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OPSG (EIOPA
Occupational Pensions
Stakeholder Group)

12.

In its draft answer to the CfA, EIOPA gives much weight to the
holistic balance sheet. The main reason stems from the CfA,
which asks EIOPA to consider “The possibility to restate the
value of assets in the IORP and liabilities of the sponsoring
undertakings into a single balance sheet, including the possibility
to recognise sponsor covenants and claims in pension protection
schemes as an asset similar to reinsurance”. The EIOPA reply
makes clear that EIOPA considers that it could be possible, but
does not state whether it is the most appropriate or practical
supervisory instrument.

The OPSG is happy that the European Commission and EIOPA
recognise that the steering instruments should be accounted for
in the supervisory framework and that capital buffers are not the
only security mechanism of IORPs. For instance the sponsor
covenant and security mechanisms, like the option to increase
(future) contributions or to apply benefits adjustment
mechanisms, are assets that lower upfront solvency capital
requirements.

EIOPA states that an holistic balance sheet (HBS) approach
would enable the supervisors to adopt the same framework for
IORPs covered by the various forms of support as mentioned in
article 17 of the IORP Directive (e.g. no sponsor support or
where sponsor bears some or all of the risk). Although it is
important that members understand the security of their
benefits, the HBS should not be targeted to members, since it is
far too complex and in many cases will not improve the insights
of members.

The OPSG considers that it may be helpful to adopt an holistic

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept, and that
complexity and
proportionality are
very important issues.

It may be appropriate
to rename the HBS
and to standardise
other aspects of
pensions terminology.
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framework, but does not think that the term “holistic balance
sheet” is appropriate as:

1. it is not a balance sheet in an accounting sense, and does
not comply with IFRS, and the term “balance sheet” may be
used inappropriately e.g. as a measure of a contingent liability in
the sponsor’s corporate accounts;

2. this implies that all of the elements can be quantified
precisely, whereas the value assigned to some of the
components needs quite some judgement and is likely to be
subjective and approximate, and might perhaps be better
understood by considering a range of outcomes rather than a
single discounted value of future cash flows.

The OPSG strongly believes that both an impact assessment
and a quantitative impact study (QIS) are needed before at level
1 it can be decided that an holistic framework should be
adopted. With no clear insight into the possible consequences,
not even by EIOPA itself, no sensible decision on principles can
and should be made. We are therefore happy that EIOPA is to do
a QIS and we are looking forward to discussing both the way the
QIS will be conducted and the outcomes with EIOPA. Important
in this impact analysis and QIS are the macro consequences on
the economy as well as on the pension sector. To give one
possible example: the current IORP Directive leaves room for
calculating the technical provision based on a bond discount rate
(i.e. a matching approach or “risk-free”) or using “expected
return on assets” (i.e. a budgeting approach). The shift from
discounting based on expected return to risk-free would lead to
a substantial increase of the technical provision in some Member
States. The macro consequence would be a possibly substantial
increase in pension contributions, which could lead to lower
accrual of new benefits, no indexation or cutting benefits. This in
turn could lead to a slowdown in consumption which will have an
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effect on the broader economy. For companies, the need to
commit additional capital to support pension provision will mean
a reduction in investment in their business, leading to a
slowdown in economic growth and development. A further
consequence of the proposed approach could be a reduction in
the investment of pension funds in equity or growth assets,
which could have a significant negative impact on capital
markets.

When looking at the security of pension benefits, the OPSG
suggests that this will be done using a holistic approach as put
forward by the European Commission in its Green Paper on
pensions (please note that the term *holistic approach’ explicitly
does not refer to the holistic balance sheet or the holistic
framework mentioned above). Supervision should strike a
balance between affordability, adequacy and level of security,
whereas a focus on security only could lead to more secure, but
also lower and more expensive pensions. As mentioned earlier,
both an impact assessment and QIS are needed before one can
conclude whether or not such a balance has been struck by the
proposals put forward by EIOPA. If this is unclear, we foresee
the risk of piling prudence on prudence, an approach also not
intended by EIOPA to our understanding.

A revised IORP Directive and accompanying supervisory
framework should be flexible enough to support and
accommodate future developments and innovation of pension
systems and pension schemes. We see and foresee a broad
spectrum of pension schemes, between the ends of the
spectrum of hard DB benefits and individual DC benefits. All
sorts of hybrid pensions are being developed and most likely will
emerge in the future; the revised Directive should be forward
looking in that respect.

The OPSG considers that the level of security of the pension
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promise is part of the pension deal and should be left to Member
States and to social partners offering pensions via an IORP. The
warranted security and level of benefits is dependent on many
factors, including first pillar, state pensions, tax and Social and
Labour Law. Therefore, no harmonisation of the security of
benefits is either wanted or needed. The difference in security of
benefits should be mirrored in the valuation of the benefits. A
guaranteed pension of € 1.000 in 10 years time (with many
security mechanisms in place) is of greater value to the member
than a € 1.000 benefit which is less secure, with the assets
backing it being invested in more risky investments and if there
are no safety valves. This could be reflected in the discount rate
(being either “risk-free” or expected equity return). The nature
and riskiness of the benefits should be reflected in the discount
rate used for discounting the future cash flows to establish the
technical provisions.

Recovery periods in case of underfunding or in case of
insufficient (contingent) assets to comply with the solvency
requirements should recognise the nature of pensions being
different from insurance. The recovery periods should be long
enough - years are far more appropriate than months - and
should be flexible. During the last crises many supervisors of
IORPs have granted extensions of recovery periods to prevent
too severe pressure on contributions and benefits with an
ultimate goal to stabilise the impact on the economy and society
and on the financial sector. Experience with risk based
supervision in some countries clearly indicates that supervisory
flexibility is of utmost importance for sustainability of the
pension system.

To conclude our general remarks with regard to CfA 5 and 6, we
want to make clear that the OPSG fully agrees with EIOPA that
good communication and transparency is necessary. This should
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be well balanced with security and prudential supervision. The
Groupe Consultatif (2010) mentioned that communication and
transparency seem to be the areas with most room for
improvement in the supervision of pension funds.(dO The OPSG
wants to emphasise once again that proportionality is of utmost
importance to prevent the net impact of supervision on the
benefits being negative due to too high costs or pressure to
adjust the benefits.

2. AbA Arbeitsgemeinschaft
fur betriebliche Altersver

12.

As described above, we are of the view that risk-based capital
requirements are inappropriate for IORPs. As such, we do not
support the holistic balance approach. Moreover, this approach
suffers from the problem that it represents a snap shot or point
in time view of the financial position of an IORP. Especially
considering that the holistic balance sheet will be based in large
part on market valuations, this snap shot may not be
representative of the longer term evolution of the IORP. And yet,
decisions impacting the IORPs viability would be based upon it.

The central assumptions underlying the holistic balance sheet
approach are taken from the Solvency II model i.e. market
consistent valuation of assets and liabilities, one year time
horizon, 99.5% confidence level etc. These assumptions would
lead to the following effects on existing IORPs in Germany:

O Extremely high own fund requirements resulting from

o] duration gap (mainly due to lack of appropriate long-
dated securities) and

o} historically low interest rates (which may not necessarily
reflect economic fundamentals)

O Extremely high volatility of own fund requirements due to
0 valuations based on point in time market values

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.
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o] currently high capital market volatility, in particular,
interest rate volatility

In the current environment where interest rates are kept
extremely low due to artificially low reference rates and
exceptional quantitative easing measures, a Solvency II
approach would lead to unaffordable capital requirements. This
cannot, objectively speaking, be considered risk-oriented.

The holistic balance sheet approach draws on an unmodified
Solvency II Directive as a “suitable starting point” and merely
incorporates the employer covenant and pension protection
schemes as additional assets used to cover the market value of
liabilities.

This means that a reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by the
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between the
financial assets on the one hand and technical provisions plus
solvency capital requirements on the other hand.

If the accounting profession adheres to the principle of
prudence, this inevitably resulting shortfall will likely find its way
into the financial statements of sponsors and/or pension
protection schemes, thereby creating a circular reference and, as
a consequence, systemic risk.

The current distinction in Article 17 between the various IORP
types has lead to the situation that IORPs in only 3 member
states are subject to own fund requirements (CEIOPS 2009). In
the case of Germany, most IORPs are subject to own fund
requirements even though they, or more accurately, their
members have recourse to the sponsoring employer in the event
the IORP should fail. It does not make sense to introduce new
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capital requirements that would only affect 3 member states, as
regulations in these 3 countries are currently more than
adequate.

3. ABVAKABO FNV 12. The idea of a holistic balance sheet seems to offer theoretical Noted.
possibilities for harmonisation, but the complexities involved .
: . ! . i EIOPA recognises that
make this an instrument that is unsuitable as a primary .
. there is much further
supervision tool. The concept should be developed further,
. S development needed
where both an impact assessment by the Commission and a .
e . to implement the HBS
quantitative impact study by EIOPA are essential, before any
. - concept, and that
decision can be made whether the holistic balance sheet can and .

. A, complexity and
should be used as a supervisory tool. The PF is willing to support roportionality are
both the EC and EIOPA in making these assessments if and propo Y&

very important issues.
when needed.
Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.
The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms
of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.
4, AEIP 12. 39. AEIP rejects the idea of imposing on EU level solvency II Noted.

type quantitative capital requirements.

40. However, if the commission would not refrain from capital
requirements on all types of IORPs, we would like to understand
the full consequence of the holistic approach as the possibility to
completely replace quantitative capital requirements by
qualitative elements or mitigation techniques.

EIOPA agrees that
quantitative impact
and cost/benefit
analysis are important
for a final decision.
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41. AEIP rejects the idea of valuing sponsor guarantees,
pension protection systems or possibilities to make benefits
conditional in an explicit quantitative way (monetary terms).

42, We invite EIOPA to consider a qualitative approach rather
than a quantitative balance sheet concept. AEIP would therefore
prefer the concept of *holistic approach’ instead of *holistic
balance sheet’.

43, The holistic approach is interesting and has positive and
negative aspects. We appreciate the EIOPA analysis on specific
characteritics of the IORP.

AEIP beleieves that any decision over this matter has a political
component, since there might be relevant impacts over the
structure and nature of occupational pension schemes in
Member States.

44, The nature of the commitment taken by the pension
vehicle is essential to design its supervisory framework. It is
clearly the case for the insurance companies in Solvency II. They
must guarantee their commitments. Not taking the nature of the
commitment into account, would lead to a de-level playing field
between different vehicles. There is a distinction between the
commitment of a scheme sponsor, and the commitment taken
by the pension institution. This is a strong argument in favour of
maintaining the distinction referred to in Article 17 of the IORP
Directive.

45, The concept of the holistic approach might be used
(taking in consideration the technical remarks) for the evaluation
of a pension scheme or system. It could therefore be used to
judge the sustainability of a pension scheme or system
independent of the vehicle which is used to finance it. The
analysis of the security and sustainability of the pension scheme
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goes and should go beyond the IORP directive as it applies to all
pension schemes or systems independent of the vehicle that is
used. The EC could address this in the forthcoming white paper
on pensions or take a separate initiative.

46. In favour of the holistic approach speaks that it allows
for the assessment of different pension contracts at an abstract
level. IORPs would consider elements that are beyond the IORP
itself and that are key differences from insurance. This could be
seen as representing the interrelation between social aspects
and prudential aspects within the field of occupational pensions.
Particularly the ability to rely to sponsor support and/or pensions
protection schemes and the existence of benefit adjustment
mechanisms. Steering mechanisms are considered, the
possibilities for arbitrage decrease, and difference with insurers
becomes visible.

47. There is also a lot against the holistic approach. Neither
the implementation measures nore the impact are very clear.
And the approach might be too cumbersome to work with.
Assuptions are accumulated, and create insecurities. An
important model risk will appear. The regulation of the IORP
should focus rather on the institution and not on the scheme.
Generally, the holistic approach is considered to be too complex
to be the regular and sole European supervisory instrument. It
could however be a useful option as an internal model for large
diversity of pension contracts (defined benefit, defined
contribution, hybrid schemes).

48. From a more technical point of view AEIP agrees with the
idea that a prudential approach should take into consideration
the distinction between guaranteed and conditional benefits (and
possibly discretionary benefits) including the existence of benefit
adjustment mechanisms. The level of security is indeed part of
pension contract. The extent of benefits to be evaluated and the
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actuarial method to be used will influence this component.

49, When putting on the asset side of the balance sheet
things like a sponsor covenant, it denies that in reality it is more
the liability side that is not fixed. Conditional benefits, or
adjustment mechanisms wherebye pensions are adapted when
assets are insufficient, are part of the pension promise and of
the liabilities, which are not fixed an can not be approached
through formulating an assumption. An obligation of means is
not equal to an obligation of results. This makes the solvency II
framework that is created for valuing obligations of results, less
workable for IORP’s.

50. Moreover, when a sponsoring employer is subject to
international accounting standards, he is obliged to hold in his
accounts a buffer reserve to cover his pension liabilities when
assets might be insufficient. Imposing the pension institution to
hold also a buffer reserve would mean that security on top of
security would be required. This is excessive. This is a strong
argument in favour of activating a sponsor covenant only when
it is needed.

51. The experience of the AEIP members with risk based
supervision clearly indicates that supervisory flexibility is of
utmost importance for sustainability.

We invite EIOPA to make the impact assessment of the holistic
approach.

5. AFPEN (France)

12.

14. The main problem of the Holistic Balance Sheet is that it
contains the essential aspects of the solvency II regime, i.e. the
“mark-to-market” criteria for the valuation of assets and
liabilities, a risk-sensitive calculation of the solvency capital
requirement as the value-at-risk with a 1-year-horizon and a
security level of 99,5%. The main problems related to these
concepts are:

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
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should be adopted for
calculation is a
separate issue which is
considered in chapters

15. O very high capital requirements due to the long duration
of liabilities, guaranteed benefits and the IORP typical duration
mismatch of assets and liabilities because of the longer duration
of liabilities compared to assets

9 and 10.
16. O very high capital requirements in times of low interest
rates
17. O volatile and arbitrary capital requirements in times of

fragile financial markets (interest rates, equity markets,...)

18. 1 the long-term risk diversification behavior of IORPs is
limited by the 1-year-horizon of the standard formula

19. 1 to high capital requirements due to the 1-year-horizon
given the long duration of liabilities and the marginal relevance
of short term fluctuations

20. [0 implementing the solvency II structure and
accomplishing all the legal and IT requirements is related to high
additional financial costs and manpower efforts

21. In the end the sum of the ingredients of solvency II will
have serious consequences. The require-ments of pillar I and III
suffice to account for severe or even life-threatening difficulties
for some IORPs with respect to handling the organizational and
financing the capital requirements due to the existing retirement
provisions. Forcing them to accomplish all the capital, legal and
IT requirements following the solvency II framework will lead to
rising cost. This will in turn reduce the benefits for existing
retirement provisions and / or increase the need of additional
financial contributions of the sponsoring undertaking. In the
medium-term a changeover from defined-benefit- to defined-
contribution-schemes due to excessive demands in defined-
benefit-schemes is very likely. The effect is a risk transfer from
the IORP respectively the sponsoring undertaking to the
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employee. Or-even worse-this process leads to an entire
termination of occupational pension covenants and the
disappearance of IORPs. These consequences stand in direct
contrast to the political objective target of securing retirement
provisions and are surely not intended to be the outcome of a
revised IROP Regulation.

22. To sum up this all together makes up for a veritable and
unintended paradox of the solvency II regulation approach. If for
security reasons the capital requirements for IORPs increase in
the end the employee is cursed for his own future security. In
other words: to avoid unlikely benefit reductions in the future we
accept definite benefit reductions in the present!

23. With the Holistic Balance Sheet (HBS) EIOPA tries to cope
with the problems mentioned above by taking into account some
special characteristics of IORPs. This is done by integrating two
additional assets—-additional financial contributions of the
employer and the pension protection schemes-as well as the
possibility to reduce liabilities because of benefit reductions. But
for the IORPs the HBS does not change the situation for the
better for the following reasons:

24. 1. Fundamental principles and problems of solvency II
remain unchanged

25. The general principles of the solvency II and especially of
pillar I remain unchanged. And therefore the implied
consequences mentioned above (“mark-to-market” valuation, 1-
year-horizon, volatility, arbitrariness, interest rate sensitivity,
financial costs and manpower efforts,...) remain problematic as
well. The HBS might indeed reduce the capital requirements for
IORPs but at this point severe follow-up difficulties arise.

26. 2. Concrete problems with the design of the HBS
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27.  The concrete design and functioning of the HBS creates
various essential problems. If the additional “security
mechanism” of IORPs are valued according to a “market-value”,
what is the concrete "market” value of the subsequent payments
of the sponsor or a possible pension protection mechanism in
place? How much is it "worth” to be able to reduce benefits in
case of a financial emergency? Shall these assets be allowed to
appear on the balance sheet already in the unstressed market-
value balance sheet or only to cover the losses of stressed
assets?

28. All these questions exemplify the immense difficulties due
to a plausible valuation, tiering and bal-ancing of assets and the
high degree of arbitrariness when it comes to quantifying these
additional assets according to “market-values”: there simply is
no concrete balance sheet value due to the nature of these
assets. So the attached values are highly arbitrary and therefore
contradict the notion of a neutral, objective and informative
balance sheet.

29. 3. Are ,new” assets ,new” liabilities as well?

30. It is very likely that the concrete value of the additional
assets will have to fill exactly that gap which the IROPs face
because of the changeover to the solvency II balance sheet. The
difference is the outcome of the market valuation of assets and
liabilities. So the seeming “market value” of the new assets is in
the end predetermined by the increase in the capital
requirements given the pillar I of solvency II which is described
above.

31. And this leads to the successive problem: If these “new”
assets enter the balance sheet of the IORP there “new” liability
will also have enter the balance sheet of the sponsoring
undertaking. Therefore the higher capital requirements of
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solvency II-as described above-will move to the balance sheets
of the employers. Again, as AFPEN argued in the pure-Solvency-
II-situation, the consequence would be the termination of
occupational pension retirement provisions and the
disappearance of many IORPs on a large scale.

32. 4. The “Holistic Balance Sheet Paradox”: Same security
as before, but dramatic consequences?

33. After all AFPEN wants to point out the inherent paradox
associated to the HBS: The security level for the employees is
exactly the same as before! Economically speaking nothing
changes, it is only a question of accounting and the interplay of
IORPs and employers, as was argued above. But due to the
dramatic rise in costs it is likely that this level of security is not
affordable anymore!

34. To the contrary: In AFPEN’s opinion, EIOPA has correctly
identified existing security mechanisms which can be called upon
in case of emergency so that the security of retirement
provisions is guar-anteed. And EIOPA has in particular noticed
the differences between IORPs and insurance undertakings.
Additionally, AFPEN would like to mention some further
distinctive features common to public sector IORPs that
differentiate institutions of the so-called “second” and “third”
pillar as far as benefit security is concerned:

35. e IORPs have got specific inbuilt security mechanisms
that ensure the solvency position of pension schemes. In some
pension schemes, contributions and the main benefit parameters
can be modified by the employers and the employees’
representatives.

36. e Many pension schemes, especially of the public sector in
the Netherlands, the Scandinavian countries or in Germany,
foresee paritarian management. Paritarian management involves
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social partners in the Board of Directors of the IORP or in similar
internal supervisory bodies. Due to paritarian representation, the
interests both of the employers and of the employees and
beneficiaries are well-balanced and the benefit security can
therefore be ensured.

37. e Due to the fact that IORPs in the public sector are Not-
for-Profit-organizations the possibility of a potential trade-off
between the aim “consumer protection” and profit maximizing
behavior and dividend payments are minimized.

38. e The long term investment horizon of IORPs and the
impossibility of capital withdrawal (nearly no benefits before
retirement) also strengthens benefit security.

39. e For DB- and hybrid DB-/DC-schemes, in at least some
Member States, employers have the ultimate responsibility for
the fulfiiment of the pension promise as additional benefit
security mechanism.

40. AFPEN’s sum up:

41. O If the general idea of pillar I of solvency II is to
prevent that IORPs are assured against exceptional emergency
cases then this protection especially in case of public sector
IORPs already exists because of the additional security
mechanisms in place!

42. O If these mechanisms shall be quantified grave
problems arise which essentially contradict the initial idea: only
a pseudo-certainty and -precision given the arbitrariness of the
valuation of additional security mechanisms as assets!

43. O And: lots of (small) IORPs will be unable to cope with
the immense plus in manpower and financial effort

44, 0 In the end: the existing security mechanisms today
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already safeguard with low cost exactly that level of security
which shall be created with pretended quantitative precision in
the new regula-tion regime for much higher cost (better case) if
not for the price of termination of existing pen-sion scheme
arrangements (worst case)!

45, UP-SHOT:

46. [0 Extreme effort & great uncertainty with respect to
construction, valuation, etc. of the HBS!

47. [0 No security surplus for employees but higher cost for
employers!

48. [0 AFPEN strongly opposes to the HBS in consideration of
all these aspects!

49, Why the banking (Basel II/III) and the insurance
(Solvency II) perspective is in general not the appropriate
starting point for the regulation of IORPs!

50. The fundamental arguments for the regulation of the
banking sector which became constitutive for the first pillar of
the Basel II/III structure as well as for the Solvency II structure
is as such not trans-ferable to the occupational pensions sector!
It is very important to recall that these reasons arise because of
specific characteristics of the banking and the insurance
business; and only for these reasons high capital requirements
available at short notice are necessary!

51.

52. 1. The problem of banking: term- and liquidity-
transformation

53. The probably most central task of banking is the term-
and liquidity-transformation, that is to say that banks use liquid
short-term deposits to finance illiquid long-term credits and
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investments. The problem hereby stems from the fact that the
bank has to manage its liquidity and solvency position in such a
manner that the liquidity position corresponds to the short-term
structure of the liabilities. This bears the possibility of sudden
withdrawals of deposits to the point of bank-runs and insolvency
due to illiquidity although the bank may still be economically
healthy, systemic and macroeconomic risks arise in consequence
because of the importance of credit and payment transactions.
To avoid this problem banks are required to hold enough and
risk-adjusted capital!

54. 2. The problem of insurance: withstand a sudden change
for the worst

55. The solvency capital requirement of Solvency II
implements a more sophisticated capital requirement system in
order to assure that insurances equipped with enough capital
and liquidity at short notice to withstand sudden adverse
developments and catastrophes such as storms, floods, car
crashes or epidemics (see statements of the EU-Commission).
Not only underwriting risks are covered any more by the capital
requirements but also risks on the asset side, for instance
market risks and credit risks, as well as operational risks. To
assure the financial position of insurances against the
background of sudden changes for the worst enough and risk-
adjusted capital is required!

56. [1 IORPs are not facing these problems!

57. Both these problems are not especially relevant for IORPs
as they are for banks and insurances. Central for the separate
position of IORPs is the extreme long duration of liabilities due to
retirement provisions. This implies two important consequences:
1. A virtual impossibility of capital withdrawals at short notice:
Nearly no benefits are due before retirement. 2. This in turn
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enforces and protects the long term investment horizon of
IORPs.

58. Because of the long duration of liabilities also on the
asset side long-term developments are more important than
short-term fluctuations of markets or interest rates that have to
be considered by banks, insurance companies and other financial
companies: The duration of liabilities of those institutions is
more uncertain and even endogenously affected in times of
financial crisis (for instance for banks, short term investments or
life insurance products with lump-sum option). This is not the
case for IORPs. Given the long and stable duration of liabilities
IORPs have a longer reaction period in case of adverse
developments of the relevant risks. This has to be accounted for
when calculating the capital requirements. A Value-at-risk-
measure with a confidence level of 99.5% with a 1-year-
perspective and the implied capital requirements is therefore not
appropriate for IORPs and it is not necessary to hold the risk-
sensitive solvency capital requirements of Solvency II in full at
all times. This implies that IORPs need a different regulation
perspective and regime sui generis!

59. [0 The banking or insurance perspective is in general not
the appropriate starting point for the regulation of IORPs as they
are not exposed to the same problems!

60. [0 Especially the capital requirements of Solvency’s pillar
I are not appropriate!

61. O Individual aspects are definitely adequate and useful
(risk management requirements of pillar II and disclosure
requirements of pillar III)

62. An alternative:

63. The “individual security and macro stability” perspective
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for regulating IORPs

64. In order to deliver constructive advice AFPEN wants to
suggest a concrete proposal for the change of perspectives when
thinking of a starting point for the regulation of IORPs. This also
reflects the Commissions Call for Advice directed to EIOPA in
March 2011 and the idea of developing a supervisory regime sui
generis for IORPs. AFPEN would like to underline two principles
for the regulation of IORPs: individual security and macro
stability.

65. 1. The “individual security” aspect: enforcing the
expansion of occupational pension

66.  The first objective which the regulation of IORPs must
intend is the notion of consumer protection or, in other words
“individual security” as is very often accentuated by the
European Parliament, the Commission and EIOPA. AFPEN
absolutely agrees with this. The reason why AFPEN sees the
necessity to separately enforce this point is that the realization
of more security for employees / insurants is not necessarily
related to the Solvency II structure and in particular not to the
respective solvency capital requirement formula.

67. The HBS does not change the security level of pension
schemes for the better it only makes them more expansive. As
argued in length in the discussion of the HBS the notion of a
precise quantifica-tion is flawed and leads to subsequent
problems that essentially contradict the initial objective of
comparability. Furthermore if IORPs and employers are forced to
terminate the existing pension scheme arrangements due to the
increase in financial effort because of the HBS this is definitely to
refuse.

68. In contrast AFPEN would like to stress the fact that there
actually exist sufficient security mecha-nisms which guarantee
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the security of occupational pensions. In AFPEN’s opinion, EIOPA
has cor-rectly identified security mechanisms (e.g. 8.3.6.) and
AFPEN stressed further distinctive features and specific inbuilt
security mechanisms in particularly common to public sector
IORPs. A brief recapitulation:

69.

70. e sponsor support

71. e pension protection schemes

72. ¢ benefit reductions

73. ¢ long term investment horizon of IORPs and impossibility
of capital withdrawal)

74. e paritarian management

75. e modification of main contribution and benefit

parameters by employers and employees’ representatives
76. e not-for-profit-organizations

77. In the end AFPEN wants to emphasize that all these
points are already in place to assure benefit security. This
opinion is endorsed by the findings of the OPC reports that
showed a large variety of supervisory practice without unveiling
any evident lack in security for beneficiaries. Therefore AFPEN
suggests that the starting point for further improvements of the
regulation of pensions schemes should be the status quo of the
existing IORP regulation. An impulse for the direction of further
enhancements is given in the chapter below.

78. 2. The “macro stability” aspect: supporting long-term
investment

79. The other notion, that should be central to the regulation
of IORPs, could be named the “"macro stability”-perspective.
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According to this perspective supervision should enforce the
diversification of investment strategies and long-term-horizon
strategies in order to reduce pro-cyclical tendencies and to
enhance macroeconomic stability. As argued above IORPs are
due to their “safe” business model (retirement provisions, long-
term nature of liabilities, no withdrawal on short notice) and the
thereby enabled long-term investment strategies very suitable to
carry macroeconomic risks and should therefore be allowed to
play an important role as macroeconomic stabilizer. The
supervisory bodies might play an important role in over viewing
and coordinating the investment strategies not on a short-term
basis but in the long run and at a structural level.

80. This perspective is absolutely in line with the OECD
project on “Institutional investors and long-term investment”
(http://www.oecd.org/dataoecd/0/27/48439143.pdf). The
project is directed against the “increasingly short supply of long-
term capital since the 2008 financial crisis” which “has profound
implications for growth and financial stability”. With this project
the OECD tries to “promote policy options to encourage
institutional investors to act in their long-term capacity” and “as
shock absorbers at times of financial distress”. This topic was
also picked up and supported by Eurofi, the European think tank
dedicated to financial services, chaired by Jacques de Larosiére
(see e.g. http://www.oecd.org/dataoecd/37/42/48281131.pdf).

81. AFPEN strongly agrees with this position and wants to
point out that the long-term investment strategies of IORPs are
able to fulfill exactly those important aspects mentioned by the
OECD:

82. e Long-term IORP’s investments are patient capital: it
allows investors to access illiquidity premia and lowers turnover,
it therefore encourages less pro-cyclical investment strategies
and therefore greater financial stability.
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83. e Long-term IORP’s investments are engaged capital: it
encourages active voting policies by the investors, leading to
better corporate governance.

84. e Long-term IORP’s investments are productive capital: it
provides support for infrastructure development, green growth
initiatives, etc., leading to sustainable growth.

85. With respect to the stabilizing potential of long-term
investment strategies and risk diversification by IORPs AFPEN
wants to stress that especially the great quantity and variety of
small IORPs all over Europe contributes to these financial and
macroeconomic stability goals. A large amount of IORPs avoids
the systemic problems of a failing “global player” and the great
variety of IORPs amplifies the risk diversification potential due to
different investment strategies. Forcing those small IORPs to
accomplish all the legal and IT following the solvency II
framework would lead to the disappearance of many institutions
due to the lack of capacity and the rise of costs. With respect to
the macro stability perspective variety and quantity of IORPs
should definitely be appreciated and supported and decreased.

8. AMICE 12.

7. AMICE supports the total balance sheet approach where
all the risks and their interactions are considered, provided that
the specific security mechanisms of pensions’ institutions are
reflected. Likewise, AMICE also requests that mutual/cooperative
insurers who benefit from similar security provisions are given
the same option.

Noted

9. AMONIS OFP 12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

AMONIS OFP rejects the proposal of a holistic balance sheet

Noted
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(HBS). However it supports the idea of taking into separately
account for all the risk mitigating instruments that an IORP has.
We therefore propose a holistic risk assessment (HRA) or holistic
risk test.

AMONIS OFP is convinced that a fundamental and clear
difference needs to be made between the pension fund (IORP)
and the pension scheme/pension promise.

The holistic risk assessment might be an interesting concept
(taking into consideration the technical remarks) for the
evaluation of a pension scheme. It could therefore be used to
judge the safety of a pension scheme independent of the vehicle
which is used to finance it (IORP, insurance, book reserve ...).

It might even be useful to evaluate the sustainability of systems
functioning on a PAYG and/or mixed basis, and overcome
eventually the taxonomy problems around 1st, 2nd pillar, etc.
and make the security of pensions across Europe comparable.

AMONIS OFP considers however that the analysis of the security
and sustainability of the pension scheme /pension promise goes
and should go beyond the IORP (revised) directive (as it should
apply to all pension schemes independent of the vehicle that is
used) and would suggest that the European Commission could
address this in the forthcoming White Paper on pensions or take
a separate initiative on this (which could interfere but not be
fully tackled by the review EIOPA suggested of the insolvency
regulation 1346/2000).
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We consider however that the holistic balance sheet is not useful
to be applied as a regulatory tool for an IORP, because :

- The regulation of the IORP should focus on the institution
not on the scheme; Fundamentally prudential supervision is not
the appropriate tool to tackle issues of social protection.

