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Executive
summary



The European Insurance and Occupa-
tional Pensions Authority (EIOPA) initi-
ated in 2017 the publication of a series
of papers on systemic risk and macro-
prudential policy in insurance. So far,
most of the discussions concerning
macroprudential policy have focused
on the banking sector. The aim of EIO-
PA is to contribute to the debate, whilst
taking into consideration the specific
nature of the insurance business.

With this purpose, EIOPA has followed
a step-by-step approach, seeking to
address the following questions:

- Does insurance create or amplify sys-
temic risk?

- If yes, what are the tools already ex-
isting in the current framework, and
how do they contribute to mitigate
the sources of systemic risk?

+ Are other tools needed and, if yes,
which ones could be promoted?

While the two first questions were ad-
dressed in previous papers (see EIOPA,
20183,b), the purpose of the present
paper is to identify, classify and pro-
vide a preliminary assessment of po-
tential additional tools and measures to
enhance the current framework in the
EU from a macroprudential perspective.

EIOPA carried out an analysis focusing
on four categories of tools: a) Capital
and reserving-based tools; b) Liquidity-
based tools; c¢) Exposure-based tools;
and d) Pre-emptive planning. EIOPA also
considers whether the tools should be
used for enhanced reporting and moni-
toring or as intervention power. Follow-
ing this preliminary analysis, EIOPA con-
cludes the following (Table 1):

Table 1: Additional tools and measures under consideration

Tool Type of tool Proposed for further
consideration?

Enhanced reporting and monitoring

Leverage ratio Capital and reserving-based Yes
Enhanced monitoring against market-wide under-reserving Capital and reserving-based Yes
Additional reporting on liquidity risk Liquidity-based Yes
Liquidity risk ratios Liquidity-based Yes
Enhancement of Prudent Person Principle Exposure-based Yes
Enhancement of own risk and solvency assessment (ORSA) Exposure-based Yes
Recovery plans Pre-emptive planning Yes
Resolution plans Pre-emptive planning Yes
Liquidity Risk Management Plans (LRMP) Pre-emptive planning Yes
Systemic Risk Management Plans (SRMP) Pre-emptive planning Yes
Intervention powers

Counter-cyclical capital buffer Capital and reserving-based No
Capital surcharge for systemic risk Capital and reserving-based Yes
Liquidity requirements Liquidity-based No
Temporary freeze on redemption rights Liquidity-based Yes
Concentration thresholds Exposure-based Yes

It is important to stress that the paper
essentially focuses on whether a spe-
cific instrument should or should not
be further considered. This is an impor-

tant aspect in light of future work in the
context of the Solvency Il review. As
such, this work should be understood
as a first step of the process and not




as a formal proposal yet. Furthermore,
EIOPA is aware that the implementa-
tion of tools also has important chal-
lenges. In this respect, section 6 of this
report provides an overview of tools,
main conclusions and observations,
stressing also the main challenges.

Table 2 puts together the findings of
all three papers published by EIOPA by
linking sources of systemic risk and op-
erational objectives (first paper), tools
already available in the current frame-
work (second paper) and other poten-
tial tools and measures to be further
considered (current paper).

Table 2: Sources of systemic risk, operational objectives and
macroprudential tools and measures

Source of systemic risk

Operational objectives

Solvency Il tools with
direct impact

Other potential tools and measures
for further consideration

Entity-based related sources - Direct sources

Deterioration of the solvency
position leading to:

« Failure of a Global Systemically
Important Insurers (G-SII)
or Domestic Systemically
Important Insurers (D-SII)

« Collective failures of non-
systemically important
institutions as a result of
exposures to common shocks

> Ensure sufficient loss-
absorbency capacity
and reserving

[Note: As a comprehensive | »
microprudential tool,
Solvency Il is designed to
address this operational
objective]

Leverage ratio

Enhanced monitoring against
market-wide under-reserving

\4

Capital surcharge for systemic risk
Enhancement of ORSA
Request of recovery plans

Y Vv

Y VvV

Request of resolution plans

Activity-based related sources - Indirect sources (i)

Involvement in certain activities or
products with greater potential to
pose systemic risk

» Discourage excessive
involvement in
certain products and

Potentially dangerous
interconnections

activities

\4

Discourage excessive
levels of direct and
indirect exposure
concentrations

> Prohibit or restrict Capital-add on for systemic risk
certain types of

financial activities(*)

Enhancement of PPP
Additional reporting on liquidity
Liquidity risk ratios

YV V V V V

Concentration thresholds
Request of LRMP
Request of SRMP

Y VY

Behaviour-based related sources -

Indirect sources (ii)

Collective behaviour by insurers
that may exacerbate market price
movements (e.g. fire-sales or
herding behaviour)

»  Limit procyclicality

4

> Ensure sufficient loss-
absorbency capacity
and reserving

> Symmetric adjustment | > Additional reporting on liquidity
in the equity risk > Liquidity risk ratios
module. )
- ) » Temporary freeze on redemption
> Volatility adjustment fights
> Matching adjustment

Extension of the
recovery period

Y

> Transitional measure on
technical provisions

Excessive risk-taking by insurance
companies (e.g. ‘search for yield’
and the ‘too-big-too fail’ problem)

> Discourage risky
behaviour
> Ensure sufficient loss-

absorbency capacity
and reserving

> Prohibit or restrict >
certain types of
financial activities(*)

Capital surcharge for systemic risk

Excessive concentrations

» Discourage excessive
levels of direct and
indirect exposure
concentrations

Concentration thresholds
Enhancement of ORSA
Enhancement of PPP

Y V V

Inappropriate exposures on the
liabilities side (e.g. as a result of
competitive dynamics)

> Ensure sufficient loss-
absorbency capacity
and reserving

v

Enhanced monitoring against
market-wide under-reserving

Capital surcharge for systemic risk

(*) This measure, which is not part of Solvency II, is however included because it pursues similar objectives and also applies EU-wide.



1. Introduction



The European Insurance and Occu-
pational Pensions Authority (EIOPA)
initiated the publication of a series of
papers on systemic risk and macro-
prudential policy in insurance. The first
paper, ‘Systemic risk and macropru-
dential policy in insurance’ aimed at
identifying and analysing the sources
of systemic risk in insurance from
a conceptual point of view and at de-
veloping a macroprudential framework
specifically designed for the insurance
sector. The second paper, ‘Solvency
Il tools with macroprudential impact’,
identified, classified and provided
a preliminary assessment of the tools
or measures already existing within
the Solvency Il framework, which could
mitigate any of the sources of systemic
risk.

This third paper carries out an initial as-
sessment of potential tools or measures
to be included in a macroprudential
framework designed for insurers, in or-
der to mitigate the sources of systemic
risk and contribute to the achievement
of the operational objectives.

It covers six main issues:

i. Identification of potential new instru-
ments/measures. The tools will be
grouped according to the following
blocks:

> Capital and reserving-based tools
> Liquidity-based tools
> Exposure-based tools
> Pre-emptive planning
ii. Way in which the tools in each block
contribute to achieving one or more of
the operational objectives identified in
previous papers.
iii. Interaction with Solvency II.
iv. Individual description of all the tools
identified for each of the blocks.

The following classification will be
considered:

Enhanced reporting and moni-
toring tools and measures. They
provide supervisors and other
authorities with additional rel-

evant information about poten-
tial risks and vulnerabilities that
are or could be building up in the
system. Authorities could then
implement an array of measures
to address them both at micro
and macroprudential level (see
annex for an inventory of pow-
ers potentially available to na-
tional supervisory authorities
(NSASs)).

« Intervention powers. These pow-
ers are currently not available as
macroprudential tools. They are
more intrusive and intervene
more severely in the manage-
ment of the companies. Exam-
ples could be additional buffers,
limits or restrictions. They are
only justified where the exist-
ing measures may not suffice to
address the sources of systemic
risk identified.

v. Preliminary analysis per tool.
vi. Preliminary conclusion.

Four initial remarks should be made.
First, although in several instances the
measures and instruments are original-
ly microprudential in nature, they could
also be implemented as macropru-
dential instruments, if a systemically
important institution or set of institu-
tions or the whole market are targeted.
Secondly, analysing potential changes
on the long-term gquarantees (LTG)
measures and measures on equity risk
that were introduced in the Solvency Il
directive, although out of the scope of
this paper, could contribute to further
enhance the framework from a macro-
prudential perspective. The focus of
this paper is essentially on new tools,
leaving aside the analysis of potential
changes in the current LTG measures
and measures on equity risk, which
will be carried out in the context of the
Solvency Il review by 1 January 2021.
Thirdly, when used as a macropruden-
tial tool, the decision process may dif-
fer, given that there are different insti-
tutional models for the implementation
of macroprudential policies across EU




countries, in some cases involving dif-
ferent parties (e.g. ministries, supervi-
sors, etc.). This paper seeks to adopt
a neutral approach by referring to the
concept of the ‘relevant authority in

ty’, which should encompass the differ-
ent institutional models existing across
jurisdictions. Fourthly, there seems to
be no single solution when it comes
to the level of application of each tool

charge of the macroprudential authori-  (single vs. group level - see Box 1).

Box 1: Scope of application of the tools and measures
There is no single answer to the question of whether a certain tool should be implemented at solo, group, or both
levels. Three considerations are, however, relevant:

The approach followed in Solvency Il is a good starting point. Solvency Il applies to (re)insurance undertakings,
with the exception of small companies as defined in the Directive. Many of the provisions in Solvency Il are
applicable to solo undertakings set up within the jurisdiction. At the same time, however, Solvency Il also includes
provisions that focus on group-specific issues, such as the calculation of the group solvency capital requirement
(SCR), qualitative requirements on governance and group own risk and solvency assessment (ORSA), disclosure
and reporting requirements at group level or concentration risk.
The source of systemic risk needs to be understood, since the decision of whether a certain tool or measure
should be implemented at group or solo level will also depend on the level at which systemic risk is created or
amplified (see EIOPA, 2018a), and at which level the systemic risk can best be addressed. For example, if one
of the subsidiaries is carrying out the activities or offering products with greater potential to pose systemic risk,
measures should be applied at this level.
The nature of the tools needs to be considered. Certain tools might be better suited for application at group or
solo level. For example, tools focused on strategic planning are, in principle, better suitable at group level.

As aresult, the optimal level of application will depend on the nature of the tool and the specific risk to be addressed.

Concerning the different proposed It is important to stress that this paper

monitoring tools, in the follow-up
work, the structure and content of the
additional data requirements should be
defined. This should then be followed
by an assessment of the potential bur-
den of collecting this information from
undertakings.

essentially focuses on whether a spe-
cific instrument should or should not
be further considered. This is an im-
portant aspect in light of future work
in the context of the Solvency Il review.
As such, this work should be under-
stood as a first step of the process and
not as a formal proposal yet.



2. Capital and
reserving-
based tools



- Objective of capital-based tools

Capital and reserving-based tools aim at
avoiding the deterioration of the solven-
cy position of undertakings in case of
a shock, potentially leading to insurance
failure(s). From that point of view, they
contribute to the operational objective of
ensuring sufficient loss absorbency ca-
pacity and reserving, resulting in a lower
probability of default. Furthermore, de-
pending on the design, such tools also
reduce the possible impact of a potential
default. This is a tool that is being con-
sidered by the International Association
of Insurance Supervisors (IAIS) for G-Slls.

A targeted tool such as a capital sur-
charge for systemic risk could, in ad-
dition, contribute to mitigate the ac-
tivity-based source of systemic risk.
Indeed, the tool could be designed to
target certain specific activities, which
would also avoid potentially dangerous
interconnections. In that case, the tool
would discourage an excessive involve-
ment in such products and activities.

In certain instances, capital tools with
a more time-varying element may also
help build resilience and avoid collec-
tive behaviour that may exacerbate
market price movements, thereby also
contributing to limiting procyclicality.

- Interaction with Solvency I

Similar to the microprudential capital
framework set out in Solvency II, the
capital and reserving-based tools con-
tribute to the robustness of insurance
companies’ balance sheets to shocks.
The aggregate effect of strong capi-
tal and reserving requirements has
a positive macroprudential impact for
the sector as a whole, but time vary-
ing tools that require the lowering of
capital requirements in times of stress
could clash with the microprudential
objective.

Solvency Il is an economic risk-based
prudential regime that prescribes the
holding of capital against market risk,
credit risk, underwriting risk and op-
erational risk. It also introduces the

need to carry out an own risk and sol-
vency assessment (ORSA). Solvency I
follows a market valuation approach.
Insurers establish technical provisions
to cover expected future claims from
policyholders. The technical provisions
should be equivalent to the amount
another insurer would be expected to
pay in order to take over and meet the
insurer’s obligations to policyholders.

As a result, any new tool in this field
could have a significant impact on the
way in which the capital or reserving
requirements are set up in Solvency
II. This calls for careful tool design to
understand the impact on the overall
solvency calculation and possibly close
coordination between the micropru-
dential and the macroprudential ap-
proaches to avoid potential conflicts
where possible. Furthermore, some of
the existing tools described in the pre-
vious EIOPA paper (2018a) also address
capital requirements and procyclicality.

2.1. Leverage ratio

- Description of the tool or measure

This section focuses on the concept of
leverage from an own funds perspec-
tive in the insurance industry. To that
aim, concepts as the ‘synthetic lever-
age’i.e. products with embedded guar-
antees that can be compared to deriva-
tives, are not covered.

Leverage ratios are commonly used as
a capital ratio measure. A leverage ra-
tio could also be used as a monitoring
tool (as proposed in this paper) or im-
plemented as a hard requirement (e.g.
in banking).

Leverage ratios aim at identifying the
build-up of leverage so that action
can be taken before a stress occurs
and the entity carries out destabilising
deleveraging processes. It is intended
to be able to signal a deterioration of
the solvency position of undertak-
ings, potentially leading to failure(s).
As a result of this, it should contribute
to the operational objective of ensur-




Capital and reserving-
based tools

ing sufficient loss absorbency capacity
and reserving. Furthermore, in certain
circumstances (described below), the
leverage ratio could have a positive

Main source(s) of systemic risk

impact in identifying the involvement
in certain activities or products with
greater potential to pose systemic risk.

Operational objective(s)

Leverage ratio

« Deterioration of the solvency position leading to:
- Failure of a G-SlI, D-SII

a result of exposures to common shocks

potential to pose systemic risk

- Collective failures of non-systemically important institutions as

« Involvement in certain activities or products with greater

> Ensuring sufficient loss
absorbency capacity and
reserving

» Discourage excessive involvement
in certain products and activities

Experience from the financial crisis
showed that the low risk weights applied
to banks’ assets disguised the build-up
in leverage that otherwise would have
decreased the banks’ capital ratios.
Consequently, the leverage ratio in the
banking sector was designed to be in-
dependent of the risk weighting applied
to banks’ assets. According to the Basel
Il framework, the leverage ratio is de-
fined as the Tier | capital divided by the
total exposure, which is a measure of
a bank’s non-risk-weighted assets.' The
minimum leverage ratio was set at 3%,
but varies across jurisdictions and also
depending on other bank capital buffers.

- Preliminary analysis

In insurance, the concept of the lev-
erage ratio varies much more than in
banking. This is due to i) the inverted
production cycle, and ii) the fact that
there is not a3 common definition of
leverage in insurance, and therefore,
there is not a simple non-risk weight-
ed ratio that can be used for the same
purpose. Also, the business model is
substantially different, and size is not
automatically considered as a source
of systemic risk, but is to some extent
necessary in order to be able to apply
the law of large numbers. Instead, in in-
surance, there is @ multiplicity of ratios
(based on metrics such as investment
assets or insurance liabilities) which
become less straightforward to inter-

1 The leverage ratio consists on the sum of on-
balance sheet exposures, derivatives expo-
sures, securities finance transaction exposures
and off-balance sheet items.

pret. As a result, contrary to what hap-
pens in banking, any kind of leverage
ratio in insurance should be better used
to identify and monitor the potential
build-up of risks instead of to impose
an additional requirement.

EIOPA has identified three different
ways in which leverage in insurance
could be measured:2

- Own funds to total assets;
- Insurance liabilities to own funds; and
- Non-insurance liabilities to own funds.

The term ‘own funds’ includes not only
excess of assets over liabilities, but
also the subordinated liabilities. This
preliminary analysis will focus on the
macroprudential aspects of the indica-
tors above. It will therefore focus more
on the usefulness of the indicators in
terms of alerting to the build-up of sys-
temic risk.

The first definition, i.e. own funds to to-
tal assets (Figure 1), is typically used in
the banking sector and a priori may ap-
pear to have utility as a non-risk based
leverage measure.

2 Inaddition to the listed stock based measures,
the market also relies on some hybrid stock /
flow measures such as the premiums written
ratio and its net liability ratio. Net leverage is
calculated as (net premiums written / (Total
Assets - Technical provisions)) + (net liabilities
/ (Total Assets - Technical provisions)). The
evidence that the main source of funding for
insurers are the written premiums serves as
a rationale for those indicators that estimate
the ability of an insurer to sustain its business
via premiums.



Excess of Assets over Liabiities + Subordinated liabilities

Leverage ratio =
& Total assets (excl. assets held for index and unit linked contracts)

Figure 1: Leverage ratio - Own funds to Total Assets. %
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Source: EIOPA [Solo/Quarterly/Published 201800322/Data extracted 20180301]

Nevertheless, given the different nature
of the business models of insurers and
banks, establishing a minimum leverage
ratio requirement for insurers similar to
the one used in banking raises several
conceptual questions and makes it rather
inappropriate for insurance. As explained
by Insurance Europe (2014), the aim of
the leverage ratio (as a specific require-
ment, i.e. not as a monitoring tool) is to

curb banks’ reliance on debt by setting
a minimum standard establishing a rela-
tion between the assets of the bank on
their books and the capital they need to
hold. It aims at limiting procyclicality by
limiting the build-up of leverage in up-
turns. While leverage in terms of debt to
equity is inherent in bank business mod-
els, it is quasi-absent in the case of the
insurers (see Figure 2).

