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The Solvency Il Draft Directive was published in July 2007 and defined the risk margin to be
part of the technical provisions and calibrated as a 6% pa charge on NHR capital. Throughout
the rest of the Solvency Il project up to adoption on 1 January 2016 there seemed to be no
mechanism available to revisit this definition. This risk margin definition led to several issues:

1. The risk margin introduced a buffer into the technical provisions although it could also be
considered an additional capital requirement.

2. The theoretical basis for this buffer was the current exit value measurement principle
which, for a single insurance liability in isolation, is a measurement principle with no
corresponding market available for calibration. This means that any calibration is inherently
unreliable.

3. The % pa charge on NHR capital is one of several ways of applying a risk margin, and
contains a number of advantages and disadvantages. We are not aware of evidence that

Q19.1 EIOPA or its predecessor CEIOPS independently assessed this approach against the
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alternatives.

4. The calibration of the 6% seemed to be based on the Swiss Solvency Test calibration
without independent assessment of its merits. The SST calibration documents described
how the 6% was based on a “[Weighted Average] Cost of Capital” approach, applying a
WACC concept (which applies to best estimate cash flows) to a model where market and
credit risk is already allowed for in the use of a “risk-free rate”. Therefore we believed from
the start that the 6% calibration was too high as it contained a double count of market and
credit risk. The materiality of this double count varies for different types of firms, and has
increased the more interest rates have fallen.

We would recommend an independent review of the purpose of the risk margin and what an
appropriate methodology and calibration should be.

Q19.2

See above. We believe there should be a fundamental review of the risk margin in the first
place. After that review confirms the broad model for the risk margin, stress and scenario testing
can be used to determine whether it should change in different markets. If a risk margin model
were to be permitted that varies with market movements, we would advocate an anti-cyclical
approach as opposed to the current approach which we believe ends up being pro-cyclical.

Q19.3

We have observed the risk margin becoming a much more material component of insurers’
balance sheets, particularly for longer-term business. This has led to a number of
challenges and changes in business practice including:

- ALM. Should the insurer match the basic liability or the technical provision including risk
margin? Insurers’ ALM challenges related to risk margin have been exacerbated by falling
interest rates, and also (for affected firms) the TMTP reset, which is not covered by this
review.

- Risk transfer. The bigger the risk margin relative to the rest of the technical provisions, the
more insurers are incentivised to offload risk to reduce the risk margin. This can be done
via reinsurance to a company outside the EU which is not bound by Solvency Il rules.

- Longevity reinsurance. We believe that the growth in the longevity reinsurance market
has been caused primarily because the Solvency Il risk margin is materially too large for
relevant primary insurance business (mainly immediate annuities). This point is also
relevant to Q4.

We believe the high level of risk margin currently attached to long-term insurance products
is resulting in higher premium rates and reduced competition, leading to worse value for
consumers.
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