Solvency II for insurance companies examines only the
engagement made by the insurer and not the engagement
between the sponsor and the beneficiaries. This is not necessary
(like it is for all pension schemes in Belgium) equal to the
pension scheme.

- Occupational pensions are based on social and cultural
traditions and strongly linked to first pillar pension provision in
the different Member States. Pension security is much broader
than scheme funding levels alone and a single approach to
pension security, which only focuses on the short term
assessment of long term solvency will jeopardize many existing
European pension systems.

- As far as the solvency of a pension funding vehicle is
concerned, AMONIS OFP believes the nature of the commitment
(if any) taken by the vehicle is essential to design its supervisory
framework. It is clearly the case for the insurance companies in
Solvency II, so not doing this would lead to a de-level playing
field between different vehicles. There is a distinction between
the commitment of the scheme sponsor, and the commitment
taken by the pension institution. This is a strong argument in
favour of maintaining the distinction referred to in Article 17.

- The main assumptions underlying the holistic balance
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sheet are taken from the Solvency II model i.e. market
consistent valuation of liabilities, VaR as risk measure. We
believe that the proposed measures are not flawless and cannot
be used for assessing the long term solvency of pension
funds(VaR was never intended to be an accurate measure for
long-term risk). Requiring funding based upon flawed
calculations will cause a false sense of security and will not in
any way reach the desired result. AMONIS OFP asks EIOPA to
warn that applying Solvency II rules to pension funds would
mean a drastic increase in required assets. This is due to the use
of different (lower) rates of discounting the liabilities and the
implementation of (higher) capital requirements. The capital
requirements aim to provide a high level of pension security in
the short term, which would come at a very high price.

- Pension funds would have to ask their sponsors and
employees for extra support. It is unclear whether they would be
able to / ready to provide this extra money or these required
additional assets. If that is not possible/not the case, this will
lead to lower benefits or even lead to closing down of the
pension schemes. AMONIS OFP is also concerned that Solvency
IT capital requirements could lead to a de-risking of investment
portfolios, threatening future returns and thus benefit levels.
Additional systemic risks are apparent.

- The fundamental premise in the call for advice is that
supervisory regulation should be risk-based. This concept is
extended to imply that capital requirements are needed and
should also be risk-based. AMONIS OFP disagrees with this
conclusion. We believe that is possible to adopt risk-based
regulation without the necessity to impose risk-based capital
requirements.

Firstly, occupational pension systems are, in a sense, self-
regulating in that it is the sponsor’s utmost priority that

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
26/730
© EIOPA 2012




A
‘V

==

contributions to the scheme are stable. Companies whose
pension costs are unpredictable and erroneous are severely
punished by the capital markets. It is, therefore, in the
employer’s interest to ensure that the pension funds risk/return
profile leads to stable contributions.

This objective translates into a benefit design and asset
allocation (regardless if it is decided upon unilaterally by the
employer or collective bargaining by social partners) that
precludes excessive risk. In effect, the risk profile of the IORP is
calibrated to the risk the sponsor is willing and able to bear (i.e.
the sponsor’s risk budget).

Introducing capital requirements that are risk based (i.e. the
higher the risk, the higher the capital requirement) are
unnecessary and, we would argue, increase the risk of the
scheme and therefore the risk to the member. First of all, as
outlined above, risky assets already have a “charge” against
them in the sense of that they consume a higher proportion of
the risk budget. Imposing an additional charge is unwarranted
and will disproportionally reduce the IORPs incentive to invest in
assets which would otherwise provide an attractive long-term
return or at as a diversifier of risk. The same applies to liability
risk. Identifying, quantifying and modelling duration and
longevity risks are an important part of the risk management
process within IORPs. These risks place a charge on the risk
budget. Imposing an additional capital charge is doubling and
therefore superfluous.

To highlight why imposing risk-based capital requirements could
in fact increase risk consider periods of high capital market
volatility. High capital market volatility increases the risk of
underfunding. If, at the same time, the capital requirements also
increase, the sponsor will be exposed to a double increase in
contributions to the IORP (contrary to insurance companies
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where there exist shareholders, where the sponsor and the
shareholder will split the burden). This may coincide with a
period of economic stress in the real economy to which the
employers business may also be exposed. This will be
compounded by the additional cash contribution requirement to
the IORP as well as the negative outlook on the sponsoring
employer expressed by analysts and rating agencies. In the end,
will the member than not only be exposed to the risk of the
scheme becoming unaffordable to the sponsor but also the risk
of becoming retrenched should the employer suffer as a result.

- It is totally unclear which impact the valuation of the
sponsor will have on the balance sheets of the
sponsor/employer, which implies a real risk that this sponsor
covenants in a next step, will have to be funded. Preliminary
discussions with auditors of employers learns us that they will
probably require that the employers will recognize these
covenants (which do represent real liabilities of the pension
funds but only a overfunding / extra risk buffer) as a liability on
their balance sheets.

- Not only the retirees, employers and employees would be
affected by a Solvency II regime for IORPs. Negative effects on
the total European economy. Higher pension contributions and
sponsor support automatically lead to higher labour costs and
that will make the European economy (or at least the ones of
the member states where the IORP directive will have a material
relevance) less competitive. In addition, less capital will be
available for investments which will have a negative impact on
employment. Lower pension benefits will hurt the purchasing
power of future retirees and thus the consumption in Europe.

- As a consequence of derisking investment portfolios there
would also be less capital available to companies. It would not
only mean lower expected returns and therefore lower pensions
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or higher contributions, but also less available capital for
companies. Pension funds are important suppliers of capital to
listed European multinational corporations, small and medium-
sized enterprises (SMEs) as well as a great humber of innovative
start-ups. A Solvency II regime for IORPs will excessively limit
their opportunities. This outcome would have a negative impact
on employment in the European Union. The proposed revision is
not in line with Europe 2020 Strategy. In addition, we are
concerned that the EU debt crisis has already reduced FDI in
European companies

- The approach is too cumbersome to work with and
neither the implementation measures nor the impact are very
clear. Assumptions are accumulated, and create insecurities. An
important model risk will appear.

Taking the forgoing and our remarks about the general review of
the directive in consideration, AMONIS OFP is strongly in favour
of option 2.

10.

ANIA - Association of
Italian Insurers

12.

The ANIA understands the holistic balance sheet proposal as an
approach, similar to the economic balance sheet approach of
Solvency II but adding the pension funds’ specific security
mechanisms in the balance sheet. Moreover, due to the fact that
this approach is new and to the very short consultation period,
the ANIA is unable to fully assess EIOPA’s approach.

As such, the ANIA welcomes EIOPA’s commitment to launch a
Quantitative Impact Study (QIS) in 2012The QIS should allow
the ANIA and other stakeholders to understand the functioning
and impact of the holistic balance sheet. Furthermore, this
exercise should also be used as an opportunity to assess the
solutions found under Solvency II to deal with the concerns of
excessive volatility and long term guarantees. Finally, the QIS

Noted.

EIOPA agrees that
quantitative impact
and cost/benefit
analysis are important
for a final decision.
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should contribute to better assess the existence of a level
playing field between Insurers providing occupational pension
products and IORPs. In this regard, the ANIA invites EIOPA to
not only perform the QIS on pension funds but also to include
some insurance companies providing occupational pension
products. This would also allow compare the situations of
insurers subject to Solvency II and IORPs subject to the revised
IORP Directive.

The ANIA is of the opinion that a decision can only be taken on
some of the key issues addressed in EIOPA’s consultation after a
carefully executed QIS.

The ANIA wishes to stress however that Solvency II should
remain the basis - in any approach - to set the capital
requirements for financial institutions providing occupational
pension products. Moreover, where pension funds use similar
security mechanisms as insurers a similar approach needs to be
taken, especially if the IORP underwrites the liability or parts
thereof. In addition, it should be made clear to supervisors and
members/beneficiaries who bears the risk. This should be made
clear through the information provided.

11.

AON HEWITT

12.

The case for changing to a harmonised approach has not yet
been made. We agree that a full cost benefit analysis would be
required, in line with your comments at paragraph 8.2.38, and it
seems likely that the significant additional costs may outweigh
any benefits, particularly as it is far from clear what steps might
be taken where a holistic balance sheet indicated that a scheme
was insolvent (see below).

Having different regulatory regimes applying to different types of
pension vehicle is not in itself a problem. It only becomes a
problem if pension vehicles subject to one or more or the
differing regimes generate unsatisfactory outcomes too often as

Noted.

EIOPA agrees that
quantitative impact
and cost/benefit
analysis are important
for a final decision.
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a result of weakness in that regime. Neither the EC nor EIOPA
have demonstrated that this is the case.

Many of the issues in adopting a holistic balance sheet approach
will be contained in the details — one key area of uncertainty is
how the employer covenant will be allowed for.

The existence of a scheme sponsor is a significant feature which
should be reflected in any funding regime. This means that a
distinction between the various categories on IORP will be
required. A suitable outcome could be produced though either
distinct frameworks or a single “flexible” framework.

Consideration of what steps might flow from an insolvent
balance sheet should be central to the cost benefit analysis.
Unlike many insurance companies, sponsor backed IORPs are
not profit making organisations. An insurer that falls below the
SCR will not be able to write new business and therefore has a
strong incentive to rectify the position. In contrast, it is not clear
what sanctions could be imposed on an IORP that fails to meet
the requirements. They will have no motivation for seeking to
raise additional capital from shareholders. Many employers in
the UK are already paying in as high contributions as they can
reasonably afford. Imposing significantly more demanding
requirements for contributions could force some companies into
insolvency and have a detrimental impact on economic growth.
In addition, moving cash from the sponsor to the IORP may not
help the “holistic balance sheet”.

There is no point in imposing vast costs performing the very
complex calculations implied by Solvency II unless this produces
real improvements in actual outcomes, not just better
measurement but with no change to outcomes. The consultation
paper does not address the question of what actions if any could
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be required where the “Holistic Balance Sheet” strength falls
below the benchmark. It should be noted that it appears likely
that, for a significant proportion of plans and their sponsors, the
“Holistic Balance Sheet” strength would fall below the
benchmark on day one.

By way of illustrating the practical issues posed by this proposal,
we have carried out some preliminary modelling, which we
would be pleased to share and develop with EIOPA. In the
absence of clarity on the definitions of assets (eg sponsor
covenant) and liabilities (buy out or beyond?) we have carried
out some simple modeling of the FTSE 350 companies. We have
estimated discontinuance deficits as at 8 December 2011, using
some VERY broad brush assumptions from published accounting
deficits to discontinuance (by way of explanation simple basis
changes tend to break down at times of stress such as negative
real rates currently experienced in the UK). These deficits have
been compared with Market Capitalization of sponsor, as
provided by DataStream, as at 8 December 2011. The results
are illustrated and summarised below.

12. Association Frangaise de la | 12. The “holistic balance sheet” does not appear to be an The holistic balance
Gestion financiére (AF appropriate solution. We believe that the requirement to sheet is a
provide additional capital and risk buffers will increase the costs | methodological
of providing pensions which will operate to reduce the concept only, and the
attractiveness of providing workplace savings schemes and issue of what basis
potentially reduce benefits for pension savers. It is not clear should be adopted for
that employees or DC plan participants would be able to calculation is a
understand the need for these additional buffers. separate issue which is
considered in chapters
9 and 10.
13. Association of British 12. It should be noted that the ABI's comments on the technical Noted.
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aspects of the capital requirements below are very much
secondary to our view that Solvency II is not an appropriate
benchmark for this part of the IORP Directive.

We welcome that under the holistic balance sheet (HBS)
approach allowance has been made for the sponsor covenant
and Pension Protection Fund. We are however concerned that
EIOPA has not provided an outline of how the sponsor covenant
should be valued. We would only be able to accept the removal
of the distinction between IORPs once we understand how the
valuation of sponsor covenant will work in practice. This
calculation will be a crucial part for employer backed IORPs and
given the complex nature of any potential valuation this will
affect our view on whether the holistic balance sheet approach
can truly account for the risks faced by members of UK Defined
Benefit schemes. In addition to the valuation of the sponsor
covenant, we also have concerns around how pension protection
funds will be valued and what affect they would have on the
solvency capital requirement (SCR). Finally we would also seek
clarification of how pension funds that purchase insurance
products such as buy-out or longevity insurance would be
treated under the HBS approach.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept, and that
complexity and
proportionality are
very important issues.

14.

Association of Consulting
Actuaries (UK)

12.

IORPs are not insurance companies. Employers wish to
remunerate their employees with pension in retirement for many
reasons that have built up over the years, but including a wish
to have orderly succession planning so that employees are
adequately provided for at a time of life when they may be
becoming less productive and they may wish to retire
themselves. Other means of providing for retirement are
available, but the employer-sponsored system is one that has
worked well over the years.

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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The employers that establish IORPs are, for the vast majority,
not in the business of running insurance companies. They are
not, certainly in the UK, in competition with insurance companies
or each other, in that they are not trying to win IORP members
from insurers or other IORPs. If the IORPs that they sponsor
become subject to the full capital requirements for insurance
companies, there is no doubt that the current trend away from
funded defined benefit pension provision will accelerate. The
replacement defined contribution schemes that are established
instead lead to all investment and other risks falling on the
employee.

The difficulties with placing formal monetary value on the
strength of the sponsor covenant are massively understated in
the consultation. Practical experience in the UK (given the range
of sponsors from asset-rich to asset-light, cash generative
commercial organisations to non-profit organisations etc)
demonstrates such assessments are prone either to be hugely
expensive, multi-disciplinary and time-consuming exercises, or
to be shallow, for example the Dun & Bradstreet analysis used
for the UK Pension Protection Fund, which we assume is the
arrangement referred to in paragraph 9.3.202, or incomplete,
for example relying on corporate bonds or credit default swaps
to give an indication of default risk, when many sponsors are not
the subject of such instruments.

Even a limited exercise such as the valuation of intangible assets
such as “brand” is fraught with difficulty and subjective opinion.
In addition consider for example a sponsor which has substantial
free cash reserves on its balance sheet at the date of the
valuation but where the parent could “sweep” the cash overnight
(c.f. Lehmans, where billions were transferred to the USA very
shortly (hours) prior to collapse). What is the value of such a
covenant? And if you cannot legally and formally count on it,

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
34/730
© EIOPA 2012




»,
"

=0

why attempt to account for it? You could very easily paint a
misleadingly gloomy or rosy picture. Either would be equally
bad. Consider also the difficulties of disclosure, particularly with
overseas (e.g. Japanese) parent companies in private
ownership, who are and continue to be wholly supportive of the
IORP but which will not make (wide) disclosure of their
management accounts?

We would agree it may be appropriate to retain the distinction
between the two types of IORP. The Article 17(1) IORPs have
the greatest similarity to insurers, in that there is no external
body to which they can turn for support if their assets prove to
be insufficient to fund their promised benefits. Sponsor-
supported IORPs can turn to the sponsor, an entity involved in
producing profits, if they need support to meet members’
benefits.

In retaining this distinction, it will be necessary not to introduce
any de facto end-point, where sponsor-supported IORPs
ultimately have to fund as per 17(1) IORPs, owing to a
contingent risk of insolvency. It is this false premise that
appears to underlie the desire to impose insurance style
solvency on IORPs. The primary protection against insolvency is
the Pension Protection Fund in the UK, or various other
insurance mechanisms in other countries. To insist that IORPs
are effectively similar to insurance companies, thus compelling
sponsors to move funds out of economically effective working
capital and into economically ineffective risk-free assets, is
misplaced, highly damaging and counter-productive.

15. Association of French
Insurers (FFSA)

12.

25. The FFSA considers that the Holistic Balance Sheet could
be a good tool for the assessment of the overall financial
statement of the IORP. It would be seen as a prudential
supervisory solvency assessment tool. In the FFSA opinion, the

Noted
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Holistic Balance Sheet goes in the direction of greater
transparency and disclosure, and would make comparable all the
institutions together. This approach would acknowledge the
existing variety of occupational pension systems and yet would
capture all these systems into a single balance sheet.

26. In a competitive environment, the beneficiaries could
then make their choice knowing precisely who bears the risk.
The protection of beneficiaries should be strengthened by
disclosure requirements under Pillar III of the future IORP
directive.

27. HBS will only be relevant if based on a fully harmonised
risk’s measurements. For instance, there must be consistency
between interest rates, pension protection scheme and
insurance Guarantee Scheme...

The HBS should be made public.

16. Association of Pensioneer 12. We think the requirement to prepare a holistic balance sheet is Noted.
Trustees in Ireland disproportionate for defined contribution IORPS, especially one .
- A EIOPA recognises that
member arrangements. In this case, the liabilities are exactly :
. . . . there is much further
matched by assets and there is no reliance on intangible assets
) o development needed
such as an employer covenant. A requirement to hold additional .
) . . . . to implement the HBS
capital would be completely disproportionate, particularly in the
S . concept, and that
current economic climate. For one member arrangements in .
. . - complexity and
particular, the member who would be the perceived beneficiary . .
e . : proportionality are
of the additional security would typically be the same member verv imoortant issues
who would have to provide the additional capital. y 1mp )
17. Assoprevidenza - Italian 12. We appreciate the EIOPA analysis on specific characteritics of Noted

Association for supplemen

IORP.

We agree with holistic approach. We would rather like to talk
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about a holistic approach, rather than of a holistic balance sheet.
The holistic approach should be seen as a prudential supervisory
solvency assessment tool rather than a “usual” balance sheet
based on generally agreed accounting standards. The term
“holistic” allows to take into consideration intangible elements
like some security and benefit adjustment mechanisms, i.e., it
includes all economic exposures to which IORPs are exposed,
whether or not the elements would be on or off balance sheet in
an accounting sense.

Any decision over these matter should be taken at the political
level since there might be relevant impacts over the structure
and nature of occupational pension schemes in Member States.

The nature of the commitment taken by the pension vehicle is
essential to design its supervisory framework. Not taking the
nature of the commitment into account, would lead to a de-level
playing field between different vehicles. So we have to review
the IORP Directive in a way that is flexible enough to allow for all
kinds of IORPs through the holistic approach in order to ensure
that it fully reflects the different security mechanisms.

The holistic approach could be used to judge the sustainability of
a pension scheme or system independent of the vehicle which is
used to finance it. The analysis of the security and sustainability
of the pension scheme goes and should go beyond the IORP
directive as it applies to all pension schemes or systems
independent of the vehicle that is used. The EC could address
this in the forthcoming white paper on pensions or take a
separate initiative.

IORPs would then consider elements that are beyond the IORP
itself and that are key differences from insurance. This could be
seen as representing the interrelation between social aspects
and prudential aspects within the field of occupational pensions.
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Particularly:

- the ability to rely to sponsor support and/or pensions
protection schemes;

- benefit adjustment mechanisms;

- supervisory standards applied, even if some regulatory
differences should not be material.

The holistic approach has to allow for IORPs make use of
differing security mechanisms so long as the overall level of
security provided is similar or ideally the same.

The holistic approach can allow to remove distinction in art. 17,
because differences between different kind of schemes came
from differences on security level

From a more technical point of view, we agree with:

Best estimate: It should take into consideration the distinction
between guaranteed and conditional benefits (and possibly
discretionary benefits) including the existence of benefit
adjustment mechanisms. A distinction between the best
estimate of the guaranteed and conditional benefits should be
made visible. The extent of benefits to be evaluated and the
actuarial method to be used will also influence this component.

Risk buffer margin for deviations calculated according to the
current IORP Directive where the buffer is not related to the
concept of transfer of liabilities but to the risk of adverse
deviations of assumptions (expected normal fluctuations above
the best estimate). Under the current IORP Directive approach
this option would correspond to a situation where the technical
provisions are segregated into a best estimate plus a margin for
deviation whereas the prudence in the assumptions would
become explicit.
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18.

Assuralia

12.

Chapter 8: Quantitative requirements

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor—backed
IORPs should be retained or removed?

The members of Assuralia are managing more than 80% of
occupational pensions in Belgium. They include mutual, co-
operative, joint-stock and limited insurance companies. The
response hereunder needs to be understood together with the
following remarks:

1/ With state pensions under pressure it is necessary to ensure
that occupational pensions are safe and affordable. Prudential
rules and capital requirements for long-term pension business
must consistently protect all pension beneficiaries, regardless of
whether they are affiliated with an insurance company or an
IORP.

2/ Prudential rules and capital requirements must respect the
long-term perspective of occupational pension provision without
resulting in excessive volatility of own funds and solvency
ratios.[] The European Commission and the European
Parliament are presently considering these issues in the context
of the Omnibus II directive and the Solvency II implementing
measures.

3/ To the extent that differences between regimes are not
justified (as stated by draft response nr. 2.6.2), Solvency II and
IORP II need to be aligned in order to achieve a consistent level

Noted
EIOPA recognises that
the IORP Directive
must respect the

primacy of national
social and labour law
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of protection of beneficiaries:

a) With regard to the pension institutions, there seems to be
no reason not to apply a prudential regime equivalent to
Solvency II to IORPs to the extent that they bear a certain risk
(e.g. operational risk). This goes both for quantitative and
qualitative requirements.

b) With regard to the pension obligation as such, Solvency II
rules seem to be adequate to quantify at least the liabilities of
the total pension obligation. On the asset side, we would suggest
a very cautious approach with regard to the idea of recognizing
sponsor covenants and pension protection plans as assets to
cover the liabilities of an IORP in the newly proposed Holistic
Balance Sheet (HBS). Appropriate transitional regimes and
sufficiently long recovery periods may be a better alternative to
cope with a situation where the tangible assets held by IORPs do
not cover pension liabilities sufficiently.

4/ The objective of European prudential requirements is to
ensure that beneficiaries all over the EU can reasonably trust
that they will effectively receive the occupational pension
benefits that have been promised to them (harmonized security
level).[0 These requirements set the practical and financial
boundaries of what can realistically be promised and therefore
need to be respected by national rules and agreements in the
social field.

1. The HBS as a response to the specificities of IORPs

In our understanding, the HBS is a method to acknowledge the
specificities of IORPs as compared to insurance companies. The
draft response mentions a number of specificities that would
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potentially explain why IORPs are to be treated differently from
insurance companies when it comes to prudential supervision
(draft response nrs. 2.6.5.-2.6.8). Examined from the Belgian
perspective, most of those specificities seem to be assumptions
rather than facts, however:

a. The first specificity suggested by the draft response
regards the context of social and labour law in which IORPs
operate. The experience in Belgium shows that the context of
social and labour law is specific for occupational pensions rather
than for the entities that manage them. Social and labour law
requirements imposed on occupational pensions in Belgium are
identical for IORPs and insurance companies.[d They both
manage pension plans that are agreed upon by means of
collective labour agreements between social partners, on the
level of an individual company or on the level of an economic
sector (f.e. the food industry and the construction industry).

b. The draft response also suggests that employers and
beneficiaries may be more committed to provide capital to their
IORP than the shareholders of an insurance company (draft
response nr. 2.6.6.). This argument does not seem to be rock-
solid:

- The value of the commitment of any party to provide
capital in adverse events is a fact that needs to be assessed in
practice and cannot be assumed. Shareholders of insurance
companies may just as well be a stronger and more diversified
source of funding than a single sponsoring employer, especially
in adverse economic circumstances. The commitment of
employers to provide capital is not only depending on the
accessibility of the commitment itself (draft response nr.
9.3.212), but also on the capacity to provide that capital (draft
response nrs. 9.3.193 to 9.3.215).
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- Solvency II provides a risk-based framework and
terminology that can be used for such an assessment. A defined
benefit pension obligation organized by means of a unit linked
life pension plan of an insurance company is for example very
similar to a defined benefit obligation managed via a sponsor
backed IORP. Moreover, the mechanism of members being
asked to provide additional capital in the event of a shortfall is
recognized in Solvency II for mutual insurance companies that
are confronted with financial difficulties. This approach can be
used for IORPs.

C. The draft response finally highlights that proportionality is
particularly important for IORPs because supervisory authorities
do not have the practical capacity to supervise the 140.000
IORPs in the same depth as the 4.753 insurance companies
presently existing in the EU. We limit our comments here by
stating that

- the application of proportionality in the context of
Solvency II does not lead to less intense prudential supervision
for insurers of smaller size. Solvency II does not distinguish
between small and large insurers, but focuses on the nature and
the complexity of the risks that are involved.

- the HBS approach could be limited to cases where the
costs linked to the HBS are justified by the nature and
complexity of the pension plan’s risks. Take the example of
multi-employer funds: The modalities of features that may be
considered for pension plans (e.g. sponsor covenants or benefit
haircuts) will often be tailor-made per employer and influenced
by national legislation. It is technically complex and costly to
properly account for the different characteristics of all plans
managed by such a multi-employer IORP.

- solutions to practical capacity problems may be found in
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setting up firm internal control and governance structures (pillar
IT). Outsourcing a number of controls to independent third
parties such as auditors may contribute to achieving a workable
supervisory regime also.

Under the umbrella of proportionality, it is sometimes also
argued that sponsor backed pensions are ancillary to the main
business focus of employers and should therefore be under less
demanding prudential requirements than insurers. The opposite
seems to be true. A fortiori when employers are not focused on
the occupational pensions they have promised, prudential
standards are essential to protect beneficiaries.

II. The holistic balance sheet (HBS)

From what we understand from the draft response, the objective
of the holistic balance sheet (HBS) is to provide a framework
that enables the European Institutions to harmonize the level of
security of all pension plans that involve an IORP to some extent
(draft response nrs. 8.1.2-8.1.4).0 It offers a new conceptual
framework to identify and regulate explicitly how and by whom a
number of risks linked to the provision of the occupational
pension plan are borne. Risks linked to pension obligations can
be explicitly measured and accounted for in the HBS (draft
response nr. 8.1.4), regardless of whether the employer or the
IORP is bearing the risk.OO In the context of such an HBS, there
seems to be little reason to distinguish between article 17 (1)
IORPs, SB IORPs and mixed article 17(3) IORPs.
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There is a need to clarify the role of the HBS and what it is
actually meant to depict, however. The draft response leaves
room for at least two interpretations: a ‘*holistic’ interpretation
(A.) as well as a ‘narrow’ interpretation (B.).

A. The *holistic’ interpretation of the HBS

One possibility is to picture the initial employer’s total pension
obligation from the perspective of the employee/beneficiary,
including “elements that go beyond the IORP itself” (draft
response nr. 8.3.8).

This holistic HBS would include those risks that are not managed
via an IORP (incl. the part demarcated by dotted lines in the
figure hereunder), i.e. the risks that the employer would have to
acknowledge as risks not covered by a third party in the context
of IFRS/IAS 19.0

This approach provides an overview on the financial soundness
of occupational pensions in which IORPs are involved and offers
supervisory authorities the opportunity to supervise and protect
the actual total pension rights of beneficiaries. This seems fair.

In practical terms, the ‘holistic’ interpretation of the HBS would
have as a consequence that the balance sheet of the IORP itself
would differ (significantly) from the holistic balance sheet of the
pension obligation as a whole:
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a) Article 17(1) IORPs provide guarantees or biometric cover
themselves, with the employer not being obliged to provide any
support. The balance sheet of such an IORP pictures its own
assets and liabilities, including the solvency buffer (consistent
with Solvency II). The HBS on the contrary includes the IORPs’
assets and liabilities as well as the remaining part of the pension
obligation that is managed by the employer outside of the IORP

(if any).

b) Sponsor backed IORPs (SB) do not cover risks with
regard to the pension obligation itself but rely on the sponsoring
employer to provide additional support to make up losses
incurred. The employer bears the risk and uses the IORP as a
vehicle to execute (part of) the pension obligation in practice.
The HBS would for those IORPs correspond with the pension part
that is managed outside of the IORP plus the balance sheet of
the IORP (including to some extent security mechanisms such as
sponsor support).

O

The *holistic’ interpretation of the HBS regards the total pension
obligation of the employer. It therefore resembles to some
extent the IFRS/IAS 19 reporting requirements for employers. It
would be useful to examine the similarities and differences
between IFRS/IAS 19 and the holistic HBS.
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B. The ‘narrow’ interpretation of the HBS

Another possibility would be to develop an HBS that would only
picture the risks that are managed via the IORP. This HBS may
help supervisors to control IORPs of different kinds with a
consistent conceptual framework, as shown in the figure
hereunder. It may also result in one balance sheet being applied
to an IORP, instead of the two balance sheets that co-exist in
the *holistic’ interpretation of the HBS (cfr. supra : point A.).

The narrow interpretation of the HBS entails a number of
concerns. The figure hereunder shows that the HBS does not
allow supervisors to take the beneficiaries’ point of view vis-a-vis
the security of the total pension obligation. The decision of the
employer to manage a pension risk via the IORP or not would in
this scenario determine whether the risk appears on the
supervisor’'s monitor. Giving the employer such a discretionary
power seems to contradict the objective of effectively protecting
the pension rights of beneficiaries.

O

III. Key features linked to the HBS
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The use of Solvency II principles to quantify the liabilities linked
to a pension obligation may potentially reveal that the liabilities
managed via the IORP are more important than assumed at
present (among others because of including a ‘risk margin’). The
HBS described in the draft response allows employers to cover
these revealed liabilities with ‘intangible’ features such as the
possibility of benefit reduction, sponsor covenants and pension
protection plans rather than with tangible assets (e.g. bonds and
equity). Benefit reduction, sponsor covenants and pension
protection plans are in that sense key features of the HBS.

The described HBS essentially allows supervisors to avoid that
IORP II would require sponsors of an IORP to cover a number of
actual pension liabilities with tangible assets. It seems
reasonable to look for ways to avoid a sudden upheaval of
occupational pensions that would be detrimental for pension
beneficiaries. At the same time however, ignoring that real
pension liabilities will at predetermined points in time need to be
covered with real assets is damaging for pension beneficiaries
just as well.

Appropriate transitional regimes and sufficiently long recovery
periods may be a better alternative. They would avoid sudden
upheaval while progressively evolving to a situation where
liabilities are sufficiently covered by real assets in all member
states of the EU. This alternative underlines the need for caution
with regard to sponsor covenants and pension protection plans.

1. The sponsor covenant

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
47/730
© EIOPA 2012




»,
"

==

A sponsor covenant is a financial resource for any pension
vehicle. To the extend that a sponsor covenant is solid and
situated within the time horizon used to determine the security
level of the pension plan, one could fairly regard it as an asset.

A number of comments in this regard:

1/ Sponsor covenants that do not legally or contractually oblige
the employer to finance the IORP cannot be taken into account
as an asset to cover the liabilities of the IORP.