Figure 2: Liability profile of insurers in European Economic Area. 2017 Q3. %
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Source: EIOPA [Solo/Quarterly/Published 201800322/Data extracted 20180301].




The ratio will also differ between dif-
ferent business models of insurance
undertakings for reasons other than
the riskiness of the insurer, which
makes peer comparison of the ratio of
limited use.

Notwithstanding the above, consider-
ing the relation between own funds
and total assets as well as its evolution
over time just for monitoring purposes
could provide a first and rough over-
view of the sector’s loss absorption ca-
pacity to cope with potential asset-side
shocks.

However, such a ratio would not take
into account the strong interrelation
between assets and liabilities for parts
of the insurance sector, in particular life
insurance undertakings, where market
risk shocks typically effect both the
asset and the liability side. Therefore,
two insurers showing the same own
funds to total assets ratio could exhibit
very different loss absorbing capacities
against asset-side shocks, depending
on the degree of matching between
assets and liabilities and the exposure
of liability values against those shocks.

An alternative approach is looking at
the insurance liabilities by focusing on
the technical provisions with respect
to the own funds. This is the approach
usually followed in financial analysis,
which looks, for instance, at the ratio of
(net) technical reserves to own funds.
However, the interpretation of this ra-
tio is not straightforward and would not
be very useful from a macroprudential
point of view. For example, technical
provisions, which would be the numer-
ator of this leverage ratio, could be re-

duced in order to reduce leverage. Con-
trary to banking, however, in insurance
this may be counterproductive.

In a Solvency Il environment, the tech-
nical provisions are composed of the
best estimate and the risk margin. The
former reflects the present value of the
expected future cash flows calculated
on a relevant risk free rate curve. The
latter is an additional premium over the
best estimate, which is intended to re-
flect the cost of holding solvency capi-
tal (i.e. the SCR) in order to support the
business under a run-off scenario. The
risk margin should ensure that the val-
ue of the technical provisions is equiv-
alent to the transfer value that a third
party reference undertakings would
be expected to require in order to take
over and meet the insurance and rein-
surance obligations.

Taking these aspects into account sug-
gests that larger technical provisions do
not generally lead to higher risk,* espe-
cially considering the benefits to insur-
ers of the law of large numbers. In that
sense, a leverage ratio may encourage
less provisioning, which could have the
opposite effect of the objective of pru-
dential supervision. However, it is also
true that a large amount of technical
reserves compared to equity can be in-
dicative of high leverage, in the sense
that it makes the insurers more vulner-
able to potential deficiencies in loss
reserves. In summary, it is difficult to
draw strong conclusions from this ratio.

A third definition of leverage ratio is
the ratio of non-insurance liabilities to
own funds (Figure 3). The ratio would
include the following items:*

3 It should be noted that insurance liabilities could
also be reinsured to reduce the numerator and
improve the ratio. This limits the usefulness of
such indicator of leverage/indebtedness.

4 In this case, ‘subordinated liabilities” appears
both as part of ‘non-insurance liabilities’ as well
as ‘own funds’, in accordance with the definition
followed.



Subordinated liabilities
+Debts owed to credit institutions +
Financial liabilies other than debts owed to credit institutions
Excess of Assets over Liabiities + Subordinated liabilities

Leverage ratio =

Figure 3: Leverage ratio - Non-insurance liabilities to own funds. %
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A high level of this ratio is also associ-
ated with a high level of interconnect-
edness across markets and sectors.
Risks can emerge in response to mar-
ket movements or policyholder behav-
iour, forcing insurance companies to
undertake fire sales of assets in a se-
vere scenario, in order to face liquidity
shortages and/or to maintain profitable
and solvent.

As a next step, the focus should be put
on potential measures that NSAs could
take once some kind of leverage has
been identified (see annex detailing
powers available to NSAs). This very
much depends on the type of leverage
considered. If the ratio of own funds to
total assets shows a decreasing path at
market level that raises concerns to the
NSA and/or to the relevant authority in
charge of the macroprudential policy.
The way to address it could be at mi-
croprudential level, by first assessing
more closely the nature and drivers of
the observed trend and, where neces-
sary, by intensified or dedicated super-
visory actions as well as through Pillar
2 measures of Solvency Il. If, however,
the non-insurance liabilities to own
funds ratio is considered, the attention
should be put in either reducing the

non-insurance liabilities or strengthen-
ing the own funds of the companies
involved, if the supervisory authority
deems it necessary after a comprehen-
sive assessment of the situation.

« Preliminary conclusion

The preliminary analysis described
above suggests that from the three
definitions considered for leverage ra-
tio in insurance, i.e. own funds to to-
tal assets, insurance liabilities to own
funds and non-insurance liabilities to
own funds, monitoring the evolution of
the first and the third may have the po-
tential to add value from a macropru-
dential point of view. They should only
be considered as monitoring tool within
a range of other indicators in order to
detect the potential for threats to the
solvency position of the market.

In particular, an excessive level of non-
insurance liabilities might increase the
build-up of systemic risk and should
therefore be closely monitored by au-
thorities. The question remains, how-
ever, about how to define more pre-
cisely the numerator or the leverage
ratio. Potential ratios should first be
validated with historical data to assess
their viability.




Capital and reserving-

2.2. Enhanced monitoring
against market-wide
under-reserving

- Description of the tool or measure

Underreserving may occur on a mar-
ket-wide base where assumptions
used in the valuation of technical pro-
visions are insufficient, or where input
data used is of insufficient quality. This
would lead to inappropriate exposures
on the liability side and the deteriora-
tion of the solvency position of insur-
ance companies, potentially leading
to insurance failure(s). Assessing the
appropriateness of undertaking’s valu-

Main source(s) of systemic risk

ation of technical provisions is a core
task of insurance supervision at micro
level. By being able to monitor, in addi-
tion to a company-specific assessment,
any market-wide under-reserving, au-
thorities contribute to the operational
objective of ensuring sufficient loss ab-
sorbency capacity. Monitoring is a nec-
essary prerequisite for an informed
decision on any policy actions. As su-
pervisors can only check assumptions
as part of their supervisory review, it
might be difficult to aggregate the rel-
evant data and, therefore, to deter-
mine whether the problem is isolated
or widespread in the market.

Operational objective(s)

based tools

Enhanced monitoring
against market-wide
under-reserving

« Deterioration of the solvency position leading to:
- Failure of a G-SlI, D-SII

a result of exposures to common shocks

competitive dynamics)

- Collective failures of non-systemically important institutions as

- Inappropriate exposures on the liabilities side (e.g. as a result of

> Ensuring sufficient loss
absorbency capacity and
reserving

All assumptions used within the calcu-
lation of technical provisions serve as
a source of profits or losses - depending
on the choice of the assumptions and
actual experience regarding their re-
alisation. Therefore, in a first step, data
should be collected, on a market-wide
basis, by reviewing the insurers’ essen-
tial actuarial assumptions (e.g. lapse
rates, cost charges, biometric tables)
against the actual experience by de-
composing the realised annual profits/
losses into their sources (these sources
are the assumptions mentioned above
as well as their adjustments).

If 3 set of assumptions regularly/per-
manently provides losses, this is a clear
indication that the set is not well cali-
brated or contains flawed components.
If this were to be the case for the over-
all market, an underreserving (for ex-
ample, due to heightened competition)
can be ascertained. In this case the su-
pervisory authority in charge should be

able to ask insurers to apply more ade-
quate assumptions in their calculations
in order to avoid market distortions and
to address underreserving (macro- and
microprudential level). This should take
the situation of the individual under-
takings and their particular insurance
portfolios into account in order to in-
centivise adequate risk management
(e.g. by using assumptions that on av-
erage would not have provided losses
in the last 3 years).

In the same vein, cross-comparison
and a view of the overall market would
provide an additional macroprudential
insight for the supervisory authority. To
this end the decomposition of the prof-
its and losses into their components
at a more granular level than the cur-
rent templates on the variation analy-
sis (VA) would help supervisors at EU
level to achieve a better comparability
and transparency and eventually iden-



tify and possibly prevent situations of
under-reserving at market wide level.®

- Preliminary analysis

A market-wide underreserving can only
be detected by collecting data at mar-
ket level on the development of profits
and losses and by decomposing them
according to their sources (e.g. mor-
tality component, lapse components,
etc.). The identification of such a risk
could then trigger supervisory action
to address it. These actions, which may
be taken at the microprudential level,
could range from intensified monitor-
ing to actions that are more intrusive.
An example of the latter would be ask-
ing insurers to derive parameters (e.g.
by defining a bandwidth) which avoid
an underreserving or to provide more
explicit interpretation on best estimate
parameters which have to be applied at

market level. This should only happen
where the authorities deem it neces-
sary and where such actions are com-
mensurate with the principle-based
requirements for the valuation of tech-
nical provisions under Solvency Il.

Enhanced monitoring against market-
wide underreserving is intended to
identify potential deviations of the as-
sumptions versus actual experience to
foster effective and harmonised actu-
arial methodologies throughout the Eu-
ropean Union. In order to address the
macroprudential risk of underreserv-
ing, according to EIOPA (2018a), the
comparison of assumptions to actual
experience is required. The informa-
tion is currently not collected at Euro-
pean level and can only be found at the
national level (generally based on Sol-
vency | data).6

Box 2: Market-wide underreserving in the US

As pointed out in EIOPA (2018a), market-wide underreserving is not just a potential risk. In fact, it has materialised
within the US life insurance market, where there were several price wars in the 1980/90’s (Reich, 1997). Several
life insurers went bankrupt or were put under state control. According to Briys and de Varenne (2001), there were
19 bankruptcies in 1987, 40 in 1989 and 58 just one year later. In line with Reich they recognise the heightened
competition as the main reason for this development which led to ‘recklessly offered high yields and options’.

As an adequate reserving prevents an under-pricing by requiring insurers to demand sufficiently high premiums.
Therefore, ensuring that actuarial standards in reserving are maintained is an efficient way to avoid bankruptcies
due to heightened competition.

5 Inline with what stated in Solvency Il (Recital
51), ‘[t]he principles and actuarial and statistical
methodologies underlying the calculation of
those technical provisions should be harmon-
ised throughout the Community in order to
achieve better comparability and transparency.’
Recital 58 states that ‘[i]t is necessary that the
expected present value of insurance liabilities is
calculated on the basis of current and credible
information and realistic assumptions, taking

account of financial guarantees and options in
insurance or reinsurance contracts, to deliver an
economic valuation of insurance or reinsur-
ance obligations. The use of effective and
harmonised actuarial methodologies should be
required.’

6 In several member states some Solvency | data
still exists under national generally accepted
accounting principles that is used for monitor-
ing underreserving. However, this is not put of
Solvency Il and, thus, represents a gap in the
European framework.



It should be stressed that the actuar-
ial function already has to determine
these deviations in order to assess the
assumptions made in the best estimate
of the technical provisions. Therefore,
the data should already be available
without becoming an unbearable ad-
ditional burden for companies.

In order to develop this tool, the as-
sumptions used in the calculation have
to be determined.” In a second step,
one should make clear how to allo-
cate the profits/losses by decomposing
the annual result to its sources. Here,
a thorough and mathematically cor-
rect assignment of profits/losses to
their sources is very important in order
to develop suitable indicators/param-
eters. By evaluating these decomposi-
tions regularly, supervisors can/should
assess whether an underreserving
occurs.

The expected outcome of this meas-
ure is that supervisors enhance their
overview on potential underreserving,
which may become systemic if it occurs
market-wide and on a large basis. Fur-
thermore, it provides the basis to ask
for corrections if deemed necessary.
If applied, it leads to higher technical
provisions resulting in more funds that
could cover liabilities and loss absorb-

7 The assumptions used within the calculation
of the best estimate of Solvency Il are not
fully known yet. Before this tool can be finally
assessed, it is worth to evaluate the market on
which assumptions are made. Possibly, defi-
nitely immaterial assumptions might be sum-
marized to a residual source of profits/losses.

ing capacity. Thus, it fosters safety and
stability in the insurance sector.

The quantitative reporting templates
(QRT) of the variation analysis (VA QRT
29.03. and 29.04) would serve as the
starting point and could be enhanced,
as they aim at explaining the changes
in the balance sheet from one year to
the other. The information in the VA
templates is currently not granular
enough in order to allow supervisors to
detect problematic reserving, where it
occurs.

This instrument would require data at
a micro-level basis (e.g. profits/losses
from mortality tables or cost charges
used in the calculation). Although insur-
ers have to internally prepare interme-
diary steps to provide the information
in the above-mentioned VA templates,
this information is not reported under
Solvency I, hindering the monitoring
against market-wide underreserving.

In summary, this tool has a clear ben-
efit in terms of supplementing the mi-
croprudential supervision by providing
additional macroprudential information
about the quality of the assumptions
made in order to calculate the technical
provisions. Given that this information
should already be available, the addi-
tional resources needed seem limited.



Figure 4: Variation analysis of the change of the best estimate from one

year to the next one
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Change of market
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Figure 4 shows the variation analy-
sis of the change of the best estimate
from one year to the next one. In this
analysis the projection vs. the realisa-
tion is considered only on an aggregate
level. The tool for enhanced monitoring
would propose to add a more detailed

Figure 5: Profits/Losses due to deviation of assumptions to actual

experience
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analysis of the change of the best es-
timate by providing not only more
granular data on the changes of the
assumptions but also by analysing the
profits/losses due to the actual experi-
ence as shown in Figure 5.




As seen in Figure 5, the profits and
losses due to mortality tables (for con-
tracts protecting against mortality on
the one side and for contracts protect-
ing against longevity on the other),
interest rate assumptions, lapse as-
sumptions, disability assumptions, re-
insurance programs, cost charges and
currencies would be perceivable and
could be used for supervisory purpos-
es, i.e. emerging systemic risks due to
an underreserving could be detected
by this analysis.

- Preliminary conclusion

Supervisors would use the additional
data not only for microprudential pur-
poses, but for macroprudential analy-
ses as well to obtain a holistic approach
of supervision. However, the link be-
tween the macro- and microprudential
use of such a tool would need to be
carefully examined.

Furthermore, it enables the supervi-
sory authorities to take into account
the whole market, i.e. national data
would be supplemented and data for
cross-border business would become
available. The decomposition of prof-
its and losses into their components
that fully explain the variation of the
technical provisions from one year to
another would help supervisors at EU
level to achieve a better comparability
and transparency and eventually iden-
tify and possibly prevent situations of
under-reserving at market wide level.
Indeed, the information collected may
be used for international exchange and
strengthen policyholder protection and
financial stability. Supervisory authori-
ties would get a full overview of their
own markets as well as the common
market.

This instrument deserves to be further
considered in order to address the risk
of underreserving. A purely qualita-
tive assessment of this risk may not be
sufficient, because its adequacy is not

verifiable and difficult to form a sector-
wide view. An enhanced monitoring
tool against underreserving could sup-
port a quantitative assessment of the
risk of underreserving.

The tool would provide information on
whether the assumptions made in the
technical provisions provided profits or
losses. This information yields impor-
tant evidence on the appropriateness
of the assumptions made in the tech-
nical provisions and could indicate that
a possible market-wide underreserving
exists. This information is currently not
yet available.

2.3. Counter-cyclical
capital buffers (time-
varying capital tools)

- Description of the tool or measure

The need for a broad-based capital
buffer that works anticyclically (i.e.
buffers are built up during upswings
of the credit cycle and run down dur-
ing periods of financial market stress)
has largely been debated in the bank-
ing sector and is slowly also spreading
to insurance. For example, the ESRB
(20153) noted that ‘(..) Solvency Il
did not contain requirements to build
up resilience in upturns (...) for pure
macroprudential purposes via capital
buffers or add-ons to reserving re-
quirements”. Similarly, the IMF (2016)
noted that market consistent valuation
(such as Solvency Il) tended to make
requlatory capital requirements more
pro-cyclical unless durations between
assets and liabilities are perfectly
matched. It identified countercyclical
capital buffers as one measure that, ‘if
properly designed’, that could be used
to strengthen the resilience of global
insurance sectors in response to in-
creased common exposures. This is in
line with one of the sources of systemic
risk identified by EIOPA.



Capital and reserving-
based tools

Main source(s) of systemic risk

Operational objective(s)

Time-varying capital tools | -
such as CCyB

Deterioration of the solvency position leading to:
- Failure of a G-SII, D-SII
- Collective

> Ensuring sufficient loss absorbency
capacity and reserving

failures of non-systemically important

institutions as a result of exposures to common shocks

The EU introduced a countercyclical
capital buffer (CCyB) under the Capital
Requirements Directive IV (CRD IV) in
2014. The CCyB is intended to ensure
that credit institutions build up capi-
tal in an upturn of the credit cycle so
that in @ downturn the buffer can be
released and the institution is not in-
centivised to reduce lending in order to
improve their capital ratio.

For banks, the CCyB is a broad-based,
rule-based tool. The amount of each
institution’s buffer is calculated accord-
ing to a specific formula that uses the
CCyB rates set by individual macro-
prudential authorities as inputs. There
is discretion by the macroprudential
authority in what level to set their lo-
cal CCyB rate, guided by factors such
as the credit to GDP gap, but once that
decision is made, the calculation of the
buffer for each institution is automated.
It is calculated as a percentage of the
institution’s total risk exposures, and
the percentage is based on a weighted
average of the CCyB rates in the juris-
dictions where the institution’s relevant
credit exposures are located.®

Broad-based time-varying buffers such
as the CCyB can be linked to both the
exposure channel and the asset liqui-
dation channel. Buffers can be used to
reflect increased risk in the financial
cycle, similar to the role of the CCyB in
banking reflecting the overall level of
risk in the credit cycles where the bank
operates.

