100 | 78,8 | 85,5 | 34,6 | 53,9
b % | % | % |[B3O% | | % | % | % | % | % | % | %
88,8 | 88,4 | 82,0 0 84,9 | 59,1 | 85,1 | 78,8 | 100 | 87,5 | 39,0 | 54,0
SMI % % % 83,8% % % % % % % % %
93,9 | 94,5 | 88,1 o 92,5 | 63,9 | 89,0 | 85,5|87,5 | 100 | 39,9 | 55,7
e % % % B8;3% % % % % % % % %
44,0 | 38,0 | 35,4 & 36,1 | 34,4 | 38,0 | 34,6 | 39,0 | 39,9 | 100 | 11,0
N % % % 38,4% % % % % % % % %
59,2 | 58,3 | 62,7 o 59,1 | 39,0 | 55,6 | 53,9 | 54,0 | 55,7 | 11,0 | 100
SPX % % % 545% % % % % % % % %

2.671 From the results, some indices such as Nikkei 225 (NKY), S&P 500 (SPX)
and WIG30 appear less correlated to others indices during crisis period.

2.672 However, given the high overall level of correlation among the main stock
markets in Europe, updating or changing the weights of the current equity
index does not appear to be a first priority.

Policy issue 2: width of the corridor (+/-10%) to the adjustment

2.673 From the beginning of the year up to the end of April 2020 equity indices
considered in the calculation of the SA lost about 18,63%, which translates
into a raw SA (i.e. value of the adjustment before the application of the
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corridor of +/-10%) of 10,40%. However, in March and April such a loss
reached peaks of -35% (raw SA around 20%). Since 9 March, the SA has
always been -10% (except on 29 April when it was -9.39%) because of the
corridor (final shocks: equity type 1: 29%; equity type 2: 39%; qualifying
infrastructure equity: 22.3%; qualifying infrastructure corporate equity:
26.8%).

2.674 From 25th May on, the SA never hit the lower boundary again: it has
always been higher than -10%.

2.675 The following diagram shows the development of the SA since 1991. The
green lines represent an alternative corridor (+/-17%). The corridor would
have resulted in a higher SA during the period of increasing equity prices from
1997 to 2000: SA would have been equal to its maximum almost without
interruption from May 1997 to August 1988 and from February 2000 to March
2000. It would have result in lower SA during the equity downturns 2001 to
2003 and 2009 to 2010: SA would have been equal almost continuously to -
17% from June 2002 to June 2003 and from October 2008 to July 2009. In
those situations, the corridor would have limited the SA.

Symmetric adjustment to the equity risk charge

2.676 At the end of March and April 2020 the binding symmetric adjustment was
at 10%, with the proposed wider corridor it would have been at -13,07% and
- 10,26% respectively. At the end of May, SA was at -8.45% and decreased
further down to -6.72% at the end of June. In mid-July it reached -5.68%.

2.677 SCR would, compared to a zero adjustment, decrease on average by 3.9%
if the symmetric adjustment would have been -17% and increase by 4.2% if
the symmetric adjustment would have been +17% at the end of 2019. The
impact is approximately symmetric.

2.678 EIOPA analysed some specific cases of non-life undertakings with high
share of equity investments where the SCR ratio improved during the
downturn of equity markets in Q1 2020. The analysis could not confirm that
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the SA caused the improvement, at least not fully. At least partly, the
improvements were due to changes in the investment or liability portfolio of
the undertakings. Furthermore, it was noted that the capital surplus of all
undertaking decreased during Q1 2020. Where undertakings have an SCR
ratio significantly above 100%, a loss in equity value and the resulting
decrease of the equity risk SCR can result in an increase of the SCR ratio,
even without the application of the SA.

2.679 The analysis showed the need of additional transparency on the impact of
the SA, at least for supervisors.

2.11. Transitional measure on equity risk

2.11.1. Extract from the call for advice

3.3. Transitional measures

Title VI Chapter I of the Solvency II Directive lays down a number of
transitional provisions. EIOPA is asked to assess the ongoing appropriateness
of the transitional provisions in terms of policyholder protection and level-
playing field. This assessment should, where applicable, also assess whether
the ongoing possibility for companies to newly apply for the transitional
measures should continue. EIOPA may prioritise its work on the different
transitional measures, provided that the advice states the reason for doing
so. However, EIOPA’s assessment should cover at least the transitional
measures referred to in Articles 308b (12) and (13), Article 308c and Article
308d of the Solvency II Directive.

2.11.2. Previous advice

2.680 EIOPA has not provided advice on the transitional referred to in Article
308b(13) of the Solvency II Directive.

2.11.3. Relevant legal provisions

2.681 The transitional on equity risk is set out in Article 308b(13) of the Solvency
IT Directive. Article 173 of the Delegated Regulation included criteria for the
application of the transitional. Commission Implementing Regulation (EU)
2016/1630 sets out procedures for the application of the transitional.

2.11.4. Identification of the issue

2.682 The equity transitional allows insurance and reinsurance undertakings to
use reduced risk parameters for the calculation of the equity risk sub-module
of the SCR standard formula. During the first year of Solvency II, the standard
risk parameters (39% for type 1 equity and 49% for type 2 equity) are
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replaced by a risk factor of 22%. Over a transitional period of seven years
that risks factor is increased at least linearly at the end of each year, reaching
the respective standard parameter in 2023. The reduced risk parameter
applies to equities that the undertaking purchased on or before 1 January
2016.

2.683 For the LTG report 2017 EIOPA carried out an information request to
insurance and reinsurance undertakings and collected data on the calculation
of the equity risk sub-module for the reference date of 31 December 2016.
The sample consisted of 231 undertakings with high equity risk. 56 of
undertakings applied the equity transitional.

2.684 1In 2019 EIOPA carried out an information request to NSAs on the use and
impact of the equity transitional. With regard to the use of the transitional,
NSAs reported the following information:

e In 15 countries the equity transitional is not used.
e In four countries it is not widely used (IE, IT, NO, SE)

e For three countries a share of undertakings applying the transitional was
reported, ranging from 13% to about 25% (GR, PT, SI)

e Three NSAs (ES, FI, FR) report that the equity transitional is used in their
national market but have no information about how common the use is.

e For four countries (BE, BG, DE, UK) NSAs have no information about the
use of the transitional.

2.685 At the end of 2018 the reduced risk parameters were at least 29.3%
instead of 39% for type 1 equity and 33.6% instead of 49% for type 2 equity.
Eight NSAs, including those three where a material use of the transitional was
reported, stated that the impact of the transitional on the SCR is immaterial
(ES, FR, GR, IT, NO, PT, SE, SI). Another NSA pointed out that the capital
requirement for equity is not material for the majority of its undertakings
(DE). Two NSAs were able to quantify the impact. One of them reported an
impact of the transitionals on the SCR ratio between 1.1 and 2.2 percentage
points (NO). The other NSA stated that the transitional reduces the SCR by
up to 3.9% (PT). No NSA reported a material impact of the transitional.

2.686 No NSA observed a negative impact of the transitional on policyholder
protection or the level playing field.

2.687 NSAs do not expect that without the equity transition the investment
behaviour of undertakings would be different. Only one NSA believes there
could be a slight difference (FI).

2.688 No NSAs reported an issue with the application of Commission
Implementing Regulation (EU) 2016/1630.

2.689 At this stage, taking all the available evidence into account, there are no
indications for an issue with the transitional.
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2.12. Extension of the recovery period

2.12.1. Extract from the call for advice

2.690 The extension of the recovery period in case of non-compliance with the
Solvency Capital Requirement is one of the LTG measures and consequently
it is covered in the Commission’s call for advice, where it seeks technical
advice on LTG measures and measures on equity risk.

2.12.2. Previous advice

2.691 CEIOPS submitted on the 29 January 2010 its advice to the Commission
on the extension of the recovery period* as part of a third set of Advice on
Solvency II Level 2 implementing measures.

2.12.3. Relevant legal provisions

2.692 The extension of the recovery period is regulated in Article 138(4) of the
Solvency II Directive, Articles 288 and 289 of the Delegated Regulation and
EIOPA Guidelines on the extension of the recovery period in exceptional
adverse situations.

2.12.4. Identification of the issue

2.693 To date EIOPA has not received a request to declare an exceptional
adverse situation. The absence of NSAs requests to EIOPA to declare an
exceptional adverse situation can be mainly explained by the limited number
of undertakings breaching the SCR and the negligible market share of those
undertakings.

2.694 Despite the lack of practical experience, EIOPA considers that the correct
use of this measure may have a positive impact on markets and
undertakings®t. It could avoid the potential negative impact of certain
collective behaviours (e.g. a large number of companies looking for funding
in the market at the same time) and it would provide insurers with additional
time to mitigate the negative impacts of volatility reflected in the Solvency 11
balance sheet and to avoid procyclical behaviour such as fire sales.

2.695 The ESRB developed an internal procedure related to its consultative role
under Article 138 of the Solvency II Directive. In this internal procedure, the

90 See https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Extension-
of-recovery-period-Pillar-II-dampener.pdf

91 See pages 30-33 of EIOPA’s paper on “Solvency II tools with macroprudential impact
(https://eiopa.europa.eu/Publications/Reports/Solvency%2011%?20tools%20with%20macroprudent
ial%20impact.pdf)
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ESRB has foreseen the possibility of a request for consultation either from
EIOPA or from national supervisory authorities2,

2.696 In this respect it should be noted that the declaration of an exceptional
adverse situation refers to the market and is based in macroprudential
considerations while the decision to grant an extension of the recovery period
refers to an individual undertaking and is mainly based on its specific
circumstances.

2.697 The factors and criteria established in Article 289 of the Solvency II
Delegated Regulation for the NSAs to decide on an extension of the period
and determining its length for a given insurance or reinsurance undertaking
are specific to the undertaking. A deep knowledge of the undertakings specific
circumstances would be needed (e.g. the means available to the undertaking
to re-establish compliance with the SCR and the existence of a realistic
recovery plan, the causes and the degree of non-compliance with the SCR,
the composition of own funds held by the undertaking, the composition of the
assets, the nature and duration of technical provisions and other liabilities,
etc.)

2.698 Taking into account the responsibility of the ESRB for the macroprudential
oversight of the financial system within the UE and, in particular, the ESRB
task of “cooperating closely with all the other parties to the ESFS; where
appropriate, providing the ESAs with the information on systemic risks
required for the performance of their tasks”, consultation is deemed relevant
in order to assess the factors and criteria referred in Article 288 of the
Solvency II Delegated Regulation; these factors and criteria relate to the
conditions of the financial markets by the time when EIOPA is considering the
existence of an adverse financial situation as well as the potential impact and
negative effects in the financial markets of the possible subsequent decisions
by supervisory authorities to extend the recovery period and the actions to
be adopted by the affected undertakings to re-establish compliance with the
Solvency Capital requirement within the provided recovery period.

2.12.5. Analysis

2.699 In view of the description above, EIOPA has considered the need to clarify
in the text of the Solvency II Directive the role of the ESRB with respect to
the extension of the recovery period.

2.700 Two options are being considered:

1. No change, i.e. maintain the current wording, which allows for different
interpretations regarding the possibility to consult ESRB.

2. Clarify the role of the ESRB, i.e. ESRB to be consulted, where
appropriate, before the declaration of an exceptional adverse situation.

92 See page 39 of ESRB annual report 2017
(https://www.esrb.europa.eu/pub/pdf/ar/2018/esrb.ar2017.en.pdf)
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2.701 Under the current wording, the uncertainty would remain, since
supervisors may doubt on whether they are expected to consult the ESRB or
not. The consultation to ESRB by one or several NSAs on the specific decision
to extend the recovery period for each undertaking affected would result in a
delay of the decision and an increase of the burden as well as the liability risk
for ESRB.

2.702 Consequently, EIOPA considers that a clarification of the role of ESRB
would be beneficial for the efficiency of the process. Where appropriate, ESRB
would be consulted by EIOPA in an earlier stage of the process (i.e. before
declaring an exceptional adverse situation) and could provide high valuable
input for the assessment of the criteria in Article 288 of the Delegated
Regulation in particular as regards the EU financial market.

171



3. Technical provisions

3.1 Best estimate

3.1

3.2

3.3

All relevant divergent practices on best estimate calculation identified are
included in this Opinion. In particular, for some topics (mainly contract
boundaries, the definition of expected profits in future premiums and the
expense assumptions in case of run-off business) EIOPA propose to introduce
some changes to the legal framework (Solvency II Directive or its Delegated
Regulation) and they are included in the current section.

For other topics EIOPA is of the view that more convergence can be achieved
using EIOPA’s convergence tools (e.g. guidelines). Those topics, for which no
amendment to the legal framework is proposed, are described in the Annex
3.1.

The impact assessment for the topics related to best estimate valuation is
based mainly on the data from the information request performed by EIOPA.
However, the sample of undertakings that answered to the request does not
cover all the jurisdictions and the representativeness for some markets may
be low. This does not prevent from reaching general conclusions in most of
the cases, but the assessment at national level should be read with caution,
since more jurisdictions could be impacted apart from those highlighted in
this chapter.

3.1.1 Extract from the call for advice

3.17. Best Estimate

EIOPA is asked to report on divergent supervisory practices with regard to
the calculation of the best estimate, and to provide quantitative information
on their impacts, in particular with regard to the following items:

the use of economic scenario generators for the purpose of calculating the
best estimate of life obligations;

the application of the definition of contract boundaries;

the application of future management actions including those in the context
of highly profitable scenarios and those linked to "lapses/surrenders”;

the treatment and evaluation of expenses, investment costs and the
valuation of options and guarantees.

Where this analysis would point towards the identification of flaws or
significant supervisory divergences, EIOPA is asked to advice on how these
could be remedied.

172



3.1.2 Previous advice

3.4 CEIOPS submitted its advice to the Commission on Technical Provisions as
part of a third set of Advice on Solvency II Level 2 implementing measures.
The advice on Technical Provisions included, among others, Segmentation
for the calculation of technical provisions; Treatment of future premiums;
Assumptions about future management actions; Actuarial and statistical
methodologies to calculate the best estimate, and Standard for data quality.

3.1.3 Economic Scenario Generator (ESG)

3.1.3.1 Relevant legal provisions

3.5 Article 22(3) of the Delegated Regulation establishes three requirements that
undertaking should meet when using simulation methods for the valuation of
their technical provisions in Solvency II.

3.6 Recital 15 of the Delegated Regulation clarifies the principle of the use of
simulation for the valuation of option and guarantees.

3.1.3.2 Other regulatory background

3.7 Other regulatory background considered for the advice:

i EIOPA Guidelines on Technical Provisions: Guidelines 55 to 60.

3.1.3.3 Identification of the issue

3.8 All divergent practices on Economic Scenario Generators are included in the
Annex 3.1.

3.1.4 Contract boundaries

3.9 Several contract boundary issues and divergent practices described and
analysed in sections 3.1.4 and 3.1.5 and in the Annex 3.1 are closely
interrelated. This relation has been identified making references between
issues in the text of the advice. However, to have a full understanding of
each issue it is recommended to review all of them to ensure an adequate
background of the analysis performed.

3.1.4.1 Relevant legal provisions

3.10 Article 18 of the Delegated Regulation establishes the rules to determine the
boundaries of a contract in Solvency II.

3.11 Article 1(46) of the Delegated Regulation includes the definition of Expected
Profits In Future Premiums (EPFIP).
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3.12 Article 70(2) of the Delegated Regulation establishes the relation between
EPIFP and the Reconciliation reserve.

3.13 Article 260(2)(3) and(4) of the Delegated Regulation establishes the rules
for the calculation of EPIFP.

3.14 Articles 295(5) and 309(6) of the Delegated Regulation, establish some
requirements in relation to the liquidity risk and the EPIFP.

3.15 Recitals 9 and 10 of the Delegated Regulation.

3.1.4.2 Other regulatory background

3.16 Other regulatory background considered for the advice:
i. EIOPA Guidelines on Contract Boundaries.
ii. EIOPA Guidelines on Technical Provisions. Guidelines 76 and 77.

iii. IFRS 17 Insurance Contracts.

3.1.4.3 Identification of the issue

3.17 EIOPA has identified some divergent practices among Member States. Most
of these discrepancies are due to different interpretations of the current
regulatory framework, in some cases due to a lack of granularity in the
regulation.

3.18 Some concerns on the current definition of Expected Profits In Future
Premiums (EPIFP) have also been identified. Due to the tight relation
between contract boundaries and EPIFP, the issue on its definition has been
addressed under the section for Contract Boundaries.

3.19 The following sections reflect some of the issues that have been identified
(exception to Article 18(3), expected profits in future premiums calculation
and the definition of other expected profits) although additional divergent
practices not leading to amendments in the legislative framework can be
found in the Annex 3.1.

3.1.4.3.1 Policy issue 1. Exception of Article 18(3)

3.20 The third paragraph of Article 18(3) of the Delegated Regulation establishes
an exception that allows the extension of contract boundaries for contracts
where an individual risk assessment has been performed at inception, the
undertaking cannot repeat it and the undertaking only has a unilateral right
to amend the premiums or the benefits payable under the contract in such a
way that the premiums fully reflect the risks at portfolio level. However, in
some cases the paragraph has not been interpreted as such an exception,
but as an obligation for the undertakings to “assess at the level of the
contract whether the premiums fully reflect the risk”.
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3.21 Even when the paragraph has been interpreted as introducing an exception,
different practices have been identified:

In some cases it has been considered that the “assessment cannot be
repeated” shall be interpreted as a legal/contractual restriction, i.e. the
undertaking does not have the right to repeat the individual risk
assessment.

In other cases, it has been considered that the “assessment cannot be
repeated” shall be interpreted as any kind of restriction, e.g. a technical
restriction not allowing to collect the relevant data for the analysis.

3.22 Some NSAs also question the nature of the exception. It allows a long
extension of contract boundaries which usually leads to significant increases
of the own funds, but the undertaking still has the full right to amend the
premiums so the contract fully reflects the risks.

3.1.4.3.2 Policy issue 2. Expected Profits In Future Premiums (EPIFP)

3.1.4.3.2.1 Policy issue 2.1. Calculation of EPIFP

3.23 Expected Profits In Future Premiums (EPIFP) reflects the profit embedded in
future premiums and it is sometimes seen as the impact of future premium
in the own funds (Article 70(2) of the Delegated Regulation). However, the
current definition of EPIFP does not reflect the real impact of future premiums
in own funds for three reasons:

1. EPIFP are calculated without fully considering loss-making policies.

Article 260(4) of the Delegated Regulation states that loss-making
policies can be offset only against profit-making policies within the same
homogeneous risk group. However, compensation between different
homogeneous risk groups is not allowed.

. EPIFP are calculated without taking into consideration the impact of

reinsurance and special purpose vehicles (SPVs) as technical provisions
without a risk margin are calculated gross of reinsurance and SPVs.

. EPIFP are calculated before taxes. However, the final impact on own

funds of the future premiums should take into account taxation of these
future profits: the recognition of lower technical provisions leads to lower
deferred tax assets/higher deferred tax liabilities in the Solvency II
Balance sheet.

3.24 Moreover, regarding the identification of homogeneous risk groups, Article
260(3) of the Delegated Regulation states:

“The calculation of the expected profit included in future premiums shall be
carried out separately for the homogeneous risk groups used in the
calculation of the technical provisions, provided that the insurance and
reinsurance obligations are also homogeneous in relation to the expected
profit included in future premiums.”,
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The requirement underlined in some cases has been interpreted as
homogeneous risk groups cannot contain loss-making and profit-making
policies, while in other cases it has been considered that homogeneous risk
group can still be homogeneous even if there are loss-making and profit-
making policies included.

3.1.4.3.2.2 Policy issue 2.2. Other expected profits

3.25 Some EIOPA Members have identified other sources of future profits related
to future cash inflows that may represent a significant amount of the own
funds. The main example are the profits included in the future fees and
charges for servicing and management of funds that the undertaking will
charge to policyholders of unit-linked products. These profits are quite similar
to EPIFP, since they are embedded future cash inflows and/or charges to
policyholders. However, the contribution of these future charges and fees to
the own funds remains generally unexplored.

3.1.4.4 Analysis

3.1.4.4.1 Policy issue 1. Exception of Article 18(3)

3.1.4.4.1.1 Policy issue 3.1. Drafting of the third paragraph of Article
18(3)

3.26 Although most Members have no doubts on the right interpretation of the
third paragraph of Article 18(3) of the Delegated Regulation, i.e. an exception
to the previous paragraph, in some jurisdictions it has been interpreted as
an obligation to perform an assessment at contract level. Therefore, EIOPA
considers that it could be beneficial to amend the Delegated Regulation to
avoid misinterpretations of this paragraph.

3.1.4.4.1.2 Policy issue 1.2. Exception of the third paragraph of Article
18(3)

3.27 The use of the exception established in the third paragraph of Article 18(3)
of the Delegated Regulation allows the extension of contract boundaries in
some cases for several years or even decades. This usually leads to include
a significant amount of future profits in the best estimate, thus increasing
the own funds of the undertaking. Besides, in this situation the undertaking
still has the unilateral right to amend the premium or the benefits so the
premium fully reflects the risks at portfolio level.

3.28 Three options have been considered:

e Option 1: No change, i.e. maintain the current wording.
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e Option 2: Clarify that the exception established in the third paragraph of
Article 18(3) is to be applied only when the undertaking does not have
the right to perform again the individual risk assessment.

e Option 3: Deletion of the third paragraph of Article 18(3).

3.29 This exception leads to a situation where two contracts issued by two

different undertakings that have the same right to amend the premiums or
benefits at portfolio level, may have a very different treatment. If one
undertaking performed an individual risk assessment at inception and the
other did not, contract boundaries would be significantly different even if the
undertaking has the same rights at the valuation date.

3.30 However, the exception is justified by the different economic situation at the

revision date. At inception, the undertaking performed an individual risk
assessment and thus established a premium that individually fully reflects
the risks. However, at the revision date, if the undertaking does not have the
right to perform an individual risk reassessment and only has the right to
amend the premiums or benefits at portfolio level, new risks could arise, for
example, anti-selection.

3.31 In general terms, contract boundaries are extended while the undertaking is

still covering a risk, i.e. until the date where the undertaking has the
unilateral right to terminate the contract, reject the premiums or amend the
premiums or benefits so they fully reflect the risks of the contract. Therefore,
in the situation described above, the undertaking is still assuming some risks
(e.g. anti-selection), which justifies the extension of contract boundaries.

3.32 Going back to the comparison between two contracts, for the contract

without an initial individual risk assessment, the amendment at portfolio level
does not imply any new risk because the risk was not individually assessed
at inception. However, for the contract with an initial individual risk
assessment, amending the premium or benefits at portfolio level would
create some new risks like the anti-selection risk mentioned before.

3.33 Nevertheless, this would only be the case where the individual risk

assessment provides information that may have a significant impact on the
assumptions underlying best estimate valuation. For more information on
this, please see the Divergent practices on the individual risk assessment in
the Annex 3.1.

3.34 Therefore, EIOPA considers that, for undertakings that perform an initial

individual risk assessment that cannot be repeated and have the right to
amend premiums or benefits so the premium fully reflects the risk at portfolio
level, the economic situation will be different at the valuation date compared
to the inception of the contract. Thus, it is reasonable that the Delegated
Regulation considers this particular situation in Article 18(3).

3.35 However, due to the big impact of the exception in some jurisdictions,

consistent application of the exception is necessary to guarantee the level
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playing field. Different interpretations of “that assessment cannot be
repeated” have been identified, i.e. whether technical constraints are enough
or only legal/contractual constraints would justify the use of the exception.
EIOPA considers that to guarantee the level playing field, a clear criteria
should be established for the application of this exception. Therefore, the
exception should be limited to situations where a contractual/legal constraint
exists, i.e. Option 2.

3.36 8.6% of the undertakings in the sample reported to apply the exception,
however the average best estimate affected is below 1% of total best
estimate in the sample. In Cyprus, Spain and especially in Estonia it was
reported to be more significant (around 5% of the best estimate). In these
cases, the impact on the own funds, measured as the EPIFP of these
contracts, also was reported to be significant, in particular for Estonia (almost
10% of the own funds), although at individual level some other countries,
mainly Spain, Belgium and France, also reported cases with relevant impact
for a few undertakings (up to 40% of the own funds in Spain and 10% in
France and Belgium). However, the proposed clarification would not affect
most of the undertakings since most of the restrictions reported are based
on contractual/legal rights, so the impact would be limited even in the
jurisdictions where the simplification is used more often.

3.1.4.4.2 Policy issue 2. Calculation of Expected Profits In Future
Premiums (EPIFP)

3.1.4.4.2.1 Policy issue 2.1. Calculation of EPFIP
3.37 Three options are being considered:
e Option 1: No change, i.e. maintain current wording.
e Option 2: Include all future losses in EPIFP.
e Option 3: Include all future losses and the impact of reinsurance in EPIFP.

e Option 4: Include all future losses, impact of reinsurance and impact of
taxation in EPIFP.

3.38 According to Article 70(2) of the Delegated Regulation:

“The excess of assets over liabilities referred to in paragraph 1 includes the
amount that corresponds to the expected profit included in future premiums
set out in paragraph 2 of Article 260”.

3.39 Article 70 of the Delegated Regulation defines the calculation of the
Reconciliation Reserve, one of the main components of own funds. Therefore,
it seems reasonable to expect that the concept of EPIFP, included in the
excess of assets over liabilities, considers the whole impact on own funds of
future premiums, and not only part of it.
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3.40 For best estimate valuation purposes policies are usually grouped within
homogeneous risk groups that can include profit-making and loss making-
contracts for several reasons (profit sharing mechanisms, changes in the risk
free rate etc.). Therefore, splitting profit-making and loss-making contracts
into different homogeneous risk groups would not reflect how the business is
actually managed. However, to ensure that EPIFP is closer to the real impact
in the own funds, if a homogeneous risk group is loss-making in total, it
should not be set to zero as several stakeholders are currently doing, but it
should be included in EPIFP.

3.41 Since EPIFP are already calculated at homogeneous risk group level,
identifying loss-making homogeneous risk groups would not add significant
burden for the undertakings and it would be useful for NCAs. For this purpose,
it is also proposed to identify positive and negative EPIFPs at homogeneous
risk group level.

3.42 Additionally, EIOPA considers that to provide meaningful insights, EPIFP
information should be available at least at Line of Business level.

3.43 Following a similar analysis, impact of reinsurance on EPIFP would be also a
valuable separate information. However, the link of reinsurance contracts
with the underlying direct insurance contracts may be complex in some
cases, in particular for non-proportional reinsurance. Moreover, reasonably
accurate proxies may be calculated with data currently available. Therefore,
EIOPA considers that EPIFP should not include the impact of reinsurance,
even if a proper consideration of the impact of future premiums in the own
funds should also take into account the impact of reinsurance.

3.44 Finally, future profits will probably give rise to higher deferred tax liabilities,
thus reducing the increase of own funds due to that expected profits.
However, these future liabilities may allow the recognition of deferred tax
assets that would have not been recognized otherwise. Conversely, future
losses may also lead to the recognition of deferred tax assets, thus mitigating
the decrease in own funds due to expected losses. However, the undertaking
may not have enough future taxable profits to recognize the deferred tax
assets.

3.45 Therefore, EIOPA believes that considering taxation of future profits does not
always lead to a more accurate estimate of the impact on own funds. Besides,
it would probably lead to more complex calculation and less comparable
figures. As a consequence, EIOPA’s preferred option is Option 2.

3.1.4.4.2.2 Policy issue 2.2. Other future profits
3.46 Two options have been considered:
e Option 1: No change

e Option 2: Add the notion of expected profits in future fees for servicing
and management of funds to the Delegated Regulation.
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3.47 EIOPA considers that future profits embedded in future fees for servicing and
managing funds are quite similar in nature to EPFIP and could have a
significant impact on technical provisions of unit-linked and index-linked
products and the own funds of the undertaking. Therefore, a calculation of
the expected profits in future fees for servicing and managing funds would
provide valuable information completing current available EPIFP.

3.48 From one side, if this new notion of future profits from servicing and
management of funds does not exclude the part included in future premiums,
there would exist an overlap with EPIFP. From the other side, excluding this
part of the profits would make the calculation more complex. However, EIOPA
believes that, even if the first simple approach is chosen and there is an
overlap with EPIFP, the information provided would be very valuable.
Therefore, EIOPA’s preferred option is Option 2.

3.49 To avoid undue burden in the calculation and considering the limited impact
of reinsurance on these cash flows, calculation could be limited to amounts
gross of reinsurance both including future profits and future losses
altogether.

3.1.5 Future Management Actions (FMA)

3.1.5.1 Relevant legal provisions

3.50 Article 23 of the Delegated Regulation establishes the rules to the
establishment of the assumptions regarding future management actions in
the case of technical provisions calculation in Solvency II.

3.1.5.2 Other regulatory background
3.51 Other regulatory background considered for the advice:

- EIOPA Guidelines on Technical Provisions: Guidelines 38 to 40.
3.1.5.3 Identification of the issue

3.1.5.3.1 Policy issue 1. Definition of future management actions

3.52 The lack of a definition of future management actions has caused different
interpretations on the application of Article 23 of the Delegated Regulation
and its requirements, including the scope of the comprehensive plan
approved by the administrative, management or supervisory body of the
insurance or reinsurance undertaking.

3.53 The main difference identified among undertakings and Members States is
the link between future management actions and the business plan of the
undertaking. In some cases, it has been interpreted that any actions already
foreseen in the business plan should not be considered as future
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management actions and, therefore, they are not affected by the
requirements of Article 23. In other cases, it has been considered that being
part of the business plan is not relevant for the identification of future
management actions, so there may be future management actions included
in the business plan.

3.1.5.4 Analysis

3.1.5.4.1 Definition of future management actions

3.54 Future management actions can be understood as something purely reactive,
therefore not including any action already planned by the undertaking.
Alternatively, future management action can be seen as a broader concept
including any management actions that the undertaking expects to take in
the future in response to future events.

3.55 Therefore, two options have been considered:
e Option 1: No change, i.e. maintain the current situation.

e Option 2: Add future management actions definition in Article 1 of the
Delegated Regulation.

3.56 EIOPA believes that including future management actions in the business
plan, does not affect its nature and, therefore, it is not a relevant criteria to
determine whether it should be considered a future management action as
described in Article 23. Therefore, adding a definition for future management
actions in the Delegated Regulation without making any reference to the
business plan could help to clarify the scope of the future management
actions subject to the requirements listed in Article 23 without creating a
substantial change in the calculation of technical provisions. This means that
EIOPA’s preferred option is Option 2.

3.57 As future management actions are also mentioned in Articles 83, 126, 206,
207, 209 and 236 of the Delegated Regulation that relate to the calculation
of the Solvency Capital Requirement, a common definition in Article 1 might
be also helpful to ensure a consistent approach.

3.1.6 Expenses

3.58 Although in the call for advice issued by the Commission expenses and
valuation of options and guarantees are under the same bullet point, due to
the different nature of both topics EIOPA will address them in different
sections.

3.1.6.1 Relevant legal provisions

3.59 Article 78 of the Solvency II Directive establishes the expenses to be
considered when calculating technical provisions.
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3.60 Article 31 of the Delegated Regulation further clarifies the expenses that
should be taken into account in the calculations of the best estimate in
Solvency II.

3.61 Article 7 of the Delegated Regulation establishes the going concern principle.

3.1.6.2 Other regulatory background

3.62 Other regulatory background considered for the advice:
- EIOPA Guidelines on Technical Provisions: Guidelines 26 to 34, 69 and
71, and Technical Annexes I and II.

3.1.6.3 Identification of the issue

3.1.6.3.1 Policy issue 1: New business

3.63 EIOPA has identified divergent practices on the assumptions on new business
for expenses allocation during cash flow projection. According to Article 31(4)
of the Delegated Regulation, expenses shall be projected assuming that new
business will be written. However, in some cases it has been considered that
this assumption is not adequate, for example where the undertaking is not
writing any new business. In cases like this one, sometimes realistic
assumptions on new business have been used to allocate expenses.

3.1.6.3.2 Policy issue 2: Drafting amendment

3.64 Currently, the second paragraph of Article 31(1) of the Delegated Regulation
reads as follows:
“The expenses referred to in points (a) to (d) shall take into account overhead
expenses incurred in servicing insurance and reinsurance obligations.”

3.65 The word “incurred” is past tense. Some Members raised some concerns this
could be interpreted as the projection should be based only on past
experience, i.e. not allowing projections considering expected changes in
future expenses.

3.1.6.4 Analysis

3.1.6.4.1.1 Policy issue 1. New business

3.66 New business, meaning business outside the contract boundaries, is not
included in the projection of cash flows for best estimate valuation. However,
assumptions on new business have an indirect impact on best estimate
valuation, for example through the allocation of expenses. Future expenses
shall be allocated to all future business: existing business (i.e. within the
contract boundaries) and new business. As a consequence, the amount of
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new business has an impact on the expenses allocated to existing business
and thus to the amount of expenses projected for best estimate valuation.

3.67 Therefore, the following options have been considered:
¢ Option 1: Hard going-concern principle (no change): Going-concern
principle interpreted in line with Article 31(4) of the Delegated

Regulation, i.e. new business should be assumed in all cases. No
amendments needed in this case.

e Option 2: Soft going-concern principle. Going-concern principle
interpreted as “business as usual”, i.e. new business should not be
assumed in al cases, only following realistic assumptions. Article 31 of
the Delegated Regulation should be amended in this case.

