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Responding to this paper

EIOPA welcomes comments on the first set of advice to the European
Commission on specific items in the Solvency II Delegated Regulation.

Comments are most helpful if they:

e respond to the question stated, where applicable;
e contain a clear rationale; and

e describe any alternatives EIOPA should consider.

Please send your comments to EIOPA in the provided Template for Comments,
by email to CP-17-004@eiopa.europa.eu_by 31 August 2017.

Contributions not provided in the template for comments, or sent to a different
email address, or after the deadline will not be processed.

Publication of responses

Contributions received will be published on EIOPA’s public website unless you
request otherwise in the respective field in the template for comments. A
standard confidentiality statement in an email message will not be treated as a
request for non-disclosure.

Please note that EIOPA is subject to Regulation (EC) No 1049/2001 regarding
public access to documents and EIOPA’s rules on public access to documents®.

Contributions will be made available at the end of the public consultation period.
Data protection

Please note that personal contact details (such as name of individuals, email
addresses and phone numbers) will not be published. They will only be used to
request clarifications if necessary on the information supplied.

EIOPA, as a European Authority, will process any personal data in line with
Regulation (EC) No 45/2001 on the protection of the individuals with regards to
the processing of personal data by the Community institutions and bodies and on
the free movement of such data. More information on data protection can be
found at https://eiopa.europa.eu/ under the heading ‘Legal notice’.

1 Public Access to Documents
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1. Introduction

On this consultation paper

1.

EIOPA supports a sound process of post-evaluation of the new insurance
supervisory regime. One of EIOPA’s key objectives is to ensure a rigorous,
evidence-based and transparent review of the Solvency II regulatory
framework.

. As part of this process, EIOPA has launched a project dedicated to the review

of Commission Delegated Regulation (EU) 2015/35°% (hereinafter “Delegated
Regulation”) and in particular the Solvency Capital Requirement ("SCR")
standard formula. The purpose of this project is to respond to the call for
advice of the European Commission.

. The main goals are:

e to ensure a proportionate and technically consistent supervisory
regime for (re)insurance undertakings;

e to look for possible simplifications in the SCR standard formula and
to ensure the proportionate application of the requirements.

This consultation paper seeks feedback on EIOPA’s first set of advice to the
request of the European Commission on specific items of the Delegated
Regulation.

. The public consultation is part of EIOPA’s review of the Delegated Regulation

started in 2016. A first discussion paper was issued in December 2016 and
responses were received in March 2017. Where necessary respondents were
asked for clarifications and supplementary information. These responses have
been analysed and have helped EIOPA to formulate its policy proposals.

A roundtable was held during May 2016 with representative stakeholders,
based on an outline of the proposals under consideration at that time. This
consultation paper takes account of the inputs received during and after the
roundtable.

. Outlines of the proposals were also presented at the Insurance and

Reinsurance Stakeholders Group of EIOPA during June 2016 for discussion.

Structure of this paper

8.

This consultation paper includes EIOPA’s advice on a number of items that
are in the scope of the European Commission call for advice and that are
being reviewed. These are: simplified calculations, reducing reliance on
external credit ratings, treatment of guarantees, exposure guaranteed by a
third party and exposures to regional governments and local authorities
("RGLA"), risk-mitigation techniques, undertaking specific parameters, look-

2 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) (OJ L 12, 17.01.2015, p. 1)

4



through approach on investment related vehicles and information on loss-
absorbing capacity of deferred taxes (*LAC DT").

. Each section of this consultation paper follows the same structure - apart
from the section on LAC DT which provides information only: an extract of
the call for advice; the legal basis; a feedback statement on the main
comments received to the discussion paper; EIOPA’s advice which includes an
analysis, EIOPA’s advice and proposals for Articles if relevant. This
consultation paper also includes the impact assessment of the policy options
considered during the elaboration of the draft advice.

Next steps

10.EIOPA intends to finalise its advice regarding the items listed above in

October 2017. EIOPA’s final advice will then be sent to the European
Commission.

11.Annual Quarterly Reporting Templates ("QRTs"”) will be sent to EIOPA during

the summer 2017. Where the information provided in these QRTs is helpful
for analyses or impact assessments purposes, EIOPA will make use of these
information.

12.In parallel, EIOPA is still conducting work on the other items being reviewed:

risk margin; own funds; policy options on LAC DT; CAT risks; premium and
reserve risks; mortality and longevity risks; counterparty default risk;
currency risk at group level; interest rate risk; simplifying look-through;
unrated debt; unlisted equity and strategic participations

13.Another consultation paper will be issued by the end of the year on these

other items. EIOPA’s final second set of advice will then be sent to the
European Commission by February 2018.



2. Simplified calculations

2.1. Call for advice

The Delegated Act provides simplifications for many, but not for all, calculations
in the standard formula. For example, no simplifications are provided for the
non-life lapse risk submodule and the submodules of the non-life catastrophe
risk.

EIOPA is asked to:

e Provide information on the current use of the existing simplifications and,
where relevant, on reasons why these simplifications are not used.

e Suggest improvements for the existing simplifications and explore and
propose methods and criteria for further simplifications, in order to
ensure that simple and easy to apply methodologies are provided for all
standard formula calculations, bearing in mind the need to strengthen a
proportionate application of the requirements.

2.2. Legal basis
Directive 2009/138/EC? (“Solvency II Directive”)
14.Article 109: simplifications in the standard formula

Insurance and reinsurance undertakings may use a simplified calculation for a
specific sub-module or risk module where the nature, scale and complexity of
the risks they face justifies it and where it would be disproportionate to require
all insurance and reinsurance undertakings to apply the standardised calculation.

Simplified calculations shall be calibrated in accordance with Article 101(3).
15.Article 111: implementing measures and in particular paragraph (1)(l):

the simplified calculations provided for specific sub-modules and risk modules,
as well as the criteria that insurance and reinsurance undertakings, including
captive insurance and reinsurance undertakings, shall be required to fulfil in
order to be entitled to use each of those simplifications, as set out in Article 109,

Delegated Regulation

16.Article 88: proportionality
1. For the purposes of Article 109, insurance and reinsurance undertakings
shall determine whether the simplified calculation is proportionate to the

nature, scale and complexity of the risks by carrying out an assessment
which shall include all of the following:

(a) an assessment of the nature, scale and complexity of the risks of the
undertaking falling within the relevant module or sub-module;

3 Directive 2009/138/EC of 25 November 2009 of the European Parliament and of the Council on the taking-up
and pursuit of the business of Insurance and Reinsurance (Solvency II) (OJ L 335, 17.12.2009, p. 1)
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(b) an evaluation in qualitative or quantitative terms, as appropriate, of
the error introduced in the results of the simplified calculation due to any
deviation between the following:

(i) the assumptions underlying the simplified calculation in relation to
the risk;
(ii) the results of the assessment referred to in point (a).

2.A simplified calculation shall not be considered to be proportionate to the
nature, scale and complexity of the risks where the error referred to in point
(b) of paragraph 2 leads to a misstatement of the Solvency Capital
Requirement that could influence the decision-making or the judgement of
the user of the information relating to the Solvency Capital Requirement,
unless the simplified calculation leads to a Solvency Capital Requirement
which exceeds the Solvency Capital Requirement that results from the
standard calculation.

2.3. Feedback statement on the main comments received to the
discussion paper

Proportionality assessment as provided in Article 88 of the Delegated
Regulation

a. Summary of the comments received

17.Several stakeholders believe that (re)insurance undertakings should not be
asked to quantify the error introduced by simplified calculations. They claim
that documenting the assessment required by Article 88 would be too
burdensome.

b. Assessment

18.Article 109 of the Solvency II Directive provides that simplified calculations
may be used where it is justified. The assessment required by Article 88 of
the Delegated Regulation details which justification is expected. The
assessment of the nature, scale and complexity of the risks is consistent with
the overall requirement for the undertaking - as part of the Own Risk and
Solvency Assessment ("ORSA”) - to carry out an assessment whether its risk
profile deviates from the assumptions underlying the SCR calculation and
whether these deviations are significant. The assessment of the error
introduced may be done in qualitative terms or in quantitative terms. It is
acknowledged that the quantitative evaluation may be challenging, but
(re)insurance undertakings may, as a first step, perform a qualitative
evaluation and if that indicates that the deviation is not significant a
guantitative assessment would not necessarily be required.

19.The documentation of that assessment is not preventing insurance
undertakings from using the simplified calculations, as the number of
undertakings using simplified calculations is proving: there would be around
thousand simplified calculations that are being used throughout Europe.
EIOPA will be in a position to better draw conclusions on the current use of
simplified calculations once the annual QRT will be received. Furthermore, the



documentation of the assessment of the nature, scale and complexity of the
risks is expected to be covered as part of the ORSA.

Non-listed simplified calculations

a. Summary of the comments received

20.The Delegated Regulation provides a list of simplified calculations that may
be used. Some stakeholders believe (re)insurance undertakings should be
allowed to used other simplified calculations than those listed.

21.There was also the proposal, for immaterial risks, to use neither the standard
formula nor simplified calculations but simply to set the SCR of the
immaterial risk sub-module to a conservative amount. Stakeholders argue
that this would solve any prudential concern and save implementing costs for
(re)insurance undertakings.

b. Assessment

22.The empowerment under Article 111(1)(I) of the Solvency II Directive
restricts the use of simplified calculations to those listed. Further to that legal
argument, the simplified calculations are to be calibrated in accordance with
Article 101(3) of the Solvency II Directive. Should non-listed simplified
calculations be allowed, (re)insurance undertakings would need to prove that
the simplified calculations used are correctly calibrated. This would be closer
to an internal model framework and would not be appropriate in light of the
objective to simplify the calculations for (re)insurance undertakings.

23.As to the possibility of setting the SCR for the specific immaterial sub-
module, (re)insurance undertakings would need to specify a method for
setting the amount. This method would then be, in substance, similar to a
simplified calculation, which, for the reasons outlined above, cannot be
accepted.

Non-life underwriting risk module and non-similar-to-life-techniques
health underwriting risk sub-module

a. Summary of the comments received

24.Concerning non-life and NSLT underwriting risk, several proposals towards
increasing the complexity of the standard formula instead of simplifying it
were received. They aim at solving some issues identified by stakeholders
that the formula is not capturing as the appropriate effect of the risk
mitigating techniques and other specificities as well as some problems around
the definition of the premium volume measure that were out of the scope of
the consultation paper.

25.There was also a large number of stakeholders that stated that the
calculation of non-life lapse risk is non-proportionate (the complexity is very
high compared to the materiality of the risk) especially since one-year
policies are very common in non-life. The requirement to do the calculation
policy by policy in order to verify which policies determine the increase in
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technical provisions as a result of the lapse event is referred to as too
burdensome.

b. Assessment

26.The proposals that would result in an increased complexity of the calculation
were not further analysed in the context of the work on simplifications. This
includes proposals for capturing the effect of risk-mitigating techniques and
proposals on the definition of the premium volume measure. The relevant
proposals are covered in other parts of the advice.

27.Following the comments received on the undue complexity of non-life lapse
risk, there is room to have a simplified calculation for the calculations set out
in Articles 118 and 150 of the Delegated Regulation. Such a simplification
could be the application of the shock referred to in Articles 118(1) and 150(1)
by homogeneous risk groups.

Life underwriting risk module and similar-to-life-techniques health
underwriting sub-module

a. Summary of the comments received

28.Most of stakeholders’ comments pointed towards the need for having further
simplifications for lapse risk. In particular the calculation on a policy basis
raises issues. Further comments were made in particular on the mass lapse
shock. Stakeholders claimed that the level was too high and inappropriate.

29.An improvement to the existing simplified calculation for the mortality risk
sub-module was suggested to allow for capital at risk that varies over time.

b. Assessment

30.The difficulties faced when calculating the capital requirements for lapse risk
are understood and proposals for simplified calculations are described below.
The appropriateness of the level of the mass lapse risk is not in the scope of
the call for advice of the European Commission. The materiality of this risk
could be assessed at a later stage with the help of the annual QRTs.

31.The simplification proposed on the mortality risk-sub module has been taken
on board. There will be a proposal to adjust the formula to take account of
situation where the capital at risk (CAR) varies over time:

(1—g)Ft

n
SCRmortatity = 0,15 - q - z CARk " g o8
k=1 k

Market risk module

a. Summary of the comments received

32.Compared to other modules, fewer comments were received on the market
risk module. Some stakeholders explained that there is no reason for having



specific simplified calculations for captives. Other difficulties seem to be
mainly linked to the application of the look-through approach.

b. Assessment

33.The simplified calculations for captive (re)insurance undertakings are
provided for the interest rate risk, the spread risk on bonds and loans and the
market risk concentration. The simplified calculations for spread risk and for
market concentration risk are approaches that do not require credit
assessment of the exposures and their allocation to credit quality step. This
may be seen as a proportionate approach to reduce the reliance on ECAIL
This topic is therefore covered in the respective section.

34.Issues related to simplifying the look-through approach will be addressed in
the second consultation paper at the end of the year.

Operational risk module

a. Summary of the comments received

35.There were very few comments on the difficulties raised by the calculation of
the capital requirements for operational risk. Several proposals to change the
design in order to base the calculations on different volume measures were
made.

b. Assessment

36.The objective is not to change the design of the operational risk module. The
comments confirmed that there is no particular difficulty in applying the
formula provided in the Delegated Regulation for the calculation of the capital
requirements for operational risk.

2.4. Advice
2.4.1. Previous advice

37.CEIOPS-DOC-24/08 “Advice to the European Commission on the Principle of
Proportionality in the Solvency II Framework Directive Proposal”

38.CEIOPS-DOC-73/10: “CEIOPS’ Advice for Level 2 Implementing Measures on
Solvency II: SCR standard formula Article 111(l) Simplified calculations in the
standard formula™

2.4.2. Analysis
Proportionality assessment

39.The assessment required by Article 88 of the Delegated Regulation is twofold.
First, there is an assessment of the nature, scale and complexity of the risks;
and second, there is an evaluation in qualitative or quantitative terms, as
appropriate, of the error introduced in the results of the simplified calculation

4 https://eiopa.europa.eu/CEIOPS-
Archive/Documents/Consultations/AdviceProportionality.pdf#search=filename%3AAdviceProportionality.pdf

> https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Simplifications-for-SCR.pdf
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due to any deviation between the underlying assumptions and the specific
risk profile.

40.The responsibility to choose an adequate and reliable calculation of the SCR
ultimately lies with the administrative or management body of the
undertaking. The actuarial function plays an important role in coordinating
the calculation of the capital requirement and in providing regular reports to
the management body on its tasks. An assessment of the proportionality of
the chosen methodology vis-a-vis the nature, scale and complexity of the
underlying risks should be seen as part of the (re)insurance undertakings’
internal system of governance. This assessment is also required for the
purpose of the own-risk and solvency assessment (“"ORSA”) supervisory
report.

41.The assessment of the nature, scale and complexity of the risks is intended
to provide a basis for checking the appropriateness of specific simplified
calculations carried out in the second step.

42.As a result, the documentation of this first assessment is expected to be
already addressed, being part of the ORSA process and report and of the
tasks of the actuarial function, but it is also a necessary preliminary for
(re)insurance undertakings to be able to perform the second assessment.

43.The second assessment evaluates whether the application of a particular
simplified calculation is proportionate. It aims at capturing the model error
implied by the change of method and whether it can be considered
immaterial.

44.1n this context, a “"material” error means that a misstatement of the value of
the sub-module/module influences the decision-making or judgment of the
intended user of the information contained in the calculation of the SCR (e.qg.
Article 19(3) last paragraph and Article 38(3) of the Delegated Regulation).
The criteria for materiality should be consistent with the approach of the
(re)insurance undertaking to materiality in other areas of the solvency
assessment and should be reflected in the ORSA.

45.1t is acknowledged that, in practice, an assessment of the model error is not
easy. (Re)lnsurance undertakings should not be required to quantify the
degree of model error in precise quantitative terms or to re-calculate the
value of the capital charge using the non-simplified (standard) method in
order to demonstrate that the error is immaterial. Instead, it would be
sufficient to demonstrate that there is reasonable assurance for the model
error to be immaterial.

46.The current requirements of an “evaluation in quantitative or qualitative
terms” reflect this process. In particular, where a qualitative evaluation
indicates that the error is immaterial there is no need to evaluate the error in
quantitative terms.

47.Having in mind the process by which the error can be evaluated, the
concerns that the proportionality assessment is too burdensome and unduly
preventing (re)insurance undertakings from applying simplified calculations
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do not seem valid. National Supervisory Authorities ("NSAs"”) have confirmed
that (re)insurance undertakings face issues in applying a simplified
calculation where they wish to demonstrate that the model error is
immaterial by calculating it with the standard method. As explained above,
that is not what Article 88 of the Delegated Regulation requires.

48.The number of simplified calculations that have been used for the calculation
of the SCR standard formula in 2016 will be reported via the annual QRT.
Thus a complete overview about the current use of simplifications will only be
available in July. However, the first indications by NSAs show that around a
thousand of simplified calculations are being used. In particular, there is an
important number of undertakings using at least one of the simplified
calculations available for calculating the counterparty default risk module.

Life underwriting risk and similar-to-life-techniques health underwriting
risk

49.The difficulties in the calculation of the capital requirements for life
underwriting risk are linked to the granularity of the calculation.

50.Article 35 of the Delegated Regulation provides that the cash-flow projections
used in the calculation of the best estimates for life insurance obligations are
to be made separately for each policy. Where the separate calculation for
each policy would be an undue burden on the (re)insurance undertaking,
projections may be carried out by grouping policies.

51.In practice, this option for grouping policies is very often used by
(re)insurance undertakings.

52.The mortality and the longevity risk sub-modules require the calculation to be
done on a policy level. However, the calculation may instead also be done
based on the grouping of policies used for the best estimate calculation,
provided that the result is not materially different.

53.The lapse risk-module requires the calculation to be performed where the
provided increase or decrease in lapse rates result in an increase of technical
provisions without the risk margin. For the mass lapse risk calculation, the
calculation is to be performed on a per policy basis.

54.A way to simplify the calculations of the lapse risk sub-module is to allow for
the calculation to be based on the homogeneous risk groups used in the best
estimate calculations.

55.This simplified calculation could be applied only where the (re)insurance
undertaking can demonstrate that the particular grouping used for calculating
the best estimate does not allow for material compensations between
policies.

56.The increase (resp. decrease) in lapse rates should be applied only to those
options for which the exercise of the option would result in an increase (resp.
decrease) of the value of the best estimate calculated for the appropriate
homogeneous risk group.

12



57.Articles 91 (and 97) of the Delegated Regulation provides a simplified
calculation for the capital requirement for the mortality risk.

58.The formula provided by this simplified calculation assumes that the total
capital at risk CAR does not vary over time. An adjustment of this simplified
calculation would easily allow to take into account situations where this is not
the case:

(11—t

n
SCRmortatity = 0,15 * q - z CARy - AT i)k0s
k=1 k

Non-life underwriting risk module and non-similar-to-life-techniques
health underwriting risk sub-module

59.The difficulties encountered for the calculation of the non-life lapse risk sub-
module are similar to those described for the life lapse risk sub-module.

60.The calculation of this sub-module is required to be performed on a per policy
basis.

61.A way to simplify the calculations of the non-life lapse risk sub-module is to
allow for the calculation to be based on the homogeneous risk groups used in
the best estimate calculations for the premium provision.

62.This simplified calculation would be applied only where the (re)insurance
undertaking can demonstrate that the particular grouping with which it has
calculated the best estimate does not allow for material compensations
between policies.

63.The increase in lapse rates should be applied only to those options for which
the exercise of the option would result in an increase of the value of the best
estimate calculated for the appropriate homogeneous risk group.

2.4.3. EIOPA’s advice
Proportionality assessment

64.EIOPA’s advice is not to modify the current requirements of Article 88 of the
Delegated Regulation.

65.The first step of assessing the nature, scale and complexity of the risks is
intended to provide a basis for checking the appropriateness of a specific
simplified calculation carried out in the subsequent step.

66.The second step of evaluating the error is intended to assess whether the
error is immaterial (i.e. it does not influence the decision-making or
judgment of the intended user of the information contained in the calculation
of the SCR). (Re)lInsurance undertakings should not be required to re-
calculate the value of the capital charge using the standard methods.
Instead, it would be sufficient for (re)insurance undertakings to demonstrate
that there is reasonable assurance that the error is immaterial. For this
purpose it is possible to perform first a qualitative evaluation of the error
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and, where it indicates that the error is immaterial, there is no need to
evaluate the error in quantitative terms.

Non-life lapse risk sub-module

67.For the purposes of determining the loss in basic own funds of the
(re)insurance undertakings under the event referred to in point (a) of
paragraph 1 of Article 118 and of Article 150 of the Delegated Regulation, the
undertaking shall base the calculation on the type of discontinuance which
most negatively affects the basic own funds of the undertaking on a per
policy basis.

68.(Re)insurance undertakings should be provided with a simplified calculation
that allows the calculation to be based on the same homogeneous risk groups
that are used for the calculation of the Best Estimate.

69.The discontinuance of 40 % should be applied to those homogeneous risk
groups where it would result in an increase of technical provisions without the
risk margin.

70.This simplified calculation should only be applied where the (re)insurance
undertaking can demonstrate that the particular grouping used for calculating
the best estimate does not allow for material compensations between policies
in case of lapse events.

Lapse risk sub-module

71.For the purposes of determining the loss in basic own funds of the
(re)insurance undertaking under the events referred to in paragraphs 2, 3
and 6 of Article 142 and of Article 159 of the Delegated Regulation, the
undertaking is basing the calculation on the type of discontinuance which
most negatively affects the basic own funds of the undertaking on a per
policy basis.

72.(Re)insurance undertakings should be provided with a simplified calculation
that allows the calculation to be based on the same homogeneous risk groups
that are used for the calculation of the Best Estimate.

73.The events referred to in paragraph 2, 3 and 6 of Article 142 and of Article
159 of the Delegated Regulation should be applied to those homogeneous
risk groups where it would result in an increase of technical provisions
without the risk margin.

74.This simplified calculation should only be applied where the (re)insurance
undertaking can demonstrate that the particular grouping used for calculating
the best estimate does not allow for material compensations between policies
in case of lapse events.

Simplified calculations of the capital requirement for life morality risk
and for health mortality risk

75.The capital requirements for mortality risk may be calculated with the
simplification provided by Articles 91 and 97 of the Delegated Regulation.
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76.The formula provided by this simplified calculation assumes that the total
capital at risk CAR does not vary over time. In order to take into account
situations where this variation over time would need to be reflected, the
simplified calculation should be adjusted as follows:

n
(1-g*
SCRuortatty = 015+ q° )" CARy * Gy S
k=1 k

77.Article 91 of the Delegated Regulation presents a typo: the denominator
should not be “1 —i,” but should be “1 +i;.”.

Error in Article 88

78.The Delegated Regulation reads as follows:
Article 88 Proportionality

1. For the purposes of Article 109, insurance and reinsurance
undertakings shall determine whether the simplified calculation is
proportionate to the nature, scale and complexity of the risks by
carrying out an assessment which shall include all of the following:

(a) an assessment of the nature, scale and complexity of the risks of
the undertaking falling within the relevant module or sub-module;

(b) an evaluation in qualitative or quantitative terms, as appropriate,
of the error introduced in the results of the simplified calculation due
to any deviation between the following:

(i) the assumptions underlying the simplified
calculation in relation to the risk;

(ii) the results of the assessment referred to in point
(a).

2.A simplified calculation shall not be considered to be proportionate to
the nature, scale and complexity of the risks where the error referred
to in point (b) of paragraph 2 leads to a misstatement of the Solvency
Capital Requirement that could influence the decision-making or the
judgement of the user of the information relating to the Solvency
Capital Requirement, unless the simplified calculation leads to a
Solvency Capital Requirement which exceeds the Solvency Capital
Requirement that results from the standard calculation.

79.At the beginning of this provision the reference to Article 109 should relate to
the Solvency II Directive not the Delegated Regulation; in the same sentence
a reference to simplified calculations “included in this chapter” is missing;
there is no point (b) in paragraph 2 - the reference should be to paragraph 1.

80.Article 88 of the Delegated Regulation should be corrected of these errors.
2.4.4. New Articles

81.EIOPA would like to suggest correcting Article 88 of the Delegated Regulation
as follows:
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Article 88 Proportionality

1. For the purposes of Article 109 of Directive 2009/138/EC, insurance
and reinsurance undertakings shall determine whether one of the
simplified calculations included in this chapter is proportionate to the
nature, scale and complexity of the risks by carrying out an
assessment which shall include all of the following:

(a) an assessment of the nature, scale and complexity of the risks of
the undertaking falling within the relevant module or sub-module;

(b) an evaluation in qualitative or quantitative terms, as appropriate,
of the error introduced in the results of the simplified calculation due
to any deviation between the following:

(i) the assumptions underlying the simplified
calculation in relation to the risk;

(ii) the results of the assessment referred to in point
(a).

2.A simplified calculation shall not be considered to be proportionate to
the nature, scale and complexity of the risks where the error referred
to in point (b) of paragraph—2 paragraph 1 leads to a misstatement of
the Solvency Capital Requirement that could influence the decision-
making or the judgement of the user of the information relating to the
Solvency Capital Requirement, unless the simplified calculation leads to
a Solvency Capital Requirement which exceeds the Solvency Capital
Requirement that results from the standard calculation.
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3. Reducing reliance on external credit ratings in the
standard formula

3.1. Call for advice

In line with the provisions of Regulation (EC) No 1060/2009°, the Union is
working towards reviewing, at a first stage, whether any references to external
credit ratings in Union law trigger or have the potential to trigger sole or
mechanistic reliance on such external credit ratings and, at a second stage, all
references to external credit ratings for regulatory purposes with a view to
deleting them by 2020, provided that appropriate alternatives to credit risk
assessment are identified and implemented.

The Solvency II standard formula provides for different risk considerations
depending on whether an external rating is available or not and what rating is
assigned to such exposure. To mitigate the risk of over-reliance on ratings, the
Solvency II Directive provides that insurers, when they use an external credit
rating assessment in the calculation of technical provisions and the Solvency
Capital Requirement, shall assess the appropriateness of those external credit
assessments as part of their risk management by using additional assessments
wherever practicably possible in order to avoid any automatic dependence on
external assessments. In addition, the Delegated Regulation (Article 4(5)) sets
out a requirement on (re)insurers to produce their own internal credit
assessments for larger or more complex exposures, which also contributes to
reducing the risk of over-reliance. Even though such mitigation rules are in
place, the use of ratings contained in the Delegated Act may create an incentive
for (re)insurers to rely on assessments from rating agencies.

Therefore, EIOPA is asked to:

e Further develop the framework for the use of alternative credit
assessments in the Solvency II standard formula, by setting out
methods and criteria for a standardized approach to derive alternative
credit assessments. Such an approach should also target exposures
that do not have an external credit assessment, and not be limited to
large and complex exposures.

3.2. Legal basis
Solvency II Directive

82.Article 13(40) of the Solvency II Directive defines “external credit assessment
institution” or "ECAI"” as a credit rating agency that is registered or certified
in accordance with Regulation (EC) No 1060/2009 or a central bank issuing
ratings which are exempt from the application of that regulation.

Delegated Regulation

83.According to Recital 2 of the Delegated Regulation in order to reduce
overreliance on external ratings, insurance and reinsurance undertakings
should aim at having their own credit assessment on all their exposures.
However, in view of the proportionality principle, insurance and reinsurance

6 Regulation (EC) No 1060/2009 of the European Parliament and of the Council of 16 September
2009 on credit rating agencies (OJ L 302, 17.11.2009, p.1)
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undertakings are only required to have own credit assessments on their
larger or more complex exposures.

84.Article 4 of the Delegated Regulation sets out general requirements on the
use of credit assessments by (re)insurance undertakings. According to
paragraph 5 of this Article where an item is part of the larger or more
complex exposures of the insurance or reinsurance undertaking, the
undertaking shall produce its own internal credit assessment of the item and
allocate it to one of the seven steps in a credit quality assessment scale.
Where the own internal credit assessment generates a lower capital
requirement than the one generated by the credit assessments available from
nominated ECAIs, then the own internal credit assessment shall not be taken
into account for the purposes of this Regulation.

Implementing regulation

85.The European Commission published the following implementing regulations
regarding external credit assessment:

e Commission Implementing Regulation (EU) 2015/2015 laying down
implementing technical standards on the procedures for assessing
external credit assessments,

¢ Commission Implementing Regulation (EU) 2016/1800 laying down
implementing technical standards with regard to the allocation of credit
assessments of external credit assessment institutions to an objective
scale of credit quality.

3.3. Feedback statement on the main comments received to the
discussion paper

Article 4 of the Delegated Regulation

a. Summary of the comments received

86.Stakeholders stated that the development of internal credit assessment
requires very specific expertise and is very costly which means that in most
cases ECAIs are better placed to assess credit qualities. It was recommended
that ratings should be used not only for capital requirement calculation but
also for internal risk and portfolio management, technical provisions
valuation, or assessment of reinsurance recoverables. Stakeholders
suggested rewording Article 4 of the Delegated Regulation by allowing the
usage of internal rating models.

87.Several ways to reduce the reliance on external credit ratings in the standard
formula were proposed by stakeholders:

e deleting the requirement of (re)insurance undertaking to nominate one
or more ECAI which was taken from Article 138 of Regulation (EU) No
575/2013 ("CRR"),

¢ allowing, on top of ECAI, any third party credit assessment that has
been validated by a NSA,

¢ allowing non-commercial third party assessment - e.g. central banks,
ESMA database, or a system similar to NAIC designations,
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e EIOPA should provide addition mapping between risk classifications by
international organisations such as OECD or IMF.

88.It was commented that an ECAI rating is not proportionate for mortgage
loans, SME lending and project finance or financial instruments protected by
protection schemes.

89.The suggestion was made to allow in some cases (re)insurance undertakings
to nominate only one ECAI and to allow for the debt without a nominated
ECAI to be qualified as credit quality step 3 for the spread risk and the
market risk concentration sub-modules under certain conditions.

b. Assessment

90.There is an on-going work to further assess the possibility to extend the
framework to assessments provided by commercial and/or non-commercial
third parties in the context of the second call for advice. This assessment will
take into account the Regulation (EU) No 462/2013 (Credit Rating Agencies,
hereinafter "CRA”) that only nominated ECAI might be allowed to be used for
regulatory purposes.

91.The requirement to nominate one or more ECAI provides the most prudent
approach and avoids selecting the ratings that lead to the lowest capital
requirements: it provides good incentives in terms of risk management.

92.Proportionate and simplified approaches that maintain a sufficient level of
risk-sensitivity and that are restricted to certain situations can be further
investigated as well.

93.The use of ESMA database “European Rating Platform” is necessarily limited
by proprietary rights and third party copyright. It nevertheless allows
(re)insurance undertakings to easily compare all credit ratings that exist for a
specific rated entity and therefore contributes to reducing mechanistic
reliance on external ratings.

Internal measures and ratings

a. Summary of the comments received

94 .Most stakeholders support the allowance of internal measures and ratings. It
was commented that requirements regarding prudent person principle have
already supported internal measures and rating and that the level of
protection of policy holders will be equivalent to the one reached with the
standard formula and internal models.

95.1t was pointed out that internal ratings provided by third parties might be
introduced in Solvency II regulation but it would demand the involvement of
NSAs. Internal credit assessment could be allowed for financial instruments
for which no rating is available but rules should be defined.

96.Medium-sized and small stakeholders commented that the usage of internal

ratings must not be impeded and mandatory and that there should always be
a possibility to use external ratings. Due to data, resources and know-how
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constraints, internal measures and ratings might not be available for small
and medium sized stakeholders. It was suggested that EIOPA’s role in credit
rating assessment should be enhanced.

b. Assessment

97.Internal measures and ratings may be one of alternative methods to reduce
reliance on external credit ratings in the standard formula. It seems that
further incentives for (re)insurance undertakings to develop internal
assessments should be provided. This could be done through several tools,
either in the Delegated Regulation directly or through guidance. At this stage,
the proposal is to do it rather via guidance aimed to both guaranteeing that
undertakings apply robust and sound practices and learning from experience
as well.

98.The question of allowing internal ratings of other third parties, in particular in
case of unrated debt, is linked to the second call for advice that EIOPA
received. It will be further investigated in this context.

Market implied ratings and accountancy-based measures

a. Summary of the comments received

99.It was commented that methodology based on market implied ratings should
not be introduced in Solvency II regulation. Stakeholders argued that market
implied ratings will be too complex to consider all information required.
Moreover such methods are pro-cyclical and generally used for shorter
periods than one year (the time horizon in Solvency II). Market implied
ratings often rely on Credit Default Swaps (*CDSs"”) which are available for a
limited number of financial instruments.

100. There was a detailed proposal to use market spread as a risk indicator
instead of ECAI’'s mapping. The pros of this proposal would be that:

¢ market spreads are public information which is available for no
extra cost;

e market spreads are a leading indicator while credit ratings are a
lagging indicator;

e market spreads are shared by all the stakeholders and widely
understood.

The cons of this proposal would be that:

e market spreads are volatile and may react to macro conditions not
directly linked to an increase in default probability;

e market spreads may not be reliable for smaller issues without a
deep and liquid market;

e market spreads may be manipulated when there is no deep and
liquid market by an individual posting fake order or performing
small trades.

101. The proposal is to apply the EIOPA representative portfolios used for the

calculation of the Volatility Adjustment. A standard capital charge would be
associated with the credit spreads of this reference portfolio broken down by
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buckets of duration and sector. According to the current approach of duration
and sector, buckets by which insurance undertakings would have to calculate
the average spreads of their bond portfolios would be defined. The new
spread risk sub-module would provide an adjustment factor according to the
size of the difference between an entity specific average spread per bucket
and the reference portfolio spread provided by EIOPA. This methodology has
the advantage of avoiding the direct resort to ratings in the Pillar I Standard
Formula and Pillar III Reporting while the calibration is maintained at similar
levels due to EIOPA’s access to the reference portfolio. In practice, volatility
may be smoothed by using a rolling average of the portfolio’s spread. The
moral hazard raised by the possibility for an investor to alter the quotations
of smaller issues is already addressed by the requirement that insurance
companies have to disclose fair market values. Moreover, the rolling average
acts as a deterrent as companies would have to engage in suspicious trading
on a monthly basis in order to impact their portfolio’s spread increasing the
risk twelvefold.

102. Stakeholders’ opinions regarding accountancy-based measures are
divided. There is a group of stakeholders which is against them because they
might not be applicable for lenders whose accounts are not public. Moreover
public information is not updated so the risk-sensitivity of such method will
be rather poor.

103. Stakeholders who are in favour of such methodology stated that it should
not be used stand-alone as these measures would vary widely across
different branches. It was reported that this approach has been used for
many years in some markets with good success in order to assess the credit
quality of private placements.

b. Assessment

104. Stakeholders pointed rightly at the limitations of market implied ratings
and accountancy-based measures. EIOPA will nevertheless further explore
their use in combination with other measures in the context of the second call
for advice.

105. The more detailed proposal to use spread as a risk indicator instead of
ECAI's mapping has been assessed as non-appropriate (in agreement with
the view of several stakeholders). It may increase pro-cyclicality and
incentivise (re)insurance undertakings to focus on the short-term credit risk.

106. The rolling average does not reflect new available information on the
credit quality by giving too much weight to past information that may be
outdated. The moral hazard issue cannot be mitigated by (re)insurance
undertakings via their own disclosure.

107. Moreover, the use of the reference portfolio raises practical issues: there
are several of such portfolios, per country and per currency and a risk charge
with such granularity would increase the complexity, Moreover, these
portfolios cover only certain types of investments.
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Other alternatives

a. Summary of the comments received

108. There is no common stakeholders’ position for alternative approaches that
could be used in the standard formula. Stakeholders pointed out the following
proposals:

e ability of certain parties (non-commercial and commercial third parties)
to apply for approval and provide ratings,

e developing a central credit register,
using market-based measurement of credit risk,

e using solvency ratios as the first option and not only when no rating is
available,

e mapping for credit quality steps (*CQS") according to organisations like
OECD, IMF, etc.

e pre-determined credit risk assessment.

b. Assessment

109. Where external firms provide ratings, (re)insurance undertakings should
be able to evidence their understanding of the rating process as part of their
Prudent Person Principle.

110. Regarding the proposal to extend the use of financial ratios to derive
credit quality steps it should be recalled that the quantitative results of the
prudential framework should be assessed in conjunction with the qualitative
reporting and the specificities of each undertaking. For instance, where two
insurance undertakings have the same Solvency II solvency ratio,
information on the (non-)use of Long-Term-Guarantees measures could lead
to different assessments of the risk profile and results in terms of credit
quality.

3.4. Advice
3.4.1. Previous advice

111. 1In the initial CEIOPS’ Advice for Answers to the European Commission on
the second wave of Calls for Advice in the framework of the Solvency II
project the following was included:

10.160 CEIOPS notes two valuable sources of data input for determining the
factors that should be applied to credit risk: ratings and credit spreads
(reflecting the markets’ perception of creditworthiness).