- Preliminary analysis

The insurance sector is also vulner-
able to booms and busts, but not in
the same way as banks, and the ef-

8 According to the ESRB, only five countries have
CCyB applicable rates as of 16 February 2018.

fect varies widely across the sector. For
example, while credit-based insurance
products and real estate exposures will
be impacted by the credit cycle similar
to the impact on banks, these products
make up a relatively minor share of in-
surers’ balance sheets.

In addition to the credit cycle, insurers
are vulnerable to shocks to the prices
of the assets they hold to fund their in-
surance liabilities, such as equities, cor-
porate and sovereign debt instruments.
Their values can be linked to interest
rate movements which also go through
boom and bust cycles that do not nec-
essarily align with the credit cycle.

Insurers’ vulnerability to these shocks
also depends on their individual as-
set holdings, which vary substantially
across the EU, as well as the type of
insurance liabilities they hold and
whether they offer fixed or variable
returns. That points to an automated,
broad-based capital tool such as the
CCyB in banking being inappropriate for
insurance. However, a more targeted
capital tool could be appropriate for
targeting the cyclical nature of specific
exposures.

A key element in the analysis of time-
varying capital tools is the considera-
tion of how the tool would interact
with other countercyclical elements of
Solvency Il, or other capital surcharges
used to address systemic risk. Solven-
cy Il already contains three permanent
capital tools that have a countercyclical
impact. These are the volatility adjust-
ment, the matching adjustment, and
the symmetric adjustment to the equity
risk sub-module. As set out in more de-
tail in a previous paper (EIOPA, 2018b),
although the volatility adjustment and
matching adjustment are designed, at




least in principle, to be a symmetric
adjustment, they usually act to reduce
technical provisions during times of
stress and circumstances that would
lead to a positive adjustment are lim-
ited. The symmetric adjustment, as re-
flected in its name, is more able to op-
erate to increase requirements in good
times and reduce them in bad times,
but cannot increase or decrease the
equity risk change by more than 10%.
It is also limited to insurers using the
standard formula.

The use of multiple targeted tools
through the long term guarantee
measures allows the Solvency Il cal-
culation to respond to the different
‘cycles’ that insurers are exposed to in
a way a single broad-based capital ad-
justment like the CCyB would not. But
these targeted tools do not (and were
not intended to) capture all sources of
systemic risk or procyclicality for which
additional resilience could be needed.
Therefore, there could be certain room
for additional capital tools to address
procyclicality not covered by existing
long-term guarantee measures.

In terms of costs, increased capital is
a cost in itself and time-varying tools
can introduce further volatility into
insurers” solvency positions if not
designed well. One consideration is
whether the tool should be rules-based
or discretionary. Discretionary tools can
be targeted and only used when need-
ed, which lowers their cost. However,
discretionary tools also increase uncer-
tainty and rely heavily on supervisory
judgement to ensure their creation and
release are timed appropriately. Discre-
tionary tools need to build in a set of
criteria to ensure cost-benefit analysis
is carried out when a specific tool is
needed and designed.

A discretionary tool for authorities to
require additional capital for macro-
prudential purposes (such as a capital
surcharge for systemic risk - see sec-
tion 2.4) could be a useful complement
to the current framework to address

residual sources of procyclicality. This
would be consistent with the approach
taken in banking, where in addition to
the CCyB, authorities are able to re-
quire additional own funds where ex-
isting tools are not adequate, through
the use of the ‘systemic risk buffer’
under Article 133 or the ‘national flex-
ibility measures’ under Article 458 in
CRR that can be used to increase risk
weights or own fund requirements, or
through increasing risk weights for real
estate exposures.’

Several important operational issues
and challenges of such a tool need to
be taken into consideration:

- Time-varying rule-based capital tools
require the development of an ade-
quate methodology considering key
aspects such as the calibration or the
thresholds to be used. These are ele-
ments which are not trivial to define
in insurance.

- There is a risk that authorities do not
release the capital in the relevant
downturn as planned, which would
reduce its ability to absorb shocks.
Releasing capital in times of stress
may be difficult to reconcile with Sol-
vency lI's objective of policyholder
protection. For the CCyB, only one
jurisdiction has released the CCyB,
which the UK did in July 2016.7° How-
ever, there may be ways of minimis-
ing this risk through requiring ongoing
review and justification of the meas-
ure or setting out criteria to guide the
release of the capital requirement.

- The capital would need to be in-
creased before it can be released to
absorb shocks, so has limited use if
further shocks occur before the capi-
tal tool has been implemented.

- Capital tools target resilience and
would only have indirect effect on in-

9  Risk weights and loss given default values can
be increased for exposures to residential or
commercial real estate under Articles 124 and
164 of CRR.

10 http://www.bankofengland.co.uk/publications/
Documents/records/fpc/pdf/2016/record1607.
pdf
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centives of insurers, so restrictions on
systemic activities themselves may
be a more efficient way of address-
ing the risks. Holding more capital is

not necessarily the right approach to
reduce risks in the insurance sector
(see Box 3).

Box 3: The dynamics of capital in insurance and its policy implications

In line with other financial institutions, the main objective of capital in insurance is acting as a cushion to absorb

losses in case the value of assets falls behind the value of liabilities. In (traditional) insurance, however, there are

important considerations to be made.
Insurers collect premiums upfront. Resources are then invested in order to hold sufficient and appropriate assets
(in terms of cash flow characteristics like duration, liquidity and currency) to meet their liabilities over time. This is
usually referred to as ‘liability investment approach” and contrasts with the principle of ‘maturity transformation’
underlying in the banking business, which implies that the resources coming from the deposits (short-term
liabilities that can be withdrawn at will) are substantiated in loans (long-term, illiquid assets). This create a series
of risks (with liquidity risk being the most prominent one) that are as such not present in insurance, whose
impact is particularly relevant in case of failure.

+ In a Solvency Il environment, the technical provisions are composed of the best estimate and the risk margin.

The former reflects the present value of the expected future cash flows calculated on a relevant risk free rate
curve. The latter is an additional premium over the best estimate, which is intended to reflect the cost of holding
solvency capital (i.e. the SCR) in order to support the business under a run-off scenario. In practical terms, the
best estimate is, in itself, designed to absorb losses coming from the insurance business.
As a result of the above, losses should normally not exceed the value of assets backing the technical provisions.
If, however, the technical provisions were not correctly estimated, or if the value of assets is not enough to
cover the liabilities, the own funds should, on top, be able to absorb the ‘extraordinary’ losses. This should not
only ensure that the undertaking is able to withstand the shock, but also that its obligations to policyholders
continue to be met.

There are several policy implications:

The increased safety derived from additional capital requirements (on top of the currently existing regulatory
ones) might not offset the marginal cost of capital.

- Capital tools may therefore generally not be the optimal regulatory approach. The focus should be put on risk
management, in particular, on the investment approach of insurers.

- This above is essentially valid for traditional insurance business. The more an insurer departs from traditional
insurance business and starts engaging in activities with greater potential to pose systemic risk (e.g. entailing
leverage and or maturity transformation in a banking sense), the more likely it is that capital tools turn to suitable
policy options, similar to that which happens in other sectors. This is consistent with the need to focus on specific
activities (and not only on the type of financial institution), which would also avoid potential regulatory arbitrage
across the financial sector.

- Atargeted (i.e. applied to specific institutions) and discretionary (i.e. more flexible) capital tool would be a better
option to address this risk in case insurers engage in such activities with greater potential to pose systemic risk.

- Capital releases have complex tim-
ing issues - there is a risk of releasing
capital at the wrong time and insur-
ers pay out the release as dividends
rather than using it to absorb shocks.

- National measures reduce consist-
ency across the EU, and may distort
competition between insurers. Ob-

jective criteria, an approval process
or possibly a reciprocity framework
may be needed to support the Single
Market. However, the use of criteria
and complicated approval processes
can also create inaction bias if not
designed well.



- Preliminary conclusion

Given the way in which the insurance
sector works, the risk of overlaps with
work of current countercyclical fea-
tures of Solvency I, the operational
difficulties and, in general, the lack
of a close link with the credit cycle,
a broad-based countercyclical capital
buffer is not considered to be a neces-
sary tool. Furthermore it would also not
be easily incorporated into Solvency I
framework.

There is, however, a need to consider
how authorities could address potential
residual risks (including procyclicality)
not covered by the existing long-term
guarantee measures. This issue, which
could for example be addressed by
means of a capital surcharge should be
considered further as part of work on
capital surcharges for systemic risk.

2.4. Capital surcharge for
systemic risk

- Description of the tool or measure

A capital surcharge for systemic risk
could be designed as an entity-based
as well as an activity-based and be-
havioral-based add-on. An entity-
based capital surcharge for systemi-
cally important insurers could address
risks that are associated with insurance
companies that are deemed systemi-
cally relevant at a global and/or nation-
al level. Such a capital surcharge would
resemble the other systemically impor-
tant institutions (0-SII) buffer used in
the banking sector, where domestically
systemically relevant institutions need
to adhere to ‘supplementary require-
ments concerning the amount of Com-
mon Equity Tier 1 capital they must
hold as a buffer” These buffers aim to
address the potential negative effects
that O-Slls may have on the interna-
tional or domestic financial system
(ESRB, 2017).

An activity-based capital surcharge
is to be applied to entities because of
their involvement in certain types of

activities that are more prone to cre-
ate systemic risk. For instance, in case
of bank-like activities, this would also
protect against requlatory arbitrage
where risks migrate from the banking
sector to the insurance sector.” The ac-
tivity-based approach to a capital sur-
charge is in parallel with the systemic
risk buffer (SRB) in the banking sector,
which ‘aims to address systemic risks
of a long-term, non-cyclical nature that
are not covered by the Capital Require-
ments Regulation’ (ESRB, 2017).

A capital surcharge based on the be-
haviour of insurance undertakings
could be considered in case the collec-
tive behaviour of insurance companies
potentially affects the financial market
and the rest of the economy through
significant influence on market prices
and capital flows. This could be the
case, for example, if there is sufficient
residual risk of procyclical behavior
not covered by the existing long-term
guarantee measures.

A capital surcharge may contribute to
different sources of systemic risk iden-
tified, depending on whether the capi-
tal surcharge addresses systemically
important institutions, activities or col-
lective behaviour. First, an entity-based
capital surcharge could mitigate a dete-
rioration of an insurer’s solvency posi-
tion leading to a failure that might have
an impact on the financial system and
on connected institutions. Secondly, an
activity-based capital surcharge may
help reduce contagion through involve-
ment in bank-like activities or common
exposures, and protect against requla-
tory arbitrage where risks migrate from
the banking sector to the insurance
sector. It could also discourage the in-
volvement in certain products and ac-
tivities (depending on its design) and
assist in pricing the systemic impact of
activities. Thirdly, a capital surcharge
focused on the behaviour of insurers
may help to avoid excessive risk-tak-
ing by insurance companies, as they

11 ESRB (2016).



would be requested to hold additional
resources on top of the already exist-
ing capital requirements. Furthermore,

it would also provide additional loss-
absorbing capacity in case of inappro-
priate exposures on the liability side.

Capital and reserving-based Operational objective(s)

tools

Main source(s) of systemic risk

Capital surcharge for systemic risk | - Deterioration of the solvency position leading to: | >
- Failure of a G-SlI, D-SII

- Collective failures of non-systemically important | > Discourage excessive involvement in
institutions as a result of exposures to common certain products and activities
shocks > Discourage risky behaviour

+ Involvement in certain activities or products

+ Excessive risk-taking by insurance companies (e.g.
‘search for yield" and the “too-big-too fail” problem)

« Inappropriate exposures on the liabilities side (e.g.

Ensuring sufficient loss absorbency
capacity and reserving

as a result of competitive dynamics)

- Preliminary analysis

Solvency Il incorporates the possibility
of a capital add-on (arts. 37 and 232
for groups) in Pillar Il. This capital add-
on allows supervisors to increase the
required capital of individual insurers
on a case-by-case basis. It is aimed at
ensuring an adequate level of the SCR
in order to protect policyholders’ inter-
ests rather than explicitly dealing with
systemic risk. It also seeks to preserve
a level playing field by including spe-
cific criteria that must be met before
a capital add-on may be imposed or
maintained.™

The existing capital add-on powers in
Solvency Il can be used in three differ-
ent situations:

i. To mitigate circumstances where the
SCR (calculated using either the stand-
ard formula or internal models) does
not adequately reflect the very spe-
cific risk profile of an insurance or re-
insurance undertaking (Article 37(1)(a)
and (b)).

ii. To mitigate a significant governance
deficiency (art. 37(1)(c)).

iii. In cases where the undertaking ap-
plies the matching adjustment, the
volatility adjustment or the transitional

12 Chapter 3 of CEIOPS’ Advice for Level 2
Implementing Measures on Solvency II: Capital
add-on.

measures and the supervisory au-
thority concludes that the risk profile
of that undertaking deviates signifi-
cantly from the assumptions underly-
ing those adjustments and transitional
measures (art. 37(1)(d)).

Under the current Solvency Il text, capi-
tal add-ons are microprudential in fo-
cus, intended only to be used as a cor-
rective measure to increase the level of
capital required under the SCR appro-
priately until the undertaking has rem-
edied the identified deficiencies. The
existing capital add-on is not meant to
be imposed as a means of addressing
systemic risk.

A macroprudential capital surcharge
instrument could be integrated in Sol-
vency Il as a new macroprudential tool.
It would function as a structural meas-
ure, as opposed to the existing capital
add-on instrument in Solvency Il.

A macroprudential capital surcharge
as the one being considered could be
integrated both in Pillar | (calculation
of capital reserves) and Pillar Il (man-
agement of risks and governance)
of Solvency Il. This will depend on its
intended form and calibration. For ex-
ample, Pillar | would be a more appro-
priate place for an entity-based capital
surcharge, given that a macropruden-
tial capital surcharge would function as
a structural and quantitative measure.




For instance, it could be imposed to
systemic institutions as a regular capi-
tal requirement. On the other hand, the
identification of certain activities that
are more prone to create systemic risk
or the collective behaviour of insurance
companies that could potentially affect
the financial market and the rest of the
economy may perhaps be better cov-
ered in Pillar Il. One reason is that this
measure would be more time-varying
and to some extent even temporary
(as the capital surcharge would be
imposed on a case-by-case basis, de-
pending on the activities and behaviour
being undertaken). An extension of the
situations included in the current Sol-
vency Il capital add-on could therefore
be considered as the easiest way to in-
clude these macroprudential concerns.

Importantly, a macroprudential capital
surcharge would not only be consistent
with the current Solvency Il framework,
but should also take into account de-
velopments at level of the International
Association of Insurance Supervisors
(IAIS) in the context of the higher loss
absorbency requirement (HLA) and the
Insurance Capital Standard (ICS), which
is being developed and is not planned
to be completed until 2025.

An entity-based capital surcharge for
systemic risk should be aligned with
the basic capital requirement (BCR)
and HLA. The HLA mainly addresses the
"too big to fail’ risk of G-SlIs, and does
not address activities which are small
on a global scale but large on a national
scale, nor other potential macropru-
dential risks such as procyclical invest-
ment behavior, except for measures
addressed to the global systemically
important insurers (ESRB, 2015a).

Currently, the formerly known non-tra-
ditional non-insurance (NTNI) activities
are emphasized in the calibration of the
HLA. This is in accordance with the goal
to provide disincentives to carrying out
activities that pose a threat to the fi-
nancial system (IAIS, 2015). However,
after the ICS has been developed, the

calibration and structure of the HLA
will be reviewed and may be revised.
Hence, the final specificities of the HLA
are not clear yet.

In case of an activity-based capital
surcharge, there is a strong link with
the development of an activity-based
approach towards systemic risk by
the IAIS. Hence, this strongly requires
alignment with the developments on
the global level if the IAIS also develops
activity-based capital surcharges.

In case a capital surcharge for systemic
risk would lead to extra capital charges
for (groups of) insurers, this capital
cannot be used for other purposes. The
costs of a capital surcharge for system-
ic risk would however greatly depend
on the calibration of the instrument.
Therefore, it is not possible to estimate
the costs of this instrument at this point
in time.

The use of targeted capital surcharges
may create a risk of spill-overs into
other areas. There would need to be
consideration of how insurers would
react to the increased capital require-
ments. Furthermore, the application of
such a tool is challenging in terms of its
calibration and its applicability.

The calibration of a capital surcharge
for systemic risk depends strongly on
whether the add-on is entity-based,
activity-based or behavior-based. In
case of an entity-based capital sur-
charge, an identification methodology
of systemically important insurers is
required, whereas an activity-based
capital surcharge would require the
identification of certain activities and
a corresponding capital surcharge cali-
bration. The calibration of behavior-
based capital surcharge would be more
challenging, given that it is not easy to
identify, specifically on an ex-ante ba-
sis, the point in time and the circum-
stances in which a capital surcharge
would prevent or shape the behavior
of undertakings. Once the NSA and/
or the relevant authority in charge of
macroprudential policy has concerns



that a certain source of systemic risk
might be building-up in the market,
they should discuss with the supervi-
sor on the course of action to address
those risks.

Furthermore, on the one hand, it is
important that the new tool is able
to capture specific national features
in the different markets. At the same
time, however, there is a need to en-
sure a level playing field in the EU. This
trade-off is fundamental to avoid frag-
mentation in the EU.