3.68 The assumptions on new business are usually considered to be mainly
regulated in Article 7 (going-concern principle) and Article 31(4) of the
Delegated Regulation. However, in other regulatory frameworks, like
accounting, the going-concern principle is usually interpreted as the
undertaking will keep pursuing “business as usual”, meaning that, for
example, valuation of best estimate should not assume the transfer of a
portfolio of obligations to project future cash flows. Therefore, under this
interpretation, Article 7 of the Delegated Regulation would not affect
assumptions on new business and, indeed, this interpretation perfectly fits
current drafting of the Article.

3.69 However, Article 31(4) of the Delegated Regulation requires that new
business is assumed in all cases. Although this Article only affects
assumptions on expenses, it has conditioned in some cases the interpretation
of Article 7 of the Delegated Regulation, leading to interpret the going-
concern principle as a requirement to assume that new business will be
written. Therefore, since Article 7 is not limited to expenses, this issue has
also an impact on other assumptions, like future management actions (for
more information, please see the Divergent practices on Future Management
Actions in annex 3.1).

3.70 Assuming that new business will come when this is not the real expectation
leads to a non-realistic valuation of the best estimate which is also less
prudent because a higher amount of expenses are allocated to future
business (that will never come) and thus out of the best estimate. Q&A 1037
already addresses this issue recommending that realistic assumptions should
be used to project future expenses.

3.71 On the other side, it may be considered that assuming that there will be no
new business makes the valuation depart from transfer value. If the portfolio
is transferred to a different undertaking, the ceding undertaking would
probably expect new business and thus valuate the best estimate considering
that new business will come.

3.72 However, in practical terms, during a portfolio transfer the ceding
undertaking would probably consider its own expenses for the valuation. So,
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in the end, the real transfer value depends on the business model of the
ceding undertaking itself, being the expectations of new business part of it.
Therefore, although in theory assuming that no new business will be
underwritten may depart from transfer value, in practical terms this may not
be the case or, at least, there will be the same room for differences than for
other assumptions on expenses. This means that EIOPA’s preferred option is
Option 2.

3.73 EIOPA does not expect this amendment to have a significant impact since it
only reflects a clarification in the Delegated Regulation following an already
published Q&A (Q&A 1037).

3.1.6.4.1.2 Policy issue 2: Drafting amendment

3.74 EIOPA considers that under Solvency II principles, projections should take
into account expected evolution of the assumptions. Therefore, the second
paragraph of Article 31(1) of the Delegated Regulation should be interpreted
taking into consideration assumptions on expected future expenses and not
only past expenses. However, amending the drafting would make the
interpretation more straightforward.

3.1.7 Valuation of Options and Guarantees

3.1.7.1 Relevant legal provisions

3.75 Article 26 of the Delegated Regulation establishes the requirements for the
modelling of policyholder behaviour.

3.76 Article 30 of the Delegated Regulation establishes the uncertainties that
cash-flow projections shall take into account.

3.77 Article 32 of the Delegated Regulation establishes additional requirements
for the valuation of options and guarantees.

3.78 Article 34 of the Delegated Regulation establishes the requirements for the
best estimate calculation methods.

3.79 Recitals (15) and (16) of the Delegated Regulation remind the stochastic
nature of the valuation of options and guarantees and recalls that simulation
methods may lead to more accurate calculations.

3.1.7.2 Other regulatory background
3.80 Other regulatory background considered for the advice:

i. EIOPA Guidelines on Technical Provisions: Guidelines 36, 37, 39, 46 53
and 54.
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3.1.7.3 Identification of the issue

3.1.7.3.1 Policy issue 1. Dynamic policyholder behaviour modelling

3.81 According to Article 26 of the Delegated Regulation, when determining the
likelihood that policyholders will exercise contractual options, undertakings
shall take into consideration the impact of different circumstances like
economic conditions. This modelling of policyholder behaviour will be referred
as dynamic policyholder behaviour in this advice, while the term static
policyholder behaviour will make reference to modelling of policyholder
behaviour that does not take into account these changing circumstances,
although it may take into account some of the characteristics of the
policyholder/policy, like gender, age or policy age. Article 26 of the Delegated
Regulation also allows to follow the static approach provided it can be
justified with empirical evidence.

3.82 EIOPA has identified that the use of dynamic policyholder behaviour is highly
dependent on the jurisdiction. In some Member States, dynamic modelling is
the quite common for the main options (e.g. surrender option), while in other
Member States modelling with only a static component is the usual approach.
Among other reasons, undertakings following the static approach often
justify it on the lack of data, mainly for extreme scenarios, instead of
providing empirical evidence.

3.1.7.4 Analysis

3.1.7.4.1 Policy issue 1. Dynamic policyholder behaviour
3.83 Three options have been considered:
e Option 1: No change in the Delegated Regulation.

e Option 2: Amend the Delegated Regulation to include a simplified
dynamic lapse modelling.

e Option 3: Amend the Delegated Regulation to accept static policyholder
behaviour modelling when there is lack of data for extreme scenarios.

3.84 The likelihood that policyholders will exercise an option depends on various
aspects, some of which are exogenous and some endogenous to the
undertaking and/or the contract. Such aspects may include the level of
guarantees, the contract return in respect of a benchmark, the existence of
lapse penalties or the fiscal and legal environment. Furthermore, the
elasticity of the policyholder behaviour may also depend on the financial
awareness (which drives the rational element of policyholder behaviour), the
brand name and the sales channel among others.

3.85 Therefore, different levels of policyholder behaviour may be expected for
different markets, types of client, types of product and types of distribution
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channel. In view of the above, the calculation of best estimate should
explicitly take into account the possible dynamic behaviour of policyholders,
who could rationally modify their propensity for the exercise of a certain
contractual option in the different financial scenarios, unless (as stated by
last paragraph of Article 26 of the Delegated Regulation) there is empirical
evidence to demonstrate that there is no correlation between financial
variables and policyholder behaviour.

3.86 The most commonly modelled dynamic policyholder behaviour relates to
surrender options but several undertakings are still not performing any
analysis due to the difficulties to establish the correlation between financial
variables and policyholder behaviour. Probably the main difficulty is the lack
of data and evidence in terms of the past reaction of policyholders to extreme
financial conditions as the ones included in the set of stochastic scenarios.

3.87 In addition, there is a potential double counting effect while modelling
dynamic policyholder behaviour. Lapse rates can be supposed to be made of
two components:

— a static component which is independent of external factors, and can
be interpreted as an irrational underlying policyholder’s propensity to
lapse (the unconditioned lapse rates); and

— a dynamic component which is dependent on a number of external
factors, and can be interpreted as the “rational” policyholder’s
propensity to lapse, in view of an objective advantage (the conditioned
lapse rates).

3.88 In defining the database to calibrate the unconditioned (static) lapse rate,
undertakings have to use historical data to calibrate the hypothesis.
However, doing so the conditions (dynamic) component is also embedded in
the data unless they are able to discern which part of historical lapses reflect
the rational component.

3.89 Since there will be always little or no evidence in terms of the experienced
reaction of policyholders to extreme financial conditions as the ones included
in the set of stochastic scenarios, the lack of this data cannot be considered
alone to be a good reason to avoid dynamic policyholder behaviour
modelling. Expert judgement or standardized approaches provided in some
Member States are common solutions adopted by the undertakings following
a dynamic approach.

3.90 EIOPA considers that the same level of harmonization could be achieved
under the current provisions of the Delegated Regulation with additional
guidance on the calibration of dynamic models provided by EIOPA, instead of
having a common simplification or waiving the requirement to model dynamic
policyholder behaviour. Through this guidance it should also be clarified that
the lack of data for extreme scenarios is not a reason itself to not model
dynamic policyholder behaviour. Therefore, EIOPA’s preferred option is
Option 1.

186



3.91 Currently, less than 40% of the undertakings apply dynamic policyholder
modelling, although this percentage varies across jurisdictions from 0% up
to 75%. Those undertakings using dynamic policyholder behaviour modelling
apply it to a significant part of their best estimate, on average 60%. However,
even if it affects a significant part of the best estimate, the undertakings in
the sample estimated that the impact on the best estimate of including the
dynamic component usually ranges from 0.05% to 0.3% of the best estimate
for most of the jurisdictions. Therefore, the impact of this modelling seems
to be low in general, even if it could be more relevant in some cases, in
particular where combined with stochastic valuation and considering also the
impact on the SCR.

3.2 Risk margin

3.2.1 Extract from the call for advice
3.4. Risk margin

EIOPA is asked to assess the appropriateness of the design of the risk
margin, without challenging the approach based on the cost-of-capital. In
particular, EIOPA should assess the ongoing appropriateness of:

—The design of the risk margin, in light of the work current undertaken on
the transfer value of liabilities, in the context of the Commission’s Call for
Information;

—The assumptions regarding the asset mix of the receiving undertaking, in
particular with regard to the assumption of risk-free investments. The
assessment should take into account the potential interactions between the
recognition of market risk and the use of the volatility adjustment and the
matching adjustment in the risk margin calculation;

—The use of a fixed cost of capital rate for all insurance and reinsurance
undertakings;

—The assumptions used to derive the cost of capital rate, including the
absence of leverage and the derivation of the equity risk premium.

3.2.2 Previous advice

3.92 CEIOPS provided advice on the risk margin for the level 2 implementing
measures for Solvency II “Technical Provisions — Article 86(d) — Calculation
of the Risk Margin” (CEIOPS-DOC-36/09)%. This included, amongst others,
and assessment of

a) The assumptions underlying the reference undertaking

93 https://register.eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Final-Advice-
on-TP-Risk-Margin.pdf
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b) The cost of capital rate
c) The general approach to calculating the risk margin

3.93 In February 2018 EIOPA published the Second set of Advice to the European
Commission on specific items in the Solvency II Delegated Regulation, the
“SCR Review™4, This included an analysis of the relative size of the risk
margin in comparison with the best estimate, own funds and SCR, and an
analysis of the methods and assumptions used in calculating of the Cost of
Capital “"CoC” rate.

3.94 EIOPA followed the same approach in calculating the CoC rate as that used
by CEIOPS in its technical advice in 2009, in particular;

— The Cost of Capital is equal to the cost of equity

— The cost of equity is calculated with the capital asset pricing model
(CAPM), which includes:
o An equity risk premium, with represents the extra return that
investors demand above a risk-free rate to invest in equities
o A beta factor, which reflects the insurance sector stock performance
compared to that of the wider market.
— The outcome is adjusted to allow for economic aspects not reflected
in the CAPM estimation of the CoC.

3.95 In addition, there was an analysis of the use of both historical returns and
dividend discount models to calculate the CoC rate. In view of the advantages
and disadvantages of both models EIOPA suggested to use historic returns
models to derive the equity risk premium. In particular these models ensure
methodological consistency with the initial calibration of the CoC rate,
stronger stability of the CoC rate over time and depend less on assumptions.

3.96 Overall EIOPA recommended that the CoC rate of 6% was not changed.

3.2.3 Relevant legal provisions

3.2.3.1 Solvency II Directive

3.97 Article 77, specifically in paragraphs 3 and 5, specifies the calculation of the
risk margin. Recital 56 includes explanation on the reference undertaking
that the risk margin calculation is based on.

3.98 The rate used in the determination of the cost of providing that amount of
eligible own funds (Cost-of-Capital rate) shall be the same for all insurance
and reinsurance undertakings and shall be reviewed periodically.

94 https://register.eiopa.europa.eu/Publications/Consultations/EIOPA-18-075-
EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf
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3.99 The Cost-of-Capital rate used shall be equal to the additional rate, above the
relevant risk-free interest rate, that an insurance or reinsurance undertaking
would incur holding an amount of eligible own funds, as set out in Section 3,
equal to the Solvency Capital Requirement necessary to support insurance
and reinsurance obligations over the lifetime of those obligations.

3.2.3.2 Delegated Regulation

3.100 The calculation of the risk margin is described in Subsection 4 of the
Delegated Regulation, Articles 37 to 39.

3.101 The formula to calculate the risk margin is set out in Article 37. Article 38
describes the assumptions about the reference undertaking that the risk
margin calculation needs to be based on. According to Article 39 the Cost-of-
Capital rate for the calculation is 6%.

3.2.3.3 Guidelines

3.102 In addition, while not a legal provision, the "“Guidelines on the
implementation of the long-term guarantee measures” are relevant. In
particular, Guideline 2 - Interaction of the long-term guarantee measures
with the risk margin calculations

3.103 For the purpose of calculating the risk margin in accordance with Article
38 of the Delegated Regulation, insurance and reinsurance undertakings that
apply the matching adjustment, the volatility adjustment, the transitional
measures on risk-free interest rates or the transitional measures on technical
provisions should assume that the reference undertaking does not use any
of these measures.

3.2.4 I1dentification of the issues

3.2.4.1 Overview of the risk margin calculation

3.104 The risk margin is a widely regarded concept in market consistent
valuations in general. In Solvency II it acts as an addition to the best estimate
of liabilities to ensure that the Technical Provisions are valued at a transfer
value, i.e. the value that would need to be paid by an insurance or
reinsurance undertaking to transfer its liabilities to another knowledgeable,
willing party in an arm's length transaction.

3.105 The transfer value concept is important in Solvency II, as it ensures that
undertakings’ liabilities are sufficient to be taken on by another undertaking
if required in times of stress.

3.106 There are a number of different approaches that could be used to calculate
the risk margin ranging in complexity and market consistency, however from
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QIS 5 onwards Solvency II has converged on the cost of capital approach.
The general cost of capital approach is not within scope of this review.

3.107 In the cost of capital approach, the risk margin is calculated as the cost of
raising sufficient capital to cover the SCR for unhedgable risks inherent in the
business as this is run-off to maturity. The cost of capital rate (CoC rate) is
set in Article 39 of the Delegated Regulation at 6%.

3.2.4.2 1Issue I - Design of the risk margin and transfer value concept

3.108 For the calculation of the risk margin, it is assumed that the insurance
undertaking transfers its liabilities to another undertaking. This transfer value
concept is critical to the functioning of the risk margin, and there would be
serious consequences for the functioning of the insurance market if the
technical provisions were not sufficient to allow such transfers of books of
business.

3.109 In Section 3.4 of the Call for Information of the European Commission
issued in April 2018, EIOPA was asked to “collect information on the actual
transfer of insurance liabilities between insurance and reinsurance
undertakings. In particular, EIOPA is asked to compare the transfer values
with the valuation of the transferred assets and liabilities”.os

3.110 In comparing the actual transfer values with the Technical Provisions
(which represent in Solvency II the transfer value of those liabilities), EIOPA
assessed whether the size of the risk margin is appropriate. If it were
observed that there are systematic differences between the two values, this
would indicate that the risk margin is too small / large and the design of the
risk margin may need to be modified.

3.2.4.3 1Issue II - Assumptions underlying the reference undertaking

3.111 In the risk margin calculation, the reference undertaking is assumed to
notionally take on the liabilities of the undertaking. The composition of this
reference undertaking determines the transfer value, and as such, a number
of assumptions on the composition of the reference undertaking have been
set out in Article 38 of the Delegated Regulation.

3.112 The main assumption considered relevant for this review is the assumption
that the reference undertaking de-risks its assets on transfer, and the knock
on impact this assumption has on whether the reference undertaking uses
the VA or MA.

95 See
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/document
s/190211-request-eiopa-technical-advice-review-solvency-2.pdf
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3.113 This assumption was considered in light of any potential changes to either
component as part of the 2020 review.

3.2.4.4 Issue III - Use of a fixed CoC rate

3.114 The CoC rate was reviewed in detail as part of the Second set of Advice to
the European Commission on specific items in the Solvency II Delegated
Regulation, and is fixed at 6% for all undertakings. It was not deemed
necessary to repeat this analysis. Nevertheless, an assessment of the
possibility to make the CoC rate dependent on the level of risk-free interest
rates has been performed.

3.2.4.5 1Issue IV - Assumptions used to derive the CoC rate

3.115 The call for advice asks EIOPA to assess the assumptions used to derive
the CoC rate, including the absence of leverage and the derivation of the
equity risk premium.

3.2.4.6 Issue V - Sensitivity of the risk margin to interest rate
changes

3.116 The cost of capital approach used to calculate the risk margin is sensitive
to changes in interest rates, in particular for long term liabilities such as
annuities. This is a natural consequence of the risk margin calculation under
the cost of capital approach, where interest rates feed into the calculation of
the risk margin in two ways, in both the projection of the unhedgable risks,
and in the discounting of these risks. For both components of the calculation
a decrease in interest rates will increase the risk margin.

3.117 The European Systemic Risk Board (ESRB) published a report in August
2017% on the macroprudential consequences of the regulatory risk-free
curve. This document references the sensitivity of the risk margin to changes
in interest rates, in particular it states that the sensitivity of the risk margin
to interest rates adds to the systemic impact of the risk-free rate. It also
adds to balance sheet volatility due to changes in the risk-free rate. In
addition, wrong estimates of the long end of the risk-free curve lead to
overestimating or underestimating the risk margin and thereby to sector-
wide biased levels of reserving.

3.118 In light of the above, there are concerns that the approach is “too
sensitive” and that it is introducing unintended consequences for the
insurance market (e.g. forcing undertakings to exit business with long term

96

https://www.esrb.europa.eu/pub/pdf/reports/esrb.reports170817_regulatoryriskfreeyieltcurveprop
erties.en.pdf
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guarantees, increase in longevity reinsurance to non-Solvency II
jurisdictions) and is forcing undertakings to act in a pro-cyclical manner.

3.2.4.7 Issue VI - Dependence of risks over time in projection of
future SCRs

3.119 Article 38(2) of the Commissioned Delegated Regulation states that:
"Over the lifetime of the insurance and reinsurance obligations, the
Solvency Capital Requirement necessary to support the insurance and
reinsurance obligations referred to in the first subparagraph of Article 77(5)
of Directive 2009/138/EC shall be assumed to be equal to the Solvency
Capital Requirement of the reference undertaking under the assumptions
set out in paragraph 1.”

3.120 Projecting these SCRs can be a difficult task and the EIOPA guidelines on
the valuation of technical provisions discuss different approximations. A
typical approach may be:

e Assume all variables (e.g. longevity) develop in a “central scenario”
over the lifetime of the liabilities

e Assume that the projected SCR, at time t can be derived from SCR, via
an approximation, such as

BE
SCRt=SCRt_1‘ t/BEt—]_,

where the best estimate liability BE; allows for the liability run-off.

3.121 In this “central scenario”, an “average” emergence of risk would be
assumed, and no shock events such as a mass lapse event or a ‘cure for
cancer’ are taken into account. Hence there is no indication that SCR, would
be significantly different from SCR,_,, other than in the run-off of liabilities.

3.122 This means that the current risk margin calculation does not take into
account the dependence of risks over time. For example, if a non-repeatable
risk crystallises in the time period between t—1 and ¢, it would still be
accounted for in the calculation of the SCR requirement SCR, at the end of
this period, even though it could not occur again.

3.123 An economic approach to determine the projected future SCRs would have
to take into account the dependence of risks over time. In case of a loss in
one period, the SCRs in future periods might be expected to be lower. This
effect may lead to an overestimation of the projected SCRs used in the
calculation of the risk margin.?’

97 For a technical description of this issue see e.g. A review of the risk margin - Solvency II and
beyond, Report from the Risk Margin Working Party, Institute and Faculty of Actuaries, 9
September 2019
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3.2.5 Analysis

3.124 1In this section, the individual issues identified above will be assessed
further in view of their relevance.

3.2.5.1 1Issue I - Design of the risk margin and transfer value concept

3.125 There are a number of complexities involved in the analysis of transfer
values, particularly in relation to extracting the “noise” from the actual
transfer values in order to compare with the technical provisions. There may
be differences in the calculation approach used to determine the value of the
liabilities, for example ‘market risk-free rate’ vs ‘Solvency II risk-free rate’,
allowance for contract boundaries etc. In real transfers of liabilities, there are
generally commercial terms to the transfer which are not relevant in Solvency
II. Some examples of this are as follows; an undertaking may purchase a
book of business at a discount to allow for future expected new business. An
undertaking may place a value on the brand of the business they are
acquiring, which is not allowed for in Solvency II. There may be tax effects
or diversification benefits to the transaction which do not exist when the
books of business are looked at in isolation. The list could go on, with each
transaction likely to have specificities that may need to be removed or added
to the transfer value to get a fair comparison.

Interpreting the transfer values data and implications for the risk
margin design

3.126 The Call for Information asked for a comparison of the transfer value of
liabilities with Technical Provisions. This has been analysed by comparing
assets transferred<s vs. technical provisions. Where technical provisions are
lower than transfer values, this may indicate that either best estimate or risk
margin are understated, or that the transfer price recognised that there was
additional economic value not recognised in technical provisions for which
the acquirer was willing to pay (perhaps the most obvious item in this
category being goodwill).

3.127 The call for advice asked for an assessment of the appropriateness of the
design of the risk margin in light of the ongoing work to address the call for
information, without challenging the cost of capital approach. In order to
hone in on the risk margin, EIOPA calculated for each transaction an “implied
cost of capital” by comparing the difference of (assets - best estimate)/risk
margin * 6%.

%8 Used as a measure of the value placed by the market on the transferring business. Henceforth
referred to as the ‘Assets’.
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3.128 When interpreting the results obtained and what they mean for the risk
margin design it is important to note some limitations in the implied cost of
capital metric:

e Any difference between assets transferred and technical provisions could
have a risen from a number of causes. Even where there are no
extraneous economic value items being transferred (e.g. goodwill),
transfer values greater than technical provisions could mean that either
the best estimate liability is too low or the risk margin is too low (or
both). A priori it is impossible to tell which case applies in each
transaction, also keeping in mind that acquirers may have different
views from sellers on the valuation basis (e.g. acquirers may consider
that through superior customer management they will be able to
experience greater retention and lower lapses, and therefore be willing
to pay more for the business). The implied cost of capital metric is a
simplification which implicitly assumes that the difference arises due to
the risk margin.

¢ Transactions with low risk margin compared to the volume of business
being transacted (e.g. small ratio risk margin/best estimate) can result
in a large implied cost of capital, as the risk margin enters the
calculation in the denumerator. Put another way, any discrepancy
between assets transferred and best estimate will appear larger when
the risk margin is small.

Data used and limitations

3.129 For this analysis EIOPA gathered data relating to 44 transfers from a wide
range of EEA NSAs since 2016. The data was cleaned to remove any transfers
with clear issues with the quantitative information (e.g. data not available).
Forced sales were also excluded, as the aim of the analysis is to assess if
technical provisions correspond to the specification in Article 75 of the
Solvency II Directive that liabilities should be valued “at the amount for which
they could be transferred, or settled, between knowledgeable willing parties
in an arm’s length transaction”. The remaining 24 transactions, including
transfers of open and closed books was the basis for our analysis.

3.130 As has been noted above, the implied cost of capital metric is sensitive to
transactions with low risk margin. It is important to note that the size of the
risk margin vs. TPs varies significantly depending on the type of business,
e.g. pure unit-linked business without guarantees can have substantially
lower risk margin compared to longer term annuity business. In fact, in the
sample of open and closed books, the range of the ratio risk margin/technical
provisions (RM/TP) was as high as 15.7% and as low as 0.4%. The majority
of the transfers had ratios around of 5%. Unsurprisingly, some of the largest
implied cost of capital figures were found in transactions of unit-linked
business which had low risk margins relative to technical provisions. Ideally
there would have been enough data to assess separately transactions with
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relatively high and low RM/TP, but the sample was not large enough to allow
this analysis.

Results of the analysis

3.131 The dataset of open and closed books showed a consistent pattern of TPs
being lower than assets (median of technical provisions/assets = 87%). This
translated in implied CoC rates that were typically large (median 29%).
However this pattern of low TPs may be explained by the existence of
goodwill in most of these transactions, particularly those involving open
books of business (17 out of 24). It is natural that acquirers will have paid
additional amounts for the future profits expected from writing new business,
and this may naturally result in TPs being typically lower than assets without
any implications for the suitability of TPs in general or RM in particular.
Likewise the presence of goodwill would bias upwards the implied cost of
capital metric.

3.132 In order to attempt to exclude goodwill from the analysis EIOPA further
cleaned this dataset to comprise only transfers of closed books of business.
As a result, a further 17 transfers were removed, leaving 7 transfers in the
dataset of closed books (3 Non-Life and 4 Life). It should be noted that closed
books of business may also involve some goodwill, but this is likely to be
much less than open books. It should also be noted that this dataset,
comprised of only 7 transactions may be too small to draw any robust
conclusions.

3.133 Analysis of the closed book dataset showed significant differences with the
dataset of combined open and closed books, consistent with the hypothesis
that the wider dataset’s results were skewed by the inclusion of goodwill. In
particular, the closed book transfers generally had a balanced relationship
between assets and technical provisions (Median of technical
provisions/assets = 99.8%, with this ratio always between 97% and 105%).
There was a range of values for the implied cost of capital, with a median of
6%, ranging from <3% on a transfer of Life annuity business and 46% on a
transfer of unit-linked business that had the lowest RM/TP ratio of this
dataset.

3.134 In summary:

e These results should be taken with care due to the limited number of
transactions in the final data set.

e Nevertheless the results do not indicate a systematic miscalibration of
the technical provisions compared to transfer values.

e Likewise there was no evidence of systematic over or under calibration
of the risk margin.

e Regarding the calibration of the risk margin for different product types,
there is insufficient data to draw any strong conclusions.
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3.2.5.2 Issue II - Assumptions underlying the reference undertaking

3.135 The primary aim of this section is to investigate the assumption that the
reference undertaking does not use the MA or VA, and the implication of this
on the risk margin calculation.

Matching Adjustment

3.136 For the purpose of the risk margin calculation the reference undertaking
is assumed to notionally take on the liabilities of the original undertaking.
The risk margin then reflects the cost to the reference undertaking of holding
capital in respect of the risks they have taken on. The reference undertaking
is only subject to risks that cannot be replicated by marketable financial
instruments, and as such the risk margin only needs to be held for the
unhedgable risks of the original undertaking.

3.137 For all other risks, it is assumed that the reference undertaking de-risks
their portfolio to minimise hedgeable risks, and as such, the risk margin does
not need to be held for these risks. This is equivalent to assuming that the
reference undertaking invests in risk-free assets.%

3.138 The calculation of the best estimate is based on a risk free interest rate
term structure, which implies that the liabilities can be replicated with risk
free assets available on deep, liquid and transparent markets. In order for
the regime to be market consistent, the assumptions underlying the
calculation of the best estimate should be the same as the assumptions
underlying the risk margin.

3.139 Where the undertaking does not use the MA and VA, the implications of
this are clear. The best estimate and the risk margin are calculated based on
the risk-free interest rate term structure, and the assumption that the
reference undertaking acts to minimise risk. However, where an undertaking
uses the VA or MA, there are implications for the risk margin calculation.

3.140 First, we will consider an undertaking that applies the MA. An undertaking
may apply the MA where they have liabilities that are well matched by a
dedicated portfolio of assets. Where this is the case the undertaking can
increase the risk free rate that is used to discount these liabilities by the
difference between the yield on those MA assets and the risk free rate, minus
a fundamental spread to account for the risk of default and downgrade. It
reflects the fact that undertakings with strong matching between assets and
liabilities can hold assets to maturity and therefore earn the additional yield
over and above the risk free. Where the MA is used, the undertaking is no

99 For the risk margin calculation it is assumed that all market risks are hedgeable and excluded
from the risk margin calculation, even though some, for example long duration interest rate risk,
may not be in practice.
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longer using the risk-free rate to value its liabilities, which has consequences
for the risk margin calculation.

3.141 Where the original undertaking uses the MA, one option would be to
assume that the reference undertaking also uses the MA. In making this
assumption there are two items that need to be considered. First is the
implications on the unhedgable risks, and the second is in relation to the
yield curve used to discount the projected unhedgable risks.

3.142 In the normal risk margin calculation unhedgable risks relate mainly to
insurance risks and operational risks which cannot be hedged using market
instruments. However, in assuming that the reference undertaking also uses
the MA, it would follow that the reference undertaking needs to hold the
assets in the underlying MA portfolio. By making this assumption it would
follow that spread risk of the associated MA assets should also be allowed for
in the Risk Margin calculation. This would ensure that there is consistency
between the calculation of the Best Estimate and the Risk Margin.

3.143 Following on this train of logic, where the reference undertaking holds the
MA assets, it no longer holds that the reference undertaking de-risks on
transfer. The reference undertaking, in addition to the risks that cannot be
hedged, will also be exposed to the credit risk arising from the MA assets.
While in theory the reference undertaking could invest in credit default swaps
to hedge the risk of defaults, the market for these instruments is not deep,
liquid or transparent.

3.144 So if the MA were to be allowed in the risk margin calculation through the
projected SCR, without a modification to allow for the credit risk in the MA
portfolio, the unhedgable risks and as a result the risk margin, would be
understated.

3.145 Where the undertaking applies the MA in its best estimate and SCR
calculations, the current approach to the risk margin is for it to be calculated
without the application of the MA. This assumes that the risky assets that
make up the MA portfolio are not transferred to the reference undertaking
and there is not allowance for spread risk in the risk margin calculation. In
addition, the discounting of the future SCRs is performed with the basic risk-
free rates only, without allowance for the MA.

3.146 While the current approach has the benefits that it is consistent with the
underlying assumption that the reference undertaking de-risks on transfer,
it could be argued that this approach introduces inconsistencies with the
calculation of the best estimate (which does allow for the MA).

3.147 EIOPA has identified an alternative approach that would be more
consistent, this is set out below;

— Approach 1: Allowance of MA in the risk margin

For each undertaking applying the MA, the best estimate and SCR are calculated
based on the basic risk free rate plus the MA. This approach suggests to
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also extend the application of the MA to the risk margin. This assumes that

the undertaking’s risky assets that make up the MA portfolio are transferred
to the reference undertaking. This implies that the risk margin includes the

SCR for spread risk of the assets in the matching portfolio.

3.148 EIOPA has identified a second consistent approach, which would be to
remove the MA entirely from the Solvency II regime, while keeping the
current calculation of the risk margin unchanged. While this would ensure
that the calculation of the best estimate and risk margin are consistent, it is
going beyond the scope of the review of the risk margin and is not considered
a viable option.

3.149 The pros and cons of this approach in comparison with the current
approach are set out in the table below.

Approach 1: Allowance for MA in both the risk margin and best
estimate
Pros

Cons

Increased consistency between risk
margin and best estimate / SCR
calculation, as MA feeds into all
aspects.

Not consistent with the assumption
that the reference undertaking de-
risks on transfer

Potentially more consistent with real
transfers of liabilities, although the

Increases the sensitivity of risk
margin to changes in interest rates.

exact level of MA would depend on
the investment decisions of the
reference undertaking.

The effect of including the market
risk from MA assets in the risk
margin may negate the
effectiveness of the MA in the
overall technical provisions
calculation, and may be inconsistent
with the assumption that the
undertaking can earn the MA free of
risk.

Assumes that the reference
undertaking gets regulatory
approval to use the MA

3.150 If the risk margin is modified and Approach 1 is adopted, EIOPA has
identified one further consideration, namely the relevant yield curve used to
discount the future projected SCR components.

3.151 Where this particular issue is considered in isolation, EIOPA has identified
two options:
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— Approach 1a: The current approach. Basic risk-free interest rates

without the MA are used.

— Approach 1b: Risk-free interest rates plus MA are used.

3.152 The pros and cons of approach 1a and 1b in comparison with the current

approach are set out below.

Approach 1a: Basic Risk-free interest rates are used

Pros

Cons

Inconsistent with the projection of
the unhedgeable risks, which
include the spread risk arising from
MA assets.

Approach 1b: Risk-free interest rates plus MA are used

Pros

Cons

Increases consistency between the
best estimate / SCR and risk margin
in that the same discount rates are
used.

Inconsistent with the assumption
that the reference undertaking de-
risks on transfer, therefore
inconsistent with the non-allowance
of spread risks in the reference
undertaking.

Reduces the sensitivity of the risk
margin to changes in interest rates
for undertakings that have the
highest current sensitivity

The cash-flows feeding into the risk
margin are highly uncertain. As a
result undertakings may not be able
to earn a discount rate including the
MA in practice and so the risk
margin may be too low to ensure
that technical provisions can be
transferred

Where undertakings have both MA
and non-MA business, the risk
margin would need to be calculated
separately which introduces added
complexity.

No allowance for diversification is
possible in the risk margin
calculation between the MA and
non-MA portfolios.

It is not clear whether it would be
possible for the reference
undertaking to match the relevant
cash flows with suitable assets, and
what those assets would be.
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Reduces policyholder protection as
transfer technical provisions may
not be sufficient.

3.153 EIOPA also considered other possibilities, such as keeping the current
approach (assuming the reference undertaking does not apply the MA) but
allowing the discounting of projected future SCRs to include the MA. EIOPA
concluded that such approaches would be inconsistent as discounting with
MA could only be relevant in the situation where the reference undertaking
itself is assumed to apply the MA, as set out in approach 1b above.

3.154 While maintaining the current approach does not resolve the issue in
relation to consistency between best estimate and risk margin calculation,
after weighing up the pros and cons of the possible options, EIOPA proposes
that the current approach is maintained and no changes are made. The
approach is consistent with the assumption that the reference undertaking
de-risks on transfer and the use of the basic risk free rate counterbalances
the non-recognition of spread risk in the risk margin. This approach does not
require that market risks are included in the risk margin.