2/ The value of the sponsor covenant as an asset depends on
the financial strength of the employer and it is a fact that
adverse events that hit the IORP could hit the employer at the
same time (default risk correlation).

3/ The financial strength of the employer becomes weaker when
the deficit of the IORP grows. The bigger the problem on the
liabilities’ side of the IORP grows, the lower the covering
capacity of the sponsor covenant becomes because of the
increased risk of default of the employer. The value of the
employer covenant is therefore dynamic and should not be
overestimated.

4/ 1t seems technically logical not to use sponsor covenants as
an asset if they are situated out of the time horizon used to
determine the confidence level. The fact that such a sponsor
covenant is available can be mentioned in pillar II governance
measures, however.

5/ A sponsor covenant that is regarded as an asset in the
balance sheet of the IORP would logically need to be mirrored
somehow in the balance sheet of the sponsoring employer. This
raises the question of overlap/differences with other disclosure
tools such as IFRS/IAS19.
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2. Pension protection schemes

Pension protection schemes (PPS) are last resort protection
mechanisms that intervene in case of bankruptcy of the pension
vehicle or the plan sponsor. They are to a large extent
comparable with insurance guarantee schemes. The draft paper
considers whether the existence of such PPS should be
accounted for in the HBS, thereby allowing a PPS to cover
technical provisions and risk buffers.

We propose caution when reflecting on PPS to cover the
technical provisions and risk buffers of IORPs. The dangers of
covering solvency capital and/or technical provisions by a PPS
are considerable:

a. PPS are last resort protection mechanisms that
redistribute the consequences of bankruptcy of the pension
vehicle or the plan sponsor over the market or tax payers.
Allowing PPS to cover technical provisions and risk buffers will
provide an incentive for pension vehicles and plan sponsors to
take undesirable levels of risk (‘moral hazard’).

b. A call on the full capacity of PPS would entail considerable
risks for society. By introducing a PPS public authorities assume
the final responsibility for the occupational pensions that have
been promised by employers. Although PPS are important to
restore and maintain confidence, it is fair to say that the more
technical provisions and solvency buffers are being covered by a
pension protection plan in the HBS, the more the liability of the
state grows. Counting on such large state interventions
economically comes down to transferring (part of) the cost of
occupational pensions to future generations of tax-payers. It
does not help to achieve the European Commission’s objective of
creating adequate, safe and sustainable pensions (cfr. Green
Paper on Pensions of 7 July 2010, p. 1).
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The fact that PPS participation is not suitable to cover technical
provisions or solvency capital does not mean that it is irrelevant.
It could for example be useful for supervisors to regularly
monitor the risk that the PPS implies for the market and
(ultimately) for tax-payers.

20.

Balfour Beatty plc

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

The concept of an holistic balance sheet only arises as a result of
trying to make pensions fit into the Solvency II regime. As
stated in the general points above we do not believe that it is
appropriate to try and fit a regime designed for insurance
companies to pension schemes which are fundamentally
different.

However, if such an approach is to be adopted then we strongly
agree that account should be taken of the strength of the
employer’s covenant. We are concerned though as to the work
that may be involved in assessing the strength of the covenant
and also how consistency between employers would be
achieved.

Valuing the covenant could be an expensive process even for
strong entities. As mentioned in the general points above,
additional costs on sponsoring employers of IORPS (and in the
UK such costs will fall to sponsoring employers either directly or
through the funding requirements) should be avoided as pension

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.

EIOPA recognises that
quantitative impact
and cost/benefit
analysis are important
for a final decision.
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benefits are already expensive to provide.

21,

BARNETT WADDINGHAM
LLP

12.

We do not support the “holistic balance sheet” proposal for a
number of reasons and believe it could have significant adverse
consequences if implemented in the UK. We also believe that
the distinction between the two types of IORPs should be
retained.

There are fundamental differences between insurance companies
and IORPs; defined benefit occupational pension schemes were
not designed to be funded to insurance company levels and are
not run on a competitive or profit making basis. In addition,
benefits can be changed post retirement (e.g. discretionary
benefits can be granted or the “shape” of benefits can be
changed) as well as pre retirement.

Employers that sponsor pension schemes support those schemes
by making funding contributions as and when it is required and
in accordance with legislative requirements. IORPs are also
often significantly smaller than insurance companies. Itis
crucial to appreciate that while a scheme sponsor remains in
business and solvent, benefits are paid out in full and under-
funding of pension schemes does not impact on benefits. If a
sponsor runs into financial difficulty and ultimately becomes
insolvent and if sufficient assets cannot be recovered for benefits
to be purchased with an insurance company, then the UK
Pension Protection Fund (PPF) will pay compensation to the
pension scheme members. The existence of the PPF means that
it is not necessary, and not appropriate, for sponsor-backed
IORPs to be treated in the same way as Article 17 (1) schemes

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.
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and we note that we do not believe the PPF is failing to meet its
objectives.

Insurance companies, on the other hand, are competitive with
each other, they are run to make a profit and cannot rely on
additional funding once a contract has been written. Benefits
are also fixed at the point the contract is written. It is therefore
entirely reasonably (indeed vital) that insurance companies and
IORPs are legislated for separately, to reflect their fundamental
differences in nature.

We believe that were the “holistic balance sheet” proposal to be
implemented, then this would lead to future benefit accrual
being reduced in many more cases and many more defined
benefit schemes being closed completely to future accrual,
ultimately leading to potentially lower pension provision at
retirement for the current workforce (typically employers replace
defined benefit accrual with a defined contribution arrangement
at a lower level of cost). It would also be likely to lead to
increased contributions being required from many employees,
which could be unaffordable for some.

Further, the dramatically increased funding burdens on sponsors
in respect of already accrued liabilities could ultimately lead to a
number of employer insolvencies (as capital that could be better
used elsewhere in the business is directed to the pension
scheme instead), which would inevitably lead to more pension
scheme members receiving compensation from the PPF. Overall
security of benefits is therefore diminished for those members of
pension schemes who are impacted in this way.
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Employer covenant is already taken into account in the actuarial
advice on deriving assumptions, for funding purposes. However
we note that assessing employer covenant can be extremely
complex and by definition is a subjective exercise which is
carried out at a point in time. In many cases, it can be a
relatively expensive exercise to complete. In our view therefore,
a requirement to place a monetary value on such an assessment
is unlikely to be beneficial and worse still, could be potentially
misleading. Indeed past performance of credit rating agencies
has proved that it can be extremely difficult to form meaningful
external assessments of an entity’s financial strength (especially
at times when they are most needed). We do not therefore
support a requirement to quantify sponsor covenant in this way
and believe it will serve to increase costs and management time
for businesses unnecessarily.

A further concern with the proposal is regarding the use of the
risk-free discount rate, which we believe is inappropriate,
unaffordable and unnecessary. This would be likely to lead to a
net disinvestment from equities which could lead to further falls
in the equity market. Also, demand for bonds would be likely to
increase which would, in turn, lead to lower bond yields and
therefore further increased liability values and yet more financial
strain for employers. This would also adversely affect other
investors including those with Defined Contribution pension
schemes.

Our final concern is regarding the discrepancy between the
treatment of funded sponsor-backed IORPs and book reserve
systems. It does not seem fair that the proposed measures
exclude book reserve and “pay as you go” schemes and indeed it
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seems like this would encourage more book reserve schemes
and fewer funded IORPs, thereby defeating the aim of increased
security for members.

In summary, in our view the holistic balance sheet approach
could have negative financial consequences for many financially
strong UK employers and could be just as damaging as Solvency
II applied to pension schemes. We do not believe there is any
justification for treating sponsor-backed IORPs and Article 17 (1)
schemes (two fundamentally different types of scheme) in the
same way and if this is what “harmonisation” means then we do
not support harmonisation.

22,

BASF SE

12.

We believe that the holistic balance sheet proposal is not an
appropriate approach for supervisoring of IORPs. First, that such
an intention is neither reasonable nor realisable, since significant
politically and technically agreed adjustments to the IORP
Directive will be required in order to ensure compatibility across
all IORPs. Furthermore, significant flexibility would be needed in
the approach to take the heterogeneity of the landscape of IORP
into account. Workplace pensions are based on social and
cultural traditions and strongly linked to first pillar pension
provisions in the different Member States. Pension security is
about much more than just scheme funding levels alone, and a
single approach to pension security, which only focuses on short
term solvency will jeopardize many existing European pension
systems.

We are of the opinion that the technical requirements for such

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10. The
question of a common
level of security is a
matter for political
decision.
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an approach would overburden national legislator, supervisory
authorities, IORPs and sponsors, both from the political and the
technical perspective. Furthermore, we believe that because it is
currently totally unclear how and which of the essential
characteristics of IORPs will be considered in the quantitative
calculation model, it is not possible to assess the implications of
the approach considered in the CfA.

The holistic balance sheet approach assumes a priori an
unadapted application of the Solvency II model i.e. market
consistent valuation of assets and liabilities, a one year time
horizon, 99.5% confidence level etc. Applying Solvency II rules
to pension funds would mean a drastic increase in required
assets. For an average German Pensionkasse requirements on
own funds will rise by approximately 40 to 50% of the balance
sheet sum or of the sum of the technical provisions. This means
an increase in solcency capital requirements by the factor of 8 to
10 or with respect to all Pensionskassen in Germany an
additional funding requirement of approximately € 35-45 billion.

The main assumption of the holistic balance sheet approach is
that the specialties of IORPs are considered as assets and may
be used to cover the required additional solvency capital
requirements mentioned above. However, in light of the
additional funding requirements and against the background that
it is currently totally unclear how and which of the specialties of
IORPs will be considered, we believe that the HBA will not result
in a sustainable outcome for IORPs and sponsoring
undertakings.

23. Bayer AG

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17 (1) IORPs, 17 (3) IORPs and sponsor backed

Noted
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IORPs should be retained or removed?

No.

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1). As a consequence we reject the
undifferentiated usage of the holistic balance sheet as a catch-all
approach because it doesn't fit the diversity of European IORPs:
In our opinion, the holistic balance sheet approach doesn’t meet
the characteristics of sponsor-backed IORPs and to some extent
Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by the
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between the
financial assets on the one hand and technical provisions. IORPs
should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

24,

BDA Bundesvereinigung
der Deutschen
Arbeitgeberver

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17 (1) IORPs, 17 (3) IORPs and sponsor backed
IORPs should be retained or removed?

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1). As a consequence we reject the
undifferentiated usage of the holistic balance sheet as a catch-all
approach because it doesn't fit the diversity of European IORPs:
In our opinion, the holistic balance sheet approach doesn’t meet
the characteristics of sponsor-backed IORPs and to some extent

Noted
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Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by the
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between the
financial assets on the one hand and technical provisions. IORPs
should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

25. Belgian Association of
Pension Institutions
(BVPI-

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

BVPI-ABIP rejects the proposal of a holistic balance sheet.
However it supports the idea of taking into account all the risk
mitigating instruments that an IORP has.

BVPI-ABIP is convinced that a fundamental and clear difference
needs to be made between the pension fund (IORP) and the
pension scheme/pension promise.

The concept of the holistic approach might be an interesting
concept (taking in consideration the technical remarks) for the
evaluation of a pension scheme. It could therefore be used to
judge the safety of a pension scheme independent from the
vehicle that is used to finance it (IORP, insurance, book reserve

).

It might even be useful to evaluate the sustainability of systems
functioning on a PAYG and/or mixed basis, and overcome
eventually the taxonomy problems around 1st, 2nd pillar, etc.

Noted
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and make the security of pensions across Europe comparable.

BVPI-ABIP considers however that the analysis of the security
and sustainability of the pension scheme /pension promise goes
and should go beyond the IORP (revised) directive (as it should
apply to all pension schemes independent of the vehicle that is
used) and would suggest that the European Commission could
address this in the forthcoming White Paper on pensions or take
a separate initiative on this (which could interfere but not be
fully tackled by the review EIOPA suggested of the insolvency
regulation 1346/2000).

We consider however that the holistic balance sheet is not useful
to be applied as a supervisionary tool for an IORP, because :

- The regulation of the IORP should focus on the institution
not on the scheme; Fundamentally prudential supervision is not
the appropriate tool to tackle issues of social protection.

Solvency II for insurance companies examines only the
engagement made by the insurer and not the engagement
between the sponsor and the beneficiaries. This is not necessary
(like it is for all pension schemes in Belgium) equal to the
pension scheme.

- Occupational pensions are based on social and cultural
traditions and strongly linked to first pillar pension provision in
the different Member States. Pension security is about much
more than scheme funding levels alone and a single approach to
pension security, which only focuses on the short term
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assessment of long term solvency will jeopardize many existing
European pension systems.

- As far as the solvency of a IORPing vehicle is concerned,
BVPI-ABIP believes the nature of the commitment (if any) taken
by the vehicle is essential to design its supervisory framework. It
is clearly the case for the insurance companies in Solvency 1I, so
not doing this would lead to a de-level playing field between
different vehicles. There is a distinction between the
commitment of the scheme sponsor, and the commitment taken
by the pension institution. This is a strong argument in favour of
maintaining the distinction referred to in Article 17.

- The main assumptions underlying the holistic balance
sheet approach are taken from the Solvency II model i.e. market
consistent valuation of liabilities, VaR as risk measure. BVPI-
ABIP asks EIOPA to advise that applying Solvency II rules to
IORPs would mean a drastic increase in required assets. This is
due to the use of different (lower) rates of discounting the
liabilities and the implementation of (higher) capital
requirements. The capital requirements aim to provide a high
level of pension security in the short term, which would come at
a very high price.

- IORPs would have to ask their employer companies and
employees for extra support. It is unclear whether they would be
able to / be ready to provide this extra money or these required
additional assets. If that is not possible/not the case, this will
lead to lower benefits or even lead to a closing down of the
pension schemes. BVPI-ABIP is also concerned that Solvency II
capital requirements could lead to a de-risking of investment
portfolios, threatening future returns and thus, benefit levels.

- The fundamental premise in the call for advice is that
supervisory regulation should be risk-based. This concept is
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extended to imply that capital requirements are needed and
should also be risk-based. BVPI-ABIP disagrees with this
conclusion. We believe that is possible to adopt risk-based
regulation without the necessity to impose risk-based capital
requirements.

Firstly, occupational pension systems are, in a sense, self-
regulating it is the sponsor’s utmost priority that contributions to
the scheme are stable. Companies whose pension costs are
unpredictable and erratic are severely punished by the capital
markets. It is, therefore, in the employer’s interest to ensure
that the IORPs risk/return profile leads to stable contributions.

This objective translates itself into a benefit design and asset
allocation (regardless if it is decided upon unilaterally by the
employer or collective bargaining by social partners) that
precludes excessive risk. moreover, the risk profile of the IORP
is calibrated to the risk the sponsor is willing and able to bear
(i.e. the sponsor’s risk budget).

Introducing capital requirements that are risk based (i.e. the
higher the risk, the higher the capital requirement) are
unnecessary and, we would argue, increase the risk of the
scheme and therefore the risk to the member. First of all, as
outlined above, risky assets already have a “charge” against
them in the sense of that they consume a higher proportion of
the risk budget. Imposing an additional charge is unwarranted
and will disproportionally reduce the IORPs incentive to invest in
assets which would otherwise provide an attractive long-term
return or as a diversifier of risk. The same applies to liability
risk. Identifying, quantifying and modelling duration and
longevity risks are an important part of the risk management
process within IORPs. These risks place a charge on the risk
budget. Imposing an additional capital charge is doubling and
therefore superfluous.
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To highlight why imposing risk-based capital requirements could
in fact increase risk, do consider periods of high capital market
volatility. High capital market volatility increases the risk of
underfunding. If, at the same time, the capital requirements also
increase, the sponsor will be exposed to a double increase in
contributions to the IORP (contrary to insurance companies
where there exist shareholders, where the sponsor and the
shareholder will split the burden). This may coincide with a
period of economic stress in the real economy to which the
employers business may also be exposed. This will be
compounded by the additional cash contribution requirement to
the IORP as well as the negative outlook on the sponsoring
employer expressed by analysts and rating agencies. In the end,
the member will not only be exposed to the risk of the scheme
becoming unaffordable to the sponsor but also in case of
becoming retrenched the employer will suffer as a result.

- It is in this totally unclear which impact the valuation of
the sponsor will have on the balance sheets of the
sponsor/employer, which implies a real risk that this sponsor
covenants in a next step, should be funded. Preliminary
discussions with auditors of employers learns us that they will
probably require that the employers will recognize this
covenants (which do represent real liabilities of the IORPs but
only a overfunding / extra risk buffer) as a liability on their
balance sheets.

- Not only the retirees, employers and employees will be
affected by a Solvency II regime for IORPs. Negative effects will
be seen on the total European economy. Higher pension
contributions and sponsor support automatically lead to higher
labour costs and that will make the European economy (or at
least the ones of the member states where the IORP directive
will have a material relevance) less competitive. In addition, less
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capital will be available for investments which will have a
negative impact on employment. Lower pension benefits will
hurt the purchasing power of future retirees and thus the
consumption in Europe.

- As a consequence of derisking investment portfolios there
would also be less capital available to companies. It would not
only mean lower expected returns and therefore lower pensions
or higher contributions, but also less available capital for
companies. IORPs are important suppliers of capital to listed
European multinational corporations, small and medium-sized
enterprises (SMEs) as well as a great number of innovative
start-ups. A Solvency II regime for IORPs will excessively limit
their opportunities. This outcome would have a negative impact
on employment in the European Union. The proposed revision is
not in line with Europe 2020 Strategy. In addition, we are
concerned that the EU debt crisis has already reduced FDI in
European companies

- The approach is too cumbersome to work with and
neither the implementation measures nor the impact are very
clear. Assumptions are accumulated, and create insecurities. An
important model risk will appear.

Taking the forgoing and our remarks about the general review of
the directive in consideration, BVPI-ABIP is strongly in favour of
option 1 to "maintain the existing distinction between Article
17(1), Article 17(3) and sponsor backed IORPs in the review of
the IORP Directive”.

26.

BNP Paribas Cardif

12.

BNP Paribas Cardif considers that the Holistic Balance Sheet
could be a good tool for the assessment of the overall financial

Noted
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statement of the IORP. It would be seen as a prudential
supervisory solvency assessment tool. In BNP Paribas Cardif
opinion, the Holistic Balance Sheet goes in the direction of
greater transparency and disclosure, and would make
comparable all the institutions together. This approach would
acknowledge the existing variety of occupational pension
systems and yet would capture all these systems into a single
balance sheet.

In a competitive environment, the beneficiaries could then make
their choice knowing precisely who bears the risk. The protection
of beneficiaries should be strengthened by disclosure
requirements under Pillar III of the future IORP directive.

HBS will only be relevant if based on a fully harmonised risk’s
measurements. For instance, there must be consistency
between interest rates, pension protection scheme and
insurance Guarantee Scheme...

The HBS should be made public.

27.

Bosch Pensionsfonds AG

12.

We do not consider the holistic balance sheet a suitable tool for
IORPs.
It is a far too complex exercise.

Employer covenant and pension protection schemes are
essentially important security mechanisms for IORPs. Both
together offer sufficient protection / security for an IORP and its
beneficiaries. They should therefore be taken into account as
part of a qualitative evaluation, making the proposed complex
and costly quantitative calculation / requirements obsolete for
IORPs.

Additional aspect: A distinction should be made between for-
profit and not-for-profit IORPs (to be determined according to

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept, and that
complexity and
proportionality are
very important issues.
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the statutes of the IORP).

28. Bosch-Group 12. We do not consider the holistic balance sheet a suitable tool for Noted.
IO.RPS' . EIOPA recognises that
It is a far too complex exercise. )

there is much further

Employer covenant and pension protection schemes are development needed
essentially important security mechanisms for IORPs. Both to implement the HBS
together offer sufficient protection / security for an IORP and its | concept, and that
beneficiaries. They should therefore be taken into account as complexity and
part of a qualitative evaluation, making the proposed complex proportionality are
and costly quantitative calculation / requirements obsolete for very important issues.
IORPs.
Additional aspect: A distinction should be made between for-
profit and not-for-profit IORPs (to be determined according to
the statutes of the IORP).

29. BP plc 12. We consider there is a fundamental distinction between sponsor | Noted.

backed IORPs and those which bear their own risks (and
insurance companies). Any attempt to bring them into a
common framework (e.g. using the holistic balance sheet)
introduces a complexity which is unwarranted and will not of
itself improve security for members. We therefore support
option 1 as set out in 8.2.38. We comment below on a major
issue in constructing an holistic balance sheet that would be
required for option 2. We also do not consider that the positive
impacts suggested for option 2 are material:

O Allows for a harmonised approach across all IORP types -
there is no justification given for why this is desirable

O Allows for all available security mechanisms within a
single approach - again there is no justification given for why

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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this is desirable and it wrongly assumes that all such
mechanisms are capable of being dealt with in a single approach

O Allows for a high level of comparability across all IORPs -
there is no justification given for why this is desirable and who
would benefit from it

O Avoids that only a few countries are affected by a sub-
category, like Article 17(1) — we do not see why thisis a
material issue; if some countires have different systems then the
overall approach should cater for this.

The most significant issue in the use of an holistic balance sheet
is the need for a quantitative assessment of the sponsor
covenant (and pension protection scheme if applicable). This
issue is discussed in 9.3.198 to 9.3.203 where the complexity of
it, and the need to allow approximations and qualitative
assessments, is acknowledged. We agree with these comments
but consider there is also a fundamental issue with placing a
quantitative assessment on sponsor support. In most cases the
question of whether or not a sponsor can meet any shortfall in
coverage for an IORPS is a binary one depending on whether or
not the sponsor remains solvent. Placing a quantitative value on
support based on a probabilistic approach does not capture this
effect. In practice the impact of sponsor covenant on funding
requirements is a matter of judgement and cannot be quantified.

C 30.

British Airways

12.

British Airways does not support the ‘holistic balance sheet’
proposal.

British Airways believes that the distinction between types of
IORP’s should be retained. We do not support the *holistic
balance sheet’ proposal. The long-term nature of pension
liabilities means that the liquidity of assets to be held by pension

Noted
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schemes is not as relevant as it is for insurance companies.

The regime in the UK provides a very robust way of ensuring
that members of pension schemes are protected, including strict
regulatory requirements for corporate sponsors and Trustees,
and strong oversight of The Pension Regulator. It was never
intended that defined benefit pension schemes would offer an
insurance quality covenant - they were always employer
sponsored. Additionally, it seems this could require the BA
employer covenant and the UK PPF protection to be valued as
assets. This seems quite complicated and costly.

31.

BT Group plc

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

There are a number of practical difficulties with the holistic
balance sheet. The method of construction appears to be
artificially trying to fit pension schemes into a framework that is
neither suitable or appropriate. As such, It is simply the wrong
starting point. It is not clear that many of the security elements
identified can easily be valued in monetary terms - or that, even
if a number can be arrived at for the value of the sponsor
covenant or pension protection scheme, that nhumber actually
encapsulate the role being played by that security mechanism.

The distinction between sponsor-backed and non-sponsor-
backed IORPs should be retained.

Noted
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32. BT Pension Scheme
Management Ltd

12.

We do not support the holistic balance sheet proposal. We
believe that the time-frames over which IORPs invest do not
lend themselves to this form of snapshot reporting of valuations,
and we also fundamentally believe that some of the assets which
many IORPs in practice enjoy - in particular, the sponsor
covenant and the benefit of pension protection arrangements -
are more qualitative and so not captured well by a hard
quantitative valuation such as that proposed.

In effect, the sponsor covenant and the benefit of the pension
protection arrangement together form a balancing item in any
overall assessment of the investment position of IORPs which
enjoy those significant advantages. The performance of the
invested assets is of limited relevance to the near term payment
of pensions, as in many cases the pension entitlements are a
promise from the sponsoring employer. Thus, the proposed
balance sheet can be of only a little information value to
beneficiaries - and we are conscious of EIOPA’s focus on
consumer protection as a core aim for its approach across these
proposals, and believe that this focus on consumer protection
means that DB schemes with a sponsor covenant and the benefit
of pension protection arrangements should need much less
intervention than other structures under EIOPA’s remit - and it
should certainly not be used as a basis for assessing whether
funding is adequate.

The proposed holistic balance sheet should also not be used as a
basis for assessing whether funding is adequate given the long-
term nature of IORP investment. As discussed below, we support
applying recovery periods (should these be necessary) of 15 or
20 years as these are realistic timeframes for IORPs to consider
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given their investment time horizons. A snapshot of a current
valuation can only be of limited value in that lengthy context.

We would also caution against the negative implications of a
narrow quantitative understanding of IORP balance sheets for
investment in Europe, not least at this time of crisis. One
element of investment which the EU needs to stimulate growth
is significant new investment in infrastructure. The balance sheet
proposal risks squeezing investment into a narrow range of
assets with short-term liquidity. This would restrict the ability of
pension funds, one of the possible sources of investment into
long-term European assets, to invest in infrastructure and
provide the long-term investment which the European economy
needs.

33.

Bundesarbeitgeberverband
Chemie e.V. (BAVC)

12.

BAVC rejects the proposal for a holistic balance sheet.

A Holistic Balance Sheet Approach will just increase the costs of
occupational retirement provision and therefore mitigate the
amount of the benefits and also the coverage level. The Balance
Sheet is also not suitable for technical reasons because of the
specialties of IORPs.

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1). A reasonable holistic balance sheet
model implies that the value of the employer covenant (backed
by the pension protection scheme) will have to be determined by
the gap it is supposed to fill. This will be the gap between the
financial assets on the one hand and technical provisions. IORPs
should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

Noted.

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation

68/730

© EIOPA 2012




»,
‘V

==

The ratio of all regulative measures primarily has to keep in
mind the need of protecting the pension entitlements of the
members (beneficiaries/insured persons). A protection of these
assumes that there still is an existing system of occupational
retirement provision across Europe and especially in Germany.
The implementation of the Holistic Balance Sheet Approach, as
recommended by EIOPA, would simultaneously signify the
implementation of risk-based supervision and Solvency Capital
Requirements (SCR) for IORPs according to the regulations of
the Solvency-II-Directive, which obviously has been the starting
point for the development of the Holistic Balance Sheet

Moreover, IORPs only offer occupational retirement provision,
pensions promises that are offered from the employers to the
employees. Therefore, the institutions and their products are
subject to the national social and labour law of the member
states, that has not been harmonized on the EU-level yet and for
that reason as already mentioned fully remains under control of
the member states. Insurance companies offer insurance-
products on the European Single Market as part of the free
movement of services and are therefore already subject to the
European regulation. Considering these differences, there is no
need for a harmonization because of the disparity of the offered
products and the different legal requirements that have to be
noticed.

34.

BVI Bundesverband
Investment und Asset
Management

12.

The paper details a suggested approach to address concerns
raised regarding significant differences on how pensions are
structured relative to insurance companies and thus the
inappropriateness of applying a straight Solvency II quantitative
approach. The “holistic balance sheet” attempts to address these

Noted.

EIOPA recognises that
there is much further
development needed
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concerns. to implement the HBS
. . . . . concept.

Firstly, we doubt the practical applicability. The approach is very
complex. A correct and consistent (!) evaluation of non-financial
assets would require a large set of rules and assumptions that
would have to be applied by all IORPs, which might be in conflict
with the principle of proportionality. Ultimately, the holistic
balance sheet approach is a tool to make IORPs and insurers
comparable and fit IORPs into the quantitative framework of
Solvency II by the backdoor, which would not be acceptable.

We are also concerned that the implementation of the approach
will take a lot of additional practical efforts that particularly the
smaller plans will be unable to implement and will be
disproportionately effected. The implementation will be
extremely complicated as there are humerous questions to
address, such as

O In the case of sponsor backed IORPs, how will EIOPA take
into account the risk that the sponsor is unable to provide the
assets required to restore funding after a shock?

O When IORPs are permitted to reduce benefits based on a
contract concluded beforehand, how will EIOPA model this form
of soft promise being made by the IORP or sponsor?

O How will EIOPA incorporate this type of mechanism when
the adjustment of benefits is left to the negotiation between the
social partners that takes place ex-post?

One of the most difficult challenges will be to take into account
the governance arrangements of IORPs, which often reflect a
“social contract” between the main stakeholders (i.e. members,
beneficiaries, employers) which allows for some sort of risk
sharing between the stakeholders. This kind of mechanism
differentiates very much occupational pension schemes from life

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
70/730
© EIOPA 2012




»,
"

=10

insurance plans, which typically don’t allow for ex-post solidarity
mechanism.

Against this background, while being a tempting concept in
theory, we doubt that the holistic balance sheet can act as a
viable alternative to the existing IORP Directive in practice.

Regarding specifically the distinction between Article 17(1)
IORPs, Article 17(3) IORPs and sponsor-backed IORPs, we
consider that this distinction should be retained because the
recourse to sponsor support as well as the existence of other
security mechanisms should be considered explicitly. Only those
IORPs should be classified as 17(1) IORPs that completely bear
all risks by themselves. For example, Pensionskasse and
Pensionsfonds in Germany would have to be classified as 17(3)
IORPs because the sponsor is always liable in the second degree
for the promised benéefits.

35.

CEA

12.

The CEA understands the holistic balance sheet proposal as an
approach, similar to the economic balance sheet approach of
Solvency II but adding the pension funds’ specific security
mechanisms in the balance sheet. Moreover, due to the fact that
this approach is new and to the very short consultation period,
the CEA was unable to fully assess EIOPA’s approach, especially
because for the part of the total liability that is not underwritten
by the IORPs, the holistic balance sheet approach does not
reflect how to value the part of the liability that is underwritten
by the employer. As such, the CEA welcomes EIOPA’s
commitment to launch a Quantitative Impact Study (QIS) in
2012. The QIS should allow the CEA and other stakeholders to
understand the functioning and impact of the holistic balance
sheet. Furthermore, this exercise should also be used as an
opportunity to assess the solutions found under Solvency II to
deal with the concerns of excessive volatility and long term

Noted
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guarantees. Finally, the QIS should contribute to better assess
the existence of a level playing field between Insurers providing
occupational pension products and IORPs. In this regard, the
CEA invites EIOPA to not only perform the QIS on pension funds
but also to include some insurance companies providing
occupational pension products. This would also allow compare
the situations of insurers subject to Solvency II and IORPs
subject to the revised IORP Directive.