« Preliminary conclusion

Although difficult to calibrate, a capital
surcharge for systemic risk has poten-

tial to be developed as a macropruden-
tial tool. Its design deserves further con-
sideration. The main merits are that it
might help addressing ‘too-big-to-fail’
(in case of an entity-based approach),
it might give better incentives as insur-
ers pay a price for undertaking activi-
ties with potential to pose systemic risk
(in case of an activity-based approach),
and it may also discourage risky behav-
iour by insurance undertakings.

The tool interacts with existing legis-
lation as well as with the work that is
currently being developed by the IAIS,
which should be taken into account
when designing the tool.




3. Liquidity-based
tools



- Objective of liquidity-based tools

Liquidity risk in insurance is defined by
the IAIS as the ‘uncertainty, emanating
from business operations, investments
or financing activities, over whether
the insurer will have the ability to meet
payment obligations in a full and timely
manner in current or stressed environ-
ments”'®> Given that liquidity (risk) is
a greater concern for banking institu-
tions, the micro- and macroprudential
policies that cover liquidity are much
more advanced in banking than in in-
surance (ESRB, 2015b).

Due to the characteristics of traditional
(life) insurance business, liquidity risk
is generally not considered as a mate-
rial risk for insurers. The inverted pro-
duction cycle creates a stable source
of funding for the insurers. Traditional
insurers have an opposite position as
banks when considering their involve-
ment in maturity and liquidity transfor-
mation. Typically, insurers will provide
liquidity to the markets by transform-
ing longer term and less liquid liabili-
ties into shorter term and more liquid
assets.

From that point of view, liquidity risk
in insurance can be described as a low
probability (but potentially high im-
pact) type of risk. As explained in El-
OPA (2018a), under certain circum-
stances insurers could be faced with
liquidity concerns, e.qg. due to surrender
arbitrage or surrenders due to solvency
problems because unsustainably high
guarantees in a low interest rate en-
vironment were given. Unlike for sol-
vency concerns for insurers, a liquidity
crisis requires immediate action in or-
der to prevent a potential failure of the
insurer.

Insurers with illiquid assets and liquid
liabilities are more exposed to liquidity
risk. The characteristics of an insurer’s
products will determine the liquidity of
their liabilities. Products without tax
benefits, fiscal penalties, lapse fees or

13 See IAIS, Guidance on Liquidity Management
and Planning (2014).

market value adjustment (bank-like
product) are more likely to be surren-
dered. Rising interest rates can increase
the incentive for the policyholder to
surrender.

A sudden and unforeseen increase
in surrenders (mass lapses) or an ex-
treme natural catastrophe event could
initiate or reinforce a downward spiral
in the bond and equity markets as the
insurer may have to sell a large part of
its asset portfolio to fund the cash out-
flows (fire sales).

A downturn of the financial markets
could impact the liquidity of the asset
portfolio of the insurer, particularly if
the insurer holds derivatives which are
generally subject to margining require-
ments which require the posting of
liquid assets as collateral. In that case
it will be difficult to sell assets quickly
without impact on the prices. At the
same time this downturn could create
doubts in the market on the solvency
and/or liquidity position of an insurer
which in turn will further increase the
incentive for policyholders to lapse
(feedback loop). Supervisors could be
faced with difficulties to act in a timely
manner given the absence of a stand-
ardised view on the liquidity situation
of an insurer.

In these types of scenarios, liquidity-
based instruments would contribute to
achieving the operational objective of
discouraging excessive involvement in
certain products and activities. Further-
more, liquidity requirements increase
the resilience of insurers against liquid-
ity risk. When stricter requirements are
applied to systemically relevant insur-
ers, they also contribute to limiting the
risk of a failure of G-SlIs or D-SII (ensur-
ing sufficient loss absorbing capacity
and reserving).

This section follows a step-by-step ap-
proach to address liquidity risk. It first
covers possible measures for enhanced
reporting. Afterwards, it analyses other
options for enhanced monitoring as
well as the power to impose liquidity




requirements. Given the interactions,
this section should also be considered
together with the liquidity risk man-
agement plan, discussed in section 5.4.

+ Interaction with Solvency II

Liquidity risk is only partially covered by
the current requlatory framework. Sol-
vency Il is a capital-based framework
and focusses primarily on solvency, and
not specifically on liquidity. Solvency I
relies on Pillar Il requirements, such as
the Prudent Person Principle (PPP), and
the liquidity plans required when using
the matching adjustment and volatility
adjustment to ensure insurers manage
their liquidity risk. Article 44 of the Sol-
vency |l Directive addresses risk man-
agement, stressing the areas that need
to be covered. Liquidity and concen-
tration risk management are among
those areas explicitly listed. However,
there are no quantitative requirements
covering liquidity risk. Furthermore, the
quantitative reporting does not contain
all necessary information for the super-
visor to be able to fully assess liquidity
risk from a quantitative perspective,
which makes it difficult to monitor li-
quidity risk at sector level for macro-
prudential purposes.

It is clear, however, that the risk man-
agement framework of the insurer is
required to cover liquidity risk. In ad-
dition, in case they apply the volatility
adjustment and matching adjustment,
a liquidity plan projecting the cash
flows of the assets and liabilities shall
be in place.

The interaction between (macro) li-
quidity tools and Solvency Il seems to
be rather limited. However, tensions

could occur when the goals of Solven-
cy Il and the liquidity tools are not per-
fectly aligned. From that point of view,
there should be a close connection be-
tween the micro- and macroprudential
approaches.

3.1. Additional reporting
on liquidity risk
- Description of the tool or measure

A prerequisite to any kind of micro or
macro tool is the availability of a com-
prehensive and reliable set of indica-
tors that will serve to underpin and
guide the decisions on the design, cali-
bration and activation of a tool. The ex-
isting QRTs seem to have gaps in data
for identifying and monitoring liquid-
ity risk. For instance, there is a need
for more data on the optional features
included in the insurance products.
In a first step of the step-by-step ap-
proach, this issue should be further
investigated. This should improve the
understanding of the lapse behaviour
of the policyholder which drives the li-
quidity of the technical provisions.

These additional reporting require-
ments could be implemented in a pro-
portional way focussing on the G-SlI’s
and/or on the insurers that are involved
in products or activities which are more
exposed to liquidity risk."

The aim of enhancing the liquidity re-
porting is to be able to identify activi-
ties or products that are more prone to
liquidity risk and that, as a collective
reaction by undertakings, may exacer-
bate market price movements in cer-
tain circumstances.

14 Reporting on other activities that affect insur-
ers’ liquidity needs should also be considered.
For example, understanding whether an
insurer’s derivative portfolio will go in or out of
the money in reaction to certain stresses would
be helpful to understand insurer’s liquidity
needs in a stress.



Operational objective(s)

Main source(s) of systemic risk

Liquidity-based tools

Additional reporting on liquidity |- Involvement in certain activities or products with
risk greater potential to pose systemic risk

« Collective behaviour by insurers that may
exacerbate market price movements (e.q. fire-
sales or herding behaviour)

» Discourage excessive involvement in
certain products and activities

> Limit procyclicality

- Preliminary analysis

In order to enhance the understanding
and monitoring of liquidity risk, certain
data gaps should be closed. These ad-
ditional data requests come with addi-
tional (one-off implementation) costs.
Regular reporting costs will slightly in-
crease given that more data will be re-
quested. The majority of the data (and
the underlying processes to generate it)
should, however, already be available at
the insurer or, if it is not, may be helpful
information for the insurer as well as the
supervisor. The additional data requests
should be considered in the light of the
key risk indicators (KRI) needed to moni-
tor the liquidity risk of the insurers.

From a static, balance sheet perspec-
tive, the data collected in the list of as-
sets seems comprehensive and likely
contains sufficient information to de-
velop KRI to monitor and assess the
liquidity of the assets. For instance, it
allows monitoring the evolution of un-
encumbered high quality liquid assets
that can easily and immediately be
converted into cash, which would also
have to be defined.’ However, the low
frequency and late availability of the
list of assets reduces its information
value for liquidity purposes. A more
frequent and immediate reporting of
key information on the liquidity of the
assets could be envisaged.

The data collected through the reqular
reporting on the derivatives positions

15 High quality liquid assets are currently not
defined in insurance. The definition in banking
may serve as a basis for further work (Article
7 of Commission Delegated Regulation (EU)
2015/61 of 10 October 2014 to supplement
Regulation (EU) No 575/2013 of the European
Parliament and the Council with regard to
liquidity coverage requirement for Credit Institu-
tions).

and transactions, although it contains
some information that allows a cer-
tain monitoring, could be enhanced to
provide additional information on the
specific use of derivatives. This would
allow predicting how an insurer’s bal-
ance sheet will react to a stress (and
any changes in liquidity needs that may
occur as a result). The further develop-
ment and exploitation of the European
Market Infrastructure Regulation (EMIR)
database could lead to additional in-
sights on the liquidity risk of derivatives
and should thus be taken into account.

There is, however, a need for more data
on the liquidity of the liabilities and its
most relevant underlying drivers. For
life insurance these include the need of
capital of the policyholders, the options
and penalties embedded in the contract
and the fiscal regime that is in place.
This additional data should allow the
development of KRI that capture the li-
quidity of the liabilities. It should be pos-
sible to classify the technical provisions
into different buckets according to their
liquidity. Examples of elements that
could impact the liquidity of a contract
(and thus the technical provisions) are:

- Fixed or variable premiums

- Possibility for withdrawals and/or
policy loans

- Exit fee and/or market value adjust-
ment upon surrender

- Fiscal penalty upon surrender
« Tax deductibility of the premium

- Exemption of withholding tax upon
surrender

- Guaranteed interest rate on the re-
serve and future premiums

- Time to maturity and/or duration
- Profit sharing (policy)




This type of classification could be done
at product level as long as the underly-
ing contracts have similar (liquidity)
characteristics.

A more dynamic view on liquidity could
be considered by looking at the actual
and/or projected cash flows of an insur-
er over different time horizons. The re-
porting of actual cash in- and outflows
over a relatively short period of time
should help detecting the deterioration
of the liquidity position of an insurer.
The frequency of this reporting could be
adjusted depending on the perceived
risks. The data collected in QRT S.05
(premiums, claims and expenses by
line of business) can serve as a start-
ing point but has some limitations (e.q.
expenses are not always a cash out-
flow). Also, the low frequency and late
availability of the data reduces its in-
formation value for liquidity purposes.
As recommended by the IAIS,"® current
and possible future liquidity inflows and
outflows (e.g. premiums, claims and ex-
penses, surrender cash flows), should
be aggregated and broken down into
liquidity sources and liquidity needs.

Comparing the projected asset and liabili-
ty cash flows over a longer period of time
will increase the understanding of future
cash flow needs and help detect potential
liquidity gaps or mismatches. This type of
analysis would require at least additional
data on the asset cash flows. Particular
attention should be given to the use of
derivatives and the potential impact on
the liquidity of an insurer.

+ Preliminary conclusion

Reviewing or extending certain areas
of the regular reporting in order to in-
crease the amount, speed or frequency
of liquidity related data deserves to be
further examined in the context of ad-
ditional (macro) prudential tools for in-
surers. A step-by-step approach should
be followed with regard to liquidity-
based tools. In a first step, the focus
should be on the identification of poten-

16 Ibidem.

tial data gaps. These gaps, which have
been introduced, should be addressed
in-depth first in order to be able to bet-
ter monitor and assess liquidity risks in
a second step. The additional data re-
quests should be considered in the light
of the KRI needed to monitor the liquid-
ity risk of the insurers.

3.2. Liquidity risk ratios

- Description of the tool or measure

The monitoring and managing of liquid-
ity risks must be covered by the risk
management framework of the insurer
and should receive even more atten-
tion when the insurer makes use of the
matching adjustment or the volatility
adjustment.

In case liquidity risk is considered mate-
rial by the insurer, it must also be cov-
ered in the ORSA. This would imply that
the insurer has to quantify its liquidity
risk both in a normal and stressed situ-
ation. The liquidity resources and li-
quidity needs should be projected not
just for the expected outflows but also
for potential outflows in stressed con-
ditions (e.g. mass lapses). The ORSA
should also reflect on the potential li-
quidity impact from derivatives. Con-
tingency plans should be in place to
mitigate the impact of a liquidity crisis.

Supervisors need to develop their own
risk assessment framework to moni-
tor and assess the liquidity risk present
at micro and macro level. This should
enable them to better understand and
challenge the analyses and assess-
ments done by the insurers within their
risk management framework and their
ORSA.

The central element of the risk assess-
ment framework should be a compre-
hensive and meaningful set of key risk
indicators that adequately cover the
different aspect of liquidity risk. This
should provide a better overview of
the activities or products that compa-
nies are involved in and anticipate po-
tential collective behaviours.



Operational objective(s)

Main source(s) of systemic risk

Liquidity-based tools

Liquidity risk ratio « Involvement in certain activities or products with

greater potential to pose systemic risk

« Collective behaviour by insurers that may
exacerbate market price movements (e.q. fire-
sales or herding behaviour)

» Discourage excessive involvement in
certain products and activities

> Limit procyclicality

Supervisors shall also consider liquidity
risk from a jurisdiction-based perspec-
tive by investigating potential exter-
nalities generated by liquidity distress
experienced simultaneously by a suffi-
ciently large number of insurers.

Entity based approaches as liquidity
planning or sensitivity analysis to li-
quidity risk contained in the ORSA might
not account for the potential impact on
the markets generated by the sales of
specific assets. The footprint generated
by the first round of sale might indeed
generate a reduction of the prices in
the affected markets. Insurers will be
in the unfavourable position of selling
their assets at punitive terms creating
detrimental effects both on capital and
liquidity position.

+ Preliminary analysis

The assessment of the liquidity of anin-
surance company can be a complex ex-
ercise. The liquidity of the assets shall
be evaluated together with the liquid-
ity of the liabilities, namely the time to
maturity of the outstanding portfolio
and the presence of product charac-
teristics (e.g. penalties) that might limit
the incentives of policyholder to lapse.

The (extended) Solvency Il report-
ing and the financial statements of an
insurer are a vast source of data that
can be used to construct indicators
that capture liquidity risk affecting the
whole market. The indicators can focus
on the solvency or statutory balance
sheet or the cash flows and will have
to be clearly defined when developing
the framework. Several potential indi-
cators that are typically used for finan-
cial analysis purposes:

- Liquid assets/technical provisions

- Liquid assets/liquid liabilities

- Unencumbered assets/total assets

- Liquid assets ratio"”

- Liquidity resources/liquidity needs

- Short term liquidity resources/short
term liquidity needs

- Lapse ratio

« Gross written premium/surrenders

Monitoring these indicators will allow
supervisors to assess the potential
short term or longer term liquidity risks
at entity or market level and the evolu-
tion over time. The indicators could be
linked to thresholds to create an inter-
nal liquidity risk dashboard (e.q. traffic
light system).

17 This indicator is included in the EIOPA Risk
Dashboard and compares the amount of liquid
assets on the balance sheet to the total assets
(excluding assets held for unit linked contracts).
In order to arrive at the amount of liquid assets,
each asset item is attributed a weight that re-
flects the liquidity characteristics of this balance
sheet item. This weight ranges from 0 (very
illiquid item) to 1 (very liquid item).




Box 4: Liquidity risk monitoring: Belgian framework

Following the sovereign crisis in 2011, the National Bank of Belgium (NBB) started monitoring liquidity risks for the
major players on the market. In 2014, the reporting was formalised, the scope was extended to all insurers with
traditional life activities and a monitoring framework was set-up. This was supported by two observations: the
persistent downward trend in the volume of traditional life insurance premiums and the increased share of illiquid
assets of the Belgian insurers.

The NBB receives a separate quarterly liquidity reporting from all life insurers with a traditional life activity. The
content of the reporting is currently under review to avoid asking for data already available under Solvency I
reporting. The reporting is split in four components:

1. Cash flow data

3a) Gross premium

b) Surrenders

c) Other cash outflows
2. Liquid assets

a) Cash, bank deposits

b) Government bonds

c) Specific exposures (central banks, multilateral development banks, international organisations)

d) Non-financial corporate bonds (haircut applied)

e) High quality covered bonds (haircut applied)
3. Liquidity characteristics of liabilities

a) Individual life insurance: tax advantage on premium, fiscal penalty upon surrender, market value adjustment,

without penalties

b) Group life insurance: free of premium, active contracts, other investments with liquidity risk
4. Investments with liquidity risk

a) Derivatives (interest rate swaps, currency hedging, credit default swaps, etc.)

b) Repos, securities lending, etc.
To permit integrated monitoring of the liquidity risk, the NBB developed a risk assessment framework based on
a set of key risk indicators. Those indicators focus on the trend in incoming and outgoing cash flows, the trend in the
liquid assets and liabilities, and finally, the trend in exposures to instruments and derivatives with a potential liquidity
risk. These three groups of indicators result in a more systematic monitoring of the liquidity risks of individual
insurers and of the sector as a whole.