112. Moreover in the Explanatory text:

10.97 Different sources of information might be used for the calibration of the
factors applicable to credit risk. The use of external ratings can introduce a
number of practical difficulties concerning recognition and comparability,
together with the treatment of unrated exposures. In the CRD context,
banking supervisors are required to recognise individual ratings agencies and
map their output onto standard credit quality steps. CEIOPS could draw upon
experience in the banking sector (and the expertise of CEBS) if it concluded
that external ratings should play a role in Solvency II.

10.98 Credit spreads might also be used to reflect the market's perception of
credit quality. Higher credit spreads are historically more volatile and
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therefore should result in a higher capital requirement. Although also credit
spreads may not be available for every exposure an undertaking should be
able to produce a reasonable proxy for the credit spread (marking to model
value).

10.99 CEIOPS would not envisage that insurers should develop, within the
context of the standard formula, credit rating models along the lines of the
CRD. However, the Internal Rating Based Approach (using generalised
assumptions about the input parameters) might be used to calibrate the SCR
standard formula.

3.4.2. Analysis
Assessment by commercial and non-commercial third parties

113. External credit rating agencies are a certain type of commercial third
party. According to Article 4(1) of the Regulation (EC) No 1060/2009 credit
institutions, investment firms, insurance undertakings, reinsurance
undertakings, institutions for occupational retirement provision, management
companies, investment companies, alternative investment fund managers
and central counterparties may use credit ratings for regulatory purposes
only if they are issued by credit rating agencies established in the Union and
registered in accordance with such Regulation.

114. In specific cases, the assessment provided by ECAIs may be replaced by
undertakings’ own assessment. This is the case in Solvency II with the use of
internal credit assessment for larger or more complex exposures and with the
use of internal models for the SCR calculation, which may include allocation
to credit quality steps depending on the specificities of the internal model;
this is also the case in the CRD with the internal rating based approach. In
the CRD, internal assessments need to be approved by the National
Competent Authority and are then allowed to be used by credit institutions.

115. The use of results from approved internal models could potentially be
allowed under certain conditions. This will be further investigated by EIOPA in
the context of the second call for advice.

116. The assessments done by the OECD or the IMF do not seem appropriate
to be used to allocate exposures to credit quality steps.

117. The OECD Country Risk Classification is for example not a sovereign risk
classification and should therefore not be compared with the sovereign risk
classifications of private credit rating agencies (CRAs). Conceptually, it is
more similar to the "country ceilings" that are produced by some of the major
CRAs.

Proportionate approach and simplified calculation

118. The use of credit quality steps and ratings is justified by the need to
ensure sufficient risk-sensitivity in the measurement and calculation of the
technical provisions and the Solvency Capital Requirement.

119. For that purpose, Article 4 of the Delegated Regulation requires

(re)insurance undertakings using the standard formula to calculate their SCR
to nominate at least one ECAI.
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120. The intention is that the debt portfolio of (re)insurance undertakings is
covered by nominated ECAIs, such that external credit assessments can be
used to allocate each exposure to one of the seven credit quality steps.

121. In most cases, (re)insurance undertakings need to nominate several
ECAIs to cover their whole portfolio. Indeed, the contracts usually provided
by ECAIs are standardised and cover a certain number of asset classes.

122. Information on the use of ECAIs can be derived from the quarterly
reporting for the fourth semester and the “list of assets” template. The
database is composed of 2,022 (re)insurance undertakings. 1,663 of these
undertakings have reported at least 1 ECAIL. On average undertakings have
nominated 2.5 ECAIs to cover their investments.

123. This may lead to situations where specific asset classes are covered by
multiple ECAIs. Indeed, where a specific asset class is not covered by the
already existing contract with an ECAI, the (re)insurance undertaking needs
to sign a new contract with another ECAI to ensure that all of its investments
are covered. On average, the first nominated ECAI covers 73 % of the
“vanilla” corporate bonds of the (re)insurance undertaking. It seems that in
practice, when signing a new contract for covering specific investments, asset
classes already covered under the previous contract are covered again. This
would be due to standardised contracts provided by ECAIs.

124. 1In particular for smaller (re)insurance undertakings, this situation may
raise an issue as the licensing fees for ECAIs add up although asset classes
and investments are already covered by one ECAI. In some cases, this
additional cost may not be proportionate to the risks a (re)insurance
undertaking is facing.

125. In a situation where a (re)insurance undertaking has already nominated
an ECAI that covers almost all its debt portfolio, the question arises whether
the risks of the asset classes not already covered justify the nomination of
another ECAI. This would lead to asset classes being covered by two ECAIs
and to licensing fees that are not proportionate to the risks of the asset
classes not covered.

126. Article 109 of the Solvency II Directive and Article 88 of the Delegated
Regulation provide a framework under which (re)insurance undertakings are
allowed to use simplified calculations where they can demonstrate that the
simplified calculation is proportionate to the nature, scale and complexity of
the risks.

127. This framework can be used to provide a solution to smaller (re)insurance
undertakings that face the issue described above. Several conditions would
need to be met:

e a (re)insurance undertaking has already nominated an ECAI that
covers most of its debt portfolio;
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e the remaining asset classes and investments not covered by the
nominated ECAI are bonds’ or similar investments that provide a
redemption payment on the date of maturity or before, as well as a
return payment, in the form of a regular coupon payment on a
fixed interest rate basis®; loans, structured notes and collateralised
securities and derivatives are explicitly excluded from the
simplified calculation;

e the (re)insurance undertaking’s liabilities do not provide
mechanism of profit participations, the (re)insurance undertaking
does not conduct unit/index-linked business and does not use the
matching adjustment. For such business a detailed assessment of
the credit quality of the investments is considered necessary for
the protection of policyholders.

128. Where the above conditions are met, (re)insurance undertakings should
be allowed to use a simplified calculation to calculate their spread risk sub-
module and their market risk concentration sub-module as if the investments
not covered by the nominated ECAI were of credit quality step 3.

129. The simplified calculation should be used provided that the (re)insurance
undertaking complies with the requirements of Article 88 of the Delegated
Regulation. That means that where there is evidence that the average risk
profile of the assets or a material part of them is below the credit quality step
3, the simplified calculation would not be appropriate. It is expected that
(re)insurance undertakings that would like to use this approach conduct such
an assessment.

130. The benefits of this approach would be to reduce the costs and burdens of
(re)insurance undertakings that need to enter a contractual relationship with
several ECAIs in order to cover the whole of their debt portfolio. Where a part
is not covered by an ECAI and where it would not be proportionate to enter in
a contractual relationship with an additional ECAI to calculate the SCR
Standard Formula, the simplified calculation would provide an alternative.

131. EIOPA is also considering whether the first criteria of paragraph 131 that
the “(re)insurance undertaking has already nominated an ECAI that covers
most of its debt portfolio” could be further specified, for instance by
introducing a threshold on a certain coverage ratio, under which the
simplified calculation would not be allowed. Stakeholders are invited to
provide inputs on such threshold.

Internal credit assessments

132. The use of internal credit assessments is widely seen as the best
alternative to ECAIs. However, requiring the development of such approaches
for all (re)insurance undertakings would be disproportionate. The use of
internal rating approaches should therefore be incentivised but not made
mandatory for all exposures.

7 Excluding convertible, hybrid or subordinated bonds.
In contrast to a floating interest rate basis.
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133. Recital 2 of the Delegated Regulation provides that (re)insurance
undertakings should aim at having their own credit assessments for all of
their exposures. However, Article 4 of the Delegated Regulation requires an
internal credit assessment only for larger and more complex exposures. This
own internal credit assessment can only generate a higher capital
requirement than the one generated by the credit assessments available from
nominated ECAIs.

134. Some stakeholders have suggested that it should be possible for internal
credit assessments to lead to reduced capital requirements. In other words, if
the internal credit assessment was more favourable than the external credit
assessment from nominated ECAIs, then the former could be used to
determine the capital charge.

135. Such “overruling” of credit assessments by nominated ECAIs would need
to be allowed under specific supervisory approval to ensure the protection of
policyholders.

136. From a legal perspective, introducing such a new approval process would
probably require a change in the Solvency II Directive, which is out of the
scope of the current call for advice.

137. Moreover, the Solvency II framework has already introduced several
approval processes, for instance for allowing the use of internal models to
calculate the SCR or for allowing the use of undertaking specific parameters.
EIOPA believes it is not the appropriate time to suggest a new approval
process, which may increase the administrative burden for (re)insurance
undertakings and NSAs.

138. To further incentivise (re)insurance undertakings to develop their own
credit assessment, EIOPA proposes to develop guidance on the way
(re)insurance undertakings should perform these assessments and should
challenge the assessments provided by nominated ECAI. This would help
reducing mechanistic reliance on external ratings, guarantee a consistent
robustness and soundness of internal assessments, and allow building
experience before further solutions relying on internal ratings are envisaged.

139. This is in particular relevant in light of the European Commission call for
advice on unrated debt.

Market implied ratings and accountancy-based measures

140. Market implied ratings and accountancy-based measure may be presented
as alternatives to ECAIs. In practice, these are often use when undertakings
are building their internal credit assessments framework.

141. Their use as possible inputs to SCR standard formula calculations has
been assessed by EIOPA and stakeholders have provided feedback as well.

142. The conclusion is that the cons of such approaches outweigh the pros and
it would not be appropriate to use one or the other as inputs for calculating
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the SCR standard formula for all exposures (please refer to the impact
assessment section for further explanations on the pros and cons). There
may be specific asset classes where such assessment may be appropriate;
this is being assessed in the context of the second call for advice and the
work being conducted on unrated debt.

3.4.3. EIOPA’s advice

Proportionate approach and simplified calculation

143. EIOPA advises to introduce two new simplified calculations under the
framework of Article 88 of the Delegated Regulation for the spread risk sub-
module and for the market risk concentration risk sub-module.

144. The simplified calculations would apply only under the following
conditions:

e a (re)insurance undertaking has already nominated an ECAI that
covers most of its debt portfolio;

e the remaining asset classes and investments not covered by the
nominated ECAI are bonds® or similar investments that provide a
redemption payment on the date of maturity or before, as well as a
return payment, in the form of a regular coupon payment on a fixed
interest rate basis!®; loans, structured notes and collateralised
securities and derivatives are explicitly excluded from the simplified
calculation;

e the (re)insurance undertaking’s liabilities do not provide mechanism of
profit participations, the (re)insurance undertaking does not conduct
unit/index-linked business and does not use the matching adjustment.

145. Where these conditions are met and where the (re)insurance undertaking
complies with the requirements of Article 88 of the Delegated Regulation on
proportionality, the (re)insurance undertaking should not be required to
nominate another ECAI and should be allowed to calculate its spread risk
sub-module and its market risk concentration sub-module as if the assets not
covered would be of credit quality step 3. Where there is evidence that the
average risk profile of the assets or a material part of them is below the
credit quality step 3, the simplified calculation would not be appropriate.

146. EIOPA is also considering whether the criteria that the “(re)insurance
undertaking has already nominated an ECAI that covers most of its debt
portfolio” could be further specified, for instance by introducing a threshold
on a certain coverage ratio, under which the simplified calculation would not
be allowed. Stakeholders are invited to provide inputs on such threshold.

° Excluding convertible, hybrid or subordinated bonds.
10 In contrast to a floating interest rate basis.
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Internal credit assessments

147. EIOPA advises not to further extend internal rating approaches as this
stage. Guidance will be provided by EIOPA in order to ascertain a robust and
sound internal credit assessment, possibly under the on-going work being
carried out on unrated debt. A new assessment may be done in a few years,
whether the use of internal credit assessment can be extended.

Market implied ratings and accountancy-based measures

148. These options present too many cons to be implemented in a regulatory
framework for calculating capital requirements for all exposures. Please refer
to the impact assessment section for an outline of the cons.
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4. Treatment of guarantees, exposure guaranteed by
a third-party and exposures to regional governments
and local authorities (RGLA)

4.1. Call for advice

The differences between Delegated Regulation (EU) 2015/35 and Directive
2013/36/EU and Regulation (EU) No 575/2013 as regards exposures guaranteed
by a third party and as regards exposures to regional governments and local
authorities (under the empowerments in Article 111(1)(c), (e) and (f) of
Directive 2009/138/EC).

More specifically, EIOPA is asked to:

e Provide information on the current amounts of exposures guaranteed by
a third party and of exposures to regional governments and local authorities
(RGLA).

e Assess the differences between the banking framework and the Delegated
Regulation, in the treatment of regional governments and local authorities
and in the treatment of exposures guaranteed by a third party.

e 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 capital requirements, or on other grounds,; and

e Investigate under which conditions the risk mitigating effect of guarantees
issued by other guarantors can be recognised in the Solvency II framework.

149. Further to the European Commission call for advice, EIOPA decided to
investigate more broadly the treatment of government guarantees in the SCR
standard formula.

4.2. Legal basis
Delegated Regulation

150. Article 109a(2)(a) of the Solvency II Directive empowers the European
Commission to adopt implementing technical standards on lists of regional
governments and local authorities, exposures to whom are to be treated as
exposures to the central government of the jurisdiction in which they are
established for the purposes of the calculation of the market risk module and
the counterparty default risk module of the standard formula.

151. According to Article 85 of the Delegated Regulation the conditions for
a categorisation of regional governments and local authorities shall be that
there is no difference in risk between exposures to these and exposures to
the central government, because of the specific revenue-raising power of the
former, and specific institutional arrangements exist, the effect of which is to
reduce the risk of default.

152. According to Articles 180(2) and 187(3) of Delegated Regulation
exposures that are fully, unconditionally and irrevocably guaranteed by the
European Central Bank, Member States' central government and central
banks, multilateral development banks and specific international
organisations, where the guarantee meets the requirements set out in Article
215, shall also be assigned a risk weight 0 %.
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153. For the purpose of calculation the probability of default for type 1
exposure in the counterparty default risk module, according to Article
199(11) of the Delegated Regulation exposures fully, unconditionally and
irrevocably guaranteed by counterparties listed in the implementing act
adopted pursuant to Article 109a(2)(a) of the Solvency II Directive shall be
treated as exposures to the central government.

154. According to Article 215 of the Delegated Regulation in the calculation of
the Basic Solvency Capital Requirement, guarantees shall only be recognised
where among other things the guarantee fully covers all types of regular
payments the obligor is expected to make in respect of the claim.

Implementing Regulation

155. Commission Implementing Regulation (EU) 2015/2011 includes lists of
regional governments and local authorities exposures to whom are to be
treated as exposures to the central government of the jurisdiction in which
they are established, as referred to in Article 109a(2)(a) of the Solvency II
Directive.

4.3. Feedback statement on the main comments received to the
discussion paper

Differences between Delegated Regulation and banking framework

156. Most of stakeholders commented that differences between the banking
framework and the Delegated Regulation in the treatment of regional
governments and local authorities and in the treatment of exposures
guaranteed by a third party are not justified. Stakeholders provided the
following explanations:

e the risk associated with the guarantee is the same regardless of whether the
exposure is held by a bank or a (re)insurance undertaking;

e similar treatment should be available for financial institutions regardless
whether they are subject to Directive 2013/36/EU (CRD), Regulation (EU) No
575/2013 (CRR) or Solvency II, if a government or related exposure is
exempted from capital requirements under the one regime it should also be
treated similarly within the other regime;

e risk comes from the assets intrinsic characteristics, not from the asset
holder;

e a reduction of regulatory gaps between different financial sectors in Europe in
the context of the capital markets union (CMU) should be taken into account;

e the current legislations provide a different risk assessment for the same
counterparty.

157. Some stakeholders stated that because of the new kind of RGLAs (for
example “communauté de communes” and “metropole” in France), the RGLA
list in the Commission Implementing Regulation (EU) 2015/2011 needed
regular updating and that close cooperation between NSAs and (re)insurance
undertakings in deciding which RGLAs should be treated as Member States’
central government was also needed. It was also stated that in Switzerland
due to its federal system there are cantons and the municipalities which also
issue bonds and it is very likely that they fulfil the criteria to be treated as
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exposures to the Member States’ central government but they are not listed
in the ITS.

Guarantees issued by RGLA

158. All stakeholders who provided comments were in favour to align
guarantees issued by RGLAs to the ones issued by Member States’ central
governments. Stakeholders provided the following justifications:

¢ RGLAs in some Member States are ultimately guaranteed by the Member
States’ central government so the risk is equivalent;

¢ reducing regulatory barriers to (re)insurance undertakings ability to invest in
socially useful infrastructure projects;

e the risk is equivalent due to the revenue raising power of the RGLA;

e the issue is especially relevant in federal states where Member States’ central
government transferred significant fiscal powers to local authorities;

e if RGLAs and Member States’ central government are considered risk-free,
their guarantees must be treated equally.

159. EIOPA agrees with stakeholders’ proposition.

Incorporation of the categorization set out in Article 115 of the CRR into
Solvency II regulation

160. According to Article 115 of the CRR the RGLA exposures may be treated in
banking regulations in three ways: no special treatment (paragraph 1),
treatment as central government (paragraph 2) and intermediate treatment
(paragraph 5):

1. Exposures to regional governments or local authorities shall be risk-weighted
as exposures to institutions unless they are treated as exposures to central
governments under paragraphs 2 or 4 or receive a risk weight as specified in

paragraph 5. [...]

2. Exposures to regional governments or local authorities shall be treated as
exposures to the central government in whose jurisdiction they are
established where there is no difference in risk between such exposures
because of the specific revenue-raising powers of the former, and the
existence of specific institutional arrangements the effect of which is to reduce
their risk of default.

EBA shall maintain a publicly available database of all regional governments
and local authorities within the Union which relevant competent authorities
treat as exposures to their central governments.

. [...]J(churches and religious communities)

. [...] (equivalent third countries)

. Exposures to regional governments or local authorities of the Member States
that are not referred to in paragraphs 2 to 4 and are denominated and funded
in the domestic currency of that regional government and local authority shall
be assigned a risk weight of 20%.

uNW

161. No similar treatment to Article 115(5) (intermediate treatment) is
available in the Solvency II regulation.

162. Stakeholders were divided if Solvency II regulation should incorporate the
categorisation set out in Article 115 of the CRR. Stakeholders who were in
favour of aligning categorisation commented that in Solvency II there should
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be two categories: treatment as Member States’ central government and
intermediate treatment. Intermediate treatment must be set out for unlisted
local authorities. Most stakeholders argued that aligning the treatment would
have an impact on their investment strategy. RGLAs are typically involved in
long term investments so spreads on RGLAs’ investments would decrease as
demand increases. Some respondents proposed to adopt the definition of
"public sector" established by the CRR.

163. Stakeholders who were against aligning categorisation commented that
RGLA should be fully equivalent to Member States’ central government bonds
as some local law does not allow for default of RGLA.

Guarantees from Member States’ central governments on type 2
exposures

164. Most of stakeholders commented that Member States’ central
governments guarantees should be extended also for type 2 exposures in the
counterparty default risk module.

Recognition of partial guarantees

165. It was commented that criteria for guarantees might be harmonised with
the banking framework, especially partial guarantees should be recognised.
Moreover risk mitigating effect of partial guarantees should be recognised in
the SCR standard formula calculations without setting minimum guarantee
level. Stakeholders commented that a guarantee may cover the redemption
value, coupon or other similar payments during the duration of the exposure.
Stakeholders proposed to amend Article 215(f) of the Delegated Regulation in
the following way: the guarantee could cover all types of regular payments
the obligor is expected to make in respect of the claim.

166. Stakeholders commented that the costs associated with “splitting” an
exposure into a guaranteed and non-guaranteed part for the purpose of the
capital requirement calculation would be minimal (for example only one-off IT
implementation cost) and benefits will outweigh any other costs. But it is
hard to say if (re)insurance undertakings will change their exposures to
guarantees without knowing how the new regulations will look like.

167. Moreover stakeholders presented some proposals how partial guarantees
might be calculated within the standard formula:

e the debt instrument is split into separate instruments with different cash-
flows. The guaranteed part would be treated as exposure to guarantor; the
unguaranteed part should be treated as the exposure to the borrower. The
modified duration is calculated based on the whole exposure, the market
value of the unguaranteed (guaranteed) part is then multiplied with the
respective shock derived;

e by using the recovery rate and the guarantor rating unless it is in force at
least for the next 12 months;

e spread risk reduction by a pro-rata basis or based on the first loss exposure.
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4.4. Advice

4.4.1. Previous advice

168. In the initial CEIOPS’ Advice for Level 2 Implementing Measures on
Solvency II: SCR Standard Formula, Article 111b Calibration of Market Risk
Module the following was included:

4.182 Fully and completely secured exposures receive a risk weight of 0% if
these exposures are guaranteed by an OECD or EEA government, and if these
exposures are in the currency of the government. This applies to both
residential and commercial real estate.

169. This would imply a zero capital charge for the part of the mortgage loans
that are covered by the guarantee from the Member States’ central
government.

4.4.2. Analysis

Current amounts of exposures guaranteed by a third party and of
exposures to regional governments and local authorities

170. In its call for advice, the European Commission asked EIOPA to provide
information on the current amounts of exposures guaranteed by a third party
and of exposures to RGLA. In this section, data regarding RGLA and
guarantees are provided across EEA countries as reported in the quarterly
quantitative templates for individual undertakings for the situation per 31
December 2016. Please note that no data was available at EIOPA for Iceland;
therefore, when referring to EEA data in this paper, this will exclude Iceland.

171. The quantitative analysis based on quantitative reporting templates
(QRTs) for individual undertakings from EEA countries shows that the value
of RGLA equals 170bn EUR which corresponds to 1.6 % of total Assets and
2.3 % of total Investments (other than assets held for index-linked and unit-
linked contracts). RGLA constitutes 7.8 % of total Government bonds (other
than those held for index-linked and unit-linked contracts).
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Figure 1. Share of RGLA in the total Investments (other than assets held for index-linked
and unit-linked contracts) split by countries
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Figure 2. Share of RGLA in the Government bonds split by countries
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172. As part of the EIOPA study, NSAs provided information on the value of
(re)insurance undertakings’ investments with a guarantee from external
parties (Member States’ central government, RGLA, other third party), and
where the guarantor is not part of the same group of the (re)insurance
undertaking. The guarantee was linked to the investment rather than to the
(re)insurance undertaking itself. NSAs did not report other guarantees
received by the (re)insurance undertaking.
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173. NSAs’ data analysis shows that the value of exposures guaranteed by a
third party equals 347bn EUR, among which: Member States’ central
government guarantees equal 222bn EUR (63.93 %), RGLA guarantees equal
33bn EUR (9.52 %) and other third parties guarantees equal 92bn EUR
(26.55 %). Member States’ central government and RGLA guarantees
constitute ca. 75 % of total guarantees.

Figure 3. Share of Member States’ central government and RGLA guarantees in total
guarantees
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Guarantees issued by RGLA

174. NSAs data provided in the EIOPA study shows that (re)insurance
undertakings invest in financial instruments backed by a RGLA guarantee.
However according to Article 199(11) of the Delegated Regulation RGLA
guarantees are equivalent to the Member States’ central government
exposures only for the counterparty default risk module. Most of the debt
guaranteed by RGLA should be covered by the spread risk module which
means that the same guarantee would be treated differently in the market
and counterparty default risk modules.

175. According to Article 85 of the Delegated Regulation, the conditions for a
categorisation of RGLA shall be that there is no difference in risk between
exposures to these and exposures to the central government, because of the
specific revenue-raising power of the former, and because specific
institutional arrangements exist, the effect of which is to reduce the risk of
default. However, in the Delegated Regulation, guarantees to Member States’
central governments can be taken into account in the market risk module,
whereas guarantees of RGLA listed in the Commission Implementing
Regulation (EU) 2015/2011 cannot be taken into account. This means that
currently in Solvency II, corporate bonds with or without guarantees provided
by RGLA listed in the Commission Implementing Regulation (EU) 2015/2011
obtain the same capital requirements, which is not the case in the banking
framework.
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176. Given the conditions that RGLAs need to comply with to be listed in the
Commission Implementing Regulation (EU) 2015/2011, given the
inconsistency it introduces in the market risk module, the differences with the
banking framework on this aspect do not appear to be justified by differences
in business models. Therefore EIOPA advises to recognise the guarantees
provided by RGLA listed in the Commission Implementing Regulation (EU)
2015/2011 as guarantees for Member States central governments. The
treatment in the spread risk sub-module and in the market risk concentration
sub-module should be aligned.

177. More details on the differences with regard to RGLA in the Delegated
Regulation compared to the ones of the banking regulation are provided in
the following sections.

The lists of RGLA, exposures to whom are to be treated as exposures to
the Member States’ central government

178. The figure below presents the share of RGLA listed in the Commission
Implementing Regulation (EU) 2015/2011 and RGLA not listed in the
Commission Implementing Regulation (EU) 2015/2011 in total Investments
(other than assets held for index-linked and unit-linked contracts) split by
(re)insurance undertaking country.

Figure 4. Share of RGLA listed and not listed in the Commission Implementing
Regulation (EU) 2015/2011 in the total Investments (other than assets held for index-
linked and unit-linked contracts) split by (re)insurance undertaking country
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179. A thorough comparison (qualitative and quantitative) of the banking
framework and the Delegated Regulation has been performed in order to
assess the differences and the sources of differences between the RGLA list in
the Commission Implementing Regulation (EU) 2015/2011 with the one from
the banking framework.
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Table 1. Differences between the RGLA list in the Commission Implementing Regulation
(EU) 2015/2011 and the banking framework and the Delegated Regulation

Country Solvency 11 Banking framework
Austria Land, Gemeinde Land, Gemeinde
gemeenschap, communauté, gewest, .
. ;. N . gemeenschap, communauté, gewest,
Belgium région, provincie, province, gemeente, réaion
commune 9
Denmark region, kommune region, kommune
kaupunki, stad, kunta, kommun,
kaupunki, stad, kunta, kommun, Kunnallisessa elakelaissa tarkoitettu
Finland Ahvenanmaan maakunta, Landskapet kunnallinen eldkelaitos,
Aland Paakaupunkiseudun
Yhteistyévaltuuskunta11
France région, département, commune -
Germany Land, Gemeinde, Gemeindeverband Land, Gemeinde, Gemeindeverband,
Liechtenstein | Gemeinde -
Lithuania savivalybé savivalybe
Luxembourg | commune commune

Netherlands

provincie, waterschap, gemeente

provincie, waterschap, gemeente

wojewddztwo, zwigzek powiatow,

Poland powiat, zwigzek miedzygminny, gmina, -
miasto stoteczne Warszawa
Regido Autonoma dos Agores, Regido B
Portugal Auténoma da Madeira
Spai communidad auténoma, corporacién communidad auténoma, corporacién
pain
local local
Sweden region, landsting, kommun region, landsting, kommun
the Scottish Parliament, the National the Scottish Parliament, the National
UK Assembly for Wales, the Northern Assembly for Wales, the Northern

Ireland Assembly

Ireland Assembly

180. Quantitative analysis based on quantitative reporting templates (QRTs) for
individual undertakings from EEA countries shows that the impact of the
differences in RGLA list in the Solvency II and the banking framework equals
10.70bn EUR.

11 Paakaupunkiseudun Yhteistydvaltuuskunta does not exist anymore.
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Table 2. RGLA values split by (re)insurance undertaking country (in millions EUR)

according to the Delegated Regulation and the banking framework

Country of Solvency II Banking framework
(ur:c)lze'::lr::;se RGLA listed R?i';’t‘ezﬂ RGLA listed Rf;;;';“ fmpact
Austria 1 060 441 1 059 442 1
Belgium 5061 1014 4 486 1589 575
Bulgaria 1 6 1 6 0
Cyprus 2 29 1 30 1
Czech republic 5 99 5 99 0
Denmark 235 114 235 114 0
Estonia 10 1 10 1 0
Finland 92 49 92 49 0
France 9 254 6 247 3637 11 864 5617
Germany 104 649 8971 100 903 12 716 3745
Greece 10 53 10 53 0
Hungary 0 0 0 0 0
Ireland 559 305 482 382 77
Italy 728 483 675 536 53
Latvia 1 0 1 0 0
Liechtenstein 31 21 31 21 0
Lithuania 3 0 3 0 0
Luxembourg 236 217 180 273 55
Malta 14 397 14 397 0
Netherlands 2 347 350 2 153 545 194
Norway 821 3948 722 4 046 98
Poland 172 69 0 240 172
Portugal 74 4 61 17 12
Romania 0 22 0 22 0
Slovakia 4 2 0 5 4
Slovenia 43 3 39 8 5
Spain 6 232 116 6 226 122 6
Sweden 3073 1594 3 048 1619 25
United kingdom 272 7 115 213 7174 59
Total 134 987 31672 124 288 42 371 10 699
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181. According to Article 115(2) of the CRR the same conditions as in the
Article 85 of the Delegated Regulation need to be fulfilled in order to treat
RGLA exposures as exposures to Member States’ central governments:

e there is no difference in risk between exposures to these and exposures to
the Member States’ central government, because of the specific revenue-
raising power of the former; and

e specific institutional arrangements exist which reduce the risk of default.

182. However the following reasons for the differences in RGLA list have been
identified:

¢ In the banking framework the list is based on decisions of national banking
supervisory authorities on which of the entities in their jurisdictions meet the
RGLA criteria. Under Solvency II the list of RGLA treated as Member States’
central government is published in the Commission Implementing Regulation
(EU) 2015/2011.

e Under Solvency II, there is no similar provision like Article 115(5) of the CRR
(intermediate treatment with a risk weight of 20 % applied to all RGLA not
listed) so exposures to RGLA are treated either as exposures to the Member
States’ central government or in the same way as corporate bond exposures
in line with the assigned CQS.

¢ Assessments have been made in different point in time.

e The granularity of the list: the RGLA list in Solvency II contains general
information, for example that each “Land” in Austria is eligible, whereas in
the banking framework the list is more granular and contains also name of
the counterparty (for example that the “Land Burgenland” in Austria is
eligible).

183. Despite these reasons the differences do not appear to be justified and
both lists should be harmonised. This might require aligning the RGLA list in
the Commission Implementing Regulation (EU) 2015/2011 with the list of the
banking framework. The harmonisation of both lists will require close
cooperation with the European Banking Authority.

Intermediate treatment

184. The introduction of an intermediate treatment of Member States’ RGLA
not listed in the Commission Implementing Regulation (EU) 2015/2011, as in
the banking framework needed to be justified in light of its materiality and of
the added complexity this would introduce. This assessment has been
conducted by EIOPA on the basis of treating Member States’ RGLA that would
be not listed in a similar way as it is currently the case in the CRR.

185. In the banking framework banks may choose between two broad
methodologies for calculating their risk-based capital requirements for credit
risk: the standardised approach and the Internal Ratings-Based (IRB)
approach. To determine the risk weights in the standardised approach for
certain exposure classes, banks may use assessments by external credit
assessment institutions. The Internal Ratings-Based (IRB) approach allows
banks to use their internal rating systems for credit risk, subject to the
explicit approval of the bank’s supervisor?. In the standardised approach the

12 Based on Second consultative document, Standards, Revisions to the Standardised Approach for credit risk,
Basel Committee on Banking Supervision, December 2015.

39



risk weights are determined by the category of the borrower: for example
sovereign, bank, or corporate and depend on external credit assessments.

186. According to Article 114 of the CRR exposures to Member States' central

governments, and central banks denominated and funded in the domestic
currency of that central government and central bank shall be assigned a risk
weight of 0 % which means that RGLAs of the Member States that are
treated as exposures to the central government receive also a risk weight
0 %. For the rest of exposures to central governments and central banks
(non-EEA central governments and central banks) for which a credit
assessment by a nominated ECAI is available the following risk weights shall
be assigned:

Table 3. Risk weight for sovereigns

Credit Quality step 1 2 3 4 5 6

Risk weight 0% 20% 50% 100% 100% 150%

187. Based on the Basel Committee on Banking Supervision document

regarding revisions to the Standardised Approach for credit risk*® this
corresponds to the following external ratings:

Table 4. Credit assessment for sovereigns

External rating AAAto AA- | A+ toA- Bt BB+toB- | Below B-
Risk weight 0% 20% 50% 100% 150%

188. According to Article 115 of the CRR exposures to RGLAs of the Member

States that are not treated as exposures to the central government in whose
jurisdiction they are established and are denominated and funded in the
domestic currency of that regional government and local authority shall be
assigned a risk weight of 20%. Taking into account the above mentioned
credit assessment for sovereigns (Table 4) the risk weight 20% corresponds
to external rating from A+ to A-. In Solvency II, according to the Commission
Implementing Regulation (EU) 2016/1800 of 11 October 2016 laying down
implementing technical standards with regard to the allocation of credit
assessments of external credit assessment institutions to an objective scale
of credit quality steps in accordance with Directive 2009/138/EC of the
European Parliament and of the Council, credit assessments from A+ to A-
are allocated to the second credit quality step (CQS = 2).

189. Taking the above into account, EIOPA’s proposal is to calculate the spread

risk charge for exposures to Member States’ RGLA not listed in the
Commission Implementing Regulation (EU) 2015/2011 as exposures in the
form of bonds and loans to non-EEA central governments and central banks
denominated and funded in the domestic currency of that central government
and central bank of credit quality step 2 (Article 180(3) of the Delegated
Regulation). The capital requirement for the spread risk would be calculated
based on risk weights chosen according to the duration of bond and loans of
credit quality step 2. For market concentration risk, the same would be
applied: RGLA not listed in the Commission Implementing Regulation (EU)

13 Ibid, page 25.
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2015/2011 would receive a risk factor of 12 % according to Article 187(4) of
the Delegated Regulation.

190. Quantitative analysis based on quantitative reporting templates (QRTs) for
individual undertakings from EEA countries shows that, should the list in the
ITS (EU) 2015/2011 be aligned to the banking framework list, RGLA exposure
of 42bn EUR would fall under the intermediate treatment.
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Table 5.

Exposure that would fall under the intermediate treatment (in millions EUR)

RGLA bonds Exposure that Exposure that
Country of held by would fall would fall under

(re)insurance insurance under the the intermediate
undertakings | undertakings intermediate treatment in

(Q4 2016) treatment percentages
Austria 1,501 442 29%
Belgium 6,075 1,589 26%
Bulgaria 7 6 86%
Cyprus 31 30 97%
Czech Republic 104 99 95%
Denmark 349 114 33%
Estonia 11 1 9%
Finland 141 49 35%
France 15,501 11,864 77%
Germany 113,620 12,716 11%
Greece 63 53 84%
Hungary 0 0 -
Ireland 864 382 44%
Italy 1,211 536 44%
Latvia 1 0 0%
Liechtenstein 52 21 40%
Lithuania 3 0 0%
Luxembourg 453 273 60%
Malta 411 397 97%
Netherlands 2,697 545 20%
Norway 4,769 4,046 85%
Poland 241 240 100%
Portugal 78 17 22%
Romania 22 22 100%
Slovakia 6 5 83%
Slovenia 46 8 17%
Spain 6,348 122 2%
Sweden 4,667 1,619 35%
United 7,387 7,174 97%
Kingdom
Total 166,659 42,370 25%
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191. For these 42bn EUR of Member States’ RGLA not (anymore) listed in the
Commission Implementing Regulation (EU) 2015/2011, the spread risk and
concentration risk capital charge will be similar to the one associated with
bonds and loans of non-EEA central governments and central banks of credit
quality step 2. This is considered a sufficient material amount to justify the
alignment of the Delegated Regulation with the CRR and to introduce an
intermediate treatment.

Guarantees from Member States’ central governments on type 2
exposures

192. NSAs’ data analysis shows that EEA (re)insurance undertakings invest in
type 2 exposures which have guarantees by Member States’ central
government.

Figure 5. Value of type 2 exposures which have guarantees by Member States’ central
governments (in billion EUR)
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193. Most of these type 2 exposures which have guarantees by Member States’
central governments are the Dutch residential mortgages loans.

194. Currently in Solvency II, the capital charge for mortgage loans that meet
the requirements or Article 191 of the Delegated Regulation is determined via
the counterparty default risk module. However, mortgage loans with a
(partial or) full guarantee from the Member States’ central government or
RGLA listed in the Commission Implementing Regulation (EU) 2015/2011
have the same capital charge as similar loans without such a guarantee, as
guarantees are not being recognised for type 2 exposures.

195. Article 176(5) of the Delegated Regulation states that capital requirement
for spread risk for non-rated loans could be lowered if the value of the
collateral, in this case the property held as mortgage, sufficiently covers the
value of the loan and the collateral meets the collateral requirements in
Article 214 of the Delegated Regulation. This is not a case for mortgage loans
that meet the requirements of Article 191 of the Delegated Regulation.
Taking this into account and the fact that mortgage loans with guarantees
from the Member States’ central government have a value of ca. 16bn EUR,
EIOPA advises to recognise guarantees from Member States’ central

43



government for mortgage loans that meet the requirements of Article 191 of
the Delegated Regulation.