The CEA is of the opinion that a decision can only be taken on
some of the key issues addressed in EIOPA’s consultation after a
carefully executed QIS taking into account the diversity of the
different pension schemes across Europe. Amongst others, key
issues are:

O The treatment of the sponsor covenant
The treatment of the insolvency schemes

The harmonisation of the confidence level

The consequences of underfunding against the Minimum

|
|
O The starting principle for valuating liabilities
|
Capital Requirements

O The maintenance of classification of own funds
O The treatment of contingent assets

The CEA wishes to stress however that Solvency II should
remain the basis - in any approach - to set the capital
requirements for financial institutions providing occupational
pension products. Moreover, where pension funds use similar
security mechanisms as insurers a similar approach needs to be
taken, especially if the IORP underwrites the liability or parts
thereof. Furthermore, the CEA stresses that some security
mechanisms are triggered even if the IORP is not underfunded.
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For example, in some member states there exist contractually
agreed additional payments by the employer even in case the
fund is not underfunded. In addition, it should be made clear to
supervisors and members/beneficiaries who bears the risk. This
should be made clear through the information provided.

36. Charles CRONIN

12.

I cautiously support the introduction of a Holistic Balance Sheet
(HBS). There is merit in producing a high-level construct that
lists and approximately values all the elements in the risk
assessment of a pension fund. However my support is tempered
by a serious concern that if the HBS follows insurance company
solvency parameters, it will have extremely adverse
consequences on DB pension provision. Insurance company
style solvency would substantially reduce the risk/return
characteristics of IORPs, to cover against insolvency risks which
they do not face. In order to fill the investment return deficit,
both employers and employees would have to significantly
increase their contributions to the scheme, in order to achieve
the previous pension promise. Indeed insurance style solvency
could needlessly close many Defined Benefit (DB) schemes.
Hence I do not agree with the introduction of risk buffers,
Minimum Capital Requirements (MCR) and Solvency Capital
Ratios (SCR), except where the IORP provides its own
guarantee.

If on the other hand the objective of the HBS is to provide a
prudential framework, which is fully sympathetic to the term
structure of IORP liabilities then I am supportive of that goal. A
key feature of the HBS for DB schemes will be smoothing
features for both the calculation of assets and liabilities. My
answers below set out suggested smoothing models for both

Noted
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assets and liabilities, while I recognise these are not consistent
with IFRS 19 (mark to market valuation), I believe they are
prudent given the characteristics of IORPs. If the HBS is
designed for benefit of the members, then reducing volatility in
asset values and smoothing of liabilities for long lived schemes
will reduce member, sponsor and scheme manager angst. Given
the mean reverting nature of markets this approach would not
create a mirage of solvency. There is a high chance that it
would contribute to better outcomes for all stakeholders, as the
scheme would be managed to reflect the term structure of its
liabilities, rather than on today’s market values. Whilst market
values are important, the efficient market hypothesis (discussed
below) is not suitable as a yardstick for pension funds, with long
investment horizons.

As regards current Articles 17(1) and 17(3) concerning
‘regulatory own funds’, I support EIOPA’s option 2, to review the
Directive in a way that is flexible enough to allow for all kinds of
IORPs through the HBS approach, subject to the concerns raised
above.

37. Chris Barnard 12. In theory I would support the holistic balance sheet proposal, Noted
which should apply to all IORPs, as this is more transparent and
informative, increases comparability across IORPs, and will lead
to a harmonised approach across all IORP types.

38. CMHF (Centrale van 12. The idea of a holistic balance sheet seems to offer theoretical Noted.

Middelbare en Hogere
Functionar

possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any
decision can be made whether the holistic balance sheet can and

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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should be used as a supervisory tool. The CMHF is willing to
support both the EC and EIOPA in making these assessments if
and when needed.

Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms
of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.

39. CONFEDERATION OF
BRITISH INDUSTRY (CBI)

12.

The CBI does not support a framework that includes a tiering of
assets

CBI members believe that it is seriously misguided to introduce
a tiering of assets, as included in the Solvency II Directive, in
the superivision of IORPs. The long-term nature of pension
liabilities means that the liquidity of assets to be held by the
scheme is not as relevant as in the case of insurers. This is
because while some liquidity will be necessary to discharge some
immediate liabilities in relation to pensions in payment, long-
term illiquid assets that provide higher or more secured returns
are effective hedging vehicles against risks such as inflation or
longevity.

Moreover, institutional investors such as European IORPs, which
hold over €2,500bn in assets, are also key long-term investors
in the EU economy. Unlike other investors more focused in

Noted

Tiering and related
matters are discussed
in chapters 9 and 10.
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short-term returns, IORPs are able to support long-term
investments, such as infrastructure, that are not liquid
immediately despite the need for higher capital financing in the
early years. IORPs are therefore ideal vehicles to invest into the
long-term development of the EU economy as well as helping
reduce the volatility financial markets have experienced in
recent years. These are outcomes we should encourage, not
undermine.

40.

De Unie (Vakorganisatie
voor werk, inkomen en
loop

12.

The idea of a holistic balance sheet seems to offer theoretical
possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any
decision can be made whether the holistic balance sheet can and
should be used as a supervisory tool. De Unie is willing to
support both the EC and EIOPA in making these assessments if
and when needed.

Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms
of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.

Noted

41.

Derek Scott of D&L Scott

12.

A key element of EIOPA’s proposal for the holistic balance sheet

Noted.
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is the inclusion of the sponsor covenant as an asset. We support

this wholeheartedly, but are concerned at the scale of the
challenge that this represents. In carrying out quantification of
the covenant there is a balance to be struck between simplicity
and fairness. At one extreme, a detailed covenant assessment
is likely to be complex - and therefore expensive - to undertake.
At the other, a simplistic and low-cost approach is likely to be
inequitable. Undoubtedly, it is possible to strike an appropriate
balance, but this will take time to establish. Any proposition as
to how to value the sponsor covenant should be considered
within the framework Directive; it should not be left for
implementation measures and it should be accompanied by a
quantitative impact assessment.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept, and that
complexity and
proportionality are
very important issues.

42. Deutsche Post AG /
Deutsche Post DHL

12.

8. We recommend maintaining a clear distinction between
Article 17(1) IORPs, 17(3) IORPs and sponsor-backed IORPs, i.e.
we support “policy option 1”.

9. The central assumptions underlying the holistic balance
sheet approach are taken from the Solvency II model i.e. market
consistent valuation of assets and liabilities, one year time
horizon, 99.5% confidence level etc.

In the current environment where interest rates are kept
(politically) extremely low due to artificially low reference rates
and exceptional quantitative easing measures, a Solvency II
approach would lead to unaffordable capital requirements. We
do not see any argument why this should be considered as risk-
oriented.

10. As a consequence we reject the undifferentiated usage of
the holistic balance sheet as a catch-all approach because it
doesn't fit the diversity of European IORPs: In our opinion, the
holistic balance sheet approach doesn’t meet the characteristics

Noted
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of sponsor-backed IORPs and to some extent Article 17 (3)
IORPs. A reasonable holistic balance sheet model implies that
the value of the employer covenant (backed by a pension
protection scheme) will have to be determined by the gap it is
supposed to fill. This will be the gap between the financial
assets on the one hand and technical provisions. IORPs should
only be bound to hold additional assets above the technical
provisions to the extent they are not sponsor-backed.

43. Deutsche Post 12. 9. We recommend maintaining a clear distinction between Noted.
Pensionsfonds AG Article 17(1) IORPs, 17(3) IORPs and sponsor-backed IORPs, i.e.

AT . ” The holistic balance
we support “policy option 1”.

sheet is a
10. The central assumptions underlying the holistic balance methodological
sheet approach are taken from the Solvency II model i.e. market | concept only, and the
consistent valuation of assets and liabilities, one year time issue of what basis
horizon, 99.5% confidence level etc. should be adopted for

calculation is a
separate issue which is
considered in chapters
9 and 10.

In the current environment where interest rates are kept
(politically) extremely low due to artificially low reference rates
and exceptional quantitative easing measures, a Solvency II
approach would lead to unaffordable capital requirements. We
do not see any argument why this should be considered as risk-
oriented.

11. As a consequence we reject the undifferentiated usage of
the holistic balance sheet approach as a catch-all approach
because it doesn't fit the diversity of European IORPs: In our
opinion, the holistic balance sheet approach doesn’t meet the
characteristics of sponsor-backed IORPs and to some extent
Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by a
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between
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the financial assets on the one hand and technical provisions.
IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

44,

DHL NL (Netherlands)

12.

We prefer policy option 1, because we think that there is and
should be a distinction between Article 17(1) IORPs, 17(3) IORPs
and sponsor-backed IORPs.

The idea of a holistic balance sheet seems to us a theoretical
one. As a consequence we reject the usage of the holistic
balance sheet as a catch-all approach because it doesn't fit the
diversity of European IORPs.

The holistic balance sheet approach doesn’t meet the
characteristics of sponsor-backed IORPs and to some extent
Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by a
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between

the financial assets on the one hand and technical provisions.
IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

Noted

45.

DHL Services Limited

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPS, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

We are opposed to the concept of the holistic balance sheet,
because it starts from a position that Solvency II is the right
framework for IORPs. It is not clear that many of the security
elements identified can easily be valued in monetary terms - or
that, even if a number can be arrived at for the value of the
sponsor covenant or pension protection scheme, that number

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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actually encapsulate the role being played by that security
mechanism. We therefore regard the holistic balance sheet as an
unworkable concept.

1. We believe that the distinction between sponsor-backed
and non-sponsor-backed IORPs should be retained. We therefore
support policy option 1, by maintaining a clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs.

46.

DHL Trustees Limited

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPS, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

We are opposed to the concept of the holistic balance sheet,
because it starts from a position that Solvency II is the right
framework for IORPs. It is not clear that many of the security
elements identified can easily be valued in monetary terms - or
that, even if a number can be arrived at for the value of the
sponsor covenant or pension protection scheme, that number
actually encapsulate the role being played by that security
mechanism. We therefore regard the holistic balance sheet as an
unworkable concept.

1. We believe that the distinction between sponsor-backed
and non-sponsor-backed IORPs should be retained. We therefore
support policy option 1, by maintaining a clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs.

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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Direction Générale du
Trésor, Ministére des
financ

12.

1. We understand that the holistic balance sheet is a core
element of the methodology proposed by EIOPA. We have no
specific concern regarding it. Nevertheless, in order to avoid any
wrong impression of security, the principles underlying the
holistic balance sheet should remain consistent with general
accountancy principles. In particular, no mechanism should be
materialised on the asset side of the balance sheet unless:

2. - It is materialised in the IORP (for instance:
property items)

- It appears on the liability side of the IORPs
counterparties (for instance: reinsurance, sponsor support, cash
at bank, and s.0.)

48.

Ecie vie

12.

The Holistic Balance Sheet could be a good tool as it ensures
greater transparency and disclosure and would make
comparable all the institutions together.

The Holistic Balance Sheet should be based on a fully
harmonised risk’'s measurment and made public.

Noted

49,

EFI (European Federation
of Investors)

12.

The HBS proposal seems to be a very interesting concept able to
solve some problems relating to the role of sponsors in the
equilibrium of a plan. But it should be handled with care because
we should not simply take into account the commitment of the
sponsor. This commitment should be evaluated very carefully in
order to avoid any surestimation of the guarantee and it will
require that the supervisor be able to do this by auditing directly
the accounts of the sponsor. This should not offer a possibility to
diminish the level of security required which has to be the sale
whatever the type of IORP.

Noted

50.

European Association of
Public Sector Pension Inst

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction

Noted.

The holistic balance
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between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

The main problem of the Holistic Balance Sheet is that it
contains the essential aspects of the Solvency II regime, i.e. the
“mark-to-market” criteria for the valuation of assets and
liabilities, a risk-sensitive calculation of the solvency capital
requirement as the value-at-risk with a 1-year-horizon and a
security level of 99.5%. The main problems related to these
concepts are:

O very high capital requirements due to the long duration of
liabilities, guaranteed benefits and the IORP typical duration
mismatch of assets and liabilities because of the longer duration
of liabilities compared to assets

O very high capital requirements in times of low interest
rates
O volatile and arbitrary capital requirements in times of

fragile financial markets (interest rates, equity markets,...)

O the long-term risk diversification behavior of IORPs is
limited by the 1-year-horizon of the standard formula

O too high capital requirements due to the 1-year-horizon
given the long duration of liabilities and the marginal relevance
of short term fluctuations

O implementing the Solvency II structure and
accomplishing all the legal and IT requirements will mean high
additional financial costs and manpower efforts

(For a more detailed discussion of the problems with the

sheet is a

methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.
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Solvency II rules for calculating the solvency requirement please
refer to EAPSPI’s answers to CfA 6, especially questions #37 and
#38. For a more detailed discussion of the problems related to
the long-term investment behavior of IORPs see the answers to
CfA 7 and 8.)

In the end the sum of the ingredients of Solvency II will have
serious consequences. The requirements of pillar I entail severe
or even life-threatening difficulties for some IORPs with respect
to handling the organizational requirement and financing the
capital requirements due to the existing retirement provisions.
Forcing them to accomplish all the capital, legal and IT
requirements following the Solvency II framework will lead to
rising costs. This will in turn reduce the benefits for existing
retirement provisions and / or increase the need of additional
financial contributions of the sponsoring undertaking. In the
medium-term a switch from defined-benefit- to defined-
contribution-schemes due to excessive demands in defined-
benefit schemes is very likely. The effect is a risk transfer from
the IORP or the sponsoring undertaking to the employee. Or -
even worse - this process leads to an entire termination of
occupational pension covenants and the disappearance of IORPs.
These consequences stand in direct contrast to the political
objective of securing retirement provision and are surely not
intended to be the outcome of a revised IORP Directive.

To sum up, this makes a veritable and unintended paradox of
the Solvency II regulatory approach. If for security reasons the
capital requirements for IORPs increase in the end the employee
is penalised for his own future security. In other words: to avoid
unlikely benefit reductions in the future we accept definite
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benefit reductions in the present.

With the Holistic Balance Sheet (HBS) EIOPA tries to cope with
the problems mentioned above by taking into account some
special characteristics of IORPs. This is done by integrating two
additional assets—-additional financial contributions of the
employer and the pension protection schemes - as well as the
possibility to reduce liabilities because of benefit reductions. But
for the IORPs the HBS does not change the situation for the
better for the following reasons:

1. Fundamental principles and problems of Solvency II
remain unchanged

The general principles of Solvency II and especially of pillar I
remain unchanged. And therefore the implied consequences
mentioned above (“mark-to-market” valuation, 1-year-horizon,
volatility, arbitrariness, interest rate sensitivity, financial costs
and manpower efforts,...) remain problematic as well. The HBS
might indeed reduce the capital requirements for IORPs but at
this point serious difficulties arise.

2. Concrete problems with the design of the HBS

The concrete design and functioning of the HBS creates various
problems. If the additional “security mechanism” of IORPs are
valued according to a "market-value”, what is the concrete
“market” value of the subsequent payments of the sponsor or a
possible pension protection mechanism in place? How much is it
“worth” to be able to reduce benefits in case of a financial
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emergency? Shall these assets be allowed to appear on the
balance sheet already in the unstressed market-value balance
sheet or only to cover the losses of stressed assets?

All these questions exemplify the immense difficulties due to a
plausible valuation, tiering and balancing of assets and the high
degree of arbitrariness when it comes to quantifying these
additional assets according to “market-values”: there simply is
no concrete balance sheet value due to the nature of these
assets. So the attached values are highly arbitrary and therefore
contradict the notion of a neutral, objective and informative
balance sheet.

3. Are “new” assets “new” liabilities as well?

It is very likely that the concrete value of the additional assets
will have to fill exactly that gap which the IORPs face because of
the changeover to the Solvency II balance sheet. The difference
is the outcome of the market valuation of assets and liabilities.
So the seeming “market value” of the new assets is in the end
predetermined by the increase in the capital requirements given
the pillar I of Solvency II which is described above.

And this leads to a further problem: If these “"new” assets enter
the balance sheet of the IORP then “new” liabilities will also have
enter the balance sheet of the sponsoring undertaking.
Therefore the higher capital requirements of Solvency II - as
described above - will move to the balance sheets of the
employers. For example for employers in the public sector in
Germany this would lead to a situation of financial over-
indebtedness. Again, as EAPSPI argued in the pure-Solvency-II-
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situation, the consequence would be the termination of
occupational pension provisions and the disappearance of IORPs
on a large scale.

4, The “Holistic Balance Sheet Paradox”: Same security as
before, but dramatic consequences?

Finally, EAPSPI wants to point out the inherent paradox
associated with the HBS: The security level for the employees is
exactly the same as before. Economically speaking nothing
changes, it is only a question of accounting and the interplay of
IORPs and employers, as was argued above. But due to the
dramatic rise in costs it is likely that this level of security will not
be affordable anymore.

In EAPSPI’s opinion, EIOPA has correctly identified existing
security mechanisms, which can be called upon in case of
emergency so that the security of retirement provisions is
guaranteed. And EIOPA has in particular pointed out the
differences between IORPs and insurance undertakings.
Additionally, EAPSPI would like to mention some further
distinctive features common to public sector IORPs that
differentiate institutions of the so-called “second” and “third”
pillar as far as benefit security is concerned:

O IORPs have specific inbuilt security mechanisms that
ensure the solvency position of pension schemes. In some
pension schemes, contributions and the main benefit parameters
can be modified by the employers and the employees’
representatives.
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O Many pension schemes, especially of the public sector in
the Netherlands, Scandinavian countries or in Germany, foresee
paritarian management. Paritarian management involves social
partners on the Board of Directors of the IORP or in similar
internal supervisory bodies. Due to paritarian representation, the
interests both of the employers and of the employees and
beneficiaries are well-balanced and the benefit security can
therefore be ensured.

O Due to the fact that IORPs in the public sector are social
institutions and therefore not chiefly for profit organizations, the
possibility of a potential conflict of interests between member
protection and profit maximizing behavior and dividend
payments is minimized.

O The long term investment horizon of IORPs and the
impossibility of capital withdrawal (no benefits before the
occurrence of the insured event e.g. retirement, death, and
disability) also strengthens benefit security.

O For DB- and hybrid DB-/DC-schemes, in at least some
Member States, employers have the ultimate responsibility for
the fulfilment of the pension promise as additional benefit
security mechanism.

EAPSPI’s summary:

O If the general idea of pillar I of Solvency II is to ensure
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that IORPs are assured against exceptional emergency cases
then this protection, especially in case of public sector IORPs,
already exists because of the additional security mechanisms in
place.

O If these mechanisms were to be quantified grave
problems would arise which essentially contradict the initial idea:
only pseudo-certainty and -precision prevails given the
arbitrariness of the valuation of additional security mechanisms
as assets.

O And: lots of (small) IORPs will be unable to cope with the
immense extra needs in manpower and financial effort

O In the end: the existing security mechanisms today
already safeguard with low cost exactly that level of security
which would be created with supposed quantitative precision in
the new regulatory regime for much higher costs (best case) if
not for the price of termination of existing pension scheme
arrangements (worst case).

RESULTS

O Extreme effort and great uncertainty with respect to
construction, valuation, etc. of the HBS.

O No security surplus for employees but higher costs for
employers.

O EAPSPI strongly opposes the HBS in consideration of all
these aspects.

O For proposals for an alternative perspective on regulating
IORPs see answer to question #52.
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51. European Federation for
Retirement Provision
(EFRP

12.

The EFRP rejects the proposal for a holistic balance sheet.

The EFRP supports the idea of taking into account all the risk
mitigating instruments that an IORP has. However, the
complexities of a holistic balance sheet make this an unsuitable
as a primary tool of supervision. Workplace pensions are based
on social and cultural traditions and strongly linked to first pillar
pension provision in the different Member States. Pension
security is about much more than scheme funding levels alone
and a single approach to pension security, which only focuses on
short term solvency, will jeopardize many existing European
pension systems.

The main assumptions underlying the holistic balance sheet
approach are taken from the Solvency II model i.e. market
consistent valuation of assets and liabilities, one year time
horizon, 99.5% confidence level etc. This would require a
significant increase in pension scheme funding and EIOPA must
make this clear in its advice to the Commission. This is due to
the use of different (lower) rates of discounting the liabilities and
the implementation of (higher) capital requirements. The capital
requirements aim to provide a high level of pension security in
the short term, which would come at a very high price. Pension
funds would have to ask their employer companies and
employees for extra support. It is unclear and in many cases
unlikely that this addition funding could be met. If that is not
possible, this will lead to lower benefits. The EFRP is also
concerned that Solvency II capital requirements could lead to a
de-risking of investment portfolios, threatening future returns
and thus, benefit levels.

Noted
The concept of the
HBS is independent of
the assumptions used
for supervisory

purposes, which are a
separate matter.

EIOPA recognises that
the IORP Directive
must respect the
primacy of national
social and labour law
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It is not only the retirees, employers and employees that would
be affected by a Solvency II regime for IORPs. There would be
negative effects on the total European economy as higher
pension contributions and sponsor support automatically lead to
higher labour costs and that will make the European economy
less competitive. In addition, less capital will be available for
investments which will have a negative impact on employment.
Lower pension benefits will hurt the purchasing power of retirees
and thus the consumption in Europe.

As a consequence of derisking investment portfolios there would
also be less capital available to companies. IORPs are important
suppliers of capital to listed European multinational corporations,
small and medium-sized enterprises (SMEs) as well as a great
number of innovative start-ups. A Solvency II regime for IORPs
would overly limit their opportunities. This outcome would have
a negative impact on employment in the European Union. The
proposed revision is not in line with Europe 2020 Strategy. In
addition, we are concerned that the EU debt crisis has already
reduced FDI in European companies

52.

European Fund and Asset
Management Association
(EF

12.

The paper details a suggested approach to address concerns
raised regarding significant differences on how pensions are
structured relative to insurance companies and thus the
inappropriateness of applying a straight Solvency II quantitative
approach. In this respect, the “holistic balance sheet” does
appear to attempt to address these concerns. However, we
believe that the requirement to provide additional capital and
risk buffers will increase the costs of providing pensions which
will operate to reduce the attractiveness of providing workplace
savings schemes and potentially reduce benefits for pension

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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savers. It is not clear that employees or DC plan participants
would be able to understand the need for these additional
buffers.

We are also concerned that the implementation of the approach
will take a lot of additional practical efforts that particularly the
smaller plans will be unable to implement and will be
disproportionate effected. The implementation will be extremely
complicated, as there are numerous questions to address, such
as

O In the case of sponsor backed IORPs, how will EIOPA take
into account the risk that the sponsor is unable to provide the
assets required to restore funding after a shock?

O When IORPs are permitted to reduce benefits based on a
contract concluded beforehand, how will EIOPA model this form
of soft promise being made by the IORP or sponsor?

O How will EIOPA incorporate this type of mechanism when
the adjustment of benefits is left to the negotiation between the
social partners that takes place ex-post?

One of the most difficult challenges will be to take into account
the governance arrangements of IORPs, which often reflect a
“social contract” between the main stakeholders (i.e. members,
beneficiaries, employers) which allows for some sort of risk
sharing between the stakeholders. This kind of mechanism
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differentiates very much occupational pension schemes from life
insurance plans, which typically don’t allow for ex-post solidarity
mechanism.

From this perspective, we consider that the distinction between
the “IORP Directive” approach (option 1 on page 73) and the
“holistic balance sheet” approach (option 2 on page 73) may be
a bit artificial. It is indeed vital to retain the main benefits of
option 1, i.e. allowing for proper recognition of the individual
mechanisms that provide security to the IORP and ensuring that
each form of IORP is individually recognized in a clear way. The
logical implication of this widely accepted constraint is that a full
harmonized approach across all types of IORPs does not appear
possible and is not desirable given the diversity of IORPs
between Member States. Thus, while we understand the
motivation behind the “holistic balance sheet” approach, we are
not sure to understand how it would differ in practice from the
“IORP Directive” approach as significant flexibility would be
needed in the provision and in the implementation across
Member States to allow for all kinds of IORPs.

Against this background, we believe that the holitic balance
sheet will be considered a viable alternative to the existing IORP
Directive.

Regarding specifically the distinction between Article 17(1)
IORPs, Article 17(3) IORPs and sponsor-backed IORPs, we
consider that this distinction should be retained because the
recourse to sponsor support as well as the existence of other
security mechanisms should be considered explicitly.
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53.

European Metalworkers
Federation

12.

EMF believes that any decision over this matter has a political
component, since there might be relevant impacts over the
structure and nature of occupational pension schemes in
Member States.

Noted

54,

European Mine, Chemical
and Energy workers’ Fede

12.

EMCEF believes that any decision over this matter has a political
component, since there might be relevant impacts over the
structure and nature of occupational pension schemes in
Member States.

Noted

55.

FAIDER (Fédération des
Associations
Indépendantes

12.

The HBS proposal seems to be a very interesting concept able to
solve some problems relating to the role of sponsors in the
equilibrium of a plan. But it should be handled with care because
we should not simply take into account the commitment of the
sponsor. This commitment should be evaluated very carefully in
order to avoid any surestimation of the guarantee and it will
require that the supervisor be able to do this by auditing directly
the accounts of the sponsor. This should not offer a possibility to
diminish the level of security required which has to be the sale
whatever the type of IORP.

Noted

56.

Federation of the Dutch
Pension Funds

12.

The idea of a holistic balance sheet seems to offer theoretical
possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any
decision can be made whether the holistic balance sheet can and
should be used as a supervisory tool. The PF is willing to support

Noted.

EIOPA agrees that
quantitative impact
and cost/benefit
analysis are important
for a final decision.
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both the EC and EIOPA in making these assessments if and
when needed.

Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms
of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.

57.

Financial Reporting
Council

12.

We agree that it is appropriate for managers of IORPs, members
and regulators to consider all the elements that support the
pension bargain made between the member and the employer.
These include the structure of the IORP, any separately
identified assets collateralising that bargain, as well as security
mechanisms, such as sponsor support, benefit adjustment
mechanisms and pensions protection schemes. However, we
consider that further work is required on:

O the construction of the holistic balance sheet;
O how sponsor covenant is assessed; and
O setting trigger points for regulatory action.

It would be helpful to have some real examples of how the
holistic balance sheet might operate in practice. We would urge
EIOPA to carry out further work on the practical application of
the concept before recommending the holistic balance sheet to
the EC.

It is possible to produce useful financial information (the IASB

Noted.

EIOPA agrees that
quantitative impact
and cost/benefit
analysis are important
for a final decision.
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defines useful financial information as being relevant and a
faithful representation of what it purports to represent) for some
of the elements of the holistic balance sheet. However, we do
not consider that it is possible to produce a useful quantative
estimate of them all. In particular, we do not consider that it is
possible to measure the value of sponsor support in a reliable
way for all IORPs.

There are inherent difficulties in estimating the value of any
sponsor covenant in excess of the recovery plan. There is
uncertainty about both amounts and timing of any additional
payments that might be made. This makes it very difficult to
justify any quantitative estimate as being a faithful
representation of the value of the sponsor covenant. This
reduces its usefulness as a trigger for action by members,
supervisors or the management of the IORP. It is unlikely to be
verifiable; it is likely that different experts will come up with a
wide range of possible estimates. It is also unlikely to be
comparable across different sponsors given the judgements that
will need to be made.

Where the sponsor is a member of a group of companies, the
value of the covenant might need to take account of contractual
and non-contractual financial relationships between the sponsor
and other members of the group.

Depending on how the covenant is to be assessed there could
also be significant additional costs to IORPs in making the
assessment.

EIOPA recognises that quantification of the covenant is a
complex task (paragraph 9.3.199) and a methodology is
suggested in paragraph 9.3.198 involving the projection of
expected cash flows of the sponsor. EIOPA recognises recovery
plans might extend over 15 years. This implies that the
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projection of cash flows might need to extend over a similar
period. Such projections are likely to be burdensome; very few
businesses project cash flows over such an extended period.
Even recognising that proportionate approaches might be
applied such projections will require the selection of key
assumptions to be made on the basis of limited information with
small variations having the potential to produce very large
differences in value.

It might be possible to adopt a relatively simple metric for
estimating the riskiness relating to the cash flows to be valued.
The UK’s Pension Protection Fund uses a single metric for
assessing employer insolvency risk in the calculation of its
annual levy. However, such methods only provide an indication
of riskiness and only over relatively short periods, typically one
to three years. Considering insolvency risk over extended
periods will increase unreliability.

In their discussion paper, The Financial Reporting of Pensions
issued in January 2008, the European Financial Reporting
Advisory Group (EFRAG) and a group of European accounting
standard setters considered quantifying the employer covenant.
They said:

“A possible approach would be to require the current value of
the employer’s covenant to be estimated. This would be a
measure that attempted to quantify the amount and timing of
future cash flows likely to arise under the covenant, probably
using an expected value calculated under a number of scenarios.
This would clearly be a burdensome and highly subjective
calculation to perform. It is also open to the objection, in
principle, that it would seem that it would inevitably take
account of future investment returns.”

A more pragmatic approach would be to treat the sponsor
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covenant as sufficient to meet the capital requirement in the
majority of cases where there is an employer supporting the
IORP. Such an approach should be supported by a robust risk
management process including qualitative and quantitative
information on risk.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs should be retained. There is a
fundamental difference between an IORP which must bear risk
without recourse to either sponsors or members, Article 17(1)
IORPs, and IORPs where the risk is borne by sponsors or
members. That difference concerns the additional security
mechanism available to IORPs which have recourse to sponsors
and/or members. A high quality risk-based supervisory regime
should reflect that difference.

58.

FNMF - Fédération
Nationale de la Mutualité
Franca

12.

FNMF supports holistic balance sheet, as long as the same
principles are opened for the undertakings falling under Solvency
2 directive.

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.

59.

FNV Bondgenoten

12.

The idea of a holistic balance sheet seems to offer theoretical
possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any

Noted
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decision can be made whether the holistic balance sheet can and
should be used as a supervisory tool. FNV BG is willing to
support both the EC and EIOPA in making these assessments if
and when needed.

Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms
of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.

60. GAZELLE CORPORATE
FINANCE LTD

12.

We support the proposals in EIOPA-CP-11-006 as an attempt to
create a conceptual framework in which the security of pension
arrangements which rely on the sponsor covenant can be more
objectively approached and measured.

We agree that it is reasonable to take into account in a holistic
balance sheet the following elements as security for the benefits
accrued to date:

O The assets of the scheme

O Contingent assets, such as security over the sponsoring
company’s assets

O Future payments to the scheme to which the employer
has committed under a recovery plan

Noted
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O The sponsor covenant to the extent that the scheme has
a potential claim on this.

As noted in our response to Question 33 however, we have some
concerns about the value and purpose of the extensive work
involved in quantifying the value of the sponsor covenant with
any great precision.

As noted in our response to Question 41, we have a concern
about the concept of treating the provision of a Pension
Protection Scheme as an asset. This seems highly questionable;
the sponsor is either ongoing or insolvent, and a PPS is only of
value in the latter case; it may involve different benefits as is
certainly the case in the UK. We consider the attempted analogy
with reinsurance to be highly misleading, as reinsurance is a
mechanism for risk transfer not an asset.

61.

Generali vie

12.