1) Surrenders to premium volumes

The evolution of the surrenders and the premium volumes is captured through two ratios:

Ratio Scorecard

Surrenders
Surrender ratio = - 50%;100%
Premium volume

Surrenders + Other outgoing

CF ratio = - 75%;150%
Premium volume H

2) Liquid assets vs. liquid liabilities
A second set of liquidity indicators for the life insurance sector is a measure of the liquidity of the assets and
liabilities, which is captured by the following ratio and scorecard:

Ratio Scorecard

Liquid assets

>200%
Ratio = .
atio Liquid liabilities |100%,200%|




3) Investments with a potential liquidity risk

The final set of liquidity risk indicators looks at the exposures of instruments with a potential liquidity risk. These
instruments comprise derivatives and other liquidity-related instruments such as repos and liquidity swaps. The
ratios compare the notional value of the instruments to the market value of the total investments:

Ratio Scorecard
Ratio — NV derivatives 10%:20%
W0 =WV all investments [10%;20%]

. NV liquidity related instruments
Ratio = 10%;20%

MV all investments

So far, the liquidity risk monitoring did not lead to direct macroprudential measures. However, the findings that
emerged from these analyses regarding the significant reduction in premium volumes and the growing number of
individual life insurance contract surrenders at market level, gave rise to a strategic review and recommendations
on the future of the individual life insurance sector in Belgium. For a small number of undertakings, the results of the

analyses led the NBB to adopt follow-up measures or to carry out on-site inspections.

Insurance liabilities with guaranteed
rates could also be broken down into
different duration buckets. This infor-
mation could be considered in relation
with the lapse rates of respective li-
abilities, allowing to assess the sensi-
tivity of the insurance liabilities to the
potential increase in the interest rates.
Sudden interest rates increase could
potentially lead to the increase in the
lapse of the policies with lower guaran-
teed rates which could potentially lead
to the massive surrender payment and
have an impact on the liquidity.'®

Outliers can be identified by bench-
marking the results of the insurers with
those of the market or peers. Bench-
marking can also be an input when
defining the different thresholds of the
dashboard.

Aggregating the results of the individ-
val insurers into a liquidity risk dash-
board at market level will help the su-
pervisor to monitor the level of risk and
the underlying trend and to assess the
potential macroprudential implications
of liquidity risk. Identified vulnerabili-

18 A similar effect could also be possible in the
case of unit-linked products.

ties could then be addressed by micro-
and/or macroprudential tools.

The tools to address liquidity risk within
Solvency Il are limited given that the
framework is capital-based and does
not include quantitative requirements
for liquidity, given that this is not a ma-
jor risk in insurers’ traditional business
model. According to the Solvency I
Directive, ORSA has to cover liquidity
risk if deemed material by the insurer
and should be a valuable source of in-
formation. In the same vein, the PPP
includes the liquidity aspects of invest-
ments and has to be respected by the
insurers. However, the principle-based
nature of this requirement and the lack
of clear definitions and indicators on li-
quidity make it a challenging task for
the supervisor to verify the compliance
of insurers with these requirements. In
order to mitigate a liquidity risk iden-
tified at market level, the supervisors
will have to rely on the implementa-
tion of supervisory actions at individual
insurer level. Stress-testing focused on
liquidity could also be considered (see
Box 5).



Box 5: Liquidity stress-testing

Liquidity stress testing is a tool used to assess the impact of adverse scenarios on the liquidity position of individual
insurer or of the market. It allows the supervisor to identify potential vulnerabilities that should be addressed either
at micro level or at macro level and thus reinforces the resilience against liquidity risk.

Solvency Il does not provide a harmonised view on the liquidity position of an insurer. This implies that there are
no predefined regulatory indicators that reflect the liquidity position of the insurer in a pre-stress situation and that
could be used in a liquidity stress test to calculate the impact of an ‘adverse liquidity scenario’. Also, the exposures
of the insurers towards liquidity risk are not apparent from the Sl reporting.

Liquidity stress testing would require the selection of one or more indicators that adequately reflect the liquidity
position of the insurer. The design and narrative of the scenario should be taken into account when choosing these
indicators. The key risk indicators used by the supervisor to monitor liquidity risk (see section 3.3) can serve as
guidance.

A more granular view on the gross exposures of insurers to liquidity risk (extended reporting) would be beneficial
for the design of the stress scenarios, the validation of the results and the understanding of the underlying drivers
of the impact of the scenarios.

Several relevant scenarios can be thought of, which would test potential liquidity stresses of the assets and/or
liabilities. A frequently discussed potential scenario is that of a mass lapse event driven by a sharp and sudden
increase in yields. This scenario would unexpectedly increase the liquidity needs of the insurers while at the same
time the value of their outstanding investment portfolio to cover these outflows would decrease substantively due
to the increase in yields and thus creating both liquidity and solvency problems.

+ Preliminary conclusion

As mentioned before, in a first step,
the extent to which existing reporting
requirements would need to be en-
hanced to allow an effective monitor-
ing of liquidity risk should be carefully
analysed, also taking into account the
costs induced to the industry and to
supervisory authorities in implement-
ing additional reporting requirements.
Once the reporting requirements have
been enhanced, in a second step, a risk
assessment framework based on pru-
dential liquidity indicators could be
developed that captures the level of li-
quidity risk. This requires the definition
of relevant ratios as well as thresholds
that, once breached, could trigger su-
pervisory action, essentially at micro-
prudential level. The potential conse-
quences on the markets of liquid assets
from creating some kind of ratings for
ratio purposes, even just as a monitor-
ing tool should also be considered. If
deemed necessary these indicators
can be discussed in the context of the
liquidity risk management plans (see
section 5.4).

3.3. Liquidity
requirements

- Description of the tool or measure

Liquidity-based requirements may dif-
fer in their design and scope of appli-
cation, ranging from time-varying add-
ons on top of minimum requirements
to stricter requirements for systemi-
cally important financial institutions.

Liquidity tools can address both the
structural and the cyclical aspects of
liquidity risk. The structural dimension
is covered by the development and
implementation of minimum require-
ments which can also serve macropru-
dential purposes. During times of stress
these minimum requirements could be
relaxed. A time-varying dimension can
be added to take into account chang-
es in the financial cycle and to avoid
pro-cyclical behaviour by the liquidity
requirements.

Minimum liquidity requirements aim
at reducing the structural dimension of
liquidity risk by introducing formal con-
straints to be respected by the insurers.
They can be of a micro- or macropru-



dential nature depending on the scope
of the measure. The design, calibration
and activation of any type of measure
should be based on a comprehensive
and reliable set of key risk indicators
(see previous section) and the indi-
vidual liquidity needs of the insurer.

One possibility is to directly link one of
these KRI to a minimum requirement.

The main sources of systemic risk ad-
dressed and the operational objectives
pursued coincide with the other tools.

Liquidity-based tools

Main source(s) of systemic risk

Operational objective(s)

Liquidity requirements « Involvement in certain activities or products with

greater potential to pose systemic risk

+ Collective behaviour by insurers that may
exacerbate market price movements (e.g. fire-
sales or herding behaviour)

> Discourage excessive involvement in
certain products and activities

> Limit procyclicality

EU rules introduce several ways to ad-
dress liquidity concerns in the bank-
ing sector. For example, the liquidity
coverage ratio (LCR) requires banks to
hold a minimum of high-quality liquid
assets to cover their liquidity needs in
a stress scenario over a period of one
month. The net stable funding require-
ment (NSFR), in turn, seeks to promote
stable funding structures in relation to
the composition of their assets and off-
balance-sheet activities in a time hori-
zon of one year.

+ Preliminary analysis

When taking a balance sheet view on
liquidity, @ minimum requirement could
be imposed, linking to the liquid liabili-
ties coverage ratio. This coverage ratio
identifies liquid assets and liabilities
on the balance sheet and introduces
a minimum threshold that requires in-
surers to hold liquid assets in excess (of
x%) of their liquid liabilities.

This minimum liquid liabilities coverage
ratio reduces the reliance on relatively
illiquid assets to fund liquid liabilities,
and therefore diminishes the risk of fire
sales when a mass lapse event would
occur. To the extent that off-balance
sheet positions affect the liquidity of
the assets or liabilities, they should
also be considered when developing
this measure.

When taking a cash flow view on liquid-
ity, @ minimum liquidity (or cash) buffer
could be envisaged. This minimum li-
quidity buffer will increase the ability
of insurers to cope with expected and
unexpected cash outflows should they
occur. The calibration should take into
account the projected liquidity needs
over a period of time (e.g. 1 month)
in a stressed situation. This buffer will
increase the resilience of the insurer
in case of a mass lapse event which
should allow for more time for the su-
pervisor to act.

The design, calibration and implemen-
tation of liquidity-based tools imply
that a performant risk assessment
framework has been set up by the su-
pervisor. Liquidity-based instruments
are more complex to develop and more
difficult to operationalise for insurers
and are therefore costlier to implement
than the other liquidity measures.

This can have several potential side
effects. For example, specific liquidity
requirements may affect the long-term
investment strategy of insurers and
have an impact on their asset-liability
management (ALM) approach. Oppor-
tunity costs would arise in case certain
minimum requirements would be set.
In that case, insurers could be com-
pelled to invest in lower yielding liquid
assets to comply with a coverage ratio
instead of investing in less liquid, high-




er yielding assets. From that point of
view, liquidity requirements may lead
to a decrease of profitability that could
reduce the own fund of undertakings,
especially in a low yield environment.

Another side effect of liquidity-based
tools may be a further increase of ex-
posure toward high quality liquid as-
sets which could lead to excessive
concentration on certain asset classes
or geographical regions. It could also
have significant impact on asset allo-
cation by insurers and other holders of
relevant assets, depending on how the
liquidity of different assets are ranked.

+ Preliminary conclusion

Liquidity requirements should not be
further considered at this stage. Fol-
lowing the step-by-step approach, the
potential development of minimum
liquidity requirements might be con-
sidered more in-depth only as a final
step, once reporting requirements have
been enhanced and a risk assessment
framework has been put in place. How-
ever, there is no evidence yet of ma-
terial liquidity risk at macro level that
would justify the development and
implementation of binding liquidity re-
quirements for insurers.™

The development of a liquidity risk as-
sessment framework instead will pro-
vide new insights on the liquidity risks
present at micro and macro level and
could provide evidence of (increasing)
liquidity risks. The international devel-
opments in this field should therefore
be closely monitored. For example, for
systemic insurers, the IAIS issued guid-
ance in its policy measures which re-
quire G-SlIs ‘to have adequate arrange-

19 Emphasis should be put in the underlying
causes of liquidity risk. For example, aggressive
pricing could be a source of liquidity problems
to the extent that it may lead to massive
acquirement of policyholders that may lapse at
some point in time (Geneva Association, 2012).
Liquidity requirements may then be proposed
to mitigate the risk of bad under-pricing, which
is in reality the source of the problem.

ments in place to plan for and manage
liquidity risk for the whole group’?°

3.4. Temporary freeze on
redemption rights

- Description of the tool or measure

Sometimes exercising the redemption
rights of insurance contracts is not in
the best interests of the policyholder
or the wider financial sector. A decision
leading to forbid lapses would give the
vulnerable entity or entities some time
to implement necessary measures to
reduce their liquidity risks. In order to
avoid conflicts with the major goal of
insurance supervision - the protection
of policyholders - forbidding lapses
would need to only be allowed in emer-
gency situation, where duly justified.

Indeed the announcement of the enti-
ty’s difficulties can create an incentive
for savers to redeem their contracts
early and subscribe to new contracts
with a healthier competitor. If all sub-
scribers of a given company simultane-
ously redeem their contracts, the life
insurer will face liquidity shortfall, as it
holds some assets on a long maturity,
and this could lead to unnecessary de-
struction of value.

At the level of the market or if applied
to systemically important institutions,
such a tool would give time to all po-
tentially impacted insurers to imple-
ment necessary measures without
behaving in a procyclical way. At the
same time, it would also avoid pointing
out one insurer that is particularly more
vulnerable than the others.

Before making the decision of tempo-
rarily limiting or freezing redemption
rights for the whole market, authori-
ties in charge of the macroprudential
policy should pay special attention to
potential side effects on the whole
economy and effects on the rights of
policyholders. It should be used in very

20 IAIS, Guidance on Liquidity Management and
Planning (2014).



exceptional circumstances only (i.e. in
emergency situations), and after care-
ful consideration, including intercon-
nections with other parts of the finan-
cial system.

For example, in France, the High Com-
mittee for Financial stability (HCSF)
was granted the possibility to tempo-
rary limit lapses to part of or the whole
portfolio. Such a decision applies to the

Liquidity-based tools

Temporary freeze on redemption
rights

Main source(s) of systemic risk

+ Collective behaviour by insurers that may
exacerbate market price movements (e.g. fire-

whole market or part of it and can be
made only in very exceptionally severe
conditions and for a period of six months
at the most. The HCSF is allowed to use
this power only to prevent risks repre-
senting a strong threat for the financial
health of the whole insurance market
or financial system and needs to take
into account in its decision the financial
stability and the interests of the policy-
holders and beneficiaries.

sales or herding behaviour)

Some measures could be considered,
according to the severity of the ob-
served situation:

- Establishment of gates: In case of ex-
ceptional circumstances, and in order
to preserve the public interest, assets
managers are allowed to level off the
surrender rate, for a limited period of
time. When the surrender rate reach-
es a predetermined threshold, the
assets manager caps the surrenders,
applying a fairness principle to every
investor. A similar mechanism could
be implemented for life insurers.

- Temporary suspension of redemption
rights for the whole market: When
making such a decision, the compe-
tent authority needs to take into ac-
count not only the financial stability
but also the interests of the policy-
holders and beneficiaries. Such a de-
cision can be made only in very ex-
ceptionally severe circumstances and
foresee an incremental application,
for instance by delaying only lapses
that exceed certain thresholds (to
preserve the rights of the most mod-
est savers).

+ Preliminary analysis

Temporarily forbidding lapses is likely
to avoid life insurers to be over-im-
pacted by a run to insurance. For ex-
ample, it could be considered in case of

a sudden and sharp increase in interest
rates that leads to massive runs on the
insurers. Indeed, under the assumption
of rational financial markets, consum-
ers can have an incentive to surrender
their contracts with a very low guar-
anteed rate to invest their money on
more profitable savings products if in-
terest rates sharply increase in a very
short term. Another possible case of
a run on insurance could materialise
with the failure of a major insurer lead-
ing to a crisis of confidence towards the
whole insurance market, possibly turn-
ing into full-blown distress on financial
markets.

In any case, to be able to reimburse
savers, life insurers are forced to sell
assets. In these circumstances, even if
their solvency situation is sound, they
can reveal shortages of liquid assets
and not be able to pay their liabilities as
they fall due. Such situations could also
force insurers to sell their assets in sub-
optimal conditions, which will worsen
their financial position. Restraining
lapses during a limited period of time
could allow life insurers further time to
optimise their assets’ liquidation, which
in the end proves profitable for both in-
surers and policyholders.

However such a measure is highly sen-
sitive and may clash with consumer

Operational objective(s)

»  Limit procyclicality




protection principles. Indeed, it will de-
prive to a certain extent policyholders
of their savings, at least at a short term.
As a result, it be applied only in very
exceptional circumstances, to prevent
risks representing a strong threat for
the financial health of the whole insur-
ance market or for the financial system
and for a limited period of time.

Especially if it applies at the market-
wide level, freezing or limiting redemp-
tion rights should also be a measure of
last resort as it contravenes to con-
tracts rules between policyholders and
insurers. The correct timing to apply
this measure is also key as self-fulfill-
ing prophecies may materialise where
policyholders expect the prohibition of
lapses. Thus, they may accelerate their
behavior in order to anticipate the pro-
hibition, resulting in a liquidity crisis of
the insurers.

Measures such as temporary limita-
tion / delay in payment of surrender
values could force policyholders to dif-
fer their consumption in time and slow
down economic recovery (pro-cyclical
effects).

In order to provide a balanced approach,
it should be ensured that a thorough
analysis about the reasons of lapse (in-
cluding surrender arbitrage) and the in-
crease of lapse risk is done before any
action is taken. Therefore, the ORSA
should explicitly require to describe the

analysis of the insurer’s vulnerabilities
to surrenders beyond a simple looking
on the surrender ratios or the lapse risk
component of the SCR.

« Preliminary conclusion

The temporary freezing on redemption
rights is a tool that, applied at market
level or to systemically important in-
surers, might mitigate the potential
procyclical effect of liquidity crises trig-
gered by massive lapses. Its applica-
tion, however, should be restricted to
emergency situations, given that it has
an impact on policyholders’ rights, and
balanced against possible future dis-
ruptive effects on the market.

This tool faces potential challenges,
which will also depend on whether the
tool is applied to one or a few insurers,
or applied market-wide or to a con-
siderable sub-se of the market. These
challenges are essentially potential le-
gal constraints at national level as well
as significant operational challenges.
The application of this tool should also
consider the developments in the field
of recovery and resolution. Indeed, El-
OPA’s Opinion to Institutions of the Eu-
ropean Union on the Harmonisation of
Recovery and Resolution Frameworks
for (Re)insurers across the Member
States already considered the power to
temporarily restrict or suspend the pol-
icyholders’ rights of withdrawing their
insurance contract.



4. Exposure-based
tools



- Objective of exposure-based tools

The liability-driven investment strate-
gies of insurers (i.e. the services they
supply in the market) have direct im-
plications on their asset allocations.
Similarities in insurance business mod-

els and liability structures, bring simi-
larities also in their asset allocation.
However, differences between life and
non-life sectors and within these two
sectors exist basically depending on
the different lines of business pursued
by the companies.