Volatility Adjustment

3.155 For the VA, different approaches to its design could be contemplated,
inlcuding an approach based on own funds or a VA based on a reference
portfolio. While the approaches are fundamentally different in nature, there
is a great deal of similarity in the interaction of the measures with the risk
margin, and indeed with the MA interaction with the risk margin.

3.156 Under both VA proposals, as with the MA, there are two aspects to the risk
margin that need to be considered; the projection of unhedgable risks, and
the rate that is used to calculate the present value.

VA based on own assets

3.157 There are some conceptual similarities between a VA based on own assets
and the MA. In both instances, the benefit from the measure is related to the
assets held by the undertaking. However the link between the actual asset
holdings and the VA is much weaker. Requirements on using the measure
(e.g. cashflow matching) and the types of eligible assets are much less
onerous under the VA than the MA. It should also be noted that unlike the
MA, there is no adjustment for the spread risk in the SCR calculation where
the VA is used.

3.158 Therefore, while conceptually there may be similarities between the MA
and VA based on own assets, the arguments for assuming the reference
undertaking uses the VA, and so allowance for the VA in the risk margin
calculation are naturally weaker, reflecting the weaker link between the
assets and the liabilities.
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VA based on reference portfolio

3.159 Unlike the VA based on own assets, under the VA based on the reference
portfolio there is no direct link between the actual asset holdings of the
undertaking and the measure, except in relation to the proportion of fixed
income investments and duration information feeding into the application
ratio. It is important to note that the undertaking is not required to invest in
the reference portfolio in order to recognise the benefit from the VA.

Analysis - VA in the risk margin calculation

3.160 Where the undertaking applies the VA in its best estimate and SCR
calculations, the current approach to the risk margin is for it to be calculated
without the application of the VA. This assumes that the risky assets are not
transferred to the reference undertaking and there is not allowance for
spread risk arising from these assets in the risk margin calculation. In
addition, the discounting of the future SCRs is performed with the basic risk-
free rates only, without allowance for the VA.

3.161 Similar to the MA, EIOPA has identified one option in relation to allowance
of the unhedgable risks in the risk margin calculation where the undertaking
uses either VA option;

— Approach 1: Allowance of VA in the risk margin

For each undertaking applying the VA, the best estimate and SCR are
calculated based on the basic risk free rate plus the VA. This approach
suggests to also extend the application of the VA to the risk margin. This
approach assumes that the reference undertaking invests in risky assets
similar to the current investments of the undertaking, the risk margin
includes the SCR for spread risk from these assets.

3.162 The pros and cons of this approach in comparison with the current
approach are set out below.

Approach 1: Allowance for VA in both the risk margin and best
estimate

Pros Cons

Increased consistency between risk Not consistent with the assumption
margin and best estimate as the VA that the reference undertaking de-
feeds into all aspects. risks on transfer

Increases the sensitivity of risk
margin to changes in interest rates.

The effect of including the market
risk from VA assets in the risk
margin negates the effectiveness of
the VA in the overall technical
provisions calculation and may be
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inconsistent with some justifications
for VA (e.g. as a property of the
liabilities irrespective of assets
held).

Assumes that the reference
undertaking gets regulatory
approval (where applicable) to use
the VA

3.163

If the risk margin is modified and Approach 1 is adopted, EIOPA has
identified one further consideration, namely the relevant yield curve used to

discount the future projected SCR components.

3.164 Where this particular issue is considered in isolation, EIOPA has identified

two options:

— Approach 1a: The current approach. Basic risk-free interest rates

without the VA are used.

— Approach 1b: Risk-free interest rates plus VA are used.

3.165 The pros and cons of approach 1a and 1b in comparison with the current

approach are set out below.

Approach 1a: Basic Risk-free interest rates are used

Pros

Cons

Inconsistent with the projection of
the unhedgeable risks, which
include the spread risk arising from
VA assets.

Approach 1b: Risk-free interest rates plus VA are used

Pros

Cons

Increases consistency between the
best estimate / SCR and risk margin
as the same discount rates are
used.

Inconsistent with the assumption
that the reference undertaking de-
risks on transfer

Reduces the sensitivity of the risk
margin to changes in interest rates.

The cash-flows feeding into the risk
margin are highly uncertain. As a
result undertakings may not be able
to earn a discount rate including the
VA in practice and so the risk
margin may be too low to ensure
that technical provisions can be
transferred
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3.166 Similar to the MA, EIOPA also considered the option to keep the current
approach (assuming the reference undertaking does not apply the VA) but
allowing the discounting of projected future SCRs to include the VA. EIOPA
concluded that the arguments against such an approach are also valid for the
VA.

3.167 Therefore, after weighing up the pros and cons of the possible options, the
EIOPA proposes that the current approach is also maintained for the VA and
no changes are made. The approach is consistent with the assumption that
the reference undertaking de-risks on transfer and the use of the basic risk
free rate counterbalances the non-recognition of spread risk in the risk
margin.

3.2.5.3 Issue III -Use of a fixed CoC rate

3.168 In view of the possibility to make the CoC rate dependent on the level of
risk-free interest rates, EIOPA analysed the sensitivity of the cost of equity
to interest rates and set out the results in the Second set of Advice to the
European Commission on specific items in the Solvency II Delegated
Regulation. It was noted that the empirical and academic evidence to support
a link between the equity risk premium and risk-free interest rates is mixed.
In particular, in the early part of this century the relationship between equity
returns and risk-free rates appears to be negative. EIOPA concluded that the
decrease of interest rates since 2011 was not a convincing argument on its
own to decrease the cost of capital.

3.2.5.4 1Issue IV - Assumptions used to derive the CoC rate

3.169 EIOPA thoroughly reviewed the derivation of the CoC rate in 2017 and
2018 and set out the results in the Second set of Advice to the European
Commission on specific items in the Solvency II Delegated Regulation. EIOPA
concluded that the CoC rate was in the rage from 6.7% and 7.8% and
commended on that basis not to change the legal provision prescribing a CoC
rate for Solvency II of 6%.

3.170 Regarding the derivation of the equity premium EIOPA analysed five
models, in particular the historical return model and the dividend discount
model. EIOPA concluded that the historical return model should be used in
particular because it ensures methodological consistency with the initial
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derivation of the CoC rate for Solvency II, stronger stability of the CoC rate
over time and because it depends less on assumptions.10

3.171 Regarding the treatment of leverage in the derivation of the CoC rate
EIOPA explained that a more granular modelling that removes leverage and
capital in excess of the SCR would result in a higher CoC rate.10t

3.172 EIOPA has no evidence or indications that the conclusions drawn in the
2018 are not valid anymore. Therefore, no additional analysis was carried
out.

3.2.5.5 Issue V -Sensitivity of the risk margin to interest rate
changes

3.173 Using the data from the extrapolation information request EIOPA has
carried out an analysis of the sensitivity of the risk margin to changes in
interest rates. This data covered a wide range of undertakings form 20
jurisdictions using either EUR or pegged currencies, and has been
supplemented with data from undertakings in the UK derived from a separate
sensitivity analysis. All of the data is as at year end 2018.

3.174 The analysis considered both the raw sensitivity of the risk margin as well
as its sensitivity as a percentage of technical provisions (RM/SCR) and as a
percentage of SCR (RM/SCR). All of these metrics were recalculated under
the stresses changing the Last liquid point (LLP) for the EUR curve, and also
under the interest rate sensitivity stress where the impact of a 100bps
decrease in spreads is assessed. This last sensitivity is comparable to the
sensitivity results from UK undertakings.

3.175 At national market level, an increase in the risk-free rate generally resulted
in @ decrease in the risk margin (this was the case in all but one of the EUR
markets as well as in the UK).

3.176 The change in gross risk margin was amplified for EUR undertakings with
liability duration greater than 10 years ("EUR long-term undertakings”).
Likewise, UK undertakings with heavy exposure to MA business (assets in the
MA portfolio > 75% of BEL) had the highest risk margin sensitivity. This can
be seen in the below graphic for the EUR:

100 See paragraphs 1946 to 1965 of the Second set of Advice to the European Commission on
specific items in the Solvency II Delegated Regulation.
101 See paragraphs 1968 to 1973 of the Second set of Advice to the European Commission on
specific items in the Solvency II Delegated Regulation.
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3.177 When assessing the interest rate sensitivity of RM/BEL and RM/SCR, it was
apparent that this varied widely in different jurisdictions. For a number of
EUR countries, these ratios were stable throughout the scenarios. Other EUR
countries showed ratios that were sensitive to interest rate changes, as did
the UK. In both the EUR and UK data, undertakings with long-term business
(or with high MA exposure in the UK) had a higher average RM/BEL for all
scenarios. There was a clear upwards trend in the UK data when spreads
increased by 100bps (higher for undertakings with high MA exposure) but
this trend was less obvious in the EUR data, particularly when viewed as an
aggregate across all markets.

3.178 These variations are likely partly due to the prevalence of different
products in different national markets. In the UK market in particular,
undertakings with high MA exposure showed the highest interest rate
sensitivity on all of the metrics. This is consistent with the current
specification of the risk margin that increases for business with long-duration
underwriting risk (both characteristics of MA business). While the UK market
showed the highest sensitivity of RM/BEL and RM/SCR, there were other EUR
national markets (e.g. NL) that showed similar levels of sensitivity,
particularly for long-term business and especially in those scenarios that
assumed a 50 year LLP for EUR (which was tested in order to have a like-for-
like comparison, noting that LLP is 50 years for GBP). This can be seen in the
below graphic, which includes data for the UK (split between annuity
specialists and other firms), Germany and the Netherlands:
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3.179 In the EUR markets mentioned above, the sensitivity of the risk margin to
changes in interest rates was lower when assessed on a 20 year LLP. As can
be observed in the above graphic, when the LLP was 50 years, the average
Dutch risk margin relative to BEL dropped by 90bps when interest rates were
increased by 100bps. Similarly the average reduction in the German market
was 41bps. These compare with a reduction of 100bps for UK annuity
specialists, and 50bps for other UK undertakings, calculated also on a 50 year
LLP. However, when the EUR LLP was 20 years both the Dutch and German
markets were considerably less sensitive to a change in interest rates: an
interest rate increase of 100bps resulted in a reduction in the RM/BEL ratio
of only 25 bps for the Dutch market, and 18 bps for the German market.

3.180 In summary the conclusions from this analysis were:

1. The risk margin’s reaction to interest rate changes is generally as
expected (e.g. risk margin decreases with an increase in interest
rates).

2. The types of products in different jurisdictions are a significant factor
when assessing interest rate sensitivity of the risk margin:

i. When viewing the EUR market as a whole, there does not
appear to be much interest rate sensitivity of RM/BEL or
RM/SCR.

ii. However this aggregated view masks differences in some
EUR national markets. For some markets, those ratios are
indeed sensitive to interest rates, likely reflecting the
prevalence of different products in different jurisdictions.

iii. This is consistent with the UK data where MA-focused
undertakings had much higher sensitivity than other
undertakings.

3. The key drivers of interest rate sensitivity of the risk margin appear to
be the following:
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3.2.5.6

i. Products with high underwriting risk have higher interest rate
sensitivity.

ii. Long term business has higher interest rate sensitivity than
shorter term business.

iii. The sensitivity to interest rates increases with an increase in
the EUR LLP from 20 years.

Issue VI -Dependence of risks over time in projection of
future SCRs

3.181 As outlined in section 3.2.4.7, an economic approach to determining the
projected future SCRs used in the calculation of the risk margin would have
to take into account the dependence of risks over time. This is not the case
under the current calculation of the risk margin, which typically projects
future SCRs along a “central scenario” which assumes an “average”
emergence of risks.

3.182 EIOPA consider that if there were a more detailed calculation, asymmetries
in the calculation suggest future SCRs may be lower than the central scenario
estimate:

For example, in a ‘good’ scenario there will be moderate lapses and
future assumptions to mass lapse will not change (i.e. the central
scenario). However in a ‘bad’ scenario, there is mass lapse and
therefore it might be appropriate to lower future assumptions to mass
lapse, as the remaining policyholders may be less prone to lapse. This
means the SCR for mass lapse in future periods should reduce, thus
giving a lower SCR projection.

Similarly for longevity risk, in an extreme adverse scenario (such as a
cure for cancer), an update to assumptions may likewise result in lower
prospective risk outlook. This is due to the limitation to the human life
expectancy which sets an upper bound on the longevity improvements
but there is not the same lower bound on worsening mortality rates.

3.183 EIOPA notes that:

Whereas the expectation that there is an asymmetry in the
calculations appears plausible for some types of risk, it is less plausible
for others, such as e.g. for expense risk.

For some risks, although the crystallisation of a ‘bad’ scenario in one
period could result in a lower prospective risk outlook, this effect may
be only limited and be hard to quantify. For example, in the case of
longevity risk, even if a cure for cancer was found, this does not rule
out further significant longevity improvements in the future, for
example in case of advances in the medical treatment in other areas
such as e.g. heart diseases, or in case where changes in eating habits
lead to a reduction of obesity.

207



e Such effects will highly depend on the characteristics of the risk profile
of the insurer. For example, for an insurer which is heavily exposed to
mass lapse risk, a more material effect can be expected than for an
insurer which is mainly exposed to e.g. mortality risk.

e For some types of risk, an emergence of a risk in one period might
also make further emergence of risk in future time periods more rather
than less likely. For example, in the case of non-life underwriting risk,
in a ‘bad’ scenario such as e.g. the confirmation of asbestos liabilities
in a court verdict, the uncertainty in technical provisions may increase,
leading to higher rather than lower future SCRs.?

e An exact quantifications of such effects is challenging since it would
require a full stochastic projection of future SCRs throughout the whole
lifetime of the insurance obligations.

3.184 Therefore, EIOPA considers that any amendment to the current design of
the risk margin to allow for the effects described above should be kept simple
and transparent, and should be based on a prudent calibration to avoid a
systematic overestimation of the effects.

3.185 To achieve this, EIOPA suggests to use an approach as follows:

e As an input to the calculation, the undertaking projects future SCR, as
under the current calculation the risk margin

e To take into account the dependence of risks over time, the
undertaking then determines adjusted future projected SCR; iteratively
as follows:

o SCR} = SCR,

SCR

(@] FOF t=> 1 ’ SCR{: = max(l . SCR{:_l . t/SCRt_l,fIOOT . SCRt),

where the parameters floor and A represent fixed percentage factors.

3.186 Note that the underlying rationale of the formula in paragraph 3.185 is as
follows:

e Fort =0, SCR; can be set equal to SCR, since no risks have emerged

e For t>1, the adjusted future SCR; are estimated such that their
relative increase in the interval [t-1, t] equals A percent of the relative
increase of the unadjusted projected SCRs SCR;.

e Moreover, the formula ensures that the adjusted future SCR at time t
is at least as high as floor percent of the unadjusted projected SCR
value at time t.

s see section 8 in “A review of the design of the Solvency II risk margin”, AAE, December 2019
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3.187 This means that the adjusted future SCRs SCR; are determined under the
assumption that the emergence of risk during the interval [t-1,t] leads to an
annual reduction of the SCR by the factor

M= 1- )\l
relative to the development of the unadjusted projected SCRs.

3.188 The parameter floor ensures that the reduction of the adjusted future
projected SCRs is not excessive, i.e. can at most lead to a reduction of 1-
floor percent. The use of a floor parameter also reflects that for some risks
such as e.g. expense risk, it does not appear plausible to assume that the
emergence of risks generally leads to a reduction in the risk outlook for future
periods.

3.189 Note that the formula in paragraph 3.185 can also be expressed in the
following non-iterative way for calculating the adjusted future SCRs:

SCR; = max(A%, floor) - SCR; (t=0)

This shows that the annual reduction of the adjusted future SCRs
accumulates over time. Relative to the unadjusted SCRs, the adjusted SCR
decreases exponentially by the factor At.

3.190 This means that, following this approach, the risk margin RM is calculated
as follows:

max (A%, floor) * SCR,

RM = g
Lot (6%) = (1 + )t

t=0

3.191 With the introduction of A, the numerator decreases smoothly over time.
As this reduction effect is exponential, long-term liabilities would benefit the
most form the introduction of this new methodology, whereas short-term
business would be less affected.

3.192 The effect of the lambda approach depends on the choice of the
parameters A and floor. Given the high degree of uncertainty in the
quantification of the time dependency effects described above, EIOPA
considers that:

e A standardised assumption on the average yearly reduction of the
projected future SCRs to allow for the time dependency of risks should
not exceed 2.5%. This means that the A parameter should not be lower
than 97.5%.

e The accumulated reduction of the projected future SCRs should not
exceed 50%. This means that the floor parameter should be set at
that value.

EIOPA notes that the introduction of the lambda approach can lead to a
substantial reduction in the size of the RM. The lambda approach also has an
impact on the volatility of the risk margin, and therefore also addresses
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issue V as described above. EIOPA has therefore assessed the volatility of
the risk margin for different calibrations of lambda.

3.193 The following graph outlines the changes in the duration of SCR-patterns
in the risk margin calculations for different settings of lambda, differentiating
life and non-life businesses.'®3 Data submitted for both the Holistic Impact
Assessment (in particular future SCR-patterns) and for the Complementary
Information Request are used to give an estimation as at 30/06/2020.

Duration of SCR-patterns for RM calculation
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3.194 The analysis shows that a Lambda of 99% has already a considerable
effect on the duration of SCR pattern. One should also note that the effect of
reducing the risk margin is not linear in terms of Lambda, with an inflection
point at 97.5%: the duration appears to remain constant for lambdas below
this level that acts as a threshold when it comes to the effectiveness of the
new methodology.

3.195 In view of these findings, EIOPA concludes that a calibration of lambda of
97.5% provides a significant reduction in volatility for long-term business
and would thus also be effective to address issue V.

3.196 Through the introduction of the lambda parameter, not only the volatility
of the risk margin is considerably reduced but also its level. Nevertheless,
the level of the risk margin was not observed to be too high in past

103 A|l data relate to a floor parameter of 50%.
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assessments of EIOPA (see also issue I on the transfer value). Such a
calibration means that future SCRs receive a 22.4% reduction at year 10 and
39.7% at year 20, reaching its maximum reduction of 50% at year 28.

3.2.5.7 Conclusion
3.197 Inlight of the analysis carried out, EIOPA reached the following conclusion.

— Based on the transfer value analysis there is no indication that
technical provisions are systematically under or over estimated. When
looking at the transfers of closed books of business, which should not
be biased by the inclusion of goodwill that is more prevalent in open
books, there appears to be a balanced relationship between assets
transferred and technical provisions. For this subset of transfers, the
ratio of technical provisions over assets ranges from 97% - 105%
with a median of 99.8%. However, this is not a strong conclusion
given the small sample size of transfers.

— Further analysis has been performed on the assumptions underlying
the reference undertaking, and in particular the consequences on the
calculation if it is assumed that the reference undertaking uses the VA
or MA. While different methods have been set out for how this could
be done, EIOPA has concluded that on balance, the cons of making a
change outweigh the pros, therefore EIOPA suggest that no change is
made.

— EIOPA considers that the calculation of future SCRs should allow for
the dependency of risks over time. EIOPA proposes that this
dependency should be captured with a lambda approach as described
above.

— The sensitivity of the risk margin to changes in interest rates is
generally as expected, with the highest sensitivity for long term
products. EIOPA notes that its proposal to introduce a floored,
exponential and time dependent element A into the risk margin
formula will reduce the sensitivity of the risk margin for these
products.

— EIOPA has not identified any reason to change the CoC rate, as this
was reviewed in detail as part of the Second set of Advice to the
European Commission on specific items in the Solvency II Delegated
Regulation in 2018.
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4. 0wn funds

4.1 Extract from the call for advice

3.18. Own funds at solo level

The Tiering structure of own funds in the Solvency II framework significantly
differs from the one applicable to under Directive 2013/36/EU and Regulation
(EU) No 575/2013.

Therefore, EIOPA is asked to report and where appropriate to provide advice,
on the following items:

e whether the differences in the Tiering approaches between the insurance
framework and the banking framework are justified by differences in the
business models of the two sectors!?4;

e the extent to which the Tiering structure of own funds in the Solvency II
framework may generate undue volatility of own funds;

e whether the availability criteria for own funds are sufficiently clear and
appropriate;

In addition, EIOPA is asked to assess whether the items currently included in
Solvency II own funds are appropriately attributed to Tiers according to the
characteristics of permanent availability and subordination.

4.2 Tiering and ancillary own funds

4.2.1. Previous advice

Number of Tiers

4.1

4.2

4.3

In 2018 EIOPA provided its Second Set of Advice to the Commission on
specific items in the Solvency II Delegated Regulation (EIOPA-B0S-18/075).
Section 19 covers the Comparison of Own Funds in Insurance and Banking
sectors. EIOPA was asked to:

“Compare eligible items between the frameworks and assess the differences
in their classification, and for each of these differences, assess if they are
justified by differences in the business model of the two sectors, by diverging
elements in the determination of own funds requirements, or on other
grounds”.

The main differences identified in the discussion paper related to differences
between Additional Tier 1 in the banking regime and restricted Tier 1 (rT1)
within the Delegated Regulation. Two topics in particular arose, namely the

104 For instance, the banking regulation does not include Tier 3 own-funds and does not impose any
upper limit on the amount of eligible Tier 2 own-fund items.
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4.4

4.5

4.6

4.7

4.8

4.9

AOFs
4.10

operation of the PLAM (Principal Loss Absorbency Mechanism) and the tax
effect of rT1 on write down.

EIOPA responded that the features of rT1 capital should not be amended,
and that the PLAM delivers quality of capital as the principal value absorbs
losses when triggered, and that the primary objective of triggering a capital
instrument is not to cure the breaches of regulatory capital.

EIOPAs advice in 2018 in relation to the PLAM, was to recommend that partial
write down should be permissible where the mandatory trigger of 3 months
SCR breach was reached, but only so long as the 75% SCR breach and MCR
breach triggers occurred. It was recommended that as a minimum rT1 was
to be written down on a straight line basis in such a way that 75% SCR
breach the instrument would be written down in full. RT1 should be written
down immediately in full if the MCR is breached.

Undertakings are required to recalculate their SCR coverage every three
months until SCR compliance is restored, and apply a further write down on
any worsening of SCR coverage after each subsequent 3-month period.

EIOPA recommended not to align the PLAM trigger with the banking regime,
and instead to allow full recognition of the principal amount of rT1
instruments on issuance. However it allowed NSAs to apply an additional
waiver from the requirement to write down or convert if the undertaking
requests the waiver, and demonstrates that there is a high likelihood that
the tax effect of the write down would weaken the solvency position of the
undertaking, provided this is confirmed by the undertaking’s statutory
auditors and neither the 75% SCR mandatory trigger, no MCR have been
breached.

EIOPA also recommended changes to bring Solvency II closer to the banking
regime in relation to tax and regulatory calls.

The 20% limit on restricted Tier 1 items was examined, and EIOPA did not
agree that the arguments provided by stakeholder justified the removal of
the limit; any complexity arising from it was minimal. EIOPA advised the
Commission to retain the 20% limit on rT1.

No previous advice has been issued by EIOPA in relation to AOFs specifically.

4.2.2. Relevant legal provisions

Solvency II Directive

e Article 89 - Ancillary own funds
e Article 90 - Supervisory approval of ancillary own funds

e Article 93- Characteristics and features used to classify own funds into
Tiers
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e Article 94 - Main criteria for the classification into Tiers

e Article 95 - Classification of own funds into Tiers

e Article 96 - Classification of specific insurance own-fund items
e Article 97 - Delegated acts and regulatory technical standards
e Article 98 - Eligibility and limits applicable to Tiers 1, 2 and 3
e Article 99 - Delegated acts on the eligibility of own funds

Delegated Reqgulation

e Article 69 - Tier 1 — List of own-fund items

e Article 70 - Reconciliation Reserve

e Article 76 - Tier 3 Basic Own funds - List of Own funds items

e Article 77 - Tier 3 Basic Own funds - Features determining classification
Guidelines

e EIOPA Guidelines on classification of own funds

e EIOPA Guidelines on Ancillary Own Funds

4.2.3. Other regulatory background
Capital Requirements Regulation (CRR)

4.11 Regulation (EU) No 575/2013 of the European Parliament and of the Council
of 26 June 2013 on prudential requirements for credit institutions and
investment firms and amending Regulation (EU) No 648/2012. This
regulation has recently been amended by Regulation (EU) 2019/876, with no
significant change regarding own funds.

CRD V Package

4.12 The banking package introduces a binding leverage ratio requirement (i.e. a
capital requirement independent from the riskiness of the exposures, as a
backstop to risk-weighted capital requirements) for all institutions subject to
the CRR. The leverage ratio requirement complements the current
requirements in the CRD and the CRR to calculate the leverage ratio, to
report it to supervisors and, since January 2015, to disclose it publicly.

4.13 The leverage ratio requirement is set at 3% of Tier 1 capital and institutions
must meet in addition to/in parallel with their risk-based capital
requirements. The 3% calibration is in line with the internationally-agreed
level.

4.14 In relation to Own Funds, prudently valued software assets the value of which
is not negatively affected by resolution, insolvency or liquidation of the
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institution are excluded from the scope of assets that need to be deducted.

Article 26
Article 36

- Common Equity Tier 1 items

- Deductions from Common Equity Tier 1 items

4.2.4. Identification of the issues

4.15 In the call for advice EIOPA is asked whether or not the different business
models justify the two different capital Tiering approaches. This request is
different from the scope of the European Commission’s call for advice in 2017
(EIOPA-18-075) when EIOPA was specifically asked to compare own funds
items which were shared by insurance and banking frameworks, but not
treated similarly for the purposes of eligibility. EIOPA was asked for those
eligible items to assess the differences in classification, and for each
difference, to assess if the difference was justified by the differences in
business model of the two sectors.

4.16 The key differences in Tiering approach between the Banking and Insurance
frameworks could be summarized as follows:

CRR sets out the minimum capital requirements to be met to cover
credit, market and operational risk. Similar to an insurance
undertaking, a credit institution must hold sufficient own funds to cover
its risks, and to absorb losses.

Own funds within the banking framework are segregated into two Tiers
of capital, Tier 1 is specifically for going concern and Tier 2 is specifically
required to be held in case of gone concern.

Solvency II allows three Tiers of capital to be held as eligible towards
the SCR and MCR calculation, all Tiers must be loss absorbing on a
going concern as well as “gone concern” capacity.

Within the banking framework, Tiering is calculated as a ratio of capital
versus Risk Weighted Assets (assets held are assigned a weighting).
The ratio is calculated on both Tier 1 and Tier 2.

Within the insurance framework — own funds is the excess of assets
over liabilities, classified into each Tier according to features,
percentages imposed on each Tier, towards the SCR or MCR calculation.

Banking regulation imposes minimum Common Equity Tier 1 (CET1)
ratio, T1 ratio and total OF ratio. The main supervisory trigger is based
on CET 1 ratio. In insurance, supervisory interventions are based on
total own funds ratios (to cover the SCR and the MCR), but Solvency II
imposes a minimum on uTl and a maximum on other Tiers. The

105 cf. Article 1(18) of Regulation 2019/876.
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supervisory trigger is based on two ratios: one is based on total OF to
SCR ratio, the other on a subset of OF (excluding T3) to MCR.

CRR imposes particular deductions on CET1, mainly current year
losses, intangible assets and deferred tax. Regarding deferred tax
assets that are dependent on future profitability, Article 48 of CRR
provides for an exemption to their mandatory deduction; however, in
any case, the maximum amount that can be included in own funds is
limited to 10% of the amount of CET 1 items. Solvency II assesses the
eligibility of each of the previously mentioned elements towards the
own funds calculation. It provides for similar treatment of Intangible
Assets (ITA), Tier 3 items - among which the net deferred tax assets
- are allowable up to 15% of SCR, not allowable towards MCR. Within
CRR deferred tax assets are deducted from Tier 1 calculations.

4.17 EIOPA asked NSAs in which cases an alignment of the SII Own funds Tiering
and limits approach with the banking framework would be reasonable and
what differences in the two business models justify the discrepancies.

4.18 Some NSAs are not in favour of an alignment of the SII Own funds Tiering
with the banking framework while some NSAs consider it reasonable (for
some of them in order to limit/remove T3 and AOFs items).

4.19 The differences in the Tiering approaches between the insurance framework
and the banking framework are justified by differences in the business
models of the two mainly due to:

different types of risks

different nature of the liabilities, assets, cash-flows: banks have short-
term liabilities (current accounts and short term deposits) and longer
term assets (loans) while in the insurance sector (particularly in life
insurance) premiums are paid to support long term liabilities.

inversion of the production cycle in insurance sector, and profit not
recognized upfront

characteristics of the insurance solvency framework: Solvency II is
based on a holistic market consistent balance sheet approach where all
assets and liabilities are valued at their market value and own funds
are derived as excess of assets over liabilities. This is in contrast to the
banking regulation which tends to use historic cost price and accrual
accounting.

Liquidity

4.20 It has been highlighted that the different terms of the business explain the
existence of different requirements for permanence of capital (e.g. SII T2
own funds term - 10 years - vs Banking T2 own fund - 5 years). Specific
items (calls for supplementary contribution considered as AOFs) are justified
for mutual or mutual-type association with variable contributions, which are
legal forms specific to the insurance sector.
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4.21 Another aspect to consider is the different duration of the failure process: the
faster process for banks justifies the higher proportion of their capital in Tier
1 (going concern) than the 50% of SII.

4.22 In this section, EIOPA assesses the possibility to remove Tier 3 own funds.
As regards the upper limit on Tier 2 eligible own funds and on the treatment
of ancillary own funds, the analysis is carried out in the next section (undue
volatility).

4.23 It is not clear why the co-legislators introduced three Tiers for the insurance
sector and only two for the banking one. One could argue though that the
insurance framework introduces two capital requirements (the SCR and the
MCR), with no real equivalent in the banking sector. Tier 3 triggers deferral
of coupon payments only where the MCR is breached, not the SCR. On the
other hand, the convergence between bank and insurance could theoretically
help foster the depth of the debt capital markets for financial institutions.
There is, however, no empirical evidence that insurance undertakings
experience difficulties to access capital markets that are related to the depth
of such markets.

4.24 Removing Tier 3 from Solvency II requires first to assess the main items
that constitute this Tier, namely dated subordinated debt, net deferred tax
assets and ancillary own funds.

Ancillary own funds

4.25 AOFs are classified as Tier 2 or Tier 3 depending on whether they convert
into a Tier 1 or Tier 2 respectively once called.

4.26 The concept of AOFs does not exist in the banking framework. AOFs are
committed, but unpaid lines of capital. They usually take the form of a letter
of credit, from for example the parent to the subsidiary, but also other
counterparties. To be eligible as AOF the capital needs to be callable by the
recipient on demand. The underlying item must be a basic own fund item.
Supervisors will assess, among several features, the economic substance of
the AOF, the counterparty’s ability and willingness to repay. Proposals for
changes to Tiering could affect the treatment of AOFs.

4.27 As AOFs consist in "items different from basic own funds items that can be
called up to absorb losses and cease to form part of ancillary own-fund items
where they have been paid in or called up" (when they increase basic own
funds), it would not be appropriate to give them the same classification as
the basic own fund that they will become (or be uplifted to) when called up.

4.28 Therefore, if Tier 3 is deleted to align the number of Tiers with the banking
regulation, it would be almost impossible to keep AOFs which are currently
classified in Tier 3 as eligible own funds items, because it would give the item
the same classification whether called or not. The impact of this removal
would however be very limited as very few Tier 3 AOFs have been issued
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until now. In addition, as they are callable on demand, they can become Tier
2 basic own funds items if called.

4.29 Regarding AOFs currently classified in Tier 2, as they will become Tier 1
instruments or be uplifted Tier 1 when called they are not therefore affected
by a potential removal of Tier 3 from the framework.

Net deferred tax assets

4.30 Deferred tax asset is only one aspect of the tax impact within the Solvency
IT framework and it is closely linked to the adjustment for loss absorbing
capacity of deferred tax (LAC DT).

4.31 The treatment of net deferred tax assets cannot be apprehended in isolation,
but should be considered more comprehensively as part of the broader
recognition of tax effects under Solvency II. For instance, it would be
inconsistent not to accept deferred tax assets as an eligible own fund item
(as far as they increase the overall amount of excess of assets over
liabilities), but in the meantime to take into account an adjustment to the
solvency capital requirement which reflects the change in the after-shock
amount of deferred tax asset/liabilities.

4.32 Under the current framework, net deferred tax assets are deducted from the
excess of assets over liabilities (and are therefore excluded from the
reconciliation reserve) but are reallocated to Tier 3 (for which an upper limit
of 15% of the SCR is set). If the deferred tax asset would not be deemed
eligible anymore, an amount equivalent to the deferred tax asset would be
directly deducted from the excess of assets over liabilities to derive the
reconciliation reserve.

4.33 This current rule (which classifies the net deferred tax assets in Tier 3) is
already somehow inconsistent with the treatment of the adjustment for loss
absorbing capacity of deferred taxes which directly reduces the solvency
capital requirement. It means that the variation of deferred tax due to shock
reduces the SCR, while the deferred tax asset in itself is not considered as
Tier 1 but as Tier 3.