Recognition of partial guarantees

196. A partial guarantee is an irrevocable promise by a third party to pay the
principal and/or interest up to a pre-determined amount. Usually, the
guarantee is structured to cover 100% of each debt service payment, subject
to a maximum cumulative payout equal to the guaranteed amount. The
guaranteed amount is usually expressed as a percentage of principal and
amortizes in proportion to the bond or loan®*.

197. Partial guarantees are recognised in the banking framework. One of the
criteria for guarantees in Article 215 of the CRR states that where certain
types of payment are excluded from the guarantee, the lending institution
has adjusted the value of the guarantee to reflect the limited coverage.

198. NSAs’ data analysis shows that (re)insurance undertakings invest in the
following financial instruments which are partially guaranteed:

e Dutch residential mortgages loans which are partially guaranteed by the
National Mortgage Guarantee scheme (“Nationale Hypotheekgarantie” or
NHG). The NHG scheme is administered by the Homeownership Guarantee
Fund (Waarborgfonds Eigen Woningen, or ‘WEW’). The WEW stands surety
for +/- €190 billion in mortgage loans. The NHG scheme is a partial
guarantee since:

o The amount paid out in case of default is at most the difference between
the nominal value and the value of the collateral, which means that NHG
does not cover all types of regular payments the obligor is expected to
make in respect of the claim;

o The cover of the guarantee declines over time on an annuity-like basis
which results in a decrease of the coverage for interest-only mortgages;
these interest-only mortgages were popular until 2014;

o The guarantee covers a certain percentage of the notional value, but does
not cover market value losses due to changes (decreases) of market
interest rates; the loss stemming from missing high coupons that were set
in the past at default is thus not covered by the guarantee;

o From 2014 onwards almost all Dutch mortgages have an annuity-like
based redemption scheme and the guarantee is set at 90 percent of the
remaining notional at default; insurance undertakings thus have a 10
percent own risk.

e infrastructure project bonds which are partially guaranteed by the European
Investment Bank;

e corporate bonds where the issuer of these instruments have issued
mortgages that act as collateral;

e bonds which are guaranteed by the central government as part of National
Funds in order to improve the efficiency of utilising public funds;

e real estate and subordinated loans.

14 Based on Structured and securitized products, International Finance Corporation.
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199. The materiality of partial guarantees has been assessed on the basis of
quantitative data from NSAs. The figure below presents the value of partial
guarantees split by countries.

Figure 6. Value of partial guarantees (in billion EUR)
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200. Moreover NSAs’ data concerning type 2 exposures which have guarantees
by Member States’ central governments (see Figure 5) shows that the Dutch
residential mortgages loans, which are partially guaranteed, mainly constitute
the value of instruments with partial guarantees.

201. Since the data from (re)insurance undertakings, collected by the NSAs,
show that partial guarantees mainly occur in the counterparty default risk
module (i.e. partial guarantees from Member States’ central governments
and RGLA listed in the Commission Implementing Regulation (EU) 2015/2011
on type 2 exposures), EIOPA advises to only recognise partial guarantees
from Member States’ central governments and RGLA on type 2 mortgage
loans exposures in the counterparty default risk module.

202. EIOPA does not advice to recognize partial guarantees in the spread risk
module since the credit quality step of a bond or loan will already reflect the
risk mitigating effect of the partial guarantee, irrespective if the guarantor is
a Member States’ central government, a RGLA or another third party.
Moreover the default risk is not explicitly covered in the spread risk module.
It is addressed implicitly in the calibration of the factors of movements in
credit spreads. Since the banking framework is not a market value framework
it also does not have a credit spread risk module that covers the variation in
the market value of bonds and loans due to credit spread changes as in
Solvency II. As such, by definition, there cannot be an alignment of how the
spread risk sub-module of Solvency II deals with partial guarantees and how
the banking regulation deals with partial guarantees. This is not the case for
the counterparty default risk module that does have an approach with
Probability of Defaults (PDs) and Loss Given Defaults (LGDs) like in the
banking framework.
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203. Partial guarantees should not be recognised in the market risk
concentration sub-module as according to Article 184(2)(d) of the Delegated
Regulation its calculation excludes exposures included in the scope of the
counterparty default risk module.

204. Since EIOPA mainly received data of partial guarantees for type 2
exposures, being mortgage loans, EIOPA advises to adjust only the formula
for mortgage loans that meet the requirements of Article 191 of the
Delegated Regulation. EIOPA advises to adjust Article 192(4) of the
Delegated Regulation in order to reflect the possible risk mitigating effect of
partial guarantees as described below.

205. The loss-given-default (LGD) on a mortgage loan shall be equal to the
following:

LGD = max(Loan — max(80% x Mortgage; Guarantee); 0)
where:

e Loan denotes the value of the mortgage loan in accordance with Article 75 of
the Solvency II Directive;

e Mortgage denotes the risk-adjusted value of the mortgage;

e (Guarantee denotes the market value of the guarantee on the mortgage loan if
the obligor of the mortgage loan would default now; Guarantee is set to zero
if the guarantee on the mortgage loan does not meet the requirements of
Article 215 of the Delegated Regulation.

206. The guarantee referred to above should be recognised provided it
complies with the requirements of Articles 209 to 215, except for the
requirement that it “fully covers ...”.

207. The guarantee referred to in point (c) should be recognised if it is
provided by Member States’ central government or by counterparties listed in
the implementing act adopted pursuant to Article 190a(2)(a) of the Solvency
IT Directive.

208. The implied probabilities of defaults of type 2 exposures in Article 202 of
the Delegated Regulation are unaffected whether a partial guarantee is in
place or not as it is assumed that guarantees do not affect the probability of
default but only the loss given default.

Conclusion

209. This change, together with explicitly allowing for guarantees from Member
States’ central governments and RGLA listed in the Commission
Implementing Regulation (EU) 2015/2011 for type 2 exposures being
mortgage loans and adjusting Article 215 of the Delegated Regulation to also
allow for direct and irrevocable partial guarantees, allows for the recognition
of partial guarantees from Member States’ central governments and RGLA on
type 2 mortgage loans exposures that meet the requirements of Article 191
of the Delegated Regulation.
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4.4.3.

EIOPA’s advice

Differences between Delegated Regulation and banking framework

210. As requested by the European Commission, a thorough comparison of the

211.

banking framework and the Delegated Regulation has been performed as
regards the treatment of regional governments and local authorities and the
treatment of exposures guaranteed by a third party in order to analyse the
possibility of harmonisation of the CRR and Delegated Regulation provisions.

After the comparison of the banking framework and the Delegated
Regulation the following differences were noticed:

Table 6. Differences between the banking framework and the Delegated Regulation

Justification
No Solvency II Banking framework of the
difference
Regional governments and local .
L - Regional governments and local
authorities do not constitute a - . o
1 authorities constitute a separate Justified
separate exposure class (concept of
. exposure class.
single name exposure).
Article 4(8) and 116(4) of the CRR
defines public sector entity which in
2 | Public sector entity is not defined. exceptional circumstances may be Justified
treated as exposures to the Member
States’ central government.
. Not justified
Partial guarantees are not . .
3 ; Partial guarantees are recognized. for mortgage
recognized.
loans
Guarantees issued by RGLA are Guarantees issued by RGLA are
treated as guarantees issued by the )
, treated as guarantees issued by the
Member States’ central government , e
4 S . Member States’ central government Not justified
of the jurisdiction in which they are S .
; . of the jurisdiction in which they are
established only in the counterparty ;
: established.
default risk module.
RGLA listed in the Commission RGLA listed in the Commission
Implementing Regulation (EU) Implementing Regulation (EU)
2015/2011 and in the list from the 2015/2011 and in the list from the
5 | banking framework are based on banking framework are based on Not justified
the same criteria however for some | the same criteria however for some
Member States there are differences | Member States there are differences
between both lists. between both lists.
RGLA exp.osures might be treated in RGLA exposures might be treated in
two ways: as exposures to .
AR . two ways: as exposures to Member S
6 | institutions (i.e. as corporate S , | d Not justified
bonds), as exposures to Member Fates (;entra gqvernments an
i with an intermediate treatment.
States’ central governments.

212. The first two differences are justified because of diverging elements and

underlying assumptions in the determination of capital requirements. For
(re)insurance undertakings the main part of the counterparty default risk is
exposure to reinsurance arrangements, while credit institutions do not have
such reinsurance arrangements. In the banking framework, the capital
requirement for credit risk is calculated based on an exposure class while in
the Delegated Regulation the capital requirement for counterparty default risk
is calculated on the basis of a single name exposure. The concept of a single
name exposure is broader than a separate exposure class as exposures to
undertakings which belong to the same corporate group shall be treated as a
single name exposure. In the banking framework, for the purpose of credit
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risk calculations a risk weight is directly assigned to each exposure while in
the Delegated Regulation risk weights for type 1 exposures are determined
based on the probability of default and loss-given default measures and for
type 2 exposures direct risk weights are assigned.

213. Mortgage loans in the Delegated Regulation with and without Member
States’ central governments have a similar capital charge, while the
mortgage loans with the Member States’ central governments are less risky
than the mortgage loans without such a guarantee. Moreover NSAs’ data
concerning type 2 exposures which have guarantees by Member States’
central governments shows that mostly these type 2 exposures are partially
guaranteed. The banking framework allows the recognition of the risk
mitigation effect of partial guarantees by including in the CRR the following
criteria for guarantees: where certain types of payment are excluded from
the guarantee, the lending institution has adjusted the value of the guarantee
to reflect the limited coverage. It is not justified why in Article of 215 of the
Delegated Regulation the criteria from the CRR was not included. Since data
from the (re)insurance undertakings, collected by the NSAs, shows that
partial guarantees mainly occur in the counterparty default module (i.e.
partial guarantees from Member States’ central governments and RGLA listed
in  Commission Implementing Regulation (EU) 2015/2011 on type 2
exposures), it is justified to only recognise partial guarantees from Member
States’ central governments and RGLA listed in Commission Implementing
Regulation (EU) 2015/2011 on type 2 mortgage loans exposures in the
counterparty default risk module.

214. NSAs data provided in the EIOPA study (see part 4.4.2 of Advice) shows
that (re)insurance undertakings invest in financial instruments backed by a
RGLA guarantee. However according to Article 199(11) of the Delegated
Regulation guarantees from RGLA listed in Commission Implementing
Regulation (EU) 2015/2011 are equivalent to guarantees from Member
States’ central government exposures only for the counterparty default risk
module, which means that the same guarantee would be treated differently
in the market and counterparty default risk modules. However, most of the
debt guaranteed by RGLA listed in Commission Implementing Regulation (EU)
2015/2011 is covered in the spread risk sub-module.

215. According to Article 85 of the Delegated Regulation the conditions for
a categorisation of RGLA shall be that there is no difference in risk between
exposures to these and exposures to the central government, because of the
specific revenue-raising power of the former, and specific institutional
arrangements exist, the effect of which is to reduce the risk of default.
However, in the Delegated Regulation, guarantees to Member States’ central
governments can be taken into account in the market risk module, whereas
guarantees of RGLA listed in Commission Implementing Regulation (EU)
2015/2011 cannot be taken into account. This means that currently in
Solvency 1I, corporate bonds with or without guarantees provided by RGLA
listed in ITS (EU) 2015/2011 obtain the same capital requirements, which is
not the case in the banking framework.
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216. Considering the analysis above, EIOPA considers that such a difference
between the Delegated Regulation and banking framework is not justified.

217. EIOPA advises to treat the guarantees issued by RGLA listed in
Commission Implementing Regulation (EU) 2015/2011 in the same way as
the guarantees issued by Member States’ central government of the
jurisdiction in which they are established in the market risk module.

218. The list of RGLA in Commission Implementing Regulation (EU) 2015/2011
and the list from the banking framework are based on the same criteria,
however for some Member States there are differences between both lists.
EIOPA has performed an assessment of the differences and the sources of
differences between both lists. The differences identified by EIOPA do not
appear to be justified and both lists should be harmonised.

219. The introduction of an intermediate treatment for Member States’ RGLA
would mean that the RGLA that are not on the list in the Commission
Implementing Regulation (EU) 2015/2011 would not be treated as corporate
bonds anymore (as it is the case now according to the Delegated Regulation)
but would receive a risk weight corresponding to this intermediate treatment.
As in many areas insurance and banking regulations have been aligned to
avoid regulatory arbitrage, it is desirable to introduce a similar intermediate
treatment in the Delegated Regulation as well.

220. After assessing the differences between the banking framework and the
Delegated Regulation in the treatment of RGLA and in the treatment of
exposures guaranteed by a third party EIOPA advises the following:

Guarantees issued by RGLA

221. In the market risk module, the treatment of the guarantees issued by
RGLA listed in Commission Implementing Regulation (EU) 2015/2011 should
be the same as the treatment of guarantees issued by the Member States’
central government of the jurisdiction in which they are established.

Aligning the RGLA list in the Commission Implementing Regulation (EU)
2015/2011 with the list of the banking framework

222. The list of RGLA in the Commission Implementing Regulation (EU)
2015/2011 should be aligned with the list of the banking framework. The
harmonisation of both lists will require close cooperation with the European
Banking Authority. Aligning the RGLA list to the banking regulation might
imply modifying the Commission Implementing Regulation (EU) 2015/2011.
As that act is not covered by the review of the Delegated Regulation, any
concrete change to the list will be proposed outside of this review.

Intermediate treatment for RGLA

223. An intermediate treatment to Member States’ RGLA not listed in the
implementing act adopted pursuant to point (a) of Article 190a(2) of
Directive 2009/138/EC should be introduced in the standard formula. The
spread risk charge for Member States’ RGLA not listed in the Commission
Implementing Regulation (EU) 2015/2011 would be similar to the one
associated with bonds and loans to non-EEA central governments and central
banks denominated and funded in the domestic currency of that central
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government and central bank of credit quality step 2 (Article 180(3) of the
Delegated Regulation). Capital requirement for the spread risk would be
calculated based on risk weights chosen according to duration of bond and
loans of credit quality step 2. For market concentration risk, the same would
be applied: RGLA not listed in the Commission Implementing Regulation (EU)
2015/2011 would receive a risk factor 12 % according to Article 187(4) of the
Delegated Regulation.

Guarantees from Member States’ central governments and RGLA listed
in Commission Implementing Regulation (EU) 2015/2011 on type 2
mortgage loans

224. The recognition of Member States’ central governments guarantees and of
guarantees from RGLA listed in Commission Implementing Regulation (EU)
2015/2011 should be extended to mortgage loans that meet the requirement
of Article 191 of the Delegated Regulation.

Recognition of partial guarantees

225. The risk mitigating effect of a partial guarantee should be recognised for
type 2 mortgage loans exposures in the counterparty default risk standard
formula module provided that the partial guarantee is unconditional and
irrevocable guaranteed by Member States’ central government or by RGLAs
listed in Commission Implementing Regulation (EU) 2015/2011.

4.4.4. Proposal for new Articles

226. In order to implement the advice the following changes to the Delegated
Regulation could be made:

Member States’ central governments guarantees
e Replace Article 192(4) by the following:
The loss-given-default on a mortgage loan shall be equal to the following:
LGD = max(Loan — max(80% X Mortgage; Guarantee); 0)
where:

(@) Loan denotes the value of the mortgage loan in accordance with Article 75
of the Solvency II Directive;

(b) Mortgage denotes the risk-adjusted value of the mortgage;

(¢c) Guarantee denotes the market value of the guarantee on the mortgage
loan in case the obligor of the mortgage loan would default;

The guarantee referred to in point (c) should be recognised provided it
complies with the requirements of Articles 209 to 215, except for the
requirement that it “fully covers ...”.

The guarantee referred to in point (c) should be recognised if it is provided by
Member States’ central government or by counterparties listed in the
implementing act adopted pursuant to point (a) of Article 190a(2) of
Directive 2009/138/EC.

Guarantees issued by RGLA

e Introduction of new provisions in Articles 180(2) and 187(3), based on the
existing provision for the counterparty default risk module in Article 199(11):
Exposures unconditionally and irrevocably guaranteed by counterparties
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listed in the implementing act adopted pursuant to point (a) of Article
190a(2) of Directive 2009/138/EC shall be treated as exposures to the
Member States’ central government.
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5. Risk-mitigation techniques

5.1. Call for advice

Solvency II is a risk-based framework, which in particular takes account of the
effect of certain risk mitigation techniques.

EIOPA is asked to:

e Provide information on recent market developments as regards risk mitigation
techniques, in particular embedded derivatives and longevity risk transfer.

e Assess if the framework for the recognition of risk mitigation techniques
appropriately covers these recent market developments.

e Where necessary, suggest updates to this framework.

5.2. Legal basis
Solvency II Directive

227. Article 14(36) of the Solvency II Directive defines “risk-mitigation
techniques” as "“all techniques which enable insurance and reinsurance
undertakings to transfer part or all of their risks to another party”.

228. Article 101(5) of the Solvency II Directive requires (re)insurance
undertakings to take into account the effect of risk-mitigation techniques in
the calculation of the Solvency Capital Requirement under the condition that
the resulting risks are properly reflected.

229. Article 111(1)(e) and (f) of the Solvency II Directive requires the
European Commission to adopt delegated acts for quantifying the impact of
risk-mitigation techniques on the Solvency Capital Requirement and for the
qualitative requirements they have to meet.

Delegated Regulation

230. Article 83(4) of the Delegated Regulation requires for the scenario based
calculations of capital requirements that the impact on the value of risk
mitigation instruments which comply with Articles 209 to 215 is taken into
account.

231. Articles 208 to 215 of the Delegated Regulation set out quantitative and
gualitative requirements for risk-mitigation techniques.
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5.3. Feedback statement on the main comments received to the
discussion paper

232. In the following the abbreviation “RMT” is used for “risk-mitigation
technique(s)”

Rolling hedges
a. Summary of the comments received

233. The suggestion was made to clarify the term “risk-mitigation technique”
(in particular, does it refer to the strategy or specific instruments?).

234. It was also proposed to delete the restriction in Article 209(3)(b) of the
Delegated Regulation, that the RMT shall not be replaced more often than
every three months, completely or to at least increase the allowed frequency.

b. Assessment

235. There are some merits in providing further clarification on the provisions
in Article 209(3) of the Delegated Regulation. Whether this can best be done
in the Delegated Regulation or with other means (Guidelines, Q&A) has to be
considered further.

236. For an assessment of the proposal to delete or alter the restriction in
Article 209(3)(b) of the Delegated Regulation please see the corresponding
part in the section “Analysis” below.

Longevity Risk Transfer

a. Summary of the comments received

237. Stakeholders stated that financial RMT in the form of longevity index-
linked derivatives are increasingly being considered. Deals have mainly
involved pension funds and insurance undertakings providing annuity
products who seek to hedge their exposure to longevity risk.

238. Multiple stakeholders argue that longevity swaps are treated in an
appropriate way under the Solvency II standard formula where the risk
mitigation impact of the reinsurance may be taken into account under the
scenario-based approach for longevity risk.

239. Other stakeholders raised concerns about the treatment of two areas:

240. Risk margin: In the calculation of the risk margin, reinsurance contracts
are included in the assumed transfer to a reference undertaking but financial
instruments are not.

241. Basis risk: Stakeholders would welcome guidance how to allow for
financial RMT which introduce material basis risk. According to them the lack
of such guidance currently constrains the hedging strategies that can be
adopted by firms using the standard formula.
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b. Assessment

Risk margin
242. All comments that relate to the risk margin will be responded to in the
next set of advice that will be consulted on in November and December 2017.

Material basis risk

243. Article 210(3) of the Delegated Regulation states: “Basis risk is material if
it leads to a misstatement of the risk-mitigating effect on the insurance or
reinsurance undertaking's Basic Solvency Capital Requirement that could
influence the decision-making or judgement of the intended user of that
information, including the supervisory authorities”.

244. On this basis it is not clear how recognizing a RMT with material basis risk
can be justified.

Embedded derivatives
245. EIOPA received no comment on embedded derivatives.

Article 211(3) of the Delegated Regulation (“realistic recovery plan”)
a. Summary of the comments received

246. Stakeholders pointed out that in their view the insurance undertaking
taking out reinsurance has no possibility to assess whether the conditions set
out in Article 211(3) of the Delegated Regulation are met (i.e. a realistic
recovery plan has been submitted and compliance with the SCR will be
restored within the timeframe defined in the recovery plan).

247. They suggested the deletion of the requirement and possibly also of the
only partial recognition with the argument that the risks of a counterparty
default are already covered in the SCR calculation.

b. Assessment

248. For an assessment of the proposal to delete the conditions in Article
211(3) of the Delegated Regulation as well as possibly the only partial
recognition of reinsurance please see the corresponding part in the section
“Analysis” below.

Adverse Development Covers ("ADC")

a. Summary of the comments received

249. Stakeholders suggested changes to allow the recognition of Adverse
Development Covers. They point out that with Solvency II non-life reserve
risk has become a major risk capital driver, in particular for insurance
undertakings that write long tail lines of business such as general third party
liability.

54



250. Stakeholders claim that ADCs effectively address companies' reserve risk
mitigation needs while maintaining non-life claims reserves on their balance
sheets for liquidity and diversification reasons.

251. They suggested two possible ways to recognise ADT:

252. The first one is the deduction of a term RMguer. It shall capture the risk-
mitigating effect of reinsurance arrangements that meet the requirements of
Articles 209, 210, 211 and 213 of the Delegated Regulation and that
otherwise have not been reflected in the standard formula.

253. The term is calculated as the risk-mitigating impact of the reinsurance on
a change in basic own funds that would result from an instantaneous loss of
3:onl-Vnl. This would also address other non-proportional reinsurance
arrangements.

254. The second one is an amendment to Article 117 of the Delegated
Regulation with the following modification of the volume measure to
recognise specifically the ADC:

NPres=(A-(B-C)xD)/A

where
A: Impact on the BOF of reserve risk scenario as defined under
the SF = Nominal best estimate net reserves x Standard
deviation for non-life gross reserve risk of the segment x 3
B: ADC recovery under reserve risk scenario = The lower of the
following:

1. Nominal best estimate net reserves covered by the
reinsurance structure x (1 + 3- sigMagess ) -
Reinsurance structure attachment point

2. Reinsurance structure cover size

C: Additional reinsurance premium or the equivalent thereof
D: Cession to the reinsurance undertaking in %

b. Assessment

255. The first proposal to introduce a scenario-based component in the
calculation was also suggested for a better reflection of finite reinsurance. An
assessment can be found below.

256. The second proposal of adjusting the formula in Article 117 may be
further explored but several difficulties have been identified:

257. The standard deviations for reserve risk are net of reinsurance, which
means that they were calibrated taking into account the average effect or
reinsurance transfers across Europe. One would therefore expect that the
ADC were already taken into account, should their effect be reflected in the
Reported But Not Settled ("RBNS”) and Incurred But Not Reported (“"IBNR")
provisions and the claims paid.
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258. Apart from the concerns that there could double counting, as expressed
above, the NP factor has consequences on the meaning of the aggregated
non-life risk capital charge among all line of business. Hence, applying this
adjustment factor to the standard deviation means modifying the underlying
distribution of claims development results on the covered line of business.

259. Let us consider the following example: an undertaking underwrites
business in two lines of business, general third party liability (*GTPL"”) and
fire and other damages where the best estimates for claims provisions are
respectively 4,000 and 2,000. This would give a SCR for reserve risk of
1,581. Using the Euler method, one can draw an equivalent scenario where
the loss in basic own funds comes from 1,228 in GTPL and 353 in fire and
other damages.

260. Let us imagine the undertaking has the following ADC cover on the GTPL
line of business :

"Qut-of-the-money" ADC: 360 xs 2,300

Net BE reserves covered by ADC 2,000
Net BE reserves not covered by ADC 2,000
Line of business GTPL
Standard deviation before ADC 11 %
ADC attachment 2,300
ADC exit 2,660
Up-front premium RoL 15 %
Additonal premium RoL 10 %
Reinsurance undertaking share 80 %

261. If one applies this cover to the equivalent scenario, this would give losses
of 353 on Fire and other damages (which is not covered by ADC and thus not
affected) and 1,005 on GTPL (300 from the retention on the Net BE covered
by the ADC, 63 coming from the non-ceded 20 % of the deviation of the
reserves, plus the additional premium of 29 that is to be paid, i.e. a sum of
392 on the Net BE covered by ADC and 614 on the Net BE not covered by
ADC), where it was supposed that the loss on GTPL was equally distributed
between both covered and non-covered perimeters. Thus, the equivalent
scenario taking into account ADC results in a 1,358 loss in basic own funds.

262. Now we compare this result to the reserve risk calculated with the
NPreserves factor to take into account the ADC as proposed by stakeholders.
Following the methodology prescribed, this NP factor would reduce the
standard deviation on GTPL to 8.8 %. Then one should calculate the standard
formula reserve risk with this modified standard deviation, keeping the
volume of 4000 and 2000 on GTPL and Fire and other damages (whose
standard deviation has not been affected). This results in a 1,343 loss in
basic own fund, which is inferior to our equivalent scenario.
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263. This example shows that the treatment of ADC is quite complex and that
the resulting SCR may underestimate the actual risks. It will depend on the
attachment point of the ADC, the percentage of reserves that it covers and
the diversification/business mix of the undertaking. Therefore the way
stakeholders suggested to take account of ADC does not appear appropriate
for standard formula users.

264. The current possibilities for Undertaking Specific Parameter ("USP”) for
reserve risk are based on methods that are similar to the one used to
calibrate the standard deviations. Hence they take account of reinsurance
effects via net data. The effect of ADC should therefore be embedded when
an undertaking calculates USPs. If not, adjustments to the data in order to
reflect the current reinsurance treaties are possible. These adjustments
would allow capturing the effect of ADC.

Finite reinsurance
a. Summary of the comments received

265. Stakeholders commented that in their view the classification of a contract
as finite reinsurance should not be based on formal reasons but instead on
the substance of the contract.

266. The suggestion was made that the risk transfer component of a finite
reinsurance contract should be recognised in the calculation of premium and
reserve risk. No specific suggestions were made as to how premiums and
reserves could be separated into the respective components.

267. One other possibility mentioned was changing the design to a scenario
based approach.

b. Assessment

268. Unless there was a complete redesign of the premium and reserve risk
based on scenarios instead of volume measures a decision would be needed
to what extent the premiums and reserves of a finite reinsurance contract
should be taken into account in the calculations.

269. As the premiums and reserves of a finite reinsurance contract contain a
significant portion that is not attributable to risk transfer a full recognition in
the calculation of the premium and reserve risk could result in a meaningful
underestimation of the risks.

270. This means that one would have to determine the part of premiums and
reserves that is attributable to the risk transfer component. Unless the
calculation of the premium and reserve risk is changed to a scenario-based
approach, this has to be necessarily highly subjective.

271. Provided that a correct decomposition was possible the risks could be

measured more accurately. But there is also the risk that the risk-mitigating
effect is overestimated. Moreover, the decomposition must necessarily be
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highly subjective so that there is the possibility of a non-harmonised
application of the provisions across companies.

272. The proposal to calculate the risk mitigating effect of reinsurance
contracts via a scenario based approach would create also several difficulties:
Scenarios that result in the same losses as calculated by the factor-based
approach for premium and reserve risk would have to be determined.

273. These scenarios would need to be defined in a standardised manner in
order to comply with the SCR Standard Formula framework.

274. In practice this would mean determining for each line of business the
frequency, intensity and timing of the claims in a manner that is consistent
with the losses obtained with the current standard variations. The losses to
which the scenarios should correspond could only be based on the losses
observed at the European level.

275. The risk profile of insurance undertakings may differ significantly from one
undertaking to another. The losses could for example result in one case from
a significant increase of small claims and in another one from one major
event. The argument that the proposed methodology introduces a better risk-
sensitivity seems therefore not convincing.

276. In terms of incentives the proposed change may lead to insurance
undertakings buying protection against scenarios defined at EU level,
whereas their specific portfolio and the actual protection they need could
differ significantly.

277. From a methodological perspective the number of factors to consider
when defining these losses makes this approach very complex.

278. In case adequate scenarios could nevertheless be defined, one could
wonder why the factor-based approach should be maintained. As a
consequence the benefits of the current approach in terms of simplicity would
be lost and additional costs to insurance undertakings would arise.

5.4. Advice
5.4.1. Previous advice

279. CEIOPS’ Advice for Level 2 Implementing Measures on Solvency II: SCR
Standard Formula, Allowance of Financial Risk Mitigation Techniques

280. CEIOPS’ Advice for Level 2 Implementing Measures on Solvency II: SCR
Standard Formula, Non-Life Underwriting Risk
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5.4.2. Analysis

Rolling hedges

281. Restrictions on the frequency of adjustments have the following
advantages:

a) Less frequent adjustments reduce the renewal risk (i.e. the risk that
the insurance undertaking cannot enter into a new contract when the
old one expires).

b) With increasing complexity the assessment becomes more difficult
whether the arrangements are sufficiently similar as required in Article
209(3) of the Delegated Regulation (and provide consequently the
same risk-mitigating effect as a 12-month contract in the standard
formula calculation).

282. At the same time such restrictions may prevent insurance undertakings
from adjusting their risk mitigation to changes in their risk position on a
timely basis.

283. Any provision has to strike a balance between these considerations.

284. In the following the term “Exposure adjustment” describes the situation
where the insurance undertaking enters into new contracts, terminates
contracts (fully or partially)’® or enters into offsetting contracts to reflect
changes in the hedged position (e.g. entering into additional short future
contracts on a stock X because more stocks X were purchased).

285. Adjustments to reflect simply the change in the price of a financial
instrument (e.g. a stock) that is traded in the local currency would not be
captured by this term.'®

286. Based on the legal text there may - due to the lack of a definition for
“risk-mitigation technique” - be different readings on whether more frequent
exposure adjustments are allowed. The following discussion is based on what
seems technically appropriate and not the current legal situation.

287. In order to avoid the build-up of larger unhedged positions exposure
adjustments should be allowed on a weekly basis for the risk-mitigation
techniques covered in Article 211 and 212 of the Delegated Regulation.

288. There should also be the possibility to complement them with pre-defined
exceptional exposure adjustments (e.g. in case of a daily change of more
than 5 % in an exchange rate).

15 An example for a partial termination would be the case where for interest rate swaps/swaptions that are
traded OTC the notional is afterwards adjusted based on a bilateral agreement in order to reflect changes in
the exposure to interest rate risk.

16 Consider the following example: An insurer has the EUR as local currency. Stock X is only traded at an
exchange in the Eurozone and is denominated in EUR. A change in the price of X does then not represent an
exposure adjustment. If stock X was instead only traded on an US exchange and denominated in USD and the
insurer was hedging the currency risk, then an adjustment in the hedge position to reflect a change in the USD
price of stock X would be an exposure adjustment.
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289. It is relevant to clarify that the allowance of a more frequent rolling does
not change the essential requirements for taking a risk-mitigation technique
into account in the standard formula calculation of the SCR. In particular the
rolling should preserve the hedging of basis risk of the hedged exposures
considered in the calculation of the SCR.

290. Furthermore, such preservation should be identifiable and verifiable.
Rolling hedging where, due to the combination of several hedges, it is not
possible to identify the aforementioned preservation, should not be allowed
to reduce the SCR.

291. Then there is the question whether restrictions should be imposed on the
contracts used for risk-mitigation.

292. Requirements on the minimum maturity of the contracts reduce the
frequency with which the risk mitigation has to be adjusted in the absence of
exposure adjustments.

293. For futures and other financial instruments traded on an exchange at least
the monthly contract should be used.'”"'® This means that the contracts do
not have to be “rolled” more than 12 times a year. Given the available
markets this should at least for futures not represent an actual restriction.

294. In the case of other financial instruments that are not traded on an
exchange this restriction cannot be applied as the contractual arrangements
are bilaterally agreed.

295. For these financial instruments the maturity at the inception of the
contract should be at least one month.

296. No comments were received requesting more flexibility regarding Article
209(3) with respect to risk-mitigation techniques using reinsurance contracts
or special purpose vehicles (covered in Article 211 of the Delegated
Regulation).

297. As mentioned above the same rules with respect to exposures
adjustments described in paragraphs 287 and 288 apply to risk-mitigation
techniques covered in Article 211 and 212 of the Delegated Regulation.

298. The maturity of the reinsurance contract or special purpose vehicle at
inception should be at least three months.

299. Based on the stakeholder feedback this should not represent an actual
restriction.

300. For risk-mitigation techniques covered in Articles 211 and 212 of the
Delegated Regulation, changing to contracts with different maturities should

17 This means that for example also the three-month contract would be permitted

18 The consequence is that the remaining maturity when the insurer enters into a new contract can be shorter
than one month. An example is the situation where the insurer uses the one-month futures contract that ends
on January 31 for its existing exposures and enters in the middle of January into additional contracts to cover
additional exposures.
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be possible as long as the requirements regarding the maturity described in
paragraph 293, 295 and 298 are met (shifting from one month to three
months futures and back again would for example be allowed).

301. Dynamic hedging strategies where a constant adjustment of the portfolio
is necessary can be highly risky as the financial crisis in 2008-2009 has
demonstrated.

302. It seems worth clarifying that such dynamic hedging strategies (e.g.
dynamic replication of a put option) would not meet the "“similarity”
requirement in Article 209(3) of the Delegated Regulation: The risk-
mitigation effect resulting from an instantaneous shock applied to the
contracts currently in place differs substantially from the risk-mitigation effect
that is provided over 12 months.

Article 211(3) of the Delegated Regulation (“realistic recovery plan”)

303. The requirement in Article 210(2)(a) of the Delegated Regulation that the
reinsurance undertaking meets its SCR is very important. Irrespective of the
reflection of credit risk in the capital requirements there should be a high
degree of confidence that the provider of protection will be able to meet its
obligations.

304. The provisions in Article 211(3) of the Delegated Regulation are intended
to avoid a very large increase in the capital requirements provided that there
is a high probability that the SCR will be restored in the prescribed time
period.

305. If there are practical problems with checking the criteria the automatic
solution is not necessarily to drop them. One alternative would simply be not
to allow the recognition of reinsurance provided by a counterparty that does
not meet its SCR.

306. At the same time no recognition at all could result in a “spike” in the SCR
for the insurance undertaking taking out reinsurance while the reinsurance
undertaking may restore compliance within some months.

307. The proposal below tries to strike a balance between these different
considerations. It is assumed that at the latest six months after the SCR
breach was disclosed the insurance undertaking taking out reinsurance has
clarity whether the reinsurance undertaking has restored compliance with the
SCR within six months after the SCR breach.

308. For the reasons provided above a full recognition does not seem
appropriate. The period in which reinsurance provided by a reinsurance
undertaking in breach of its SCR is recognised should also be of limited
duration.

309. Finally. It seems problematic to recognise reinsurance provided by a
reinsurance undertaking in breach of its MCR.

310. On the basis of these considerations the following approach is suggested:
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311. Undertakings should be allowed to recognise reinsurance with a
reinsurance undertaking that is in breach of its SCR using the reduction factor
set out in Article 211(3) of the Delegated Regulation without further
conditions for the period set out below. There should be no recognition in
case of a breach of the MCR.

312. The recognition should be allowed for a maximum of six months after the
SCR breach has been disclosed subject to the further restrictions set out in
paragraphs 313 to 314.

313. If there is clarity before the end of the period referred to in paragraph 312
that the reinsurance undertaking complies again with the SCR, then the
provisions no longer apply and the reinsurance is recognised again to the full
extent.

314. 1If it becomes clear before the end the period referred to in paragraph 312
that the reinsurance undertaking has not submitted a realistic recovery plan
or will not be able to restore compliance within six months after the SCR
breach occurred, there should be no recognition of the reinsurance.

315. At the latest six months after the disclosure of non-compliance there is
clarity whether compliance has been restored within six months after the SCR
breach occurred or not. If compliance with the SCR has been restored then
no specific rules are necessary. Otherwise there should be no recognition of
the reinsurance.

316. It will be further considered whether the period for a partial recognition as
defined in paragraph 312 should be shortened accordingly in case the
reinsurance undertaking discloses the date of the SCR breach and this date
lies before the disclosure date. An example would be the case where a breach
of the SCR at the end of the year is disclosed in the next regular annual
reporting.

5.4.3. EIOPA’s advice
Rolling hedges

317. In the following the term “Exposure adjustment” means a situation where
the insurance undertaking enters into new risk mitigation contracts,
terminates such contracts (fully or partially)’® or enters into offsetting
contracts to reflect changes in the hedged position (e.g. entering into
additional short future contracts on a stock X because more stocks X were
purchased).

318. Exposure adjustments on a weekly basis for the risk-mitigation techniques
covered in Article 211 and 212 of the Delegated Regulation should not
prevent the recognition of the risk-mitigation techniques in the SCR standard
formula.

19 An example for a partial termination would be the case where for interest rate swaps/swaptions that are
traded OTC the notional is afterwards adjusted based on a bilateral agreement in order to reflect changes in
the exposure to interest rate risk.
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319. There should also be the possibility to complement them with pre-defined
exceptional exposure adjustments (e.g. in case of a daily change of more
than 5 % in an exchange rate).