Table 3: Investment split - 2017 Q4 Quarterly solo data, excl. unit-linked

Government Corporate Equity Cashand  Mortgages  Property Other
bonds bonds deposits and loans
EU/EEA 31.58% 32.63% 15.35% 4.91% 5.23% 2.25% 8.05%
AUSTRIA 25.76% 31.01% 21.14% 3.69% 3.87% 6.84% 7.69%
BELGIUM 49.76% 22.96% 6.40% 2.99% 10.66% 2.84% 4.38%
BULGARIA 53.51% 17.72% 10.11% 12.19% 0.52% 2.90% 3.06%
CROATIA 64.51% 4.12% 8.05% 5.81% 7.17% 7.93% 2.42%
CYPRUS 18.69% 30.63% 19.45% 15.04% 2.56% 5.20% 8.44%
CZECH REPUBLIC 50.48% 27.57% 7.72% 6.52% 0.84% 0.19% 6.68%
DENMARK 18.04% 36.92% 31.16% 3.01% 3.60% 2.24% 5.04%
ESTONIA 28.79% 49.76% 1.64% 14.46% 0.53% 0.00% 4.83%
FINLAND 11.50% 38.64% 16.69% 8.56% 4.82% 6.25% 13.54%
FRANCE 32.75% 35.66% 12.27% 3.08% 1.82% 2.38% 12.04%
GERMANY 25.28% 37.34% 20.46% 3.76% 5.36% 2.03% 5.77%
GREECE 60.14% 21.17% 4.45% 6.11% 1.05% 2.21% 4.86%
HUNGARY 79.12% 3.68% 4.70% 5.21% 0.27% 0.09% 6.91%
ICELAND 29.53% 15.96% 38.74% 4.72% 1.05% 0.08% 9.92%
IRELAND 30.67% 31.71% 4.34% 23.09% 3.91% 1.35% 4.93%
ITALY 51.65% 21.06% 13.64% 2.68% 0.88% 1.07% 9.00%
LATVIA 57.52% 14.40% 2.68% 21.33% 0.56% 1.13% 2.38%
LIECHTENSTEIN 23.20% 30.99% 7.36% 29.02% 4.89% 0.14% 4.40%
LITHUANIA 68.90% 12.25% 2.81% 8.98% 1.08% 0.95% 5.02%
LUXEMBOURG 31.89% 35.33% 8.82% 10.41% 6.95% 0.91% 5.69%
MALTA 28.87% 19.19% 7.87% 16.36% 8.33% 1.92% 17.45%
NETHERLANDS 35.63% 16.52% 6.62% 5.68% 26.71% 2.35% 6.49%
NORWAY 15.43% 45.76% 22.95% 2.42% 8.84% 0.42% 4.18%
POLAND 54.09% 4.60% 24.52% 5.42% 3.49% 0.29% 7.59%
PORTUGAL 48.23% 30.30% 9.54% 6.38% 0.80% 2.55% 2.19%
ROMANIA 70.36% 6.35% 7.81% 11.62% 1.37% 1.51% 0.98%
SLOVAKIA 49.04% 33.42% 4.74% 6.10% 1.35% 0.62% 4.74%
SLOVENIA 38.26% 33.53% 17.67% 3.63% 1.47% 1.84% 3.60%
SPAIN 55.98% 22.15% 6.11% 8.38% 0.84% 2.44% 4.10%
SWEDEN 15.16% 31.38% 34.41% 3.93% 3.22% 3.17% 8.73%
UNITED KINGDOM 21.22% 35.36% 14.99% 10.26% 8.21% 2.66% 7.31%

Source: EIOPA.

NB Red: Above 90" percentile Blue: Below 10" percentile. It should be noted that the red data cells in the table do not necessarily indicate

‘excessive concentration’.




European insurers typically have their
assets significantly concentrated in
debt securities (although with dif-
ferences among countries) as bonds
provide contractually agreed (fixed)
returns, which enable an undertak-
ing’s cash flow planning and a proper
ALM for liabilities with fixed returns.
Among fixed-income assets, European
insurers are big investors in corporate
bonds (mainly financial?'), and govern-
ment.?? European insurers are exposed
to derivative instruments and to some
extent to real estates; concentration
on mortgages loans should also be
considered.

Eventually, excessive concentration on
and within certain asset classes or geo-
graphical concentrations, if not correct-
ly managed or hedged, are considered
as source of risk both at micro (for in-
dividual insurers) and macro level. This
is due to the knock-on effect on the
market price of these assets triggered
by common reactions and further re-
lated consequences (i.e. potential fire
sale, herding behavior, but also search
for yield). For instance, in case of
a wider banking crisis, insurance com-
panies may react by massively selling
(fire sales) risky banking investments,
negatively impacting the banking as-
sets’ prices and aggravating the situa-
tion in the banking system (pro-cyclical
effect).

Overall, because of the significant
funding role insurers play, investment
strategies implemented by them are
fundamental as they have the poten-
tial to destabilise certain markets. The

21 Insurers hold EUR2.2 trillion of total investments
in financial instruments issued by the banking
sector.

22 ESRB 2015(a).

financial crisis raised the concerns as
regards ‘large exposures’ and their ef-
fects for the financial system and de-
bate is still open on the need of and
possible additional improvements of
policy framework in this respect. There
are different options that might be ex-
plored for further consideration in this
field.?

Exposure-based tools should essential-
ly seek to mitigate the risk of excessive
concentrations as well as potentially
dangerous interconnections without
compromising the funding role of in-
surers as institutional investors. From
that point of view the aim is not the
identification of specific activities as in-
trinsically systemic. Instead, the focus
is on how the exposures are managed
by the insurance undertakings (EIOPA,
20183). Exposure-based tools should
seek to contribute to achieving the
operational objective of discouraging
excessive level of direct and indirect
concentrations by fostering investment
portfolio diversification.

- Interaction with Solvency Il

Solvency Il deals with the risk of con-
centration to a certain extent. It in-
cludes concentration risk charges for
single-name exposures, which helps
limit excessive concentrations and ex-
posures toward a single issuer.?* More-
over, the PPP and ORSA requirements
are foundation elements in Solvency II
and both are relevant to excessive con-
centration (see Box 6). As a monitoring
tool, it also requires insurance groups
to report significant risk concentrations
across a wide range of categories.

23 An additional option would be widening the
scope of application of tools already set for the
GSlls, such as Systemic Risk Management Plan
and Liquidity Risk Management Plan. This op-
tion is considered in sections and 5.3 and 5.4.

24 No risk charges are however included for other
types of exposures concentrations, such as
sectoral.



Box 6: Solvency Il tools to cope with excessive concentrations
Solvency Il embeds principles/tools that have been conceived to cope with excessive concentration:

The market-consistent balance sheet valuation approach is the foundation principle, which affects the entire
insurance legislative framework. Under this principle, both assets and liabilities are valued at market value
(i.e. the riskiness is already reflected in the price of the securities) and all the risks and their interactions are
considered together with mitigation techniques (such as reinsurance and hedging).

This fundamental principle eventually influences the required capital that should always match the amount of
risks taken on by the insurance company. The standard formula within the market module considers risks related
to concentration issues although with some differences in the treatment for government bonds, where in fact
exposure to government bonds should be properly taken into account by Internal Model users;

The PPP requires insurers to ensure the security, quality, liquidity and profitability of the investment portfolio
(discarding them from any kind of benchmark). It also requires insurers to properly diversify their assets to avoid
excessive reliance on any particular asset, issuer or group of undertakings, or geographical area and excessive
accumulation of risk in the portfolio as a whole;

In terms of governance and risk management requirement, including the ORSA, the latter is an essential element
of the undertaking’s risk management as it has to be carried out independently from the SCR standard formula.
In the ORSA, the undertaking must take into consideration all the risks they face, regardless of whether these
risks are in the standard formula. Therefore, risks related to investment exposure (including those related to

sovereign holdings) have to be assessed and should be managed either by quantitative or qualitative measures.
In the investment risk management policy, undertakings must state the company’s own assessment of the
credit risk of counterparties, including instances where the counterparties are central governments;

The standard formula users will have to explain their (large) investments exposure within the supervisory
review process.?®

To avoid overreliance on credit rating agencies, undertakings are required to develop their own internal credit
assessment. This should ensure proper assessment of (large) exposure risks as well.

However, both the PPP and the ORSA
are focused on the insurers assessing
their own investment strategy based
on their own risk appetite, which
makes it difficult to address issues of
excessive concentration levels at sec-
tor level. Insurers may make ‘optimal’
investment decisions at an individual
level, but overall, the sector may be
excessively concentrated in particular
exposures. The source of systemic risk
through ‘common exposures’ has also
been highlighted by the IMF.

The financial crisis also raised concerns
as regards large exposures and their ef-
fects for the financial system. The de-
bate on the need for further improve-
ments of policy framework currently
in place is, howeuver, still open. To this
end some other options are assessed
in this paper such as the possibility of
defining concentration thresholds with

25 Articles 244 of Solvency Il directive.

a macroprudential focus or the more
straightforward enhancing of the tools
already in place such as ORSA and PPP
to also take into account macropruden-
tial concerns.

4.1. Concentration
thresholds

- Description of the tool or measure

Concentration thresholds imply the
definition of some benchmark on (the
growth of) certain types of exposures
to avoid excessive (direct and indirect)
concentrations. Examples of such ex-
posures could be:

- Intra financial assets (e.g. holdings of
securities issued by other financial
institutions);

- Government or corporate bonds;
- Equity;



Exposure-based tools

Main source(s) of systemic risk

Operational objective(s)

Concentration thresholds

+ Excessive concentrations

»> Discourage excessive levels of direct
and indirect exposure concentrations

+ Derivatives;

- Real estate, for example through
mortgages and loans;

- Exposure towards single bank(s);

- Exposures to certain geographical ar-
eas; or

+ Exposures to certain sectors or

industries.

The aim of such exposure limits is to
avoid excessive concentrations and, as
a result, to reduce insurers’ vulnerabil-
ity to systemic risk through common
exposures.?¢

Two issues are worth highlighting. First,
insurers’ exposure to concentration risk
clearly depends on the products they
offer (obligations to the policyholders)
and hence their individual asset strat-
egies, which vary substantially across
countries. Secondly, any kind of thresh-
olds based on geographical grounds
might actually go against the spirit of
the European Union.

- Preliminary analysis

Raising the level of awareness towards
the ‘excessive’ holding of some kinds of
exposures should essentially focus on
how these exposures are managed by
insurance undertakings. In line with the
current Solvency Il approach, the em-
phasis should be put on enhancing risk
management practices and, in general,
accurate application of PPP, appropriate
implementation of own risk assess-
ment functions by the companies so to
foster proper diversification and avoid-
ing unintended implications at market
level (fire sales, pro-cyclical behavior)
especially in time of stress. Due consid-
eration should hence be given to these
tools already in place, which were de-
signed to address all these concerns at
microprudential level.

26 Identified by the IMF (2016)

In addition, Pillar 3 disclosure plays
a significant role.?” As mentioned by
the European Systemic Risk Board
(ESRB, 2015a), an enhanced disclosure
indirectly fosters a certain ‘peer’ com-
parison. As a result, it may contribute
to mitigate some risks through mar-
ket discipline. More attention on the
quality and comparability of informa-
tion (also) on large exposure included
in the reporting should be considered,
as well. The analysts and more in gen-
eral the market reactions could them-
selves work as a mitigation tool against
risks of excessive not well managed
exposure.

When it comes to limits or thresh-
olds, two type could be defined: ‘hard
thresholds and ‘soft thresholds’ Hard
thresholds are limits that cannot be
breached. For example, if the exposure
limit to a specific asset class is set at
a certain percentage of the investment
portfolio, undertakings are simply not
allowed to exceed this limit.

Soft thresholds are, in turn, less intru-
sive tools. They are more monitoring
in nature. This implies that they could
be exceeded, but would raise special
awareness of authorities, who would
take action as appropriate where they
believe there is a macroprudential risk.

This paper essentially focuses on soft
thresholds, as hard thresholds do not
seem appropriate as macropruden-
tial tools in insurance, as explained in
Box 7.

27 ESRB Recommendation 2013/1 on intermediate
objectives and instruments of macro-prudential
policy: ‘Transparency enables market forces to
act as a disciplining mechanism on individual
institutions” behaviour and enables more accu-
rate pricing of risk within the financial system.
Disclosure also has the potential to limit the
amplification of stress in the financial system by
reducing uncertainty about the size and location
of certain exposures and system interlinkages'



Box 7: Hard (requlatory) thresholds on exposure concentrations

Risk concentration limits on asset allocation are a simple and intuitive way to ensure risk diversification (Eling and
Pankoke, 2014). At the same time, however, this power is quite strong, given that it has an impact on strategic
decisions of the undertakings. A solid case should therefore be built to impose such limits, which is currently not
the case.

Setting hard thresholds on concentration in certain assets, geographical and/or sectoral exposure, etc., could be
a discouraging tool when developing an investment policy. It may however be particularly problematic, because
of its operational difficulties and potential disruptive macroeconomic implication. Such thresholds would be very
difficult to apply in a strict way as in any case they require prior identification of accurate thresholds/limits as well as
the type of concentrations to be targeted. It is worth highlighting that insurers’ exposure to concentration risk clearly
depend on the products they offer (obligations to the policyholders) and hence their individual asset strategies,
which vary substantially across the EU. This is why certain degree of supervisory judgement seems fundamental.

Any kind of potential thresholds should be derived from the riskiness of the particular exposition. Otherwise, the

insurance companies would be forced (or at least incentivised) to reallocate their financial assets into instruments 44
with a higher market risk exposure.

Furthermore, hard thresholds would also call for an appropriate transitional period in order to avoid any possible cliff
effect (which in turn could result in dramatic procyclical effects). It has to be noted that in the past these thresholds
did not always refrain insurers from accumulating large exposure where these exposures where deemed appropriate
under an ALM perspective. Furthermore attention should be paid to potential indirect effects, i.e. setting thresholds
could incentivise a sort of herd into the basket which in turn could result in common behaviour/procyclical reaction.

In summary, setting hard thresholds on exposures would require not only significant operational difficulties and
additional work but the implication would potentially be disruptive at macroeconomic level.

Completing the current framework by
setting soft thresholds and granting
some kind of flexibility in the form of
guided discretion at national level to
take action in case the aforementioned
thresholds are breached (i.e. when it
comes to concentration if certain ex-
posure increases dramatically and/or
reaches a significant level?®) should be
further explored. This should, however,
be done in a sequential way. In a first
step, potential concentrations should
be monitored. Defining thresholds for
action, i.e. calibrating the instrument,
would only be considered in a second
step, once a good overview is available.
Analysing the need for additional spe-
cific instruments should only be done
at a later stage, if deemed necessary.

In order not to depart excessively from
the principles of Solvency I, the cri-
teria and conditions to be met would

28 Certain exposures may increase dramatically
and/or reach significant level, for example, in
case of bubbles or in case of distressed condi-
tions in the market that make these exposures
no longer sustainable.

be fixed at EU level and some kind of
guided discretion mechanism should be
set at first.?? Inclusion of the ability to
put in place ‘reciprocity arrangements’
can help authorities avoid requlatory
arbitrage and spillover from tools set at
national level. These arrangements can
be complex and onerous to implement
but there are examples of it working
successfully in the banking sector.

« Preliminary conclusion

The risk of excessive concentrations
should be addressed on a sequential
basis. In a first step, potential con-
centrations should be monitored. The
possibility of establishing certain soft
thresholds for action at market level

29 In the banking sector, where limits are in
place the ‘CRD4-CRR package’ seeks to find
3 compromise between the need to ensure
the necessary flexibility for NCAs and to
avoid regulatory fragmentation. Under this
framework, authorities are able to modify for
macroprudential purposes risk weights applied
to specific sectoral exposures (for example, real
estate or interbank ones) and concentration
limits applied to large exposures. They have to
justify and clearly communicate their decision in
that sense.



by national authorities if a certain ex-
posure increases dramatically and/or
reaches a significant risky level’, should
be further considered only at a later
stage, after a good overview of the
potential risks are available. Specific
instruments would only be considered
at the end of the process if deemed
necessary. This may also help filling the
gap in the Solvency Il framework when
it comes to certain concentrations, such
as concentrations at sectoral level. In
that context, in case the monitoring
phase identifies vulnerabilities, proper
powers or tools for intervention would
need to be available.

Flexibility at jurisdictional level could
also better grasp national specificities,
such as significant differences in asset
allocation amongst insurers in different
jurisdiction or different tax regimes.
However, on the other hand unin-
tended consequences stemming from
i) dissimilar application from various
countries which could result in a lack
of level playing field, and ii) difficul-
ties in implementation of reciprocation
mechanisms make this tool very dif-
ficult to operationalise. Guided discre-
tion guidelines and/or constraints at EU
level should be set and in any case an
impact assessment should be consid-
ered to assess all potential side effects.

Focusing on the enhancement of risk
monitoring and even more on the
strengthening of requirements already
in place related to PPP, ORSA and those,
which call for a sound ALM seems to be
a more straightforward approach. The
strengthening of Pillar 2 requirements
could be beneficial and easier to inte-
grate in the current framework.

Other additional tools to be further con-
sidered are stress-testing and strength-
ening accountability. Stress-tests fo-
cused on exposures could be carried
out in two different ways, which are
not mutually exclusive.

- By explicitly requesting insurer to
consider within the ORSA the stress
on some or one exposure to clearly
demonstrate how companies would
react in case they would be forced
to sell those kind of assets under
a stress situation. This would mean
a certain change in the current ap-
proach, which does not envisage an
explicit request of specific stresses
within ORSA.

- By means of stress test run by super-
visors on either reporting information
and/or in addition to the information
taken from ORSA in general and an
ORSA stress test on exposure in par-
ticular, once implemented.

Both exercises would give supervisors
ground to assess and react to potential
systemic risk stemming from excessive
concentration in specific asset classes.

Finally, strengthening accountability
should be considered as well. Increas-
ing awareness and commitment of sen-
ior management and higher should re-
sult in @ more prudent asset allocation
and a proper diversification strategy.