The Holistic Balance Sheet could be a good tool as it ensures
greater transparency and disclosure and would make
comparable all the institutions together.

The Holistic Balance Sheet should be based on a fully
harmonised risk’s measurment and made public.

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.
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NAL PENSIONS ALTHOS

62.

German Institute of
Pension Actuaries
(IVS\32\45\3

12.

We believe that the distinction between the different types of
IORPs should be retained.

More important, however, we challenge the central assumption
taken by both the Commission and EIOPA in the development of
the Pensions Directive, namely that insurance and pensions
business is so similar, that the same principles - here the
“holistic balance sheet” - can be used as a starting point. We do
not think that this assumption is appropriate and explain our
reasons below.

We assume that the similarities are so well understood that the
differences are less so and therefore highlight these and some
consequences thereof:

A. General Comments to IORPs

1. The business model: The vast majority of insurers (and
effectively all of the major players) is profit-oriented and operate
in @ competitive market. Neither applies to pension funds,
whether company-own or restricted to a profession or a pre-
specified set of beneficiaries (e.g. members of a profession)
alone. Pension funds in this sense do not include those that
compete directly with insurers in the pensions market. We
believe that this aspect alone justifies that a fundamentally
different approach between the two types of entities is more
appropriate.

2. Ownership structure: The vast majority of insurers (and

Noted

EIOPA agrees that
considerable further
work would be needed
to define pension
benefits on a
consistent basis were
it decided to apply a
common HBS regime
throughout the EU,
and notes that this is a
political matter.
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effectively all of the major players) is oriented towards the
capital markets, i.e. the shares in the entity are effectively held-
for-sale by its owners. In contrast, a pension fund is held by a
single owner (or its beneficiaries if a mutual structure) and is
essentially held-to-maturity, since the entity as such is not
publicly traded. It follows that, for measurement purposes, a
mark-to-market or fair value approach makes sense for the
valuation of an insurer’s assets/liabilities. In contrast, for
measurement purposes, a fulfilment value or held-to-maturity
approach makes more sense for the measurement of pension
funds’ assets/liabilities. The fact that the owners of those
corporate entities holding interests in a pensions fund are also
effectively held-for-sale does not necessarily permit the
conclusion that this requires treatment similar to insurers: the
business model, the legal framework, diversity and risk profiles
typically differ from those of insurers.

3. Legal framework: This aspect is dealt with partly in 2.6.5. We
believe, however, that not all repercussions have been
thoroughly considered. Insurance contracts are contracted in a
free and open market (i.e. the consumer has a choice) and are
therefore subject to contract/civil law because beneficiaries are
contract holders. In contrast, in most countries, pension
promises are subject to labour law, which can differ significantly
from contract law; the consumer is thus generally not operating
in a free and open market. In Germany, for example, the
underlying contract is generally agreed upon (and amended) by
collective bargaining agreements. The individual employee does
not give his consent nor can he disagree, even if his rights are
reduced.
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The pension promise can be weaker / softer and more malleable
in the context of a pension fund (for example, in Germany,
pension agreements can be and are changed by agreements
with employee representatives, not every employee individually
- often with legal effect for accrued benefits too). Actuarial
valuation principles of liabilities and security requirements for
pension funds must thus reflect the prevailing labour and social
law and take account of this flexibly over time since labour and
social law are not static.

In short, insurers generally grant “hard” guarantees while
pension funds grant “softer” guarantees.

In some member states (e.g. Germany, The Netherlands), most
pension funds do not necessarily guarantee benefits at all, since
the fund has the right to reduce the benefits in accordance with
the assets available - i.e. “soft” benefit ambitions rather than
“hard” guarantees. In Germany, for example, in the vast
majority of situations the law requires an employer to
underwrite any shortfall not met by the fund.

This framework is clearly more flexible than that typically
applying to life insurers. This flexibility is often justified, to
varying degrees, by the existence of an employer covenant. In
some jurisdictions there is a further safeguard: should the
employer too be unable to fulfil the pension promise given, the
promise can be protected by an insolvency protection institution
for occupational pensions.

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
102/730
© EIOPA 2012




»,
"

==

Within the context of the holistic balance sheet we understand
that EIOPA and the Commission interpret the value of the
employer covenant and the insolvency protection as not being
assets that can be directly held against the technical provisions
but rather only against the SCR and the Risk Buffer. We believe
that this approach is not appropriate when viewed in the context
of a pension fund’s characteristics.

4. Diversity: This aspect is partly dealt with in 2.6.7. However,
we believe that here too, not all repercussions have been
considered thoroughly. There are about 5,000 insurers and
about 140,000 pension funds in Europe. As EIOPA quite correctly
states, the aspect of relative cost of satisfying any regulatory
requirements is thus of much greater significance for pension
funds. However, EIOPA does not mention that the types of
products offered by pension funds (i.e. pension promises) are far
more diverse in nature than insurance products. The
combination of this numbers / diversity issue must have a
significant repercussion on regulation, since otherwise, diversity
will be intentionally extinguished. The result will very likely be
that all risk will be shifted onto beneficiaries. This aspect falls
firmly into the area of social policy and should not be brushed
aside by the Commission as “not our responsibility”.

5. Risk profiles: Typically, insurance contracts exclude a large
number of specific risks (e.g. unhealthy lives), whereas pension
funds are more inclusive (because normally all employees are to
be covered).

6. Is the holistic balance sheet really holistic? If the Commission
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argues that 3rd pillar regulation (i. e. that of insurers) should be
imposed on the 2nd pillar (i.e. that of pension funds) it would
seem illogical not to extend this approach to the 1st pillar (i.e.
that of social security) too. There seems to be no reason to limit
the proposals only to the 2nd and 3rd pillars. We believe that
the three pillars of pension provision are a well established blend
of distinctly different approaches that make the entire system of
retirement provision more resilient (and holistic!) than narrowing
down the alternatives to two or even one approach.

B. Specific Recommendations

Even though we believe it to be inappropriate in principle, if the
proposed holistic balance sheet approach is to be followed
regardless, it should take the following points into account:

1. We believe that the key quantitative parameters of the
Solvency II model, namely the mark-to-market and mark-to-
model valuation requirements for plan assets and liabilities,
respectively, the one-year forecast period at a statistical
confidence level of 99.5% cannot be copied unchanged to
pension funds. The main reasons for this assessment include:

O As compared with insurers, pension funds typically
operate according to a different business model, typically have
different ownership structures, are subject to a very different
legal framework, currently encapsulate more diversity and have
different risk profiles;

O Excessively high and volatile capital requirements based
exclusively on the state of financial markets (duration gap
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between available assets and liabilities; low interest rates; state
of the markets at the valuation date) are inappropriate for
pension funds.

2. The enhanced security provided by the employer
covenant and by insolvency protection institutions should, in
principle, be taken into account in the same way as financial
assets.

3. The softness of a pension fund’s obligation must be taken
into account when assessing the discount rate for discounting
future pension obligations. An approach for determining the
discount rate comparable with that required under international
accounting standards, i.e. using yield curves that reflect AA-
credit rating, would be more suitable and appropriate than a
risk-free interest rate. We also believe that the instruments
currently being discussed in the life insurance industry
(construction of synthetic yield curves applying illiquidity
premiums, countercyclical premiums, etc.) are unsuitable for
pension funds.

4, In our view the valuation of technical provisions with a
view to transfer values is inappropriate. The main reason is that
pension funds are effectively not held-for-sale.

5. Recent experience has shown that mark-to-market
approaches have their significant weaknesses. When markets
are subjected to severe stress (quantitative easing; downgrading
of sovereigns; general loss of trust), politically motivated
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measures are deemed necessary and implemented, e.g. by the
construction of synthetic yield curves allowing for illiquidity,
counter-cyclicality, theoretical forward rates, etc. In other
words, mark-to-market approaches have shown that they are
neither resilient nor durable in the face of stressed markets.

We believe that the mark-to-market approach, the annual
projection horizon coupled with the 99.5% confidence level as
applied under Solvency II is unsuitable for IORPs because the
resulting high volatility of balance sheet amounts result in high
swings in capital requirements that are generally unjustified.

6. In summary we consider that

a. The financial and other assets must be sufficient to cover
the technical provisions;

b. There is no need for a risk margin in addition to the
technical provisions as deviations from the technical provisions
are already included in the SCR;

C. A sufficiently clear and simple assessment of the value of
the employer’s covenant and the value of the insolvency
protection must be ensured;

d. A very significant simplification and easing must be
permitted in accordance with the principle of proportionality. For
instance, smaller funds should be permitted to prepare its
balance sheet in simplified form (or excluded altogether) and
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only in intervals of several years;

e. The transition period for implementation must be suitably
long to allow time for adjustment

63.

GESAMTMETALL -
Federation of German
employer

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17 (1) IORPs, 17 (3) IORPs and sponsor backed
IORPs should be retained or removed?

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1). As a consequence we reject the
undifferentiated usage of the holistic balance sheet as a catch-all
approach because it doesn't fit the diversity of European IORPs:
In our opinion, the holistic balance sheet approach doesn’t meet
the characteristics of sponsor-backed IORPs and to some extent
Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by the
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between the
financial assets on the one hand and technical provisions. IORPs
should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

Noted

64.

Groupe Consultatif
Actuariel Européen.

12.

With one overarching caveat (and a minority view expressed at
the end of this section), we support the concept of the holistic

Noted.
EIOPA recognises that
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balance sheet (HBS), subject to further research and there is much further

development and clarifications about its use, and provided it is development needed
not used as an automatic trigger for driving capital allocation to implement the HBS
decisions. concept.

The caveat, as mentioned in the general commentary, is that we
have not been able to consider, within the brief period permitted
for the consultation, all possible *knock-on’ effects of introducing
an HBS. In the same way that an IAS19 balance sheet does not
directly drive funding decisions, the HBS should not do so either
- this fundamental aspect is not clear from the consultation and
needs to be considered further. Amongst other things, any
regulation for IORPs needs to recognise that there is almost
always a legal demarcation between the roles and
responsibilities of the sponsoring company and the managing
board of the IORP; decisions about funding require cooperation
of both parties.

Additionally, the consultation does not give sufficient information
to consider the interaction of the HBS and the Solvency Capital

Requirement and therefore our response to question 38 must be
tempered by the view that this aspect too needs further thought.

O Potential use of HBS

O We envisage this to be a useful management tool for the
board of the IORP, showing the development of the various
components of liability, the backing provided by assets of
varying quality and the risk implicit in the board’s management
policies.

O We also envisage it to be a useful tool by which the board
of the IORP can communicate to the regulator/supervisor, and
potentially to other stakeholders, about their plan for achieving
balance between assets and liabilities (assuming it was not
already in balance), including decisions about the level of risk
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and its affordability, as well as the expected flow of new
contributions and the time horizon involved. This could happen
on the basis of a commonly agreed methodology at the
European level.

O We would expect the HBS to be a mechanism to inform
and communicate capital allocation decisions between the
sponsor and the IORP.

O However, potential use of the HBS as a driver for capital
allocation decisions should be decided only after impact studies
and with suitable political input, since capital allocation decisions
between the sponsor and the IORP depend on reconciling many
complex factors, including social preferences which may
determine the nature and type of benefits and the balance
between cost and security.

O Structure of the HBS

O We have a preference for technical provisions to be
shown at two levels (paragraph 9.3.90) in the balance sheet

o] Level A determined on a harmonised basis by the
application of market consistency principles to reflect what might
be the value of the liability on a winding up or buy-out basis (or
for very large IORPs, a practical low-risk run-off strategy).

o] Level B determined on a going concern basis may reflect
decisions at the IORP level as to how the liability is expected to
be financed over a suitable period of time.

o] The Level A technical provisions should reflect the nature
of the pension promise and would be independent of the
investment strategy pursued by the IORP, whilst the Level B
technical provisions (more appropriately referred to as the
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funding target) may incorporate some advance credit for
expected future investment returns (as well as future salary
increases if appropriate), with a requirement (via the ORSA) for
the board of the IORP to show how they are managing the gap.

o} We consider that an ORSA should be an essential feature
of an holistic balance sheet that is structured in this way. The
ORSA would consider issues not routinely picked up within the
HBS, encourage more proactive management than might be
implied to the snapshot position considered within the HBS, and
encourage the management of the IORP to show how they had
balanced all the moving pieces in a risk management context.

O On the asset side, we would suggest an additional explicit
item to show the present value of contributions expected from
the deficit recovery plan. In many countries these may take the
form of a contractual debt agreement and therefore represent
better quality than uncommitted assets of the sponsor.

Solvency capital and risk margin

O We support the principle behind the SCR, which is to
demonstrate the level of risk implicit in the IORP’s investment
strategy and other management policies. However, risk is just
one element of a number of components of security and due to
social and other preferences each Member State (MS) places
different emphasis on the various elements (Our paper ‘Security
in occupational pensions” sets out how security can be viewed
in a holistic manner to incorporate elements from the full range
of Pillars I, IT and III). Accordingly, the majority of our member
associations do not think that it would be appropriate to impose
a harmonised security level across the EU for just the technical
provisions. Instead, it would be more appropriate for each MS
to have the flexibility to set the level of the effective SCR which
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best reconciles the support mechanisms in place within the MS
(such as legally enforceable sponsor covenant, insolvency
protection funds, penalties for solvent walk-aways etc). It might
even be more appropriate to set the level of the effective SCR at
plan level. This would provide employers and employees the
freedom to choose the level that best reflects the risks that they
accept in their agreement.

O The majority of our Member Associations do not see a
specific need for a risk margin — an allowance for the uncertainty
of cash outflows can be incorporated in the SCR, or in the
technical provisions assessed on a suitable prudent basis.
However, it is possible that for presentational purposes the risk
margin may need to be shown separately but this will depend on
which policy option is chosen. Accordingly, we suggest that the
concept of a risk margin for the specific purposes of IORPs
should be examined again within the context of the chosen
policy option.In IORPs, the primary trigger for corrective action
should be when there is a shortfall of financial assets against the
relevant capital requirement.

O Further development needed for HBS to be turned into a
practical and useful tool

We believe more work is needed before the concept of the
holistic balance sheet can be turned into a practical and useful
proposition:

o] Further work is necessary to establish what should be
taken as the appropriate measure for the risk-free rate for the
calculation of level A technical provisions (the swap rate curve
may be a useful starting point and for longer durations a blend
with the ultimate forward rate may be supportable, with further
adjustments for the inclusion of illiquidity and matching premia).
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O On the valuation of sponsor covenant, we suggest
commissioning some external research in this area, studying
especially what is already done in respect of security of
reinsurance recoveries.

O On the allowance for insolvency protection schemes, we
think an adjustment to insolvency probabilities might work for
insolvency protection schemes in some MS (see answer to Q41).
However, the ways and means of taking into account such last
resort mechanisms (for which there appears to be no previous
experience) requires further research.

We believe further clarification is needed in the following areas:

O The extent to which intangible assets (sponsor covenant,
contingent assets and insolvency protection schemes etc.)
should be allowed to provide cover for technical provisions, and
SCR.

O The CfA is silent about transitional arrangements. We
believe that, to the extent that any new requirements may
impose additional capital burdens on IORPs or their sponsors,
suitable transitional arrangements would be necessary to spread
the burden over a reasonable period, in order to reduce what
might otherwise be a very significant impact on capital markets
and economic growth in the EU.

A minority view expressed by one or our member associations is
that harmonisation and mutual recognition will not be achieved if
the level of security (even if set at a low level), is not stated
clearly in the directive. This is particularly a concern where
article 4 has been applied to the regulation of IORPs, as
indicated in the preamble to our submission. For the protection
of plan members they would argue that it is important for the
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minimum level of security that is sufficient to provide pensions
to consumers to be stated in the EU legislation. This view
reflects a concern about liabilities being presented in a different
way in insurance and pensions and would favour harmonisation
of technical provisions with an explicit risk margin in the
liabilities in order to ensure sufficient quality and security in all
cases. The HBS should not hide the varying levels of quality and
security provided by the different HBS components and
disclosure of the HBS to plan stakeholders should make this
clear.

65.

Groupement Francgais des
Bancassureurs

12.

FBIA considers that the Holistic Balance Sheet could be a good
tool for the assessment of the overall financial statement of the
IORP. It would be seen as a prudential supervisory solvency
assessment tool. In our opinion, the Holistic Balance Sheet goes
in the direction of greater transparency and disclosure, and
would make comparable all the institutions together. This
approach would acknowledge the existing variety of occupational
pension systems and yet would capture all these systems into a
single balance sheet.

In a competitive environment, the beneficiaries could then make
their choice knowing precisely who bears the risk. The protection
of beneficiaries should be strengthened by disclosure
requirements under Pillar III of the future IORP directive.

HBS will only be relevant if based on a fully harmonised risk’s
measurements. For instance, there must be consistency
between interest rates, pension protection scheme and
insurance Guarantee Scheme...

The HBS should be made public.

Noted.

The issue of what
basis should be
adopted for calculation
is a separate issue
which is considered in
chapters 9 and 10.

66.

PMT-PME-Mn Services

12.

The idea of a holistic balance sheet seems to offer theoretical

Noted
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possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any
decision can be made whether the holistic balance sheet can and
should be used as a supervisory tool. We are willing to support
both the EC and EIOPA in making these assessments if and
when needed.

Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms
of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.

67.

HM Treasury/Department
for Work and Pensions

12.

Without prejudice to our view that a harmonised solvency
regime for IORPs is neither necessary or practical, the proposal
for an evaluation tool that would enable supervisors to include
all security mechanisms in the overall solvency assessment, may
look like an attractive idea in theory. However, EIOPA has not
demonstrated that this is workable in practice, and the UK govt
is not convinced that - the holistci balance sheet will turn out
not to be a practical or viable approach.

In particular, we have serious concerns that methods for valuing
either the sponsor covenant, or pension protection schemes,
have not been explored, and no concrete proposals have been
tabled. These methods are fundamental to whether the holistic

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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balance sheet is even possible as an approach. Without knowing
whether it is possible to value these two mechanisms in practice,
it is extremely premature to invite views on the holistic balance
sheet as a formal proposal.

Given the critical role of the sponsor covenant and pension
protection schemes in offsetting what would otherwise be a
totally unaffordable and unnecesary increase in capital
requirements, we are highly concerned that EIOPA appears to be
committing to a holistic balance sheet without any evidence that
it is a practical proposition. EIOPA should therefore work up
valuation methods to a level of detail that allows assessment of
how this might work in practice before, not after, it responds to
the Commission with a recommendation that a holistic balance
sheet should be pursued.

68.

HVB Trust Pensionsfonds
AG

12.

2. The distinction between Article 17(1) IORPs, 17(3) IORPs
and sponsor-backed IORPs (policy option 1) must be maintained.

3. A mark-to-market valuation is too volatil and would never
fit for IORPs, that have to satisfy live-long payments. In the
holistic balance sheet approach the value of the sponsor
convenants and pension-protection-schemes would be the gap
between the technical provisions and the financial asstes. No
further capital requirements should be arise for sponsor-backed
IORPs.

Noted

69.

IBM Deutschland
Pensionskasse VVaG and
IBM Deutsch

12.

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1).

As a consequence we reject the undifferentiated usage of the
holistic balance sheet as a catch-all approach because it doesn’t
fit the diversity of European IORPs:In our opinion, the holistic

Noted
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balance sheet approach doesn’t meet the characteristics of

sponsor-backed IORPs and to some extent Article 17 (3) IORPs.

A resonable holistic balance sheet model implies that the
value of the employer covenant (backed by the pension
protection scheme) will have to be determined by the gap it is
supposed to fill. This will be the gap between the financial
assets on the one hand and technical provisions

IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

70.

ICAEW

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

Without prejudice to our view (expressed above) that a
harmonised solvency regime for IORPs is neither necessary nor
practical, we consider that (if a harmonised regime is to be
imposed) we would support the concept of a holistic balance
sheet, incorporating all prudential mechanisms in the overall
solvency assessment (including, for example, the employer
covenant). However, we note that insufficient detail is provided
in respect of various fundamental components of the holistic
balance sheet, such as valuation of the employer covenant and
the length of recovery periods. It is also unclear what the
consequences would be if the holistic balance sheet ‘does not
balance’.

A harmonised, centrally prescribed, approach would not be
appropriate given that the nature of pensions liabilities are a
function of national legislation which differs greatly between

Noted
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Member States. Therefore, we believe there should be an EU
framework set out at ‘Level 1’ (ie in the Directive), setting out
the principles of measurement for the various components. This
framework should provide sufficient flexibility to allow Member
States to make any necessary adjustments in order to
implement appropriate mechanisms for assessing / measuring
the various components that take account of the different
national legislative requirements underpinning the pensions
promise.

Once this framework has been developed, it should be reflected
in a proper impact assessment to enable respondents to properly
consider the proposals.

71.

IMA (Investment
Management Association)

12.

At a general level, we welcome the move by EIOPA to respond to
the Commission’s call for a sui generis approach to pension
provision rather than simply transposing the approach currently
being developed for the insurance industry under Solvency II.

In this respect, the holistic balance sheet does indeed appear at
first sight to try to take account of the specific features of
national regimes: eg. the role of the employer covenant and
Pensions Protection Fund in the UK defined benefit environment.

However, as we mention in our general comments, it is
impossible to difficult to respond further on key areas, such as
the employer covenant, as there is insufficient detail. Our
concern remains that the template for implementation measures
will still remain Solvency II with the result that there will be a
significant challenge for DB pension schemes and a threat to the
sustainability criterion that is at the heart of the Commission’s
Green Paper agenda. We believe this threat could primarily be
in the form of risk-free discount rates, increasing technical

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.

The question of the
assumptions to be
used in the
preparation of a HBS
and therefore the
impact of the use of
the HBS are
considered in chapters
9 and 10.
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provisions without taking into account either the specific
circumstances of individual schemes or the nature of employer-
backed trust-based provision. As work by Punter Southall has
pointed out, depending on how these changes are calibrated,
this could lead to an increase of up to 90% in technical
provisions.[]

In the context of the forced de-risking of pension schemes that
could follow the introduction of such changes, we would also
draw attention to the broader potential impact on both equity
markets and the wider economy. While it is the case that UK DB
pension funds have been both reducing their equity exposure
and specifically their domestic equity exposure for some time,
they are still substantial holders of UK equities. Forced
redemptions could have a significant destabilising effect both on
market valuations and on the future ability of UK companies to
raise capital via equity issuance.

With respect to DC schemes, we would like to see more
elaboration regarding the operational risk component of the
balance sheet. We agree with EIOPA that pure DC should see a
precise matching of assets with liabilities. We also agree that
that operational risk is an issue that needs to be addressed in
DC provision. However, where DC provision is outsourced to an
external provider (in a bundled or unbundled form) by the IORP,
much of the operational risk associated with the pension will be
assumed by the providers. It is therefore not clear whether
there might be duplication if the IORP itself is also required to
make provision for certain aspects of operational risk.
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Overall, and particularly given the absence of detail surrounding
the impact of the holistic balance sheet approach, we support
the retention of the distinction between different types of IORP
(Option 1), particularly to take into account the different nature
of sponsor-backed IORPs.

72.

ING Insurance

12.

The idea of a holistic approach appears attractive. However,
developing this into a useful approach must ensure that the
unique features of each country’s pension systems really are
fully taken into account. A well-designed holistic framework has
the potential to become a central and valuable element of a
common methodology. However, as the current Solvency II
regime is still work in progress, particularly as regards long-term
products, and one should be cautious about the application en
bloc of current elements of Solvency II to pensions.

Noted

73.

Institute and Faculty of
Actuaries (UK)

12.

We believe that the concept of the holistic balance sheet has
merit. However the potential practical consequences of a an
inflexible adoption of such a model are significant. More thought
and research is needed to assess the consequences of adopting
different variations and applications of the concept both in terms
of the practicality and in terms of the costs of such proposal. It
may be that the aim of a single regime to cover all three types
of IORPs is not achievable in practice but the concept of the
holistic balance sheet should be developed further to investigate
its feasibility before any change is made.

It is our understanding that, in effect, the UK Pensions Regulator
already carries out such holistic assessments, but inevitably on a
largely qualitative basis, when assessing the funding plans of UK
sponsor-backed IORPs. There is merit in seeking some more

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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objective assessment of the support available from employers to
support member security (see also our response to Q33),
although we have doubts as to just how objective such
quantitative measures are capable of being. We also consider
that the communication of such holistic assessments to
members needs further investigation.

We do wonder what the consequences of an insolvent holistic
balance sheet would be. IORPs are not profit making
organisations and cannot raise additional capital other than from
the sponsoring employer (this would simply transfer the value of
the employer covenant from the sponsor to the IORP and
thereby have a neutral impact on the holistic balance sheet
overall). If all future possible support from a sponsor is already
factored into the asset valuation as per Components 6 and 7,
where can any further support for the IORP come from? Do the
limited options available justify the change in regulatory regime?

A very long transitional period (perhaps of 20 years or so) would
be required to implement such holistic assessments for practical
and other reasons.

74.

KPMG LLP (UK)

12.

The proposal of a holistic balance sheet would in theory allow for
a consistent approach to the three stated types of IORPs.
However we see great practical difficulties in formulating rules
for the evaluation of Component 6 (Contingent assets) and
particularly Component 7 (Sponsor covenant and Protection
schemes). Even if such rules can be formulated, to cover all the
different types of sponsoring employers (listed companies,
private companies, charities, other not-for-profit organisations,
etc), the costs of carrying out such calculations on a regular
basis are likely to be excessive.

As with other proposals, it is essential that an impact analysis be

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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carried out , to cover both the practicality and the costs of such
a proposal. It may be that the aim of a single regime to cover
all three types of IORPs is not achievable in practice.

We note our understanding that the UK Pensions Regulator
already effectively carries out such holistic assessments, but
inevitably on a largely qualitative basis, when assessing the
funding plans of UK sponsor-backed IORPs. We would
recommend consideration of such a qualitative approach, before
embarking on a detailed consideration of a quantitative
approach.

We do wonder what the consequences of an insolvent holistic
balance sheet would be. If all future possible support from a
sponsor is already factored into the asset valuation as per
Components 6 and 7, where can any further support for the
IORP come from?

75.

Le cercle des épargnants

12.

The Holistic Balance Sheet could be a good tool as it ensures
greater transparency and disclosure and would make
comparable all the institutions together.

The Holistic Balance Sheet should be based on a fully
harmonised risk’'s measurment and made public.

Noted

76.

Macfarlanes LLP

12.

13. (Chapter 8 - Quantitative requirements) What is the view
of the stakeholders on the holistic balance sheet proposal? Do
stakeholders think that the distinction between Article 17(1)
IORPs, 17(3) IORPs and sponsor-backed IORPs should be
retained or removed?

Noted

Although they have
not yet been
discussed, EIOPA
recognises that the
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\ ANCE
NSURANI

JONS AUTHOR

design of transition
arrangements to any
new system will be
very important

14. 1. Company pension schemes work (in a funded context)
by putting assets aside with the prospect of continuing to do so,
as long as the scheme continues. In a UK context, the trust
assets set aside in this way are bolstered by a variety of legal
obligations and protective mechanisms, designed to provide
member protection while recognising the range of other
obligations (e.g. to bankers, suppliers, creditors and
employees). The objective of Solvency II levels of reserves in
respect of company schemes is therefore inappropriate. The
holistic balance sheet, which is designed to shoe-horn company
pension schemes into an insurance framework is superficially
attractive, but is probably unworkable as envisaged as well as
being both unnecessary and harmful.

15. 2. The application of any solvency objective of the sort
proposed could not be achieved without an extremely long
transition period, since the retrospective nature of the
obligations sought to be imposed will have an extremely
significant impact on sponsoring companies and their investors
and their ability to sustain current levels of pension provision.
From a practical viewpoint, the changes are likely to damage
those companies’ ability to respond to current economic
challenges and to contribute to the recovery of the European
economy. They represent an unnecessary use of capital
resources which could be better used elsewhere, since members
are already protected under current law.

16. 3. The holistic balance sheet itself carries a number of
difficulties with it. How is the value of the employer covenant to
be properly valued in any meaningful way, when normal
business activity could mean that changes in the value would
have to be reflected in additional contributions or security within
a short time scale? What about the costs of such valuations,
and the management time involved? And if additional
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contributions or security cannot be found to balance any cyclical
downturn what is to be the result? Members do not have the
choice of getting another employer to contribute to their pension
- and unnecessary demands on the business could prejudice
members’ jobs as well as their pension. These are unnecessary
diversions from the company’s business and unnecessary given
the degree of member protection already afforded under
domestic and EU legislation.

17. The distinction between Article 17(1) and 17(3) IORPs
and sponsor based IORPs should be retained. The suggestion in
paragraph 8230 of the consultation document that the existing
distinction could give rise to regulatory arbitrage is wholly
academic. No employer choosing to set up a company pension
scheme would consider this as an issue. Additionally, defined
benefit pension schemes in the UK are not in competition with
one another in finding new customers.

77.

MAN Pensionsfonds
Aktiengesellschaft

12.

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1).

As a consequence we reject the undifferentiated usage of the
holistic balance sheet as a catch-all approach because it doesn’t
fit the diversity of European IORPs: In our opinion, the holistic
balance sheet approach doesn’t meet the characteristics of
sponsor-backed IORPs and to some extent Article 17 (3) IORPs.

IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

Noted

78.

MAN SE

12.

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1).

As a consequence we reject the undifferentiated usage of the

Noted
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holistic balance sheet as a catch-all approach because it doesn’t
fit the diversity of European IORPs: In our opinion, the holistic
balance sheet approach doesn’'t meet the characteristics of
sponsor-backed IORPs and to some extent Article 17 (3) IORPs.

IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

79.

Mercer

12.

Although the idea of a holistic balance sheet that presents the
value of the scheme’s liabilities against all the sources of capital
available to the scheme seems attractive, in practice it could be
difficult to achieve a useful outcome. Since it is unclear from the
consultation how the concept will be used in practice, it is
difficult for us to form a strong view one way or the other. Our
particular concern is largely in relation to the valuation of the
company covenant, but also the accounting treatment of
contingent assets.

The proposal seems to be that the scheme managers would
place a value on the extent to which the company covenant is
available to them. This will be, at best, an extremely complex
exercise. Even in the simple case where there is a single
sponsoring employer, the employer’s ‘spare’ capital is likely to
have prior calls on it, some contractually constrained and others
tied to the needs of shareholders and internal business plans.

Also, quite reasonably there is a requirement for asset
valuations to be ‘market consistent’. In the case of employer
covenant, there is no market, so the best to hope for is "mark to
model”, but corporate finance models are generally not
transparent and incorporate many subjective elements. For
example, in some cases it might be possible to use bond spreads

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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or the cost of credit default spreads could be used to construct a
proxy measure, but it would be far from perfect, since these only
reflect the specific bond holders’ positions, which will be very
different from the IORP’s. In addition, where there is no legal
access to sponsor covenant (for example, the sponsors legal
commitment is only to pay the cost of ongoing accrual), then as
well as ability to pay, willingness must be taken into account,
and this may prove particularly challenging to value.