320. For futures and other financial instruments traded on an exchange to be
recognised in the SCR standard formula calculation at least the monthly
contract should be used.

321. For financial instruments not traded on an exchange the maturity at the
inception of the contract should be at least one month.

322. The maturity of the reinsurance contract or special purpose vehicle at
inception should be at least three months.

323. For risk-mitigation techniques covered in Article 211 and 212 of the
Delegated Regulation, changing to contracts with different maturities should
not prevent recognition in the SCR standard formula as long as the
requirements regarding the maturity described in paragraph 320 to 322 are
met.

Article 211(3) of the Delegated Regulation (“realistic recovery plan”)

324. Undertakings should be allowed to recognise in the calculation of the SCR
standard formula reinsurance with a reinsurance undertaking that is in
breach of its SCR using the reduction factor set out in Article 211(3) of the
Delegated Regulation without further conditions for the period set out below.
There should be no recognition in case of a breach of the MCR.

325. The recognition should be allowed for a maximum of six months after the
SCR breach has been disclosed subject to the further restriction set out in
paragraph 326 to 327.

326. If there is clarity before the end of the period referred to in paragraph 325
that the reinsurance undertaking complies again with the SCR, then the
provisions no longer apply and the reinsurance is recognised again to the full
extent.

327. 1If it becomes clear before the end the period referred to in paragraph 325
that the reinsurance undertaking has not submitted a realistic recovery plan
or will not be able to restore compliance within six months after the SCR
breach occurred, there should be no recognition of the reinsurance.

328. At the latest six months after the disclosure of non-compliance there is
clarity whether compliance has been restored within six months after the SCR
breach occurred or not. If compliance with the SCR has been restored then
no specific rules are necessary. Otherwise there should be no recognition of
the reinsurance.

329. It will be further considered whether the period for a partial recognition as
defined in paragraph 325 should be shortened accordingly in case the
reinsurance undertaking discloses the date of the SCR breach and this date
lies before the disclosure date.
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6. Look-through approach: investment related vehicles

6.1. Call for advice

The look-though approach is currently not applied to investments in related
undertakings.

EIOPA is asked to:

e Provide information on related undertakings used by insurance and
reinsurance undertakings as an investment vehicle.

e Assess under what conditions it may be appropriate to extend the look-
through approach to such undertakings.

6.2. Legal basis
Solvency II Directive

330. The Solvency II Directive does not contain any specific provision regarding
the application of the look-through approach.

Delegated Regulation

331. The application of look-through is set out in Article 84 of the Delegated
Regulation. Article 84(1) of the Delegated Regulation requires (re)insurance
undertakings to calculate the SCR on the basis of each of the underlying
assets of collective investment undertakings and other investments packaged
as funds (look-through approach). It also establishes (Article 84(2)) that the
look through approach shall apply to indirect exposures to market risk (other
than collective investment undertakings and investments packaged as funds),
counterparty default risk and underwriting risk. Furthermore, in accordance
with Article 84(4) of the Delegated Regulation, the look-though approach
shall not apply to investments in related undertakings (within the meaning of
Article 212(1)(b) and (2) of the Solvency II Directive).

Guidelines

332. EIOPA Guidelines on look through approach?® aim at increasing
consistency and convergence of professional practice in the application of the
look-through approach for all types and sizes of solo undertakings using the
standard formula.

333. Guideline 3 gives some guidance on the interaction between the
application of equity risk and the application of property risk for specific types
of investments in real estate. Notably guideline 3 reads as follows:

Undertakings should cover the following investments in the property risk sub-
module:

(a) land, buildings and immovable property rights;

(b) property investment held for the own use of the undertaking.

20 https://eiopa.europa.eu/publications/eiopa-guidelines/guidelines-on-look-through-approach
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For equity investments in a company exclusively engaged in facility
management, real estate administration, real estate project development or
similar activities, undertakings should apply the equity risk sub-module.
Where undertakings invest in real estate through collective investment
undertakings or other investments packaged as funds, they should apply the
look-through approach.

6.3. Feedback statement on the main comments received to the
discussion paper

Criteria and elements to identify related undertakings which are used as
investment related vehicles

a. Summary of the comments received

334. Most stakeholders have argued that the existence of a specific
purpose/mandate is necessary to identify those “investment vehicles” with no
purpose other than holding assets on behalf of the parent/participating
undertaking. To clarify this concept some stakeholders have mentioned that
those investment vehicles are generally established with a distinct goal,
which support the operations of the insurance undertaking consistently with
the definition of ancillary service entity but which activity is then related to
investment activities.

335. Some comments suggested that the extension of the look-through to
investment related undertakings should be limited to “controlled” entities (i.e.
cases where the parent undertaking has dominant influence over the
participation).

336. Some other stakeholders suggested that those related investment vehicles
should be determined by self-assessment of insurance undertakings, under
the assumption that a clear distinction and definition of “investment related
undertakings” seems to be very difficult. According to those comments, the
insurance undertaking should therefore determine itself — in accordance with
the prudent person principle and under materiality aspects - whether a
related undertaking is considered as “investment vehicle” or not and to apply
the look through or not.

b. Assessment
337. The existence of a specific mandate is seen as relevant for the
identification of investment related undertakings, as well as their pure

“investment” role. Self-determination is likely to result in the non-
homogeneous application of look-through. Common criteria should be set up.
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Elements identified in the discussion paper
a. Summary of the comments received

338. In the discussion paper EIOPA preliminary identified some elements worth
considering in an appropriate definition of investment insurance
undertakings.

339. As per the existence/level of financial leverage, no unique clear answer
was received. Some stakeholders argued that the level of financial leverage
may not be relevant if the investment related undertaking is fully financed by
the parent company. Some others commented that in many cases the related
undertaking can be leveraged and this should not prevent it to qualify for the
new definition of investment related undertaking. In terms of valuation, the
related undertaking should be valued based on the adjusted equity approach
according to Article 13(1)(b) of the Delegated Regulation.

340. As per the nature of liabilities reported in balance sheets, some
stakeholders argued that the nature of liabilities may not be relevant or
appropriate if the undertaking has a pure investment activity. Some other
claimed that the nature of the activities of the related undertaking should be
similar to what is done for the definition of ancillary services undertakings.

341. As per the existence of a specific investment mandate, as reported in one
comment above, there was unanimous view that this is necessary.

b. Assessment

342. Although the element of financial leverage is relevant, the current
considerations would lead not to pose specific conditions regarding the
financial leverage of investment related undertakings. Cases where the
financial leverage is significant should not be excluded from the application of
the look-through approach. It is certainly an issue to be considered further,
notably how to apply the look through approach to leveraged investment
structures (may affect investment funds as well). Examples may be provided
through Guidelines or technical papers. Currently the application of the look
through to leveraged investment funds is not prohibited.

343. The nature of liabilities may be relevant to check the pure investment
activity. The related investment vehicle should not run insurance business in
order to qualify as investment related undertaking.

344. The existence of an investment mandate is necessary for the
identification.
Costs and benefits identified

a. Summary of the comments received
345. Main cons identified were:
a. look-through approach generates significantly higher direct and

indirect costs, especially for exposures which are not material, hence
should be optional and insurance undertakings should be allowed to
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apply the standard method in cases where they can prove that the
standard method leads to more conservative outcomes;

b. the detailed look-through information is not always available or would
need an additional cost and/or additional time to process the look-
through data.

346. Main pros identified were:

a. better assessment of risks and good risk management, and avoidance
of excessive capital charges which would ultimately impact negatively
consumers and where they discourage long-term investment, the
economy;

b. better control of the risks pertaining to investment related
undertakings;

Cc. better estimation of the underlying market risk when the value of the
investment depends on market value/performances of underlying
assets: better reflection of the diversification of the underlying assets.

Potential impact on SCR calculations

a. Summary of the comments received

347. Many stakeholders claimed that the extended application of the look-
through approach to investment related undertakings can impact the SCR
amount by reducing or increasing it, depending on the type of underlying
assets - debt or equity investment.

Conditions under which it would be appropriate to allow look-through
for investment related vehicles

a. Summary of the comments received

348. Stakeholders claimed that the look through to investment related
undertakings is appropriate:

a. to calculate the risk of properties owned trough limited liability
companies, thus reflecting the true economic risk (“substance over
form”), i.e. property risk;

b. only when related undertakings are materially significant and have a
suitable investment mandate;

c. when the value of the assets invested is considered as material, by
defining a relation with the overall asset value concerned by market
risk. For example, when the investment related undertaking represents
more than 10 % of the total asset value.

349. Some other stakeholders expressed that applying the look-through
approach for investment related undertakings should always be optional, and
not mandatory.

b. Assessment

350. The extension of the application of the look through may be limited to
investment vehicles which meet the definition of “related undertakings” of the
Solvency II regulation. These investment schemes might be considered as
“hybrid cases” because they are “formally” investments in equity structures,
but substantially are similar to investments in collective investment

67



undertakings. Even though the Delegated regulation does not strictly require
the application of the look through, some undertakings may have already
considered them as “investments packaged as funds” and hence performed
the look-through to calculate the SCR. But there is no certainty that the look
through approach is being applied by default by all European undertakings.

6.4. Advice

6.4.1. Previous advice

351. Extract from CEIOPS’ Advice for Level 2 Implementing Measures on
Solvency II: Structure and Design of Market Risk Module

Investment funds

4.183 In order to properly assess the market risk inherent in collective
investment vehicles, and other investments packaged as funds, it shall be
necessary to examine their economic substance. Wherever possible, this shall be
achieved by applying a look-through approach in order to assess the risks
applying to the assets underlying the investment vehicle. Each of the underlying
assets would then be subjected to the relevant sub-module stresses and capital
charges calculated accordingly.

4.184 The look through approach shall also be applied for other indirect
exposures.

4.185 Where a number of iterations of the look-through approach is required
(e.g. where an investment fund is invested in other investment funds), the
number of iterations shall be sufficient to ensure that all material market risk is
captured.

4.186 The above recommendations can be applied to both passive and actively
managed funds except for investments in funds that track a well-diversified
index including only listed equity from developed markets.

352. Extract from CEIOPS’ Advice for Level 2 Implementing Measures on
Solvency II: Treatment of participations

The “look-through” method was not considered an appropriate option for the
treatment of participations. Under this method, the participating undertaking’s
investments in (re)insurance undertakings, credit and financial institutions and
other related undertakings are consolidated into its solo SCR. The participating
undertaking’s own funds are replaced with a consolidated calculation of the own
funds of the sub-group, and similarly the participating undertaking’s SCR is
replaced with a group SCR calculation for the sub-group. The look-through
approach results in a line by line aggregation of the assets and liabilities of the
parent with those of the participation. The disadvantage of this approach is that
supervisors are unable to identify what own funds reside in the solo entity
commensurate to the risks that it holds on a stand-alone basis.
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6.4.2. Analysis

Information on related undertakings used by insurance and reinsurance
undertakings as an investment vehicle

353. In order to provide the European Commission with the information and
advice requested on related undertakings that serve an investment purpose,
EIOPA has sent a questionnaire to the NSAs. The outcome is summarised
below.

354. There are relevant cases in Europe where “related undertakings”
represent “investment vehicles” for holding assets or have been established
with the predominant purpose of holding assets on behalf of the parent
insurance company.

355. While in some countries these investment structures may in some cases
present up to 50 % of total investments, in other markets these are
immaterial.

356. These investment vehicles are generally “alternative investment funds”
following dedicated mandates, private equity participations or subsidiaries
established for investment purposes. In some cases these subsidiaries are
investment companies which have a risk management which mirrors the one
of the parent company.

357. Some of these undertakings principally contain investments in property
while others contain a diversified asset portfolio. In several cases the
investment companies are fully held and controlled by the insurance
company.

358. In some cases, the related undertaking is not listed, therefore requiring a
49 % equity shock plus the symmetric adjustment (+/- 10%). When the
related undertaking represents a material part of the balance sheet total and
the related undertaking is wunrated, the capital charge under the
concentration sub-module can become disproportionally high. This treatment
may not reflect the underlying investment portfolio of the related undertaking
which is usually highly diversified.

359. By contrast to the calculation of the SCR at the level of the undertaking,
the application of the look through approach to the underlying investments is
compulsory for calculating the group SCR, where the related undertaking falls
under the treatment of Article 335(a), (b) or (c). This sometimes leads to
counter-intuitive results, where the solo SCR of the insurance undertaking is
higher than the group SCR despite limited differences in scope and underlying
risk.

360. In several markets related undertakings are widely used when the
undertakings invest in property. There are also cases where the
infrastructure investments are placed. For some life insurance undertakings,
property investments alone may account for 5-10 % of the total investments
and may be material.
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361. Some NSAs expressed that for the investment related undertakings with
property investments, assuming no leverage is used by the related
undertaking, the current treatment overestimates the capital charge
compared to if the look-through approach was applied. However, if leverage
is allowed in the related undertaking, the current capital charge could
underestimate the effective risk.

362. In some cases, the look through approach was already applied by the
(re)insurance undertaking investing in “related investment vehicles” that are
not (re)insurance undertakings because they have no purpose other than
holding assets on behalf of the insurance undertaking.

363. This type of investment structure is used independently from the business
composition of the (re)insurance undertaking (life, non-life and health
insurance undertakings may make use of it).

364. In some cases the investment related undertakings are used for holding
all types of assets such as fixed income and equity. For some markets
mortgages are often held in these types of separate undertakings as opposed
to on the balance sheet of the insurance undertaking.

365. When investing in mortgages, the difference between the capital charge
calculated using the market risk sub-module (on the value of the related
undertaking with a shock of 22 %, 39 % or 49 % as appropriate) with a
capital requirement calculated on the basis of the counterparty default risk
module - type 2 exposures (directly on the mortgages; shock of less than
10 % depending on quality of the portfolio) has proven to be relevant.

366. In some markets the application of the equity risk capital requirement for
property holding related undertakings has been considered by local
supervisors not to reflect the actual risk. If these investments are treated as
strategic equity investments, the capital requirement may be relatively
similar to the capital requirement for property investments. Otherwise the
capital requirement for type 2 equities will apply, which may overstates the
risk.

367. The standard formula may understate the capital requirements (in some
cases) for highly leveraged investment companies, if these are treated as
equity investments. For investments in unit trusts or open-ended investment
companies (OEICs), where the share price directly reflects the value of the
underlying investments, a look-through approach may capture the risks more
appropriately.

Assessment under what conditions it may be appropriate to extend the
look-through approach to such undertakings

368. The call for advice requires a specific focus on those related undertaking
which may represent “investment vehicles” for holding assets or may have
been established with the predominant purpose of holding assets on behalf of
the parent/participating entity. This creates an important identification issue
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as '"investment related undertakings" are not defined in the Delegated
Regulation.

369. A clear definition should be given of these “investment related
undertakings”. It appears from the practices identified above by NSAs that
the existence of a specific investment mandate is a key element.

370. There may however be cases where, additionally to this investment
mandate, the related undertaking may be pursuing other business on behalf,
or not, of the parent or participating undertaking. In those cases, applying
look-through may be inappropriate. For instance, if a related undertaking
pursues insurance business, applying look-through would mean proceeding
with a sub-consolidation similar to the calculation that is done for the purpose
of the group solvency.

371. Therefore the “investment related undertaking” should operate on behalf
of the parent or participating undertaking and principally support its
operations related to investment activities.

372. As outlined above, the benefits identified for extending the look-through
approach to such cases outweigh the cons. In particular, it appears that there
are several situations in the EEA where applying the equity shock for type 2
overestimates the risks as the “investment related undertaking” has an
investment portfolio which is either more diversified or specialised in real
estate. Moreover, not applying the look-through may lead to a higher market
risk concentration, which does not reflect the reality of the underlying risks.

373. Some stakeholders have requested that the look-through be mandatory,
but where there is proof that calculating the SCR with the look-through
approach leads to a lower SCR than applying a type 2 equity risk charge of
49 %, then (re)insurance undertakings should be free to set the SCR to the
more conservative level of capital and not be obliged to look-through
anymore. This proposal may be sensible, in particular considering the work
that EIOPA is carrying out as regards potential simplifications of the look-
through approach. It will be further considered for the second set of advice.

6.4.3. EIOPA’s advice

374. For investments in “related undertakings” which are substantially
“investment funds” (i.e. “investment vehicles”), the principle of “substance
over form” should apply: the look-through approach should capture the risks
more appropriately.

375. Therefore the application of the look-through approach should be
extended to “investment related undertakings”. An “investment related
undertaking" should be defined as a related undertaking (as defined in Article
212(1)(b) of the Solvency II Directive) that meets the following conditions:

e its purpose is holding assets on behalf of the (parent) insurance
undertaking;
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e it supports the operations of the insurance undertaking related to
investment activities, following a defined (precise) investment
mandate;

e it does not run any other business than investing for the purpose of
the parent undertaking (i.e. pure investment entity).

376. The application of the look through approach to “investment related
undertakings” should be mandatory, regardless whether it is likely to
determine a lower SCR. This might happen when the SCR resulting from the
underlying assets is lower than the SCR obtained by applying the equity risk
charge. In those cases undertakings should apply the look-through approach
which is more risk-sensitive.

Example: The look-through approach should be applied to open-ended collective
investment schemes in the form of a contractual fund or an investment company
with variable capital (SICAV).
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7. Undertaking specific parameters

7.1. Call for advice

The framework for undertaking specific parameters provides for standardised
methods to replace a defined set of parameters in the standard formula, where
sufficient data is available to calculate calibrations tailored to its liabilities. This
framework should be provided wherever possible in the underwriting risk
module.

EIOPA is asked to:

e Provide information on the use of undertaking specific parameters by
insurance and reinsurance undertakings and by groups.

e Assess standardised methods to replace additional parameters in the
underwriting risk modules and assess any criteria with respect to the
completeness, accuracy and appropriateness of the data used that must
be met before supervisory approval is given.

e Assess alternative methods for the calculation of the undertaking specific
parameter for non-proportionate reinsurance, with a view to amending or
replacing the current method.

e Assess additional methods to calculate group specific parameters that
build on undertaking specific parameters, in particular in view of their risk
sensitivity and complexity.

7.2. Legal basis

Solvency II Directive

377. Paragraph 7 of Article 104 of the Solvency II Directive specifies that
subject to approval by the supervisory authorities, insurance and reinsurance
undertakings may, within the design of the standard formula, replace a
subset of its parameters by parameters specific to the undertaking concerned
when calculating the life, non-life and health underwriting risk modules. Such
parameters shall be calibrated on the basis of the internal data of the
undertaking concerned, or of data which is directly relevant for the
operations of that undertaking using standardised methods. When granting
supervisory approval, supervisory authorities shall verify the completeness,
accuracy and appropriateness of the data used.

Delegated Regulation

378. Article 218 of the Delegated Regulation defines the subset of standard
parameters that may be replaced by undertaking-specific parameters. Article
219 concretises the data criteria for the use of undertaking-specific
parameters. Article 220 specifies the standardised methods to be used to
calculate the undertaking-specific parameters. For the calculation of the
undertaking-specific parameters, undertakings can select a method from a
number of standardised methods prescribed in Annex XVII of the Delegated
Regulation.

379. At group level, Article 338 of the Delegated Regulation on group-specific
parameters states that subject to approval by the group supervisor, the
consolidated group Solvency Capital Requirement may, within the framework
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of the standard formula, be calculated by replacing a subset of the standard
parameters laid down in Article 218 by parameters specific to the group
(‘group-specific parameters’). Data used to calculate group-specific
parameters shall satisfy the criteria set out in Article 104(7) of Solvency II
Directive and Article 219 of the Delegated Regulation. The standardised
methods used to calculate the group-specific parameters are the methods set
out in Article 220 of the Delegated Regulation.

Guidelines

380. EIOPA Guidelines on USP (EIOPA-B0S-14/178) provide further
specification on the data quality criteria that should be taken into account
during the process of calculating undertaking-specific parameters and group-
specific parameters. The role of the actuarial function is mentioned as very
important in the assessment of the quality of data used in the calculation of
undertaking-specific parameters. The Guidelines also aim at harmonising the
supervisory approval process for the group-specific parameters.

ITS

381. Commission implementing regulation (EU) 2015/498 of 24 March 2015
specifies the technical standards with regard to the supervisory approval
procedure to use undertaking-specific parameters.

7.3. Feedback statement on the consultation
Comments received on the criteria that relates to data quality

a. Summary of the comments received

382. According to some stakeholders, expert judgment should be used where
data are not complete, for instance by selecting different range of data.

383. Other stakeholders proposed that data standard be reduced by relaxing
the criteria for segments or lines of business that are not material.

b. Assessment

384. The data requirements stated in Article 219 of the Delegated Regulation
are, in substance, the same as those applying for the calculation of technical
provisions (cf. Article 19 of the Delegated Regulation). Some flexibility
regarding the data completeness criteria already exists. For instance, it is
required that data are free from material errors (paragraph 2 of Article 19 of
the Delegated Regulation); Article 219(e) of the Delegate Regulation also
addresses the situation of adjustments of the data and how they should be
justified and documented. Finally, Article 104(7) of the Solvency II Directive
requires NSAs to verify the “completeness, accuracy and appropriateness of
the data used”.

385. If some risks are assessed as non-material by (re)insurance undertakings,
one would rather expect that simplified calculations are used as a
proportionate way to calculate the SCR standard formula. If not, the
deviation in the standard parameters compared to undertaking specific
parameters would also be expected to be not material.
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Proposals received on premium risk

a. Summary of the comments received

386. On premium risk two stakeholders recommend to change the USP method
to one of the following (cf. annex for further details on the methods
proposed):

a. Empirical Standard Deviation
. Least Squares Estimation

b
c. Method Allowing for Trends and Cycles
d. Premium Risk Considering Existing Trends

b. Assessment

387. One should keep in mind that changing USP methods for premium risk
means that all approved USP would need to be resubmitted and this would
result in a large amount of work for undertakings and NSAs. Adding methods
to the existing ones seems more feasible, but providing a large set of
methods will bring the issue of assessing the methods and of choosing the
most appropriate ones to the undertaking risk profile. Indeed, undertakings
would then be expected to justify why they have chosen a specific method
and comparison of results may also be requested. This would not be in line
with the objective to simplify the process and one can wonder whether that
would address stakeholders concerns.

388. The empirical standard deviation method does not seem appropriate since
it does not take account of 2" order effect such as quadratic variance. On the
other hand it is simple to compute.

389. The least squares estimation method has several pros: it is a well-known
method in actuarial mathematics and statistics; the USP parameter estimate
of the weighted least squares method does not differ materially from the
estimates with maximum-likelihood method (in fact in general, it produces a
slightly more unbiased parameter estimate). However, the current USP
methodology for premium risk does not seem to raise concerns. The main
difficulty seems to be linked with log-normal assumptions. The log-normal
assumption is needed in order for the methodology of multiplying three times
the standard deviation with the volume measure to comply with the
calibration requirement at the 99.5% Value-at-risk. Therefore one can
wonder what would be the added value of this new method.

390. The two remaining methodologies that propose to consider trends and
cycles seem more difficult. First, trends and cycles should already be
captured in the volatility parameter. Second, drawing trends require a long
set of data. Finally it is not a method that was used to derive the standard
parameters in the Standard Formula.
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Proposals received on non-proportional reinsurance

a. Summary of the comments received

391. Many stakeholders criticised the way reinsurance is taken into account in
the standard formula.

392. One stakeholder recognises the simplicity of the current non-proportional
approach, but considers it as not risk-sensitive enough. It is suggested
splitting the non-proportional property reinsurance into:

- Non-proportional reinsurance covering natural catastrophes (windstorm,
earthquake, flood, hail, subsidence; i.e. Cat-XL per event)

- Non-proportional reinsurance covering other accumulated losses of many
single claims (I.E. aggregate XL or stop-loss)

- non-proportional reinsurance covering large single risks (XL per risk)

393. One stakeholder provided an alternative method for non-proportionate
reinsurance in order to capture the effects of Stop-loss reinsurance.

394. Another stakeholder proposed a scenario based approach, similar to the
one proposed for updating the risk-mitigation technique framework (cf. this
part of the document).

b. Assessment

395. The proposal to split the non-proportional treaties into the three buckets
described above may provide more risk-sensitiveness. However, the
methodology raises issues as regards its application: With non-proportional
factor for each of the reinsurance types, how would one combine these three
factors? There seems to be no straightforward answer and therefore this
proposal was not further considered.

396. The proposed USP for Stop-loss reinsurance is further analysed below and
proposed to be introduced in the Delegated Regulation.

Proposal received on natural catastrophe risks
a. Summary of the comments received

397. Stakeholders suggested to develop USP for the following parameters of
the Nat-CAT risk:
» Q(windstorm,r): windstorm risk factor for region r as set out in Annex V

» W(windstorm,r,i): risk weight for windstorm risk in risk zone i of region r
set out in Annex X

» Q(earthquake,r): earthquake risk factor for region r as set out in Annex VI

» W(earthquake,r,i): risk weight for earthquake risk in risk zone i of region r
set out in Annex X

» Q(flood,r): flood risk factor for region r as set out in Annex VII

= W(flood,r,i): risk weight for flood risk in risk zone i of region r set out in
Annex X

» Q(hail,r): hail risk factor for region r as set out in Annex VIII
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= W(hail,r,i): risk weight for hail risk in risk zone i of region r set out in
Annex X

398. These parameters determine the SCR per zone i of region r as a
percentage of the total sum insured. Specific portfolio characteristics
(vulnerability to natural catastrophe events, precise location, treaty
conditions and exclusions) are not taken into account. When buying
reinsurance cover, often event loss tables are generated by the undertaking
based on detailed portfolio information which provides information on the 1 in
200 year loss. The ratio of this 1 in 200 year loss and the total sum insured
could be used to determine the above parameters specific to the undertaking.

b. Assessment

399. Potential USP for Natural Catastrophe risks are proposed to be
investigated by the Catastrophe Risk Work Stream of EIOPA, once the work
on simplifications and recalibrations is over. Only after these investigations
would a decision be taken.

Proposals received on mortality and longevity risks
a. Summary of the comments received

400. Regarding the introduction of USP in the mortality and longevity risk
modules that would be consistent with the approach described in section 10
of the discussion paper, out of five responses received, two stakeholders
were in favour and three were against.

401. The two in favour advocated that undertaking could use the same method
as described in chapter 10, using their own data, as mortality/longevity risk
would be derived directly from the Company portfolio.

402. The three other stakeholders are in favour of country specific shocks, they
argue that as the calibration of a mortality model requires a large population
and many years of observations, most insurance undertakings are unlikely to
be able to calibrate a mortality model on their own portfolio.

b. Assessment

403. As further work is being conducted on the calibration of mortality and
longevity shocks, standardised methods for USP may be considered at a later
stage.

404. Country specific shocks would not be in line with the framework of the
Solvency II Directive, hence they are not further considered.
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Proposals received on lapse risk
a. Summary of the comments received

405. A methodology to compute USP for lapse risk was proposed:

Method proposed for lapse risk:

Data concerning lapses are readily available and of very good quality, as lapse
and lapse risk are usually subject to a close monitoring in life and health
insurance.

Input data and method-specific data requirements

The data for carrying out the undertaking-specific stress calibration shall consist
of the following:

a) data consist of number of lapses and number of total policies
differentiated by line of business and elapsed time/maturity of the contract;

b) the data are representative for the lapse risk that the insurance or
reinsurance undertaking is exposed to;

c) the data are adjusted for any mass lapse occurrences or outliers to the
extent that these risks are reflected in the mass lapse risk;

d) data are available for at least five reporting years;

Method specification

In order to calculate the USP for lapse risk we would recommend using the

following method for each line of business:

a) Clustering of raw data with regard to the maturity of the contracts. One
cluster may contain more than one maturity. Carry out this step for at least 5
years.

b) Calculate the lapse rate for each maturity bucket where the lapse rate is
given as number of lapses over number of average business in force.

c) Calculate the change in lapse rate for each bucket as lapse rate of year (t)
over lapse rate of year (t-1) and subtract 1.

d) Assume a normal distribution for the change in lapse rates and fit the
parameters by calculating the empirical mean and empirical standard
deviation.

e) Validate the fitted distribution using a statistical test like the Q-Q-plot.

f) Calculate the 0.05% and 99.5% quantile.

b. Assessment

406. The method proposed derives annual lapse shocks per life line of business
as the 99.5% (0.05%) quantiles from a specified normal distribution for the
change in lapse rates in the LOB considered. The method would not capture
the lapse risk as defined in the Standard Formula: The underlying
assumptions of the lapse risk module in particular state that a permanent and
maturity-independent bidirectional shock instead of an annual shock should
be applied. Moreover, the general requirement that the derived shocks should
capture the corresponding one year 99.5 (0.05) quantile of the distribution of
basic own funds (liabilities in this case) needs to be satisfied as well.
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407. Stakeholders are invited to provide other methodologies on lapse risk that
would solve the issues explained above.

Other proposals on USPs
a. Summary of the comments received

408. Other requests for USPs were received, without a clearly defined
methodology. For instance some stakeholders request having the possibility
to use USP for correlations or for some part of the market risk.

409. Some stakeholders also reported that the process to get USP approved
was burdensome and data criteria of too high standards.

b. Assessment

410. As no further concrete proposals were received, the investigations will be
limited to the risks identified so far. Moreover, it should be recalled that
correlations and market risk are not in the scope of USP.

411. As regards the comment on data criteria and on the process, very little
details were given on the aspects raising issues. The data requirements are
those that are expected for the best estimate calculation, hence there does
not seem to be a valid reason to review these requirements. Finally the data
requirements are the cornerstone of the USP framework. A good data quality
improves the risk management of undertaking and the USP framework
supports this objective.

Proposals received on GSPs
a. Summary of the comments received

412. Stakeholders have identified the data quality requirements for
undertakings at solo level, as an issue related to the application of GSP. They
argue that the data quality requirements are limiting the use of GSP. For
instance:

- The requirement to demonstrate that the risk profile of the group is
similar enough to those of solo undertakings brings some difficulties.

- The criteria of using the same data length for all undertaking being
aggregated at group level is limiting the data to the minimum data length
available.

- Potential inconsistencies with respect to BE calculations when applying
USP reserve risk method 2 have also being stated.

413. Stakeholders have mentioned the following solutions to the specific GSP
issues they identified:

- Where USPs have been allowed at solo level, allow an aggregation of USPs
to obtain the GSP, or

- Allow GSP as a weighted average of USPs.
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- Groups should be explicitly allowed to extend the data length set where
they can demonstrate that the risk profile of the solo undertaking limiting
the data length is homogeneous with all the group risks or immaterial.

414. Stakeholders did not provide any suggestion for additional specific
parameters that would apply to groups only.

b. Assessment

415. Data quality is an essential requirement for GSP. It would not be justified
to compute GSP based on data that are not complete, accurate and
appropriate.

416. The regulation already foresees the possibility to use “external data” for
the computation of USP, where the data at undertaking level do not have the
necessary quality. Undertaking can apply to use group data to compute USP.
In this case group data should be seen as “external data” and should meet
the specific requirements related to external data.

417. The solutions briefly described to allow combinations of USPs as a way to
calculate GSPs are not considered to reflect the risk of the group in an
appropriate manner. The linear combination of volatilities does not lead to an
appropriate volatility at group level. In the absence of concrete methodology,
there will be no proposal to base GSP on approved USPs.

7.4. Advice

7.4.1. Previous advice
418. CEIOPS-DOC-71/10: “SCR standard formula - Article 111 j, k -

Undertaking-specific parameters”.?

7.4.2. Analysis

Information on the use of USPs by (re)insurance undertakings and
groups

419. The table below provides with an overview of the USPs approved by NSAs:

21 https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-
Undertaking-specific-parameters.pdf

80


https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Undertaking-specific-parameters.pdf
https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Undertaking-specific-parameters.pdf

Table 7. Undertaking specific parameters approved by NSAs

Standard parameters
that may be replaced

Number of USPs
approved

Lines of business

Standard deviation for non-
life premium risk

47

8 Assistance

6 Medical expense

6 Miscellaneous

5 Other motor

4 Motor vehicle liab

6 Legal expenses

2 Income protection

3 Fire and other

3 General liability

1 Marine, aviation, transport
1 NP reinsurance property
1 NP reinsurance casualty
1 NP reinsurance MAT

Adjustment factor for non-
proportional reinsurance

1 General liability
1 Motor vehicle liab

Standard deviation for non-
life reserve risk

34

3 Income protection

4 Motor vehicle liab

4 Other motor

9 Legal expenses

3 Fire and other

2 Medical expense

3 General liability

1 Miscellaneous

1 Marine, aviation, transport
1 Credit and suretyship

1 NP reinsurance property
1 NP reinsurance casualty

1 NP reinsurance MAT

Increase in amount of
annuity benefits for the life
revision risk

420. As regards GSPs, there are six groups for which GSPs have been
approved. For two of them, both the standard parameters for premium and
reserve risks for medical expense, motor vehicle liabilities and other motor
insurance were replaced by group specific parameter. For the remaining
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groups: one has GSP for premium risk and medical expense approved; the
other has GSP for premium risk for assistance business approved; the other
two have 9 GSPs approved for premium and reserve risks on different LoBs.

421. In addition to the numbers provided above, NSAs have reported that
several application-processes were on-going or that other (re)insurance
undertakings were discussing with their supervisors the possibility to use
USPs. If these USPs are approved, there could be at least 15 other
undertakings using USPs in the near future.

422. Other undertakings have considered applying for USPs but did not feel the
necessity for doing so given their high solvency ratios. The priority of
(re)insurance undertakings is also to gain experience with the application of
Solvency II before applying for USPs. Few undertakings were interested in
applying for the use of USPs but did not have the required amount of internal
or relevant external data (minimum of 5 years).

423. So far, no application for USP considered the use of relevant external
data. The main reason for this seems to be limited awareness about this
possibility: several (re)insurance undertakings are not aware that they could
complement their data with relevant external data. Difficulty in collecting
relevant external data seems also to be one reason: (re)insurance
undertakings do not necessarily want to share their own data for the purpose
with their competitors.

424. NSAs have reported that a very small number of applications were
rejected: only two applications across the EU were rejected by NSAs. In both
cases, the reason is that the data was not considered sufficient in view of the
requirements of Article 219 of the Delegated Regulation.

Assessment of criteria with respect to the completeness, accuracy and
appropriateness of the data used that must be met before supervisory
approval is given

425. The numbers provided above show that there are 83 USPs that have been
approved across the EU and more applications are being considered by NSAs
during 2017. Given that we are only in the second year of application of the
Solvency II framework, this can be considered a high number.

426. In order to be able to use USPs, (re)insurance undertakings are required
to have, at least, five years of historical data. This is to ensure a meaningful
outcome of the application of the standardised methods, but also to
incentivise (re)insurance undertakings to improve their data quality and
consistency over time. The data quality required for using USPs is, in
substance, similar to the one required for the calculation of the best
estimate. Several (re)insurance undertakings have started to calculate their
best estimate with the quality required by Solvency II only since 2016. For
instance, the triangles of best estimates required in the annual QRTs are not
filled-in retrospectively (i.e. before 2016). Therefore it is expected that more
(re)insurance undertakings will be able to apply for the use of USPs in the
coming years.
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427. There are specific requirements on data for (re)insurance undertakings to
use the standardised methods provided by the USP framework. One of the
requirements that seem to be raising difficulties is linked with assumptions
about log-normality. Without it the result of multiplying three times the
standard deviation with the volume measure would not comply with the
calibration requirement at the 99.5% Value-at-risk. The underlying
assumptions of the standard formula are, by necessity, also relevant for the
standardised methods used for USP calculations.

428. It may be difficult to prove that aggregated losses follow a log-normal
assumption. However, one starting point for engaging in the discussion with
NSAs is already to prove that aggregated losses do not follow a different
probability distribution than the log-normal. This is also usually easier to
prove.

Assessment of standardised methods to replace additional parameters
in the underwriting risk modules

429. The figures shown above prove that most of the methods are relevant for
(re)insurance undertakings to calculate their SCR.

430. There is no USP being used for the revision risk-submodules. This is not
due to an issue with supervisory practices since there was no undertaking
applying for the use of such USP. It seems also hard to believe that it would
be due to the difficulty of the method, since it is not more complex than the
others.

431. On the other hand, compared to the other risks for which USPs possibility
exists, revision risk is usually less material. Moreover, it may only be relevant
in some jurisdictions. EIOPA will analyse the materiality of this risk once the
annual QRT will be available.

432. As regards the possibility to develop standardised methods for new risks:
some stakeholders have suggested developing such methods for the
mortality, longevity and lapse risks. The methods suggested by stakeholders
have been assessed as not appropriate by EIOPA. Hence, at this stage, it is
proposed to advise no new standardised method to the European
Commission.