4.2. Enhancement of the
ORSA

- Description of the tool or measure

Article 45 of the Solvency Il Directive
requires that insurance undertakings
establish an internal risk management
system that includes a procedure for
ORSA. This procedure enables each
company to estimate its future over-
all solvency needs beyond requlatory
capital requirement (defined either
via standard formula, partial internal
model or full internal model), taking
into account its specific risk profile, the
risk tolerance limits approved by the
administrative, management or su-
pervisory body, and the risk mitigation
strategy. As such, it should contribute
to mitigate excessive levels of direct
and indirect exposure concentrations.



Operational objective(s)

Main source(s) of systemic risk

Exposure-based tools

Enhancement of ORSA « Excessive concentrations Discourage excessive levels of direct

- Deterioration of the solvency position leading to: and indirect exposure concentrations
- Failure of a G-SlI, D-SII

- Collective failures of non-systemically important

Ensure sufficient loss-absorbency
capacity and reserving

shocks

institutions as a result of exposures to common

Importantly this is not simply an ad-
ditional supervisory report. On the
contrary, it has been conceived to be
a fundamental process, which affect
the entire organisation; an integral part
of the business strategy, which has to
be taken into account on an ongoing
basis in the strategic decisions of the
insurance undertaking.

+ Preliminary analysis

In an ORSA, an insurer is required to
consider all material risks that may
have an impact on its ability to meet

its obligations to policyholders. In do-
ing this a forward looking perspective
is also required. Although conceived at
first as a microprudential tool, it could
also have a positive macroprudential
impact, particularly if the tool is fur-
ther enhanced to take into account this
perspective.

Figure 6 provides an overview of the
current microprudential use of ORSA
and how the tool could be enhanced
from a macroprudential perspective in
a given jurisdiction composed of two
undertakings.

Figure 6: Incorporating the macroprudential perspective into ORSA
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- b y”

[a)
o
=8
°
Q
2
<
N

~ - S

o
o
3
°
@
=
<
N

In the current ORSA process (green
area), every undertaking regularly con-
ducts its own risk and solvency assess-
ment as part of its risk-management
system. The undertakings inform the
supervisory authority of the results of
each own-risk and solvency assess-
ment as part of the information re-
ported to supervisors. Supervisors then
provide feedback to undertakings from
a supervisory perspective that should
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be considered in the development of
future ORSAs and in the risk manage-
ment system in general.

An enhanced ORSA should include the
macroprudential dimension (red area),
in order to check the ORSA reports
against macroprudential risks. This
would supplement the microprudential
approach by assigning certain roles and
responsibilities to the relevant author-
ity in charge of the macroprudential

Steps

Macroprudential supervision

Aggregation of
information

Analysis of the
information

Provision of
input to
supervisors




policy.?® This authority could carry out
three different tasks:

- Aggregation of information;
- Analysis of the information; and

+ Provision of input to supervisors
from a macroprudential point of
view

- Aggregation of information

The aggregation of information should
be a structured process whereby the to
the relevant authority in charge of the
macroprudential policy would receive
and compile the individual information
provided by undertakings.

In order to be efficient, the authority
should be able to easily identify the rel-
evant sections of ORSA. At this stage,
however, this is a challenge, given that
the ORSA is currently an entity-specific
report.

- Analysis of the information

Once aggregated, the relevant author-
ity in charge of the macroprudential
policy would seek to extract and ana-
lyse relevant information from macro-
prudential perspective. This informa-
tion would not only be relevant in case
of systemically important institutions
(G-SlIs or D-SlIs). It could actually also
provide the authority with a com-
prehensive overview of the market,
which should help the macroprudential
purposes.’’ With bottom-up informa-
tion, econometric modeling can assist
requlators in identifying, assessing,

30 As stated in the introduction, the decision
process for applying macroprudential policies
may differ across the EU, given that there are
different institutional models. The discussion
of the institutional set up is out of scope of this
paper. The term ‘relevant authority in charge
of the macroprudential policy’ should therefore
encompass all different institutional models.

31 There are several suitable procedures for the
analysis of ORSA supervisory reports that may
be adopted by authorities, such as specialist ap-
proach, peer approach or individual undertaking
approach). A combination of approaches would
also be suitable in order to capture the macro
perspective on the risk drivers for the national
market or line of business.

monitoring and mitigating risk in global
markets.?

When analysing ORSA supervisory re-
ports, the authority should align gener-
al information available with regard to
general risks in the national or interna-
tional financial sector or regarding gen-
eral financial trends (for example more
complex life insurance products) with
the information presented by the un-
dertaking concerned in its ORSA super-
visory report. This analysis will allow
a shift from a purely microprudential
adding a macroprudential perspective
with a final aim to see if the undertak-
ing has an appropriate understanding
and management of external risks.

Based on information included in the
ORSA, authorities can develop, among
other things, bottom-up methodology
for stress testing/scenario analysis that
can be effective tools to identify the
financial impact detected ‘accumulat-
ed risk” at market level.?* This process
may identify emerging risks not prop-
erly captured within regulatory capital
adequacy requirements of Solvency II.
Additionally, through the collection of
qualitative information such as those
in the ORSA report for the supervisor,
other not identified and potentially
risky trends can be detected.

- Provision of input to supervisors

As a result of this analysis, the relevant
authority in charge of macroprudential
policy would provide input to the su-
pervisor on elements to be requested
to undertakings to include, in their OR-
SAs, particular macroprudential risks.
This input could:

- Revolve around some of the macro-
prudential findings resulting from the
analysis of previous ORSAs, allowing
the follow-up of potential risks iden-
tified; and/or

32 |AA, Actuarial Viewpoints on and Roles in
Systemic Risk Regulation in Insurance Markets -
May 2013

33 Ibidem.



+ Include new systemic risk items the
authority became aware of as part
of its regular macroprudential super-
vision (e.q. resulting from risk dash-
boards, stress tests, etc.). The idea
is for undertakings to consider the
external environment (i.e. the po-
tential sources of systemic risk iden-
tified) in their risk assessment. This
may have an impact, for instance,
on the scenarios to be considered by
the undertakings, the economic and
financial variables used, the analysis
of the geographical diversification
of the business, etc. Furthermore, at
group level, the focus should also be
put to the group in the context of the
market. Currently, only interlinkages
within the group are considered.

The supervisor, which should remain
the main liaison with the undertaking
and responsible for the microprudential
supervision, would include the macro-
prudential feedback as part of the in-
put provided to companies. Eventually,
the ORSA could serve the purpose of
improving the intensity and quality of
dialogue with supervisor also related
to macroprudential aspects and con-
tribute to mitigate these risks.

It should be mentioned that the process
described would be part of the regular
supervisory process of ORSA carried
out by the supervisors. In addition, the
to the relevant authority in charge of
the macroprudential policy should be
able to request specific information
in terms of nature, scope, format and
point in time, where justified by like-
lihood or impact of materialisation of
a certain source of systemic risk.

A good example of macroprudential
risk addressed through an enhanced
ORSA could be the risk of excessive
concentrations, identified as one of the
sources of systemic risk. The ORSA is
focused on the insurer assessing their
own investment strategy, based on
their own risk appetite, which makes it
difficult to address issues of excessive
concentration levels at sector level. In-

surers may make ‘optimal’ investment
decisions at an individual level, but
overall, the sector may be excessively
concentrated in particular exposures.
With an enhanced ORSA, insurance
would be able to have sufficient under-
standing of potential macroprudential
risks, which should be incorporated in
their ORSA process.

Furthermore, the relevant authority in
charge of macroprudential policy could
use the information in the ORSA reports
in their analysis of the risk of excessive
concentrations from sector-wide per-
spective. This would provide a useful
input to carry out, e.g. sensitivity anal-
ysis to abrupt changes in market prices,
level of capitalisation of the sector to
withstand potential systemic shocks on
the asset holdings, etc.

Although ORSA shall not serve to calcu-
late a capital requirement, it would play
a relevant role.

- It would raise the awareness of the
relationship between the undertak-
ing’s current and future risk expo-
sure and the capital needs that fol-
low from that exposure. Furthermore
where the insurance or reinsurance
undertaking applies the matching ad-
justment, the volatility adjustment or
the transitional measures, they shall
perform the assessment of compli-
ance with the capital requirements
with and without taking into account
those adjustments and transitional
measures.

- Italso constitutes a central superviso-
ry tool for determining the undertak-
ing’s ability to identify and manage
risk factors; it provides authorities
with undertakings’ assessment of
the most significant risks, most prob-
able stress scenarios and their strat-
egies. Based on a horizontal assess-
ment of ORSAs received, authorities
can plan actions to be taken at mar-
ket level (i.e. national competent au-
thorities (NCAs) could encourage in-
surers to hold more capital) in order
to persuade them in preserving their




continuous sufficient capitalisation in  sight on how the current ORSA process

a forward-looking manner and taking  could be used to enhance macropru-
into account all possible risks.?* dential supervision. Further experience
is needed on whether supervisors need

Box 8 provides an overview of the Ital-  additional tools to be able to monitor
ian case, which provides a useful in-  these behaviors at an aggregate level.

Box 8: The Italian experience with ORSA
ORSA is a cornerstone of Solvency Il framework. In some countries, such as in Italy, the usefulness of ORSA is not
only considered from a microprudential perspective, but also from a macroprudential one.

When dealing with the insurance business, a sound and aware risk management and control system is key. It
follows that companies, when running the ORSA must consider, among others, impacts related to their investments
strategies, which in turn assume a clear understanding of the macroeconomic situation, the financial market
environment, the product design, the level risk-taking and so forth.

Undeniably, the ORSA poses a challenge to firms as well as the supervisor. The Italian national supervisory authority
(Istituto per la Vigilanza sulle Assicurazioni, IVASS), in preparation of Solvency Il, (2014-2016) has gradually
implemented the new ORSA tool, asking companies to produce yearly ORSAs in the form of Forward Looking
Assessment of Own Risks exercises (FLAOR, based on ORSA principles) in 2014 and 2015 for which a minimum
content were set together with the request to consider at least a 3 years-time horizon.

With the entering into force of Solvency Il Directive IVASS Regulation 32/2016 was issued (it transposed principles
and EIOPA guidelines (GL) on ORSA into national legislation). The regulation detailed a bit more what stated in
Solvency Il'in particular as regards the reference date, transmission time of the ORSA Supervisory Report and most
of all a minimum set of content (i.e., what already anticipated within the FLAOR has been reaffirmed). Indeed based
on the previous experiences IVASS (in line with EIOPA GL) provided a scheme with the proposal to clearly represent
the main information on ORSA and subsequent ORSA outcomes. Importantly, even if IVASS made more explicit
through the scheme the minimum information required the undertaking are in any case free to develop the relative
contents.

The rationale behind this choice is to gather a thorough assessment which could serve either at micro and at
macroprudential level. Indeed by aggregating information received it is possible to detect a) similar/different
approaches in managing specific risks by market; and b) common elements that have an influence on the managers
choices also under a forward looking perspective, likely to result in common behaviour. Indeed, although the ORSA
expresses subjective consideration of risks - as well as subjective management approaches - it reveals attitudes of
the operators that may drive or justify some strategic choices.

To assess ORSA reports, an Excel tool has been developed in order to:

- Provide a common reference for different analysis
Facilitate peer reviews among different companies
Facilitate analysis through time

+ Identify areas needing improvements.

34 Based on the ‘EIOPA’s Supervisory Assessment
of the Own Risk and Solvency Assessment -
First experiences’ of June 2017, out of 31 Na-
tional Supervisory Authorities 20 had provided
public feedback to the insurance sector about
the quality of ORSA reports received by the
end of 2016. Following discussions between
supervisors and the insurance sector could be
held in forums, panels, seminars or workshops.
Discussions with industry associations are
included here as well.



IVASS Board have been considering the aggregate analysis of ORSA’s output to a greater extent. They are animportant
input for i) requlatory or supervisory actions, i) additional macro analyses rather than micro interventions triggered
by the comparison with market trends. For instance, valuable information could emerge from the comparison
between risk appetite and solvency Il ratios as recorded at market and solo level; the same holds true for elements
not included in the standard formula and considered in the overall solvency need (OSN).

For instance the following elements were requested from companies in a previous run of the analysis:

- Consideration of the macroeconomic situation and potential sources of systemic risk. In the first FLAOR/ORSA
exercises undertakings were requested to take into account the relative outcomes the remuneration policy
(on a best effort basis) and, more importantly, to assess the risks linked to the composition of asset portfolio
particularly focusing on the Government bonds. On this last aspect, ORSA has been considered as the best way
to monitor sovereign risk and insurers were invited to evaluate in their own risk analysis whether they would be
forced to sell government bonds under stress situation —to take spread basis risk into account.

- Consideration on assumptions used to stress specific risks. In a letter to the market as of April 2017, insurers
were requested to include within the ordinarily analysis on vulnerabilities that is part of the ORSA risks similar to
those included in the EIOPA Stress Test (low for long/double hit), depending on the risk profile of undertakings.
Companies were invited to integrate the ORSA report with a document that clarified the results of the analysis
carried out regarding the potential impact of the EIOPA-like scenarios or explaining the underlying reasons why -
in their view - the scenarios were not relevant or would not generate vulnerabilities.

More generally, considering that for the sake of ORSA's analysis assumption on the future development of the

business and the market have to be made, the relative outputs allow for initial reflection on the (forward looking)

insurers’ expectations as regards the development of the market and the likely main management actions they
consider to manage risks.

Furthermore interesting valuations emerge from the analysis at aggregated level of stress factors and the relative
severity used by companies to evaluate the risks, as well.

In summary, the experience in Italy proves that the ORSA can indeed go beyond its original microprudential use
and also address concerns that are more macroprudential in nature. Eventually it should be considered that the role
ORSA has in mitigating/addressing risky situation at micro level can be translated into macro one, once the effects
are aggregated at market level.

In order to make the ORSA operational
from a macroprudential point of view,
the following would be needed:

- A clarification of the role of the risk
management function in order to in-
clude macroprudential concerns; and

- The inclusion of a new paragraph in
Article 45 explicitly referring to the
macroprudential dimension and the
need to consider the macroeconomic
situation and potential sources of
systemic risk as follow-up of their as-
sessment on whether the company

complies on a continuous basis with
the Solvency Il regulatory capital
requirements.*

- Clarification that a follow-up is ex-
pected after input from supervisors,
namely from macroprudential au-
thorities. On a risk-based approach
this might imply the request of spe-
cific information in terms of nature,
scope, format and point in time,
where justified by likelihood or im-
pact of materialisation of a certain
source of systemic risk.

35 Arequirement to perform macroprudential
analysis as part of the ORSA is currently not in
line with the concept of the ORSA. The ability of
macroprudential authorities to request certain
analysis should also be included as part of the
ORSA elements.



Furthermore, a higher level of harmo-
nisation of the structure and content
of the ORSA report would be needed,
which would enable the identification
of the relevant sections by the au-
thorities in charge of macroprudential
policies. This, however, would mean
a change in the current approach fol-
lowed with regard to ORSA.

- Preliminary conclusion

Although not primarily designed as an
instrument to mitigate systemic risk,
an enhanced ORSA requirement could
contribute to a certain extent to ad-
dress potential sources of systemic
risks such as excessive concentrations.
This option should therefore be further
considered as macroprudential tool.

The ORSA process touches all aspects
of an insurance company’s processes
and organisation on an ongoing basis.
Hence, it has to be considered a re-
pository of information which is key
in detecting any potential (systemic)
risk once aggregate at market level. It
represents an opportunity to properly
analyse new challenges and risks es-
pecially when warning indicators and-
benchmarking do not exist yet. Poten-
tial systemic risks such as those related
to cyber crime and technology innova-
tion in general, use of virtual curren-
cies, or those linked to climate change
which are very much debated at the
moment should be part of the ORSA
analysis.

4.3. Enhancement of the
Prudent Person Principle

- Description of the tool or measure

The PPP is laid down in art. 132 of the
Solvency Il Directive. It prescribes that
undertakings shall only invest in assets
and instruments whose risks the un-
dertaking concerned can properly iden-
tify, measure, monitor, manage, control
and report, and appropriately take into
account in the assessment of its over-
all solvency needs, i.e. the overall sol-
vency needs taking into account the

specific risk profile, approved risk toler-
ance limits and the business strategy of
the undertakings.

The PPP applies to all assets, in particu-
lar those covering the minimum capital
requirement (MCR) and the SCR. Re-
garding the investment approach, art.
132 also provides some indications.

- There is a need to ensure the secu-
rity, quality, liquidity and profitability
of the portfolio as a whole.

« The localisation of those assets shall
be such as to ensure their availability.

- Assets held to cover technical provi-
sions shall also be invested in a man-
ner appropriate to the nature and
duration of the insurance and rein-
surance liabilities.

- The assets should also be invested in
the best interest of all policy holders
and beneficiaries, taking into account
any disclosed policy objective.

+ Those investments and assets not
admitted to trading on regulated fi-
nancial markets shall be kept at pru-
dent levels.

- Excessive reliance on any particular
asset, issuer or group of undertaking
as well as specific area, and exces-
sive accumulation of risk in the port-
folio shall be avoided.

- In particular, excessive risk concen-
tration towards the same issuer or to
issuers belonging to the same group
shall be avoided.

The PPP should contribute to two main
operational objectives. First, it should
ensure that no excessive level of direct
and indirect exposure concentrations
occurs. The PPP has an influence on
the asset side of the undertakings and
therefore affect their investment be-
haviour. The absence of regulatory lim-
its on investments does not mean that
undertakings can take investment de-
cisions without any regard to prudence
and to the interests of policyholders
(EIOPA, 2014b). In fact, one of the stat-
ed objectives of the PPP is to promote
adequate diversificaton and avoid ex-



cessive concentration. From that point
of view, the PPP is a replacement to
specific quantitative theresholds that
are used in other sectors.