Perhaps the best that can be hoped for is that the liabilities are
fully determined (so, in particular, Component 3, which is
described as ‘excess of assets over liabilities’, is determined - if
deemed necessary - using some specific formula). Then, the
difference between the calculated liabilities and the aggregate of
the scheme’s financial assets and its *known’ prospective assets
(recovery plan and, where possible to value, contingent assets
and protection funds) could be described as ‘excess of liabilities
over assets’. In principal, it would then be clear the extent to
which member security relies on the company covenant. There
could be a consequent responsibility on IORPs to consider
whether the extent of reliance is realistic, give the information
available to them about the sponsoring employers and, for
example, their future business plans and prospects.

In practice, there are also difficulties in measuring liabilities
consistently, since different scheme designs provide members
with different levels of security or expectation. Whilst valuing
fixed benefits might be relatively straightforward, contingent or
indexed benefits create more problems and conditional benefits,
which effectively introduce risk mitigating features onto the
liability side of the equation, raise another level of complexity.
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Since one of the EC’s objectives is to achieve harmonisation
throughout the EU, we also observe that the circumstances and
extent to which IORPs have access to the employer covenant
varies, depending on local member state legislation. Depending
on whether, and how, the requirement to place an auditable
value on the company covenant is used in the amended IORP
Directive, it is possible that a material additional cost of pension
provision could be placed disproportionately on pension schemes
registered in a very small humber of member states (that is,
directly on the employers that sponsor those schemes).

Since the UK is the only member state where employer covenant
has come to form part of the funding regime, it is possible that
the idea of the holistic balance sheet was devised to address
some of the practices adopted by UK schemes. However, we feel
our alternative presentation addresses exactly the same points
made in Chapter 8, but without imposing the cost and
complexity determining an actual value would require. In
particular, we agree that the employer covenant should be taken
into account in some form when determining the amount of
financial assets defined benefit schemes are expected to target
as part of the regulatory regime.

Ultimately, the effectiveness of the concept depends on how it
will be used by EIOPA and member state supervisory authorities:
the consultation is silent, for example, on the steps it might
expect an IORP to take if the assets measured using the holistic
balance sheet approach are insufficient to meet the IORP’s total
liabilities, which could include solvency capital requirements. If
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the presentation is to be made available to IORPs to consider
whether they are appropriately financed, given the information it
provides about the quantity of risk the liability and asset profile
imposes, then this seems a useful exercise; however, we would
find it far more difficult to accept if the intention is for
supervisors to impose onerous funding obligations on employers
as a consequence of a shortfall on the asset side of the balance
sheet against the total liabilities, including the Solvency Capital
Requirement (SCR).

We do not comment on the different components it is suggested
could be included in the holistic balance sheet in this question,
since they are considered further under Call for Advice 5.

12. (contd)

We agree that the difference between IORPs that target defined
benefits or investment returns, without recourse to the sponsor
in the event of underfunding (Article 17(1) IORPs), should
continue to be distinguished from those IORPs that do rely on
the sponsor. For example, in the former case, it would be
unreasonable for the scheme to consider that the employer’s
covenant served as a contingent asset available to the scheme,
particularly following adverse experience.

However, we do not understand the description of IORPs where
the regulatory regime draws on the permissive nature of Article
17(3), as ‘different’ from other IORPs. In this case, it is the
regulatory regime that is different, so we do not think the
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distinction is needed. Indeed, retaining Article 17(3) could
undermine the EC’s objective of harmonising regulatory
standards throughout the European Union. It would create a
more level playing field if the schemes established by employers
on the understanding that the company covenant must be made
available to the scheme to cover shortfalls in funding whilst the
scheme and employer are ongoing, and/or in extremis, all had to
be regulated consistently, rather than enabling the supervisory
authorities in some member states to regulate differently than
others.

80.

MHP (Vakcentrale voor
Middengroepen en Hoger
Perso

12.

The idea of a holistic balance sheet seems to offer theoretical
possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any
decision can be made whether the holistic balance sheet can and
should be used as a supervisory tool. The MHP is willing to
support both the EC and EIOPA in making these assessments if
and when needed.

Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms
of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.

Noted
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82. National Association of
Pension Funds (NAPF)

12.

QUANTITATIVE REQUIREMENTS

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

The NAPF does not support the holistic balance sheet proposal.
With such a diversity of pension systems across the EU’s 27
Member States, it is impossible - and undesirable - to find a
single regulatory system that would work well in every Member
State.

It would be better to retain the high-level framework provided
by the current IORP Directive, which allows Member States - as
intended under the Subsidiarity rule that applies to pensions
policy — to develop funding regimes that suit their own patterns
of pension provision.

Existing system works

The UK already has a robust system of pension scheme funding
that provides strong protection for members’ benefits. The UK's
‘scheme specific funding regime’, thoroughly reviewed and
overhauled in 2005, is now tried and tested. It helped IORPs to
survive the recent financial crisis - effectively a major stress test
of regulatory systems. And it is flexible enough to recognise the
circumstances of individual schemes while still ensuring that
members’ benefits are safeguarded.
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The NAPF sees no need to replace this framework with a new,
untested system that would introduce unknown risks and
uncertainties.

An alternative might be to place greater emphasis on the use of
Own Risk and Solvency Assessments (ORSAs), which could
provide a more flexible, qualitative approach to assessing
pensions security.

Destabilising impact on scheme funding levels

Although the consultation paper gives little detail on how
important components of the holistic balance sheet would be
valued (eg, the sponsor covenant and pension protection
guarantees), it seems almost certain that the new approach
would dramatically raise funding requirements in a manner that
would undermine pension provision, rather than strengthen it.

The NAPF’s research across a sample of our member pension
schemes (summarised in the graphic below) indicates that the
likely switch to the use of a risk-free discount rate to value the
‘best estimate of liabilities’ would increase technical provisions
by an average of around 27%. This equates to an increase in
technical provisions across all UK DB schemes of €337 bn.

Additional components, such as the ‘risk buffer’ and ‘solvency
capital requirement’ would drive these figures even higher, and
the NAPF's case for excluding these elements is set out in our
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answers to Q.18 and Q.38.

O

An increase in scheme funding requirements on this scale would
have damaging consequences.

O Weaker sponsor covenant. the sponsoring employer
would be placed in a weaker position, needing to find extra
money to fund bigger contributions or recovery contributions
into the pension fund. This would increase the company’s
insolvency risk, thereby undermining the covenant. This would
be a bad outcome for the scheme’s members.

O More scheme closures and more risks for members. The
extra expense of running the company pension scheme would
inevitably force more employers to reduce or cease providing
pension benefits to their employees, resulting in less generous
benefits for scheme members. We would see further shift from
defined benefit to defined contribution pensions, creating a
system in which members have a greater exposure to risks. So a
Solvency II-style regime might actually undermine pensions
security, as well as reducing adequacy - contrary to the
Commission’s objectives as set out in the July 2010 Green Paper
Towards Adequate, Sustainable and Safe European Pensions
Systems.
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EIOPA’s proposals would also increase the complexity involved in
assessing Technical Privisions, thereby increasing IORPs’
actuarial costs.

Contractionary impact on EU economy

There would be a number of negative impacts on the economy
that would make it more difficult for the EC to achieve the
targets for job creation and investment set in the ‘Europe 2020
growth strategy’.

O Less corporate investment. If sponsor companies have to
find more money for pension contributions, then they will have
less available for investment and job creation.

O Lower company share prices / increased insolvency
ratings. The prospect of increased pension burdens on
sponsoring companies would drive down their share prices and
drive up their insolvency ratings.

O Less investment in equities. IORPs like to match their
assets to their liabilities. The use of risk-free discount rates for
calaculation of liabilities would incentivise IORPs to shift (even
more than at present) away from investment in return-seeking
asset classes such as equities and into risk-free or low-risk
assets such as government or corporate bonds. This would -
again — mean less money available for equity investment in the
EU economy. This effect would undermmine the effectiveness of
the current rounds of Quantitative Easing.

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
132/730
© EIOPA 2012




==

O Lower tax take. Impaired corporate performance would
mean a lower tax take for the Government. There is also a risk
that lower employment levels would drive welfare spendiing
higher than expected.

O Gilt yields reduced. Although increased demand would
push gilt prices up, yields would be reduced, undermining an
important income stream for IORPs.

O

Risks of Level 2 regulation

Although the holistic balance sheet would give some credit for
the sponsor covenant and pension protection guarantees, the
consultation paper provides no detail on how these components
would be valued. In the absence of this detail, the NAPF is
unable to rely with any confidence on these components
mitigating the very damaging effects of the components that
would dramatically raise scheme funding requirements, such as
the ‘best estimate of liabilities” and the ‘risk buffer’.

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
133/730
© EIOPA 2012




»,
"

==

The NAPF would strongly oppose any move to leave this
clarification to level 2 regulation; it is essential that such
important issues should be clearly defined in the Directive itself.

Retain distinctions between different kinds of IORP

One of the drivers for the holistic balance sheet approach is to
develop a single regime that could be applied to all kinds of
IORP, including those where the sponsor provides guarantees as
well as those where the risks fall squarely on the scheme itself
(Article 17.1 IORPs).

The NAPF does not agree that there is merit in applying a single
regulatory regime to these different kinds of IORPs, not least
because of the disruption for sponsor-backed IORPs and the EU
economy described in the paragraphs above.

83.

NEST Corporation

12.

While we can see some conceptual merit in the *holistic balance
sheet’ approach, the special nature of NEST means that
technically it might not be straightforward for us to

construct. Legally, we are simultaneously both:

a. NEST Corporation, a public body, established by statute,
charged with reporting to the UK parliament on the costs of
running the NEST scheme through a set of accounts based on
UK public sector accounting rules

b. the scheme itself, an IORP, created by statute and run as

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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a trust based scheme and required to report to members on the
basis of UK occupational pension scheme disclosure provisions.

We would, therefore, be very interested in contributing to
subsequent thinking on the details of how this approach could be
applied as it is far from obvious that the benefits would outweigh
the costs.

85. NORDMETALL, Verband
der Metall- und
Elektroindustr

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17 (1) IORPs, 17 (3) IORPs and sponsor backed
IORPs should be retained or removed?

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1). As a consequence we reject the
undifferentiated usage of the holistic balance sheet as a catch-all
approach because it doesn't fit the diversity of European IORPs:
In our opinion, the holistic balance sheet approach doesn’t meet
the characteristics of sponsor-backed IORPs and to some extent
Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by the
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between the
financial assets on the one hand and technical provisions. IORPs
should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

Noted

86. Pan-European Insurance

12.

(1) Europe’s pensions diversity cannot be harmonized away but

Noted.
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it can be made more manageable by becoming more
transparent. This is why PEIF proposed a common language on
pensions so as to allow similarities and differences between
different types of pensions to be identified, measured and
valued.

Therefore, the idea of a holistic approach appears attractive.
However, developing this into a useful approach must ensure
that the unique features of each country’s pension systems
really are fully taken into account. A well-designed holistic
framework has the potential to become a central and valuable
element of a common methodology. However, as the current
Solvency II regime is still work in progress, particularly as
regards long-term products, and one should be cautious about
the application en bloc of current elements of Solvency II to
pensions.

There are also unanswered questions about the valuation of
sponsor covenants and the practical consequences of identifying
the extent of the liability under the covenant.

Thorough evaluation of the consequences of the system in all
conceivable economic circumstances should be undertaken
before principles are adopted. This should include potential
member and employer actions and investment actions of the
fund.

Therefore, at this stage, PEIF cannot unconditionally endorse the
concept of a holistic balance sheet. However, it believes that it is
worth further exploration and development including, where
appropriate, by impact assessments. Once the holistic balance
sheet and its possible variants become more defined, PEIF
believes that it should be assessed again before a proposal for
IORP II is tabled.

(2) Until the detail of the holistic balance sheet becomes clearer

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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and potential solutions to the points identified above can be
found, PEIF as a group refrains from taking a view on retaining
the current distinctions.

88.

Pensioen Stichting

Transport (Netherlands)

12.

We prefer policy option 1, because we think that there is and
should be a distinction between Article 17(1) IORPs, 17(3) IORPs
and sponsor-backed IORPs.

The idea of a holistic balance sheet seems to us a theoretical
one. As a consequence we reject the usage of the holistic
balance sheet as a catch-all approach because it doesn't fit the
diversity of European IORPs.

The holistic balance sheet approach doesn’t meet the
characteristics of sponsor-backed IORPs and to some extent
Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by a
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between

the financial assets on the one hand and technical provisions.
IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

Noted

89.

Pensioenfonds Zorg en
Welzijn (PFZW)

12.

The idea of a holistic balance sheet seems to offer theoretical
possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any
decision can be made whether the holistic balance sheet can and
should be used as a supervisory tool. The Pensioenfederation is
willing to support both the European Commission and EIOPA in
making these assessments if and when needed. Consideration

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept, and that
cost/benefit analysis
will be important.
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may be given to using the method as an internal model that can
possibly lead to lower solvency buffers if properly used. This use
will account for the proportionality issues for smaller IORPs that
are involved in using a complex tool. The distinction between
Article 17(1) IORPs, 17(3) IORPs and sponsor-backed IORPs can
be retained. However, we do note that this distinction is not
complete and does not cover all forms of IORPs. A category
should be added in which the members themselves bear (part
of) the risk, as opposed to the IORP as an institution.

90.

Pensions Sicherungs-
Verein aG (PSVaG), Koln.

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

From the point of view of the PSVaG the application of the
principles of Solvency II to IORPs is not necessary for pension
promises protected by unlimited sponsor support and pension
protection schemes. If the holistic balance sheet allows for the
full value of the above-mentioned security mechanisms without
restricting it to the amount of the solvency capital requirements
it would always be possible to prove that the promises are
sufficiently protected. The calculations necessary to set up the
holistic balance sheet would cause high administrative costs.
Employers could be tempted to reduce occupational pension
promises. This possible effect would contradict the aim to
increase the spread of old-age-provision in Germany.

Therefore the distinction between the different types of IORPs in
Article 17 of the current IORP Directive should be retained. It
would also be necessary to leave the provisions on the
calculation of technical provisions in Article 15 unchanged for

Noted
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IORPs with security mechanisms such as unlimited sponsor
support and pension protection schemes.

91.

Pensionskasse der
Mitarbeiter der Hoechst-
Gruppe V

12.

Comment on CfA 5 and 6:

Quantitative requirements / Holistic Balance Sheet Approach

In the Call for Advice, the EU-Commission made it clear that
they wished EIOPA "s response to provide for a common,
harmonized level of security for benefits provided by Institutions
of Retirement Provision (IORPs) by establishing a single solvency
framework that would be applicable for all types of IORPs. In
order to achieve these objectives, EIOPA therefore developed
the Holistic Balance Sheet Approach and holds the opinion that
this balance sheet should be established to “record and measure
the obligations and resources of an IORP on a consistent basis”.
The introduction of such a risk-based system of supervision
would inevitably lead to the abandonment of the current
distinction between Art. 17 I IORPs, sponsor-backed IORPs and
Art. 17 III IORPs.

With respect to the suggested Holistic Balance Sheet Approach
and to the view of EIOPA, there seems to be a too strong
tendency to harmonize the framework of retirement provision
throughout the European Union at all costs.

Nevertheless, the ratio of all regulative measures primarily has
to keep in mind the need of protecting the pension entitlements

Noted.

EIOPA recognises
quantitative impact
and cost/benefit
analysis are important
for a final decision.
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of the members / beneficiaries / insured persons. A protection of
members / beneficiaries / insured persons of occupational
retirement provision assumes that there still is an existing
system of occupational retirement provision across Europe and
especially in Germany. The implementation of the Holistic
Balance Sheet Approach, as recommended by EIOPA, would
simultaneously signify the implementation of risk-based
supervision and Solvency Capital Requirements (SCR) for IORPs
according to the regulations of the Solvency-II-Directive, which
obviously has been the starting point for the development of the
Holistic Balance Sheet Approach. Therefore, as already
recognized by EIOPA itself on the draft response, the risk-based
supervision as well as the included Solvency Capital
Requirements could / would lead to “additional costs for IORPs
and sponsors which could undermine the cost-efficiency of
occupational retirement provision in the EU” and signify a “risk
of employers reducing occupational retirement provision (at
least for future employees) in the European Union”. Especially in
Germany, the Holistic Balance Sheet Approach as well as the
included risk-based Solvency Capital Requirements would lead to
a massive cost-increase of occupational retirement provision
that would have to be beared either by the employers through
higher financial support and / or by the members / beneficiaries
through reduced entitlements / benefits. In the end, such
economic conditions would lead to a situation, in which there
would be no occupational retirement provision offered anymore
to the employees by the employers.

Additionally, there is no reasonable way to reduce these
upcoming costs by taking into consideration the existing
different security mechanisms of IORPs while using the Holistic
Balance Sheet Approach. A due consideration of the different
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security mechanisms existing for IORPs (e.g. sponsor support,
benefit adjustment mechanisms or pension protection schemes)
by valuating them as a separate asset or by taking them into
account for example by reducing the sponsor’s insolvency risk
might be a testable / verifiable suggestion. However, by
valuating security mechanisms for example as an asset while
using the Holistic Balance Sheet Approach, the problem of
financing the Solvency Capital Requirements would simply be
moved to another level, e.g. to the sponsoring undertakings.
Furthermore, the EIOPA draft response recommends no
reasonable method / basis of calculating / valuating security
mechanisms within the Holistic Balance Sheet Approach.

The Holistic Balance Sheet Approach would mean this massive
increase of the Solvency Capital Requirements for several
reasons and is thus not suitable:

Since IORPs are limited to the business concept of lifelong
pension payments and have marginal cancellation rates, their
obligations have a much higher duration than those of life
insurance companies (IORPs: 20-30 years; insurance
companies: 8-10 years). At the same time, a duration match on
the asset is not practicable because of the limited availability of
capital market instruments. In context with the interest rate
stress scenario, the duration, on average three times longer
compared to insurance companies, will lead to a leverage effect
that will influence the Solvency Capital Requirements and thus
raise them to an unbearable peak.

In comparison to insurance companies, IORPs have also limited
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possibilities to create / increase their capital funds. As sources,
they are only allowed to use the employers and the employees
as well as the interests on capital assets. Therefore, increased
Solvency Capital Requirements at the expense of the members /
beneficiaries and / or the sponsors are neither reasonable nor
desirable.

Furthermore, a one year-horizon and a confidence-level of 99,5
% on the risk-based system of the Holistic Balance Sheet
Approach as currently being discussed is also not appropriate for
IORPs. While taking into account accrual and payout phases,
Pension obligations are distributed over an average term of 50-
80 years. While applying the described time-horizon and
confidence level, results would become highly sensitive to
fluctuations in the interest rate curve which also refers to that
specific date. Since there is no need for IORPs to be able to
liquidate its obligations at any time, due to the non-redeemable
nature of its commitments, there is an obvious conflict between
the short-term balance model of the Holistic Balance Sheet
Approach and the long-term nature of the operations of IORPs,
that operate on the well known “buy and hold” strategy.

During the economic and financial crisis of the past years, IORPs
were able to act as a stabilizing factor to the financial markets
because of the long-term nature of their operations. Thus, the
IORPs investment policy up to now had an anticyclical and
therefore calming effect to the financial markets. If IORPs would
be subjected to the regulations following the Holistic Balance
Sheet Approach, they would also have to act on a short-term
operating strategy, contrary to the current long-term approach,
to mitigate and avoid unbearable Solvency Capital
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Requirements. IORPs would thus lose their stabilizing role and
would also have to act market-consistent. The Application of the
Holistic Balance Sheet Approach, that is comparable to the
Solvency-II-regulations, would therefore not only lead to
harmonized balance regulations for IORPs across Europe, but
also increase pro-cyclical market-effects and the volatility of the
financial markets. EIPOA has already recognized the problem of
pro-cyclicality by suggesting the implementation of so-called
“equity and pillar II dampeners”, that should at least mitigate
these effects.

Furthermore, there is no need for a harmonized security-level in
between IORPs themselves or between IORPs and insurance

companies. There is no “level playing field”, that could justify an
approach according to the statement “same rules, same capital”:

IORPs, especially German IORPs, act as social institutions
because of a legal mandate and thus in public interest.
Therefore, they are non-profit oriented in opposite to the
insurance companies, that have to earn profit to satisfy their
shareholders and offer their products on a competitive market
and in an international periphery. A “level playing field” on
occupational pensions would also mean, that insurance
companies should not be allowed to draw any profits from these
operations nor to charge any provisions for “selling” such
products.

Moreover, IORPs as “monoliners” only offer occupational
retirement provision, pensions promises that are offered from
the employers to the employees in addition to their regular
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revenues. Therefore, the institutions and their products are
subject to the national social and labour law of the member
states, that has not been harmonized on the EU-level yet and for
that reason as already mentioned fully remains under control of
the member states. Insurance companies on the other side offer
insurance-products on the European Single Market as part of the
free movement of services and are therefore already subject to
the European regulation. Considering these differences, there is
no need for a harmonization because of the disparity of the
offered products and the different legal requirements that have
to be noticed.

In Europe, according to a speech of the EIOPA chairman Mr.
Bernardino, held at November, 15 2011 in Frankfurt, there were
140.000 existing IORPs at the end of 2009. These institutions
simultaneously represent thousands of employers and also
millions of members / beneficiaries / insured persons. If there is
the political desire of a harmonized security-level in awareness
of the condition “same rules, same capital”, it is still not
comprehensible that 140.000 IORPs should in future be
subject(ed) to the legal framework of just 4.753 insurers. By
considering the number of IORPs and the number of insurance
companies, a harmonization can / should therefore only take
place by the application of the current IORP-Directive and the
Solvency regulations of Solvency I also to insurance companies.

With respect to EIOPA and its objectives, in reference to
quantitative requirements for IORPs, the written draft response
does not contain an impartial assessment of all options. As
already mentioned on p. 216 of the draft response, “following
the clarification of the Commission”, EIOPA agreed to “consider
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only those options in the advice that are compatible with the
Holistic Balance Sheet Approach”. As a consequence, there was
no adequate analysis of option 1, the proposal to continue with
the distinction referring to Art. 17 of the current IORP-Directive.

For these reasons, option 1 must also be taken into account on
the announced quantitative impact study for the Holistic Balance
Sheet Approach. The assessment of both options has to be
evaluated in order to obtain some clear impact results.
Therefore, the quantitative impact study should at least include
the following contents:

- National organization of occupational retirement provision
(fencing off to first and third pillar)

- Existing security mechanisms for IORP ‘s (e.g. pension
protection schemes, supervisory authorities)

- Impact on the future asset-allocation of IORPs

- Financial and fiscal impacts on IORPs, employers,
employees and the national budgets of the member states

- Impact on the coverage-level of occupational retirement
provision

- Impact on the pension promises as well as on the
national social and labour law

To sum up, IORPs are not comparable to insurance companies.
There is also no “level playing field” for these institutions, and
therefore no need for a harmonization. The members /
beneficiaries and their entitlements / benefits are already
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safeguarded by national security mechanisms and the
guarantees of the sponsoring undertakings. An application of
option 2, the Holistic Balance Sheet Approach, will just increase
the costs of occupational retirement provision and therefore
mitigate the amount of the benefits and also the coverage level.
The Balance Sheet is also not suitable for technical reasons
because of the mentioned specialties of IORPs.

As a result, the suggested option 1, the regulations of the
current IORP-Directive within the current distinction of Art. 17
IORP-Directive should be pursued in the future discussions.

92. Predica

12.

Predica considers that the Holistic Balance Sheet could be a good
tool for the assessment of the overall financial statement of the
IORP. It would be seen as a prudential supervisory solvency
assessment tool. In Predica opinion, the Holistic Balance Sheet
goes in the direction of greater transparency and disclosure, and
would make comparable all the institutions together. This
approach would acknowledge the existing variety of occupational
pension systems and yet would capture all these systems into a
single balance sheet.

In a competitive environment, the beneficiaries could then make
their choice knowing precisely who bears the risk. The protection
of beneficiaries should be strengthened by disclosure
requirements under Pillar III of the future IORP directive.

HBS will only be relevant if based on a fully harmonised risk’s
measurements. For instance, there must be consistency
between interest rates, pension protection scheme and
insurance Guarantee Scheme...

Noted
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The HBS should be made public.

93. prof.dr. A.A.]. Pelsser
HonFIA, Netspar &
Maastric

12.

6. The aim of the holistic approach is to achieve a
comparable supervision tool by permitting different security
mechanisms across member states. This method has several
clear advantages both for the pension fund itself and for the
supervisor that has to assess the financial health of the pension
fund.

7. o It considers all possible security mechanisms as forms
of solvency. Intuitively, a pension scheme with sponsor backing
in case of shortfalls offers beneficiaries higher protection than an
otherwise identical pension fund without such a backing. If part
of the required protection can be provided for by the sponsor,
the protection through own funds can be lower compared to a
situation without sponsor support.

8. o Different pension funds, and theoretically even different
pension schemes (i.e. even unfunded schemes), can be
compared and assessed based on their overall solvency position.
This could enhance transparency and comparability for
beneficiaries.

9. However, applying the holistic approach in practice also
offers challenges:

10. o Valuation is usually not straightforward. It may not be
easy to derive analytical formulas that can provide an
unambiguous value of the security mechanism. Even by using
simulation techniques, the method and techniques are time and
resource intensive, making it more difficult for smaller pension
schemes to apply it. Proportionality is obviously an issue here.

11. 0 The method involves an assessment of many non-

Noted.

EIOPA recognises that
there is much further
development needed
to implement the HBS
concept.
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observable and non-tradable variables including sponsor credit
risk and the correlation between the financial positions of both
the pension fund and the sponsor. Due to the uncertainty
surrounding the ‘true’ value of a measure in the holistic balance
sheet approach, only a range of outcomes can be reliably
determined.

12. As a final note: we believe the distinction between the
IORP’s should be removed. These are merely “different shades
of grey” in the holistic balance sheet approach.

94.

PTK (Sweden)

12.

PTK rejects the proposal of a holistic balance sheet when it is
used for supervision. The complexities of a Holistic Balance
Sheet make this an unsuitable as a primary tool of supervision.
Workplace pensions are based on social and cultural traditions
and strongly linked to first pillar pension provision in the
different Member States. A single approach to pension security,
which only focuses on short term solvency will jeopardize many
existing European pension systems.

The main assumptions underlying the holistic balance sheet
approach are taken from the Solvency II model i.e. market
consistent valuation of assets and liabilities, one year time
horizon, 99.5% confidence level etc. Applying Solvency II rules
to pension funds would mean a drastic increase in required
assets. This is due to the use of different (lower) rates of
discounting the liabilities and the implementation of (higher)
capital requirements. The capital requirements aim to provide a
high level of pension security in the short term, which would
come at a very high price. PTK is also concerned that Solvency II
capital requirements could lead to a de-risking of investment
portfolios, threatening future returns and thus, benefit levels.

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation

148/730

© EIOPA 2012




A
‘V

==

Solvency II regime for IORP would mean negative effects on the
total European economy. Higher pension contributions and
sponsor support automatically lead to higher labor costs and that
will make the European economy less competitive. In addition,
less capital will be available for investments which will have a
negative impact on employment. Lower pension benefits will
hurt the purchasing power of retirees and thus the consumption
in Europe.

This outcome would have a negative impact on employment in
the European Union. The proposed revision is not in line with
Europe 2020 Strategy. In addition, PTK is concerned that the EU
debt crisis has already reduced FDI in European companies

95.

Punter Southall Limited

12.

In our view, IORPS should be regulated by bespoke regulation
tailored to their particular situation, not forced into an ill-fitting
framework designed for a completely different sort of institution.

The proposed holistic balance sheet attempts to make the
Solvency II framework fit IORPs better, by allowing for the
valuation of additional forms of security which are unique to
IORPs, such as sponsor covenant and pension protection
schemes. It is certainly true that such security mechanisms are
a fundamental part of the risk-mitigation framework that applies
to IORPs.

The holistic balance sheet does not, however, address the
fundamental inappropriateness of starting from a framework
designed with a completely different type of financial vehicle in
mind. In our view, pensions should be regulated by a regime
designed specifically for pensions, not a regime designed for
insurance that has been crudely hacked around to make it look a

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.
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little more appropriate to pensions.

We believe that the distinction between Article 17 schemes and
sponsor-backed schemes should be retained, and that a
regulatory approach designed specifically with pension schemes
in mind should continue to be applied to IORPs.

96. Railways Pension Trustee 12. RPTCL has concerns about implementing a holistic balance sheet | Noted.
Company Limited ("RPTCL appr_oach a_md we sugges_t ’Fhat this |_tem is given further EIOPA recognises that
consideration. Although it is recognised that items such as the .
. : there is much further
strength of the supporting employer covenant and the existence
. i . : . development needed
of pension protection schemes are important considerations for .
. ; to implement the HBS
trustees and managers of pension schemes, calculating a value concept
for these items would be a complex and expensive task. RPTCL pt.
would support the retention of the existing approach whereby
account is taken of the items such as the strength of the
supporting employer covenant when calculating technical
provisions without carrying out a complex calculation to quantify
a value of the employer covenant.
97. Reed Elsevier Group plc 12. Noted.
We believe that a satisfactory holistic balance sheet will be EIOPA recognises that
impossible to achieve and that ultimately it will reduce clarity. there is much further
Some of the elements will be difficult to value e.g. the sponsor’s | development needed
covenant or the PPF guarantee. It will create dissatisfaction from | to implement the HBS
those who feel they have been treated unfairly and may distort concept.
the asset allocation in unpredictable ways.
We believe that there is clearly a difference between sponsor
backed and non-sponsor backed pension schemes and that the
distinction in the regulations should be maintained.
98. RWE Pensionsfonds AG 12. RWE considers the holistic balance sheet approach as a wrong Noted

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation

150/730

© EIOPA 2012




»,
"

=10

regulatory approach.

Pensions are a kind of deferred wage, which is only attractive if
this form of payment is cheap (for employees and employers).
Any approach to request substantial additional capital to provide
such deferred payments will lead to an end of company pensions
and might be replaced by higher cash salaries (“discounted”).
This development does not serve the social aspects of pensions.

The distinction between IORPs and sponsor-backed IORPs is of
utmost importance. Sponsor-backed IORPs only provide a social
service as a cheap administrator for deferred payments
(=pensions). This is neither a product nor something that needs
a level playing field. It is well appreciated if other financial
institutions offer a product in such an area, but it makes no
sense to artificially increase the cost-base of Sponsor-backed
IORPs to the level of other IORPs.