Alternative methods for the calculation of the undertaking specific
parameter for non-proportionate reinsurance

433. There are only two USPs that have been approved for the adjustment
factor for non-proportional reinsurance.

434, As for revision risk, it seems hard to believe that this low number of USPs
is due to the difficulty of the method, or even due to the difficulty of proving
the underlying assumptions, since the method is not more complex than the
others.

435. There may be a specific difficulty in the sense that the reinsurance

programme of each (re)insurance undertaking is reviewed annually to comply
with the risk appetite of the undertaking. This may lead to changes and
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adjustments in the reinsurance programme such that the data are not
representative anymore of the premium risk that the (re)insurance
undertaking is exposed to during the following twelve months.

436. On the other hand, there is currently only one standardised method for
the calculation of this adjustment factor for non-proportional reinsurance,
although different types of treaties are used by (re)insurance undertakings.

437. In particular, one effective way for (re)insurance undertakings to reduce
their losses is to use stop-loss treaties. A proposal was received to extend the
possibility of USP for the adjustment factor for non-proportional reinsurance
to stop-loss treaties. Given the similarities of stop-loss treaties with excess-
of-loss treaties, providing such a new standardised method could benefit
(re)insurance undertakings.

438. The following provides details on how a new USP method for stop-loss
could be defined. It uses, as a basis, Annex XVII “F. Non-proportional
reinsurance method” of the Delegated Regulation. Unless indicated otherwise
below, the same requirements should apply.

Input data and method-specific data requirements

(1) Remains unchanged except to replace ultimate claim amounts by
the term aggregated annual losses and to delete the last part of the
sentence “'separately for each insurance and reinsurance claim”

(2) All paragraphs apply with the difference that the term excess of loss
is replaced by stop loss and the term ultimate claim amounts is replaced
by the term aggregated annual losses as above.

Method specification
(3) a) can be deleted

b) n denotes the number of accident years for which annual aggregated
losses data is available

C) Y; denotes the aggregated losses in accident year i

d) u and w denote the first and second moment, respectively, of the
aggregated annual losses distribution, being equal to the following amounts

1 1 2
pu=-%i= Y and o =L, Y,

5) The estimated adjustment factor for non-proportional reinsurance shall be
equal to the following:

NP’
_ {\/(GH +w —wy +2(by — by)(uy —.U1)) — (uy + p— pp)?

012 , Where paragraph 3(f) applies
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it M% else
W — p? '

6) The parameters, u,, u,, w;,w, shall be equal to the following:

In(b;) — 0 In(b;) — 9
W=y (& ) bﬂv(—%>

(ln(bz) 9 ) by N ln(bzn) - 19)

ln(bl) — In(b;) — 9

)+b12 N(—T)

w N

. In(b,) — 19)

l b 19
Where:
a)-c) remain unchanged.

7) remains unchanged

Explanations/Derivations
The denominator in the NP factor formula can be first written as:
Var(Xr41) = EXFy1) — EXriq)® = foooyz fydy — (foooy fde) = w — (0)

where | and ® are estimated as in Annex XVII F 3d).

To extend the analysis suggested by the stakeholder also to the case of an
unlimited cover, the following notation and known results about (censored)
lognormal probabilities and moments are introduced:

Let k=1,2 and N denote the cumulative normal distribution function: Let

e =N (_ ln(b:;)—ﬁ)

(1)
In(by) -9
Hk=HN(%—TI)+kak
(@)
In(by)—9
wk=wN(%—2n)+b,%pk
)

With this notation, the (right-censored) lognormal probabilities and moments
can be written as:

Jo fy dy

k

(4)
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Jo v fy dy = 1= by + by
(%)

fb":yz fy dy =w—w,+ bl%pk
(6)

With a stop loss reinsurance and a limited cover one then obtains:

by b, e
2
E (XM )=f0 Y frdy bt | frdy+ | 0= (b =b)) f dy
1 2

:f yzfydy_f yzfydy+b12_[ fydy—blzf fy dy
0 b1 b1 b2

+f V2 f,dy—2s—b) [ vfd,
b

2 b,
+(b2—b1)2f fydy = 0= (w—w;y +bfpy) + b7 (p1) — b (p2)
b,

+ (w — wy + b3py) — 2 (by — by) (1 — pp + bapy) + (b, — b1)* p,

=w;+w—wy+2 (b —b)(uz — p) (7

b b [e9) 0 o)
E(XYIY-fg = folyfy dy + by fblzfy dy + sz(}/ — (by — by)) fy dy = fo yfy dy - fbl yfy dy +
by, fydy=bify fydy+fy v fydy— (b2 =by) [y fydy =p— (u—ps+bips) + bipy +
(U — up + bapy) — bop, = g + L — iy (8)

Plugging (0), (7) and (8) in the definition of a non-proportional factor

, Std(Xpet) VEXZor) — E(Xnet)?
NP’ = =
Std(X) \/E(Xz) — E(X)2

one ultimately gets

w—p?

(9)

NP = {J(w1+w—wz+2(b2—b1)(ﬂz—#1))—(#1+#—#2)2

Appendix: Difference to the NP formula for excess of loss reinsurance

The slight structural difference (the additional terms after the minus sign in the
nominator and denominator) to the NP formula for an excess of loss reinsurance
comes from the fact that the NP formula for the latter is derived within the
collective risk model and an implicit Poisson distribution assumption for the
number of claims. Let X =YY v, denote the total claims size, N the random
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number of claims and Y; the random ultimate claim amount of claim i. Applying
the Wald formulas in the collective risk model one gets

E(X) = E(N)E(Y)
(*)
Var(X) = Var(Y)E(N) + Var(N)E(Y)?
(**)
Since for a Poisson distribution E(N)=Var(N), expression (**) simplifies to
Var(X) = E(N)E(Y?).

(***)

Defining the NP factor as a ratio of the net to gross standard deviations as above
one obtains

, E(ynetZ)E(N) E(ynetz)
NP :{J E(Y2)E(N) :J E(Y)

(****)

From this one can deduce that the additional terms in the NP factors formula (9)
disappear in this framework (beside the fact that the random variable and the
corresponding moments have a different meaning).

Assessment of additional methods to calculate group specific
parameters that build on undertakings specific parameters

439. As said above, there are six groups for which GSPs have been approved.
This relatively low number should not raise issues as regards the
appropriateness of GSPs. First, many of the USPs approved are being used by
mono-liners or specialised (re)insurance undertakings. For GSPs, the
differences in the risk profile of (re)insurance undertakings make it more
difficult to apply GSPs; in fact, the risk profile of the group may be
heterogeneous since, under the same LoB, different products are sold in
different jurisdictions. Second, the requirements in terms of historical length
of data may be complied with by some undertakings of the group, but not
necessarily by all. Third, the standard deviations calibrated by EIOPA reflect
the average size and performance of the portfolio of insurance undertakings
in the European market. For a cross-border group, the risk profile is expected
to be close to these underlying assumptions.

440. For the reasons outlined above, the current GSPs that are based on the

consolidated data of the group (or of the entities applying method 1 for the
calculation of the group solvency) appear to be still appropriate.
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441. The request of the European Commission is also to assess whether there
would be additional methods to calculate GSPs based on USPs. USPs may
already be used for the purpose of the group solvency calculation where the
(re)insurance undertakings using these USPs fall under the scope of method
2.

442. Some stakeholders have proposed to calculate GSPs as a weighted
average of USPs. In the following the USP for the standard parameters of the
non-life underwriting risk module is taken as an example. Their application
leads to a new standard deviation ¢¥SFfor a specific segment S. If we assume
o&ROUP peing the standard deviation calculated on the basis of the
consolidated data, the solution could look like a weighted average. For
illustration purpose:

GROUP __ y;USP USP
Vs Vs ) USP Vs

GROUP S GROUP
VS VS

O.SQSP — O.SGROUP . (

443. This approach would however not be appropriate since we are considering
standard deviations. The weighted average of single standard deviations does
not lead to a standard deviation that is appropriate for the group. Moreover,
the consolidated data are net of intra-group transactions. That means that
the data of solo undertakings viewed at group level can be somehow different
than the data at solo level. Hence it is not absolutely sure that the USP
calibrated at solo level still make sense from a technical point of view at
group level.

444, For the reasons outlined above, EIOPA does not advice building GSP by
using USPs.
7.4.3. EIOPA’s advice

Information on the use of USPs by (re)insurance undertakings and
groups

445, The table below provides with an overview of the USPs approved by NSAs:
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Table 7. Undertaking specific parameters approved by NSAs

Standard parameters
that may be replaced

Number of USPs

approved

Lines of business

Standard deviation for non-
life premium risk

47

8 Assistance

6 Medical expense
6 Miscellaneous

5 Other motor

4 Motor vehicle liab
6 Legal expenses

2 Income protection
3 Fire and other

3 General liability

1 Marine,
transport

aviation,

1 NP reinsurance property
1 NP reinsurance casualty
1 NP reinsurance MAT

Adjustment factor for non-
proportional reinsurance

1 General liability
1 Motor vehicle liab

Standard deviation for non-
life reserve risk

34

3 Income protection
4 Motor vehicle liab
4 Other motor

9 Legal expenses

3 Fire and other

2 Medical expense
3 General liability

1 Miscellaneous

1 Marine,
transport

aviation,

1 Credit and suretyship

1 NP reinsurance property
1 NP reinsurance casualty
1 NP reinsurance MAT

Increase in amount of
annuity benefits for the life
revision risk

89




446. As regards GSPs, there are six groups for which GSPs have been
approved. For two of them, both the standard parameters for premium and
reserve risks for medical expense, motor vehicle liabilities and other motor
insurance were replaced by group specific parameter. For the remaining
groups: one has GSP for premium risk and medical expense approved; the
other has GSP for premium risk for assistance business approved; the other
two have 9 GSPs approved for premium and reserve risks on different LoBs.

Assessment of criteria with respect to the completeness, accuracy and
appropriateness of the data used that must be met before supervisory
approval is given

447. EIOPA considers the data criteria as appropriate and does not advise the
European Commission to modify them.

Assessment of standardised methods to replace additional parameters
in the underwriting risk modules

448. EIOPA considers the current standardised methods as appropriate and
does not advise the European Commission to modify them.

449. As regards the possibility to develop standardised methods for new risks:
some stakeholders have suggested developing such methods for the
mortality, longevity and lapse risks. The methods suggested by stakeholders
have been assessed as not appropriate by EIOPA, hence at this stage, no new
standardised method is proposed to be advised to the European Commission.

Alternative methods for the calculation of the undertaking specific
parameter for non-proportionate reinsurance

450. EIOPA advises a new standardised method for the calculation of the
adjustment factor for non-proportional reinsurance.

451. This new standardised method is to be applied in the case of stop-loss
treaties. Please refer to paragraph 455 for further details on the method.

Assessment of additional methods to calculate group specific
parameters that build on undertakings specific parameters

452. As the standardised methods for USPs provide standard deviations of the
risks, it would not be appropriate to build GSPs with USPs since it would not
reflect the risk profile at group level.
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7.4.4. Proposal for new Articles

453. The following provides details on how the new USP method for stop-loss
should be defined. It uses, as a basis, Annex XVII “F. Non-proportional
reinsurance method” of the Delegated Regulation. Unless indicated otherwise
below, the same requirements should apply.

Input data and method-specific data requirements
(1) Remains unchanged except to replace ultimate claim amounts by

the term aggregated annual losses and to delete the last part of the
sentence “'separately for each insurance and reinsurance claim”

(2) All paragraphs apply with the difference that the term excess of loss
is replaced by stop loss and the term ultimate claim amounts is replaced
by the term aggregated annual losses as above.

Method specification
(3) a) can be deleted

b) n denotes the number of accident years for which annual aggregated
losses data is available

C) Y; denotes the aggregated losses in accident year i

d) u and w denote the first and second moment, respectively, of the
aggregated annual losses distribution, being equal to the following amounts

1 1 2
p=—Yio Yand o =%, Y

5) The estimated adjustment factor for non-proportional reinsurance shall be
equal to the following:

NP’
wit+tw—w,+2(b,—b - - + 1 — php)?
_ {\/( 1 2 (b, a:)_(l;zz .U1)) (g + 1 —p2) , where paragraph 3(f) applies
\/ R
: else.
w—u

6) The parameters, u,,u,, w,,w, shall be equal to the following:

R <ln(b1n) -9 n> ‘b N In(b,) — 19)

n
. (ln(bz) -9 n> b N In(b,) — 9,
n n
0 =N <ln(b1n) -0 277) F 2N ln(bln) - 19)

91




In(b,) — 9

—wN (—ln(bZ) —Y_ 277) DN )

a) =
2 n

Where:
a)-c) remain unchanged.

7) remains unchanged
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8. Loss-absorbing capacity of deferred taxes (LAC DT)

8.1. Call for advice

454, the European Commission has asked EIOPA to report on the different
methods currently applied and on their impact regarding LAC DT. The
European Commission states that “The calculation for reduction in capital
requirements due to a deferred tax adjustment is complex, and requires a
high level of supervisory judgement, resulting in possibly divergent practices
in Member States.”

455. EIOPA finds that NSAs have similar approaches with respect to 75 % of
more than the 100 billion euros in LAC DT across the EEA%?, which is the part
of LAC DT that is being demonstrated by a net DTL on the balance sheet.
With respect to the remaining 25 % of LAC DT that is being demonstrated by
future profits, NSAs do have different approaches. Where carry-back is
applicable in the tax regime NSAs also allow for its use to demonstrate LAC
DT, increasing the 75 % of LAC DT where supervisors have similar
approaches.

456. Regression analyses show that almost 40 % of the variation in LAC DT
across the EEA can be explained by differences in the balance sheet of
undertakings, differences in the tax regime and the size of the undertakings.
The fact that an undertaking is in one or another jurisdiction may explain an
approximately additional 35 % of the variation in LAC DT; this difference may
be due to differences in supervisory practices, but also due to differences in
the tax regime and the risk characteristics of the undertakings in the different
jurisdictions that are not captured by the variables on these aspects in the
regression analyses.

457. 1In this first response to the Call for Advice EIOPA will only address the
request for information from the European Commission and will not yet come
up with any advice on possible changes in the Delegated Regulation. EIOPA
will continue working on supervisory convergence and, if deemed necessary,
may advise changes in the Delegated Regulation in its second response to
the Call for Advice.

8.2. What is LAC DT

458. LAC DT, the Loss Absorbing Capacity of Deferred Taxes, is the
phenomenon that undertakings are able to transfer a part of a shock loss to
their tax authority and that the impact of the loss on own funds is therefore
lower than the original gross loss itself. The idea is that the economic
Solvency II loss also results in fiscal losses and that these fiscal losses result
in tax reductions if fiscal profits are available to utilise/offset these fiscal
losses. LAC DT is a natural consequence of a post-tax supervision framework
like Solvency II.

22 Please note that no data was available at EIOPA for Iceland; therefore, when referring to EEA data in this
paper, this will exclude Iceland.

93



8.2.1. What are deferred taxes?

459. Deferred taxes occur for two reasons on the Solvency II balance sheet:

e If the valuation principles for Solvency II differ from the fiscal valuation
principles and the economic Solvency II profits and losses have not yet
been fiscally recognised, temporary differences between the fiscal and
Solvency II valuations may occur.

o Deferred Tax Liabilities ("DTL”) occur when the valuation of an
asset (liability) is higher (lower) on the Solvency II balance sheet
than on the fiscal balance sheet and more taxes on that asset
(liability) will be paid than when that asset (liability) would be
bought (sold) today.

o Deferred Tax Assets ("DTA”) occur when the valuation of an asset
(liability) is lower (higher) on the Solvency II balance sheet than on
the fiscal balance sheet and less taxes on that asset (liability) will
be paid than when that asset (liability) would be bought (sold)
today.

e If fiscal losses from previous years can be carried-forward to reduce the
tax payments in future years, if future fiscal profits are available, then a
DTA for this advantage is recognised on the Solvency II balance sheet as
well.

8.2.2. DTA and DTL and Solvency II own funds

460. DTL included in the balance sheet are liabilities that are directly deducted
from balance sheet assets when calculating the tier 1 reconciliation reserve,
which is included in the own funds. DTA are recognised as assets on the
Solvency II balance sheet if the carry-back?®® and carry-forward possibilities in
the applicable tax regime allow offsetting against existing DTL or future fiscal
profits are available for its utilisation. Net DTA on the Solvency II balance
sheet count as tier 3 eligible own funds, up to 15 % of the SCR.

8.2.3. What is LAC DT in Solvency II?

461. Within the Solvency II framework the calculation of the SCR reflects the
loss absorbing capacity of deferred taxes. The impact of the shock loss
according to the SCR Standard Formula may be reduced by this LAC DT if the
undertaking can provide credible evidence that they can utilised the fiscal
losses stemming from the impact of this pre-tax shock loss. LAC DT
corresponds to the change in taxes after the shock loss, irrespective of
whether the change is a decrease in net DTL or an increase in net DTA.

8.2.4. Comparison with deferred taxes in the banking stress tests

462. Broadly speaking, the SCR for (re)insurance undertakings is calculated by
aggregating the impact of different shocks that together make up a specific
scenario, while the capital requirements for banks are based on risk-weights

23 A fiscal loss that has already materialized is not included in the Solvency II balance sheet as a DTA as it is
directly being offset against previous fiscal profits, if these profits were available.
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and not on a specific scenario. However, a stress-test for banks defined by a
specific scenario could be compared to an SCR calculation for a (re)insurance
undertaking. In the 2016 EBA stress test deferred tax assets where dealt with
as follows:

"373. Tax effect: Banks shall apply a common simplified tax rate of 30 %.
Deferred tax assets (DTA) are expected to be created as a consequence of the
offsetting of negative pre-tax profits. The creation of new DTA arising from
temporary differences in valuation in the tax and accounting accounts is not
permitted. This only affects DTA that are created during the time horizon of the
exercise, i.e. banks shall not recalculate and account for a stock of past DTA
using the simplified tax rate. Banks are reminded of Section 3, Sub-section 1 of
the CRR, in particular Art. 36(1)(c) and related Art. 38, 39 and 48. Full phase-
out of deduction of DTA from Common Equity Tier 1 (CET1) capital as per Art.
469 and the associated schedule in Art. 472 and all ancillary rules as outlined in
the CRR shall apply. Banks shall also take into account any accelerated phase-
out schedule as established by national legislations and the applicable competent
authority. The resulting effects shall be included in the banks’ projections.”

463. In the SCR-like calculation for banks DTA from temporary differences after
the shock loss were not recognised and DTA only arise from the carry-
forward of fiscal losses stemming from the stress-scenario. Moreover the
eligibility of DTA for carry-forward as own funds is being phased out for
banks, i.e. it is being deducted from common equity tier 1 and will no longer
be recognised by 2018. DTA stemming from temporary differences are not
being deducted from common equity tier 1, but get a risk weight of 250 %.

8.3. Legal basis

464. In this section EIOPA sets out all Solvency II regulation that relates to LAC
DT.

Directive

465. Article 103 of the Solvency II Directive on the structure of the standard
formula states the following:

The Solvency Capital Requirement calculated on the basis of the standard
formula shall be the sum of the following items:

(a) the Basic Solvency Capital Requirement, as laid down in Article 104,
(b) the capital requirement for operational risk, as laid down in Article 107;

(c) the adjustment for the loss-absorbing capacity of technical provisions
and deferred taxes, as laid down in Article 108.

466. Article 108 of the Solvency II Directive on the adjustment for the loss-
absorbing capacity of technical provisions and deferred taxes states the
following:

The adjustment referred to in Article 103(c) for the loss-absorbing capacity of
technical provisions and deferred taxes shall reflect potential compensation of
unexpected losses through a simultaneous decrease in technical provisions or
deferred taxes or a combination of the two.
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That adjustment shall take account of the risk mitigating effect provided by
future discretionary benefits of insurance contracts, to the extent insurance and
reinsurance undertakings can establish that a reduction in such benefits may be
used to cover unexpected losses when they arise. The risk mitigating effect
provided by future discretionary benefits shall be no higher than the sum of
technical provisions and deferred taxes relating to those future discretionary
benefits.

For the purpose of the second paragraph, the value of future discretionary
benefits under adverse circumstances shall be compared to the value of such
benefits under the underlying assumptions of the best-estimate calculation.

467. Next to these specific requirements for LAC DT all regulation regarding
the, scenario-based, calculations of the SCR applies. Regulation regarding the
Basic Solvency Capital Requirements does not apply to LAC DT as LAC DT is
not an element of the Basic Solvency Capital Requirements.

Delegated Regulation

468. Articles 205 and 207 in section 9 on the adjustment for the loss-absorbing
capacity of technical provisions and deferred taxes in chapter V on the
Solvency capital requirement standard formula of the Delegated Regulation
contains the regulation on LAC DT. Article 205 contains general provisions
and no requirements for LAC DT. Article 207 sets out the regulation regarding
the calculation of LAC DT:

1. The adjustment for the loss-absorbing capacity of deferred taxes shall be
equal to the change in the value of deferred taxes of insurance and reinsurance
undertakings that would result from an instantaneous loss of an amount that is
equal to the sum of the following:

(a) the Basic Solvency Capital Requirement referred to in Article 103(a) of
Directive 2009/138/EC;

(b) the adjustment for the loss-absorbing capacity of technical provisions
referred to in Article 206 of this Regulation;

(c) the capital requirement for operational risk referred to in Article
103(b) of Directive 2009/138/EC.

2. For the purposes of paragraph 1, deferred taxes shall be valued in accordance
with Article 15. Where the loss referred to in paragraph 1 would result in the
increase in deferred tax assets, insurance and reinsurance undertakings shall not
utilise this increase for the purposes of the adjustment unless they are able to
demonstrate that future profits will be available in accordance with Article 15(3),
taking into account the magnitude of the loss referred to in paragraph 1 and its
impact on the undertaking's current and future financial situation.

3. For the purposes of paragraph 1, a decrease in deferred tax liabilities or an
increase in deferred tax assets shall result in a negative adjustment for the loss-
absorbing capacity of deferred taxes.

4. Where the calculation of the adjustment in accordance with paragraph 1
results in a positive change of deferred taxes, the adjustment shall be nil.
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5. Where it is necessary to allocate the loss referred to in paragraph 1 to its
causes in order to calculate the adjustment for the loss-absorbing capacity of
deferred taxes, insurance and reinsurance undertakings shall allocate the loss to
the risks that are captured by the Basic Solvency Capital Requirement and the
capital requirement for operational risk. The allocation shall be consistent with
the contribution of the modules and sub-modules of the standard formula to the
Basic Solvency Capital Requirement. Where an insurance or reinsurance
undertaking uses a partial internal model where the adjustment to the loss-
absorbing capacity of technical provisions and deferred taxes are not within the
scope of the model, the allocation shall be consistent with the contribution of the
modules and sub-modules of the standard formula which are outside of the
scope of the model to the Basic Solvency Capital Requirement.

469. Article 15 of the Delegated Regulation, which is referred to in Article 207
on LAC DT sets out the regulation for the valuation of deferred taxes on the
Solvency II balance sheet:

1. Insurance and reinsurance undertakings shall recognise and value deferred
taxes in relation to all assets and liabilities, including technical provisions, that
are recognised for solvency or tax purposes in accordance with Article 9.

2. Notwithstanding paragraph 1, insurance and reinsurance undertakings shall
value deferred taxes, other than deferred tax assets arising from the carry-
forward of unused tax credits and the carry-forward of unused tax losses, on the
basis of the difference between the values ascribed to assets and liabilities
recognised and valued in accordance with Article 75 of Directive 2009/138/EC
and in the case of technical provisions in accordance with Articles 76 to 85 of
that Directive and the values ascribed to assets and liabilities as recognised and
valued for tax purposes.

3. Insurance and reinsurance undertaking shall only ascribe a positive value to
deferred tax assets where it is probable that future taxable profit will be
available against which the deferred tax asset can be utilised, taking into
account any legal or regulatory requirements on the time limits relating to the
carry-forward of unused tax losses or the carry-forward of unused tax credits.

470. Article 9 of the Delegated Regulation sets out the general requirements
for the valuation of all assets and liabilities other than technical provisions:

1. Insurance and reinsurance undertakings shall recognise assets and liabilities
in conformity with the international accounting standards adopted by the
Commission in accordance with Regulation (EC) No 1606/2002.

2. Insurance and reinsurance undertakings shall value assets and liabilities in
accordance with international accounting standards adopted by the Commission
pursuant to Regulation (EC) No 1606/2002 provided that those standards
include valuation methods that are consistent with the valuation approach set
out in Article 75 of Directive 2009/138/EC. Where those standards allow for the
use of more than one valuation method, insurance and reinsurance undertakings
shall only use valuation methods that are consistent with Article 75 of Directive
2009/138/EC.
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3. Where the valuation methods included in international accounting standards
adopted by the Commission in accordance with Regulation (EC) No 1606/2002
are not consistent either temporarily or permanently with the valuation approach
set out in Article 75 of Directive 2009/138/EC, insurance and reinsurance
undertakings shall use other valuation methods that are deemed to be
consistent with Article 75 of Directive 2009/138/EC.

4. By way of derogation from paragraphs 1 and 2, and in particular by
respecting the principle of proportionality laid down in paragraphs 3 and 4 of
Article 29 of Directive 2009/138/EC, insurance and reinsurance undertakings
may recognise and value an asset or a liability based on the valuation method it
uses for preparing its annual or consolidated financial statements provided that:
(a) the valuation method is consistent with Article 75 of Directive 2009/138/EC;
(b) the valuation method is proportionate with respect to the nature, scale and
complexity of the risks inherent in the business of the undertaking, (c) the
undertaking does not value that asset or liability using international accounting
standards adopted by the Commission in accordance with Regulation (EC) No
1606/2002 in its financial statements; (d) valuing assets and liabilities using
international accounting standards would impose costs on the undertaking that
would be disproportionate with respect to the total administrative expenses.

5. Insurance and reinsurance undertakings shall value individual assets
separately.

6. Insurance and reinsurance undertakings shall value individual liabilities
separately

471. Article 9(2) of the Delegated Regulation implies that Solvency II valuation
principles follow the international accounting standards adopted by the
European Commission to the extent that they comply with the Solvency II
valuation principles, i.e. transfer value, in Article 75 of the Solvency II
Directive. The adopted accounting standard for deferred taxes is IAS12, to be
used to the extent that it complies with the Solvency II valuation principles.

472. Article 76(a)(iii) lists net deferred tax assets as tier 3 basic own fund
items.

473. Furthermore, recital 68 of the Delegated Regulation states that the
calculation of the adjustment for the loss-absorbing capacity of technical
provisions and deferred taxes should ensure that there is no double counting
of the risk mitigating effect provided by future discretionary benefits or
deferred taxes.

474. In the Delegated Regulation all regulation regarding the, scenario-based,
calculations of the SCR also applies to LAC DT. Regulation regarding the Basic
SCR does not apply to LAC DT as LAC DT is not an element of the Basic
Solvency Capital Requirements. Article 83(1b) states that deferred taxes
remain unchanged when calculating the Basic SCR.

475. For the purpose of this SCR review EIOPA has left the regulation regarding
LAC DT in the group SCR out of scope.
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Guidelines

476. A separate set of guidelines regarding the loss-absorbing capacity of
technical provisions and deferred taxes has been published by EIOPA.
Guidelines 6 to 14 in sections II and III relate to the calculation and
recognition for the LAC DT adjustment:

Guideline 6 - Granularity of calculation

1.20. Undertakings should perform the calculation of the adjustment for the
loss-absorbing capacity of deferred taxes at a level of granularity that reflects all
material and relevant regulations in all applicable tax regimes.

Guideline 7 - Valuation principles and approaches

1.21. Undertakings should calculate the adjustment for the loss-absorbing
capacity of deferred taxes by stressing the Solvency II balance sheet and
determining the consequences on the tax figures of the undertaking. The
adjustment should then be calculated on the basis of temporary differences
between the stressed Solvency II values and the corresponding figures for tax
purposes.

1.22. In accordance with the requirements of Article 15(1) of Commission
Delegated Regulation 2015/35, undertakings should take into account all assets
and liabilities that are recognised for solvency or tax purposes in the calculation
of the loss-absorbing capacity of deferred taxes.

1.23. Notwithstanding paragraph 1.22, supervisory authorities should allow
undertakings, when determining the tax consequences of the loss referred to in
Article 207(1) of Commission Delegated Regulation 2015/35, to use an approach
based on average tax rates, provided they are able to demonstrate that those
average tax rates are determined at an appropriate level, and that such an
approach avoids a material misstatement of the adjustment.

Guideline 8 - Loss attribution

1.24. Where undertakings use an approach based on average tax rates, they
should allocate the loss referred to in Article 207(1) of Commission Delegated
Regulation 2015/35 to its causes in accordance with Article 207(5) of
Commission Delegated Regulation 2015/35 if the calculation of the deferred tax
adjustment on an aggregate level does not reflect all material and relevant
regulations of applicable tax regimes.

1.25. Where the allocation set out in paragraph 1.24 does not reflect all material
and relevant regulations of applicable tax regimes, undertakings should allocate
the loss to balance sheet items with a sufficient level of granularity to meet this
requirement.

Guideline 9 - Arrangements for the transfer of profits or losses

1.26. Where an undertaking has entered into contractual agreements regarding
the transfer of profit or loss to another undertaking or is bound by other
arrangements under existing tax legislation in the member state (tax groups) or
an arrangement whereby such transfer occurs or is considered to occur through
an offset of such losses against profits of another undertaking under the
applicable tax consolidation rules in the Member State (fiscal unity), the
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undertaking should take these agreements or arrangements into account in the
calculation of the adjustment for loss-absorbing capacity of deferred taxes.

1.27. Where it is contractually agreed and probable that a loss will be
transferred to a another undertaking or where such loss transfer occurs or is
considered to occur through an offset of such losses against profits of another
undertaking ("receiving undertaking”) after the undertaking (“transferring
undertaking”) suffers the instantaneous loss referred to in Article 207(1) of
Commission Delegated Regulation 2015/35, the transferring undertaking should
only recognise the related deferred tax adjustment to the extent that the
payment or other benefit will be received in exchange for the transfer of notional
tax losses.

1.28. The transferring undertaking should only recognise the payment or benefit
receivable to the extent that a deferred tax adjustment could be recognised
under Guideline 10 if the loss was not transferred.

1.29. The transferring undertaking should only recognise payment or benefits
receivable if the arrangement or contractual agreement is legally effective and
enforceable by the transferring undertaking with respect to the transfer of those
items.

1.30. If the value of payment or benefit receivable is conditional on the solvency
or tax position of the receiving undertaking or that of the existing tax
consolidation (fiscal unity) as a whole, the transferring undertaking should base
the valuation of the payment or benefits receivable on a reliable estimate of the
value that is expected to be received in exchange for loss transferred.

1.31. The transferring undertaking should verify that the receiving undertaking
is able to honor its obligations in stressed circumstances, namely after suffering
the Solvency Capital Requirement stress if the receiving undertaking is subject
to Solvency II.

1.32. The transferring undertaking should reflect any tax payable on the
payment or benefit received in the recognised amount of notional deferred
taxes.

1.33. Where the receiving solo undertaking is subject to Solvency II it should not
recognise the transferred loss in the calculation of the adjustment for the loss-
absorbing capacity of deferred taxes.

Guideline 10 - Temporary nature

1.34. Undertakings should recognise notional deferred tax assets conditional on
their temporary nature. The recognition should be based on the extent to which
offsetting is permitted according to the relevant tax regimes. This may include
offset against past tax liabilities or current or likely future tax liabilities.

Guideline 11 - Avoidance of double counting

1.35. Undertakings should ensure that deferred tax assets arising from the
instantaneous loss defined in Article 207(1) of Commission Delegated Regulation
2015/35 are not supported by the same deferred tax liabilities or future taxable
profits already supporting the recognition of deferred tax assets for valuation
purposes in the Solvency II balance sheet in accordance with Article 75 of
Solvency II.
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1.36. Undertakings should follow in their recognition of notional deferred tax
assets in a stressed Solvency II balance sheet the principles set out in Article 15
of Commission Delegated Regulation 2015/35.

Guideline 12 - Recognition based on future profits

1.37. If the recognition of notional deferred tax assets is supported by an
assessment of future taxable profit, undertakings should recognise notional
deferred tax assets to the extent it is probable that they will have sufficient
future taxable profit available after suffering the instantaneous loss.

1.38. Undertakings should employ appropriate techniques to assess the
temporary nature of the notional deferred tax assets and the timing of future
taxable profits which meet the following requirements:

(a) The assessment is in accordance with Article 15(3) of Commission Delegated
Regulation 2015/35;

(b) The assessment takes into account the prospects of the undertaking after
suffering the instantaneous loss.

Guideline 13 - Relief where demonstration of eligibility is burdensome
1.39. Supervisory authorities should allow undertakings to disregard notional
deferred tax assets in the calculation of the adjustment for loss-absorbing
capacity where it would be too burdensome for the undertaking to demonstrate
their eligibility.

Guideline 14 - Notional deferred tax liabilities

1.40. Without prejudice to Article 207(4) of Commission Delegated Regulation
2015/35 undertakings should include notional deferred tax liabilities resulting
from the instantaneous loss defined in Article 207(1) of Commission Delegated
Regulation 2015/35 in the calculation of the adjustment for the loss-absorbing
capacity of deferred taxes.

477. Next to these guidelines on LAC DT, the guidelines regarding deferred
taxes in the guidelines on the valuation and recognition of assets and
liabilities other than technical provisions are also relevant:

Guideline 9 - Deferred taxes - recognition and valuation
Discounting deferred taxes
1.26. Undertakings should not discount deferred tax assets and liabilities.

Setting off deferred tax assets and liabilities on the Solvency II balance sheet
1.27. An undertaking should offset deferred tax assets and deferred tax liabilities
only if, it has a legally enforceable right to set off current tax assets against
current tax liabilities; and if the deferred tax assets and the deferred tax
liabilities relate to taxes levied by the same tax authority on the same taxable
undertaking.

Recognition and valuation of a net deferred tax asset

1.28. Where there are insufficient taxable temporary differences, which are
expected to reverse in the same period as the expected reversal of the
deductible temporary differences, the undertaking should consider the likelihood
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that taxable profits will arise in the same period as the reversal of the deductible
temporary differences or in the periods into which a tax loss arising from the
deferred tax asset can be carried back or forward.

1.29. When making projections of taxable profits and assessing the likelihood
that sufficient taxable profits will arise in the future, an undertaking should:

a) take into consideration that even a strong earnings history may not
provide sufficient objective evidence of future profitability,

b) take into consideration that the degree of uncertainty relating to future
taxable profits resulting from expected new business increases as the projection
horizon becomes longer, and particularly when these projected profits are
expected to arise in periods beyond the normal planning cycle of the
undertaking;

c) consider that some tax rules can delay or restrict recovery of unused
tax losses and unused tax credits;

d) avoid double counting: taxable profits resulting from the reversal of
taxable temporary differences should be excluded from the estimated future
taxable profits where they have been used to support the recognition of deferred
tax assets;

e) ensure that when making projections of taxable profits, these
projections are both credible and broadly consistent with the assumptions made
for other projected cash flows. In particular, the assumptions underlying the
projections should be consistent with those underlying the valuations of technical
provisions and assets on the solvency balance sheet.

Guideline 10 - Deferred taxes — documentation

1.30. Upon request, undertakings should be able to provide supervisory

authorities with, at a minimum, information based on the undertakings’ records:
a) on sources of temporary differences that may lead to the recognition of

deferred taxes;

b) regarding recognition and valuation principles applied for deferred
taxes,;

c) in respect of each type of timing difference and in respect of each type
of unused tax loss and unused tax credit, the calculation of the amount of the
deferred tax assets or liabilities recognised, as well as underlying assumptions
related to that amount;

d) describing the recognition of deferred tax assets, including at least:

- existence of any taxable temporary differences relating to the
same tax authority, the same taxable undertaking and the same type of
tax which are expected to reverse in the same period as the expected
reversal of the deductible temporary difference or, as the case may be,
would result in taxable amounts against which the unused tax losses or
unused tax credits can be utilised before they expire;

- when there are insufficient taxable temporary differences relating
to the same tax authority, the same taxable undertaking and the same
type of tax, documentation demonstrating that it is probable that the
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entity will have sufficient taxable profit relating to the same tax authority
and the same taxable undertaking and the same type of tax in the same
period as the reversal of the deductible temporary difference or in the
periods into which a tax loss arising from the deferred tax asset can be
carried back or forward or, as the case may be, that it is probable that the
undertaking will have taxable profits before the unused tax losses or
unused tax credits expire.

e) on the amount and expiry date, if any, of deductible temporary
differences, unused tax losses and unused tax credits for which deferred tax
assets are or are not recognised.

Guideline 11 - Deferred tax treatment where undertakings are excluded
from group supervision

1.31. Undertakings should apply the following principles for the recognition of
deferred taxation where related undertakings are excluded from the scope of
group supervision under Article 214(2) of the Solvency II Directive:

a) where holdings in related undertakings are excluded from the scope of
group supervision under Article 214(2)(a) of the Solvency II Directive, the
deferred tax related to that excluded undertaking should not be recognised at
either individual or group level;

b) where holdings in related undertakings are excluded from the scope of
group supervision under Article 214(2)(b) or (c) of the Solvency II Directive, the
deferred tax related to that related undertaking should not be recognised at
group level.