4.34 In addition, any amount of net deferred tax assets (deferred tax asset above
deferred tax liabilities) must be justified by future profits. Where insurance
undertakings fail to demonstrate the justification of net DTA by future profits
(on the S2 Balance Sheet, so without any reference to SCR shocks), these
DTAs should not be on the S2 Balance Sheet in the first place. Such
demonstration should be to the satisfaction of national supervisors. National
supervisors disallow net DTA positions that cannot be satisfactorily justified.
This provides protection against unwarranted capital creation.

4.35 Given the market value nature of the S2 Balance Sheet, adverse
developments (increase of technical reserves or decrease of asset positions)
lead to an increase in DTA. In situations where large net DTL positions are
currently present on S2 Balance Sheets, this DTA increase has limited effect.
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In all other situations, the increase in DTA leads to the recognition of a net
DTA position on the S2 Balance Sheet. The fact that this net DTA is included
in Own Funds provides anticyclical element in the Solvency II framework.
Given the passionate discussions around the pro-cyclical nature of Solvency
II, this anticyclical element has significant value.

4.36 This also demonstrates again the link between the net deferred tax asset and
the adjustment for loss absorbing capacity of deferred tax. As future profit
cannot be used twice (for the justification of DTA and for the justification of
LAC DT), the level of net deferred tax indirectly influences the level of the
adjustment for loss absorbing capacity of deferred tax which must also be
justified by future profit (after shock).

4.37 Furthermore, it was concluded during the 2018 EIOPA advice on the review
of the Solvency II Delegated Regulation that DTAs and LAC DT were very
complex topics to discuss as long as there is no harmonization of tax regimes
and accounting regimes at European level. Any change to the current rules
regarding the tax impact in Solvency II will affect differently the different
Member States and may penalize Member States with a high tax rate and/or
big difference between accounting and prudential valuation rules.

4.38 As a conclusion, on one hand, it seems not to be relevant to take a position
regarding the deferred tax asset as eligible own funds without having a whole
discussion about the tax affect in Solvency II including about the adjustment
for loss absorbing effect in deferred tax, and on the other hand, the previous
SCR review showed how difficult it was to reach a common view on this topic
and the little appetite to do it. Weighing the various arguments (both for and
against) changing Tier 3 Own Funds, EIOPA recommends keeping the current
legislation without any changes on this point.

4.39 Even if Tier 3 was removed, DTAs should still in any case be recognized as
an own fund item under Solvency II.

4.40 The banking framework allows for a limited recognition of deferred tax relying
on future profitability (in any case, that amount cannot be greater than 10%
of CET 1). However, such an approach would increase the volatility of the
solvency position of the undertaking (the higher the amount of losses an
insurer faces, the lower the eligible deferred taxes) which further discussed
in the next sections.

4.41 Therefore, should Tier 3 be removed from Solvency II EIOPA, EIOPA would
recommend reclassifying DTAs as Tier 2, possibly with a specific limit
expressed as a percentage of the SCR (e.g. 15%) or of total own funds (e.qg.
one third of total eligible own funds, which is the current limit for Tier 3 own
funds according to Article 98 of the Solvency II Directive).

Dated subordinated debt instruments

4.42 In addition to deferred tax asset and ancillary own funds, the current Tier 3
also include subordinated loans
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4.43 The subordinated loans included in Tier 3 do not fulfil the conditions to be
classified in Tier 1 or Tier 2 and are of lower quality (e.g. coupon payments
are deferred only when the MCR is breached, not the SCR). While some
features of Tier 3 subordinated debt (e.g. the original maturity of 5 years)
are similar to the banking Tier 2 characteristics, the different nature of the
business models and the longer-term characteristics of insurance risks do not
justify further prudential convergence between the two sectors.

4.44 Therefore, if Tier 3 were to be removed, the only acceptable option would be
to disallow the recognition of Tier 3 subordinated debt as an own fund item.

4.45 In the light of the above, the two following policy issues have been identified
with respect to a possible full alignment with the banking framework:

Policy issue 1: Differences between the Solvency II own funds
categorisation system and the banking framework

4.46 The majority of NSAs support no change to the Tiering structure from 3 to 2
categories, for the main reason that the banking and insurance frameworks
are significantly different. Furthermore such a change would require the
restructure of Tiering in terms of eligibility of items, and further in depth
consideration of the features of Own Funds.

4.47 The possible change considered would consist in removing the Tier 3. Tier 3
AOFs and Tier 3 Subordinated debt would not be recognized as own fund
items. However, DTAs would remain eligible up to a certain limit (e.g. 15%
of the SCR). EIOPA does not support this change at this time.

4.2.5. Analysis

4.48 One option which was considered was the deletion of T3, with the
consequence to change the Solvency II Directive accordingly and not to
recognize any more the items now included in the list of Article 76 as eligible
own funds.

4.49 NSAs were asked to express their concerns in case of a deletion of T3.

4.50 Some NSAs were not in favour of its deletion and others also expressed
concerns related to the treatment of some items currently recognized as T3.
Some NSAs prefer to keep the Tier 3 in order to include other items that
might be declassified as proposed in this advice (see the options regarding
EPIFP in the section below). For a few NSAs the most appropriate measure
is to consider T3 items ineligible and in some countries T3 is not relevant.

4.51 The major concern if Tier 3 was removed is the non- recognition of Deferred
Tax Assets (DTA) as an own-funds item. DTA are allowed on the balance
sheet, they naturally have an impact on own funds as the assets and liabilities
and they are closely linked to the adjustment for loss absorbing capacity of
deferred tax (LAC DT). Moreover, with this option consideration should be
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given to a possible transitional period in relation to the item already included,
as well as the future treatment of DTA.

4.52 A further option would be to absorb Tier 3 into Tier 2 and combine both Tiers,
which would still leave the majority of firms with 100% SCR coverage (QRT
data did not extend to firm level to assess this however the assumption is
likely correct).

4.53 The combination of Tiers 2 and 3 would ensure that undertakings would
retain their current capital structure, but would simplify and streamline the
process. As Tier 3 makes up 1% of overall Own Funds, according to EIOPA
QRT data (see table in the following section “Evidence”), this change would
be quantitatively immaterial.

4.54 The survey showed that some NSAs see concerns with this option and
consider it as not viable or prudent: it downgrades all T2 elements and a
general weakening of OF, allows for a recognition of lower quality items up
to 50% of the SCR (instead of the current 15%). Another NSA sees little
benefit in any change of Tiering and one considers AOFs recognized in T3 not
suitable for T2 level.

4.55 Some NSAs see no issues in moving T3 items in T2 but stricter requirements
are needed or an increase of T1 limit, and 2 NSAs allows for moving DTA in
T2.

4.56 However, as Tier 3 is made up of items which are of lower quality to Tier 2,
the merger of the Tiers would likely reduce the overall quality.

4.57 One major concern was the differences in features between Tier 2 and 3
items. For example, Tier 3 instruments must be undated or hold an original
maturity of 5 years, versus Tier 2 which must be undated or hold an original
maturity of 10 years. Both Tier 2 and Tier 3 items can have limited incentive
to redeem but Tier 2 not before 10 years. Tier 3 items distributions are
deferred in case of an MCR breach, versus Tier 2 distributions deferred in
case of an SCR breach.

4.58 Therefore, in order to merge Tier 3, consideration to changes in relation to
the features of Own Fund items must be given. Improving the quality of T3
items up to T2 own funds, in practice, leads to the same effect of a removal
of the T3 (first option above) Moreover, when considering the change of the
features, the comparison with the banking sector should be taken into
account: given that in banking the T2 own funds term is, at least, 5 years
against the 10 years of the SII Tier 2 own funds term, the removal of the
Tier 3 would not achieve the targeted alignment of the two sectors.

4.59 Another option is to retain Tier 3 items, and features, but to move Tier 3 to
Tier 2, and limit the items to a % of Tier 2, which reflects the current status
quo. The proposal is to limit T3 items (now rT2) to 20% of Tier 2, which is
approximately reflective of the overall aggregate percentages within the
EIOPA QRT data provided.
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4.60 However, this option would not ensure the alignment with the banking sector.

4.61 It was considered that if Tier 3 was to be removed from Solvency 1I, EIOPA
would recommend reclassifying DTAs as Tier 2, possibly with a specific limit
expressed as a percentage of the SCR (e.g. 15%) or of total own funds (e.g.
one third of total eligible own funds, which is the current limit for Tier 3 own
funds according to Article 98 of the Solvency II Directive).

4.62 However, it has been decided not to change the Tiering structure or limits.

Evidence

4.63 An analysis of EIOPA QRT data for 3 years 2016 to 2018 provides data in
relation to the structure of own funds Tiering across all member states. The
split between Tiers over the years 2016 - 2018 reported in Table 1 shows
the materiality of each Tier, in the calculation of total own funds.

Table 1
2016 2017 2018

rec. reserve 67% 68% 67% % of T1
EPIFP 9% 9% 11% % of T1
uT1 98% 98% 98% % of T1
rml 2% 2% 2% %of T1
T1 94% 94% 94% % of Total OF
T2 5% 5% 5% % of Total OF
T3 1% 1% 1% % of Total OF
DTA 89% 87% 84% % of T3

1% 1% 1% % of Total OF

4.64 Only 2% of total OFs is made up of rT1, 94% is made up of T1 and 5% of
T2. T3 represents 1% of total OF.

4.65 Tier 3 has no material value towards the calculation of the SCR ratio on an
aggregate basis, and is ineligible towards the MCR ratio.

4.3 Undue volatility

4.3.1. Previous advice

4.66 In relation to the Tiering limits, the previous advice of EIOPA related only to
the 20% limit relative to unrestricted Tier 1 own funds:
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“EIOPA advises the Commission to retain the 20% limit in order to protect
the prudential quality of Tier 1 own funds necessary to deliver the adequate
protection of policy holders and beneficiaries. EIOPA is of the view that it
cannot support any regime in which hybrid instruments could represent all
or the most significant part of Tier 1. If the 20% were removed, EIOPA
believes that there are no changes to the features of hybrid instruments that
would fully mitigate the resulting loss in capital quality.”

4.67 This position resulted from the analysis of two options:
e To keep the limit unchanged

e or to delete the limit and to strengthen the quality of hybrid instruments

4.3.2. Relevant legal provisions

Solvency II Directive

Article 98 - Eligibility and limits applicable to Tiers 1, 2 and 3

Delegated Requlation

Article 82 - Eligibility and limits applicable to Tiers 1, 2 and 3

4.3.3. Identification of the issues

1.3.3.1. Policy issue 2: Undue volatility generated by the current
Tiering limits — Change of the calculation basis of the limit for
rTl

4.68 In the EIOPA survey to NSAs, the issue of pro-cyclicality was mentioned by
2 NSAs, however data from QRTs do not indicate any volatility of own funds.

4.69 Some pro-cyclical effect derives from the limit of restricted Tier 1 own funds
items, expressed in percentage of the total Tier 1 own funds items instead of
the SCR (like the other limits imposed by Article 82): as a consequence, any
decrease in the amount of the unrestricted Tier 1 own funds items will also
decrease the eligible amount of the restricted Tier 1 own funds items.

4.70 This means that in a stressed situation, when undertakings encounter
difficulties that lead to a reduction of their unrestricted Tier 1 own funds
items, they will also have to manage a potential reduction of the eligible Tier
1 restricted own funds items.

4.71 One could argue that this effect was intended to be justified by the goal to
have a very high quality of Tier 1, but it can also be argued that this pro-
cyclical effect (decrease of restricted Tier 1 in case of decrease of unrestricted
Tier 1) unnecessarily affects the solvency of companies in times of crisis.

4.72 Some NSAs suggested to avoid this undesirable effect of the Tiering limit for
Tier 1 items and that a possible solution would be to amend Article 82 the
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Delegated Regulation to express the unrestricted Tier 1 limit in percentage
of the solvency capital requirement.

4.73 In relation to the restricted Tier 1 own funds items, the options are the
following:

e Option 1: No change to restricted Tier 1 limit.

e Option 2: Change the restricted Tier 1 limit and express it as a
percentage of the SCR (20% of SCR, previously 20% of total amount of
Tier 1 items) and increase the minimum limit for Tier 1 own funds items
to 60%.

4.3.4. Analysis

20% (from Tier 1 own fund items) limit to restricted Tier 1

4.74 Neither procyclicality, nor the volatility in own funds is a desirable effect from
the Solvency II framework. The current limit to restricted Tier 1 own funds
items could potentially lead to a procyclical effect and increase the volatility
of own funds.

4.75 One way to reduce this procyclical effect would be to express the unrestricted
Tier 1 limit as a percentage of the solvency capital requirement.

4.76 During the previous call for advice, it was only envisaged to delete the 20%
limit and the conclusion was that EIOPA would not support any regime in
which hybrid instruments could represent all or the most significant part of
Tier 1. As the only option envisaged to compensate the deletion of the 20%
limit, EIOPA tried to find a way to increase the quality of hybrid instruments,
but no satisfying solution was found in this direction.

4.77 Keeping in mind both objectives to reduce potential volatility in the own fund
items and to preserve the total quality of Tier 1 own funds, some NSAs
propose to express the upper limit of restricted Tier 1 own fund items as a
percentage of the SCR, which will eliminates the procyclical effect of the
current limit and at the same time to increase the minimal limit of Tier 1 own
funds items.

4.78 In this way, the total amount of Tier 1 will never be mainly represented by
restricted Tier 1 own funds items but the decrease in unrestricted Tier 1 items
will not lead to a simultaneous decrease in the restricted Tier 1 own fund
items.

4.79 It should be noted that this change in the limit will not affect the PLAM
(Principal Loss Absorbing Mechanism).

4.80 Some NSAs consider current regulation suitable as it safeguards relevant
quality of own funds classified as Tier 1 and they want to sustain restricted
Tier 1 items as subset of unrestricted Tier 1, i.e. sustain 20% limit of
restricted Tier 1 to unrestricted Tier 1.
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4.81 At least one NSA considers it necessary that the impact of this change should
be quantified prior to the final decision on this matter.

50 % (from the SCR) limit to Tier 2 +Tier 3 own fund items

4.82 Contrary to Solvency II, CRR does not impose an upper limit on the amount
of Tier 2 items that may be eligible to meet capital requirements.

4.83 We know that the risk appetite of most of insurance companies leads to a
higher level of solvency ratio than 100% which is the regulatory requirement

4.84 The current upper limit to Tier 2 +Tier 3 own fund items prevents companies
from creating a buffer with Tier 2 +Tier 3 own funds with the unusual
consequence that the requirements in term of Tiering is more severe for the
buffer than for the compliance with SCR.

4.85 Indeed to cover the SCR up to 100 %, a company could have 50% of Tier 2
+Tier 3 items (Tier 2 +Tier 3 with the current regulation) but if this amount
of 50 % of SCR is already reached, all the buffer must consists of Tier 1
items.

4.86 Some NSAs support the deletion of the upper limit to enable undertakings to
have more than 50% of the Solvency Capital Requirement held as Tier 2
+Tier 3 eligible own funds. Other NSAs see such proposal as decreasing the
quality of own funds to cover the Solvency Capital Requirement. In other
words, EOF becomes less loss absorbing. In addition, removing the limit for
T2 and T3 would give insurers the possibility to increase their leverage. This
has as a negative direct effect that there are more coupon payments to make.
This will lead to an increased pressure on the free cash flow. This weakens
the policyholder protection. One has to bear in mind that according to Article
73(1)(g) coupons can only be deferred in case the SCR is below 100%.

4.87 Removing the 50% limit would allow companies with very different capital
structures to display the same solvency position: own funds could consist
mainly of Tier 2 and not of Tier 1 as it is the case under the current
framework. On the other hand, a safeguard would remain: Article 98 of the
Solvency II Directive requires the proportion of Tier 1 items in the eligible
own funds to be higher than one third of the total amount of eligible own
funds. However, the base for both limits is different. The 50% limit
introduced in Delegated Regulation Article 82 is related to the SCR amount,
while the one third limit in Directive Article 93 is related to the total amount
of EOF. The latter has as disadvantage the procyclicality, which was
considered to be solved with the introduction of Delegated Regulation Article
82 (procyclicality here would mean that if T1 decreases due to stress, also
eligible T2 plus T3 decreases). If the 50% limit to SCR is removed it creates
new reliance on Directive Article 93, which means that procyclicality is
introduced again.
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4.88 However the majority of NSAs were not in favour of this change and therefore
EIOPA does not support this proposal.

4.4 Clarity of availability criteria

4.89 This section lays out options in relation to availability criteria, and specifically
the concept of double leverage.

4.4.1. Previous advice
4.90 The questions from the Commission in the previous advice were:

e For those eligible items which are comparable between the banking
framework and Delegated Regulation (EU) 2015/35, assess if the
differences in their classification. For each of these differences, assess if
they are justified by differences in the business model of the two sectors,
by diverging elements in the determination of own funds requirements,
or on other grounds.

e if the 20% limit for rT1 were removed, what modifications need to be
applied to the eligibility criteria applicable to these items, in order to
ensure that the criteria set out in Article 94 (1) continue to be fulfilled.

4.91 The analysis focused on the comparison across Tiers of own funds in
insurance and banking sectors (uT1/CET1; rT1/AT1; T2 items106) and on
the restricted Tier 1 financial instruments.

4.92 Specific issues were identified:
e Operation of the PLAM (Principal Loss Absorbency Mechanism)
e Tax effect of rT1 write-down
e Treatment of repayment or redemption in the first five years

4.93 The proposals have been taken into account by the EC with the amendment
of Articles 71, 73, 77 of the Delegated Regulation.

4.4.2. Relevant legal provisions

Solvency II Directive

e Article 93 - Characteristics and features used to classify own funds into
Tiers

e Article 94 - Main criteria for the classification into Tiers

Delegated Requlation

e Article 70(2) and (3) on the reconciliation reserve

106 ETIOPA Discussion Paper on the review of specific items in the Solvency II Delegated Regulation
- EIOPA_CP_16/008_5 December 2016
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e Article 71(1)(a) on subordination

e Article 71(1)(c) requiring that “the basic own fund item is immediately
available to absorb losses”

e Article 71(1)(e) on principal loss absorbency mechanisms

EIOPA Guidelines on Classification of Own Funds

e Guideline 6: “In the case of an item referred to in Article 69 (a)(i), (ii),
(iii), (v) and (b) of the Implementing Measures, undertakings should only
consider an item as immediately available to absorb losses, if the item is
paid in and there are no conditions or contingences in respect of its ability
to absorb losses”

4.4.3. Other regulatory background

4.94 Relevant banking rules:

Capital Requirements Regulation (CRR): Regulation (EU) 575/2013 and
Commission Delegated Regulation (EU) 241/2014.

Article 28 of CRR - Conditions to be met for the Capital instruments to be
qualified as Common Equity Tier 1 instruments;

Article 52 of CRR - Conditions to be met for the Capital instruments to be
qualified as Additional Tier 1 instruments;

Article 62 of CRR - Tier 2 instruments

4.4.4. Identification of the issues

4.95 For almost all the NSA (20) availability criteria are sufficiently clear and
appropriate.

4.96 However, EIOPA deemed useful to conduct an analysis of the cases of
undertakings with “double leverage ratio over 100%"”, where there could be
concerns of own funds not meeting the features determining their
classification.

4.97 “Double leverage” occurs when a parent entity in a group provides T1 capital
support to a subsidiary which is financed by externally issued parental non-
T1 capital. An area which may deserve attention from the supervisor is the
case where the parent undertaking shows a ratio of the parent undertaking’s
T1 own funds investment in its subsidiaries compared to its own T1 items
above 100%, that is, “"excessive” double leverage.

4.98 In this situation, transactions which take place for the purposes of financing
undertakings of the group may pose risks not only to the solvency position
of the parent company but can also represent constraints for the financed
undertakings.
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4.99 The issue is addressed in EIOPA’s advice on the use of other methods in
accordance with Article 262 of the Solvency II Directive, see Chapter 9 on
group supervision.

4.5 Correct attribution of items

4.100 This section contains options in relation to the appropriateness of the
attribution of OFs items to Tiers, according to the characteristics of
permanent availability and subordination.

4.5.1. Previous advice
4.101 The questions from the Commission in the previous advice were:

e For those eligible items which are comparable between the banking
framework and Delegated Regulation (EU) 2015/35, assess if the
differences in their classification. For each of these differences, assess if
they are justified by differences in the business model of the two sectors,
by diverging elements in the determination of own funds requirements,
or on other grounds

e if the 20% limit for rT1 were removed, what modifications need to be
applied to the eligibility criteria applicable to these items, in order to
ensure that the criteria set out in Article 94 (1) continue to be fulfilled

4.102 The analysis focused on the comparison across Tiers of own funds in
insurance and banking sectors (uT1/CET1; rT1/AT1; T2 items107) and on
the restricted Tier 1 financial instruments.

4.103 Specific issues were identified:
e Operation of the PLAM (Principal Loss Absorbency Mechanism)
e Tax effect of rT1 write-down
e Treatment of repayment or redemption in the first five years

4.104 The proposals have been taken into account by the EC with the amendment
of Articles 71, 73, 77 of the Delegated Regulation.

4.5.2. Relevant legal provisions

Solvency II Directive

e Article 93(1) on characteristics and features used to classify own funds
into Tier 1.

e Article 94 - Main criteria for the classification into Tiers

107 EIOPA Discussion Paper on the review of specific items in the Solvency II Delegated Regulation
- EIOPA_CP_16/008_5 December 2016
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Delegated Reqgulation

e Article 70(2) and (3) on the reconciliation reserve

e Article 71 on Tier 1 - Features determining classification, in particular
paragraph 1(b) and (c).

e Article 260(2) and (3) on risk management areas

EIOPA Guidelines on Classification of Own Funds

e Guideline 6 "In the case of an item referred to in Article 69 (a)(i), (ii),
(iii), (v) and (b) of the Implementing Measures, undertakings should only
consider an item as immediately available to absorb losses, if the item is
paid in and there are no conditions or contingencies in respect of its ability
to absorb losses”

4.5.3. Other regulatory background

4.105 Relevant banking rules:

Capital Requirements Regulation (CRR): Regulation (EU) 575/2013 and
Commission Delegated Regulation (EU) 241/2014;

Article 28 of CRR - Conditions to be met for the Capital instruments to be
qualified as Common Equity Tier 1 instruments;

Article 52 of CRR - Conditions to be met for the Capital instruments to be
qualified as Additional Tier 1 instruments;

Article 62 of CRR - Tier 2 instruments.

4.5.4. Identification of the issues
Policy issue 5: Attribution of EPIFPs to Tier 1

4.106 From the survey, no issue concerning the attribution of items into Tiers
according to the characteristics of subordination has been highlighted by
NSAs.

4.107 Some NSAs have raised the issue of incorrect attribution of own funds
items to Tiers according to the characteristics of permanent availability
mainly regarding the Reconciliation Reserve and in particular the item
“Expected Profits in Future Premiums” (EPIFP) included in this Reserve.

4.108 EPIFP are part of the reconciliation reserve (RR), and thus considered as
an unrestricted T1 item (Articles 69 and 70 of the Delegated Regulation).

4.109 This inclusion is the consequence of the nature of Reconciliation Reserve,
whose calculation is based on the excess of asset over liabilities (after the
deductions envisaged in Article 70), which implicitly takes into account the
value of the profits on future premiums embedded in the technical provisions.
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4.110 What has been questioned by the NSAs is whether EPIFP possess the
feature of permanent availability to absorb losses on an on-going basis in
order to be classified as uT1, that are own funds of the highest quality.

4.111 The concept of permanent availability to absorb losses is clearly stated in
Articles 93 and 94 of the Solvency II Directive (for T1 items “to fully absorb
losses on a going-concern basis, as well as in the case of winding-up
(permanent availability)”) as well as in the Delegated Regulation, where
Article71 expressly includes the condition that “the basic own fund item is
immediately available to absorb losses” as a feature that characterizes T1
items.

4.112 The issue arises for EPIFP since, according to Article 70(3), it is not possible
to carry out a separate assessment of the single items included in the RR in
order to verify the compliance with the features of Article 71 (Tier 1 items).

4.113 This issue is particularly important for those NSAs where the percentage of
EPIFP on the total T1lis on average very high, in some cases more than 50%,
against an average percentage at EEA level of about 11%, as shown in the
tables below. This could lower the quality level of the capital, and maybe the
solvency position, of some insurers in those jurisdictions.

The table below show shares calculated on aggregated EU values:

2016 | 2017 | 2017

rec. reserve | 66,91% | 67,94% | 66,79% | % of T1

rec. reserve | 68,55% | 69,37% | 68,23% | % of uT1
EPIFP 8,73% | 9,41% | 10,59% | %o of T1
EPIFP 8,94% | 9,61% | 10,82% | %o of uT1

T1 92,81% | 92,87% | 92,79% | %o of Total OF
uTl 90,60% | 90,96% | 90,83% | %o of Total OF
T2 6,35% | 6,43% | 6,57% | % of Total OF
T3 0,84% | 0,69% | 0,65% | % of Total OF

4.114 The following graph shows the shares of EPIFP to total own funds calculated
on aggregated values and per country:
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4.115 The following graph shows the minimum, maximum, median, interquartile
range and 10th and 90th percentile of the distribution of EPIFP in % of uTl1.
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4.5.5. Analysis

Nature of EPIFP and its calculation

4.116 EPIFP represents the present value of the future cash flow of the premiums
of the existing business, considered within the technical provisions, that the
undertaking is expected to receive in the future.

4.117 The information about the amount of EPIFP is required in the QRT (in
template S.23.01) and to this end, Article 260 of the Delegated Regulation
sets out the calculation of this item: it is the difference between the official
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calculation of the Best Estimate Liabilities (BEL) and the BEL calculated on
the assumption that future premiums expected from existing contracts as on
the date of calculation are not paid in. This calculation, made at the level of
Homogeneous Risk Group (HRG), considers only HRG with positive amount
of EPIFP, so no set off with negative HRG is allowed. This means that the
final value of EPIFP indicated in the QRT cannot be negative.

4.118 Regarding the methods of this calculation, undertakings need to undertake
preliminary classification of the portfolio (between contracts with future
premiums and contracts without them) and aggregations (on the basis of the
existence of the paid-up options), taking correctly into account the contract
boundaries initially defined.

4.119 This process shows the complexity of the calculation and the experience
gained so far highlighted different simplifications adopted by small/medium
sized undertakings and divergent supervisory approaches of the NSAs.
Moreover, the calculation provided by Article 260 is not directly linked with
the BEL calculation.

4.120 Within the scope of the review of the Technical Provisions regulation carried
out by EIOPA, a specific analysis has been done with the focus on the
calculation of EPIFP1%® with the aim to improve its calculation and reporting
to the NSAs. In the light of the assessment done, the following amendments
and clarifications have been proposed:

1. to calculate separately the expected profit and loss included in future
premiums (netting of profits and losses would not be allowed within
homogeneous risk groups)

2. to adjust the reporting requirements accordingly so that expected profit
and loss included in future premiums would be reported separately at
least for lines of business

3. to introduce EPIFP net of reinsurance contracts and special purpose
vehicles allowing for netting of profits and losses

4. to change the name of the EPIFP to reflect this new approach

5. to introduce calculation and reporting of the expected future profits from
servicing and management of funds.

EPIFP as Own Funds

4.121 EPIFP are also relevant on the prospective of own funds since they are part
of the reconciliation reserve (RR), an unrestricted T1 item listed in Article 69
of the Delegate Regulation.

108 See the analysis on EPIFP in section 3.1.
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4.122 What is arguable is whether EPIFP possess the features envisaged in order
to be classified as uT1, that are own funds of the highest quality.

In particular:
1. Can EPIFP accelerate insolvency?

4.123 The basic own-fund item cannot include features which may cause the
insolvency of the insurance or reinsurance undertaking or may accelerate the
process of the undertaking becoming insolvent.

4.124 The value of EPIFP is highly dependent on the valuation method of technical
provisions and assumptions.

4.125 Therefore, it can be argued that there is a risk of under-reserving which,
as mentioned in the “Report of the Task Force on Expected Profits arising
from Future Premiums”??, is balanced with the value of EPIFP. There could
be features that may cause the insolvency:

— the under reserving is not adequately represented by SCR standard
formula;

— the risk calculated by standard formula is decreased by the
diversification effect, but EPIFP is calculated per policy basis without
diversification effect;

— the risk could be materialised in a LoB without sufficient EPIFP, in that
case the loss will not be counterbalanced.

4.126 On the other hand, some Member States consider that high EPIFP reveals
an underestimation of technical provisions only in the case where contract
boundaries are badly applied.

4.127 Indeed, the calculation of EPIFP is directly linked to the rules applied in the
calculation of the Best Estimate of Technical Provision and to the
determination of contract boundaries. In such cases, a high level of EPIFP
only reflects a problem if it results from the incorrect application of the
valuation rules. In this case, the valuation rules applied must be corrected.

4,128 Furthermore, a high level of EPIFP in such cases is not an issue and does
not automatically reveal an underestimation of the technical provision. In
the opposite, some NSAs consider positive EPIFP is in itself good news for
the company, because it indicates a positive (prospective) underwriting
result of assumed profitable business.

109 Extract from Report of the Task Force on Expected Profits arising from Future Premiums, 2011
(https://register.eiopa.europa.eu/Publications/Reports/EPIFP_Report.pdf)
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4.129 However, it must be also noticed that the calculation of technical provision
(i.e. cash-flows of Best Estimate of technical provision) is dependent on
EIOPA Risk Free Rate. The setting of the Last Liquid Point (LLP) impacts the
size of interest rates in the extrapolated part of the interest rate term
structure. The extrapolated interest rates could significantly diverge from real
market rates. The technical provision therefore may be underestimated
because the interest rates for long term maturities may be discounted with
too optimistic interest rates of extrapolated RFR.

2.Is EPIFP immediately available to absorb losses?

4.130 According some NSAs the EPIFP is immediately available to absorb losses,
but with the limitation to underwriting risk connected to reserving risk. The
increase in technical provisions could be counterbalanced by a partial or full
reduction in the amount of EPIFP counted as own funds. Thus, the EPIFP
could provide immediate loss absorbency. On the other hand, if cash is
needed to face losses (for example financial losses which do not affect the
level of technical provisions), the value of EPIFP would need to be
materialized through the selling of the insurance portfolio or of a similar
arrangement. In that case, where cash is needed to absorb losses, the EPIFP
would not be immediately usable for that purpose. Additionally, buyers of the
insurance portfolio may not be easy to find quickly, and the price of the
portfolio may not be the same as whole future profit.

4.131 Thus, some NSAs think that EPIFP could not be considered as permanently
and immediately available, particularly in stressed situations when the
materialization of its value is most needed.

4.132 Loss absorbency capacity of EPIFP is closely linked to the level of
granularity in their calculation. For example: to what extent EPIFP in one
related undertaking could be used to absorb losses of another related
undertaking; to what extent EPIFP in one line of business could be used to
absorb losses in other LoBs or losses due to the materialization of other risks,
such as operational risk, market risk.

4.133 On the other hand, permanence is generally linked to the fact the item has
not to be paid back and is a long-term resource for the company.

4.134 Furthermore, some compare the reasoning that EPIFP is not available to
immediately absorb losses because it cannot be directly transformed into
cash, to capital gain related to real estate property which are not liquid asset.
This means that questioning the possibility of selling insurance contracts in
times of crisis would lead in the same way to question the possibility of selling
some assets for which there is no liquid market.

3. Comparison of EPIFP and Contractual Service Margin according IFRS 17
Insurance Contracts
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4.135 In Solvency II the EPIFP is part of own funds without any limits as it is Tier
1 capital based on the consideration that in case the undertaking will need
to increase the amount of technical provisions it could be done by a partial
or full reduction in the amount of EPIFP. The possible reduction is linked to
the granularity of calculation of technical provision, so the reduction and the
loss must occur in the same homogenous risk group.

4.136 Within the accounting framework a similar concept is the contractual
service margin (hereafter referred as "CSM”) introduced in IFRS 17 Insurance
contract. The contractual service margin is a component of the asset (in case
of future profits the technical provision would be negative and accounted as
asset so CSM should be liability - see par. 38 of IFRS 17) or liability for the
group of insurance contracts that represents the unearned profit the entity
will recognise as it provides services in the future. The carrying amount of
the CSM is at the end of the reporting period adjusted for the effect on profit,
any new contracts accreted interest, effect of currency exchange and
changes in fulfilment cash flows relating to future service. That means that
CSM is not part of own funds and cannot offset losses other than relating to
technical provisions of the group of insurance contracts.

4.137 Considered the purpose to ensure the quality of the undertakings’ capital,
taking into account the nature of EPIFP, these options have been identified:

Option 1 - No changes in the OFs regulation, amendment of Article 37 of
the Solvency II Directive

4.138 The calculation of EPIFP is very dependent on the type and characteristics
of the undertaking’s portfolio. Thus, it is up to the supervisor - within its
Supervisory Review Process - to monitor and assess the correctness of the
EPIFP calculation and take appropriate actions (including capital add-on in
case of incorrect or not consistent calculation) where material amounts are
detected.

4.139 The risk of lack of consistency in supervisors' approaches regarding the
calculation of the best estimate liabilities could be mitigated by the above
mentioned proposals to improve the calculation of the EPIFP and to have a
more detailed set of information to be provided to the supervisor. All these
measures could indirectly decrease the volatility in the estimation of the
EPIFP.