99.

Sacker & Partners LLP

12.

CfA8: Quantitative requirements

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs. 17(3) IORPs and sponsor-backed
IORPS should be retained or removed?

We do not believe that the Holistic Balance Sheet (HBS) is
necessary, as extending the Solvency II requirements to IORPS
is inappropriate.

In the UK, the Pensions Act 2004 (which implements the existing
IORP Directive) sets high standards for the funding of DB

schemes, as well as governance requirements and protection for
members. In addition, the UK Pensions Regulator has significant

Noted
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and wide-ranging powers to ensure that these standards are
met.

A factor which EIOPA and the Commission need to bear in mind
is the distinction between pension providers that operate by way
of business (such as insurance companies) and occupational
pension schemes which are set up purely for the purpose of
providing retirement benefits as an element of the employer’s
remuneration package. In the UK, the latter operate on a ‘not
for profit’ basis, they are generally for the use of a single
employer or group of companies and have ongoing support from
the employer (unlike insurance companies, which take a one-off
premium for providing an annuity). Such pension schemes are
not competitors of the insurance industry.

The Holistic Balance Sheet (HBS) proposal is unnecessarily
complex and the full proposal is unclear. For example, EIOPA’s
draft advice does not include concrete proposals for measuring
either the employer covenant or the level of support to be
attributed to pension protection schemes. In the absence of any
proposed method for valuing employer covenant (a significant
element of the HBS for IORPSs), it is not possible to comment in
detail on the proposed implementation of the HBS.

The last decade has seen significant decline in defined benefit
(DB) pension provision due to increasingly stringent regulation
and high costs. From the information provided, it appears likely
the introduction of the HBS would signal the end of DB pension
provision in the UK.

The proposed introduction of the HBS approach represents a real
risk that employers will abandon the idea of funded schemes
(both DB and DC) if the solvency or minimum capital
requirements are applied. The downgrading of pension benefits
is a likely consequence of such increased regulation and cost -
effectively the opposite result to the outcome of member
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protection that the Commission is seeking to achieve.

We appreciate that EIOPA has been asked by the Commission
how funding requirements should be further harmonised, not
whether they should be. However, the proposals take
insufficient account of robust mechanisms and member
protections which already exist in Member States such as the
UK. We are of the view that EIOPA should not recommend the
HBS approach to the Commission, particularly given the absence
of any impact assessment. Proper modelling will be required
before EIOPA can fully assess whether the HBS approach can
operate in practice.

100.

Siemens
Aktiengesellschaft
(Germany)

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPS, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1).

As a consequence we reject the undifferentiated usage of the
holistic balance sheet as a catch-all approach because it doesn’t
fit the diversity of European IORPs:In our opinion, the holistic
balance sheet approach doesn’t meet the characteristics of
sponsor-backed IORPs and to some extent Article 17 (3) IORPs.
A resonable holistic balance sheet model implies that the

value of the employer covenant (backed by the pension
protection scheme) will have to be determined by the gap it is
supposed to fill. This will be the gap between the financial

Noted
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assets on the one hand and technical provisions.

IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

101. Siemens Pensionsfonds AG
(GER)

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPS, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1).

As a consequence we reject the undifferentiated usage of the
holistic balance sheet as a catch-all approach because it doesn’t
fit the diversity of European IORPs:In our opinion, the holistic
balance sheet approach doesn’t meet the characteristics of
sponsor-backed IORPs and to some extent Article 17 (3) IORPs.
A resonable holistic balance sheet model implies that the

value of the employer covenant (backed by the pension
protection scheme) will have to be determined by the gap it is
supposed to fill. This will be the gap between the financial
assets on the one hand and technical provisions

IORPs should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

Noted

103. Standard Life Plc

12.

The use of a holistic balance sheet approach, which brings in
aspects which trustees may place significant value on (i.e.

Noted
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covenant and contingent assets) is welcome as an overall
approach. However, we have concerns over both the complexity
within the valuation of non-traded assets and the consistency
which could be achieved across IORPs due to the subjective
nature of a covenant, for example.

105.

TCO

12.

TCO rejects the proposal of a holistic balance sheet when it is
used for supervision. The complexities of a Holistic Balance
Sheet make this an unsuitable as a primary tool of supervision.
Workplace pensions are based on social and cultural traditions
and strongly linked to first pillar pension provision in the
different Member States. A single approach to pension security,
which only focuses on short term solvency will jeopardize many
existing European pension systems.

The main assumptions underlying the holistic balance sheet
approach are taken from the Solvency II model i.e. market
consistent valuation of assets and liabilities, one year time
horizon, 99.5% confidence level etc. Applying Solvency II rules
to pension funds would mean a drastic increase in required
assets. This is due to the use of different (lower) rates of
discounting the liabilities and the implementation of (higher)
capital requirements. The capital requirements aim to provide a
high level of pension security in the short term, which would
come at a very high price. TCO is also concerned that Solvency
II capital requirements could lead to a de-risking of investment
portfolios, threatening future returns and thus, benefit levels.

Solvency II regime for IORP would mean negative effects on the
total European economy. Higher pension contributions and
sponsor support automatically lead to higher labor costs and that
will make the European economy less competitive. In addition,

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.
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less capital will be available for investments which will have a
negative impact on employment. Lower pension benefits will
hurt the purchasing power of retirees and thus the consumption
in Europe.

This outcome would have a negative impact on employment in
the European Union. The proposed revision is not in line with
Europe 2020 Strategy. In addition, TCO is concerned that the EU
debt crisis has already reduced FDI in European companies

106. | Tesco PLC 12. 3. What is the view of the stakeholders on the holistic Noted
balance sheet proposal? Do stakeholders think that the
distinction between Article 17(1) IORPS, 17(3) IORPs and
sponsor-backed IORPS should be retained or removed?

4, We disagree that Solvency II, or any other single system
should be applied across all member states. As intended under
the subsidiarity rule — funding related to IORPS should be
developed to suit individual member states and to reflect the
diversity of retirement income structures across the EU. On that
basis we don’t support the holistic balance sheet.

We understand that over 60% of the EU’s IORP liabilities are in
the UK where there is a robust system of Regulation, where
member security is high priority and funding is on a scheme
specific prudent basis that allows for sponsor covenant and
Pension protection fund already. This system has been
sufficiently robust to get schemes and their sponsors through
the last 3 years of recessionary environment - therefore we
don’t perceive a need to change the current IORP.
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5. Having made our fundamental position clear, then looking
at the specific structure of the balance sheet as a funding model
for IORPS our views are:

6. - We support having an allowance for sponsor covenant
and pension protection in principle. We are concerned that this
call for advice does not outline how a financial value could be
placed on these two items - as it isn’t possible to give full
comment on whether they are appropriate or workable without
that detail.

- We are opposed to leaving this detail to level 2 regulation
given its fundamental importance to the operation of the holistic
balance sheet and call for it to form part of the Directive itself. It
is also vitally important that it be included in Impact
Assessments.

- the move to value technical provisions on a risk free rate will
increase liabilities substantially, taking capital away from
investment in businesses - reducing taxes and job creation -
and risking the closure of scheme to future benefits. Further, the
reduction in investment would reduce the covenant strength of
the sponsoring employer thereby requiring even more capital to
be put aside

- requiring specific risk margins discourages investment in
equities and would result in a shift to invest in risk-free bonds.
Taking such a significant share of the current market for equities
in the EU and incentivising them to sell to move to different
types of asset would depress share prices and slow down any
growth in the economy To do this in the current economic
environment would make conditions harder to recover.
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While putting aside more capital would certainly make pension
earned in the past more secure - it does not give any security to
today’s and tomorrow’s employees who are no longer able to
earn this type of retirement bené€fit if it's too expensive to
provide. Instead the likelihood is that they would be offered a
defined contribution arrangement which potentially offers them
less certainty on the adequacy of the benefit they could receive
in retirement. In addition, if additional funds are needed to meet
the funding for the past service benefits then less money will be
available for future benefits — further affecting their adequacy.

107.

THE ASSOCIATION OF
CORPORATE TREASURERS

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

Art 17(1) IORPs do not benefit from sponsor guarantees are are
therefore akin to insurance based arrangements. Sponsor
backed schemes are substantially different. They ultimately rely
on a claim on the the future production of the sponsor and only
partially on the pool of financial assets set aside. An insurance
based scheme or an IORP without sponsor support relies soley
on a pool of finacial assets. We therefore support option 1 to
maintain the distinction between these forms of IORPs.

In para 8.2.8 you explain that the Commission is seeking to
ensure that the level of security offered by all IORPs is similar
even though some have sponsor support whilst others do not.
We do not accept the neccessity to make these two equivalent.
However if this point is not open for discussion then trying to
create a holistic balance sheet to recognise the value of the
sponsor support would be a possible approach. The difficulty
then becomes one of valuing the sponsor support and the
danger that definitive present funding requirements may be set

Noted
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based on an inaccurate valuation of that future support.

108.

The Association of Pension
Foundations (Finland)

12.

We don't think that holistic balance sheet would be suitable to be
used for supervision purposes. We favour using the current IORP
Directive which allows choice and diversity between member
states. Holistic balance sheet is unnecessary complex model for
small, sponsor quaranteed Pension fund, which do not operate
offerering pensions at large puplic and IORP’s are not organized
to make profit.

Holistic Balance sheet model would lead considerably higher
labor costs, probably lower pension benefits and de-risking of
investments. Holistic Balance model would favor big insurance
companies as they have large resources to carry out needed
calculations and decrease amount of Pension Funds as sponsors
would feel required administration too burdensome.

We favour keeping distiction with sponsor backed pension
schemes and IORP’s without sponsor quarantees.

Noted.

EIOPA recognises
quantitative impact
and cost/benefit
analysis are important
for a final decision.

109.

The Association of the
Luxembourg Fund
Industry (A

12.

See Q 10

110.

The Hundred Group of
Finance Directors (UK)

12.

We are opposed to the concept of the holistic balance sheet,
because it starts from a position that Solvency II is the right
framework for IORPs, and then attempts to force IORPs into that
framework. It is simply the wrong starting point. It is not clear
that many of the security elements identified can easily be

Noted
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valued in monetary terms - or that, even if a number can be
arrived at for the value of the sponsor covenant or pension
protection scheme, that number actually encapsulate the role
being played by that security mechanism. We therefore regard
the holistic balance sheet as misconceived.

We believe that the distinction between sponsor-backed and
non-sponsor-backed IORPs should be retained.

111.

THE SOCIETY OF PENSION
CONSULTANTS

12.

Whilst we appreciate the Holistic Balance Sheet has some
appeal, we consider that it has some significant flaws - not least
of which is the term *‘Balance Sheet’, which clearly has
accounting connotations. Expanding on this view, the headings
‘Assets’ and ‘Liabilities’ are also potentially misleading (although
we note that the figure at 8.3.55 has ‘Equity+’ as a heading
instead of ‘Liabilities” and we are unclear as to why this is).

That said, we welcome a simple pictorial representation, which
helps to show the various risk mitigating measures, which can
be employed within differing national pension systems. (This
might well be an appropriate template for use in communication
between employers, pension funds and members/participants,
so as to ensure clearer understanding.) The problem lies in
trying to place a capital value on some of those measures. For
example, where a Member State’s pensions system permits an
IORP to reduce benefits in cases of extreme stress, how can one
value this when one does not know when that reduction might
be triggered and the level to which the reduction can be made?
In extremis, it would seem feasible to reduce a benefit to zero -
thus negating whatever else was shown on the other side of the

Noted
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balance sheet. Similarly, valuing an employer covenant might
technically be possible but there is unlikely to be consensus on
how this can be done equitably and consistently across different
entities in different Member States without being hugely costly.
What seems a more likely outcome would be that some
‘formulaic’” approach would be taken, which would give rise to a
figure. That figure, however, is likely to be little more than
‘window dressing’ and of no material benefit to the membership
of the pension arrangement sponsored by that employer. It will
not represent ‘cash’ and nor should it. Even were it to represent
‘cash’, recent financial events have shown us that ‘cash’ is not
always guaranteed (even ignoring the effects of inflation); even
less so is the debt of sovereign Member States.

Where the attraction of the Holistic Balance Sheet (or something
like it) lies, is in helping to explain to participants to what degree
their pension benefits are ‘secure’. (Against the backdrop of the
possible insolvency of Member States, the notion of secure must
also be seen as a relative rather than absolute security.)

As drawn, the Holistic Balance Sheet appears to be an attempt
to reinforce the apparent belief of the Commission technocrats
that insurers and pension funds are similar ‘institutions’. If one
starts from this premise, the ‘liabilities’ side of the equation
should look like that for Solvency II - with three components,
the best estimate of future cash flows, a risk margin (however
assessed) and a Solvency Capital Requirement. Once this false
premise is embedded, it becomes necessary to try to think what
could be on the ‘balancing’ side.
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We appreciate that EIOPA’s terms of reference were not to
consider whether Solvency II is appropriate as a cornerstone of
the risk-based supervision of pension funds, but how to adapt it
so that it is. To be clear, therefore, we intend no criticism of
EIOPA.

What we intend, however, is that the legislators - the
Commission, the members of the European Parliament and the
Council of Ministers — step back and consider what it really is
that is needed here.

Certainly the principle of ‘risk-based supervision’ seems
desirable. Certainly the transparency of the security of the
pension promise — to members/participants - seems desirable.

What is not desirable is the single-minded drive to achieve a
veneer of cast-iron security, which cannot possibly be achieved
and which will cost (as Solvency II has) many €millions to
introduce.

In summary, in the context of the consultation, we appreciate
EIOPA’s attempt to shoehorn the varying national pensions
systems into an apparently consistent framework. However, we
think that the starting premise is flawed and the message must
be given to the Commission, the European Parliament and the
Council of Ministers that the pillar 1 provisions of the Solvency II
Directive should not and cannot be applied to the heterogeneous
pension systems across the EU.

112.

The Trustees of the RNLI
1983 Contributory Pension

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction

Noted

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation

162/730

© EIOPA 2012




»,
"

=10

between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

Under the holistic balance sheet proposal we strongly agree that
account should be taken of the strength of the employer’s
covenant if this proposal goes ahead. We are concerned at the
possible difficulty for trustees in assessing an appropriate value
to put on the strength of the employer’s covenant and that this
could lead to delays in the valuation process and inconsistency
between schemes where different trustees take different
approaches.

Additional costs on sponsoring employers of IORPS (and in the
UK such costs will fall to sponsoring employers either directly or
through the funding requirements) should be avoided as pension
benefits are already expensive to provide.

113.

Towers Watson
Deutschland GmbH

12.

We believe that the distinction between Article 17 (1), 17 (3)
and sponsor-backed IORPs should be retained. The reason for
our opinion is linked very closely to the notion of the holistic
balance sheet.

We consider that the holistic balance sheet has conceptual
appeal. However, we strongly reject the notion of applying the
principles of Solvency II risk-based capital requirements
determined on a market-consistent basis to IORPs. We caution
that if implementation is a failure, the negative consequences for
IORPs will be grave for both a very large number of citizens in
the EEA and the financial markets.

We would expect that implementation of the concept can take

Noted
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place in one of (at least) two fundamentally different ways:

The first approach: The holistic balance sheet is applied in a
manner that is rather qualitative than quantitative. This would
increase the transparency of an IORP’s financing to the various
stakeholders. In this way we believe that risk-based regulation
can be achieved without implementing risk-based capital-
adequacy requirements that are determined on a market-
consistent basis. We strongly recommend that this approach be
taken.

The second approach: The holistic balance sheet approach is
applied strictly quantitatively as a basis for determining risk-
based capital requirements. If this approach is chosen, it should
take the following into account:

1. The key quantitative parameters of the Solvency II model
should not be copied unchanged to IORPs but take appropriate
account of the differences between IORPs and insurers
mentioned below. In particular, the enhanced security provided
by the employer covenant and by insolvency protection
institutions should be taken into account in the same way as
financial assets. Furthermore, the “softness” of an IORP’s
obligation must be taken into account when assessing the
discount rate for discounting obligations.

2. A sufficiently balanced, clear and simple guidance for
determining the different components of the holistic balance
sheet must be ensured. For example, sponsor-backed IORPs
should be allowed to include the sponsor covenant as a

(contingent) financial asset which can be applied to cover all
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liability positions/capital requirements on the balance sheet.

3. A very significant simplification and easing must be
permitted in accordance with the principle of proportionality. For
instance, smaller funds should be permitted to prepare their
balance sheets in simplified form (or excluded altogether) and
only in intervals of several years.

4, The transition period for implementation must be suitably
long to allow time for adjustment.

Our reasons for our opinions are as follows:

Starting point

We point out that in respect of the upheavals in the financial
markets since 2007, IORPs have not been the source or the
transmitters of systemic risk but rather the victims of systemic
risk. Although we agree in principle that it is appropriate to
review the Directive, the importance of IORPs for both the
citizens of the EEA and the financial market should make it
obvious that the preparatory work leading to any amendments
to it must be circumspect (i.e. holistic) in nature.

In para 31 of its report on the Green Paper proposals (of July
2010) the European Parliament agreed with the Commission that
“A high degree of security for future pensioners, at a reasonable
cost for the sponsoring undertakings and in the context of
sustainable pension systems, should be the goal.” [our
emphasis]. The report goes on to state that proposals for a
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solvency regime for pensions must recognise that “risks in the

insurance sector are different from those faced by IORPs”. The

European Parliament clearly concludes that the often expressed
goal of “same risk, same capital” is misleading.

Do IORPs differ from insurers ?

We challenge the central assumption taken by both the
Commission and EIOPA in the development of the Pensions
Directive, namely that insurers and IORPs are so similar, that
the same principles can be used as a starting point for
regulation. We do not think that this assumption is appropriate
and explain our reasons below.

It can be argued that the main justification for regulation lies in
the necessity to protect interests of policy holders in order to
reduce or eliminate asymmetries of information / potential
conflicts of interest between the insurer and policy holders
(principal-agent problem). The different business models
between IORPs and insurers are also reflected in the different
ownership structures, legal frameworks, diversity and risk
profiles, which we discuss below and which point to a
significantly reduced need for regulation of IORPs.

1. The business model: The vast majority of insurers (and
effectively all of the major players) is profit-oriented and operate
in a competitive market. Neither applies to IORPs, whether
company-own or restricted to a profession or a pre-specified set
of beneficiaries (e.g. members of a profession) alone. IORPs in
this sense do not include those that compete directly with
insurers in the pensions market.
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2. Ownership structure: The vast majority of insurers (and
effectively all of the major players) is oriented towards the
capital markets, i.e. the shares in the entity are effectively held-
for-sale by its owners. In contrast, an IORP that is not in open-
market competition is held by a single owner (or its beneficiaries
if a mutual structure) and is essentially held-to-maturity, since
the entity as such is not publicly traded. It follows that, for
measurement, supervision and capital-adequacy purposes, a
mark-to-market or fair value approach is appropriate for
insurers. In contrast, elements of a fulfilment value or held-to-
maturity approach can be taken into account to a greater extent
for IORPs.

A corollary of this aspect is the entity’s access to capital:
Insurers generally have direct access to capital markets to raise
capital in equity of debt form while IORPS generally do not have
access to capital markets for capital: they are restricted to the
sponsor or their beneficiaries for capital.

3. Legal framework: This aspect is dealt with partly in section
2.6.5 of the draft response. We believe, however, that not all
repercussions have been considered.

Insurance contracts are contracted in a free and open market
(i.e. the consumer has a choice) and are therefore subject to
contract/civil law because beneficiaries are contract holders. In
contrast, in most countries, pension promises are subject to
labour law, which can differ significantly from contract law; the
consumer is thus generally not operating in a free and open
market. In Germany, for example, the underlying contract is
generally agreed upon (and amended) by collective bargaining
agreements. The individual employee does not give his consent
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nor can he disagree, even if his rights are reduced. Another
characteristic of the German pensions environment is that, even
in defined contribution-like vehicles, the investment vehicle for
employee contributions is typically determined exclusively by the
employer.

The corporate pension promise can be “softer” and more
malleable in the context of an IORP (for example, in Germany,
pension agreements can be and are changed by agreements
with employee representatives, not every employee individually
- often with legal effect for accrued benefits too). Actuarial
valuation principles of liabilities and security requirements for
IORPs must thus reflect the prevailing labour and social law and
take account of this flexibly over time since labour and social law
are not static.

In short, insurers generally grant “hard” individual guarantees
while IORPs grant “softer” guarantees, often on a collective
basis.

In some member states (e.g. Germany, The Netherlands), most
IORPs do not necessarily guarantee benefits at all, since the
fund has the right to reduce the benefits in accordance with the
assets available - i.e. “soft” benefit ambitions rather than “hard”
guarantees.

This framework is clearly more flexible than that typically
applying to life insurers. This flexibility is often justified, to
varying degrees, by the existence of an employer covenant. In
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Germany, for example, in the vast majority of situations the law
requires an employer to underwrite any shortfall not met by the
fund. In some jurisdictions there is a further safeguard: should
the employer too be unable to fulfil the pension promise given,
the promise can be protected by an insolvency protection
institution for occupational pensions.

Within the context of the holistic balance sheet we understand
that EIOPA and the Commission interpret the value of the
employer covenant and the insolvency protection as not being
assets that can be directly held against the technical provisions
but rather only against the SCR and the Risk Buffer. We believe
strongly that this approach is unjustifiable and unnecessarily
restrictive when viewed in the context of an IORP’s
characteristics.

4. Diversity: This aspect is partly dealt with in 2.6.7. However,
we believe that here too, not all repercussions have been
considered.

There are about 5,000 insurers and about 140,000 IORPs in
Europe. As EIOPA quite correctly states, the aspect of relative
cost of satisfying any regulatory requirements is thus of much
greater significance for IORPs. However, EIOPA does not
mention that the types of products offered by IORPs (i.e.
pension promises) are far more diverse in nature than insurance
products. The combination of this numbers / diversity issue must
have a significant repercussion on regulation, since otherwise,
diversity will be stifled deliberately. The result will very likely be
that all risk will be shifted onto beneficiaries, thereby reducing
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the level of benefits. We believe that this aspect falls firmly into
the area of social policy and should not be brushed aside by the
Commission as “not our responsibility”.

5. Risk profiles: Typically, insurance contracts exclude a large
number of specific risks (e.g. unhealthy lives), whereas IORPs
are more inclusive (because normally all employees are to be
covered).

These five key differences between insurers and IORPs show
that substantially different regulatory and supervisory regimes
are necessary for IORPs.

Robust, quantified impact assessments

As has long since been called for, and acknowledged by EIOPA in
the consultation document, full and detailed impact assessments
- both qualitative and quantitative - are essential. It is also vital
that the macro-economic effect on markets, employing entities,
growth and jobs in the EU is assessed, in addition to a specific
analysis of the benefits to members and the associated costs of
implementing and operating the new Directive.

A closing thought

If the Commission argues that 3rd pillar regulation (i. e. that of
insurers) should also be imposed in principle on the 2nd pillar
(i.e. that of IORPs) it should consider carefully whether it is
thereby destabilising structures that have existed for decades or
even centuries by reducing diversity and therefore increasing the
likelihood of systemic risk. We believe that the three pillars of
pension provision are a well established blend of distinctly
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different approaches that make the combined, diversified system
of retirement provision more resilient (and holistic!) than
narrowing down the alternatives to two or even one approach.

To develop this point to its logical conclusion, the Commission
should answer the question why extending 3rd pillar regulation
to the 1st pillar (i.e. that of social security) is not being proposed
simultaneously. Why are the reasons for not extending to the

1st pillar “highly political” and the reasons for extending it to the
2nd pillar not so?

114. | Trades Union Congress
(TUC)

12.

Quantitative requirements

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

The TUC does not support the holistic balance sheet proposal. A
common framework for all European Union countries with their
wide range of pension systems is not workable or necessary.
And adopting an untested approach would be very unwise.

The UK already has a tested scheme funding system in place
under the regulation of the Pensions Regulator known as
‘scheme specific funding requirements’. This is sufficiently
flexible to take into account each scheme’s specific situation
while still highlighting the importance of protecting members’
benefits.

Noted
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We are very concerned that any change to the regulatory
framework, including the switch to a risk free discount rate to
value liabilities in line with Solvency II. This would significantly
increase technical provisions in some Member States, including
the UK, thereby resulting in pressure on schemes and ultimately,
a significant number of scheme closures. Therefore members
could have lower accrual rates, no indexation or no pension
provision at all. This in turn will have a wider adverse economic
impact, as referred to above.

Given these concerns, we believe that the rules for setting
technical provisions should continue to be set at the Member
State level.

115.

Transport for London / TfL
Pension Fund

12.

We would not support the proposal for a holistic balance sheet
as with a wide diversity of pension arrangements across the EU,
it would be impossible to find a single regulatory arrangement
that would work satisfactorily. The current high level framework
of the current IORP Directive works well in our view, as it allows
individual states to develop regimes best suited to their own
pension structures. In particular, in the UK we already have a
very strong regime through the Pensions Regulator for
protecting members’ benefits together with a safety net provided
by the Pension Protection Fund where sponsoring companies fail.

If a holistic balance sheet were introduced, we would support in
principle the inclusion of the sponsor covenant as an asset.
However the methodology for valuing the employer covenant
should feature in the framework Directive and not be left for
subsequent implementation measures.

Noted
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UK Association of Pension
Lawyers

12.

Chapter 8 Quantitative requirements: What is the view of
stakeholders on the holistic balance sheet proposal? Do
stakeholders think that the distinction between Article 17(1)
IORPs, 17(3) IORPs and sponsor-backed IORPs should be
retained or removed?

General comments on approach underlying the holistic balance
sheet proposal and on the goal of harmonisation

As we interpret it, the holistic balance sheet is viewed primarily
as a means of achieving a much deeper degree of harmonisation
than is currently the case in the sphere of IORPs. Under this
logic, the proposal would reconcile the great differences in the
nature of IORPs across the Member States within a single
framework by enabling the imposition of a Solvency II
framework for IORPs, and the accommodation of IORPs within
such a framework despite the fundamental differences between
(the generality of) IORPs and insurance companies. In this
respect we note EIOPA'’s desire (as stated at paragraph 8.1.4) to
satisfy the objectives set by the Commission, in particular the
achievement of a much larger degree of harmonisation than is
currently the case in the sphere of IORPs (whereby EU
legislation would not need additional requirements at the
national level) and a similar or uniform level of security across
Member States. In our view, the objective of harmonising the
regulatory framework for IORPs across Member States to this
extent is misconceived.

The current IORP Directive already provides for a degree of
harmonisation to the extent necessary to allow for the
achievement of certain key goals (e.g. facilitating the common
market in financial services through the removal of restrictions
on the manner in which IORPs’ assets could be invested, or
attaining a minimum degree of security for the benefits of the
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members and beneficiaries of IORPs through a mandatory
requirement that the employer sponsors of defined benefit IORPs
other than regulatory own funds IORPs provide funding under a
recovery plan to remedy any deficit disclosed by mandatory
regular valuations).

We have seen no evidence in support of any case that a much
greater degree of harmonisation is justified, or in support of any
argument that the existing approach to regulation of IORPs
across Europe is flawed. Indeed, there seems to be an
underlying assumption that harmonisation in the sphere of
IORPs is desirable for its own sake, and to such an extent that
little if any justification is offered as to whether this is a
necessary or desirable objective.

In each Member State, second pillar occupational pension
provision has been characterised by very different legal
structures and, often, features of benefit design, reflecting long-
standing historical and cultural differences that influence
employment practices. As the March 2008 Survey on fully
funded, technical provisions and security mechanisms in the
European occupational pensions sector prepared by the
Committee of European Insurance and Occupational Pensions
Supervisors made clear, these differences have in turn driven
very distinct approaches to funding and security arrangements.
To pursue the objective of harmonisation across Member States
in relation to IORPs’ funding and security arrangements (as well
as closely linked areas such as governance and regulatory
supervision) would entail a disregard of the deeply-rooted nature
of the differences in approach and, given the inherent
complexity in the IORP system used in each Member State
(complexities which are necessarily difficult to convey at the
European Union level of policy formation), the pursuit of more
thoroughgoing harmonisation would be dangerous and run the
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risk of unintended consequences.

Furthermore, harmonisation would also require major revisions
to the European regulatory structure for IORPs and hence in the
legislative regimes of Member States and the compliance burden
borne by IORPs and their sponsors, which in turn would entail
significant costs that would to a considerable extent discourage
second pillar pension provision (see our general comments at
the beginning of this document). In this sense, the pursuit of
the objective of harmonisation would directly conflict with the
goal of improving second pillar pension provision.

The desirability of the deeper harmonisation of regulatory
requirements governing IORPs between Member States is not
such that it should necessarily outweigh other important
considerations, and the imposition of deeper harmonisation
should be pursued at the cost of substantial negative effects in
other areas.

Specific comments on the the holistic balance sheet proposal

We have a number of concerns with the holistic balance sheet
proposal as currently outlined.

O As an approach to IORP funding and benefit security it
would be highly complex and difficult to implement. Its
complexity is apparently the result of seeking to integrate the
regulation of IORPs with the framework provided for insurers by
the Solvency II Directive, and in this sense exemplifies the fact
that the regulatory regime for insurers is not appropriate for
IORPs, which are very different entities operating in very
different contexts.

O In particular, we do not agree that it would be
appropriate to impose on IORPs the Solvency II regime for the
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calculation of risk based capital requirements (see our general
comments set out at the beginning of this document on why it is
not appropriate to treat IORPs and insurers as carrying out
similar functions and as potentially subject to similar regulatory
regimes).

O The proposal to treat the sponsor covenant as a
“contingent asset” of the IORP is artificial and potentially entails
major negative consequences. We see it as positive that EIOPA
is willing to recognise and place value on the sponsor covenant -
a factor which is a fundamental distinguishing feature between
IORPs (other than regulatory own funds) and insurers.
However, to count the sponsor covenant as an “asset” of the
IORP is conceptually difficult. UK defined benefit occupational
pension schemes have extensive experience in assessing the
sponsor covenant for funding, investment and risk management
purposes and this experience demonstrates that it would very
difficult to design a consistent approach to assessing and placing
value on the sponsor covenant which could be counted on the
IORP balance sheet. Covenant assessment for the purposes of
determining funding requirements for a defined benefit pension
scheme if often only meaningful in the context of the very
specific circumstances of that scheme, with different value often
being placed on different aspects of the covenant and the
sponsor’s business depending on the needs of the scheme. It
also raises the question of whether disposals of assets by
sponsors are to be restricted if such assets are treated as being
on the IORP balance sheet. In our view, the ability of the IORP
to have recourse to the sponsor is a key reason why it is
unnecessary to impose the Solvency II regime (or a regime that
is consistent with it) on IORPs.