8.4. LAC DT numbers across the EEA%*

478. EIOPA hypothesises that five factors may influence the amount of LAC DT;
the applicable tax rate, other elements of the tax regime, the net DTL on the
balance sheet, the size of the undertaking and the solvency ratio. Other
elements of the tax regime are the carry-back and carry-forward possibilities.
There may be even more elements of the tax regimes that imply differences
in LAC DT across the EEA, but these are left out of this analysis as data on
these other characteristics are not readily available.

479. 1In this section EIOPA analyses the variation in LAC DT across the EEA as
reported in the Day One templates for the situation per 1 January 2016.
EIOPA has data on 2889 undertakings of which 2837 contain valid data for
this analysis.

480. Figure 7 shows for the whole EEA as well as for each of the 30
jurisdictions, the total amount of LAC DT as percentage of the bSCR*
(defined as the basic SCR plus operational risk and the loss absorbing
capacity of technical provisions). The blue bars show the part of LAC DT for
which likely utilisation is being demonstrated by a net DTL position on the
balance sheet; and the orange bars indicate the part of LAC DT that is being
demonstrated by other means, including future profits. The latter also

24 Please note that no data was available at EIOPA for Iceland; therefore, when referring to EEA data in this
paper, this will exclude Iceland.
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includes, for some jurisdictions which permit it, the part for which likely
utilisation is being demonstrated by past fiscal profits, i.e. carry-back.?®
‘Future profits’ may refer both to those derived from new business, returns
on assets and liabilities as well as to other sources. EIOPA observes
variations in the amount of LAC DT as a percentage of the bSCR*. EIOPA also
observes variation in the amount of LAC DT compared to the maximum
achievable LAC DT, being the tax rate, and variation in the proportion of LAC
DT for which likely utilisation is being demonstrated by net DTL and by other
means including future profits. For example, in Croatia and Luxembourg LAC
DT is close to the tax rate and for Luxembourg likely utilisation this is fully
being demonstrated by net DTL, while in Croatia likely utilisation of LAC DT
also relies on future profits. Whereas Belgium, Austria, France, Luxembourg
and Germany, among others, almost fully rely on net DTL for the
demonstrating likely utilisation of LAC DT, LAC DT in Norway, Spain and the
Netherlands rely mainly on future profits, and carry-back if applicable.

25 Carry-back allows undertakings to receive a deduction from the taxes paid in the previous year to the extent
that they experience fiscal losses in the current year. In the case of LAC DT this implies that the part of the
shock loss that is also a direct fiscal loss (note that part of the shock loss may only occur as fiscal loss at a
later stage) can be deducted from (carried back to) the fiscal profits from the previous year. As such, this part
of demonstrating LAC DT is the most certain part as it does not rely on future profits at all. It is being allowed
in jurisdictions where it is applicable.
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Figure 7. Split of LAC DT over net DTL and other sources (future profits) versus the tax
rate per jurisdiction in the EEA.* /**
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* The total LAC DT per jurisdiction, both "net DTL LAC DT” and "Future Profits”, are the
sums of the LAC DT in a specific jurisdiction as a percentage of the sums of the bSCR*,
the SCR excluding LAC DT, in that jurisdiction.

** The part of LAC DT that is being demonstrated by future profits for Ireland, the
Netherlands and the United Kingdom also contain the part of LAC DT that is being
demonstrated by carry-back.

481. This graph is built on the assumption that the entire amount of net DTL
was used to demonstrate likely utilisation of LAC DT and that only likely
utilisation of the remaining part was demonstrated by reference to future
profits. That is, EIOPA compared LAC DT on the Solvency II reporting
templates with the net DTL on the Solvency II balance sheet. It has assumed
that the difference between those two figures represents likely utilisation
demonstrated by future profits and (where possible) carry-back; the regular
reporting templates do not allow it to separate out these two means of
demonstrating likely utilisation. There might be cases where only a limited
part of net DTL of the Solvency II balance sheet has been used to
demonstrate utilisation, because of the application of some conditions of
IAS12. However, at the same time it is not possible to determine what part of
LAC DT is being demonstrated by future profits rather than net DTL, because,
for example, the timing of the DTL did not allow for the utilisation of the DTA
after the shock loss.

482. As well as showing LAC DT as a percentage of the bSCR* (as in Figure 7),
Table 8 also shows the amount of LAC DT in euros. Total LAC DT in the EEA
amounts to 104.1 billion euros on a total bSCR* of 764.4 billion euros. Likely
utilisation of 77.6 billion euros of this LAC DT is being demonstrated by net
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DTL on the balance sheet, and the remaining 26.4 billion euros by future
profits and carry-back. The deferred taxes on the Solvency II balance sheet
amount to a net DTL of 99.9 billion euros; although this is almost sufficient to
fully absorb the total LAC DT of 104.1 billion euros, in practice this is not the
case as some undertakings have a higher net DTL than their maximum LAC
DT possible or have not been able to fully use their net DTL to demonstrate
their maximum LAC DT, while other undertakings have a net DTA on their
Solvency II balance sheet.
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Table 8. Amounts of LAC DT across the different jurisdictions in the EEA split in
contributions by net DTL and future profits for both Standard Formula and Internal
Model undertakings

net DTA bSCR* LACDT net DTL LAC DT Future profits Tax Rate
EEA -99.9 -13.1% | 764.4 104.1 13.6% 77.6 10.2% 26.4 3.5% 26.6%
AUSTRIA -2.8 -18.4% 15.5 2.1 13.7% 2.1 13.6% 0.0 0.1% 25.0%
BELGIUM -2.5 -12.4% 20.6 2.7 13.1% 2.7 13.0% 0.0 0.0% 34.0%
BULGARIA 0.0 -2.7% 0.6 0.0 4.1% 0.0 2.8% 0.0 1.2% 10.0%
CROATIA -0.1 -16.1% 0.8 0.2 19.0% 0.1 14.0% 0.0 5.0% 20.0%
CYPRUS 0.0 -6.8% 0.5 0.0 5.9% 0.0 2.8% 0.0 3.1% 10.0%
CZECH REPUBLIC -0.4 -18.8% 2.2 0.3 14.8% 0.3 14.5% 0.0 0.3% 19.0%
DENMARK -0.4 -3.3% 12.3 1.0 8.2% 0.4 3.6% 0.6 4.6% 22.0%
ESTONIA 0.0 -6.2% 0.3 0.0 3.1% 0.0 3.1% 0.0 0.0% 50.0%
FINLAND -1.2 -17.4% 7.1 1.1 14.8% 1.0 14.3% 0.0 0.6% 20.0%
FRANCE -27.6 -17.0% 162.3 26.8 16.5% 22.1 13.6% 4.8 2.9% 34.0%
GERMANY -36.6 -22.6% 162.0 28.0 17.3% 24.2 14.9% 3.8 2.3% 30.0%
GREECE 0.4 19.2% 1.9 0.1 2.7% 0.0 0.7% 0.0 2.0% 29.0%
HUNGARY -0.1 -16.3% 0.8 0.1 14.8% 0.1 12.8% 0.0 2.0% 19.0%
IRELAND -1.5 -6.1% 24.3 1.8 7.4% 1.2 5.1% 0.6 2.3% 12.5%
ITALY -5.9 -10.2% 57.6 7.9 13.8% 4.6 8.0% 3.3 5.8% 24.0%
LATVIA 0.0 2.6% 0.1 0.0 2.5% 0.0 0.0% 0.0 2.5% 15.0%
LIECHTENSTEIN 0.0 -0.9% 1.0 0.1 7.0% 0.1 4.9% 0.0 2.0% 12.5%
LITHUANIA 0.0 0.3% 0.2 0.0 6.0% 0.0 0.7% 0.0 5.3% 15.0%
LUXEMBOURG -4.5 -37.0% 12.3 2.6 21.1% 2.6 21.1% 0.0 0.0% 21.0%
MALTA -1.0 -50.7% 2.0 0.5 27.3% 0.4 19.7% 0.2 7.6% 35.0%
NETHERLANDS 1.2 3.1% 38.6 53 13.7% 1.4 3.6% 3.9 10.1% 25.0%
NORWAY -1.4 -10.2% 135 2.1 15.7% 1.0 7.1% 1.2 8.6% 25.0%
POLAND -1.3 -21.9% 5.9 0.9 14.7% 0.7 11.9% 0.2 2.9% 19.0%
PORTUGAL 0.0 0.0% 5.0 0.4 8.8% 0.1 2.7% 0.3 6.1% 29.5%
ROMANIA 0.0 -3.4% 0.6 0.0 6.1% 0.0 3.8% 0.0 2.3% 16.0%
SLOVAKIA -0.2 -20.9% 0.7 0.1 17.8% 0.1 17.8% 0.0 0.1% 22.0%
SLOVENIA -0.1 -8.5% 1.1 0.1 6.9% 0.1 5.4% 0.0 1.5% 19.0%
SPAIN -3.8 -13.8% 27.4 6.5 23.7% 33 12.1% 3.2 11.6% | 30.0%
SWEDEN -2.1 -7.0% 30.0 2.1 7.0% 1.6 5.4% 0.5 1.6% 22.0%
UNITED KINGDOM -7.8 -4.9% 157.5 11.2 7.1% 7.4 4.7% 3.8 2.4% 20.0%

The bSCR*, SCR excluding LAC DT, or, put differently, the basic SCR plus operational risk and the
loss absorbing capacity of technical provisions as well as the net DTA on the Solvency II balance
sheet (negative numbers indicate a net DTL), the total LAC DT, the part of LAC demonstrated by
net DTL and the part of LAC DT demonstrated by future profits for 2837, Standard Formula, Partial
and Full Internal Model, undertakings. In the second columns these amounts are displayed as a
percentage of the bSCR*. The last column contains the applicable tax rate in the specific
jurisdiction.

483. Table 9 is similar to Table 8 except that it excludes 80 undertakings with
an internal model and only includes the 2757 undertakings that calculate
their SCR using the Standard Formula or using a Partial Internal Model; for
the latter EIOPA assumes that the Partial Internal Model does not cover LAC
DT. The total bSCR* for undertakings using the Standard Formula is 604.9
billion euros and their LAC DT equals 86.9 billion euros, 14.4 % thereof. This
percentage is slightly higher than for Internal Model undertakings; both the
contribution of net DTL (62.7 billion euros, 10.4 %) and future profits,
including carry-back where applicable, (24.2 billion euros, 4.0 %) contribute
to this relatively higher LAC DT for Standard Formula Undertakings.
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Table 9. Amounts of LAC DT across the different jurisdictions in the EEA split in
contributions by net DTL and future profits for Standard Formula and Partial Internal
Model undertakings

net DTA bSCR* LACDT net DTL LAC DT Future profits Tax Rate
EEA -84.3 -13.9% | 604.9 86.9 14.4% 62.7 10.4% 24.2 4.0% 26.6%
AUSTRIA -2.7 -18.4% 14.8 2.0 13.8% 2.0 13.6% 0.0 0.1% 25.0%
BELGIUM -2.0 -11.5% 17.4 2.2 12.8% 2.2 12.8% 0.0 0.0% 34.0%
BULGARIA 0.0 -2.7% 0.6 0.0 4.1% 0.0 2.8% 0.0 1.2% 10.0%
CROATIA -0.1 -16.1% 0.8 0.2 19.0% 0.1 14.0% 0.0 5.0% 20.0%
CYPRUS 0.0 -6.8% 0.5 0.0 5.9% 0.0 2.8% 0.0 3.1% 10.0%
CZECH REPUBLIC -0.4 -18.8% 2.2 0.3 14.8% 0.3 14.5% 0.0 0.3% 19.0%
DENMARK -0.4 -3.8% 11.7 1.0 8.6% 0.4 3.8% 0.6 4.8% 22.0%
ESTONIA 0.0 -6.2% 0.3 0.0 3.1% 0.0 3.1% 0.0 0.0% 50.0%
FINLAND -1.2 -17.4% 7.1 1.1 14.8% 1.0 14.3% 0.0 0.6% 20.0%
FRANCE -24.5 -18.5% 132.4 21.9 16.5% 18.7 14.2% 3.2 2.4% 34.0%
GERMANY -28.6 -27.8% 102.8 20.1 19.5% 16.3 15.9% 3.8 3.7% 30.0%
GREECE 0.4 19.2% 1.9 0.1 2.7% 0.0 0.7% 0.0 2.0% 29.0%
HUNGARY -0.1 -16.3% 0.8 0.1 14.8% 0.1 12.8% 0.0 2.0% 19.0%
IRELAND -0.9 -5.1% 17.2 1.4 7.9% 0.8 4.7% 0.5 3.2% 12.5%
ITALY -5.5 -10.3% 52.7 7.5 14.2% 4.2 7.9% 3.3 6.3% 24.0%
LATVIA 0.0 2.6% 0.1 0.0 2.5% 0.0 0.0% 0.0 2.5% 15.0%
LIECHTENSTEIN 0.0 -0.9% 1.0 0.1 7.0% 0.1 4.9% 0.0 2.0% 12.5%
LITHUANIA 0.0 0.3% 0.2 0.0 6.0% 0.0 0.7% 0.0 5.3% 15.0%
LUXEMBOURG -4.0 -36.4% 10.8 2.3 21.4% 2.3 21.4% 0.0 0.0% 21.0%
MALTA -0.1 -11.6% 1.1 0.2 21.5% 0.1 8.3% 0.2 13.3% 35.0%
NETHERLANDS 1.2 3.1% 38.6 5.3 13.7% 1.4 3.6% 3.9 10.1% 25.0%
NORWAY -1.4 -10.2% 13.5 2.1 15.7% 1.0 7.1% 1.2 8.6% 25.0%
POLAND -1.3 -21.9% 5.9 0.9 14.7% 0.7 11.9% 0.2 2.9% 19.0%
PORTUGAL 0.0 0.0% 5.0 0.4 8.8% 0.1 2.7% 0.3 6.1% 29.5%
ROMANIA 0.0 -3.4% 0.6 0.0 6.1% 0.0 3.8% 0.0 2.3% 16.0%
SLOVAKIA -0.2 -20.9% 0.7 0.1 17.8% 0.1 17.8% 0.0 0.1% 22.0%
SLOVENIA -0.1 -8.5% 1.1 0.1 6.9% 0.1 5.4% 0.0 1.5% 19.0%
SPAIN -3.8 -13.8% 27.4 6.5 23.7% 3.3 12.1% 3.2 11.6% 30.0%
SWEDEN -2.1 -7.0% 30.0 2.1 7.0% 1.6 5.4% 0.5 1.6% 22.0%
UNITED KINGDOM -6.4 -6.0% 105.6 8.9 8.4% 5.6 5.3% 3.3 3.1% 20.0%

The bSCR*, SCR excluding LAC DT, or, put differently, the basic SCR plus operational risk and the
loss absorbing capacity of technical provisions as well as the net DTA on the solvency II balance
sheet (negative numbers indicate a net DTL), the total LAC DT, the part of LAC demonstrated by
net DTL and the part of LAC DT demonstrated by future profits for 2757, both Standard Formula
and Partial Internal Model, undertakings. In the second columns these amounts are displayed as a
percentage of the bSCR*. The last column contains the applicable tax rate in the specific
jurisdiction.

8.4.1. Tax rates and LAC DT

484. Both theory and the previous figure and tables indicate that LAC DT varies
with the applicable tax rate. Figure 9 shows a scatter plot of the LAC DT per
jurisdiction against the applicable tax rate in that jurisdiction. The correlation
coefficient between the average reported LAC DT per jurisdiction on 1
January 2016 and the applicable tax rate is 53.1 %.
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Figure 9. LAC DT versus the applicable tax rate in the 30 jurisdictions of the EEA
(excluding Iceland)

LAC DT versus Tax Rate: p=53.1%
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8.4.2. Other elements of the tax regime and LAC DT

485. As stated in the introduction not only the tax rate, but also other elements
of the tax regime may affect the amount of LAC DT undertakings are able to
demonstrate. EIOPA hypothesises that the following elements of the tax
regimes may also be related to the amount of LAC DT an undertaking is able
to demonstrate:

e Carry-forward; in all jurisdictions, except Estonia, the carry-forward of
fiscal losses to reduce future tax payments is allowed

o Horizon; the number of years the fiscal losses can be carried
forward to reduce future tax profits, the next table shows that this
varies from 4 years to an unlimited horizon

o Percentage carry-forward; in some tax regimes only a certain
percentage of the fiscal profit may be reduced by carried forward
fiscal losses from previous years, the remainder of the fiscal losses
that is not yet used can be carried forward to the next year, but
within the limits of the horizon for carry-forward; this percentage
varies from 50 % to 100 %

e Carry-back; in three jurisdictions, Ireland, the Netherlands and the
United Kingdom a fiscal loss can be fully carried-back to the previous year
to claim back, a part of, the taxes that were paid on the fiscal profits in
that previous year; the remainder of the fiscal loss is available for carry-
forward.
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486. The next table shows a summary of the tax regimes in the different
jurisdictions.

Table 10. Summary of tax regime characteristics across EEA */**

Tax Rate Carry-back Carry-forward
Years Percentage

AUSTRIA 25% no o 75%
BELGIUM 34% no i 100%
BULGARIA 10% no 5 100%
CROATIA 20% no 5 100%
CYPRUS 13% no 5 100%
CZECH REPUBLIC 19% no 5 100%
DENMARK 22% no oo 60%
ESTONIA 25% no NA NA
FINLAND 20% no 10 100%
FRANCE 34% no o 50%
GERMANY 30% no oo 60%
GREECE 29% no 5 100%
HUNGARY 19% no 5 50%
IRELAND 13% yes o 100%
ITALY 24% no oo 80%
LATVIA 15% no oo 100%
LIECHTENSTEIN 13% no oo 100%
LITHUANIA 15% no oo 70%
LUXEMBOURG 21% no oo 100%
MALTA 35% no oo 100%
NETHERLANDS 25% yes 9 100%
NORWAY 25% no oo 100%
POLAND 19% no 5 50%
PORTUGAL 30% no 5 70%
ROMANIA 16% no 7 100%
SLOVAKIA 22% no 4 100%
SLOVENIA 19% no oo 50%
SPAIN 30% no oo 100%
SWEDEN 22% no oo 100%
UNITED KINGDOM 20% yes oo 100%

* The average applicable tax rate, whether carry-back is allowed, the number of years over which
losses can be carried forward and the percentage of fiscal profits that can be reduced by fiscal
losses from previous years. The symbol oo in the column number of years of carry-forward
indicates that losses can be carried forward indefinitely. In Estonia no corporate taxes are paid,
but undertakings pay corporate taxes on their profits in other jurisdictions. The tax regimes reflect
the situations per 1 January 2016.

** In some jurisdictions, up to a certain limit, carry-back and carry-forward are allowed to a
broader extent than in this table; for materiality purposes only the characteristics that apply to the
largest undertaking are presented.
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8.4.3. Net DTL/DTA on the balance sheet and LAC DT

487. Demonstrating likely utilisation of LAC DT by using net DTL on the balance
sheet does not involve the projections of future profits if an undertaking can
provide credible evidence that after the shock loss the timing of the net DTL
sufficiently matches the timing of the net DTA, taking account of the
applicable carry-back and carry-forward possibilities in the jurisdiction.

488. The larger the net DTL on the balance sheet of an undertaking, the less it
is likely to rely on the projections of future profits for the demonstration of
likely utilisation.

489. Furthermore the larger the potential for tax carry back, again the less it
might need to rely on the projections of future profits for the demonstration
of likely LAC DT utilisation.

490. The projection of future profits requires additional consideration of
credibility that may be complex and burdensome. The next figure shows the
scatter plot of LAC DT versus the net DTL on the balance sheet (negative
numbers are therefore net DTA on the balance sheet). For the 2837
undertakings the correlation coefficient between LAC DT and the net DTL on
the balance sheet equals 47.7 % if EIOPA also includes the undertakings that
have reported a zero LAC DT. As EIOPA cannot distinguish between
undertakings that have just set LAC DT to zero or were unable to
demonstrate any LAC DT it also presents the correlation excluding
undertakings with LAC DT equal to zero: in that case the correlation equals
40.7 %.
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Figure 10. LAC DT versus the average net DTL on the Solvency II balance sheet in the 30
jurisdictions of the EEA (excluding Iceland)

LAC DT versus Net DTL: p=47.7% / 40.7%
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8.4.4. Solvency ratio and LAC DT

491. Another variable that may be of influence on the amount of LAC DT is the
financial situation of the undertaking; the better an undertaking is capitalised
the better, or more likely, it is able to generate future profits both before and
after the shock loss. If this is the case one expects that LAC DT will be higher
for undertakings with a higher solvency ratio. The next figure shows a scatter
plot of the bSCR* ratio against LAC DT; the reason that EIOPA chose the
bSCR* ratio (the SCR ratio without LAC DT) is that including LAC DT would
result in a positive relationship being designed into the analysis since a
higher LAC DT directly results in a lower SCR and thus a higher SCR ratio.

492. The correlation coefficient between this bSCR* ratio and LAC DT is minus
9.7 %, and 0.1 % if EIOPA excludes the undertakings that reported a LAC DT
of zero. This may indicate that undertakings with a relatively low bSCR* ratio
more often try to demonstrate likely utilisation of LAC DT than undertakings
with a relatively high ratio, but for those undertakings demonstrating likely
utilisation the ratio does not impact the amount of likely utilisation being
demonstrated. This contradicts our hypothesis that better capitalised
undertakings are better able to generate, or at least demonstrate, likely
future profits. A possible explanation is that undertakings that have relatively
low SCR ratios have more need for a higher LAC DT than undertakings with
higher SCR ratios; these relatively low capitalised undertakings try harder to
demonstrate likely utilisation of their LAC DT in order to get a lower SCR and
as a consequence a higher SCR ratio.
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Figure 11. LAC DT versus the bSCR¥* ratio for 2837 undertakings in the EEA.

LAC DT versus bSCR* ratio: p =-9.7% / 0.1% (EEA)
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493. Since only LAC DT showing likely utilisation by reference to future profits
might be connected with the bSCR* ratio, Figure 11 shows a scatter plot of
that sub-set of total LAC DT against the bSCR* ratio, rather than total LAC
DT. Using net DTL to demonstrate likely utilisation would be independent of
the bSCR* ratio since it does not require the firm to demonstrate additional
future profits; it only requires the firm to demonstrate that the timing of their
reversal means the net DTL are available. Unsurprisingly, Figure 12 has fewer
data points than Figure 11, since many undertakings rely solely on net DTL to
demonstrate likely utilisation of LAC DT.

494. The correlation between likely utilisation of LAC DT demonstrated by
future profits and the bSCR* ratio is minus 11.7 %. This changes to minus
1.1 % if EIOPA excludes undertakings that have reported a zero reliance on
future profit to demonstrate utilisation. This may indicate that undertakings
with a relatively low bSCR* ratio more often rely on future profits when
demonstrating likely utilisation of LAC DT, but the average amount of future
profits would be independent of this ratio.

495. The correlation coefficients between the bSCR* ratio and LAC DT and the
future profit part of LAC DT do not differ that much. This may indicate that
the correlations in the former figure on LAC DT compared with the bSCR*
ratio are driven by the correlations between the future profit part of LAC DT
and this ratio.
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Figure 12. LAC DT part based on future profits versus the bSCR* ratio for 2837
undertakings in the EEA.

LAC DT (FP) versus bSCR* ratio: p =-11.7% / -1.1% (EEA)
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8.4.5. Size of the undertaking and LAC DT

496. The last variable that EIOPA expects to influence of the amount of LAC DT
that is recognised is the size of the undertaking. The larger an undertaking
the more resources it is likely to be able to make available for the calculation
of LAC DT, in particular if it involves the more complex projections of future
profits. Figure 13 shows a scatter plot of LAC DT against the size of an
undertaking. On the x-axis, the size of the undertakings is measured by the
logio of its total assets; at “6” undertakings thus have 1 million euros in total
assets and at “9” undertakings have 1 billion euros in total assets. The
correlation coefficient between LAC DT and this size measure is 14.9 %; if
EIOPA excludes the undertakings that recognised LAC DT of zero the
correlation equals 2.6 %. This may indicate that the relatively small
undertakings have reported a LAC DT of zero and that the size of the
undertaking is not as significant for relatively larger undertakings which
recognised LAC DT.
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Figure 13. LAC DT versus the sise (log;, of total assets) for 2837 undertakings in the
EEA.

LAC DT versus log(Total Assets): p = 14.9% / 2.6% (EEA)
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8.4.6. Explaining differences in LAC DT across EEA

497. Tax rates, net DTL, size and the solvency ratio explain 37.1 % of the
variation in LAC DT recognition across the EEA, while characteristics like the
type of undertaking (life, non-life or both), the method of SCR calculation
(standard formula, internal model or partial internal model) and accounting
standard (Local GAAP or IFRS) add 0.6 % to this explained variation.
Differences in jurisdictions add 36.0 % to the total explanation of the
variation in LAC DT across the EEA which is 73.7 %.

498. These numbers on the determinants of LAC DT across the EEA correspond
to the R-squared, the percentage of variation explained, from cross-sectional
regressions of LAC DT on all these variables. The regression equation for
estimating the role of tax rates, net DTL, size and the solvency ratio is the
following:

LAC DT; = By + 1 X Tax Rate; + B, X Net DTL; + 53 X Ratio; + 3, X log,o(Total Assets;)
+ &

where B, corresponds to the intercept of this regression, the Tax Rate; is the
applicable or maximum tax rate in the jurisdiction of the undertaking®®
provided to EIOPA by the respective NSAs, Net DTL,; is the difference between
the DTL and DTA on the balance sheet divided by the SCR excluding LAC DT
of undertaking /i, Ratio; is the ratio of eligible own funds for the SCR divided

26 The applicable tax rate is assumed to be zero for undertakings that did not report any DTA or DTL on their
Solvency II balance sheet; it is assumed that these undertakings are tax-exempt.
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by the SCR excluding LAC DT and the size of undertaking / is measured by
the logyo of Total Assets. EIOPA excluded LAC DT from the SCR in the variable
Ratio; as in that case LAC DT would be on both sides of the regression
equation and a relationship would be found by construction.

499. EIOPA extended the regression equation to include the impact of other
undertaking specific characteristics on the variation in LAC DT recognised:

LAC DT; = By + 1 X Tax Rate; + B, X Net DTL; + 53 X Ratio; + 8, X log,o(Total Assets;)
+ﬁ5 XLif€i+ﬁ6XBOthi+ﬁ7XIMl'+Bg XPIMi+,89XIFRSi+€i

where Life; is a dummy, 0-1, variable that is 1 if the undertaking exclusively
pursues life business, Both; is a dummy variable that is 1 if undertaking i
pursues both life and non-life business, IM; is a dummy that equals 1 if the
undertaking has a full internal model, PIM; is 1 if undertaking /i has a partial
internal model and IFRS; equals 1 if IFRS is the accounting standard of the
undertaking rather than local GAAP. In this model the estimates of the
parameters Bs, B, B7, Bs and By represent the impact on LAC DT when
compared with an undertaking that exclusively pursues non-life business,
uses the standard formula for its SCR calculations and uses local GAAP as its
accounting standard.

500. EIOPA further extended the regression equation to include the impact of
the different jurisdictions on LAC DT. It did this by replacing the intercept
term B, with 30 dummy variables, each representing one of the 30
jurisdictions:

LAC DT; = B; X Tax Rate; + 8, X Net DTL; + B3 X Ratio; + B, X log,o(Total Assets;) + Bs
X BEl S e R +,829 X UKL + &

where AT;, BE; and UK; are dummy variables that equal one if undertaking i/ is
under supervision in Austria, Belgium or the United Kingdom respectively. For
the sake of brevity, dummy variables for the other jurisdictions are omitted
from the equation above, but they are included in the regression analysis.

501. Table 11 presents the outcomes of the three regressions when applied to
the Day One reports as at 1 January 2016. The tax rate, the size, the net DTL
on the balance sheet and the ratio of an undertaking explain 37.1 % of the
variation in LAC DT. The coefficient of 37.4 % for the tax rate implies that a
1 % higher applicable tax rate implies on average a 0.374 % higher LAC DT.
The estimated coefficient of 17.7 % for the net DTL implies that a 1 % higher
net DTL as percentage of the SCR excluding LAC DT is accompanied by a
0.177 % higher LAC DT. The coefficient of 0.4% for size, measured by the
log;o of the total assets, means that an undertaking that is 10 times larger
has on average a LAC DT that is 0.4 % higher; the average difference
between two identical undertakings with total assets of 10 million euros and
10 billion euros would be a 1.2 % higher LAC DT for the larger undertaking.

502. The -0.9 % suggests that an undertaking that has an SCR ratio, excluding
LAC DT, that is 100 % higher than another undertaking, has on average a
LAC DT that is 0.9 % lower. This is not consistent with the hypothesis that
the better an undertaking is capitalised, before and after a shock loss, the
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better it is able to generate future profits. A possible explanation is that the
lower the solvency ratio of an undertaking the more it desires to reduce its
SCR and, as a direct consequence, the harder it tries, and succeeds, to
substantiate likely utilisation of LAC DT using future profits.

503. The second regression equation indicates that by including the additional
variables on the SCR method (the type of business and the accounting
standard) the variation in LAC DT that is being explained increases from
37.1 % to 37.7 %.

504. The last column in Table 11 shows the coefficients and R-squared when
the regression equation has a dummy variable added to represent every
jurisdiction. These variables increase the variation explained in LAC DT to
73.7 %. The interpretation of the coefficients is as follows: the -8.2 % and
the -2.7 % of Belgium and Austria respectively imply that, all else equal, an
undertaking in Belgium has a 5.5 % smaller LAC DT than in Austria. This
5.5 % difference is for similar undertakings, but corrected for differences in
the tax rate and the net DTA/DTL on the Solvency II balance sheet. EIOPA
concludes that this increase in the explained variation in LAC DT arises from
differences between the jurisdictions: differences in the tax regimes other
than the tax rate, such as differences in ability to carry-back and carry-
forward losses, and other differences in risks and jurisdictional characteristics
not yet captured by the explanatory variables. Another source of difference
between the jurisdictions may be differences in supervisory approaches; the
next section summarises the supervisory practices across the EEA.
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Table 11. Regression analysis of the variation in LAC DT across the EEA

BASIC UNDERTAKING JURISDICTION
TYPE

INTERCEPT 0.3% 1.6% -2.5%* 1.8%

SISE; LOG(TOTAL ASSETS) 0.4%** 0.2% | 0.8%*** 0.2% | 0.9%*** 0.2%
TAX RATE 37.4%***  1.7% | 37.9%*** 1.8% | 39.1%*** 2.3%
NET DTL 17.7%***  0.6% | 17.4%*** 0.6% | 13.8%*** 0.6%
RATIO -0.9%***  0.1% | -0.9%*** 0.1% | -0.6%*** 0.1%
LIFE UNDERTAKINGS -0.7%* 0.5% -0.6% 0.5%
UNDERTAKINGS PURSUING LIFE AND NON-LIFE -2.6%***  0.5% | -1.4%*** 0.6%
FULL INTERNAL MODEL S2.7%*** 1.1% | -1.9%** 1.1%
PARTIAL INTERNAL MODEL -0.7% 1.1% -0.4% 1.1%
IFRS -0.5% 0.4% 0.5% 0.5%
AUSTRIA -2.7% 2.3%
BELGIUM -8.2%***  2.1%
BULGARIA -4.3%** 2.2%
CROATIA 0.0% 2.5%
CYPRUS -4.4%** 2.3%
CZECH REPUBLIC -4.3%** 2.3%
DENMARK -5.9%***  2.1%
ESTONIA -10.7%***  3.1%
FINLAND -4.1%** 2.3%
FRANCE -8.2%***  1.9%
GERMANY -0.9% 2.0%
GREECE -12.8%***  2.3%
HUNGARY -4.6%** 2.4%
IRELAND -4.5%***  1.9%
ITALY 0.5% 2.1%
LATVIA -8.5%** 3.8%
LIECHTENSTEIN -5.1%** 2.3%
LITHUANIA -5.3%* 3.4%
LUXEMBOURG 1.1% 1.8%
MALTA 0.1% 2.2%
NETHERLANDS -3.7%** 2.0%
NORWAY -8.1%***  2.1%
POLAND -4.0%** 2.1%
PORTUGAL -5.6%***  2.3%
ROMANIA -4.6%** 2.3%
SLOVAKIA -1.0% 2.9%
SLOVENIA -8.5%***  2.8%
SPAIN 2.2% 2.0%
SWEDEN -4.9%***  2.0%
UNITED KINGDOM -7.7%***  1.9%

R-SQUARED 37.1% 37.7% 73.7%

Estimated coefficients and standard errors as well as the R-squared from regressing LAC DT per 1
January 2016 of 2837 undertakings on different sets of explanatory variables. *** indicates that
the coefficient is significant at the 1% level, ** implies significance at the 5% level and * indicates
significance at the 10% level. In the first column LAC DT has been regressed on the applicable tax
rate, the size (measured by log;y of the total assets), the net DTL on the balance sheet and the
bSCR* ratio (Eligible own funds divided by the SCR excluding LAC DT). In the second column
dummies for various undertaking specific characteristics are added; if an undertaking pursues life
business, if an undertaking pursues both life and non-life business, if an undertaking has a full
internal model, if an undertaking has a partial internal model and if an undertaking uses IFRS as
accounting standard. The last column presents the estimated coefficients when dummy variables

are added for every jurisdiction.
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505. EIOPA has also run regressions with four parameters for the additional
characteristics of the tax regimes in the different jurisdictions. Since there is
little variation in the other characteristics of the tax regime, i.e. they do not
really make a distinction between the different tax regimes, the variance
explained would increase from 73.7 % to 73.9 % for the regression with a
dummy variable for every jurisdiction. When adding these four variables to
the basic regression the variation explained in LAC DT increases from 37.1 %
to 39.0 %.

506. EIOPA has used Ordinary Least Squares (OLS)?’ to estimate the three
regression equations. This provides general insights in the importance of
aspects, like tax rate, net DTL on the balance sheet, bSCR* ratio, size and
the jurisdiction for the amount of LAC DT. However, the percentage of LAC
DT is a “censored variable”, in that it is bounded from below by zero and
bounded from above by the applicable tax rate. Applying OLS to censored
variables generally provides biased results and censored, Tobit, models
should be applied to reflect the behaviour of the dependent variable, LAC DT
in this case. Nevertheless, EIOPA deems that the results provide sufficient
evidence for their purpose: indicating drivers and their importance for
differences in the amount of LAC DT across the EEA.

507. As for every other part of this consultation paper, EIOPA welcomes

comments. In particular, comments on

e whether there are other analyses than the OLS analyses explained above
relevant for demonstrating sources of variation in the amounts of LAC DT
across the EEA;

¢ whether there are other characteristics that should be considered for the
quantitative analyses of the variation in the amounts of LAC DT across the
EEA;

e whether EIOPA has to focus on total LAC DT or on the part of LAC DT that
is being demonstrated by future profits, to the extent possible.

8.5. Supervisory practices

508. In this section EIOPA discusses supervisory practices regarding LAC DT.
To inform on this, EIOPA asked all NSAs to respond to a range of questions
regarding their supervisory review process on LAC DT. It divided the
supervisory practices into three main topics:

e Net DTL
e Carry-back
e Future profits

509. When discussing the different supervisory approaches EIOPA speaks in
general terms about NSAs; statements like “"NSAs allow carry-back as a
source to demonstrate LAC DT” or " some NSAs allow...” implies that the
statement holds for at least one, but possibly all, NSAs. Moreover, the
statement may hold for just one or a few NSAs if the statement concerns an
aspect that is not applicable in every jurisdiction, as is the case, for example,
for carry-back, or where the specific aspect is not being addressed by all
NSAs, which is for example the case for the compliance with the MCR and
SCR after the shock loss.

27 EIOPA has used the LINEST() function in Microsoft Excel to estimate the regression equations.
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8.5.1. Net DTL

510. Supervisors in all jurisdictions accept the net DTL on the Solvency II
balance sheet as a source for the demonstration likely utilisation of LAC DT.
Some NSAs require undertakings to provide evidence that the timing of the
net DTL after the shock loss is such that they are available on the right time
to utilise the DTA, taking account of the applicable tax regime regarding
carry-back and carry-forward. Other NSAs do not require such evidence.

8.5.2. Carry-back

511. 1In those jurisdictions with tax regimes which allow carry-back, NSAs allow
its use to demonstrate likely utilisation of LAC DT. As there are jurisdictions
which do not allow carry back, this might be a source of differences in the
ways undertakings prove likely utilisation. In those tax regimes that permit
carry back, part or all of the tax impact of the shock loss can be utilised by
reclaiming taxes paid to the tax authority in previous year(s).