4.140 However, as to the add-on in case of incorrect calculation of technical
provision or reasonable doubts regarding the expected future profits included
in the technical provisions the wording of Article 37 of the Solvency II
Directive should be amended in order to include explicitly the possibility of
imposing capital add-on in case of high EPIFP to reflect the additional lapse
risk associated with this amount.
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Option 2 - Limiting the recognition of EPIFP as uT1 own funds

4.141 Fix a limit (15% to 20%) of the total EPIFP, as reported in QRT, to be
recognized as uT1l and the remaining part as T2 or T3 items (depending on
the outcome of the advice on Tiering approach, i.e. in case of T3 removal).

4.142 This option takes into account the limited possibility of the EPIFP to absorb
losses “permanently and immediately” and would lead to a change in the
reporting template.

4.143 Due to possible material impact on solvency position of insurance
undertakings, there should be introduced transitional period for such change
in order to diminish the immediate impact on some undertakings.

Option 3 - Downgrade the Tiering of EPIFP

4.144 To recognize EPIFP as own funds of Tier 2 or Tier 3, subject to the limits
envisaged in Article 82 of the Delegated Regulation (depending on the
outcome of the advice on Tiering approach, i.e. T3 removal, and on the
possible removal of Tiering limits for T2 + T3).

4.145 Due to possible material impact on solvency position of insurance
undertakings, there should be introduced a transitional period for such
change in order to diminish the immediate impact on some undertakings.

4.146 Considering the objectives of the Solvency II review, the preferred policy
option for this policy issue is option 5.1.
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5. Solvency Capital Requirement standard formula

5.1. Interest rate risk

5.1.1. Extract from the call for advice

3.7. Solvency Capital requirement standard formula
a) Interest rate risk

EIOPA is asked to assess whether the calibration of the interest rate risk sub-
module with the standard formula adequately reflects the risks faced by
insurers, taking into account the low interest rates environment, and in case
this analysis points towards flaws, to advise on how these could be remedied.
When making recommendations, EIOPA should ensure that any new
calibration is appropriate for all currencies in the EEA, and should take into
account the potential interactions with the parameters of the risk-free
interest rate term structure.

5.1.2. Previous advice

5.1

EIOPA reviewed the current calibration of the interest rate risk sub-module
from 2017 to 2018 for its advice to the European Commission on the review
of specific items in the Delegated Regulation.!!® Based on strong evidence
EIOPA concluded that the current calibration severely underestimates the
risk and advised to change the calibration. EIOPA suggested to model interest
rate risk with a relative shift approach and set out a calibration proposal on
that basis. In light of the material impact that the change of the calibration
would have EIOPA suggested a gradual implementation.

5.1.3. Relevant legal provisions

5.2

The interest rate risk sub-module of the SCR standard formula is defined in
Article 105(5a) of the Solvency II Directive and specified in Articles 165 to
167 of the Delegated Regulation. Article 103 of the Delegated Regulation sets
out a simplified calculation for interest rate risk.

5.1.4. Identification of the issue

5.3

EIOPA reviewed the current calibration of the interest rate risk sub-module
from 2017 to 2018. Strong evidence was gathered demonstrating that the

110 gee pages 125-162 of the second set of advice to the European Commission on the review of
specific items in the Solvency II Delegated Regulation,
https://register.eiopa.europa.eu/Publications/Consultations/EIOPA-18-075-
EIOPA_Second_set_of Advice_on_SII_DR_Review.pdf.
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5.4

5.5

5.6

5.7

5.8

current approach for calculating capital requirements for interest rate risk
leads to a severe under-estimation of the risks:

e The reality of interest rate movements which have been much stronger
than those provided by the stresses in the Delegated Regulation.

e The fact that the current approach does not stress negative rates,
although reality has proven that rates can continue to decrease.

e The way internal model users measure interest rate risk significantly
deviates from the current standard formula.

e The impact assessment of proposals demonstrates that the risk is material
and that current capital requirements are not sufficient.

e There is a wide agreement among stakeholders that the current approach
has severe flaws.

The calibration set out in the Delegated Regulation was not changed when
the European Commission amended that Regulation in 2019. In a letter to
EIOPA the Director General of the Directorate General Financial Stability,
Financial Services and Capital Markets Union of the European Commission
acknowledged the necessity to address certain shortcomings in the current
calibration and welcomed EIOPA’s advice as a contribution to the
understanding of those shortcomings. In terms of timing, he favoured
revisiting the topic during the 2020 review of the Solvency II Directive where
also other elements affecting insurers’ exposure to interest rates will be
reviewed. 1!

EIOPA upholds its view that the risk-free interest rate risk sub-module
severely underestimates the risk.

In the review EIOPA thoroughly analysed several approaches to improve the
calibration and recommended a relative shift approach because:

e it is a simple and transparent approach,

e the shifted approach is a purely data-driven approach,

e it is a risk-sensitive approach applicable to any yield environment,
e it can well cope with low and negative interest rates.!?

EIOPA upholds its view that the relative shift approach is the most
appropriate approach to model interest rate risk in the SCR standard formula.

For the purpose of this review EIOPA has further looked into the following
aspects of the interest rate risk calibration:

11 gee https://register.eiopa.europa.eu/Publications/Other%20Documents/I-2019-
030%20COM%20letter%200n%20review%200f%20SII%20implementing%20measures%20%28G
BE%?29.pdf.

112 gee pages 135-157 of the second set of advice to the European Commission on the review of
specific items in the Solvency II Delegated Regulation.
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The calibration carried out in 2017/2018 was based on data from 1999 to
2016. By now, two additional years of data of 2017 and 2018 can be
added to the time series. The additional data can be used to check
whether the calibration approach produces materially different results.

Historical data per currency was tested against the calibration proposal in
order to assess the appropriateness of the calibration for all currencies.

Because of the review of the extrapolation of the risk-free interest rate
term structure the potential interactions with the parameters of the risk-
free interest rate term structure were analysed. The analysis has focused
on the last liquid point.

After the public consultation of the advice from October 2019 to January
2020 the calibration was reviewed again based on date up to August 2020.

The need of a floor to shocked interest rates.

An alternative calibration for currencies with an earlier starting point for
the extrapolation of risk-free interest rates.

5.1.5. Analysis
Prolongation of the time series

5.9 The calibration of the shock components was repeated on the basis of two
years of additional data (2017, 2018) of the risk-free interest rates for the
following EEA currencies:

Euro (EUR)

Hungarian forint (HUF)
Polish zloty (PLN)
Czech koruna (CZK)
Swedish krona (SEK)
Norwegian krone (NOK)
Swiss franc (CHF)
Romanian leu (RON)
Croatian kuna (HRK)
British pound (GBP)

5.10 On average, a relative change of 1% in the shock components up to the last
liquid point of the euro (20 years) was observed. This difference was deemed
negligible. Thus, EIOPA supports the results of the previous interest rate risk
calibration proposal.

Backtesting

5.11 A backtesting of the proposed approach was carried out based on the
additional data. There, the historical risk-free spot rates were compared to
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the shocked interest rate risk rates of the previous year. The shocks were
based on the current interest rate risk calibration. If the risk-free spot rates
were higher than the rates of the up shock or lower than the rates of the
down shock, it was counted as a breach.

5.12 As the calibration should correspond to the 99.5 percentile of the distribution
of relative interest rate changes for the up shock (or 0.5 percentile for the
down shock), 5 breaches per 1000 observations would have been expected.
As the number of observations is different for each currency, the number of
expected breaches has been summarised in Table A. Table B and Table C
show the number of breaches per currency and maturity for both shocks.

Table A - Number of Expected Breaches in the Backtesting

No. of No. of Expected
Currency | Observations Breaches
EUR 5214 26
HUF 4639 23
GBP 5213 26
SEK 5215 26
HRK 3103 16
CzZK 5198 26
PLN 4702 24
CHF 5215 26
NOK 5215 26
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Table B - Up Shock Breaches per Currency and Maturity

Currency | 1Y 2Y 3Y 4Y 5Y 6Y 7Y 8y 9Y 10y 12y 15Y
EUR 0 0 0 0 0 0 0 0 0 0 0 1
HUF 22 12 22 22 22 22 22 22 22 22 22 13
GBP 0 0 0 0 0 0 0 0 0 0 0 0
SEK 0 0 0 0 0 0 0 0 0 0 0 0
HRK 0 0 0 0 0 0 0 2 3 5 4 11
CZK 0 0 0 0 0 0 0 0 0 0 0 0
PLN 0 2 0 0 2 0 1 0 0 2 3 22
CHF 0 25 0 0 0 0 0 0 0 0 0
NOK 0 0 0 0 0 0 0 0 0 0 1
Currency | 20Y 25Y 30Y 35Y 40Y 45Y 50Y 55Y 60Y
EUR 1 56 102 110 110 110 110 110 114
HUF 17 19 20 12 10 9 9 9 10
GBP 0 0 3 10 38 62 84 128 160
SEK 0 0 0 0 0 0 0 0 0
HRK 10 10 4 2 2 0 0 0 0
CZK 0 0 0 0 0 0 0 0 0
PLN 22 13 12 8 5 3 3 3 5
CHF 13 33 28 13 5 5 6 16 37
NOK 3 3 3 3 3 3 3 3 3

Table C- Down Shock Breaches per Currency and Maturity

Currency 1y 2y 3Y 4Y 5Y 6Y 7Y 8 9Y 10Y 12y 15Y
EUR 25 25 25 25 25 25 25 25 25 25 25 25
HUF 0 0 45 58 36 35 35 35 21 15 15 17
GBP 115 51 20 0 1 10 36 32 17 7 1 0
SEK 138 99 72 80 73 79 87 75 69 46 0 0
HRK 0 0 0 0 0 0 0 0 0 0 0 0
CzZK 0 0 0 0 0 0 0 0 0 0 2 3
PLN 0 2 0 18 19 33 61 47 22 18 16 11
CHF 0 66 128 90 55 76 104 102 99 100 89 64
NOK 0 0 0 0 0 0 0 0 0 0 0 0
Currency | 20Y 25Y 30Y 35Y 40Y 45Y 50Y 55Y 60Y
EUR 25 4 0 1 1 1 1 1 2
HUF 2 4 9 9 10 11 13 20 22
GBP 0 0 13 53 73 100 148 176 193
SEK 0 0 0 0 0 0 0 0 0
HRK 0 0 0 0 0 0 0 0 0
CZK 0 0 0 0 0 0 0 0 0
PLN 3 2 2 2 2 2 2 2 2
CHF 35 50 20 1 0 0 0 0 0
NOK 0 0 0 0 0 0 0 0 0
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Table D- Relative down shocks for the EUR and the SEK for maturities 1Y to
10Y

m sdown EYR | sdowr SEK
1 58% 65%
2 51% 55%
3 44%% 47%
4 40% 42%
5 40% 42%
6 38% 42%
7 37% 41%
8 38% 41%
9 39% 41%

10 40% 41%

5.13 For the up-shocks, the number of breaches are in general within the expected
range up to the end of the calibration at a maturity of 20Y. Affected by an excessive
amount of breaches in the long end are the euro and the pound.

5.14 On the other hand, the down shock that was calibrated only on euro data and the
breaches for the euro are thus in line with expectations. The pound, the Swedish
krona and the Swiss franc show an excessive amount of breaches. They stem from
consecutive observations of strong decreases in the interest rates. It is worthwhile
to mention that the size of the underestimation for the mentioned currencies is
mainly low, particularly for the SEK and the GBP. This can be seen in table D where
the relative down shock factors s&¥"(9,,) are calibrated with the SEK data for the
maturities 1Y to 10Y. There one can observe that the shock factors are relatively
close to the proposed shocks using EUR data for most maturities.

5.15 Overall, the proposed interest rate shocks show a satisfactory performance in the
backtesting for most EEA currencies and maturities. The proposed calibration
presents an important improvement of the current SCR interest rate shocks. At
the same time, the new calibration is balanced and not overshooting its targets as
can be seen in the backtesting results.

Interaction with the parameters of the risk-free interest rate term structure method

5.16 As the calibration method calculates the shocks solely on data per maturity, the
shocks for revised calibrations based on an LLP of 30Y and 50Y retain the results
of calibrations with a lower LLP. I.e. the shocks for maturities 1-20Y are the same
for all three scenarios and the shocks for the maturities 21-30Y are identical for
the LLP 30Y and LLP 50Y calibrations.
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Maturity 5P bP sdown pdown
m
1 61% 2.14% 58% 1.16%
2 53% 1.86% 51% 0.99%
3 49% 1.72% 44% 0.83%
4 46% 1.61% 40% 0.74%
5 45% 1.58% 40% 0.71%
6 41% 1.44% 38% 0.67%
7 37% 1.30% 37% 0.63%
8 34% 1.19% 38% 0.62%
9 32% 1.12% 39% 0.61%
10 30% 1.05% 40% 0.61%
11 30% 1.05% 41% 0.60%
12 30% 1.05% 42% 0.60%
13 30% 1.05% 43% 0.59%
14 29% 1.02% 44% 0.58%
15 28% 0.98% 45% 0.57%
16 28% 0.98% 47% 0.56%
17 27% 0.95% 48% 0.55%
18 26% 0.91% 49% 0.54%
19 26% 0.91% 49% 0.52%
20 25% 0.88% 50% 0.50%

5.17 For the interest rate down scenario a change of the euro LLP needs naturally to be
taken into account in the calibration of the shock components s%°“"(g,,) and
bdown(g,.) since the calibration is based on euro data. For consistency reasons the
shock components in the interest rate up scenario are also adjusted according to
the new euro LLP.

5.18 The shock components s,,(6,,) and b,,(6,,) both depend on the maturity-dependent
shift vector. As the shift-vector has only been calibrated on empirical data up to
the maturity of 20 years, the shift vector 6 needs to be extended for maturities
beyond 20 years. The components of the shift vector 6 are 3.5% from maturity 20
years onwards for the up-shock. For the down-shock, 6 is interpolated linearly
from 2% at the maturity of 1 year to 1% at the maturity of 20 years. From the
maturities 21 years to 60 years 6 is then linearly interpolated to 0%.

Calibration of the shock components

5.19 The relative shock component s, is naturally calibrated up to the new LLP.
Afterwards the relative shock components are phased out linearly until a 20%
relative shock is reached for the 90 year maturity in any interest rate scenario.
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That means if a LLP of 30 years is considered, then the relative shock factors are
calibrated for maturities 1 year to 30 years and are phased out afterwards from
31Y until 90Y.

5.20 As the additive component b*?%°"" is the product of the corresponding component

of the shift vector and the relative shock component, it is phased out from the
maturity LLP+1 to the maturity of 60 years and stays constant at 0% afterwards.

Results for the extended LLP 30 years and 50 years

5.21 The following shock components are derived for the maturities from 21 years to
30 years for a LLP of 30 ears. The shock components for maturities 1 year to 20
years remain as in the previous advice

Up and Down Shock components for LLP 30Y

Maturity
m SACHL o spP b?

[years]
21 49% 0.49% 25% 0.87%
22 50% 0.49% 24% 0.85%
23 51% 0.48% 24% 0.82%
24 51% 0.48% 23% 0.80%
25 52% 0.47% 22% 0.78%
26 52% 0.46% 22% 0.76%
27 53% 0.45% 21% 0.74%
28 53% 0.44% 21% 0.72%
29 53% 0.42% 20% 0.70%
30 53% 0.41% 20% 0.69%

5.22 For the LLP 50 years the following shock components are derived for maturities 31
to 50 years.

Up and Down Shock components for LLP 50Y

Maturity
m S;Inown b;lnown S:;lp bll’:lp
[years]
31 53% 0.40% 20% 0.70%
32 53% 0.39% 20% 0.71%
33 54% 0.37% 20% 0.71%
34 54% 0.36% 20% 0.71%
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35 54% 0.35% 20% 0.71%
36 54% 0.34% 20% 0.72%
37 55% 0.33% 21% 0.72%
38 55% 0.32% 21% 0.72%
39 56% 0.31% 21% 0.73%
40 57% 0.30% 21% 0.73%
41 57% 0.29% 21% 0.74%
42 58% 0.28% 21% 0.74%
43 59% 0.27% 21% 0.75%
44 61% 0.26% 21% 0.75%
45 62% 0.25% 21% 0.75%
46 62% 0.23% 21% 0.75%
47 63% 0.22% 21% 0.75%
48 64% 0.21% 21% 0.74%
49 64% 0.19% 21% 0.74%
50 65% 0.18% 21% 0.73%

Alternative extrapolation method

5.23 The proposed interest rate calibration for the Smith-Wilson method with LLP of 20
years and the alternative extrapolation method with FSP of 20 years coincide.
Theoretically differences could arise from interpolated rates before the LLP/FSP. In
practice the Smith-Wilson interpolation and the interpolation of the alternative
extrapolation method vyield very similar results. In test calculations average
differences of about 0.2bp were observed. In view of these small differences no
recalibration of the interest rate risk for the alternative extrapolation method was
carried out.

Review of the calibration based on interest developments until August 2020

5.24 In view of the interest rate development during 2019 and in the first half of 2020
during the outbreak of the Covid-19 pandemic, the calibration was reviewed. The
revised calibration is in line with the consultation paper calibration for the first five
tenors, but then starts to significantly deviate from it. Considering the 2019 and
2020 data leads to higher shocks for the longer tenors. The higher shocks for
higher maturities are largely driven by the more extreme interest rate
developments in the second half of 2019 (particularly August and September
2019) and the observed flattening of the risk-free curve in 2020.

5.25 In order to quantify the difference in the calibration the following table shows the
shocked risk-free down EUR curves at 30 April 2020 with the current and the
revised calibration. The shocked interest rate down curve is about 10 basis points
higher with the new calibration than the calibration in the consultation paper for
longer maturities.
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5.26 The findings underline that the consulted calibration is not too prudent. For the
sake of stability of the proposed calibration it is left unchanged compared to the
consultation.

Floor to shocked interest rates

5.27 EIOPA analysed the suggestion of several stakeholders to introduce a floor to
shocked interest rates. The proposed new design of the interest rate shocks
includes an implicit floor at the level of the negative shift parameters, for example
at maturity 1 year at -2%.

5.28 In order to asses the need for a higher, explicit floor, the interest rate history for
maturities 1 to 10 years for EUR, JPY and CHF swap rates and for German
government bonds until end of August 2020 was analysed. The lowest rates were
observed for CHF swap rates, ranging from -1.217% for the maturity of 2 years to
-1.131% for the maturity of 10 years. In view of these observations a floor to
shocked interest rates of -1.25% could be introduced.

5.29 Basing the floor on the lowest observed interest rates does not ensure that the
calibration with a floor is sufficient because in the future interest rates may drop
below the lowest rates observed so far. During the last years, several times new
minima rates were observed. Nevertheless, on order to prevent a possible
overestimation of interest rate risk, in particular for short maturities, could be
introduced. In case lower interest rates than the floor are observed the floor should
be lowered.

5.30 The application of a floor in the interest rate risk sub-module to the standard
formula should not be interpreted as an assumption that interest rates could not
fall below that threshold. The application of the floor in the standard formula does
not imply that such a floor can also be used in internal models to derive the SCR.
Internal model users would have to justify the use and calibration of a floor in line
with the requirements on internal models set out in the legal framework. The
application of a floor in the standard formula should also not influence the
calibration of stochastic scenarios in the valuation of technical provisions"

Alternative calibration for currencies with an earlier starting point for the extrapolation
of risk-free interest rates

5.31 EIOPA has analysed an alternative calibration of the interest rate risk proposal for
non-EUR currencies with a shorter FSP. The idea behind this calibration was to
take currency-specifics better into account. In particular, for currencies with a FSP
below 15 years, the shocks in 5.16 are only considered up to the 10Y maturity.
Afterwards the shocks are derived via the linear interpolation procedure. The
phasing-out works as the one for the EUR, it just starts earlier from the 11Y
maturity on.

5.32 Affected currencies are the CZK, HRK, HUF, CHF, NOK, PLN, RON and SEK. The
results from the HIA show that in NO, PL and SE the alternative calibration would
significantly reduce the increase of the SCR.

5.33 While the alternative calibration would allow for a slightly more risk-sensitive
interest rate risk calibration by taking currency-specifics better into account, it
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would also introduce potential level-playing field issues as currencies are treated
differently.

Gradual implementation

5.34 EIOPA’s advice on the interest rate risk calibration of 2018 included the suggestion
to implement the changes gradually during a period of up to three years. EIOPA
has revised the need of gradual implementation in view of the combined impact of
the changes suggested for the 2020 review of Solvency II. Based on the significant
impact of the updated calibration measured for end of 2019 and mid-2020, a
phasing-in of the change appears necessary. A phasing-in period of 5 years
appears appropriate.

5.35 The gradual implementation proposed is as follows:
e Only the downward shock is gradually implemented;
e The gradual implementation should not last longer than 5 years;

e When calculating the risk of a decrease in the term structure of interest rates
for a given currency, undertakings should:

(i) Determine the decrease in basic risk-free interest rates on the basis of the
current standard formula approach (i.e. on the basis of the current
provisions of Article 167 of the Delegated Regulation);

(ii) Determine the decrease in basic risk-free interest rates on the basis of the
shifted approach as specified above;

(iii) Calculate the loss in the basic own funds that would result from an
instantaneous decrease in the basic risk-free interest rates determined, for
each maturity:

» asin (i) plus one fifth of the difference between (ii) and (i) the first
year;

= as in (i) plus two fifth of the difference between (ii) and (i) the
second year; and

= as in (i) plus three fifth of the difference between (ii) and (i) the
third year;

» asin (i) plus four fifth of the difference between (ii) and (i) the fourth
year; and

» asin (ii) the fifth year.

5.36 The preferred policy option for this policy issue is to update the calibration in line
with empirical data because it will improve the protection of policyholders (risk-
based capital requirements will increase resilience of the undertaking and improve
its supervision), promote good risk management in the insurance industry (the
capital requirements are more risk sensitive and the risk profile better captured)
and will allow for more effective and efficient supervision (for the same reasons).
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5.2. Spread risk

5.2.1. Extract from the call for advice

3.5. Capital Market Union aspects

EIOPA is asked to assess whether the methods, assumptions and standard
parameters underlying the calculation of the market risk module with the standard
formula appropriately reflect the long-term nature of the insurance business, in
particular equity risk and spread risk. To this end, EIOPA is asked to:

identify the characteristics of insurance business and liabilities that enable insurers
to hold their investments for the long term; and

where appropriate, advise on revised methods, assumptions and standard
parameters for the purpose of calculating the market risk module, reflecting
insurers’ behaviour as long-term investors.

5.2.2. Previous advice

5.37 EIOPA’s predecessor, CEIOPS, advised the Commission on the calibration of the
spread risk sub-module in January 2010%*3 and subsequently in April 20104, Both
advices mentioned that “"CEIOPS is considering developing risk factors that vary
by spread duration to take into the non-linearity of spread risk across duration and
credit rating.” In June 2011, EIOPA provided the Commission with a proposal on
the calibration of the risk factors for bonds and loans (incl. covered bonds) using
the so-called ‘kinked’ approach as part of its comments on the draft Level 2
measures. 1>

5.38 EIOPA provided separate advice on various components of the spread risk sub-
module, in particular the recalibration of spread risk charges for securitisations in
December 201316, the identification and calibration of infrastructure investments
in September 20157 and infrastructure corporate investments in June 2016118,
reducing reliance on external credit ratings and the treatment of exposures to

113 CEIOPS, Level 2 Implementing Measures on Solvency II: SCR Standard Formula - Article 111b -
Calibration of Market Risk Module, CEIOPS-DOC-66/10, 29 January 2010.

114 CEIOPS, Solvency II Calibration Paper, CEIOPS-SEC-40-10, 15 April 2010.

115 EIOPA, EIOPA comments on draft Level 2 measures (SEG 03 May 2011), EIOPA-11/057, 21 June 2011.
116 EIOPA, Technical Report on Standard Formula Design and Calibration for Certain Long-Term
Investments, EIOPA/13/513, 19 December 2013.

117 EIOPA, Final Report on Consultation Paper no. 15/004 on the Call for Advice from the European
Commission on the identification and calibration of infrastructure investment risk categories, EIOPA-BoS-
15-223, 29 September 2015.

118 EIOPA, Final Report on Consultation Paper no. 16/004 on the request to EIOPA for further technical
advice on the identification and calibration of other infrastructure investment risk categories, i.e.
infrastructure corporates, EIOPA-16-490, 30 June 2016.
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regional governments and local authorities in October 2017''° and the treatment
of unrated debt in February 20182°,

5.2.3. Relevant legal provisions

5.39 Article 105(5) of the Solvency II Directive prescribes that the SCR market risk
module should include a capital requirement for spread risk capturing the
sensitivity of the value of assets and liabilities to changes in the level or volatility
of credit spreads over the risk-free interest rate term structure.

5.40 Articles 175 to 181 of the Delegated Regulation specify how the capital
requirement for spread risk should be calculated, distinguishing capital
requirements for (a) spread risk on bonds and loans, (b) spread risk on
securitisation positions, and (c) spread risk on credit derivatives. Annex 5.1
provides a high-level overview of provision in the Delegated Regulating relating to
more specific asset categories subject to the spread risk sub-module.

5.2.4. Identification of the issue

5.41 The capital requirement for spread risk is calculated using shocks to credit spreads
with a 0.5% probability of occurrence within one year. This ensures that the
market value of assets exceeds the market value of liabilities with 99.5% certainty
within one year following a severe widening of credit spreads.

5.42 The issue is whether such an - often labelled ‘short-term’ - treatment of spread
risk overestimates the capital requirement for spread risk in Solvency II, thereby
discouraging long-term investments of insurance and reinsurance undertakings in
bonds and loans of European companies. In that respect, it is often argued that
short-term, so-called ‘artificial’, changes in credit spreads are not relevant risks
for undertakings with long-term and illiquid liabilities

5.2.5. Analysis

5.2.5.1. Characteristics that enable undertakings to hold bonds for long term

5.43 In response to the Call for Information from the Commission on asset-liability
management!?!, EIOPA will report about the characteristics that enable
undertakings to hold bonds for the long term in December 2019.

5.2.5.2. Market-consistency and 99.5% certainty within one year

119 EIOPA, EIOPA’s first set of advice to the European Commission on specific items in the Solvency II
Delegated Regulation, EIOPA-B0S-17/280, 30 October 2017.

120 ETOPA’s second set of advice to the European Commission on specific items in the Solvency II Delegated
Regulation, EIOPA-B0S-18/075, 28 February 2018.

121 European Commission, Request to EIOPA for information related to Directive 2009/138/EC, Ref.
Ares(2018)2252352, 27 April 2018.
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5.44 The SCR spread risk sub-module aims to ensure - like the other SCR
(sub-)modules - that the market value of assets exceeds the market value of
liabilities with 99.5% certainty within one year. That is important because as long
as the market value of assets exceeds the value of liabilities, sufficient funds are
available to meet the obligations to the policyholders.

5.45 Once the market value of assets falls below the market value of technical
provisions, it is no longer possible for the undertaking to fulfil its guarantees to
policyholders with sufficient certainty. The undertaking would require additional
own funds, e.g. generated by returns on assets in excess of the risk-free rate to
restore solvency. However, such expected returns over the risk-free rate always
involve a degree of risk-taking, i.e. it is not possible to earn risk-free returns
exceeding the market risk-free rates, irrespective of the time horizon. This means
that there is a possibility that excess returns restore the undertaking’s solvency
position, but there is also chance that the solvency further deteriorates.

5.46 For example, considering spread risk, if a severe widening of credit spreads results
in a negative excess of assets over liabilities then the resulting higher yield on
bonds and loans may restore the undertaking’s solvency position over time.
However, this is by no means a certainty since the bonds and loans are subject to
default risk. Usually, also during economic downturns, default risk tends to be
idiosyncratic, affecting a small portion of bonds and loans, which may not prevent
undertakings from recovering from the higher spreads.

5.47 Systematic default events affecting substantial segments of the debt market, like
US mortgage bonds during the last financial crisis, are ‘low probability, high impact’
(or ‘fat tail’) events. In other words, systematic debt crises are scarce but happen
to manifest themselves at recurring intervals'?2123, and may prevent undertakings
to recover from losses due to increase spreads. Finally, note that (cumulative)
credit default risk increases with the holding period of the bonds or loans.?#

5.2.5.3. Undertakings’ investment allocations to bonds

5.48 Undertakings’ current investment allocations to bonds do not provide immediate
evidence that the SCR spread risk module is dis-incentivising such investments!?>,
though a deeper look into the composition of the corporate bonds with respect to
credit quality may raise additional insights. On the contrary, at the end of 2018,
undertakings allocated 61% of investment assets to bonds, excluding bond
investments through collective investment undertakings. When collective

122 5ee Carmen M. Reinhart & Kenneth S. Rogoff, This time is different - eight centuries of financial folly,
Princeton University Press, 2009.

123 The fact that a widening of credit spreads is only occasionally followed by a severe default event may
nourish the perception that short-term credit spread volatility is ‘artificial’.

124 1f the probability of default (PD) is identical and independently distributed over time then the cumulative
default probability at year t equals 1 - (1 - PD)t.

125 Acknowledging that EEA government bonds are excluded from the spread risk module in the standard
formula.
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investment funds are not taken into consideration, as much as 75% of investment
assets is allocated to bonds.

Equities
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Deposits other than cash | Investments of undertakings, Q4 2018
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5.49 This may be the result of Solvency II promoting sound risk management and
encouraging the minimisation of mismatch risk between assets and liabilities.
However, there are also indications that the treatment of spread risk in Solvency
IT is incentivising investments in fixed income assets, in particular in government
bonds as those are not included in the standard formula credit spread stress. A
regulatory framework is incentivising investments in a specific asset category if it
becomes relatively more attractive compared to its risks than another asset
category. In that respect the following can be observed under the current Solvency
IT regulation:

Sovereign bonds: The zero capital charge for all EEA sovereign bonds,
irrespective of their credit spreads and risks make them relatively more
attractive than if the capital requirements would correspond to their actual
risks. While the market valuation reflects the risks of riskier sovereigns, the VA
dampens this effect. Overall, sovereign spread risks are therefore only partially
reflected.

Corporate bonds: Corporate bonds get a risk-based capital charge for spread
risks and have as such become relatively less attractive than sovereign bonds.
Solvency II calibrations for spread risk are lower than originally proposed by
CEIOPS/EIOPA. As for government bonds, while the market valuation reflects
the risks of riskier sovereigns, the VA dampens this effect. Overall, corporate
spread risks are therefore not fully reflected.

Equity: The capital requirements for equity have also decreased compared to
the CEIOPS advice from 45 percent to 39 percent plus the symmetric
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adjustment for equity risk. Market valuation for equity also reflects on
undertakings’ balance sheets. No additional volatility adjustment applies to
equity.

5.50 The left-hand chart below displays the spread risk charges on bonds and loans
advised by CEIOPS in 2010 and by EIOPA in 2011 as well as the current Solvency
IT risk charges. The chart distinguishes the different credit quality steps (CQS) and
the average of all CQSs. The size of the shown spread risk charges constitute the
average for bonds and loans with 1 to 10 years duration, covering the vast majority
of corporate bonds. Note that the CEIOPS and EIOPA calibrations yield very similar
results in this duration range. The reason is that the ‘kinked’ approach used in the
EIOPA proposal has the most substantial impact for durations exceeding 10 years
(see annex 5.2).

5.51 The current Solvency II spread risk charges appear relatively mild compared to
the proposed calibrations. On average, the Solvency II spread risk charges are
30% lower than the advised calibrations in the duration range of one to ten years
(see right-hand chart below).

Spread risk charge bonds & loans - simple Spread risk charge bonds & loans - Sll vs
average 1-10 years duration CEIOPS/EIOPA advice - % difference

Caso casi1 Cas? Cas3 COs4 Cass5&e

ALL
0% -
500
10%
a40%
u 0%
30%
-30%
0%
-40%
o | I
-50%
as COS3

i i I
€aso €as2

Casi1

)
=}

0%
ALL Cas4 COSS5&6 -60%

ECEIOPS 2010 MWEIOPA 2011 Solvency I m 5 - CEIOPS 2010 mSI- EIOPA 2011

5.52 The charts below show the spread risk charges on bonds and loans using a
breakdown by five-year duration buckets, instead of by credit quality steps. It
confirms that the kinked approach dampens the spread risk charges most at higher
durations. I.e. the difference between the 2010 CEIOPS and 2011 EIOPA advice
increases with the maturity of the bonds and loans (see left-hand chart). The
current Solvency II calibrations are lower than the calibration recommended by
EIOPA with the difference decreasing as the duration increases.
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Spread risk charge bonds & loans - simple Spread risk charge bonds & loans - Sll vs
average durations in 5-year buckets and CEIOPS/EIOPA advice - % difference
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5.53 Bond investments may not only be incentivised by the mild spread risk charges,
including the zero spread risk charges on Member States’ government bonds, but
also by the favourable treatment of spread risk in the valuation of the best estimate
of technical provisions (volatility adjustments and matching adjustment).

5.54 The volatility adjustment to the basic risk-free interest rate is determined by
multiplying the risk-corrected spread (currency spread minus fundamental spread)
with the general application ratio!?®, suggesting that this percentage of changes in
credit spreads is due to ‘artificial’ volatility.