However, we welcome the willingness of EIOPA to recognise and
take account of the significance of the sponsor covenant and
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pension protection schemes. Our view is that it is unnecessary
to change the existing IORP Directive in relation to funding and
security precisely because it enables Member States to take due
account of these factors. If EIOPA is nonetheless minded to
advise that the IORP Directive be changed in relation to funding
and security, we would urge that the approach adopted allow for
these matters to be taken into account in a more workable
manner.

117. UNI Europa 12. UNI Europa believes that any decision on this matter has a Noted
political component, since it might affect the structure and
nature of occupational pension schemes in Member States.

118. | Universities 12. QUANTITATIVE REQUIREMENTS Noted

Superannuation Scheme
(USS),

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

USS does not agree with the need to impose additional solvency
requirements on IORPs as the UK already has a robust system of
pension scheme funding that provides strong protection for
members’ benefits. The UK'’s ‘scheme specific funding regime’,
thoroughly reviewed and overhauled in 2005, is now tried and
tested. It helped IORPs to survive the recent financial crisis -
effectively a major stress test of regulatory systems. And it is
flexible enough to recognise the circumstances of individual
schemes while still ensuring that members’ benefits are
safeguarded.
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USS sees no need to replace this framework with a new,
untested system that would introduce unknown risks and
uncertainties. Even if the holistic balance sheet were acceptable
as a principle, which it is not in our view, it is impossible to
express any clear view as EIOPA’s draft response provides no
detail as to how ‘assets’ of the IORP are taken to include the
value of the sponsor covenant and of any protection schemes.

A report has been commissioned on behalf of the NAPF and USS
by Europe Economics, a copy of which is attached. This report
highlights the severely adverse economic implications of the
suggested additional capital requirements and some of these
implications are briefly outlined below.

Destabilising impact on scheme funding levels

Although the consultation paper gives little detail on how
important components of the holistic balance sheet would be
valued (eg, the sponsor covenant and pension protection
guarantees), it seems almost certain that the new approach
would dramatically raise funding requirements in a manner that
would undermine pension provision, rather than strengthen it.

The NAPF has produced research across a sample of their
member pension schemes (summarised in the graphic below)
indicating that the likely switch to the use of a risk-free discount
rate to value the ‘best estimate of liabilities’ would increase
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technical provisions by an average of around 27%. This equates
to an increase in technical provisions across all UK DB schemes
of €337 bn.

Additional components, such as the ‘risk buffer’ and ‘solvency
capital requirement’ would drive these figures even higher.
Preliminary analysis of the impact on USS shows that there
would be a very substantial increase in the technical provisions
of the scheme, multiplying the level of our current funding
deficit.

In general, an increase in scheme funding requirements on this
scale would have damaging consequences.

O Weaker sponsor covenant. the sponsoring employer
would be placed in a weaker position, needing to find extra
money to fund bigger contributions or recovery contributions
into the pension fund. This would increase the company’s
insolvency risk, thereby undermining the covenant. This would
be a bad outcome for the scheme’s members.

O More scheme closures and more risks for members. The
extra expense of running the company pension scheme would
inevitably force more employers to reduce or cease providing
pension benefits to their employees, resulting in less generous
benefits for scheme members. We would see a further shift from
defined benefit to defined contribution pensions, creating a
system in which members have a greater exposure to risks. So a
Solvency II-style regime might actually undermine pensions
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security, as well as reducing adequacy - contrary to the
Commission’s objectives as set out in the July 2010 Green Paper
Towards Adequate, Sustainable and Safe European Pensions
Systems.

EIOPA'’s proposals would also increase the complexity involved in
assessing Technical Privisions, thereby increasing IORPs’
actuarial costs.

Contractionary impact on EU economy

There would be a number of negative impacts on the economy
that would make it more difficult for the EC to achieve the
targets for job creation and investment set in the ‘Europe 2020
growth strategy’.

O Less corporate investment. If sponsor companies have to
find more money for pension contributions, then they will have
less available for investment and job creation.

O Lower company share prices / increased insolvency
ratings. The prospect of increased pension burdens on
sponsoring companies would drive down their share prices and
drive up their insolvency ratings.

O Less investment in equities. IORPs like to match their
assets to their liabilities. The use of risk-free discount rates for
calaculation of liabilities would incentivise IORPs to shift (even
more than at present) away from investment in risk-seeking
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asset classes such as equities and into risk-free or low-risk
assets such as government or corporate bonds. This would -
again — mean less money available for equity investment in the
EU economy. This effect would undermmine the effectiveness of
the current rounds of Quantitative Easing.

O Lower tax take. Impaired corporate performance would
mean a lower tax take for the Government. There is also a risk
that lower employment levels would drive welfare spendiing
higher than expected.

O Gilt yields reduced. Although increased demand would
push gilt prices up, yields would be reduced, undermining an
important income stream for IORPs.

Although the holistic balance sheet would give some credit for
the sponsor covenant and pension protection guarantees, the
consultation paper provides no detail on how these components
would be valued. In the absence of this detail, USS is unable to
rely with any confidence on these components mitigating the
very damaging effects of the components that would
dramatically raise scheme funding requirements, such as the
‘best estimate of liabilities” and the ‘risk buffer’.

119.

vbw - Vereinigung der
Bayerischen Wirtschaft e.
V.

12.

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17 (1) IORPs, 17 (3) IORPs and sponsor backed
IORPs should be retained or removed?

Noted
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We strongly recommend to maintain the clear distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs (policy option 1). As a consequence we reject the
undifferentiated usage of the holistic balance sheet as a catch-all
approach because it doesn't fit the diversity of European IORPs:
In our opinion, the holistic balance sheet approach doesn’t meet
the characteristics of sponsor-backed IORPs and to some extent
Article 17 (3) IORPs. A reasonable holistic balance sheet model
implies that the value of the employer covenant (backed by the
pension protection scheme) will have to be determined by the
gap it is supposed to fill. This will be the gap between the
financial assets on the one hand and technical provisions. IORPs
should only be bound to hold additional assets above the
technical provisions to the extent they are not sponsor-backed.

120.

Verband der
Firmenpensionskassen
(VFPK) e.V.

12.

The present market situation where interest rates are kept
artificially low by monetary policy and artificially created liquidity
(quantitative easing) clearly shows that all methods using mark
to market methods must be critically scrutinized. Life insurers
have noticed the same fact and are presently no more operating
with market data but have adapted their models of valuating
liabilities by using synthecial interest rate curves (illiquidity
premium, countercyclical premium, ultimate forward rate...). But
surely those adjustments cannot be transferred to the special
circumstances of IORPs.

The basic aspects of the holistic balance sheet approach are
conform with the Solvency II model: mainly mark-to-market
resp. mark-to-model valuation of assets and liabilities, 1 year
forecast period, 99.5% security level. These basics will have the
following direct impacts on existing IORPs:

Noted
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O Extremly high capital requirements due to the duration
gap between capital investments and liabilities

O Extremly high capital requirements at times of low
interest rates

O Extremly high dependence of capital requirements upon
market parameters at the measurement date

O Extremly high volatility of capital requirements at present
market conditions due to ongoing changes in market interest
rates

The holistic balance sheet approach still draws on Solvency II as
“suitable starting point” and only varies the Solvency II
approach in such a way that employer covenants and coverage
by protection schemes are valued as additional “assets”

The huge gap in equity resulting from the Solvency II model -
as described above - moves thereof from the IORPs into the
books of the employers or protection schemes. Therefore the
holistic balance sheet approach has to be rejected.

121.

Verbond van Verzekeraars

12.

We support the concept of a holistic balance sheet.

As stated by the European Commission: “from a solvency
perspective that focuses on the security of the pension promise
made to the members and beneficiaries, all elements (security
mechanisms, such as sponsor support and pensions protection
schemes, and benefit adjustment mechanisms) that have an

Noted
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impact on securing those promises and which may have been
taken into consideration implicitly so far should be considered
when assessing the solvency situation of the IORP.”

The holistic balance sheet, which starts from the economic
balance sheet, will present all available mechanisms
surrounding the IORP. By explicitly assessing the value of all the
mechanisms, the IORP must consider the likelihood of cash flows
when needed and any other problems which could arise. This
would provide to the IORP, the beneficiaries, sponsors and
supervisors insight about how the actual situation surrounding
the IORP is interpreted and managed by the IORP. In addition,
we are of the opinion that the holistic balance sheet should be
made public.

122.

VHP2 (Vakorganisatie voor
middelbaar en hoger pers

12.

The idea of a holistic balance sheet seems to offer theoretical
possibilities for harmonisation, but the complexities involved
make this an instrument that is unsuitable as a primary
supervision tool. The concept should be developed further,
where both an impact assessment by the Commission and a
quantitative impact study by EIOPA are essential, before any
decision can be made whether the holistic balance sheet can and
should be used as a supervisory tool. The VHP2 is willing to
support both the EC and EIOPA in making these assessments if
and when needed.

Consideration may be given to using the method as an internal
model that can possibly lead to lower solvency buffers if properly
used. This use will account for the proportionality issues for
smaller IORPs that are involved in using a complex tool.

The distinction between Article 17(1) IORPs, 17(3) IORPs and
sponsor-backed IORPs can be retained. However, we do note
that this distinction is not complete and does not cover all forms

Noted
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of IORPs. A category should be added in which the members
themselves bear (part of) the risk, as opposed to the IORP as an
institution.

123.

Whitbread Group PLC

12.

The holistic balance sheet adds an unnessary level of complexity
and burden to pension schemes. In itself it is simply a different
way of setting out information already required to be analysed in
some detail by UK pension scheme trustees (eg the strength of a
company’s covenant). It would be impossible and completely
inappropriate to seek to “quantify” these items in the context of
such a balance sheet, indeed we are concerned that doing so
would be spurious and lead to a false sense of comfort. Pension
scheme funding regulations should be principles based to enable
trustees to concentrate on the issues that really matter. We can
see no added value from producing a holistic balance sheet, just
cost and risk.

Noted

124.

Zusatzversorgungskasse
des Baugewerbes AG

12.

13. We strongly reject Solvency II like quantitative capital
requirements for IORPs.

14. However, if the commission would not refrain from
imposing capital requirements on all types of IORPs, we would
like to understand the full consequence of the holistic approach
as the possibility to completely replace quantitative capital
requirements by qualitative elements or risk-mitigation
techniques.

15. As industry-wide multiemployer pension fund where all
employers ensure the pension promises of the whole
construction industry we reject the idea of valuing each
individual sponsor guarantee, pension protection systems or
possibilities to make benefits conditional in an explicit
quantitative way (monetary terms). In the end all these
complicated and unforeseeable artificial calculations are highly
costly and end in speculation without real value.

Noted
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16. We invite EIOPA to consider a qualitative approach rather
than a quantitative balance sheet concept. We would therefore
prefer the concept of *holistic approach’ instead of *holistic
balance sheet’.

17. We invite EIOPA to make the impact assessment of the

holistic approach and consider the different forms of IORPs like
industry-wide multiemployer pension funds based on collective
agreements without individual pension accounts while doing so.

125.

European Private Equity &
Venture Capital Associat

12.

EVCA rejects the proposal of a holistic balance sheet when it is
used for supervision. The idea of a holistic balance sheet seems
to offer theoretical possibilities for taking into account the risk
mitigating instruments that an IORP has, but the complexities
involved make this an instrument that is unsuitable as a primary
supervision tool. Besides that, it is important to realise that
workplace pensions are based on social and cultural traditions
and strongly linked to first pillar pension provisions in the
different Member States.

EVCA’s key message regarding the application of the Solvency II
regime to IORPs

EVCA’s key concern is that the potential application of the
Solvency II regime to IORPS (whether under option 1 for Article
17(1) IORPS or under the option 2 holistic balance sheet
approach for IORPs generally) would be inappropriate and
disproportionate. It could affect pension funds’ investment
strategies resulting in a number of negative consequences for
pension funds and their members and the wider economy. In
particular, EVCA urges EIOPA to ensure that any calculation of
private equity and venture capital market risk is appropriate.

Noted
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Potential application of Solvency II regime to IORPs

In the context of CfA 6 (on a similar approach for all types of
IORPs), EIOPA proposes two alternative options:

“Option 1: Maintain the existing distinction between Article
17(1), Article 17(3) and sponsor backed IORPs in the review of
the IORP Directive

Option 2: Review the IORP Directive in a way that is flexible
enough to allow for all kinds of IORPs through the holistic
balance sheet approach”

EVCA notes that EIOPA considers (at paragraph 8.2.36. a.) that
option 1 could potentially include “the option of applying a
Solvency II regime to Article 17(1) IORPS”.

EVCA also notes that EIOPA considers (at paragraphs 8.3.27 to
8.3.31) that Component 4 (Capital requirements) of the holistic
balance sheet “"would bring the main element of Solvency 11,
which is designed to reflect the full magnitude of adverse
outcomes, into the IORP Directive”.

Consequences of application of Solvency II capital requirements
regime to IORPs
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EVCA considers that the application of the Solvency II capital
requirements regime to pension funds within the scope of IORPs
could have wide and damaging consequences to stakeholders for
a number of important reasons.

O EVCA considers that the Solvency II capital requirements
regime, if applied to pension funds, would be likely to force
pension trustees to alter investment strategy away from long-
term growth assets to short-term, lower-returning assets. This
would have two highly undesirable effects: firstly, it would
diminish pension funds’ ability to be appropriately funded to
meet pension liabilities as they fall due; secondly, it would
significantly reduce the supply of investment to SMEs with the
resulting negative impact on employment and growth. Pension
funds may be forced to stop investing in long-term asset classes,
including private equity and venture capital funds, altogether
and might even be forced to divest their existing portfolio at
short notice considerably harming their future returns.

O This in turn would reduce long-term investment in the
European economy, such as research and development, plant
and machinery and infrastructure. In a low interest environment
it will also compound the challenge that pension fund managers
face to invest in assets that will enable them to meet their
liabilities under fixed return and defined benefit schemes[].

O In addition to creating a perverse incentive for pension
funds to attempt to meet long-term liabilities with short-term
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investments, it would increase risk from an investment strategy
perspective: pension funds’ risk exposure would increase as they
are forced to adopt less well-diversified investment strategies.

O A partial retreat of institutional investors from long-term
or illiquid markets would also be felt by the economy at large:
there would be a structural shortage of investible capital for
long-term or illiquid projectsd. And this would be at a time
when sovereign states are struggling to provide capital for these
activities.

O The problem occurs because under Solvency II solvency
capital requirements ("SCR") are calibrated to correspond to the
value at risk over a 12 month period (discussed below). As a
consequence, much of the focus is on the liquidity of
investments rather than the capital at risk. For example, a short
dated BBB rated bond requires less capital than a longer term
AAA rated bond under Solvency II.

O Another flaw in the Solvency II approach with regards to
investment in private equity and venture capital funds is that it
assumes investment in a single private equity fund. Investment
activity of pension funds is always based on investing in a
portfolio of funds diversified by investment stages, geographies
and vintage years. This leads to a considerably lower risk profile
of the portfolio as a whole compared to that of each single fund.

O Applying capital adequacy-based regulation would be
likely to cause systemic risk to increase, not decrease. This is
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because the stabilising role of long-term investors in global
financial markets would be undermined. Pension funds covered
by the IORP Directive manage assets of €2,500bn. To comply
with Solvency II they would be required to hold extra assets
worth €1,000bn. The Bank of International Settlements ("BIS")
envisages a sale of equity instruments given their new capital
weight (39% for global equities/49% for other equities such as
private equity). This could trigger a reduction of about 5% of
total assets invested in European shares. This translates into a
€750bn loss to European stock markets[].

O Exaggerated risk-weightings for private equity
investments may force pension funds to sell considerable parts
of their private equity portfolios resulting value devastation for
the pension funds and their members: Similar reactions were
observed in the banking landscape over the last two years. Since
stricter regulation forced banks to sell their private equity
portfolios, they destroyed enormous values for their
shareholders. Market experts estimate that the volume of
portfolio sales from banks have reached around EUR 20bn over
the last years. Assuming a market discount of 15% to 20%
would result in a value erosion of €3bn to €4bn. Copying this
into pension schemes would bring an enormous loss risk
potential for future pensioners while additionally the upside
potential would be given away.

O Additional solvency rules would also raise the cost of
retirement provision to both employers and employees.

0 This would be highly likely to exacerbate the current
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movement to fewer defined benefit schemes being offered by
employers and the closure of existing schemes to new
entrants.[d Defined benefit schemes, while guaranteeing a
secure income for millions of Europe’s pensioners, are also an
important source of capital for long-term asset classes such as
private equity and infrastructure, which in turn generate income
for pensioners. This virtuous circle of wealth creation would
rapidly disintegrate.

o] In addition, rising cost of pension provision strain the
solvency of the employer company backing the scheme leading
to financing problems for the employer company. Such
companies become less attractive for investors, including private
equity, looking for companies with growth potential, including
private equity funds. Increasing the cost of providing pension
schemes will make it less attractive for employers to provide
defined benefit schemes to their employees.

O Applying the Solvency II capital adequacy regime to
pension funds is out of balance with much of the European
Commission’s stated ambitions for financing SMEs and venture
capital. The European Commission is committed to making “an
efficient European venture capital market a reality”[]. This
ambition will be severely undermined if IORPs can not invest in
private equity. The impact of applying the Solvency II capital
adequacy regime would be highly likely to cause pension funds
under the IORP Directive to withdraw entirely from supporting
enterprise investment via private equity funds, not just reduce
the level of investment.
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O Pension funds under the current IORP Directive cover
25% of the working EU population. Reducing these funds’ ability,
through long-term investment, to meet their current and future
liabilities is a significant disconnect with EU ambitions to ensure
adequate incomes in retirement. The European Commission is
committed “not to penalise the system”[].

Protecting the virtuous relationship between long-term growth
asset classes such as private equity and infrastructure and their
ability to help meet the long-term liabilities of pension funds is
therefore crucial not only for pension funds and their members
but also the wider economy.

Risk measurement of private equity market risk

EVCA considers that the approach to modelling private equity
market risks under Solvency II is fundamentally flawed. The
standard model is calibrated to the one-year 99.5% VaR level for
both “global” and “other” equity. Private equity is assigned to
the “other” equity category risk measurement of private equity
is based on a listed private equity index, the LPX50.

This approach is generally flawed for illiquid, long-term, non-
tradable assets, such as investments in closed-end funds like
private equity and venture capital funds as well as traditional
real-estate and infrastructure funds: market risks are of
subordinate importance to investors compared to the risks of
financing the capital contributions to be made to these funds and
the unpredictability of proceeds received from these funds. In
almost all closed-end funds the capital employed by the fund is
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drawn down on an as needed basis. An investor’s return is
generally generated when the underlying investments made by
the fund are realized and proceeds distributed back to the
investor. An investor’s return is not generally achieved by
selling their participation in the fund.

For the reasons set out below, the use of the LPX50 index and
the correlation factor used to aggregate “other” equities and
alternative investments and calculate the requirements for
private equity risks appear discriminatory and irrelevant,
resulting in a flawed risk weighting for private equity.

O Institutional investing in private equity is predominantly
through unlisted funds that have a contractual lifetime of 10
years and follow a very distinct lifecycle. In such cases it is
meaningless to view risk as the volatility of a time series over
short horizons.

O The LPX50 index does not reflect the universe of PE funds
that pension funds would invest in to gain exposure to private
equity and venture capital funds. It is unlikely that any of the
funds a pension fund would invest in as part of their private
equity portfolio is included in the LPX50. Moreover, where
pension funds invest in a fund which is included in the LPX50
then such investments would be most likely to be held in the
pension fund’s public equity portfolio and NOT in its private
equity portfolio.

O Whereas institutional investors in private equity are
typically long-term oriented and have the intention and ability to
hold onto their positions over the full lifetime of the funds,
publicly quoted private equity vehicles are specifically set up to
attract the wider public to this asset class and they therefore
basically display the same characteristics as public stocks.

Share price developments are not necessarily driven by the
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performance of the underlying investments, but are rather a
function of market sentiment. For publicly quoted private equity
as typically second-line stocks (i.e. stocks with thin market
capitalization or low frequency of trading), the lack of liquidity is
priced into the market, the thin market results in high bid-ask
spreads, often extreme discounts and price movements. As a
consequence, the LPX 50 is in no way neither a representative
nor a suitable yardstick for the risks institutional private equity
investors incur.

O A more appropriate measurement would, for example, be
to take the standard deviation relative to private equity funds’
average returns. Taking this perspective, an independent study
undertaken by Weidig and Mathonet specifically looked at the
risk profile of diversified portfolios of private equity funds and
found that a direct investment has a 30% probability of total
loss, a fund or a portfolio of direct investments has a very small
probability of total loss, and a portfolio of funds has a small
probability of any loss[]. According to their results, the
maximum diversification benefit is sufficiently reached with a
portfolio of between twenty and thirty funds. These results have
been empirically confirmed over the past years, also through
difficult market cycles.

O Private equity funds with their low liquidity require, in the
eyes of most industry practitioners, a risk analysis which is
closer to that which accompanies the assessment of default risk
rather than market risk. Indeed, “rating” approaches where
private equity funds are grouped into categories associated with
growth expectations are widely used in the industry.

EVCA would be happy to provide further information and
analysis on this subject and would welcome the opportunity to
engage in a modelling discussion with EIOPA to avoid reaching a
misguided view based on wrong assumptions on the risks
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inherent in this asset class with far reaching implications for an
important part of Europe’s innovation and economic system.

126.

Towers Watson

12.

13. Chapter 8 - Quantitative requirements

What is the view of the stakeholders on the holistic balance
sheet proposal? Do stakeholders think that the distinction
between Article 17(1) IORPs, 17(3) IORPs and sponsor-backed
IORPs should be retained or removed?

The holistic balance sheet has some appeal. We welcome the
pictorial representation that illustrates the various risk mitigating
measures that apply in the many and varied pension systems
across the Member States.

Our concerns are not with the holistic balance sheet concept,
which is a helpful tool, but with the following key questions:

1) What capital should IORPs be required hold (ie in physical
investments or other committed assets)?

2) What additional backing reserves (such as the Solvency
Capital Requirement) should IORPs be required to have
available?

3) What rules should apply in relation to the capital-backing and
reserving requirements? Such rules would, for example, include
the types of assets that are eligible to cover each requirement
and the implications of not being fully-funded or fully-reserved.

If ‘employer covenant’ and other security mechanisms are to be
considered as backing capital or reserves, which we would
generally support, the main problem will be trying to place a
capital value on some of those measures.

Quantifying the employer covenant is recognised to be a
significant challenge. That is not to say that it cannot be done,
but achieving consistency across many different undertakings

Noted.

The holistic balance
sheet is a
methodological
concept only, and the
issue of what basis
should be adopted for
calculation is a
separate issue which is
considered in chapters
9 and 10.
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might well lead to a perceived need for a formulaic approach.
Whilst this is likely to have the attraction of (relative) simplicity,
we would question whether a single value placed on employer
covenant can be determined in an equitable way across all
sponsor organisations. It would create an artificial incentive to
‘manage’ the formula in order to improve a sponsor’s covenant
value.

Expressing employer covenant as a single value could also have
unforeseen and undesirable consequences if it became known to
other parties, such as corporate analysts, credit agencies,
investors and lenders.

However, the ‘holistic balance sheet’ might well be helpful as a
qualitative tool to explain to members of pension funds the
degree to which their pension benefits are ‘secure’.

Holistic assessments including employer covenant are a key
component of the current UK regulatory regime. However, this is
on a largely qualitative basis, with a judgement made regarding
the adequacy of the employer covenant to support both the
shortfall in assets relative to technical provisions and the risks
inherent in the IORP’s investment and funding strategy. These
qualitative judgements are subject to detailed scrutiny by the
national regulator. Whilst there may be grounds for increasing
the level of supervisory involvement in such assessments, in our
view it is unlikely to be feasible or appropriate to focus on a
single value for employer covenant determined in a formulaic
way. Rather, it might remain more appropriate to quantify those
elements that are readily quantifiable and to leave any ‘shortfall’
between the assessed liabilities and the available assets to be
met by the employer covenant, subject to oversight by national
regulators. To this end, we conclude that further research is
needed, although we doubt that a single methodology will be
appropriate.

Resolutions on Comments on EIOPA-CP-11/006 Response to the Call for Advice on the review of the IORP Directive 2003/41/EC: second consultation
196/730
© EIOPA 2012




A
‘V

==

We also wonder what the consequences will be if there is a
shortfall in the holistic balance sheet, or if the value of the
employer covenant were to fall. UK IORPs do not have access to
additional sources of capital outside of the employer covenant,
so their opportunities to restore full funding would be dependent
on increasing the value of the employer covenant. If
underfunding of the holistic balance sheet triggers new
restrictions on the sponsor’s business, such as increasing the
priority of the IORP relative to the sponsor’s other creditors or
restricting its use of assets, our view is that this would be
extremely detrimental to sponsors. It would be likely to reduce
the sponsor’s ability to raise new capital or borrowings, and in
turn increase the possibility of the demise of the sponsor,
leading to (a) no improvement in the security of pension
provision, and (b) loss of jobs - not only of those employees
who are ‘active’ participants in the pension fund but many others
too (for whom the ‘defined benefit’ arrangement is not and was
not available.

In summary, we support the principle underlying the holistic
balance sheet, and in particular, that employer covenant should
be recognised in an IORP’s capital and reserving requirements.
However, we believe that a flexible approach is needed to the
quantification of employer covenant, in order to avoid
undesirable outcomes and to encompass the many different
circumstances of sponsoring organisations within an individual
Member State and across the EU Member States as a whole.

An attraction of the holistic balance sheet is its potential for
application by both employer-sponsored and Regulatory Own
Funds IORPs. However, differentiation between these two forms
will remain necessary given that the relationship of the IORP to
the sponsoring undertaking is so different - as are the security
mechanisms in the jurisdictions in which the different types of
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IORP operate.

127.

OPSG (EIOPA
Occupational Pensions
Stakeholder Group)

13.

The OPSG is of the opinion that a set of common principles
should apply at EU level but that the responsibility for setting
the detailed rules for calculating the technical provisions should
remain at Member State level. Since IORPs provide pensions
subject to Social and Labour Law, detailed valuation rules should
be left to Member States, since Member States decide upon the
security level of the benefits. These security levels vary widely
across Europe, since pensions offered by IORPs are based on a
wide dispersion of state pensions (first pillar) and fiscal
treatments. Harmonisation cannot be achieved without
simultaneously harmonising Social and Labour Law and first
pillar pensions, a step that is as so far considered undesirable by
most or all European parties.

Since the nature of pension benefits is quite different across
Europe, harmonisation of the discount rate is also not
warranted. The nature and riskiness of the benefits should be
reflected in the discount rate used for discounting the liabilities
using different discount rates for different benefits. For
guaranteed benefits a ‘risk-free’ discount rate seems justified,
but for risky benefits, the discount rate should reflect this
riskiness. The nature of pension benefits and IORPs make the
concept of transfer value not logical for IORPs. In case of severe
and sustained underfunding, the IORP may have the ability to
cut the benefits and does not have to transfer them to a third
party, as is the case for insurance companies.

The valuation of assets and liabilities should be market
consistent, which is not the same as market valuation. We
consider that smoothing would help to avoid extreme volatility
and consequential pro-cyclical behaviour, which is not necessary
given the long term nature of pensions. We consider that ‘risk-

Noted, not within
mandate

Relation risk-free in
stochastic valuation
and expected return in
deterministic valuation
clarified in explanatory
text

Option of not including
market-consistency
removed

Draft advice already
mentioned that long-
term nature should be

taken into account

Option of recital
consistency accounting
standards removed

Opinion regarding
discretionary benefits,
risk-margin and own
credit standing noted
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free’ should not necessarily imply using unadjusted market risk-
free interest rates, but should take into account modifications to
risk-free interest rates like modifications proposed under
Solvency II, bearing in mind the longer duration and lower
liquidity requirements of pensions[]. Since the nature of pension
benefits is different to insurance benefits, further adjustment to
pure market valuation is justified. We agree with the principle
‘same risk, same capital’; yet the risk in pensions is different,
hence a different valuation should be used. The OPSG agrees
that pure discretionary benefits should not be included in the
technical provisions.

Uncertainty in assumptions in calculating the technical provisions
- for example the uncertainty of the longevity trend - should not
be reflected in the technical provisions, but in the capital
requirements. We recognise that special assumptions are
necessary for valuing the conditional benefits. These make the
valuation more complex and possibly less reliable (also see
remarks below; shortcomings of the holistic balance sheet).

The OPSG would like to make two smaller remarks related to
valuation. The first is that no own credit standing should be used
for valuing the liabilities. The second is that harmonisation with
accounting rules should not be leading (see also remarks on the
holistic balance sheet).

128. | AbA Arbeitsgemeinschaft
flr betriebliche Altersver

13.

No, we do not agree that assets of IORPs should be valued on a
market-consistent basis. There is considerable evidence that
markets are not efficient and, hence, market prices deviate
substantially from fair value (Woolley 2010). For example, if
current prices of German Bunds were fair, then there would be
no rational reason for people to save and we could do away with
IORPs altogether. Even those involved in defining the
implementing measures for Solvency II seem to have come to

Noted
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this realization given the number of adjustments (ultimate
forward rate, counter cyclical premium, illiquidity premium,
equity dampener etc.) that have been introduced to the model
to counteract market inefficiencies, without reaching the logical
conclusion of doing away with the whole model, altogether.

Moreover, any valuation based on a snap-shot view is
inappropriate for IORPs that have extremely long-term liabilities
and whose purpose is to provide equitable outcomes across
generations. In particular, this applies to assets that are held to
maturity.

129. | ABVAKABO FNV 13. We agree with EIOPA that assets should be valued on a market Noted
consistent basis.
130. | AEIP 13. 52. AEIP considers that the evaluation of assets, according to Noted, non-

the ‘fair value’ principles should not be the only principle
applicable because the long time horizon in wich IORPs operate
can permit other criteria.

53. AEIP believes that it should be left to member states to
define the evaluation standards for assets.

54. During the discussions wthin AEIP a lot of questions are
raised regarding the valuation of assets according to the ‘fair
value’ principles. Because the long time horizon in wich IORP
operate other criteria can be valid. “Market-value”-accounting
brings considerable volatility within the balance sheet. Combined
with the necessity of meeting the Solvency Capital Requirements
at all times, IORP’s become very vulnerable to (irrational)
market behaviours. Instead of being stable, sometimes anti-
cyclical investors, that stabilize financial markets, IORP’s are
forced to follow the trends therefore fuelling eventual
irrationalities of capital markets. They had to adjust contribution
rates swiftly and sometimes beyond economic means if market

harmonised approach
not within mandate

Disadvantages
addressed in
explanatory text
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