512. Given the volatility in taxable profits and losses, the extent to which
carry-back can be used to demonstrate likely utilisation of LAC DT will also be
volatile.

513. Throughout this document, in particular in the previous section, carry-
back has been treated as a part of future profits in the numbers EIOPA
presents since it has not been able to distinguish between the part of LAC DT
where likely utilisation has been demonstrated by future profits and by carry-
back; these are not separately reported in the QRT. However, the approaches
for carry-back and future profits differ as carry-back is factual in nature and
does not require any projections to demonstrate likely utilisation of LAC DT.

514. For those jurisdictions where carry back is not allowed, undertakings may
be incentivised to rely more on projecting future profits.

8.5.3. Future profits

515. The part of LAC DT that demonstrates likely utilisation by reference to
future profits is likely to be the part where NSAs, as well as undertakings,
may use different approaches. This is because this involves subjective
assumptions regarding the scenarios underlying these future profits. EIOPA
distinguishes three main aspects for the projection of future profits to
demonstrate likely utilisation of net DTA after the shock loss:

e Compliance with the MCR and/or SCR after the shock loss
¢ New business
e Returns on existing assets and liabilities

516. For the latter two aspects, the projection horizon is also relevant.

517. In some jurisdictions, NSAs do not allow undertakings to demonstrate
likely utilisation of LAC DT by means of future profits or NSAs provide a
formula that sets out for undertakings how much future profits they may use
to demonstrate likely utilisation of LAC DT. Undertakings and NSAs in these
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jurisdictions do not have to consider these three aspects further. This is also
likely to be the case if the net DTL and carry-back are sufficient to
demonstrate likely utilisation of all available LAC DT.

518. A key requirement for demonstrating future profits to utilise DTA is if
carry-back and carry-forward allow matching the fiscal losses with future
profits and DTL. NSAs agree that undertakings are required to provide
evidence that the timing of the DTA, DTL and additional future profits is
possible within the carry-back and carry-forward possibilities of the applicable
tax regime.

8.5.3.1. Compliance with MCR and/or SCR after the shock loss

519. When assessing the future profits as a means of the demonstration of the
likely utilisation of net DTA (thus beyond the part that is being demonstrated
by net DTL) after the shock loss, some NSAs consider it appropriate to assess
the extent to which undertakings comply with the MCR and SCR after the
shock loss.

520. Those NSAs argue that, 1) in order to comply with the going concern
assumption, undertakings need to show that they can take measures to
restore compliance in order to remain a going concern and that 2) in order to
generate future profits after the shock loss an undertaking needs to have
Solvency II authorisation and thus needs to comply with all Solvency II
requirements, including the compliance with the MCR and SCR.

521. Other NSAs argue that the SCR, and thus also LAC DT, is being calculated
onh a going concern assumption; the assumption of compliance with the MCR
and SCR after the shock loss is automatically required as a result of the
Solvency II going concern assumption.

522. NSAs that do not require routine consideration of compliance with the
MCR and SCR after the shock loss do however look into the MCR and SCR
ratio as part of their regular supervisory review process on a case-by-case
basis if, for example, LAC DT depends to a large extent on future profits and
solvency ratios prior shock are already low.

523. Where NSAs require undertakings to show how they comply with the MCR
and SCR after the shock loss, or how they would restore compliance, the
following issues may be considered:

i. Likelihood of being able to recapitalise

ii.  Implications of derisking on future profits
iii.  Impact of UFR and VA
iv. Impact of Risk margin

i. Likelihood of being able to recapitalise

524, Some NSAs that consider the likelihood of recapitalisation in the
calculation of LAC DT, argue that if an undertaking would no longer comply
with its MCR or SCR after the shock loss it could restore that compliance
through recapitalisation. NSAs who consider post-stress MCR and SCR
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coverage may permit undertakings to propose recapitalisation as a means to
restore this compliance.

525. Some NSAs accept the full recognition of future profits if the undertaking
can demonstrate that recapitalisation is probable after the shock loss; thus
either full or no recognition of future profits for the demonstration of LAC DT.
Other NSAs weight the future profits in multiple scenarios by the likelihood of
the different scenarios; the part of LAC DT demonstrated by future profits
beyond the net DTL thus changes the likelihood of recapitalisation. In turn,
the likelihood of recapitalisation is considered lower for firms that have lower
post-stress SCR coverage than the likelihood of recapitalisation for
undertakings with relatively stronger SCR coverage ratios post-stress.

526. NSAs have argued that allowing for recapitalisation in the calculation of
LAC DT is unique in the full calculation of the SCR; in no other module of the
SCR recapitalisation plays a role. Allowing recapitalisation in other modules
would imply that the current SCR can be lowered by means of a possible, yet
uncertain, future recapitalisation: following this argument to its logical
conclusion no capital requirements would be needed under Solvency II
because undertakings would always be able to recapitalise when the financial
situation of the undertaking deteriorates; for example, the interest rate shock
would have no impact as the undertaking could recapitalise to the extent of
the impact of the interest rate shock.

527. Some NSAs argue that recapitalisation should only be allowed if it meets
the requirements of future management actions or if the recapitalisation
measure already meets the requirements for tier 1, 2 or 3 eligibility of own
funds. The latter is an admissible source of recapitalisation in, for example,
the following circumstance: an undertaking that has 100 % tier 1 eligible
capital, 100 % tier 2 available capital (being ancillary own fund items) and
50 % tier 3 available capital, (also ancillary own fund items).

528. The SCR before the shock loss would be 150% (100% Tier 1 and 50%
Tiers 2 and 3). Assume in the stress that the tier 1 would all be lost, eligible
own funds drops to 50% (being tier 2 and tier 3). Now, if the undertaking
calls the Ancillary Own Funds, its ratio would increase back to 150% (100%
tier 2 becomes 100% tier 1 and 50% tier 3 becomes 50% tier 2). In this
example, the surplus of available, but not yet eligible, tier 2 and tier 3 own
funds is being considered as a means to recapitalise to restore compliance
with the MCR and SCR. Finally, in this respect account should be taken of
recital 72 of the Delegated Regulation that states that undertakings should
not take account of future management actions in the scenario-based
calculations of the SCR at the time the stress occurs.

529. Some NSAs require the uncertainty involved in the recapitalisation, as the
undertaking depends on the situation in the financial markets after the shock
loss as well as its solvency ratio, to be reflected by weighting the outcome of
the LAC DT scenario by the likelihood of being able to recapitalise in that
particular scenario. For example, if the likelihood of recapitalisation is 80 %,
the undertaking’s total LAC DT is its full net DTL and full carry back plus
80 % of the LAC DT that relies on the demonstration of likely utilisation with
future profits.
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ii. Implications of derisking on future profits

530. Under this approach, rather than recapitalisation, undertakings may derisk
their balance sheet after the shock loss to restore the compliance with the
MCR and SCR. NSAs requiring compliance with the SCR and MCR after the
shock loss accept derisking as a way to do so, on condition that the derisking
is reflected consistently in the projected returns arising from new business
and the returns projected from assets and liabilities after the shock loss.

iii. Impact of UFR and VA

531. The financial situation after the shock loss of an undertaking depends,
among other things, on the value of the technical provisions. Part of the
valuation of the technical provisions is discounting the best-estimate cash-
flows. The value of the technical provisions after the loss described in Article
207(1) of the Delegated Regulation is already set by discounting the best-
estimate cash-flows using the shocked basic risk-free interest rate term
structure. Applying the UFR extrapolation to this shocked basic risk-free
interest rate term structure would change this prescribed loss and is as such
not allowed by NSAs. The same holds for the VA after the shock loss;
although the VA may change due to credit spread changes in a situation with
losses stemming from the spread risk sub-module, changes in the VA would
alter the loss prescribed in Article 207(1) of the Delegated Regulation.
Moreover, Article 77d(6) of the Solvency II Directive implies that the
Standard Formula calculation of the SCR does not reflect changes in the VA
at all.

iv. Impact of Risk margin

532. When calculated using the standard formula, the SCR assumes the risk
margin remains constant during the calculations. In practice after different
shocks, the risk margin may very well change. Reflecting a change of the risk
margin to determine the financial situation after the shock loss is thus neither
allowed nor necessary. Similarly as in the previous subsection on the impact
of the UFR and VA, recalculating the risk margin after the shock loss would
change the loss prescribed in Article 207(1) of the Delegated Regulation.

8.5.3.2. New business

533. Another source to demonstrate the likelihood of future profits after the
shock loss is to project new business. NSAs have considered the following
aspects as regards such projections:

i Horizon
ii. Derisking
iii.  Underlying assumptions

534. An argument expressed by NSAs is that new business beyond the contract
boundaries of the existing technical provisions cannot be taken into account
at all in demonstrating future profits for the utilisation of net DTA after the
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shock loss. Although Article 9(1) of the Delegated Regulation states that
international accounting standards should be the basis, Article 9(2) states
that these accounting standards should be followed to the extent that they
comply with the general valuation principles of Solvency II in Article 75 of the
Directive. Given that the Solvency II regulation does not recognise future
profits and losses beyond the contract boundaries of the technical provisions,
it would be inconsistent to recognise new business beyond the contract
boundaries in the valuation of deferred tax assets. The accounting standards
on deferred taxes, IAS12, explicitly allows for new business to demonstrate
deferred taxes; any undertaking demonstrating net DTA without the use of
new business still complies with IAS12. IAS12 allows new business, but does
not require it, to demonstrate future profits for the utilisation of DTA. This
argument would also hold for demonstrating future profits for the utilisation
of net DTA on the balance sheet.

i Horizon

535. NSAs have distinguished between the horizon used for new business
beyond the contract boundaries and the horizon used for returns on assets
and liabilities.

536. More specifically for new business there are two different horizons which
can potentially be very different: 1) the horizon over which projections of
new business are made and 2) the horizon over which profits on this new
business (and on existing business) can contribute to the Solvency II and
fiscal profits. With respect to the horizon over which profits on the new
business runs, most NSAs allow the full life span of the existing and new
business being sold. In contrast, the time period over which new business
can be contracted is usually restricted.

537. NSAs have recognised that the effect of future taxable profits, emerging
from both existing assets and new business, depends on the time horizon
taken into account for the recoverability testing and that a suitable time
horizon needs to be determined.

538. With respect to the horizon over which future taxable profits from new
business being sold can be considered when demonstrating future profits for
the utilisation of LAC DT, NSAs have stated concerns of future profits
emerging beyond 5-7 years. Some NSAs have addressed this issue by stating
that undertakings should take account of the uncertainty involved in the
estimation.

539. NSAs have introduced standard haircuts (increasing over time) to be
applied to future profits for years after the official planning horizon to take
into account the uncertainty resulting from longer time horizons and that no
future profits may be considered after 7 years.?®

28 One NSA has set minimum haircut parameters for profits emerging after the first 3 years (i.e. 20%, 40%,
60%, 80%, 100%, 100%...), adopting an approach which is in line with the examples outlined in the CRO
Forum paper on LAC DT (October 2016). This is not a “hard limit”, as undertakings may derogate from the
general requirement in exceptional circumstances if documented evidence of the increased reliability of the
own assessments is available.
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540. Others also stated that after a shock loss new business sold should be, as
a starting point, significantly lower than the new business sold in the recent
years and the current business plan, and take account of the trend in new
business sold in the recent years.

541. NSAs require taking account of the uncertainty in new business sold to be
addressed by averaging over a scenario where no new business is assumed
and a scenario where new business is assumed.

ii. Derisking
542. NSAs explicitly requiring undertakings to restore compliance with the MCR
and SCR after the shock loss expect these undertakings to take account of
new business sold on the capital requirements. If new business sold implies
an increase of the MCR and SCR these NSAs expect that these undertakings
comply with these higher MCR and SCR.

iii. Underlying assumptions

543. Assumptions regarding new business typically rely on the amount and
profitability of new business sold in the recent years and/or the new business
projections in the medium term/strategic business plans, once revised to take
account of shock loss occurred. NSAs expect that the assumptions used for
the demonstration of future profits for the utilisation of LAC DT are, as a
starting point, lower than in the recent years and the business plans.

8.5.3.3. Returns on technical provisions, assets and other liabilities

544, The third aspect of demonstrating future profits is the returns on technical
provisions, assets and other liabilities. NSAs have mentioned the following
topics when assessing these returns for the demonstration of future profits
for the utilisation of LAC DT:

i. Horizon
ii.  Pull-to-par
iii.  Derisking
iv. ~UFR and VA
v. Underlying assumptions
vi.  Risk margin

545. Similar to the argument for no new business there is an argument made
by NSAs for no returns over the risk-free interest rates. For the valuation of
other balance sheet items and modules of the capital requirements, best
estimate risk-free scenarios are assumed. These NSAs refer to guideline 9 of
the Guidelines on the Valuation of Assets and Liabilities other than Technical
Provisions that states that "When making projections of taxable profits and
assessing the likelihood that sufficient taxable profits will arise in the future,
an undertaking should ensure that when making projections of taxable
profits, these projections are both credible and broadly consistent with the
assumptions made for other projected cash flows. In particular, the
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assumptions underlying the projections should be consistent with those
underlying the valuations of technical provisions and assets on the solvency
balance sheet”. When valuing technical provisions, equity options etc. on the
balance sheet and for the purpose of SCR calculations, the risk-free rates are
considered over the horizon of these items, no returns above the risk-free
rate are used. Although IAS12 allows for real-world returns higher than the
risk-free rates, undertakings are not required to use these real-world returns;
a scenario using risk-free rates as returns for the assets and liabilities also
complies with IAS12. This would be using IAS12 in line with Article 9(2) of
the Delegated Regulation that states to follow the accounting standards to
the extent that they comply with the Solvency II valuation principles.

546. Some other NSAs have not set specific provisions for “returns on assets”
after the shock loss because they consider that the standard formula
provisions are enough to guarantee that post-shock management actions are
set appropriately. Those NSAs believe that any valuation connected with LAC
DT should be consistent with the calculation of the standard formula and its
assumptions. Those NSAs do not expect undertakings to envisage
“extraordinary measures” just for the purpose of the LAC DT.

547. Some NSAs do not allow for returns on technical provisions, assets and
other liabilities for existing business at the calculation date in the
demonstration of future profits as they argue that those returns are already
taken into account in the valuation of the economic balance sheet through
the best estimate liabilities calculation and the market value of assets. Thus,
allowing for them in the demonstration of future profits would be double-
counting them.

i Horizon

548. NSAs allow the returns on assets and other liabilities to run over the full
life span of the technical provisions. The longer the horizon of the projections
of the returns over the risk-free rates the larger the uncertainty involved.
Some NSAs require the undertakings to take account of the uncertainty of
returns above the risk-free rate by averaging their LAC DT scenario with a
scenario with returns equal to the risk-free rate including no new business.

ii.  Pull-to-par
549. Pull-to-par, in this context of the calculation of LAC DT, can be defined as
a reversion of the post-stress credit spreads due to the credit spread risk
shock to their pre-stress levels. This considers the credit spread shock as a
temporary phenomenon that reverses; both fiscal and economic Solvency II
losses associated with the credit spread shock will under this assumption not
materialise over time.

550. Some NSAs accept pull-to-par to some extent; either from the starting
point of no pull-to-par where undertakings have to provide evidence that part
of the credit spread shock will not result in actual market value losses over
time or from the starting point of full pull-to-par where undertakings have to
correct for actual market value losses.
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551. Another argument mentioned by NSAs for no pull-to-par at all is that
allowing pull-to-par would not be in line with Article 207(1) of the Delegated
Regulation that prescribes the size of the loss for the calculation of LAC DT.
Allowing pull-to-par implies that the part of the losses due the credit spread
shock does not materialise to the full extent. It would be inconsistent with
the credit spread shocks themselves in the calculation of the basic SCR that
also do not take account of any pull-to-par.

iii. Derisking
552. NSAs explicitly requiring undertakings to restore compliance with the MCR
and SCR after the shock loss expect that these undertakings take account of
the impact of derisking to restore this compliance; lower risks also imply
lower expected returns over the risk-free rate.

iv. UFR and VA

553. With respect to the UFR and the VA the argument was raised by some
NSAs that in order to generate economic profits undertakings should first
have to earn the difference between the Solvency II interest rate term
structure and the risk-free market interest rates as well as the VA, if applied
by the undertaking. Undertakings should take this so-called UFR and VA
“drag” explicitly into account in the projections of future profits for the
utilisation of LAC DT.

v. Underlying assumptions

554, Key underlying assumption for the returns on assets, liabilities and
technical provisions is the actual return above the risk-free rate. Some NSAs
assess these returns through benchmarking the returns between the different
undertakings. However, NSAs find it difficult to understand why equity
returns would differ from one undertaking to another and that this would
result in different amounts in LAC DT and capital requirements.

555. As already stated when discussing the horizon some NSAs expect the
undertakings to take account of the uncertainty involved in the future returns
by averaging over the LAC DT scenario with a scenario where the returns are
set equal to the risk-free rate.

vi. Risk margin
556. Some NSAs consider the risk margin and its associated DTA as an accrual
that does not require any additional demonstration, both on the balance
sheet and after the shock loss. This implies that the DTA associated with the
risk margin after the shock loss for the demonstration of LAC DT is the same
than the DTA on the balance sheet, since in the Standard Formula in the
calculation of the bSCR* shock the risk margin is kept constant; thus, there
would be no need to consider the risk-margin for the calculation of LAC DT in
this case. None of the NSAs consider the risk margin as a source of future
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profits to demonstrate DTA’s associated with other balance sheet items as
this would result in double counting of the risk margin.

557. Other NSAs consider the DTA associated with the risk margin as a valid
DTA if DTL or other fiscal future profits are available to utilise the DTA. This
holds under a risk-neutral valuation/projection of the taxable profits and
losses; as tax regimes do not consider the risk-margin in the valuation of the
technical provisions, the risk-margin is a fiscal loss that will materialise over
the life span of the technical provisions. These fiscal losses can be considered
as a DTA if a DTL or other future profits are available for its utilisation.

558. Another argument made by some NSAs is that there would be no DTA at
all for the risk margin. This is the case if one assumes a risk-free/best-
estimate projection/valuation of the taxable profits and losses. If that is the
case the risk margin is a prudential adjustment which has no fiscal effect; if
no fiscal losses will arise from the risk margin there is by definition no DTA
available. However, other NSAs have argued that in this scenario, although
no fiscal losses arise, there is a potential fiscal advantage as the Solvency II
profit in the risk margin in this scenario will not be taxed.

8.6. Main comments received to the discussion paper

559. The focus of the chapter on LAC DT in the discussion paper EIOPA-CP-
16/008 was on the part of LAC DT that is being demonstrated by future
profits. Stakeholders were asked to comment on the following three aspects
of the demonstration of future profits within the calculation of LAC DT:

e Compliance with the MCR and/or SCR
¢ New business
e Returns on assets and liabilities

560. Again, for the latter two aspects the horizon and uncertainty of the
projections also play a role.

8.6.1. Compliance with MCR and/or SCR?*°

561. 50 % of the respondents to the discussion paper replied that the
compliance with the MCR and SCR should play a role in the calculation of LAC
DT. Their arguments were that the undertaking should economically be in a
going concern and thus should meet their MCR and SCR and that the breach
of hard limits could potentially limit the sales force and as such affect the
future economic profit generation. Arguments against a role for compliance
with the MCR and SCR were that it is unrealistic that an undertaking would
not experience a full bSCR* shock as and not take actions during the
occurrence of the shock, that it is unrealistic to rely on management actions

29 Questions with respect to the compliance with the MCR and/or SCR were:
e Under what conditions and circumstances would you consider it necessary to explicitly calculate the
full Solvency II balance sheet after the shock loss?
e What role, if any, and under what conditions or circumstances should the compliance with the MCR
and SCR play in the calculation of LAC DT?
e What role, if any, should recapitalization and/or calling ancillary own funds, including their
requirements, play for verifying the compliance with the MCR and SCR in the calculation of LAC DT?
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in first pillar calculations like LAC DT for the SCR and that it would be an
extra degree of complexity for demonstrating LAC DT.

562. Arguments against a role for recapitalisation for the demonstration of
future profits within the calculation of LAC DT were that this would make the
calculation more complex and subjective. Arguments in favour were that
recapitalisation, like other future management actions, should be allowed in
the calculation of the SCR and that if recapitalisation is a valid measure in a
recovery plan it should also be allowed for restoring compliance with the MCR
and SCR in the calculation of LAC DT.

8.6.2. New business®°

563. One of the two sources to demonstrate future profits for the utilisation of
net DTA after the shock loss is new business. With respect to new business
stakeholders were asked their opinions regarding the following aspects:

i. Horizon
ii. Underlying assumptions

564. Stakeholders argued that new business should be taken into account as a
source of future profitability, but it was also argued that assuming no new
business is a way to harmonise the calculation of LAC DT and reduce the
subjectivity involved in the demonstration of future profits.

i. Horizon

565. EIOPA distinguished between the horizon over which new business sold
can contribute to the future profits to demonstrate the utilisation of LAC DT
and the horizon over which the technical provisions run. Regarding the
horizon over which new business sold can contribute to future profits,
stakeholders argued that new business could be taken into account based on
the average level over a period of 3 to 5 years. It was also stated that it
seems unreasonable to assume continued profitability of new business
beyond 5 years given the increased competitiveness.

ii. Underlying assumptions

566. Stakeholders provided different ways to take account of new business: the
official management’s business plans or, to avoid too optimistic assumptions,
as a maximum the profitability of the new business in the recent years. It
was also argued that the projections should take account of the impact of the
stressed environment on the sale volumes and prices.

30 . . .
Questions with respect to new business were:
e What are your considerations to take account of new business in the calculation of LAC DT, given the
uncertainty involved after the shock loss?
e  Which elements, in your opinion, should be considered for the projection of new business?
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8.6.3. Returns on technical provisions, assets and other liabilities®!

567. The third aspect of demonstrating future profits is the returns on technical
provisions, assets and other liabilities. Stakeholders responded to questions
regarding the following aspects of these returns:

i. Horizon
ii.  Uncertainty
iii.  Underlying assumptions

568. Stakeholders argued that tax regimes, the specific LAC DT stress-scenario
and other undertaking specific, risk, characteristics play a role in the future
returns of the undertaking and thus cannot be harmonised. It was also
argued that a way to harmonise is to assume risk-neutral returns in line with
the forward risk-free discount rate used in Solvency II.

i. Horizon

569. Stakeholders argued that the full run-off time should be used for the
returns on existing assets, liabilities and technical provisions. Some argued
that the horizon used should be in line with the recovery period in the ORSA
or their business planning. Another argument regarding the horizon was to
make a clear distinction between the horizon for the new business sold and
the horizon used for projecting returns on existing assets and liabilities.

ii. Uncertainty

570. Regarding the increasing uncertainty with the time horizon used
stakeholders argued that reflecting uncertainty may lead to a more prudent
approach of LAC DT than in a best estimate consideration. It was not deemed
feasible to use IAS rules to justify any modifications to current Solvency II
rules that intend to capture economic best estimates.

571. There were also arguments to address uncertainty by averaging over a
pessimistic and optimistic scenario. Such scenarios should be in line with
scenarios from the ORSA. It was also argued that the Delegated Regulation
should require undertakings to use conservative assumptions to reflect
uncertainty.

iii. Underlying assumptions

572. Regarding the underlying assumptions and their possible subjectivity
stakeholders argued that harmonisation should be sought in the principles
applied rather than the level of the future returns for the demonstration of
the utilisation of LAC DT. Returns, and as a consequence, future profits will
vary with the specific, risk, characteristics of the undertaking; harmonisation
of the level of returns is neither possible nor necessary.

3 Questions with respect to the returns on assets and liabilities were:
e How could the returns on assets and liabilities be more harmonized and less subjective?
e How could the uncertainty in the asset returns be taken into account in the calculation of LAC DT?
e What are your considerations regarding the increasing uncertainty with the longer time horizons used
in the projection in the calculation of LAC DT?
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9. Draft Impact Assessment

9.1. Procedural issues and consultation of interested parties

573. In July 2016 and February 2017 the European Commission has requested
EIOPA to provide technical advice on the review of specific items in the
Delegated Regulation. In particular, the European Commission seeks EIOPA’s
technical advice regarding the review of the methods, assumptions and
standard parameters used when calculating the Solvency Capital
Requirement (hereinafter, SCR) with the standard formula.

574. According to the European Commission’s request, EIOPA should justify its
advice by identifying, where relevant, a range of technical options and by
undertaking evidence-based assessment of the costs and benefits of each.
Where administrative burdens and compliance costs on the side of the
industry could be significant, EIOPA should where possible quantify these
costs.

575. The analysis of costs and benefits is undertaken according to an Impact
Assessment methodology.

576. The European Commission has requested EIOPA to provide sufficient
factual data backing the analyses gathered during its assessment. The
request highlights the importance of the presentation of the advice produced
by EIOPA making maximum use of the data gathered and enabling all
stakeholders to understand the overall impact of the options presented by
EIOPA.

577. The European Commission’s request takes into account the input from
stakeholders to the Call for evidence on the EU regulatory framework for
financial services, launched in September 2015. Comments received on the
Solvency II requirements contributed to identify the areas to be reviewed.

578. Between December 2016 and March 2017, EIOPA published a discussion
paper in order to get stakeholders’ views on the scope of the review and to
collect relevant evidence. Comments received during that first public
consultation have been taken into account in the development of the draft
technical advice.

579. The draft technical advice and its impact assessment will also be subject
to public consultation. Stakeholders’ responses to the public consultation will
be duly analysed and serve as a valuable input for the revision of the draft
technical advice and its impact assessment. Additionally, the opinion from the
Insurance and Reinsurance Stakeholder Group, provided in Article 37 of
EIOPA Regulation, will be considered.

580. EIOPA will provide its technical advice to the Commission following a
staggered approach according to the availability of evidence needed to
support its proposals, in particular, evidence from annual regular supervisory
reporting of (re)insurance undertakings.
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581. This impact assessment refers to a first set of advice that EIOPA intends
to submit to the Commission by October 2017. It contains items for which
the analysis of annual reporting data of undertakings is less relevant. In
particular it contains the following: simplified calculations, look-through
approach, reducing reliance on external credit ratings, treatment of
guarantees and exposures to regional governments and local authorities,
risk-mitigation techniques and undertaking specific parameters. With respect
to loss-absorbing capacity of deferred taxes, the technical advice focuses on
the request for information from the European Commission and it does not
include at this stage any advice on possible changes in the Delegated
Regulation; consequently, a costs and benefits analysis of policy options is
not applicable for the referred item under this impact assessment.

582. A second set of advice will be developed and subject to public consultation
together with the respective impact assessment and submitted to the
European Commission by February 2018. The second set includes advice for
which the analysis of annual reporting data is needed and includes all other
items arising from the calls for technical advice: risk margin, premium and
reserve risks, catastrophe risks, mortality and longevity risks, counterparty
default risk, currency risk at group level, interest rate risk, own funds,
unrated bonds and loans, unlisted equity and strategic participations.

9.2. Problem definition

583. Article 111(3) of the Solvency II Directive provides that ‘by 31 December
2020, the Commission shall make an assessment of the appropriateness of
the methods, assumptions and standard parameters used when calculating
the Solvency Capital Requirement standard formula’. The outcome of this
assessment shall be presented to the European Parliament and to the
Council, proposing amendments of the Directive or of the implementing
measures.

584. Recital 150 of the Delegated Regulation defined a new timeline for the
review of the SCR standard formula, which should be done by the European
Commission before December 2018.

585. In preparation of such review the European Commission requested
EIOPA’s technical advice in three areas where the current requirements can
be improved or need to be amended:

- proportionate and simplified application of the SCR standard formula

requirements;

- removal of unintended technical inconsistencies, i.e. recalibration of
certain parameters and other technical issues; and

- removal of unjustified constraints to financing, in the context of Capital
Market Union.

586. When analysing the impact from proposed policies, the impact assessment
methodology foresees that a baseline scenario is applied as the basis for
comparing policy options. This helps to identify the incremental impact of
each policy option considered. The aim of the baseline scenario is to explain
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how the current situation would evolve without additional regulatory
intervention.

587. For the analysis of the potential related costs and benefits of the proposed
technical advice, EIOPA has applied as a baseline scenario the effect from the
application of the Solvency II Directive requirements, the Delegated
Regulation and the relevant implementing measures as they currently stand.

588. In particular the baseline will include:
e Articles 100 to 111 of the Solvency II Directive;

e Articles 83 to 221 of the Delegated Regulation;

e the following implementing technical standards (ITS):

o ITS with regard to the supervisory approval procedure to use
undertaking-specific  parameters (Commission Implementing
Regulation (EU) 2015/498 of 24 March 2015);

o ITS with regard to the lists of regional governments and local
authorities, exposures to whom are to be treated as exposures to
the central government (Commission Implementing Regulation (EU)
2015/2011 of 11 November 2015);

o ITS with regard to the adjusted factors to calculate the capital
requirement for currency risk for currencies pegged to the euro
(Commission Implementing Regulation (EU) 2015/2017 of 11
November 2015 );

e the following EIOPA’s guidelines:
Guidelines on application of outwards reinsurance;
Guidelines on basis risk;
Guidelines on health catastrophe risk sub-module;
Guidelines on look-through approach;
Guidelines on the application of life underwriting risk module;
Guidelines on the loss-absorbing capacity of technical provisions
and deferred taxes;
o Guidelines on the treatment of market and counterparty risk
exposures in the standard formula;
Guidelines on undertaking-specific parameters; and
Guidelines on group solvency.

o O O O O O

9.3. Objective pursued

589. The specific objectives of the review can be summarised as follows:
- simplify where possible and ensure the proportionate application of the

SCR standard formula, in particular for small undertakings;

- ensure the methods, assumptions and parameters to be used in the SCR
standard formula remain appropriate and compliant with the Solvency II
Directive;

- reduce the risk of overreliance on rating agencies;
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590.

increase consistency across sectorial rules to the extent possible; and
avoid pro-cyclicality.

In order to reach the mentioned objectives the following set of more

detailed operational objectives has been considered:

591.
obj

provide new simplified calculations for more modules of the SCR standard
formula, in addition to the existing simplifications;

simplify the design of some modules (counterparty default and
catastrophe risk modules);

update the parameters for underwriting risks taking into account the
recent experience;

assess if inconsistencies with banking framework on common topics
(guarantees, RGLA, own funds) should be removed;

adjust the requirements where necessary taking into account recent
market development; and

extend the use of alternative credit assessments.

The mentioned objectives for the review are connected to the general
ectives of the Solvency II framework (deepen the integration of the EU

insurance market, enhance the protection of policyholders and beneficiaries
and promote better regulation) and in particular they are connected to:

592.
obj

9.4.
9.4.1.
593.

the establishment of risk-sensitive harmonised solvency standards;

the introduction of proportionate requirements for small undertakings;
and

the promotion of compatibility of prudential supervision of insurance and
banking.

The objectives of the review are also consistent with the following
ectives of EIOPA, as reflected in the Regulation of the Authority>:
ensure a sound, effective and consistent level of regulation and

supervision;

ensure the taking of risks related to (re)insurance activities is
appropriately regulated and supervised; and

consumer protection.

Simplified calculations
Policy options

During the development of the advice on simplified calculations, EIOPA

has identified two main policy issues for which different options have been
considered and debated:

e policy issue 1: assessment of proportionality; and
e policy issue 2: list of simplified calculations.

32 See Article 1.6 of EIOPA Regulation
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Policy issue 1: Assessment of proportionality

594. Article 88 of the Delegated Regulation currently requires undertakings to
perform an assessment to justify their choice of SCR standard formula
calculation. This assessment is the cornerstone of the proportionality principle
applied to the SCR standard formula.

595. This assessment is twofold. There is first an assessment of the nature,
scale and complexity of the risks; and second, there is an evaluation in
qualitative or quantitative terms, as appropriate, of the error introduced in
the results of the simplified calculation due to any deviation between the
underlying assumptions and the specific risk profile.

596. As an outcome of this assessment, (re)insurance undertakings should
determine whether the simplified calculation being considered is
proportionate to the nature, scale and complexity of their risks.

597. In this respect the following options have been considered:

a. Option 1.1 - No change: in this option it is considered that Article 88
allows for sufficient and appropriate use of simplified calculations.

b. Option 1.2 - Establishment of a threshold: under this option there
should be a threshold defined in terms of volume measure or SCR
below which all simplified calculations would be allowed.

Policy issue 2: List of simplified calculations

598. The Delegated Regulation specifies a list of simplified calculations that
may be used by (re)insurance undertakings if it is proportionate. This list is
closed. In order to further simplify the calculation of the SCR under the
standard formula the following options have been considered:

e Option 2.1 - Extended list of simplifications: under this option new
simplified calculations would be provided for more modules of the
SCR standard formula, in addition to the existing simplifications.

e Option 2.2. Non-listed simplified calculations: under this option
undertakings would be allowed to use their own simplifications.

9.4.2. Analysis of impacts

Policy issue 1: Assessment of proportionality
Option 1.1 - No change
599. On the side of benefits, it is possible to detect the following effects:

e Policyholders - the assessment currently requested to undertakings
is intended to promote good risk management, which benefits
policyholders. Where simplified calculations are applied, the
implementing cost for the industry is lower hence benefiting
potentially policyholders via lower prices;
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Industry - the assessment is fully integrated in the system of
governance and in line with the ORSA: it contributes to good risk
management and, at the same time, it does not discourage the use
of simplifications by undertakings.

Supervisors - they can apply their judgment and knowledge of the
(re)insurance undertaking to assess whether the simplified
calculation is appropriate and challenge the undertaking’s own
assessment, where necessary.

600. On the side of costs, it is possible to detect the following effects:

Policyholders - none as long as simplified calculations are
effectively used. The information collected by EIOPA indicates this
would be the case. Further statistics will be derived once the annual
QRT are received.

Industry - the assessment requires undertakings to dedicate some
resources for the analysis of a risk that is not material. If
supervisors are not consistent in their supervision, it can lead to
unlevelled playing field.

Supervisors - need to apply more resources to supervise the
assessment. The supervision would mainly be done on-site or via
specific reporting.

Option 1.2 Establishment of a threshold

601. On the side of benefits, it is possible to detect the following effects:

Policyholders — Where the level of the threshold further encourages
the use of simplified calculations by undertakings, the implementing
cost for the industry would be lower hence benefiting potentially
policyholders via lower prices.

Industry - Certainty and less time is spent on performing the
assessment: the use of a simplified calculation is the result of a
simple “yes or no” question.

Supervisors - easier to supervise, for instance via the regular
reporting.

602. On the side of costs, it is possible to detect the following effects of

option 2:

Policyholders - simplified calculations may be applied because the
“scale” of the risk is limited, but the nature and complexity are not
enough taken into account. Consequently, there is a risk of
simplifications resulting in an inadequate calculation of the SCR,
which might reduce policyholder protection.

Industry - larger insurance undertakings may not be benefiting
from simplified calculations although some risks are not material.
Supervisors - need to perform themselves an assessment of the
nature and complexity of the risks to ensure that the simplified
calculation is used appropriately.
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Policy issue 2: List of simplified calculations

Option 2.1 - Extended list of simplifications
603. On the side of benefits, it is possible to detect the following effects:

e Policyholders - their protection by supervisors is made easier.

e Industry - A longer list of simplifications compared to the baseline
would reduce the resources devoted by undertakings to the SCR
calculation; a closed list would imply higher certainty on the
supervisor’s expectations

e Supervisors — supervision is easier and more efficient since there is
a benchmark and the calculation is clearly set out.

604. On the side of costs, it is possible to detect the following effects of
option 1:

e Policyholders - none.

e Industry - some other simplified calculations may be appropriate
but are not applied, which does not contribute to reducing costs.

e Supervisors - none.

Option 2.2 Non-listed simplified calculations
605. On the side of benefits, it is possible to detect the following effects:

e Policyholders - none.
Industry — more flexibility since undertakings could derive tailor-
made simplified calculations.

e Supervisors — none.

606. On the side of costs, it is possible to detect the following effects:

e Policyholders - there would be a higher risk that inappropriate
amount of SCR is held, which does not contribute to their
protection.

e Industry - undertakings would need to justify the SCR amount
derived from the simplifications applied by proving to supervisors
why it is appropriate; higher uncertainty whether the supervisor will
allow the use of certain simplifications.

e Supervisors - greater burden to assess whether undertaking
specific simplified calculations are appropriate.

9.4.3. Comparison of options
607. Regarding policy issue 1 (assessment of proportionality) the preferred

option is option 1.1 (no change). Article 88 of the Delegated Regulation
should remain principle-based. Information gathered shows that simplified
calculations are being used and more detailed statistics should be derived
once the annual QRTs are available at EIOPA. The alternative to set a
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threshold does not take properly into account the nature and complexity of
the risks and could be of detriment for large insurance undertakings which
have immaterial risks.

608. Regarding policy issue 2 (list of simplified calculations) the preferred
option is option 2.1 (extended list of simplifications). The list of
simplified calculations should be kept as a closed list, extending it to those
sub-modules where the calculation is most complex. Alternative where
undertakings could use their own simplified calculation would have as
consequences a greater burden in terms of documentations and justifications
towards supervisors.