5.55 The danger of encouraging investments in fixed income assets is that it may
increase investments in this category not justified by its actual risks and may
unnecessarily reduce investments with a less favourable treatment compared to
its actual risks. EIOPA does not consider it a solution to then decrease the capital
requirements of other asset categories; such additional reductions may hamper
the intended policyholder protection of Solvency II (see section 2.9.4).

5.2.5.4. Downgrades of corporate bonds against the background of COVID-
19

5.56 The abrupt slowdown of the economic activity due to the COVID-19 pandemic was
expected to have a strong effect in the credit quality of financial instruments such
as corporate bonds, potentially leading to a substantial increase of downgrades
and defaults. In case of materialization of a mass downgrade/default scenario, the
impact on the solvency position of undertakings would likely be very strong, given

126 Article 77d(3) of the Solvency II Directive.
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their large corporate bond portfolios, also having potential implications for financial
stability through undertakings’ investment behaviour.!?’

5.57 EIOPA assessed corporate bond downgrades and its impacts on the spread and
market risk concentrations SCR sub-modules, in particular with regard to any cliff-
edge effects and incentives for pro-cyclical investment behaviour of undertakings,
addressing the issue from different perspectives:

e Conceptual analysis of the spread and market risk concentration modules;
e Inspection of market information on downgrades and defaults;

e Impact on capital charges for spread risk and market risk concentration;

e Observed investment behaviour of undertakings.

The analysis performed as well as the conclusions obtained are briefly described
below. The more detailed analysis can be found in annex 5.3.

Conceptual analysis of downgrades concerning spread and market risk concentrations
sub-modules

5.58 EIOPA analysed the conceptual design and calibration of the spread and market
risk concentration sub-modules, seeking to identify potential sources of cliff effects
or pro-cyclical incentives. Based on the analysis performed, the design and
calibration of the spread and market risk concentrations risk modules of the SCR
standard formula seem justified and in line with a risk-based approach, taking into
account the underlying target criteria of a 99.5% VaR over a 1-year time horizon.
No evidence of excessive calibration was found.

5.59 Capital charges tend to increase as the credit quality of assets deteriorate, but this
is a reflection of their increased level of risk. No evidence was found pointing to
the existence of cliff edge effects or pro-cyclical incentives. Furthermore, it should
be highlighted that the Solvency II framework already includes a range of tools
and mechanisms aimed at mitigating potential pro-cyclical effects arising from a
risk- and market-based solvency regime, like the volatility and matching
adjustment.

Market information on downgrades and defaults

5.60 The general market movements concerning corporate bond downgrades and
defaults were assessed. Based on the current evidence, it seems that a mass
downgrade/default scenario has not materialised at this point in time. Although a
significant increase in the number of bond downgrades and, to a lesser extent, the
number of defaults could be observed in the early months following the start of

127 The scenario analysis conducted by the ESRB estimates initial losses for the European insurance sector,
which holds around one-third of the EUR 3,000bn EU corporate bond market, would range from EUR 69.0bn
to EUR 96.5bn. The additional losses, resulting from forced sales throughout the financial sector, would lie
between EUR 0.5bn and EUR 9.9bn. See ESRB, A system-wide scenario analysis of large-scale corporate
bond downgrades - An ESRB technical note, July 2020:
https://www.esrb.europa.eu/pub/pdf/system_wide_scenario_analysis_large_scale_corporate_bond_down
grades.en.pdf
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the COVID-19 crisis, those figures have receded to much more moderate numbers
in recent months.

Impact on capital charges using HIA and CIR data

5.61 The information gathered in the information requests may provide some indication
of potential cliff-edge effects due to corporate bond downgrades in the spread or
market risk concentration sub-modules.

5.62 Based on the information provided in the HIA and CIR, no specific evidence of the
existence of cliff-edge effects in the spread and concentration risk modules due to
downgrades of specific bonds can be identified. The increase in net spread risk
charges can be explained by the impact of the low interest rate environment on
the loss absorbing capacity of technical provisions. The gross figures do not give
an indication of the market being exposed to cliff-edge effects which could
potentially lead to pro-cyclical behaviour. Although for individual undertakings a
high increase in spread or concentration risk could be observed in Q2 2020, this
was the result of undertakings’ changes in investment allocations rather than a
consequence of the downgrading of bonds.

Investment behaviour of undertakings

5.63 The actual downgrading and trading activity in corporate bonds by undertakings
was analysed, aiming to assess whether such trading is driven by bond
downgrades and to identify potential pro-cyclical behaviour that could jeopardise
financial stability.

5.64 The analysis of the trading behaviour of undertakings evidences a continued net
buying of corporate bonds. This trend was interrupted in Q1 2020 but reinstated
in Q2. Undertakings tend to sell both downgraded and upgraded bonds. This trend
intensified during the crisis, but it was already present in previous years.

5.65 The sale of downgraded bonds may be triggered by capital requirements, reflecting
a de-risking behaviour by undertakings, but it may also be due to other reasons,
such as investment mandates constrained to specific rating classes. Sales of
upgraded bonds are most likely driven by the intention to realise capital gains.

5.66 The magnitude of the observed selling movement remains largely contained within
the portfolio of corporate bonds held by undertakings, without evidence that
indicates substantial pro-cyclical effects triggered by the crisis. The effects appear
to be manageable for the moment, especially where undertakings invest in well-
diversified portfolios.

Conclusions

5.67 Based on the analysis of the collected evidence, EIOPA concludes that the
downgrading of corporate bonds due to COVID-19 does not necessitate changes
to the spread and market risk concentrations sub-modules. No evidence could be
found supporting the existence of cliff-edge effects or procyclical incentives in the
design and calibration of the spread risk and market risk concentrations sub-
modules of the SCR standard formula.
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5.68 Market data indicates that the crisis has so far not led to the materialisation of a
severe downgrade scenario, and that undertakings do not seem to have changed
their behaviour in relation to the buying and selling of downgraded/upgraded
bonds. Impact assessment results also do not show evidence of significant changes
in the weight of the related capital charges since the beginning of the crisis.

5.69 Finally, it is important to highlight that results of scenario-based calculations,
estimating the macroprudential impact of mass downgrade scenarios in the
insurance sector, usually focus exclusively on the asset impact, therefore not
taking into account the range of Solvency II mitigating tools which are able to
compensate for the losses in asset values through adjustments to the insurance
liability valuation (e.g. the volatility adjustment or the matching adjustment).

5.2.5.5. Options

5.70 EIOPA identifies four options with the three non-no-change options being mutually
exclusive:

Option 1: No change

5.71 Do not alter the current SCR spread risk sub-module.

Option 2: Long-term treatment of long-term investments in bonds and loans: avoidance
of forced sales and reduced, long-term spread shocks

5.72 Analogous to the treatment of long-term equity investments in the SCR equity risk
sub-module, in accordance with Article 171a of the Delegated Regulation (see
section 2.9.), this option introduces a new category of ‘long-term investments in
bonds and loans’ subject to lower, long-term stresses to the market value of bonds
and loans due to an increase in credit spreads.

5.73 In order for a sub-set of bonds and loans to qualify as long-term investments,
similar conditions as for long-term equity investments could be imposed to ensure
that:

¢ the investments in bonds and loans and their holding period are well identified
and are part of a portfolio of assets assigned to cover a portfolio of insurance
or reinsurance obligations over the lifetime of these obligations;

e the portfolio of assets are identified, managed and organised separately from
the other activities of the undertaking and cannot be used to cover losses
arising from other activities;

e the portfolio of insurance or reinsurance obligations referred to in the second
bullet only represents part of technical provisions;

e the bonds and loans are issued or closed by companies that have their head
offices in countries that are members of the EEA;

e the average holding period of the investment in bonds and loans exceeds 5
years or no investments in bonds and loans are sold until the average holding
period exceeds 5 years;
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e the undertaking is able to avoid forced sales of each investment in bonds and
loans for at least 10 years;

¢ the investment and risk-management policies of the undertaking are consistent
with the average holding period exceeding 5 years and the avoidance of forced
sales within at least 10 years;

e where bonds and loans are held within collective investment funds, the above
conditions may be assessed at the level of the fund instead of the underlying
assets;

e where bonds and loans are treated as long-term investments in bonds and
loans, undertakings do not revert back to an approach that does not include
long-term investments in bonds and loans.

5.74 An important difference between bonds and loans and equities is that bonds and
loans usually have fixed time to maturity while equities can be held indefinitely.
This distinction does not affect the relevance of the holding-period and forced-
sales conditions (in the fifth and sixth bullet). An average holding period of 5 years
implies that undertakings would have to include - at least on average over the
lifetime of the insurance obligations — bonds and loans with a maturity exceeding
5 years in the sub-set of investments in bonds and loans. Also the avoidance of
forced sales for at least 10 years can be applied to bonds and loans. However, if
the sub-set contains bonds and loans with a maturity below 10 years - which is
likely to be the case - then these bonds and loans will automatically mature within
a 10-year timeframe.

5.75 The conditions leave ambiguity as to whether the holding period applies to
individual assets or to asset classes or whether this depends on whether the assets
are invested in directly or through investment funds.

5.76 The calibration of the lower spread shocks for the sub-set of investments in bonds
and loans can take inspiration from the reduced risk charges for bonds and loans
included in a portfolio subject to the matching adjustment:

CQs o 1 2 3 4 5 6 unrated
Reduction | 27.5% | 25% 20% | 12.5% 0% 0% 0% 0%
factor

5.77 This would allow for a reduction of the standard stresses for the sub-set of
investments in bonds and loans where the bonds and loans dispose of an
‘investment grade’ credit assessment. Given that the requirements for the use of
the matching adjustment are more restrictive, a lower reduction factor, i.e. 50
percent of the reduction for the matching adjustment, is considered appropriate
for the sub-set of investments in bonds and loans.

Pros Cons

Ensures a consistent treatment of Deviates from fundamental idea
long-term equity investments and behind SII that SCR should ensure
that market value of asset exceeds
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long-term investments in bonds and
loans.

liabilities with 99.5% certainty within
one year.

Encourages the allocation to bonds
and loans of companies in the EEA,
supporting the capital markets union
(CMU) and the real economy.

Deviating from  the market-
consistent approach to the
calculation of the spread risk charges
diminishes incentives for proper risk-
management.

Setting capital requirements for spread
risk below the value based on 99.5%
certainty within one year reduces the
strength of guarantees, undermining
the protection of policyholders, also
because there is no evidence to
support that long-term credit risk is
lower.

Further encourages allocations to fixed
income assets at the expense of other
asset classes, like equities and real
estate.

Increases the burden on supervisory
authorities, which have to review
compliance with the conditions for
treating bonds and loans as long-term
investments.

Increases the compliance costs of
undertakings both  directly and
indirectly, due to the higher costs of
supervision.

Option 3: Long-term treatment of long-term investments in bonds and loans: hold-to-

maturity conditions and spread risk charge based on increase in fundamental spreads

5.78 Option 3 is the same as option 2 with the following two modifications:

1) The conditions relating to the average holding period and the avoidance of

forced sales are replaced by the following:

e the average maturity of the investments in bonds and loans over the lifetime

of the pension obligations exceeds 5 years;

e the solvency and liquidity position of the insurance or reinsurance undertaking,
as well as its strategies, processes and reporting procedures with respect to
asset-liability management, are such as to ensure, on an ongoing basis and
under stressed conditions, that it is able to hold to maturity each investment in

bonds and loans;

For the investments in bonds and loans to qualify as long-term investments, each
investment in bond and loans has to be held until the bond or loan matures. Under
option 2 voluntary sales would be possible as long as the average holding period
exceeds 5 years. The rationale is that undertakings are not affected by changes in
credit spreads when the bonds or loans are held to maturity, provided that there

is no default event before the bonds or loans mature.
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2) In line with this rationale, the spread risk charge for the sub-set of
investments in bonds and loans is calculated by means of shocks to the risk-
corrected spread, representing only losses due to expected downgrades and
defaults. Similar to option 2, the calibration of the risk-corrected spread
shocks can be based on the spread shocks applied to bonds and loans included
in a matching portfolio, in accordance with Article 181 of the Delegated
Regulation. As such, the spread shocks would be derived as a fixed percentage
of the standard spread charges:

CQs 0 1 2 3 4 5 6 unrated
% of 72.5% | 75% 80% | 87.5% | 100% | 100% | 100% 100%
standard
stresses

5.79 Given that the requirements for the use of the matching adjustment are more
restrictive, the higher fixed percentages are considered appropriate for the sub-
set of investments in bonds and loans compared to the fixed percentage applied
for the spread risk charge relating to matching adjustment portfolio.

Pros

Cons

Ensures a consistent treatment of
long-term equity investments and
long-term investments in bonds and

Deviates from fundamental idea
behind SII that SCR should ensure
that the market value of asset

loans. exceeds liabilities with  99.5%
certainty within one year.

Encourages the allocation to bonds Deviating from the market-

and loans of companies in the EEA, consistent approach to the

supporting the capital markets union
(CMU) and the real economy.

calculation of the spread risk charges
diminishes incentives for proper risk-
management.

Setting capital requirements for
spread risk below the value based on
99.5% certainty within one year
reduces the strength of guarantees,
undermining the protection of
policyholders, also because there is
no evidence to support that long-
term credit risk is lower.

Further encourages allocations to
fixed income assets at the expense
of other asset classes, like equities
and real estate, potentially resulting
in a race to the bottom of capital
charges for different asset classes.
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Increases the burden on supervisory
authorities, which have to review
compliance with the conditions for
treating bonds and loans as long-
term investments.

Increases the compliance costs of
undertakings both directly and
indirectly, due to the higher costs of
supervision.

Option 4: Reflection of a dynamic VA in the standard formula for bonds and loans
covering illiquid/predictable liabilities

5.80 Where undertakings have illiquid liabilities and these are covered by bonds and
loans, it can be argued that these investments carry lower spread risks as
undertakings are less exposed to forced sales of bonds and loans.

5.81 Such argument can be extended to the calculation of the spread risk charge for
bonds and loans by allowing undertakings, which make use of the volatility
adjustment, to apply a dynamic VA in the spread risk sub-module for bonds and
loans. This would be implemented by either allowing undertakings to apply a re-
calculated VA after stress, implying a recalculation of technical provisions post
stress or by reducing the spread risk factors directly (e.g. applying reduction
factors equal to the general application ratio) to the calculated capital requirement
for spread risk on bonds and loans. As this option is linked to the functioning and
purpose of the VA, this option is not further developed in this section. For further
details on a dynamic VA for the standard formula see section 2.4.7.

Evaluation of options

5.82 The aim of introducing a long-term treatment of fixed income assets in the SCR
spread risk sub-module would be to support the capital market union (CMU) and
the European economy. EIOPA doubts whether undertakings are dis-incentivised
to invest in fixed income assets, considering that the overwhelming majority of
undertakings’ investments is already allocated to that asset category. On the one
hand, this is a sign that Solvency II is successful, stimulating investments in asset
classes that best match liabilities. On the other hand, Solvency II may already be
over-incentivising fixed income investments, because of the allowance of
adjustments in the valuation of the best estimate of technical provisions, the
relatively mild calibration of the spread risk charges on bonds and loans and, last
but not least, the zero spread risk charges on Member States’ government bonds.

5.83 A long-term treatment would also be inconsistent with the fundamental principle
underlying Solvency II that the SCR should ensure that the market value of assets
exceeds the market value of liabilities with 99.5% certainty within one year.
Relinquishing that principle diminishes incentives for proper risk management and
reduces the certainty-level of guarantees offered to policyholders, jeopardising
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consumer protection. EIOPA also has no evidence that would support lower spread
risk calibrations for long-term investments in bonds and loans.

5.3. Property risk

5.3.1. Relevant legal provisions

Solvency II Directive

5.84 Article 105(4)(c) defines the property risk sub-module of the SCR standard
formula.

Delegated Regulation

5.85 Recital 61 and Article 174 specify the calculation of the property risk sub-module.

5.3.2. Identification of the issues

5.86 The current regulation sets in the standard formula a uniform shock of 25% for
real estate risk across the European Union, even though real estate market
behaviour may differ, sometimes significantly, from one Member State to another.

5.87 The current calibration was constrained by the availability of real estate annual
return observations where the only source of deep and sufficiently frequent data
was available for the UK market, market deemed to be the most volatile one in
Europe and thus potentially not representative for this risk in other countries.

5.88 Therefore, several stakeholders are claiming this single shock is inappropriate in
terms of risk sensitivity and excessively high for European markets other than the
UK.

5.89 Another related criticism is the absence of recognition of diversification (both
geographical and about the exposure or sectoral type - i.e. commercial vs
residential) within real estate portfolios this single-shock approach implies.

5.3.3. Analysis

5.3.3.1. Considered policy options

5.90 Taking the aforementioned limitations into consideration, as well as the impending
finalization of the Brexit process, EIOPA reviewed the calibration of the property
risk capital charge in the Solvency II standard formula. The following policy options
have been considered:

1. Status quo (no change);

2. Calibration of one single common shock not relying only on UK data: with
other countries data depending on their availability.
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5.3.3.2. MSCI and ECB indices

5.91 As a first step, EIOPA carried out an analysis of available property indices, to
identify which data sources could be used for the purpose of the calibration work.
Although the situation has improved compared to the original calibration, access
to data continues to present important limitations. Indeed, in addition to the
difficulty to obtain sufficiently long time series for all EEA countries, it is also
difficult to find reliable information split by the type of exposure
(commercial/residential).

5.92 EIOPA obtained data from two data sources: MSCI and ECB.

5.93 MSCI indices (Source: MSCI Real Estate, Global Intel): MSCI acquired the
Investment Property Databank (IPD) in 2012. It produces valuation-based indices
(VBI) and transaction-linked indices (TLI). The VBI indices are deemed to
underestimate the volatility of prices because of smoothing and lagged phenomena
in the estimation process (e.g. due to subjectivity in the estimation), in addition
to the issue that valuation approaches may differ between countries. TLI indices
are mainly affected by the issue that actual transactions are too infrequent to be
used as a basis for reliable indices. To address this issue, MSCI created an
interpolation method (hedonic regression) to generate quarterly and monthly data
series from past transaction prices. Where information is missing, valuation values
may be used instead of the actual transaction prices, which raises similar issues
as for VBI indices. The second limitation is that the quality of the regression is
largely dependent on the number of actual observations.

5.94 ECB indices: Real estate data is used by ECB for macro-economic, micro-prudential
and systemic risk purposes. ECB publicly shares various real estate data through
its Statistical Data Warehouse (ECB-SDW). Commercial property exposures from
the ECB-SDW are only shared at euro area level, no breakdown at country level is
freely available as parts of the data are coming from commercial data providers
who contractually forbade its dissemination outside of the ECB. Therefore, it was
not possible to use this series for this recalibration exercise. Residential property
exposures, stemming from public and private sources, are available at both euro
area and country levels. The data series chosen for the recalibration is designated
by the acronym RESR (Real Estate Statistics — Residential property; the previous
series RPP — Residential Property Prices - is discontinued since 2019). From this
series, all residential property types, as well as all dwelling types, new and existing,
were considered. The index reflects variations in transaction values.

5.95 EIOPA obtained MSCI data covering 17 countries, in most cases on an annual
series. Lack of underlying volumes is the main justification for the absence of data
for the remaining countries. ECB data was available for all the EEA countries except
Iceland (i.e. 30 countries), in most cases on annual and quarterly series, and less
often on bi-annual series.

5.96 Following the general Solvency II approach of calibrating annual shocks based on
99.5% quantiles, the 0.5% most negative annual return from indices is sought.
However, the fact that for many countries data is available only from 1999 to 2019
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at a quarterly frequency (i.e. 81 data points) or annual frequency (i.e. 21 data
points) makes this approach impossible.

5.3.3.3. Ad-hoc information request

5.97 In addition to the analysis previously described, EIOPA also collected data on
indirect real estate exposures through the ad-hoc information request launched in
October 2019.

5.98 The request focused on exposures to indirectly held property assets (i.e. certain
assets allocated to CIC 4 - Complementary Identification Code - which are subject
to the property risk sub-module shock excluding direct property investments).
Undertakings were requested to report the SII value of the exposures per country
(EEA as well as non-EEA countries) where the property is located and per type
(commercial or residential), only where the value of indirectly held property assets
exceeded 20% of the overall value of property assets.

5.99 The analysis of the quantitative reporting templates (QRTs) using CIC codes
indicated that indirect real estate exposures represent a much larger share of
investments than direct exposures. At end-2018 and excluding undertakings
headquartered in the UK, direct exposures amounted to EUR 141.7 billion whereas
the indirect exposures represented EUR 622.3 billion. Unfortunately, from the QRT
information it is not possible to split the exposure by country of location of the
investment or by type of property (commercial or residential).

5.100 Through the October 2019 data collection, undertakings reported total indirect
exposures of 52.2 billion EUR, which represented only 8.4% of the estimated
universe. The vast majority of the indirect exposure reported (about 45 billion
EUR) referred to commercial property. The geographical split of the sample of
indirect exposures diverged materially from that observed for the direct exposures
collected from the QRTs.

5.101 Because of those divergences and clear concerns regarding the
representativeness of the sample data collected, no reliable revised calibration
work could be made based on this data.

5.3.3.4. Property risk in light of Covid-19

5.102 The quarantine measures in response to the Covid-19 pandemic brought EU
economic activity to a halt for several weeks, and despite actions taken by
governments to address the negative effects, businesses viability is now tested. In
particular, the OECD indicated in a study published in June 2020 that a 12% of
SMEs are at risk of failure, because of Covid-19. Moreover, economists from the
European Commission have projected during summer 2020 an economic
contraction in EU of 8.3% for 2020, which is significantly greater than the figures
calculated earlier during the year. Besides, growth in 2021 will be less robust than
initially projected, which lead to a grey picture of the EU economy for the months
to come.
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5.103 In particular, the economic downturn will have an important effect on the
unemployment levels across EU Member States. For the OECD, unemployment is
projected to reach nearly 10% in OECD countries by the end of 2020, up from
5.3% at year-end 2019, and to go as high as 12% should a severe second
pandemic wave hit. A jobs recovery is not expected until after 2021.

5.104 The impacts from Covid-19 are yet to be seen in a property market context as
transactions generally follow a due diligence process and are not as liquid as the
public stock exchange market. The property indexes are therefore not a reliable
source yet to assess the impact of the pandemic on property values.

5.105 Nevertheless, whilst the costs of travel bans, supply chain disturbance and job
loss are still developing, one can still try to set out considerations on the impact
the pandemic may have on the property market.

5.106 Concerning residential real estate, many academic studies over time have
shown a clear link between population’s unemployment fluctuations and residential
property values’ movements. A study published in 2018 managed to estimate that,
when the unemployment rate increases from 5% to 8%, the housing price falls by
11 % and the sales volume falls by 5%. The forecasts published by the OECD
indicate that a two-wave scenario could at least result, on average in the EU, in
an increase of unemployment rate from 6.2% at end-2019 to 9.6% at end-2020.
Therefore, one could expect a significant decrease of residential real estate values
in the EU.

5.107 Concerning commercial real estate, the debate about the role of the office will
most probably intensify. Moreover, the risk of business failures, when the
government support safety net is removed, will be raised. This should lead to a
rise in vacancy rates and rent corrections, which will affect commercial real estate
values. Here also, the rise in unemployment should significantly influence the
necessity and thus prices of commercial real estate.

5.3.3.5. Internal Model calibration

5.108 As part of the calibration work, EIOPA also assessed how Internal Model users
calibrate Property risk for the calculation of the SCR. The latest available results
refer to the YE2018 Comparative Study on Market and Credit Risk Modelling
(EIOPA-19/634 from 19/12/2019).

5.109 The study indicates that internal model firms apply a relatively wide variation in
risk charges for property risk when compared with other risks (e.g. equity). The
analysis of the results considering all undertakings in the sample of the study
suggests that the calibration of Property risk in the standard formula is
appropriately reflecting the envisaged VaR 99.5% over 1-year time horizon, for
different types of exposures.
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5.4. Correlation matrices
5.4.1. Extract from the call for advice

3.5. Capital Market Union aspects
[..]

As regards the correlation matrices, EIOPA is asked to assess the appropriateness
of the structure of the (sub-) modules and the calibration of correlation parameters
used in the Solvency Capital Requirement standard formula. Any advice to change
the calibrations should be based on quantitative models and evidence. In
particular, the correlations within market risk, as well as the correlation between
lapse risk and the different market risks should take into account potential advice
on market risk recalibrations.

5.4.2. Previous advice
5.110 Not discussed in SCR Review, need to refer to CEIOPS advice in 2010.

5.4.3. Relevant legal provisions

Solvency II Directive

5.111 Annex 1V, setting out the Calculation of the Basic Solvency Capital Requirement,
includes the correlation matrix between risk modules.
Delegated Reqgulation

5.112 Set out correlation parameters between sub-modules within each risk module
as referred to in the Solvency II Directive. In particular, correlation coefficients
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between market risk sub-modules which fall under market risk are defined in
Article 164.

5.4.4. Identification of the issues

5.113 EIOPA has focused its analysis on the market risk correlations since here
sufficient and representative market data to analyse the dependence structure is
available. EIOPA has not analysed other correlations due to the scarce and
inappropriate data availability.

5.4.4.1. Policy issue 1: Overall structure of the market risk correlations

5.114 EIOPA has assessed the overall structure of the market risk correlations
following CEIOPS 2010 empirical model. The analysis shows that the empirically
estimated market risk SCR is significantly higher than the theoretical SCR implied
by the current market risk correlation structure. However, this underestimation
seems mainly to be driven by the current underestimation of the interest rate risk
than a systematic underestimation of the market risk correlation parameters.

5.4.4.2. Policy issue 2: Two-sided correlation parameter with interest rate
risk

5.115 1In the current regulation, there is a two-sided correlation with interest rate risk
for the market risks equity, property and spread risk. The correlation parameter
depends on the individual interest rate risk exposure. Specifically, it takes the
value 0.5 if the undertaking is exposed to the interest rate down scenario and zero
if it is exposed to the interest rate up scenario. CEIOPS justified the two-sided
correlation with economic arguments and empirical data. While the two-sided
correlation might increase the risk-sensitivity of the standard formula, it also
introduces additional complexity and potentially some disincentives from the risk
management point of view.

5.116 The appropriateness of the two-sided correlations and the corresponding
correlation parameters have been assessed by analysing most recent relevant
market risk data.

5.117 The empirical data clearly confirms the two-sided correlation for the interest
rate and equity risks. For the interest rate and spread risks, the two-sided
correlation can be confirmed too, particularly for the higher percentiles in the joint
tail. Accordingly, there is sufficient evidence to keep the two-sided correlation
structure in the market risk module.

5.4.4.3. Policy issue 3: Size of the correlation parameter between spread
and interest rate down risks

5.118 The size of the correlation parameter between spread and interest down risks
has been reassessed from the perspective that large interest rate decreases might
not occur at the same point in time as large spread widening. Moreover the
recalibration of the interest rate risk module motivates a reassessment of this
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correlation parameter as the relative weight between the interest rate and spread
risks within the market risk module will change.

5.119 The performed empirical analysis provides evidence for a moderate tail
correlation between interest rate down and spread risks.

5.4.5. Analysis

5.4.5.1. Policy issue 1: Overall structure of the market risk correlations

5.120 The overall structure of the market risk correlations is assessed by estimating
the empirical model by CEIOPS 2010 with more recent financial market data. The
general idea is to compare the diversification benefit of the empirical model with
the diversification benefit, which is implied by the current market risk correlation
matrix.

Estimating the diversification benefit for market risk

5.121 An average European firm with a standalone market risk SCR of 100 has the
following composition of its market risks submodules according to EIOPA QRT data

in 2018
Interest rate risk 10
Equity risk 37
Property risk 10
Spread risk 28
Currency risk 8
Concentration risk 7.

The empirical model

5.122 For this firm an empirical SCR is calculated by approximating its individual
market risks with specific market risk proxies and then the empirical diversification
benefit is calculated as

. L. SCR empirical
5.123 Divempirical = 1 _ = "markel (1)

5.124 The following market risk proxies with daily observations are used to
approximate the individual market risks. The proxies are similar to those used by
CEIOPS. The main difference is that more EUR instead of UK data has been used.

Interest rate risk DEM/EUR 10Y swap data from 1987-2019
Spread risk Spreads to gilts on UK AA rated 10 year corporate
bonds from 04/2002 until 05/2019
Equity risk MSCI World Index from 1998 until 2019
Currency risk EUR/USD currency exchange from 1999 until 2016
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5.125 The overlapping data period consists thus of daily data from 04/2002 until
31/05/2019.

5.126 The calculation of the empirical market risk SCR was conducted by mainly
following CEIOPS empirical model below.

5.127 (CEIOPS 2010, p.45) “The steps to produce the model are as follows:
1. Obtain a set of indices for the risks to which the company is exposed.
2. Calculate the year on year percentage change for each of these indices.

3. Multiply the value derived in point 2 by a factor designed to reflect the
normalised capital required on a standalone basis in respect of that risk. So,
for example, the observed 99.5th percentile year on year change for property
is -25%. For the typical QIS4 firm we expect 8.4% of total capital to be in
respect of property risk, so we multiply each year on year change in the
property index by a factor of 100 * -8.4%/25%. 100 is the normalising value.
Performing this will ensure that the undiversified sum of the 99.5% VaR
capital levels for all risks is 100.

4. For each observation, sum the capital required to get a total capital
requirement for that observation.

5. Order the observations by total capital requirement” and calculate the
empirical 99.5% quantile.

5.128 The only difference to the CEIOPS model is the slightly different approximation
of interest and spread risk. Instead of calculating a relative change as in step 3
above, a duration based approximation is used where the two risks were
approximated by calculating the annual absolute changes of the corresponding
proxies and multiplying these by the modified duration'?®. The duration-based
approximation seems sensible for two reasons. First, it can better cope with very
low and potentially negative interest rate and spread levels. Second, this is the
typical approximation, which is used to approximate the relative change of a fixed
income instrument and the approximation, which was used for calculating the
capital charges for spread risk. Apart from this change in calculation step 3 for the
two risks above, the same calculation procedure is applied. For the two-sided risks,
interest rate and currency risk, the larger of the absolute empirical shocks is used.

5.129 The theoretical calculation

5.130 For the individual (standalone) market risk SCR values from above the market
risk SCR which is implied by the correlation matrix from Article 164 of the
Delegated Regulation is calculated by

SCRuarker "¢ = [T SCR; * SCR; p; ; (2),

128 A conservative modified duration of 10 years was assumed for spread risk. For interest rate risk, a
negative duration gap of 5 years was assumed. But different values for the duration gap do not
significantly affect the overall amount of the empirical SCR
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5.131 where SCR; is the average SCR for market risk i (e.g. 29.36 for interest rate risk)
and p; ; is the correlation matrix.

5.132 Given this theoretical market risk SCR the empirical diversification benefit can
be calculated by

theoretical

Diptheoretical — 1 _ SCRmarket
100

(3).

5.133 If the theoretical and empirical SCR are close to each other, one could argue
that the correlation matrix is (broadly) consistent the one-year 99.5 VaR stress.

Results

5.134 The results of the empirical model are shown in the following table. In the
empirical model, the interest rate down and the currency down scenario were the
driving scenarios with the larger shocks in absolute terms.

5.135 One can observe that the empirical SCR is significantly higher than the
theoretical SCR and thus the empirical diversification benefit is significantly lower
than the theoretical diversification benefit.

Table 1 — Comparison of the empirical and theoretical diversification benefit

SCR theoretical

SCR empirical

Theoretical
diversification
benefit

Empirical
diversification
benefit

77.10

84.6

22.9

15.4

Source: Refinitiv

5.136 As a sensitivity analysis the same calculations (with recent data) as above have
been performed using the former market risk composition at QIS 4, see the
CEIOPS 2010, p. 345. The main difference are the different weights for the interest
rate and spread risk where in QIS 4 the interest rate risk had a weight of 29 and
spread risk a weight of 11.

Table 2 Comparison of the empirical and theoretical diversification benefit
using CEIOPS data for the market risk composition.

SCR theoretical

SCR empirical

Theoretical
diversification
benefit

Empirical
diversification
benefit

76.45

80.75

23.55

19.25

Source: Refinitiv

5.137 One can observe in table 2 that the difference between the empirical SCR and
the theoretical SCR is lower than with the current market risk composition in table
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1, but the empirical diversification benefit is still higher than the theoretical
diversification benefit implied by the current correlation matrix.

5.138 Finally, the same calculation has been performed using the market risk
composition from table 2 and the market risk correlation matrix, which was
originally proposed by CEIOPS in 2010. This correlation matrix contained a higher
pair-wise correlation for concentration and currency risk (both proposed values
were 0.5 for all pair-wise correlations with concentration and currency risk).

Table 3 Comparison of the empirical and theoretical diversification benefit
using CEIOPS data for the market risk composition and the proposed
correlation matrix

SCR theoretical

SCR empirical

Theoretical
diversification
benefit

Empirical
diversification
benefit

81.94

80.75

18.06

19.25

Source: Refinitiv

5.139 From table 3 one can observe that the difference between the theoretical SCR
and the empirical SCR is small and that the theoretical diversification benefit is
slightly more conservative than the empirical diversification benefit.

5.140 The main reason from the large overestimation of the diversification benefit in
table 1 is the inappropriate weighting of the market risk compositions for interest
rate and spread risk, which is primarily the result of the current inappropriate
interest rate risk measurement of the standard formula. Table 1 and table 2
indicate that the current correlation matrix might also slightly overestimate the
diversification benefit in comparison to the originally proposed correlation matrix
by CEIOPS.

5.141 However, the conclusion from the analysis above is that the overall structure of
the market risk correlations is not systematically inappropriate. This is because
the large part of the overestimation of the diversification benefit can be accounted
by the current inappropriate average weightings for the interest rate risk and
spread risk within the market risk module. Moreover, no appropriate data was
available to analyse the pair-wise correlations with concentration risk.

5.142 Hence, EIOPA has not further analysed and reassessed all market risk
correlations in detail, but has focused on the two-sided correlations with interest
rate risk.

5.4.5.2. Policy issue 2: Two-sided correlations with interest rate risk
Empirical analysis

5.143 EIOPA has analysed the appropriateness of the two-sided correlations by a
graphical data cutting analysis. In this analysis, annual overlapping relative
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changes of the above-mentioned market risk proxies for equity, spread and
interest rate risk were compared. The data period ranges from 2002 until 2019 as
above. As the Solvency II correlation parameters represent tail correlations, the
particular focus of the graphical data cutting analysis is to have a closer look on
the data points in the tail. That is the graphical analysis relies on the upper/lower
percentiles (90th,95th,99th, 99.5th percentile for the correlations with an interest
rate up exposure and the 10th, 5th, 1th, 0.5th percentile for the interest rate down
exposure respectively).

5.144 Figure 1 displays the dependence structure of the relative equity and interest
rate changes. The 90th percentile (10th percentile) and the 95 percentiles (5th
percentile) are included in this figure. The 99 percentile (1th percentile) and the
99.5th percentile (0.5th percentile) were not plotted since no joint data points for
equity and interest rate were observed. Specifically, the lower red rectangle in
figure 1 indicates data points, which are below the empirical 5th percentile of the
relative annual interest rate changes and the empirical 5th percentile of the
relative annual equity changes. These data points represent data points in the tail
for an interest rate down exposure and a fall in equity prices and are thus suited
to analyse the dependence between the interest rate down and the equity risk.
The same interpretation holds for the other percentiles rectangles.

5.145 From figure 1, one can observe that there is a clear dependence of interest rate
and equity movements in the lower tail, the red and green rectangle in the bottom
left corner. On the other hand, one cannot observe any data points in the upper
left corner, which would represent the dependence of interest rate up movements
and a fall in equity prices. These observations are in line with the finding by CEIOPS
2010 and justify the two-sided correlations between interest rate risk and equity
risk.

5.146 Figure 2 and figure 3 display the dependency structure of the interest rate and
spread movements for the EUR spreads and the GBP spreads, respectively.
Although the two-sided dependence structure is a bit weaker than for equity and
interest rate risk, either graphical data cutting analysis still supports a two-sided
correlation, particularly for the higher percentiles. Hence, the data cutting analysis
confirms a zero correlation for the dependency between spread and interest rate
up risks.
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Figure 1 - Relative changes of the EUR Swap rate and the MSCI world Index. The relative change for the
interest rate is estimated as 10*(absolute change), following the same duration-based approximation
above. The red rectangles represent data points below the joint empirical 5th percentile and above the
95/5 percentile. The green rectangle represents data points below the joint empirical 10th percentile and
above the 90/10 percentile. Source: Refinitiv.
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Figure 2 - Relative changes of the (EUR spreads 10Y) spread risk proxy and the EUR RFR 10Y interest rate
proxy. The red rectangles represent the (joint) empirical 80/20 percentile, the green rectangles represent
the (joint) empirical 85/15 percentile, the blue rectangle identifies the (joint) 90/10 percentile and the light
blue rectangle the (joint) 95/5 percentile.Source: Refinitiv.
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Figure 3 - Relative changes of the (GBP spreads 10Y) spread risk proxy and the GBP RFR 10Y interest rate
proxy. The red rectangles represent the (joint) empirical 80/20 percentile, the green rectangle represents
the (joint) empirical 85/15 percentile, the blue rectangle identifies the (joint) 90/10 percentile and the light
blue rectangle the (joint) 95/5 percentile. Source: Refinitiv.
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5.4.5.3. Policy Issue 3: Size of the correlation parameter between spread
and interest rate down risks

Analysis

5.147 When analysing the dependence structure between different risks for the
purposes of the Solvency II SCR calculation it is very important to note that one
has to assess the dependence structure in the tail of the joint distribution.
Accordingly, the methodologies at hand 129exclusively aim at assessing the tail
correlation between spread and interest rate risk and not the general dependence
structure between the two risks. In the analysis of the tail correlation, a particular
challenge is to strike a balance between the representativeness of the tail event
and statistical estimation stability. As real tail events occur rarely, only few data
points are representative for a tail event. On the other hand, the fewer data points
are used in an estimation the less stable and robust the statistical estimation is.

5.148 For all methodologies at hand, the input data consists of the year on year rolling
rate changes of the spreads and corresponding interest rates.

5.149 Instead of calculating a relative percentage, a duration-based approximation is
used for the analysis of the spread and interest rate risk correlations. Here the
annual overlapping percentage changes are approximated by calculating the
annual absolute changes of the corresponding proxies and multiplying these by
the modified duration of 10 years. The duration-based approximation seems

129 The applied methodologies are mainly based on the methodologies applied by CEIOPS to assess the
correlation between equity and interest rate risk.
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sensible for two reasons. First, it can better cope with very low interest rate and
spread levels and particularly negative interest rate levels. Second, this is the
typical approximation, which is used to approximate the relative change of a fixed
income instrument and the approximation, which was used for calibrating the
capital charges for spread risk.

Data

5.150 The following market risk proxies with daily observations are used to
approximate the spread and interest rate risk.

e interest rate risk proxy 1: EUR 10Y RFR data from 01/1999-08/2020
(denoted as EUR_RFR_10Y)

e interest rate risk proxy 2: : GBP 10Y RFR data from 01/1999-08/2020
(denoted as GBP_RFR_10Y)

e spread risk proxy 1: 10 year EUR AA Corporate Bond spreads relative to the
EUR risk-free curve (RFR) from 04/2002-08/2020 (denoted as
EUR_spreads_10Y)

e Spread risk proxy 2: Spreads to gilts on UK AA rated 10 year corporate
bonds relative to the GBP RFR from 04/2002-08/2020 (denoted as GBP_
spreads_10Y)

5.151 For each pairwise correlation analysis, the overlapping data period is considered.
This gives us one joint data set for the EUR and one for the GBP. Given that, the
spread risk data sets have the shorter data history, all data sets contain thus
observations from 04/2002 until 08/2020.

5.152 Note that the standard formula interest rate risk measures the risk a firm is
exposed towards changes of the risk-free interest rate term-structure. A good
proxy for spread risk measures spreads relative to the corresponding RFR. As most
undertakings in the EEA are exposed to the changes of the EUR RFR and EUR
corporate bond spread changes, the joint data set EUR_spreads_10Y vs
EUR_RFR_10Y is considered the more representative data set to capture the
dependence structure between interest rate and spread risk in the Solvency II
standard formula.

Methodologies

5.153 (Empirical tail correlation and conditional quantile exceedance) Following the
graphical data cutting analysis, the empirical (Pearson) correlation is calculated for
the data points in the identified tail. Data points outside the corresponding
rectangle are cut and not considered in the calculation. That is, the empirical
correlation is calculated only with a limited number of observations, which are
deemed representative for the considered tail risk. As the empirical correlation
consists of only paired observations in one specific tail, it is not important to
identify the sign, but only the size of the correlation parameter. Accordingly, the
absolute value of the empirical correlation is considered as the relevant measure
for the dependence in the corresponding tail. The conditional quantile exceedance
(CQE) is calculated as an additional tail dependence measure. This can be
calculated with historical data by
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Number of paired observations in the p percentile ( 1)

CQE(p) = p- Total number of observations

Intuitively the CQE (p) yields the share of the p% worst data points in respect to
a specific risk, here substantial spread widening combined with substantial
decreasing (increasing) interest rates. By selecting the percentile p* such that
CQE(p*) is 0.5 % ensures that the empirical probability of observing higher
annual credit spreads changes and lower (higher) interest rate changes is 0.5%.
Theoretically the percentile p* is thus the appropriate percentile for the tail
correlation for the SCR calculation as this in line with the 99.5 % (0.5 %) VaR
calibration of the individual underlying risks.

5.154 (Rolling empirical tail correlation) The data points in the empirical tail
correlation methodology in 3.1 stem from only a few events (e.g. the financial
crisis, large decrease in interest rates in 2014). Nonetheless, the calculation in 3.2
contains paired observations from different years and there might be some
diversification effects across years. Moreover, the calculation of a tail correlation
including observations from different years would theoretically not be in line with
the one-year time horizon under Solvency II.

Therefore, a rolling yearly tail correlation is calculated in addition. The calculation
is as such that in the first step the p percentile, (1-p percentile), of the individual
risk is calculated including the total number of observations. In the second step,
the data is cut for each observation year according to the calculated p percentile.
So for each year, the empirical tail correlation is calculated provided there is a
sufficient number of paired observations in the p percentile for that year. If the
number of paired observations is too low or paired observations in the
corresponding tail do not exist for the given year, the tail correlation is not
calculated, as the corresponding year would not represent a tail event.

5.155 As an example, let us say in year 2007 there are 25 observations in the 80
percentile and in year 2010 there is only one observation. The empirical rolling tail
correlation methodology would calculate the empirical correlation of the 20 data
points in 2007, this would be the rolling tail correlation for year 2007. For year
2010, no empirical tail correlation can be calculated since there are not sufficient
observations.

5.156 The empirical (rolling) correlation methodologies in 5.40 and 5.41 have in
common that only a few number of representative paired observations are used to
derive a measure for the tail.

5.157 The following two methodologies will instead use the entire historical data
history to derive a tail correlation.

5.158 (Implied correlation from the empirical model) The empirical model by CEIOPS
(CEIOPS 2010, p.45) is used to derive the implied tail correlation between interest
rate and spread risk. The empirical model was presented above. In the analysis of
the pairwise correlation, it is assumed that a firm is only exposed to these two
risks with a specific weight. Then the empirical market risk SCR is calculated for
that firm according to the empirical model in the first step. In the second step, the
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implied correlation is calculated as such that the SCR using the correlation matrix
coincides with the empirical SCR.

Let SCRyarketemp denote the empirical market risk SCR calculated from the
empirical model above and let w denote the weight the firm is exposed to spread
risk and 1 — w the weight the firm is exposed to interest rate risk. Normalising
the undiversified market risk SCR to 100 implies that the spread risk and interest
rate risk SCR are given by SCRgp;eqq = @ - 100 and SCRiprerest = (1 — w) - 100.

The implied correlation between spread and interest rate risk is then calculated
by inverting the Solvency II standard formula market risk correlation formula.
Let p™P!ed he the implied correlation, then this is the solution of the following

TS

equation

lied
SCRmarket,emp = \/SCRszpread +2- SCRspread ' SCRinterest ' ngp v + SCRiZnterest . (2)

Solving this, one obtains

2
implied __ SCRmarket,empz_(100'0))2—(100'(1—0))) (3)
.S 2-100-w-100-(1-w) '

5.159 (Copula methodology) The methodology works as such that the humber of data
points in the tail of the joint empirical distribution is compared to the expected
number of data points implied by a simulated Gaussian copula with empirical
marginal distributions and a correlation coefficient p in the same tail. 130 The tail
is identified as such that the conditional quantile exceedance (CQE) is 0.5%.

5.160 The number of expected data points implied by the Gaussian copula with
empirical distributions as marginal distributions should not be lower than the
number of observed worst data points in the tail. This ensures that the correlation
parameter does not underestimate the observed dependence structure in the tail.
Put differently, the analysis should ensure that the weight of the data points in the
tail of the joint distribution is not lower than that predicted by a Gaussian copula.
Ideally, the expected number of data points should coincide or be close to the
number of observed data points in the tail. Assessing the size of the correlations
parameters by a Gaussian copula methodology is in line with the theoretical
concept of linear correlations in the standard formula.

Results

5.161 Table 4 shows the empirical correlation and conditional quantile exceedance
(CQE) for different percentiles along with the humber of paired observations in the
corresponding percentile.

130 The simulation of the Gaussian copula with empirical marginal distributions works as follows. In a
first step, random variables are generated from a bivariate normal distribution with mean u and
covariance matrix . In a second step, these random variables are converted into uniformly distributed
random variables by applying the (standard) normal distribution function to them. Finally, the empirical
quantile function is used to simulate the risks where the uniformly distributed random numbers
determine the p-percentile in the empirical quantile function.
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One can see from table 4 that the EUR_spreads_10Y vs EUR_RFR_10Y data set
shows that there is a high dependence between interest rate decreases and spread
widening for lower percentiles, particularly the 80 and 85 percentile. However, the
percentiles which are more representative for a tail event, the 90 percentile and
the p* percentile resulting in a conditional quantile exceedance of 0.5%, support
a moderate tail correlation instead. The GBP_spreads_10Y vs GBP_RFR data set
indicates a higher dependence in the lower right tail and supports the current
correlation of 0.5.

Table 4: Empirical tail correlation (absolute value) and CQE for the EUR and GBP data set. The tail
correlation and CQE is calculated for the percentiles 80%, 85% and 90 %. The percentile p* which results
in a CQE of 0.5% is highlighted in green. Source: Refinitiv.

Dataset Percentile Empirical Conditional Number of
correlation) quantile paired

exceedance observations
CQE in percentile

EUR_spreads_10Y | 80% 0.656 0.0496 225

vs EUR_RFR_10Y

EUR_spreads_10Y | 85% 0.586 0.0315 143

vs EUR_RFR_10Y

EUR_spreads_10Y | 90% 0.26 0.0097 44

vs EUR_RFR_10Y

EUR_spreads_10Y | 91.25% 0.10 0.005 23

vs EUR_RFR_10Y

GBP_spreads_10Y | 80% 0.151 0.035 143

vs GBP_RFR

GBP_spreads_10Y | 85% 0.101 0.0368 160

vs GBP_RFR_10Y

GBP_spreads_10Y | 90% 0.295 0.022 97

vs GBP_RFR_10Y

GBP_spreads_10Y | 95.3% 0.719 0.005 23

vs GBP_RFR_10Y

5.162 The rolling correlation analysis in table 4 indicates that the most paired
observations stem from the period of financial crisis in 2008 and 2009. Moreover,
table 2 indicates that the high correlation for the 80 and 85 percentile for the
EUR_spreads_10Y vs EUR_RFR_10Y data set in table 1 resulted from different
observation years. This is because the tail correlation across years is substantially
lower than the correlation in table 1 for the considered percentiles. Overall, table
2 supports a moderate tail correlation, particularly for the most representative tail
event in 2008.

Table 5a: Rolling tail correlation (absolute values) and CQE for different data sets. The rolling tail
correlation is calculated for the percentile 80%. Only periods where the number of paired observations in
the tail exceeds 20 are shown. Source: Refinitiv.
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Dataset year P=80% | P=80 %: P=80 %:
: Number of | Conditional
empiric | paired quantile
al observation | exceedance
correlati | s in the tail
on

EUR_spreads_10Y | 2008 0.177 76 0.017

vs EUR_RFR_10Y

EUR_spreads_10Y | 2009 0.110 76 0.017

vs EUR_RFR_10Y

EUR_spreads_10Y | 2011 0.208 38 0.008

vs EUR_RFR_10Y

EUR_spreads_10Y | 2012 0.235 31 0.007

vs EUR_RFR_10Y

Dataset year P=80% | P=80 %: P=80 %:
: Number of | Conditional
empiric | paired quantile
al observation | exceedance
correlati | s in the tail
on

GBP_spreads_10Y | 2008 0.334 112 0.026

vs GBP_RFR

GBP_spreads_10Y | 2009 0.110 51 0.012

vs GBP_RFR_10Y

GBP_spreads_10Y | 2016 0.312 71 0.016

vs GBP_RFR_10Y

Table 5b: Rolling tail correlation (absolute values) and CQE for different data sets. The rolling tail
correlation is calculated for the percentile 85%. Only periods where the number of paired observations in
tail exceeds 20 are considered. Source: Refinitiv.

Dataset year P=85% | P=85 %: P=85 %:
: Number of | Conditional
empiric | paired quantile
al observation | exceedance
correlati | s in the tail
on
EUR_spreads_10Y | 2008 0.164 43 0.009
vs EUR_RFR_10Y
EUR_spreads_10Y | 2009 0.130 61 0.013
vs EUR_RFR_10Y
EUR_spreads_10Y | 2011 0.191 25 0.0055
vs EUR_RFR_10Y
EUR_spreads_10Y | 2012 0.235 31 0.007
vs EUR_RFR_10Y
Dataset year P=85% | P=85 %: P=85 %:
: Number of
empiric | paired
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al observation | Conditional
correlati | s in the tail | quantile
on exceedance
GBP_spreads_10Y | 2008 0.132 91 0.021
vs GBP_RFR
GBP_spreads_10Y | 2009 0.026 32 0.007
vs GBP_RFR_10Y
GBP_spreads_10Y | 2016 0.227 27 0.006
vs GBP_RFR_10Y

5.163 Table 6 shows the results from the implied correlation analysis. For both data
sets the empirical SCR and the implied correlation were calculated for a theorised
firm with a weight of (1) 70% vs spread 30% interest, (2) 50% spread vs 50%
interest, (3) 30% spread and 70% interest. The first portion reflects the current
relative market risk portion of the two risks (spread risk having a higher portion
than interest rate risk) whereas the last one reflects the portions from QIS 4 and
the likely portion after the recalibration of interest rate risk.

Overall, the implied correlation analysis suggests a significantly lower correlation
parameter than 0.5 for either data set. Interestingly, a relatively higher correlation
parameter is suggested for a higher relative portion of the spread than the interest
rate risk while a relatively lower correlation parameter is suggested for a higher
relative portion of interest rate risk than spread risk. Accordingly, this analysis
indicates that it is sensible to reduce the correlation parameter for spread and
interest rate down risk after the interest rate risk will relatively (substantially)
increase after the proposed recalibration.

Table 6: Implied correlation from the empirical model for different data sets and weights for the spread
and interest rate risk. Source: Refinitiv.

Dataset Weight Weight Empirical Implied

spread risk interest rate model SCR | correlation
risk

EUR_spreads_10Y | 70% 30% 83.125 0.264

vs EUR_RFR_10Y

EUR_spreads_10Y | 50% 50% 79.2 0.15

vs EUR_RFR_10Y

EUR_spreads_10Y | 30% 70% 78.425 0.08

vs EUR_RFR_10Y

GBP_spreads_10Y | 70% 30% 84.71 0.328

vs GBP_RFR_10Y

GBP_spreads_10Y | 50% 50% 80.04 0.15

vs GBP_RFR_10Y

GBP_spreads_10Y | 30% 70% 78.90 0.10

vs GBP_RFR_10Y
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5.164 Table 7 displays the results of the copula analysis. The results show that even

lower correlation parameters of 0.25 would generate a sufficient number of data
points for the GBP_spreads_10Y vs GBP_RFR_10Y data set while for the
EUR_spreads_10Y vs EUR_RFR_10Y a correlation of 0 would already result in a
sufficient number of data points in the lower right tail. Hence, the copula analysis
also supports a lower tail correlation parameter for the spread and interest rate

down risk.

Table 7 Comparison of the observed data points in the tail and those predicted by a Gaussian copula for
different copula parameters and different data sets. Source: Refinitiv.

Data set Correlation Observed data Expected data
coefficient of Copula | points in the tail points in the tail

according to the
Gaussian copula

EUR_spreads_10Y vs 0 23 33

EUR_RFR_10Y

EUR_spreads_10Y vs 0.25 23 67

EUR_RFR_10Y

EUR_spreads_10Y vs 0.5 23 116

EUR_RFR_10Y

GBP_spreads_10Y vs 0 23 10

GBP_RFR_10Y

GBP_spreads_10Y vs 0.25 23 24

GBP_RFR_10Y

GBP_spreads_10Y vs 0.5 23 49

GBP_RFR_10Y

Analysis in light of COVID 19

5.165 Given the recent market developments during the COVID 19 crisis with

increasing credit spreads and decreasing risk-free interest rates, the relevant 2020
data has been studied more closely.

5.166 The 2020 data (particularly from March and April 2020) showed stronger spread

widening and decreasing interest rate rates, particularly for March and April.
Calculating the correlation only from data points from these two months would
give rise to a high correlation between interest rate and spread risk. Taking the
entire data from 2020 up to the end of August into account, leads however to a
moderate correlation of 0.33 (data from January until August 2020) and 0.15 (data
from March until August 2020). The new data from May until August 2020 showing
a significant decrease in credit spreads, has in particular lead to significant
decrease in this simple correlation calculation.

5.167 The 173 data points from 2020 have overall little impact on the overall analysis

with 4452 data points. There is only a slight change of the estimated parameters
in the methodologies if this data is included in the sample.
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5.168 The main reason for the resulting moderate correlation between spread and
interest rate risk is that the recent data adds too few data points to the joint lower
right tail (the relevant tail for the correlation between the standard formula spread
and interest rate risk). It is true that one has observed strong spread widening
with decreasing interest rate movements, particularly in March and April 2020.
However, most of these movements do not represent a joint tail event as can be
seen in figure 4.

Figure 4: Paired observations of the approximated annual spread and interest rate changes in 2020 until
31/08/2020. The lower right rectangle represents the join (80,20) percentile. Note that the joint (80,20)
percentile is derived from the entire time series. Source: Refinitiv.
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5.169 It should be noted however that the results of the analysis include a high
statistical uncertainty. The central estimate is around 20%, but the uncertainty
leads to a confidence interval of roughly 80 percentage points (confidence level
95%). Two methodologies of the performed analysis focus specifically on a strict
definition of tail events and therefore only 23 of more than 4000 data points
determine the final result. If we extend the definition of tail events and base the
final result on 234 data points, the correlation rises to 69% and the uncertainty
drops to about 13%. However, most of these data points relate to interest rate
decreases and spread widening that correspond to losses lower than the SCRs for
interest rate and spread risk, but off nonetheless high severity. This estimate is
broadly in line with the observed rank correlation between the interest rate and
credit spread movements during the COVID-19 crisis, the Global Financial Crisis
and the Sovereign crisis which are also all between 50% and 70%. The rank
correlation does however not measure the dependence in the deepest tail of the
distribution (above 99.5%), but the dependence of the broad tail of the distribution
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(above 80%), what is less adequate for the purpose of aggregating quantiles (like
capital requirements), but allows for a more statistically robust estimate of the
correlation.

Conclusion

5.170 Considering the empirical analysis above, it is proposed to keep the structure
and the parameters of the correlation matrices unchanged, except for the
correlation between spread and interest rate down risks.

5.171 The analysis still indicates that a two-sided correlation structure within the
market risk module is appropriate.

5.172 The analysis above provides however overall sufficient evidence to lower the
correlation parameter between spread and interest rate down risk. Particularly the
EUR spread and risk-free rate data motivate a moderate tail correlation. The
economic reasoning is that the largest interest rate decreases and the largest
spread widening have not occurred at the same time. Moreover, the recalibration
of the interest rate risk will change and particularly significantly increase the
relative weight of the interest rate risk within the market risk module. According
to the implied correlation methodology, this change in the relative weight should
be accompanied by a decrease in the correlation parameter between interest rate
down and spread risks.

5.5. Counterparty default risk
5.5.1. Extract from the call for advice

3.7. Solvency Capital Requirement standard formula

[..]

b) Counterparty default risk module of the Solvency Capital Requirement standard
formula

EIOPA is asked to assess the proportionality of the overall structure and of the
counterparty default risk module, and to provide, where appropriate, advice on
methods and calibrations for a simpler approach. Where this approach would
necessitate a review of the allocation of asset classes to either market risk or
counterparty risk modules, such a review should be conducted consistently with
the review of the market risk module.

5.5.2. Previous advice

5.173 As part of the review of the Delegated Regulation in 2018 EIOPA recommended
optional simplifications to the SCR standard formula that were included in the
Regulation:

e Optional simplification for the computation of the LGD for reinsurance
arrangements (Article 192(2))
e Optional simplification for type 1 exposure (Article 200)
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e Optional simplification for the computation of the risk-mitigating effect of
reinsurance arrangements (Article 111a)

5.5.3. Relevant legal provisions
Solvency II Directive

5.174 Article 104(1) of the Solvency II Directive sets out that there shall be a
counterparty default risk module in the standard formula. Article 105(6) describes
the scope of this module.

Delegated Regulation

5.175 Articles 189 to 202 and the simplifications in Articles 107 to 112.

Guidelines

5.176 Guidelines 8 and 9 in the EIOPA Guidelines on treatment of market and
counterparty risk exposure.

5.5.4. Identification of the issues

5.5.4.1. Policy issue 1: overburdened calculation for the risk-mitigating
effect of derivatives, reinsurance arrangement, special purpose vehicles
and insurance securitisations

5.177 The calculation of the risk mitigating effect for reinsurance, SPV, securitisation
and derivatives is considered the most burdensome part of the counterparty
default risk module. Accordingly, it seems desirable to further simplify this part of
the counterparty risk module if possible.

5.178 While for reinsurance arrangements a simple closed-form optional simplification
has been implemented in the 2018 review, it is harder to come up with such a
formula for derivatives. It could be beneficial if the risk mitigating effect for these
two types of counterparties could be derived just from a single hypothetical
recalculation. The basic idea is to extend the current simplification in Article 107
of the Delegated Regulation for derivatives and to have one simplification to
calculate the risk mitigating effect for derivatives and reinsurance arrangements
jointly. However, while this simplification can clearly work fine for more simple
derivative structures it might be inappropriate for more complex derivative
strategies.
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5.5.4.2. Policy issue 2: implication of the identification of largest man-
made exposures on the calculation of the risk-mitigating effect of
reinsurance arrangements: hypothetical SCR

5.179 According to the Delegated Regulation (EU) 2019/981 of 8 March 2019
amending the Delegated Regulation, the scenario-based calculations of the SCR
for man-made catastrophe risk for marine, aviation and fire risk should be based
on the largest exposures after deduction of amounts recoverable from reinsurance
or special purpose vehicles. In the fire, marine and aviation risk, changing the
identification of the largest risks to be on a net of reinsurance basis may impact
the counterparty default risk submodule, especially the calculations of the risk
mitigating effect on underwriting risk of the reinsurance arrangement.

5.180 Underwriting risk mitigation effect of reinsurance contracts is an element of the
formula for the loss-given-default (LGD) on a reinsurance arrangement or
insurance securitisation, according to Article 192 of the Delegated Regulation;

LGD = max[50% * (Recoverables + 50% * RM,.,) — F = Collateral; 0]

where

e RM,, denotes the risk mitigating effect on underwriting risk of the reinsurance
arrangement or securitisation.

5.181 The amount of the potential LGD, and, at the same time RM,, is calculated for
the individual counterparties and not for reinsurance arrangements. In the
counterparty default risk, the risk mitigating effect represents the additional loss
above the current value of the counterparty exposure which is expected to arise
in a stressed situation. It is calculated as the difference between the SCR and
a hypothetical SCR which assumes that the individual counterparty would default.

5.182 Pursuant to Article 196 of the Delegated Regulation, calculation of the RM,,
comes down to calculation of n hypothetical requirements for underwriting risk,
where n is the number of reinsurers, and each of those requirements assumes that
the share of a given reinsurer under all arrangements in which it participates (in
each SCR module) is disregarded in the calculation. In particular, for catastrophe
risks in the case of which scenario-based calculation is used on the basis of the
biggest net exposure (fire, marine and aviation risk) it can be interpreted as
looking for the biggest exposure exactly n times (without the share in a given
reinsurer’s arrangements). The leads to the situation where calculations require in
many cases enormous workload, and, in the case of an insurance undertaking with
extensive facultative and obligatory cover and extensive reinsurance panel, it
might become extremely complex calculations and need sophisticated IT solutions.
Apart from the complexity of the calculation:

e total RM,, for all reinsurers generates higher mitigating effect than the one
which can be achieved in SCR (gross result — net result),

e increase in diversification of reinsurance, i.e. dispersion of reinsurance on a
bigger number of counterparties results in an increase in the risk mitigating
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effect and, consequently, capital requirement (“punishment for
diversification”).

5.183 The problem of identification of the gross value in man-made catastrophes was
noticed and demonstrated with an example in EIOPA’s second set of advice to the
Commission on specific items in the Delegated Regulation.!3! EIOPA presented two
options of calculation of the risk mitigating effect: one on the basis of the biggest
gross risk in the insurance undertaking’s portfolio, and the other one on the basis
of the gross value corresponding to the appropriate scenario for the SCR (gross
value corresponding to the biggest net exposure). The EIOPA’s explanation on
page 570 (sections 2720-2721) includes assessment of the two methods, as well
as provides suggestions regarding solution of that problem and the conclusion as
to which method seems to better reflect the risk mitigating effect — Option 1, i.e.
calculation on the basis of the insurance undertaking’s biggest gross risk.

5.5.4.3. Policy issue 3: capital requirements for forborne and default loans

5.184 Considering the low yield environment, the related search for yield and the high
pressure to dispose NPL assets on the banking sector, the insurance institutions
face an increasing growth of not usual insurance risks such as credit risk. According
to the EIOPA financial stability report release as of June 2019, over the last few
years, the leveraged lending market and collateralised loans and mortgage market
have increased significantly. The volume of CLOs traded in the European market
has substantially raised in the last years and this asset class is now about 5 times
larger than in 2010. In particular, where for the banking sector some high risk
loan portfolios are becoming not profitable being highly capital intensive, credit
risk leakages towards the insurance industry may be linked to high risk debtors
such as forbearance!3? and default exposures!33. Indeed, the use of the spread and
interest rate shocks for estimating the capital absorption of low quality loans may
underestimate the level of potential losses the undertaking may face on the related
exposures and open the floor to capital arbitrages towards the banking regulation.
This is particularly true where the loans are unrated and the duration is estimated
to be rather short (e.g. up to 5 years, 3%*duri). The aim of the proposal for
revision is to address the previously mentioned shortcomings and avoid moral
hazard investment behaviour.

5.5.4.4. Policy issue 4: effective recognition of partial guarantees of
mortgage loans

5.185 Although the current regulation allows for recognition of partial guarantees for
mortgage in the SCR SF, still partial guarantees on mortgage loans may in practice
not yet be recognised.

131 EJOPA’s second set of advice to the European Commission on specific items in the Solvency II Delegated
Regulation, EIOPA-B0S-18/075, 2018, s. 570-571.

132 par, 163 of the Commission Implementing Regulation (EU) 2015/227.

133 Article 178 of the Capital Requirements Regulation (EU) No. 575/2013
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5.186 Article 192(4) of the Delegated Regulation sets out that partial guarantees on
mortgage loans are recognized if they meet the requirements of Articles 209, 210
and 215(a) to 215(e). Article 215(d) of the Delegated Regulation requires that the
payment of the guarantor shall not be subject to the insurance or reinsurance
undertaking first having to pursue the obligor. However, a requirement for partial
guarantees could be that the guarantor requires the insurance or reinsurance
undertaking to first pursue the obligor itself - compared to the situation where the
guarantor directly pays out the guaranteed amount. The insurance or reinsurance
undertaking is thus incentivized to maximize the payment by the obligor to which
it has provided the mortgage loan, because it is a partial guarantee and not a
guarantee that fully covers the losses. More broadly, the requirements in Articles
192(4) and 215 of the Delegated Regulation are not sufficiently aligned with similar
requirements for credit institutions (in particular Article 215(2) of the CRR) which
could raise issues from a level playing field perspective between credit institutions
and insurance undertakings in relation to (publicly) guaranteed mortgage loans.

5.5.5. Analysis

In order to gather relevant information for the revision of the Solvency II Directive, a
short survey was formulated within the EIOPA and addressed to the NSAs concerning
some components of the SCR mentioned in the call for advice. The answers received
have been used in this advice.

5.187 Policy issue 1: overburdened calculation for the risk-mitigating effect
of derivatives, reinsurance arrangement, special purpose vehicles and
insurance securitisations EIOPA has been asked to assess the proportionality
of the overall structure and of the counterparty default risk module, and to provide,
where appropriate, advice on methods and calibrations for a simpler approach.

5.188 For this purpose, in the first step, a total risk mitigating effect containing all
reinsurance, SPV, securitisation and derivative exposures would be derived (risk-
mitigating techniques with both long and short derivatives excluded). This could
be achieved by comparing the Basic Solvency Capital Requirement excluding the
counterparty default risk module without reinsurance, SPV, securitisation and
derivatives with the Basic Solvency Capital Requirement without the counterparty
default risk. It seems sensible to base the total risk mitigating effect calculation on
the BSCR if financial and reinsurance risk mitigations are considered jointly.

5.189 Hence, in the first step the total risk mitigating effect can be computed as
RMypotqr = BSCR*WHUhout — BSCR*. (1)
where

e BSCR»Without jg the Basic Solvency capital requirement without counterparty
default risk module that would result if no derivatives!3*, reinsurance

134 Derivatives not covered by the simplification should still be included in the BSCR*Without
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5.190

arrangements, special purpose vehicles and insurance securitisations were in
force.

BSCR* is the (current) Basic Solvency Capital Requirement if the counterparty
default risk module is excluded.