9.5. Reducing reliance on external credit ratings in the standard

9.5.1.

formula

Policy options

609. With the aim to reduce the reliance on external credit ratings for the
purpose of the SCR standard formula calculation, possible alternatives to the
use of ECAIs have been discussed.

610.

9.5.2.

In particular the following options have been considered:

a. Option 1 - use of internal credit assessments: the (re)insurance

undertaking assesses itself the credit quality of its exposures;

b. Option 2 - use of market implied ratings: the credit quality of the

exposures is derived through information available on financial
markets;

c. Option 3 - use of accountancy-based measures: the credit quality of

the exposures is derived through information available in financial or
accounting statements;

d. Option 4 - use of a simplification: the risk charge for the standard

formula is calculated for certain types of exposures without
distinguishing between their credit qualities.

Analysis of impacts

Option 1 - use of internal credit assessments

611.

On the side of benefits, it is possible to detect the following effects:

Policyholders - this option would reduce systemic risk and would result
in @ more accurate calculation of the SCR (better reflecting the
undertaking’s investment risks) if sufficient resources are allocated to
the assessment, therefore providing higher policyholder protection;
Industry - the development of a risk assessment would be fully in line
with the asset-liability management. Such internal assessments could
be applied to all asset classes.

Supervisors — none.
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612. On the side of costs, it is possible to detect the following effects:

o Policyholders - higher costs for undertakings could be passed on to
policyholders via higher prices;
o Industry - such kind of assessments do not correspond to the core

business of most of (re)insurance undertakings and their development
would be very costly;

o Supervisors - burdensome to supervise, in particular if there is a
specific approval process.

Option 2 - use of market implied ratings
613. On the side of benefits, it is possible to detect the following effects:

o Policyholders - none.

. Industry - the market information is easily available; for instance it is
needed to calculate the spread risk sub-module.

o Supervisors - the market information is easily available, therefore

supervisors can produce their own assessments as well.

614. On the side of costs, it is possible to detect the following effects:

. Policyholders - this option would entail severe pro-cyclical risk as well
as risk of moral hazard, reducing policyholder protection.
o Industry - the market information is strongly influenced by the

volatility of the market and market participants may be selling or
buying financial instruments for the purpose of increasing their
immediate return. Therefore the volatility of the ratings (and the SCR
calculation) would increase. The short-term nature of the credit risk of
the exposures outweighs the long-term nature of the credit risk
exposure since market participants react more strongly to latest
information available.

o Supervisors - since the option would increase the volatility of the SCR,
it would be more difficult to supervise (re)insurance undertakings and
assess the soundness of their financial position.

Option 3 - use of accountancy-based measures

615. On the side of benefits, it is possible to detect the following effects:
. Policyholders — none;
o Industry - the information may be more stable. Financial ratios are
already applied in some cases to derive the credit quality step.
. Supervisors — none.

616. On the side of costs, it is possible to detect the following effects:

o Policyholders - accountancy-based measures are more backward-
looking than forward-looking. It is difficult to derive automatic triggers
on financial ratios for the allocation of exposures to credit quality steps
since individual situations need a qualitative assessment (e.g. for
(re)insurance undertakings, the solvency ratio may be interpreted
differently should long-term guarantees measures be used or not).
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o Industry - this option penalises new entrants which do not have a
history of financial statements available. It is difficult to derive
automatic triggers on financial ratios for the allocation of exposures to
credit quality steps since individual situations need a qualitative
assessment (e.g. for (re)insurance undertakings, the solvency ratio
may be interpreted differently should long-term guarantees measures
be used or not).

o Supervisors - this option is more backward looking which is not in line
with the forward looking supervisory approach (will (re)insurance
undertakings be able to pay the future benefits?).

Option 4 - use of a simplification
617. On the side of benefits, it is possible to detect the following effects:

o Policyholders - lower costs for undertakings could potentially benefit
policyholders via lower prices;

J Industry - this option would reduce costs.

. Supervisors - none.

618. On the side of costs, it is possible to detect the following effects:
o Policyholders - this option would be less risk-sensitive and could
reduce policyholder protection in case the credit risk of undertakings
were underestimated;

J Industry - This option would not incentivise granular credit risk
management.
. Supervisors —none.

9.5.3. Comparison of options
619. All options considered have the benefit of reducing the reliance on

external ratings. However, there are severe cons for each of the option
considered (as outlined above).

620. The internal credit assessment option seems the most promising option in
terms of reducing systemic risk and pro-cyclicality. However at this stage,
requiring for all (re)insurance undertakings to develop a complex framework
for the assessment of credit for all of their exposures would be
disproportionate. That is why we have chosen to provide guidance to help
further developing this approach.

621. The preferred option is option 4 (use of simplification). Using a
simplification for all (re)insurance undertakings would increase the credit risk
of (re)insurance undertakings. On the other hand, it is simple and may be
proportionate in some cases. That is why it was chosen to consider a
simplified calculation within the framework of Article 88 on proportionality: by
making it an option and restricting the use to specific cases, the aim is to
counterbalance the cons.
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9.6. Treatment of guarantees, exposure guaranteed by a third-

9.6.1.
622.

party and exposures to regional governments and local
authorities (RGLA)

Policy options
During the development of this advice on the treatment of guarantees,

exposure guaranteed by a third-party and exposures to RGLAs, EIOPA has
identified four main policy issues for which different options have been
considered and debated:

e policy issue 1: Alignment of the treatment of guarantees by
Member States’ central governments and RGLA with the same risk
in the market risk module

e policy issue 2: Introduction of an intermediate treatment for
Member States’ RGLA with a risk different from Member States’
central governments

e policy issue 3: Recognition of guarantees by Member States’ central
governments and RGLA with the same risk for mortgages compliant
with Article 191 of the Delegated Regulation

e policy issue 4: Recognition of the risk-mitigating effect from a
partial guarantee for mortgages defined in Article 191 of the
Delegated Regulation

Policy issue 1: Alignment of the treatment of guarantees by Member States’
central governments and RGLA with the same risk in the market risk module

623.

During the analysis the following main options have been considered:

Option 1.1 - Alignment of the treatment for guarantees by RGLA listed in
ITS (EU) 2015/2011 in the market risk module to the treatment for
guarantees by Member States’ central government

Option 1.2 - No alignment (i.e. no change to the Delegated Regulation).

Policy issue 2: Introduction of an intermediate treatment for Member States’
RGLA with a risk different from Member States’ central governments

624.

During the analysis the following main options have been considered:

Option 2.1 - Alignment of the treatment for exposures to RGLA not listed
in ITS (EU) 2015/2011 with the treatment of exposures to non-EEA
central governments and central banks denominated and funded in their
domestic currency with credit quality step 2.

Option 2.2 - No alignment (i.e. no change to the Delegated Regulation).

Policy issue 3: Recognition of guarantees by Member States’ central
governments and RGLA with the same risk for mortgages compliant with Article
191 of the Delegated Regulation

625.

During the analysis the following main options have been considered:
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e Option 3.1 - Recognition of guarantees by Member States’ central
governments and RGLA listed in ITS (EU) 2015/2011 for mortgage loans
that meet the requirements in Article 191 of the Delegated Regulation.

e Option 3.2- No recognition (i.e. no change to the Delegated Regulation)

Policy issue 4: Recognition of the risk-mitigating effect from a partial
guarantee for mortgages defined in Article 191 of the Delegated Regulation

626. During the analysis the following main options have been considered:

e Option 4.1 Recognition of partial guarantees for unconditional and
irrevocable partial guarantees on mortgage loans that meet the
requirements in Article 191 of the Delegated Regulation provided by
Member States’ central governments or by RGLA listed in ITS (EU)
2015/2011.

e Option 4.2: No recognition (i.e. no change to the Delegated Regulation).

9.6.2. Analysis of impacts

Policy issue 1: Alighment of the treatment of guarantees by Member
States’ central governments and RGLA with the same risk in the market
risk module

Option 1.1 - Alignment
627. On the side of benefits, it is possible to detect the following effects:

e Policyholders - Level playing field with the banking sector.
Consistent treatment of the guarantees issued by RGLA in all
modules of the standard formula.

e Industry - Level playing field with the banking sector. Consistent
treatment of the guarantees issued by RGLA in all modules of the
standard formula.

e Supervisors - Level playing field with the banking sector. Consistent
treatment of the guarantees issued by RGLA in all modules of the
standard formula.

628. On the side of costs, it is possible to detect the following effects:

e Policyholders - Minimal implementation costs (according to
stakeholders).
e Industry - Minimal implementation costs (according to

stakeholders).
e Supervisors — None

Option 1.2 - No alignment
629. On the side of benefits, it is possible to detect the following effects:

e Policyholders - None.

e Industry - None.
e Supervisors — None.
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630. On the side of costs, it is possible to detect the following effects:

e Policyholders - No level playing field with the banking sector. No
consistent treatment of the guarantees issued by RGLA in all
modules of the standard formula.

e Industry - No level playing field with the banking sector. No
consistent treatment of the guarantees issued by RGLA in all
modules of the standard formula.

e Supervisors — No level playing field with the banking sector. No
consistent treatment of the guarantees issued by RGLA in all
modules of the standard formula.

Policy issue 2: Introduction of an intermediate treatment for Member
States’ RGLA with a risk different from Member States’ central
governments

Option 2.1 - Intermediate treatment
631. On the side of benefits, it is possible to detect the following effects:

e Policyholders - Level playing field with the banking sector. More
accurate reflection of the risk of RGLA not listed in ITS (EU)
2015/2011.

e Industry - Level playing field with the banking sector. More
accurate reflection of the risk of RGLA not listed in ITS (EU)
2015/2011. An analysis based on quantitative reporting templates
(QRTs) for individual undertakings from EEA countries indicates that
investments in RGLA with a volume of 42 bn EUR would be affected.

e Supervisors - Level playing field with the banking sector. More
accurate reflection of the risk of RGLA not listed in ITS (EU)
2015/2011.

632. On the side of costs, it is possible to detect the following effects:

e Policyholders - Minimal implementation costs (according to
stakeholders).
e Industry - Minimal implementation costs (according to

stakeholders).
e Supervisors - None.

Option 2.2 - No intermediate treatment
633. On the side of benefits, it is possible to detect the following effects:

e Policyholders - None.

e Industry - keeps the current structure of the standard formula
which may be seen as simpler.

e Supervisors - keeps the current structure of the standard formula
which may be seen as simpler.

634. On the side of costs, it is possible to detect the following effects:
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Policyholders — No level playing field with the banking sector. The
reflection of the risk of RGLA not listed in ITS (EU) 2015/2011 is
not more accurate.
Industry - No level playing field with the banking sector. The
reflection of the risk of RGLA not listed in ITS (EU) 2015/2011 is
not more accurate.
Supervisors - No level playing field with the banking sector. The
reflection of the risk of RGLA not listed in ITS (EU) 2015/2011 is
not more accurate..

Policy issue 3: Recognition of guarantees by Member States’ central
governments and RGLA with the same risk for mortgages compliant with
Article 191 of the Delegated Regulation

Option 3.1 — Recognition
635. On the side of benefits, it is possible to detect the following effects:

Policyholders — More accurate reflection of the risk, . Level playing
field with the banking sector. Consistent treatment of guarantees
within the counterparty default risk module.

Industry - More accurate reflection of the risk. Level playing field
with the banking sector. Consistent treatment of guarantees within
the counterparty default risk module and the spread risk sub-
module.

Supervisors — More accurate reflection of the risk. Level playing
field with the banking sector. Consistent treatment of guarantees
within the counterparty default risk module and the spread risk
sub-module.

636. On the side of costs, it is possible to detect the following effects:

Policyholders - Minimal implementation costs (according to
stakeholders).
Industry - Minimal implementation costs (according to

stakeholders).
Supervisors — None.

Option 3.2 — No Recognition
637. On the side of benefits, it is possible to detect the following effects:

Policyholders — None.
Industry — None.
Supervisors — None.

638. On the side of costs, it is possible to detect the following effects:

Policyholders - Reflection of the risk is nhot more accurate. No level
playing field with the banking sector. No consistent treatment of
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guarantees within the counterparty default risk module and the
spread risk sub-module.

Industry - Reflection of the risk is not more accurate. No level
playing field with the banking sector. No consistent treatment of
guarantees within the counterparty default risk module and the
spread risk sub-module.

Supervisors — Reflection of the risk is not more accurate. No level
playing field with the banking sector. No consistent treatment of
guarantees within the counterparty default risk module and the
spread risk sub-module.

Policy issue 4: Recognition of the risk-mitigating effect from a partial
guarantee for mortgages defined in Article 191 of the Delegated

Regulation

Option 4.1 - Recognition
639. On the side of benefits, it is possible to detect the following effects:

Policyholders - Increased risk sensitivity. Level playing field with
the banking sector.

Industry - Increased risk sensitivity. This would affect Dutch
residential mortgages which are partially guaranteed with a volume
of ca. 16bn EUR. Level playing field with the banking sector.
Supervisors — Increased risk sensitivity. Level playing field with the
banking sector.

640. On the side of costs, it is possible to detect the following effects:

Policyholders - Minimal implementation costs (according to
stakeholders). Increased complexity of the standard formula.
Industry - Minimal implementation costs (according to

stakeholders). Increased complexity of the standard formula.
Supervisors - Increased complexity of the standard formula.

Option 4.2 — No recognition
641. On the side of benefits, it is possible to detect the following effects:

Policyholders — No increased complexity of the standard formula.
Industry — No increased complexity of the standard formula.
Supervisors — No increased complexity of the standard formula.

642. On the side of costs, it is possible to detect the following effects:

Policyholders — No increased risk sensitivity. No level playing field
with the banking sector.

Industry - No increased risk sensitivity. No level playing field with
the banking sector.

Supervisors — No increased risk sensitivity. No level playing field
with the banking sector.

145



9.6.3. Comparison of options

643. Regarding policy issue 1 (Alignment of the treatment of guarantees by
Member States’ central governments and RGLA with the same risk in the
market risk module) the preferred option is option 1.1 (Alignment) based on
a comparison of the benefits and costs.

644. Regarding policy issue 2 (Introduction of an intermediate treatment for
Member States’ RGLA with a risk different from Member States’ central
governments) the preferred option is option 2.1 (Intermediate treatment)
based on a comparison of the benefits and costs.

645. Regarding policy issue 3 (Recognition of guarantees by Member States’
central governments and RGLA with the same risk for mortgages compliant
with Article 191 of the Delegated Regulation) the preferred option is option
3.1 (Recognition) based on a comparison of the benefits and costs.

646. Regarding policy issue 4 (Recognition of the risk-mitigating effect from a
partial guarantee for mortgages defined in Article 191 of the Delegated
Regulation) the preferred option is option 4.1 (Recognition) based on a
comparison of the benefits and costs.

9.7. Risk-mitigation techniques
9.7.1. Policy options

647. During the development of this advice on risk-mitigation techniques,
EIOPA has identified three main policy issues for which different options have
been considered and debated:

e policy issue 1: frequency of exposure adjustments;

e policy issue 2: maturity of the contracts and

e policy issue 3: Recognition of reinsurance where the reinsurance
undertaking ceases to comply with the SCR.

648. The first two policy issues are related to the technical advice on rolling
hedges.

Policy issue 1: Frequency of exposure adjustments

649. Article 209(3) of the Delegated Regulation allows the full recognition of
risk-mitigation techniques where the contractual arrangements will be in
force for less than 12 months provided the replacement of the risk-mitigation
technique does not take place more often than every three months (and
other criteria are met). Due to the absence of a legal definition for the term
“risk-mitigation technique” there is some uncertainty regarding the
adjustments that are permitted under Article 209(3).

650. There can be different reasons for adjustments: First, the risk exposure of
the (re)insurance undertaking may have changed. Second, contracts that
were used for risk-mitigation purposes may expire. Third, other contracts or
contract modifications may be more favourable.
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651. Restrictions on the frequency of adjustments reduce the renewal risk and
simplify the assessment whether the condition mentioned above is met. At
the same time such restrictions may prevent insurance undertakings from
adjusting their risk-mitigation to changes in their risk position on a timely
basis.

652. In the following the term “Exposure adjustment” means the situation
where the insurance undertakings enters into new contracts, terminates
contracts (fully or partially) or enters into offsetting contracts to reflect
changes in the hedged position (e.g. entering into additional short future
contracts on a stock X because more stocks X were purchased).

653. One question to consider is how often exposure adjustments should be
allowed. In this respect the following options have been considered:

a. Option 1.1 - No restriction on the frequency of exposure adjustments.

b. Option 1.2 - Possibility of exposure adjustments with a fixed maximum
frequency (e.g. quarterly, monthly or weekly).

c. Option 1.3 - Possibility of exposure adjustments with a fixed maximum
frequency combined with pre-defined additional exposure adjustments.

Policy issue 2: Maturity of the contracts

654. Another question to consider is whether there should be any restrictions
on the maturity of the contracts used. In this respect the following options
have been considered:

a. Option 2.1 - No restriction on the maturity of the contracts.
b. Option 2.2 - Restrictions on the maturity of the contracts

Policy issue 3: Recognition of reinsurance where the reinsurance
undertaking ceases to comply with the SCR

655. For reinsurance contracts where the reinsurance undertaking afterwards
ceases to comply with the SCR, Article 211(3) of the Delegated Regulation
allows an exceptional partial recognition provided certain conditions are met.
Stakeholders pointed out that (re)insurance undertaking may find it difficult
to demonstrate that this is the case.

656. A balance has to be struck between potential insufficient protection and
possibly unnecessary negative consequences in case of a timely restoration of
compliances.

657. On this basis the following options have been considered:

e Option 3.1 - No recognition in case the reinsurance undertaking
ceases to comply with the SCR.
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Option 3.2. Partial recognition for a limited period unless the
reinsurance undertaking ceases to comply with the MCR.

9.7.2. Analysis of impacts

Policy issue 1: Frequency of exposure adjustments

Option 1.1 - No restriction on the frequency of exposure adjustments
658. On the side of benefits, it is possible to detect the following effects:

Policyholders — Maximum flexibility for (re)insurance undertakings
in terms of arrangements for risk-mitigation. Where this results in
better risk management policyholders benefit through lower risk or
higher benefits;

Industry - Maximum flexibility for (re)insurance undertakings in
terms of arrangements for risk-mitigation.

Supervisors — Maximum flexibility for (re)insurance undertakings in
terms of arrangements for risk-mitigation with the potential for a
better risk management. Where the outcome is better risk
management this would be in line with the objectives of
supervisors.

659. On the side of costs, it is possible to detect the following effects:

Policyholders - The increasing complexity of the arrangement
makes assessing compliance with the requirements in Article
209(3) of the Delegated Regulation more difficult. In addition, more
frequent adjustments increase the costs and the potential for
mistakes. This may lead to higher risks and an underestimation of
the SCR and consequently to reduced policyholder protection.

Industry - The assessment of compliance for full recognition
requires more involvement and consequently is more costly. A
possible underestimation of the SCR (see previous paragraph) may
result in insufficient capital buffers. In addition, more frequent
adjustments increase the costs and the potential for mistakes.

Supervisors — The assessment of compliance for full recognition is
more involved and consequently more costly. A possible
underestimation of the risk may result in insufficient capital buffers.

Option 1.2 Possibility of exposure adjustments with a fixed maximum

frequency

660. On the side of benefits, it is possible to detect the following effects:

Policyholders — The assessment of the conditions set out in Article
209(3) of the Delegated Regulation is easier. This makes an
erroneous recognition and the resulting possible underestimation of
the SCR less likely. The lower frequency of adjustments reduces
costs and the potential for mistakes.
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Industry — The assessment of compliance with the conditions for full
recognition is less involved which reduces costs. The reduced
potential for an underestimation of the SCR (see previous
paragraph) makes insufficient capital buffers less likely. The lower
frequency of adjustments reduces costs and the potential for
mistakes.

Supervisors — The assessment of compliance with the conditions for
full recognition is less involved which makes supervision easier. The
reduced potential for an underestimation of the SCR (see previous
paragraph) makes insufficient capital buffers less likely. The lower
frequency of adjustments reduces costs and the potential for
mistakes.

661. On the side of costs, it is possible to detect the following effects:

Policyholders - The restrictions may result in larger unhedged
exposures than deemed desirable by the (re)insurance undertaking
with the result of higher risks than necessary for policyholders.
Industry — The restrictions may result in larger unhedged exposures
than deemed desirable by the (re)insurance undertaking.
Supervisors - The restrictions may result in larger unhedged
exposures than deemed desirable by the (re)insurance undertaking
with the result of higher risks.

Option 1.3 Possibility of exposure adjustments with a fixed maximum
frequency combined with pre-defined additional exposure adjustments

662. On the side of benefits, it is possible to detect the following effects:

Policyholders - Less frequent adjustments than in option 1a.1 but
more flexibility than in option 1a.2 with the associated benefits.
Industry - Less frequent adjustments than in option 1a.1 but more
flexibility than in option 1a.2 with the associated benefits.
Supervisors - Less frequent adjustments than in option 1la.l1 but
more flexibility than in option 1a.2 with the associated benefits.

663. On the side of costs, it is possible to detect the following effects:

Policyholders - Less frequent adjustments than in option 1a.1 but
more flexibility than in option 1a.2 with the associated costs. There
is the risk that the predefined exceptional exposure adjustments do
not cover all relevant situations which would result in higher risk
than necessary.

Industry - Less frequent adjustments than in option 1a.1 but more
flexibility than in option 1a.2 with the associated costs. There is the
risk that the predefined exceptional exposure adjustments do not
cover all relevant situations which would result in higher risk than
necessary. The definition of exceptional circumstances may entail
costs (e.g. for discussions with supervisors).

Supervisors - Less frequent adjustments than in option 1la.1 but
more flexibility than in option 1a.2 with the associated benefits.
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There is the risk that the predefined exceptional exposure
adjustments do not cover all relevant situations which would result
in higher risk than necessary. The definition of exceptional
circumstances may result in discussions with (re)insurance
undertakings with the associated costs.

Policy issue 2: Maturity of the contracts

Option 2.1 - No restriction on the maturity of the contracts
664. On the side of benefits, it is possible to detect the following effects:

Policyholders - the (re)insurance undertaking has maximal
flexibility in the choice of the contract. Where this results in lower
risk and/or costs policyholders benefit;

Industry - the (re)insurance undertaking has maximal flexibility in
the choice of the contract.

Supervisors - Policyholders - the (re)insurance undertaking has
maximal flexibility in the choice of the contract. Where this results
in lower risk this is in line with the objectives of supervisors;

665. On the side of costs, it is possible to detect the following effects:

Policyholders - in case the (re)insurance undertaking uses short-
term contracts the renewal risk increases. Moreover, the
assessment whether the conditions for full recognition are met
becomes more difficult with the potential for an underestimation of
the SCR. As a result the risk for the policyholder increases.

Industry - The assessment of compliance for full recognition is
more involved and consequently more costly. A possible
underestimation of the SCR (see previous paragraph) may result in
insufficient capital buffers.

Supervisors — The assessment of compliance for full recognition is
more involved and consequently more costly. A possible
underestimation of the SCR may result in insufficient capital
buffers.

Option 2.2 - Restrictions on the maturity of the contracts
666. On the side of benefits, it is possible to detect the following effects:

Policyholders -The renewal risk decreases. The assessment whether
the conditions for full recognition are met is less difficult with a
reduced potential for an underestimation of the SCR.

Industry - The assessment of compliance for full recognition is less
involved and consequently less costly. There is a reduced risk of
underestimating the SCR which may result in insufficient capital
buffers.

Supervisors — The assessment of compliance for full recognition is
less involved and consequently less costly. There is a reduced risk
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of underestimating the SCR which may result in insufficient capital
buffers.

667. On the side of costs, it is possible to detect the following effects:

Policyholders - The restriction on the maturity may increase the
costs of the risk-mitigation or make it too costly with the
consequence of lower or more risky benefits.

Industry - The restriction on the maturity may increase the costs of
the risk-mitigation or make it unattractive.

Supervisors - The restriction on the maturity may increase the
costs of the risk-mitigation or make it too costly with the
consequence of more risk than necessary.

Policy issue 3: Recognition of reinsurance where the reinsurance
undertaking ceases to comply with the SCR

Option 3.1 - No recognition in case the reinsurance undertaking ceases
to comply with the SCR
668. On the side of benefits, it is possible to detect the following effects:

Policyholders — The higher level of the SCR results in a higher level
of protection;

Industry — The risk that the SCR is insufficient with the potential
result of a shortfall in capital is reduced.

Supervisors - The risk that the SCR is insufficient with the potential
result of a shortfall in capital is reduced.

669. On the side of costs, it is possible to detect the following effects:

Policyholders - In case the reinsurance undertaking can restore
compliance within the prescribed timeframe the short-term “spike”
in the SCR may have negative effects like short-term adjustments
to the investment portfolio that are detrimental in the longer term
or less new business. This could impact the level of future benefits
negatively. In the worst case the insurance undertaking would no
longer comply with its SCR.

Industry - In case the reinsurance undertaking can restore
compliance within the prescribed timeframe the short-term “spike”
in the SCR may have negative effects like short-term adjustments
to the investment portfolio that are detrimental in the longer term
or less new business. In the worst case the insurance undertaking
would no longer comply with its SCR.

Supervisors - In case the reinsurance undertaking can restore
compliance within the prescribed timeframe the short-term “spike”
in the SCR may have negative effects like short-term adjustments
to the investment portfolio that are detrimental in the longer term
or less new business. In the worst case the insurance undertaking
would no longer comply with its SCR.
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Option 3.2 - Partial recognition for a limited period unless the
reinsurance undertaking ceases to comply with the MCR

670. On the side of benefits, it is possible to detect the following effects:

e Policyholders - The negative effects in case of a temporary breach
described above are avoided.

e Industry - The negative effects in case of a temporary breach
described above are avoided.

e Supervisors — The negative effects in case of a temporary breach
described above are avoided.

671. On the side of costs, it is possible to detect the following effects:

e Policyholders - in case the reinsurance undertaking should become
insolvent the loss exceed the corresponding capital charge with
possible negative effects for the solvency position of the
(re)insurance undertaking. With option 2.1 the loss would have
been anticipated earlier.

e Industry - in case the reinsurance undertaking should become
insolvent the loss exceed the corresponding capital charge with
possible negative effects for the solvency position of the
(re)insurance undertaking. With option 2.1 the loss would have
been anticipated earlier.

e Supervisors - in case the reinsurance undertaking should become
insolvent the loss exceed the corresponding capital charge with
possible negative effects for the solvency position of the
(re)insurance undertaking. With option 2.1 the loss would have
been anticipated earlier.

9.7.3. Comparison of options

672. Regarding policy issue 1 (Frequency of the exposure adjustments) the
preferred option is option 1.3 (Combination of fixed maximum frequency with
predefined triggers) for the exposure adjustments. The predefined exposure
adjustments provide flexibility for exposure adjustments in exceptional
circumstances while the normal fixed maximum frequency limits the
complexity.

673. Regarding policy issue 2 (Maturity of the contracts) the preferred option is
option 2.2 (restrictions) for the restrictions on the maturity of the contracts.
This limits the renewal risk while the possible disadvantages for the chosen
minimum maturity seem not very material.

674. Regarding policy issue 3 (Recognition of reinsurance where the
reinsurance undertaking ceases to comply with the SCR) the preferred option
is option 3.2 (Partial recognition for a limited period unless the reinsurance
undertaking ceases to comply with the MCR). A temporary “spike” in the SCR
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could have meaningful negative consequences while the risks associated with
a temporary partial recognition of the reinsurance seem acceptable.

9.8. Look-through approach: investment related vehicles

9.8.1. Policy options
675. During the development of this advice on the look-through approach,

EIOPA has identified two main policy issues for which different options have
been considered and debated:

e policy issue 1:scope of extension of the look-through approach; and
e policy issue 2: mandatory look through approach for related investment
vehicles.

Policy issue 1 - scope of extension of the look-through approach
676. With respect to the extension of the look-trough approach the following

options have been considered:

e Option 1.1 - extension to all investment related undertakings (broader
extension): “Investment related undertakings” are identified when the
investment vehicle/entity is a subsidiary undertaking or other undertaking
in which a participation is held, or an undertaking linked with another
undertaking by a relationship as set out in Article 12(1) of Directive
83/349/EEC?,

e Option 1.2 - extension to participations (narrower extension): the look
through approach should be applied to investment related vehicles which
qualify as “participations”. “Related investment undertakings in the form
of participations” are identified when:

a) the insurance undertaking owns directly, or by way of control, 20%
or more of the voting rights or capital of an investment entity/vehicle; or
b) the insurance undertaking may effectively exercise a significant
influence over the investment vehicle/entity.

Policy issue 2: Mandatory look-through approach for related investment
vehicles.

With respect to the mandatory extension of the look-trough approach for related
investment vehicles the following options have been considered:

e Option 2.1- Mandatory when higher SCR is likely: the application of the
look through approach should be mandatory only when SCR resulting from
its application is likely to be higher (more conservative) than the
corresponding equity risk charge.

33 Seventh Council Directive 83/349/EEC of 13 June 1983 based on the Article 54 (3) (g) of the Treaty on
consolidated accounts
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e Option 2.2 - Mandatory in all cases: The application of the look through
approach should be mandatory in all cases, regardless whether it is likely
to determine a lower SCR.

9.8.2. Analysis of impact

Policy issue 1 - scope of extension of the look-through approach

Option 1.1 - extension to all investment related undertakings (broader
extension)
677. On the side of benefits, it is possible to detect the following effects:

e Policyholders - this option would be more risk sensitive, so the SCR
effectively reflects the underlying risks benefiting policyholder
protection.

e Industry - level playing field among entities in which the “influence”
is exercised by several entities in combination and participated
entities.

e Supervisors - from a prudential perspective, this approach properly
covers cases in which the “influence” is exercised by several entities
in combination (group structure).

678. On the side of costs, it is possible to detect the following effects:

e Policyholders - this option might generate less conservative SCR
when dealing with property investment structures.

e Industry - this option would be more costly as the scope of the
extension of the look through will be larger.

e Supervisors - this option might determine more effort in doing the
supervision for entities belonging to groups.

Option 1.2 - extension to participations (narrower extension)
679. On the side of benefits, it is possible to detect the following effects:

e Policyholders - none

e Industry - this option would be less burdensome in terms of costs
and operational tasks than option 1.1.

e Supervisors - from a prudential perspective, “control” over a
related undertaking might mean effective influence on asset
management. So supervision might be straightforward.

680. On the side of costs, it is possible to detect the following effects:

e Policyholders - this option would be less risk-sensitive. Some
investment related undertakings are not subject to look through;

e Industry - this option would result in difference in treatment among
similar entities (same type of business) in a group (i.e. if some are
participated and others are not);

e Supervisors - this option would not address properly cases where a
number of entities within a group hold voting rights or capital in an
undertaking that when combined together, amount to 20 % or
more of the undertaking’s voting rights or capital.
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Policy issue 2: Look through approach for related investment vehicles:
mandatory vs optional

Option 2.1 - Mandatory when higher SCR is likely
681. On the side of benefits, it is possible to detect the following effects:

e Policyholders — none;

e Industry - this option would allow insurance undertakings not to
apply the full look through when it will be too costly;

e Supervisors - this option might alleviate supervisory check when
SCR is conservative enough.

682. On the side of costs, it is possible to detect the following effects:

e Policyholders — SCR not always linked to underlying risks;

e Industry - this option might generate different SCR for similar
investments;

e Supervisors - this approach relies upon qualitative assessment
(expert judgment). It might generate different SCR for similar
cases. The application of the look-through is relevant also in the
context of risk management purposes. No reason why there should
be a specific treatment as regards look-through for related
undertakings.

Option 2.2 — Mandatory in all cases
683. On the side of benefits, it is possible to detect the following effects:

e Policyholders - SCR fully reflecting risk exposure benefiting
policyholder protection;

e Industry - This option would be better from a risk management
perspective

e Supervisors - this option would be more risk-sensitive.

684. On the side of costs, it is possible to detect the following effects:

e Policyholders - none;
e Industry - burden for undertakings is unavoidable;
e Supervisors - none.

9.8.3. Comparison of options

685. With respect to policy issue 1 (scope of the extension of the look through
approach) the preferred option is option 1.1. (extension to all investment
related undertakings). This approach is more risk-sensitive and appropriately
covers cases in which the “influence” is exercised by several entities in
combination.

686. With respect to policy issue 2 (mandatory look through approach for
related investment vehicles) the preferred option is option 2.2 (mandatory in
all cases). The alternative may be seen as a simplification but since there is
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no particular reason to treat investment related undertakings in a different
manner than other funds where look-through is required, the general
principle should apply. In the context of EIOPA’s work on simplifying the look-
through, the option to make look-through mandatory only where it leads to a
higher SCR may be further investigated.

9.9. Undertaking specific parameters
9.9.1. Policy options

687. During the development of the advice on USPs, EIOPA has identified the
following three main policy issues:

e Policy issue 1: should the data criteria be changed;

e Policy issue 2: should the current USP methods be changed;

e Policy issue 3: should a new USP method for non-proportional reinsurance
be introduced.

Policy issue 1: should the data criteria be changed

688. The proposals received by stakeholders related mainly to changing the
underlying assumptions that the aggregated losses should follow a log-
normal distribution. This is not possible, as explained above, given that it is
an underlying assumption for the calculation of the SCR standard formula for
premium and reserve risk and because the underlying assumptions of USP
methods should be the same.

689. Given the number of USPs approved, it was decided not to consider this
policy option anymore.

Policy issue 2: should the current USP methods be changed

690. Proposals were received for changing the methods for USP for premium
risk. These proposals had cons that led not to consider this policy option
further.

691. One of the main cons is that changing USP methods for premium risk
means that all approved USP would need to be resubmitted and this would
result in a large amount of work for undertakings and NSAs.

692. Other issues were that the methods were not compliant with the
underlying assumptions of the standard formula, either because it was
suggested to relax the log-normality assumption or because the methods
proposed were not used when calibrating the parameters of the standard
formula.

Policy issue 3: should a new USP method for non-proportional
reinsurance be introduced

693. Article 218 of the Delegated Regulation provides that in the non-life
premium and reserve risk sub-module, the adjustment factor for non-

156



proportional reinsurance referred to in Article 117(3) of the Delegated
Regulation may be replaced by undertaking-specific parameter.

694. A suggestion was made by stakeholders to introduce a new USP method
for certain types of non-proportional reinsurance treaties that are called
“stop-loss” treaties. The following options have been considered

e Option 3.1 - extend the number of methods for USP for adjustment
factor for non-proportional reinsurance to stop-loss treaties.

e Option 3.2 - do not extend the number of methods for USP for
adjustment factor for non-proportional reinsurance to stop-loss
treaties.

9.9.2. Analysis of impacts

Policy issue 3: should a new USP method for non-proportional
reinsurance be introduced

Option 3.1 - extend the number of methods for USP for adjustment
factor for non-proportional reinsurance to stop-loss treaties

695. On the side of benefits, it is possible to detect the following effects:

e Policyholders - the USP would allow for appropriate recognition of
stop-loss treaties which reinforce the risk management of
(re)insurance undertakings and provides incentives for them to buy
stop-loss treaties, which increase their financial soundness and
policyholders’ protection.

e Industry - the USP would allow for appropriate recognition of stop-
loss treaties which reinforce the risk management of (re)insurance
undertakings

e Supervisors — none.

696. On the side of costs, it is possible to detect the following effects:

e Policyholders - none.

e Industry - this increases the complexity of the SCR standard
formula since (re)insurance undertakings need to make an
assessment to judge whether the USP for excess-of-loss treaties or
the USP for stop-loss treaties would be more appropriate.

e Supervisors - this additional method means that there may be
more supervisory approvals.

Option 3.2 - do not extend the number of methods for USP for
adjustment factor for non-proportional reinsurance to stop-loss treaties

697. On the side of benefits, it is possible to detect the following effects:

e Policyholders — none.

e Industry - this does not increase the complexity of the standard
formula.

e Supervisors - this does not increase the complexity of the standard
formula.
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698. On the side of costs, it is possible to detect the following effects:

Policyholders — appropriate and specific reinsurance transfers may
not be recognised which does not provide an incentive to
(re)insurance undertakings to protect themselves via reinsurance
treaties and that may lead to increasing risk retained by
undertakings.

Industry - appropriate and specific reinsurance transfers may not
be recognised which does not contribute to proper risk
management.

Supervisors — none.

9.9.3. Comparison of options

699. Regarding policy issue 3 (should a new USP method for non-proportional
reinsurance be introduced) the preferred option is option 3.1 (extend the
number of methods for USP for adjustment factor for non-
proportional reinsurance to stop-loss treaties). Even if the standard
formula complexity is increased by the introduction of such methodology, the
benefits to policyholders’ protection and to the risk management of
(re)insurance undertakings argue in its favour.
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