In the second step, the total risk mitigating effect needs to be allocated towards

the different counterparties. A simple proportional allocation could be introduced.
More specifically the risk mitigating effect of the derivative or reinsurance
arrangement, special purpose vehicles and insurance securitisations can be
computed as

where

max |EAD;|

RM; =
' n max|EAD; |

* RMTotal, (2)

|EAD;| denotes the absolute value of the exposure at default of the derivative,
reinsurance arrangement, special purpose vehicles and insurance
securitisations towards counterparty i. If the risk mitigating instrument is a
derivative |EAD;| would be the absolute value of the derivative according to
Article 75 of the Solvency II Directive. If the risk mitigating instrument is a
reinsurance arrangement, special purpose vehicles and insurance
securitisations |EAD;| would be the absolute value of the best estimate of
amounts recoverable from the reinsurance arrangement, special purpose
vehicles and insurance securitisations towards counterparty i. The
consideration of the absolute values in formula (2) ensures that derivatives and
recoverables with negative values can be properly considered in the risk
mitigating effect calculation.

5.5.5.1. Policy issue 2: implication of the identification of largest man-made

5.191

exposures on the calculation of the risk-mitigating effect of
reinsurance arrangements: hypothetical SCR

In order to analyse an impact of the changing the identification of the largest

risks to be on a net of reinsurance basis on the counterparty default risk submodule
the following example was prepared. An insurance undertaking has in its portfolio
three contracts under which cover is provided to the aircraft risks (aircraft casco,
aircraft use TPL insurance). The policies are reinsured on a pro rata basis, in
accordance with the table below. Let's assume that only man-made catastrophe
risk is material for contracts, whereas the remaining risks after correlations have
no influence on the Solvency Capital Requirement.
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Exposure

Sum insured
Sum Reinsurer’s on Net sum
Contract insured name and % of reinsurer’s insured
(mil. EUR) QS cession share (mi. EUR)
(mil. EUR)
A 6 Reinsurer X — 6.0 0.0
100%
B 5 Reinsurer Y - 4.9 0.1
98%
C 4 Reinsurer Z - 3.9 0.1
97.5%

5.192 Taking this into account the risk mitigating effect for the individual reinsurers is

amount to:

5.193 Presented above calculations may lead to the conclusion that the total risk
mitigating effect is even higher than the hypothetical SCR, i.e. SCR calculated on
the assumption that there is no reinsurance at the insurance undertakings amounts

to 6 mil. EUR.

5.194 The next example presents and analyses a reinsurance option at two reinsurers:

Risk mitigating effect

Reinsurer’s RM,.,
name (mil. EUR)
Reinsurer X |6 -0.1=5.9
ReinsurerY | 5-0.1=4.9
Reinsurer Z |4 -0.1=3.9
Total 14.7

Exposure
Sum insured
Sum insured Reinsurer’s _on ) Iflet sum
Contract (mil. EUR) name and % reinsurer’s insured
) of QS cession share (mi. EUR)
(mil. EUR)
A 6 Reinsurer X - 6.0 0.0
100%
B 5 Reinsurer Y — 4.9 0.1
98%
C 4 Reinsurer Y - 3.9 0.1
97.5%

5.195 Taking this into account the risk mitigating effect for the individual reinsurers is

amount to:
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Risk mitigating effect

Reinsurer’s RM,.,
name (mil. EUR)

Reinsurer X 6-0.1=5.9

Reinsurer Y 5-0.1=409
Total 10.8

5.196 Presented above calculations may lead to the conclusion that the reinsurance
option at three reinsurers generates a higher total risk mitigating effect than in the
case of two reinsurers (14.7 mil. EUR - three reinsurers, 10.8 mil. EUR - two
reinsurers), and, consequently, a higher Solvency Capital Requirement.

5.197 The following options to change the Delegated Regulation might be considered:

e Option 1 - No change

e Option 2 - Hypothetical SCR for the fire, marine and aviation risk for the
purpose of determining the risk mitigation effect in the counterparty default
risk module calculated based on the largest gross risk concentration for the fire,
marine and aviation risk.

e Option 3 - SCR for the fire, marine and aviation risk is calculated on a net of
reinsurance basis and for the purpose of the hypothetical SCR in the CDR
calculations the non-existence of the reinsurance arrangement does not alter
the identification of the largest risk concentration for the fire, marine and
aviation risk submodules.

5.198 Option 3 is the preferred option. It is consistent with the calculation of the capital
requirement for man-made catastrophe risk and therefore correctly captures the
credit risk less burdensome than the consultation proposal.

5.5.5.2. Policy issue 3: capital requirements for forborne and default loans

5.199 Pursuant to the Article 176(1) of the Delegated Regulation, the capital
requirement for spread risk on loans shall be equal to the loss in the basic own
funds that would result from an instantaneous relative decrease of stress; in the
value of each loan i. According to Article 176(4) of the Delegated Regulation, for
loans for which a credit assessment by a nominated ECAI is not available and for
which debtors have not posted collateral that meets the criteria set out in Article
214 shall be assighed a risk factor stress; depending on the duration dur; of the
bond or loan i according to the following table:

Risk mitigating effect

Duration (duri) Stressi
up to 5 3% *duri
More than 5 and up to 10 15%+1,7%(duri-5)
More than 10 and up to 20 23,5%+1,2%(duri-10)
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More than 20 [ Min(35,5%+0,5%*(duri-20);1) |

5.200 Taking into account also the difficulties to estimate the market value of a
forborne or default loans portfolio given the liquidity and specificities (e.g. value
of collateral) of the underlying loans, this may substantially underestimate the
level of losses that the recovery process of a default or forborne loan my
encounter.

5.201 Bearing in mind the previous issue, it is proposed to amend the Article 189(3)
of the Delegated Regulation to include in the type 2 exposures the default and
forborne loans as defined by the banking regulation (respectively, art 178 of the
CRR and par. 163 of the Commission Implementing Regulation (EU) 2015/227).
This would be in line with the recital 64 of the Delegated Regulation which states
that “in order to ensure that the credit risk on all counterparties to which insurance
or reinsurance under takings are exposed is captured in the Solvency Capital
Requirement calculated with the standard formula, all exposures which are neither
captured in the spread risk sub-module nor in the counterparty default risk module
as type 1 exposures should be captured in the counterparty default risk module as
type 2 exposures”.

5.202 In order to estimate the level of the LGD for the above mentioned loans, a new
comma in the Article 192 of the Delegated Regulation could be introduced,
specifically tackling the level of capital adsorption for default and forborne loans.
This would be calculated as:

LGD= 6.67 * max(Loan — Recoverables; 36%135 * Loan);
where

Loan denotes the value of the mortgage in accordance with Article 75 of the
Solvency II Directive; and

Recoverables denotes the actualised value of the debt recoveries calculated
according to the chapter 6 of the EBA/GL/2017/16.

The value of 6.67 is obtained by dividing 1 by 15% as included in the formula of
Article 202, aiming to take into account the whole additional the loss as capital
requirement.

e Option 1 - No change

5.203 This option would not add complexity to the actual framework and avoid new
investments of the industry also in term of default and forborne loans recovery
monitoring. On the other hand it leaves the door open to potential capital
arbitrages and hazardous investments.

135 A level of loss at least equal to a 21 years duration of unrated loan pursuant to Article 176(4) of the
Delegated Regulation is assumed.
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e Option 2 - To move the forborne and default loans under the type 2 of the
counterparty default module

5.204 This proposal would guarantee more coherence with the underlying credit risk,
increase the risk sensitivity of the loan capital requirements, help to overcome the
valuation hurdles of the loans, and disincentive moral hazard investment in high
risk credit portfolios. Moreover considering the need to calculate the LGD for each
loans, it will help to foster better monitoring and risk management practices. It
was not considered to introduce considerations about the duration of the loans
since it would add further complexity and subjectivity to estimating the time of
recovery.

This proposal stems also form the answers to the survey launched to NSAs and
specifically to the question whether they consider appropriate the allocation of
asset classes to either market risk or counterparty risk modules when assessing
the proportionality of the overall structure of the counterparty default risk module.

5.5.5.3. Policy issue 4: effective recognition of partial guarantees of
mortgage loans

5.205 In its review of the SCR, EIOPA had already investigated the recognition of
partial guarantees for type 2 exposures, among which mortgage loans!3®. This
resulted in a subsequent change of Article 192(4) of the Delegated Regulation.
EIOPA now considers two options in the LTG-review with respect to the recognition
of partial guarantees for mortgage loans:

e Option 1: no further change

e Option 2:_ further adjust the requirements for the recognition of partial
guarantees for mortgage loans

5.206 Under the option to further adjust the requirements for the recognition of partial
guarantees, the requirement in Article 215(d) would be adjusted to allow for the
practice that a requirement for partial guarantees could be that the guarantor
requires the insurance or reinsurance undertaking to first pursue the obligor itself
(compared to the situation where the guarantor directly pays out the guaranteed
amount). Also the proposed adjustment would better align Article 192(4) with
comparable provisions for credit institutions in the CRR (capital requirements
regulation), and in particular CRR Article 215(2).

5.207 This proposed change does not result in a broader change to the treatment of
guarantees in Solvency II. It merely seeks to better operationalize the treatment
proposed in Article 192(4) for (publicly) guaranteed mortgage loans - which was
introduced as a result of the SCR-review - and to level the playing field for
insurance undertakings compared to credit institutions in this area.

136 see EIOPA's “Final report on the Public Consultation No. 17/004 on EIOPA’s first set of advice to the
European Commission on specific items in the Solvency II Delegated Regulation™ as of 30 October 2017
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Value of type 2 exposures which have guarantees by Member States’
central governments (in billion EUR)
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5.6. Calibration of underwriting risk
5.6.1. Extract from the call for advice

3.7. Solvency Capital Requirement standard formula
[..]
d) Calibration of underwriting risk

Where stakeholders provide material data of sufficient quality, EIOPA is asked to
assess whether that would form a more representative basis for the calibration of
underwriting stresses than the calibration on which the current factors are based.

5.6.2. Previous advice

5.208 EIOPA’s second set of advice to the Commission on specific items in the
Delegated Regulation included a recalibration of standard parameters of premium
and reserve risks for several lines of business (medical expense, credit and
suretyship, assistance, legal expenses, worker’s compensation) and a recalibration
of mortality and longevity stresses.

5.6.3. Relevant legal provisions

Solvency II Directive

e Article 105: Calculation of the Basic Solvency Capital Requirement

Delegated Regulation

e Article 151(1): SLT health underwriting risk sub-module
e Article 159: SLT health lapse risk sub-module
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5.6.4. Identification of the issue

5.209 After advising to revise the standard deviations for premium risk and reserve
risk sub-module for the non-life and NSLT health insurance and reinsurance
obligations for selected lines of business only, EIOPA received some reactions from
some stakeholders questioning the appropriateness of both the direction of the
changes and the scope.

5.210 After last SCR review, EIOPA did not receive from NCAs information on
underwriting risks for which newly available data would imply a recalibration.

5.211 In order to gather relevant information for the revision of the Solvency II
Directive, a short survey was formulated within the EIOPA and addressed to the
NSAs concerning some components of the SCR mentioned in the call for advice.
The answers received have been used in this advice.

5.212 The survey launched to NSA’s showed that none of them is aware of data which
would imply a recalibration of the current standard formula parameters
(instantaneous shocks or coefficients of variation) nor of main evolutions between
the last calibration exercise and now

5.213 Nevertheless, one stakeholder provided some data in relation to the calibration
of the SLT health mass-lapse risk arguing that they would challenge the current
pan-European 40% shock.

5.214 In addition, another stakeholder, who claimed during the consultation period
that the premium risk volatility for credit and suretyship insurance recalibrated in
2016/2017 would be too high, provided EIOPA in May 2020 with data to look again
at the calibration of this risk.

5.215 During the summer of 2020 EIOPA also undertook an information request to a
representative sample of European (re)insurance undertakings to assess the
impacts of the Covid-19 pandemic during its first months since its outbreak on
lapses risk and on health underwriting risk claims.

5.6.5. Analysis

SLT lapse risk

5.216 From a general perspective mass lapse risks, including the SLT health one,
should reflect an extreme, catastrophic event. They should cover both internal and
external causes leading to policyholders lapsing. Furthermore as future extreme
events may not be included in past data, a retrospective approach would not be
appropriate for the calibration of these risks.

5.217 More specifically EIOPA checked the representativeness at EU level of the
national sample of undertakings provided by the stakeholder. From its QRTs data
(annual solo at YE2018) EIOPA observed first that the gross written premiums
(GWPs) generated by all the undertakings (i.e. not only those represented by the
stakeholder) doing SLT health business in the stakeholder's Member State
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accounted for approximately 70% of the overall SLT health business!3” in Europe
while 13% were generated by undertakings located in another Member State and
another 10% uniformly in 3 other Member States. Secondly EIOPA observed that
only one undertaking from this association was performing SLT health cross-border
business with another Member State, albeit not significantly at EU level. Moreover,
although being highly representative of the undertakings performing SLT health
business in this Member State based on the share of national GWPs (83%), the
set of undertakings represented by the stakeholder only accounted for 57% of the
GWPs at EU level.

5.218 For this reason and for the abovementioned more general one EIOPA does not
consider appropriate to recalibrate the SLT health mass lapse shock.

Premium risk for credit and suretyship insurance

5.219 The previous recalibration for this risk was performed by EIOPA in 2016/2017
on a sample representative of approx. 31% of the European direct insurance
market for this LoB. It resulted in coefficients of variation of 19% for premium risk
(12% previously) and 17.2% for reserve risk (previously 19%).

5.220 Based on data coming from 8 different entities and using 3 different methods,
the stakeholder derived premium risk coefficients of variation ranging from 7.5%
to 13.4%. None of these methodologies used by the stakeholder are replicating
exactly the method used so far for the calibration of premium risk in Solvency II.

5.221 The current calibration was performed in two steps. First, for each country a
standard deviation was derived and a rescaling (to take into account different
volumes across markets) was applied. Then, to derive the European standard
deviation, the country standard deviations were aggregated based on national
weights (expressed in terms of premiums).

5.222 The calibration sample used by the stakeholder covers approximately 65% of
the European market for this LoB.

5.223 However, from a qualitative perspective, this sample is mostly composed of IM
undertakings whose data are less appropriate for SF calibration, unlike the sample
used by EIOPA in 2016/2017 composed primarily of undertakings using the SF. In
the same vein, while the sample used by the stakeholder is composed of biggest
firms, EIOPA firms is composed of smaller firms whose volatility is deemed higher
because of a lack of diversification effects. For this reason EIOPA’s sample seems
to cover more widely the diversity of the European market.

137 solvency II LoBs 29 and 33 were considered:
(29) Health insurance Health insurance obligations where the underlying business is pursued on a similar
technical basis to that of life insurance, other than those included in line of business 33.

(33) Annuities stemming from non-life insurance contracts and relating to health insurance obligations.
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5.224 Moreover the sample EIOPA used in 2016/2017 was composed of 146 solo
undertakings from 25 different countries, thus reflecting the specific risk of almost
each EU Member State, while the sample used by the stakeholder consists of 8
entities. Even though 6 of them cover different EU markets through FOE and FPS
in an aggregated way, these data do not allow to directly reflect specificities of
markets. Although consolidation might have occurred since 2016 in the sector,
also from this perspective EIOPA’s sample seems to cover more widely the
diversity of the European market.

5.225 Finally the granularity of the sample used by the stakeholder is not as fine as
the one chosen by EIOPA for its past calibrations. That has in particular two
shortcomings:

a. As the standard deviation is derived from large portfolios it does not reflect
the usually higher risk of smaller portfolio (coefficients of variation indeed
tend to mechanically decrease when the underlying volumes increase). The
standard deviation does not meet the calibration objective that it should be
sufficient for at least 95% of policyholders.

b. Because of the geographical diversification resulting from the aggregation of
different national businesses, the standard deviations lack representativeness
across countries. The standard deviations obtained thus do not reflect the
specificities of each country, yet crucial for an insurance activity so much
dependent on the national economy as credit insurance and suretyship.

5.226 Apart from that, it should be noted that the Covid-19 pandemic and the
expected resulting increase of defaults is a relevant development for the premium
risk calibration for credit and suretyship insurance risk. It is expected that the
impact of that development would only be visible in the claims data from the
second half of 2020 onwards. It was therefore not possible to reflect the pandemic
in a calibration for EIOPA’s advice for the 2020 review. Also for this reason EIOPA
recommends not to advice a change of the calibration at that stage.

Lapse risk during the Covid-19 pandemic

5.227 As regards lapse risk, EIOPA collected from the insurance industry data on the
lapses from 2015 to Q2 2020. The data was requested separately by life-related
line of business and separately for businesses that are subject to disincentives to
lapse.

5.228 The data do not show a general pattern of lapse rates at the beginning of the
pandemic in Q2 2020. In particular lapse rates did not generally increase in
response to the outbreak of the pandemic.

5.229 The results do not indicate that the current lapse calibration needs to be
changed. In particular the data do not provide a basis to introduce distinctions in
the lapse calibration between insurance businesses that are subject to
disincentives to lapse and other businesses.
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Health pandemic risk

5.230 The overall capital requirement for pandemic risk of the EEA insurance
undertakings applying the SCR standard formula is EUR 1.84 bn. Across countries
there is a large variety as to the capital requirement.

5.231 In the complementary information request EIOPA collected data on the from
insurance and reinsurance undertakings applying the standard formula on the
health insurance claims caused by the Covid-19 pandemic until the end of Q2 2020.

5.232 The pandemic risk sub-module assumes for medical expense insurance that 1%
of the insured are hospitalised and 20% seek medical consultation because of the
pandemic. The average costs incurred for hospitalisation and consultation in a
pandemic are estimated by the undertakings. The submodule further assumes that
for income protection insurance 0.0075% of the total sum insured needs to be paid
because of the pandemic.

5.233 For the sample that participated in the complementary information request the
Covid-19 related claims correspond to 9% of the SCR for pandemic risk at the end
of 2019. The claims in medical expense insurance and income protection insurance
correspond to 3% and 24% of the medical expense and income protection
component of the pandemic risk SCR respectively. The following table sets out that
percentage per national subsample for the countries where at least five
undertakings provided data and where the related pandemic SCR is above EUR 1
mn.

Country Ratio of Covid-19 claims until mid-2020 and
SCR for pandemic risk
Medical Income Total
expense protection
insurance insurance
DE 7.2% 0.4% 6%
ES 2.3% 0.1% 2%
FI 3.0% 2.9% 3%
IE 0.3% 0.8% 1%
IT 7.9% 8.5% 8%

5.234 Not covered in this table are the data from two insurance undertakings from the
same country. Both undertakings, which offer disability insurance, reported income
protection claims that exceed the income protection insurance component of the
pandemic risk SCR. The results from these two undertakings could indicate that
the size of the income protection component of the pandemic risk SCR might not
be sufficient.

5.235 The results for the other countries do not confirm that.

5.236 The analysis covers only one quarter during the pandemic. It therefore does not
provide a basis to fully review the pandemic risk calibration. Such a review would
only be possible after EIOPA has to provide its advice.
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5.7. Catastrophe risk
5.7.1. Extract from call for advice

3.7. Solvency Capital Requirement standard formula

[..]
e) CAT risks in the Standard Formula

In its second set of advice on specific items in the Solvency II Delegated Regulation
(EIOPA-B0S-18/075), EIOPA had advised a method to capture specific insurance
policy conditions (in particular contractual limits or sub-limits) that deviate
significantly from the national market average conditions in the standard formula
natural catastrophe calculation. In order to facilitate the application of that
approach, EIOPA is asked to provide the national market average conditions that
underlie the calibration of the natural catastrophe risk submodule.

5.7.2. Previous advice

5.237 In the second set of advice to the European Commission on specific items in the
Solvency II Delegated Regulation EIOPA proposed the introduction of an “ex-post
adjustment” to the calculation of the capital requirements for national catastrophe
risk that allows insurance and reinsurance undertakings to take into account their
undertaking-specific policy conditions, see paragraphs 644 to 649 of that advice.

5.7.3. Relevant legal provisions

Delegated Reqgulation

5.238 Recital 54

In order to capture the actual risk exposure of the undertaking in the calculation
of the capital requirement for natural catastrophe risk in the standard formula, the
sum insured should be determined in a manner that takes account of contractual
limits for the compensation for catastrophe events.

5.239 In paragraphs 6 of Articles 121 to 125 (windstorm, earthquake, flood, hail,
subsidence) the following subparagraphs were introduced by Delegated Regulation
2018/981:

Where the amount determined for a particular risk zone in accordance with the
first subparagraph exceeds an amount (referred to in this subparagraph as “the
lower amount”) equal to the sum of the potential losses without deduction of the
amounts recoverable from reinsurance contracts and special purpose vehicles, that
the insurance or reinsurance undertaking could suffer for [name of peril] risk in
that risk zone, taking into account the terms and conditions of its specific policies,
including any contractual payment limits, the insurance or reinsurance undertaking
may, as an alternative calculation, determine the weighted sum insured for [name
of peril] risk in that risk zone as the lower amount.
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5.240 Recital 37

In order to ensure effective supervision of outsourced functions or activities, it is
essential that the supervisory authorities of the outsourcing insurance or
reinsurance undertaking have access to all relevant data held by the outsourcing
service provider, regardless of whether the latter is a regulated or unregulated
entity, as well as the right to conduct on-site inspections. In order to take account
of market developments and to ensure that the conditions for outsourcing continue
to be complied with, the supervisory authorities should be informed prior to the
outsourcing of critical or important functions or activities. Those requirements
should take into account the work of the Joint Forum and are consistent with the
current rules and practices in the banking sector and Directive 2004/39/EC and its
application to credit institutions.

5.7.4. Identification of the issues

5.241 Given the importance of NAT CAT liabilities generated by non-life business, NSAs
and EIOPA need to have access to information on how the current peril-country
parameters of the NAT CAT risk sub-modules were calibrated, both initially in 2010
and during the last SCR review in 2017.

5.242 Contrary to the non-CAT non-life underwriting risk’s reserve and premium risk
sub-module for which a dedicated group of supervisors was set up to calibrate
these risks based on data centrally collected by CEIOPS / EIOPA, calibration of NAT
CAT risks was outsourced to specific model vendors, reinsurance brokers and
(re)insurers, while the entire process was steered by EIOPA and NSAs.

5.243 Outsourcing was necessary because of the high level of expertise needed in the
field of NAT CAT modelling.

5.244 However this does not imply a delegation of responsibility from NSAs and EIOPA
to these experts as regards the supervisory duties in this area of the formers.

5.245 1In this vein EIOPA set up an external Expert Network on Catastrophe Risks!38 at
the beginning of 2019 with the aim to strengthen and complement EIOPA’s
expertise with regard to the modelling and mitigation of (natural) catastrophe risks
and climate change risks. This initiative is part of EIOPA’s work on sustainable
finance.

5.7.5. Analysis

5.246 As regards the materiality assessment of the alternative calculation (also called
ex-post adjustment in the previous advice to the European Commission)

138 The Network shares technical expertise and collects evidence in particular with regard to the following:
the extent to which the calibration of the standard parameters for the natural catastrophe risk module of
the standard formula captures climate related developments, an estimate of ultimate losses from natural
catastrophe scenarios in technical provisions, risk management practices of the insurance and reinsurance
industry in relation to catastrophe risks, private sector initiatives in addressing gaps in coverage of natural
catastrophe risks.

298



introduced to Articles 121 to 125 of the Delegated Regulation, the survey
addressed to the NSAs revealed that it is too early for supervisors and
consequently for EIOPA to be in a position to thoroughly assess the use of this
option by undertakings, as the amended Delegated Regulation was adopted only
in 2019. Such an assessment could be carried out only at a later stage, e.g. from
2021 onwards.

5.247 Together with the CAT risks expert network members EIOPA designed a
template aiming at collecting the original policy conditions underlying the current
CAT risks factors in the standard formula in order to answer the call for advice on
this specific item during the summer of 2019.

5.248 Not the current policy conditions were sought in the collection, but rather the
policy conditions prevailing when the current risks factors were calibrated (i.e.
either initially in 2008-2012 or in 2017 during the last (re)calibration exercise at
the end of which existing risks factors were simply updated and some new ones
introduced).

5.249 Following 2017’s recalibration exercise the industry consortium PERILS was
commissioned by EIOPA to collect these figures from the relevant model vendors,
brokers and (re)insurers (PERILS itself is also to be considered as an important
industry-wide data provider). The main outcomes and lessons learnt from this data
collection include:

5.250 No or very little original policy conditions from the initial calibration (2008-2012)
were available from the stakeholders: the initial calibrations were indeed mostly
expert judgment. Therefore the original policy conditions communicated by these
data sources relate in vast majority to the risks factors calibrated or recalibrated
in 2017.

5.251 Regardless of the original policy conditions collected, the rate of completion is
high for the perils windstorm and flood (property - the main LoB) and very low for
earthquake, flood, hail and subsidence. These differences might be explained by
the fact that windstorm is a peril, due to its high frequency compared to the others,
which is generally good understood and modelled by the relevant experts, while
much more uncertainty is affecting the modelling of earthquakes due to their
relative lower frequency - hence the probable reluctance of stakeholders to
disclose their figures. As for flood and hail these are perils which were more
recently studied and modelled. Subsidence is currently only modelled in France in
the standard formula: no data for this peril were given by the data sources.

5.252 The number of data sources which delivered risks factors in 2017 is always
higher than the one of the data sources which provided original insurance policy
conditions because it is frequent that stakeholders share the same data among
them (e.g. typically PERILS’ data).

5.253 EIOPA took note of the two main limitations of the natural catastrophe average
policy conditions collection exercise performed during the summer of 2019:

e On the content: No or very little original policy conditions from the initial
calibration (back in 2010) are available from the stakeholders (i.e. model
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vendors, brokers and insurers): the initial calibrations were indeed mostly
expert judgment. Therefore the original policy conditions communicated by
these data sources relate in vast majority to the risks factors initially calibrated,
or recalibrated, in 2017.

e On the process: Following 2017’s recalibration exercise EIOPA commissioned
the industry consortium PERILS to collect these average figures from the
relevant model vendors, brokers and insurers. It turned out that liaising with
mostly third parties (model vendors and brokers) or a limited set of specific
insurers generates either confidentiality issues between these third parties and
their clients for the formers, or similar identifiability issues for the latter.

5.254 Against this background EIOPA decided to collect through its October 2019-
January 2020 information request the average policy conditions in force at the end
of 2018 (as an acceptable proxy of the last calibrated risk factors in 2017) from a
representative sample of direct insurance undertakings selected by NCAs. EIOPA
interpreted the collection of average policy conditions in a strict quantitative way
and covered only deductibles and upper limits. A more complete approach would
also cover qualitative aspects of these policies (exclusions, etc.).Both standard
formula and internal model users were in the scope of this data collection to remain
consistent with the population of undertakings underlying the current calibration
of the NAT CAT country factors.

5.255 The results of the data collection can be found as a separate Excel file annexed
to this document. Explanations on the results are included in annex 5.4.

5.8. Risk mitigation techniques

5.8.1. Extract from the call for advice

3.8. Risk-mitigation techniques and other techniques used to reduce
Solvency Capital Requirements

EIOPA is asked to advise on methods for the recognition of the most common non-
proportional reinsurance covers for non-life underwriting risks in the Solvency
Capital Requirement standard formula, as well as for adverse development covers
and finite reinsurance covers.

In this context, where EIOPA would consider that the methods set out in its
“"Guidelines on application of outwards reinsurance arrangements to the nonlife
underwriting risk submodules” continue to be relevant, EIOPA is asked to assess
the extent to which amendments to the legislative framework are necessary to
incorporate these methods in the Solvency Capital Requirement standard formula.

EIOPA is also asked to clarify the definition of a financial risk-mitigation technique
and of other financial instruments that may be used to reduce Solvency Capital
Requirements, with a view to ensure a consistent treatment between the standard
formula and internal models. EIOPA should also indicate the criteria and the
methods to determine the amount of risk reduction or risk transfer that may be
recognized for such items.
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EIOPA is also asked to analyse whether the provisions on the assessment of basis
risk are sufficiently clear and, where appropriate, advise on improvements.

5.8.2. Previous advice

5.256 EIOPA looked at the treatment of risk-mitigation techniques in the standard
formula from 2017 to 2018 for its advice to the European Commission on the
review of specific items in the Solvency II Delegated Regulation. Those review led
to amend the treatment of financial derivatives and reinsurance arrangements as
risk-mitigation techniques.

5.257 In particular, with regard to non-proportional reinsurance, EIOPA advised on the
possibility to introduce a new USP method applicable to take into account stop-
loss reinsurance covers. The method was then eventually introduced in the
amended Delegated Regulation by the European Commission.

5.258 In the same context, EIOPA also advised not to recognize adverse development
covers on the basis of the stakeholders’ proposal.

5.8.3. Relevant legal provisions
Solvency II Directive
e Article 101(5)

Delegated Reqgulation

e Article 208: Methods and Assumptions
e Article 209: Qualitative Criteria
e Article 210: Effective Transfer of Risk

e Article 211: Risk-Mitigation techniques using reinsurance contracts or special
purpose vehicles

e Article 212: Financial Risk-Mitigation techniques
e Article 213: Status of the counterparties

e Article 214: Collateral Arrangements

e Article 215: Guarantees

Guidelines

e EIOPA Guidelines on application of outwards reinsurance arrangements to the
non-life underwriting risk sub-module

e EIOPA Guidelines on basis risk

5.8.4. Other regulatory background
5.259 Q&A on the treatment of Contingent Capital Operation

¢ Questions: Should this contingent capital operation: (i) be included in the own
funds as an AOF, after supervisory approval? (ii) be accounted for in the
Standard Formula or Internal Model as a way to decrease the SCR?
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e Answers: (i) The described contract does not meet the requirements for a
recognition as ancillary own funds as it is not callable on demand. (ii) The
instrument does not transfer risk and the application of such instrument in
reduction of the SCR is not appropriate. This applies for both internal model
and standard formula users.

5.260 EIOPA BoS raised a number of concerns about convertible bonds being
permitted as a risk mitigation technique, but agreed that further analysis was
necessary to: understand better the mechanics of this sort of convertible bonds;
what should be the conditions under which such bonds could be regarded as a risk
mitigation technique; and what might be the impact of such bonds on insurers and
the other parties involved.

5.8.5. Identification of the issues

5.8.5.1. Policy issue 1: Further recognition of the most common non-
proportional reinsurance covers for non-life underwriting risks in
the Solvency Capital Requirement standard formula

5.261 Following EIOPA’s first and second advices on the analysis of possibilities to
further recognise some specific forms of non-proportional reinsurance in the
Standard Formula, some stakeholders claim that the main non-proportional covers
in non-CAT non-life underwriting risks are still not enough recognised in the current
version of the Standard Formula.

5.8.5.2. Policy issue 2: Recognition of adverse development covers and
finite reinsurance covers

5.262 Adverse Development Covers are a form of retrospective reinsurance in which
the insurer cedes the claims development risk associated with policies from past
underwriting periods. They cover the risk that the existing claims reserves are not
sufficient to cover the insurance obligations (i.e. reserve risk) for a defined
portfolio or segment.

5.263 Finite reinsurance means reinsurance under which the explicit maximum loss
potential, expressed as the maximum economic risk transferred, arising both from
a significant underwriting risk and timing risk transfer, exceeds the premium over
the lifetime of the contract by a limited but significant amount, together with at
least one of the following features:

e explicit and material consideration of the time value of money;

e contractual provisions to moderate the balance of economic experience between
the parties over time to achieve the target risk transfer.

5.264 On the basis of detailed numeric sensitivity analyses performed in 2016 and
2017, EIOPA advised on no recognition of finite reinsurance and adverse
development covers in the non-life underwriting risk of the Standard Formula.

5.265 Some stakeholders did however raise the issue for possible reconsideration in
the future of the outcomes set out in the former advice provided by EIOPA in
February 2018.
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5.8.5.3. Policy issue 3: recognition of Contingent capital as a financial
instrument reducing the SCR

5.266 Contingent Capital is an arrangement signed between a (re)insurer and a
generic counterparty (not necessarily a regulated entity) that will trigger a
purchase of new insurer’s shares by the counterparty at a specific price mechanism
upon the occurrence of a specific event, both elements being pre-defined in the
contract.

Example of Capital contingent instrument
Insurer A enters a contract with Firm B (not necessarily a regulated entity).

The contract stipulates that, if any of the three events defined below occur at any time
within the next 3 years, Firm B is committed to buying for €10 million new shares of
Insurer A (conducting to a capital increase for Insurer A); the new shares are generally
issued with a discount (e.g. 5%) on the average market price recorded on the trading
days following the event. In such case, Firm B has to provide the cash to Insurer A
within a predefined timeline (e.g. 10 days).

Event 1: Firm A occurs a technical loss above a threshold (e.g. € 1m) for a specific
event (e.g. NatCat).

Event 2: The loss ratio of a given LoB is higher than 120% for 2 consecutive semesters.
Event 3: The share price of Insurer A falls below a given value.

5.267 Should this capital contingent instrument be accounted for in the Standard
Formula or Internal Model as a way to decrease the SCR?

5.8.5.4. Policy issue 4: recognition of Contingent Convertible Bonds as a
financial instrument reducing the SCR

5.268 A Contingent Convertible Bond is an arrangement signed between a (re)insurer
and a generic counterparty (not necessarily a regulated entity) according to which
an undertaking issues a debt which might be later converted in new insurer’s
shares then held by the bondholder at a specific price mechanism u