Secondly, the PPP should also discour-
age excessive involvement in certain
products and activities that are more
risky and could also be more prone to
systemic risk. For example, as consid-
ered by the IAIS (2016), ‘investment
and funding or other capital market
activities that result in maturity or li-

Exposure-based tools

Enhancement of PPP

Main source(s) of systemic risk

« Excessive concentrations

quidity transformation, leverage or
imperfect transfer of credit risk, such
as repo and securities lending, should
be considered potentially systemic
non-insurance activities’. The merits
of the PPP in discouraging exposures
to the formerly known ‘non-traditional
and non-insurance’ (NTNI) activities
has also been acknowleged by the
ESRB (2015), to the extent that it con-
tributes to a reduction of risks and to
the facilitation of an efficient portfolio
management.

\4

Operational objective(s)

Discourage excessive levels of direct

- Involvement in certain activities or products with and indirect exposure concentrations

greater potential to pose systemic risk » Discourage excessive involvement in

certain products and activities

+ Preliminary analysis

The fact that Solvency Il is a principle-
based framework has important ben-
efits. By implementing the PPP instead
of hard requlatory limits, insurers are
not force or induced to hold a certain
share of specific assets, providing them
with more flexibility to decide the in-
vestment strategy, taking into account
their ALM approach. This should con-
tribute to mitigating the risk of exces-
sive concentrations both at institu-
tion - and, in an indirect way, at market
level.3

Given the nature of PPP, the lack of
a prolonged experience and the fact
that any potential macroprudential im-
pact would arise indirectly essentially
through moral suasion, it is difficult
to assess the contribution of PPP to
mitigating systemic risk. At this stage,
therefore, the assessment should re-
main purely at conceptual level.

It should be stressed, however, that
a lack of diversification (which the PPP
seeks to avoid) may lead to several ex-

36 In addition to that, a tool of this nature has
also advantages compared to hard triggers, to
the extent that it may avoid potential herding
behaviours when the insurers are close to reach
or breach a certain threshold.

posures that could be potentially risky,
which derived from:

- Issuers belonging to the same group;
- Geographical area or country;

- Industry sector;

« Asset class;

- Ratings of the assets in portfolio

The potential impact of the PPP work
ex-ante and ex-post needs to be con-
sidered. Ex-ante, to the extent that
it should be taken into consideration
when deciding on the investment strat-
egy of insurers. Ex-post if it is consid-
ered as a soft tool with corrective pow-
er. Supervisors are expected to assess
these risks at company level.

In a similar way as described in the
section on ORSA, the PPP could be en-
hanced to cope with macroprudential
concerns. The macroprudential author-
ity would seek to extract relevant in-
formation on the investment strategy
of undertakings, analyse it together
with other relevant information that
might be available and provide input to
supervisors on potential macropruden-
tial risks.



Indeed, by having an overview of the
whole market, the to the relevant au-
thority in charge of the macropruden-
tial policy may also be able to identify
certain trends and patterns that, on
an aggregate level, may pose a risk
that goes beyond individual institu-
tions, potentially affecting the system
as a whole. The same argument would
also apply with risks related to the in-
surers’ potential involvement in activi-
ties and products whose features may
pose systemic risk. Undertakings would
increase awareness on the need to
consider the potential macroprudential
impact when defining the use of these
products. Authorities identifying such
trends and patterns could seek to miti-
gate the potential source of systemic
risk by seeking to influence through
moral suasion in the investment be-
havior of undertakings.

Further experience of this tool, and on
the investment behavior of insurers
under the PPP, may be warranted be-
fore being able to assess if restrictions
on investment or other abilities to con-
strain insurers’ investment decisions
are needed. In any case, the tool could
be enhanced with the aim of making it
more suitable for macroprudential pur-
poses. For example:

- Specific requirements could be in-
troduced to consider in the chosen
investment strategies the macro-
prudential risks, such as credit cycle
downturns, reduced market liquidity,

excessive concentrations at sector
level.

- Specific requirements could be in-
troduced to consider the investment
strategies that could lead to procycli-
cal behavior, including any relevant
management actions the insurer has
identified that it would rely on to
manage their solvency position.

An additional enhancement of the PPP
would be better defining some of the
elements included in Article 132 of the
Solvency Il Directive. For example, it
is indicated that ‘use of derivative in-
struments shall be possible insofar as
they contribute to a reduction of risks
or facilitate efficient portfolio manage-
ment”. It is not clear what is meant by
‘efficient portfolio management’, e.q.
the speculative use of derivatives is not
explicitly forbidden. In order to mitigate
the risk derived from the involvement
in certain activities or products with
greater potential to pose systemic risk,
more clarity should be provided.

- Preliminary conclusions

The PPP should contribute to discour-
aging excessive levels of direct and in-
direct exposure concentrations as well
as excessive involvement in certain
products and activities which are more
likely to create systemic risk. An en-
hancement of the PPP to also consider
macroprudential aspects would poten-
tially be a significant step forward that
deserves further consideration.



5. Pre-emptive
planning



- Objective of pre-emptive planning
The overarching objective of the plans
is to ensure a proper management of
the risks of the company with the aim
of minimising the risk of failure(s), as
well as the potential impact in case
the failure(s) finally materialises. The
following plans will be considered: a)
recovery plans; b) resolution plans;
¢) systemic risk management plans
(SRMP); and d) liquidity risk manage-
ment plans (LRMP).

The specific operational objective pur-
sued depends, to a certain extent, on
the type of plan. In general, recovery
and resolution planning seek to en-
sure sufficient loss absorbing capacity
and to avoid potential spillover effects
stemming from distress in specific in-
surers, essentially due to a deteriora-
tion of the solvency position, leading
to either:

- Failure of a G-Sll or D-SII.

+ Collective failures of non-systemical-
ly important institutions as a result of
exposures to common shocks.

The requests of SRMP and LRMP, in
turn, are more linked to the operation-
al objectives of discouraging exces-
sive involvement in certain products
and activities, as well as discouraging
excessive levels of direct and indirect
exposure concentrations. From that
perspective, the following sources of
systemic risk would be targeted:

+ Involvement in certain activities or
products with greater potential to
pose systemic risk.

- Potentially dangerous interconnec-
tions.

In summary, altogether, the four pre-
emptive plans address very relevant
sources of systemic risks identified,
contributing to the stability of the fi-
nancial system as a whole. As men-
tioned below, however, a proportion-
ate approach in terms of defining the
scope of undertaking subject to such
plans is a fundamental element.

- Interaction with Solvency II

Initially, it may be argued pre-emptive
planning is a tool essentially micro-
prudential in nature. However, the ag-
gregate effect of such planning in the
system can have a positive macropru-
dential impact. Indeed, a supplementa-
ry request for specific insurers to draft
pre-emptive plans would contribute
positively to preventing systemic risk.

Currently, there is generally no require-
ment for insurers to draft and maintain
pre-emptive plans, with the exception
of G-SlIs. Therefore, the interaction be-
tween macro and micro measures is
at present non-existent. It should be
stressed, that the origin of these plans
lies in the work of the Financial Stability
Board (FSB) and the IAIS, which should
be carefully followed.?”

However, according to EIOPA, the re-
quirement for insurers to develop and
maintain recovery and resolution plans
in a pre-emptive manner should be one
of the building blocks of a harmonised
recovery and resolution framework (EI-
OPA, 2017). The pre-emptive recovery
plans would supplement the existing
Solvency Il recovery plans, which are
only required after the insurer breach-
es the SCR.® From a crisis management
perspective, it is however important to
be prepared for adverse developments.
With regards to resolution plans, Sol-
vency Il does not include a request for
such plans. This measure would how-
ever be compatible and further supple-
ment Solvency Il

Furthermore, in order to avoid creating
potential for requlatory arbitrage or an
unlevel playing field for insurers, con-
sistency with the developments going
on at global level should be warranted.
Accordingly, the use of this tool should

37 For example, the IAIS is currently revising the
Insurance Core Principles, which will also ad-
dress recovery and resolution related topics.

38 Non-compliance with the SCR occurs where
there is a breach of the SCR or where there is
a risk of non-compliance in the following three
months (please see Article 138 of the Solvency
Il Directive (2009/138/EC)).




not pre-empt or anticipate any current  the banking reqgulation sphere. Howev-
work at global level. er, due to the potential complex struc-

ture of a financial conglomerate, it may
In the case of financial conglomerates,  be challenging to address all aspects of

a priori no interferences are foreseen,  the SRMP of the consolidated financial
given that the SRMP does not exist in Cong|omerate (See Box 9)

Box 9: Legal issues of requesting SRMPs to financial conglomerates

The possibility to request SRMPs to financial conglomerates raises several operational issues which require further
work. In essence, this refers to: a) the supervisory challenges; and b) the scope of consolidation. This box does not
seek to address all the issues, but sheds some light on some of these aspects.

a) Supervisory challenges
As regards supervision of financial conglomerates, the issue is complex at EU level, given the distinct supervisory

framework for banks and insurers. Furthermore, there is in general separation of responsibilities at the supervisory
level, which often implies a multiplicity of authorities, having in occasions little communication with each other.

This raises the issue of whether the measure should be applicable to all conglomerates, or only to a subset of
conglomerates (e.g. insurer-led conglomerate). From a macroprudential perspective and, in particular, on regarding
systemic risk analysis, it would be beneficial that the SRMP can be drafted by any type of conglomerate, be it
insurer-led or banking-led. The adhoc decision should be ideally taken by the respective NSA after consultation with
the respective supervisors, or reaching agreement during one of the Crisis Management Group’s meetings.

b) Scope of consolidation

The use of this measure, to be of any value for macroprudential purposes, would require that the plan is elaborated
at consolidated level. This is the case for the G-SlIs that already elaborate SRMPs. However, as regards financial
conglomerates there is the issue of the differences in respect of the scope of consolidation. Indeed, both Solvency I
and the Capital Requirements Requlation (CRR)/CRD IV*° differ from the Financial Conglomerates Directive (FICOD)*
when considering the scope of consolidation (group vs. conglomerate).

Hence, to appropriately detail the degree of internal and external interconnectedness, as well as the systemic risks
involved in the financial system, the SRMP should be drafted using the perimeter of consolidation deriving from the
FICOD.

In essence, this means that an SRMP should be drafted top-down at the level of the mixed financial holding
company (which sits at the top of the financial conglomerate and is the ultimate parent undertaking in the group).
However, given that mixed financial holding companies are not always supervised, this means that the preparation
and elaboration of the SRMP should be borne by the parent undertaking directly underneath the mixed financial
holding company, which in essence will be an insurance or banking group.

39 The Capital Requirements Directive IV (CRD IV) and the Capital Requirements Regulation (CRR).
40 Directive 2002/87/EC (FICOD) on the supplementary supervision of credit institutions, insurance undertakings and investment firms
in a financial conglomerate.



5.1. Request of recovery
plans

- Description of the tool or measure

The measure, in line with the approach
taken for G-Slls as stated in the FSB's
Key Attributes of Effective Resolu-
tion Regimes for Financial Institutions,

consists of specific insurers being re-
quested to prepare pre-emptive re-
covery plans in order to decrease their
likelihood of failure. This in turn should
reduce the potential spillover effects
stemming from situations of distress in
insurers, whenever there is a high risk
of collective failures.

Pre-emptive planning Operational objective(s)

Main source(s) of systemic risk

Request of recovery plans + Deterioration of the solvency position leading to:
- Failure of a G-SlI, D-SII

- Collective failures of non-systemically important

» Ensuring sufficient loss absorbency
capacity and reserving

institutions as a result of exposures to common

shocks

A recovery plan can be defined as
a special case of contingency plan-
ning.*' In a pre-emptive recovery
plan, an insurer describes the possible
measures it would adopt to restore its
financial position following a signifi-
cant deterioration caused by potential
scenarios of stress. These pre-emptive
recovery plans, which are drafted in
normal times, supplement the Solven-
cy ll recovery plans in case of a breach
of the SCR.#? It should be stressed that
some countries have already incorpo-
rated the request of pre-emptive re-
covery plans already in the national
frameworks.

41 See Recovery Planning - Comparative Report
on Governance Arrangements and Recovery
Indicators, EBA (2016).

42 The main differences between pre-emptive
recovery plans and Solvency Il recovery plans
are explained in EIOPA (2017).

Pre-emptive recovery plans could be
seen as a natural extension of the
ORSA and contingency planning. How-
ever, recovery planning goes beyond
ORSA, given that it focuses on sce-
narios of crisis and on a range of re-
covery measures to be used in order
to recover the financial position of the
insurer. Accordingly, the aim is to con-
tribute to the operational objective of
ensuring sufficient loss absorbency ca-
pacity and reserving, by assessing ex
ante the abovementioned scenarios of
crisis, the results of which may signal
potential deficiencies in terms of in-
adequate capitalisation of the insurer
across the scenarios assessed in the
recovery plan.




Box 10: Recovery planning within the scope of EIOPA’s Opinion on Recovery
and Resolution

EIOPA's Opinion to institutions of the European Union on the harmonisation of recovery and resolution frameworks
for (Re)Insurers across the Member States highlights the rationale for the harmonisation of national recovery and
resolution frameworks for insurers. It establishes building blocks to contribute to adequately protecting policyholders,
maintaining financial stability and protecting public funds by ensuring that all Member States have a common
understanding and a similar approach in terms of objectives, and a common set of recovery and resolution measures.

The Opinion states that the scope of a harmonised recovery and resolution framework should in principle cover all
(re)insurers within the scope of Solvency Il. However, proportionality should be a fundamental guiding principle of
3 harmonised framework.

Although Solvency Il has reduced the likelihood of insurers failing in the future, it is not designed to completely
eliminate this risk. Having in place a harmonised and effective framework would also be particularly relevant in
fragile macroeconomic environments, like the current low interest rate environment which poses risk to insurers.
This point is particularly interesting from a macroprudential point of view.

A key aspect of this measure is the
concept of proportionality, as stated in
EIOPA’'s Opinion (2017),** which applies
to all pre-emptive plans considered in
this paper. To avoid excessive burdens
to insurers, the measure should in gen-
eral be directed towards insurers which
might have a direct or indirect impact
on policyholders, pose systemic risks
or result in the discontinuance of ser-
vices which could harm the financial
stability and/or real economy. The tar-
gets of this potential measure should
be aligned with the work EIOPA is cur-
rently doing as a follow-up of its Opin-
ion on Recovery and Resolution (see
Box 10).

+ Preliminary analysis

Preventive recovery planning can im-
prove the insurer’s ability to recover
from stress, thereby reducing (to some
degree) their risk of failure. Therefore,
extending the request to other insur-
ers beyond G-SllIs should theoretically
contribute to reduce the risk of other
undertakings failing, reducing in turn
systemic risk to some degree, as the
failure of a non-G-SlI could still impact
market confidence and exacerbate sys-
temic risks.

As noted by the ESRB in its Report on
Recovery and Resolution (ESRB, 2017),

43 See Box 10.

a credible and consistent recovery and
resolution framework could help miti-
gate system-wide risks, by identify-
ing critical functions and contagion
channels.

Furthermore, in the banking sector,
following the implementation of the
Bank Recovery and Resolution Direc-
tive (BRRD) in January 2015, the Eu-
ropean Banking Authority noted that
pre-emptive recovery planning has
become pivotal in banks’ risk manage-
ment processes. Benefits such as im-
proved governance, or the acceptance
of a broad set of metrics (e.g. recovery
triggers) to regularly monitor any signs
of distress, are elements that contrib-
ute to financial stability and reducing or
mitigating systemic risk as a whole.*

In terms of potential costs and side ef-
fects, insurers may face costs in terms
of potential fees to external consult-
ants and/or time devoted by full-time
equivalents (FTEs) when drafting the
plans. Supervisors may also need ad-
ditional resources to revise the plans in
order to avoid weaknesses. Therefore
proportionality is key to avoid placing

44 Recovery Planning - Comparative Report on
Governance Arrangements and Recovery
Indicators, European Banking Authority (EBA)
(2016).



a heavy burden, particularly to small
insurers.*

In summary, recovery plans may iden-
tify potential vulnerabilities (e.g. un-
dercapitalisation, liquidity risk, or con-
centration risk) or risks for the system
(e.g. contagion channels), and make
the company and the supervisors more
aware of them. In case of need, the
company might be required to imple-
ment the recovery plan. Furthermore,
depending on the risks and vulnera-
bilities identified, several tools such as
moral suasion, enhancement of ORSA
or, under certain circumstances, capital
surcharge could be considered.

- Preliminary conclusion

From a macroprudential perspective,
the measure deserves to be further
considered as a (guided) discretion-
ary tool to avoid potential spillover ef-
fects stemming from distress in specific
insurers.

Proportionality is the key factor, both
from a micro and macro perspective.
In line with EIOPA’s Opinion (2017), the
requirement to develop and maintain
pre-emptive recovery plans should in
principle apply to insurers within the
scope of the Solvency Il framework,
subject to the proportionality principle,
i.e. 3 power for Member States and/
or NSAs to waive the requirement for
certain insurers based on a set of har-
monised criteria and expert judgment/
discretion. These criteria would need to
be further developed in order to pro-
mote convergence in the EU, but could,
for instance, be related to the nature of
the insurer’s business, its risk profile,
its size, the scope and complexity of its
activities and its interconnectedness to
other institutions or the financial sys-
tem in general.

45 The issue of proportionality is further discussed
in EIOPA’s Opinion on Recovery and Resolution.

In any case, the requirement for re-
questing recovery plans should not
only be restricted to G-Slls and D-Slls.
Smaller insurers should also be consid-
ered whenever there is a high risk of
collective failures of non-systemically
important institutions as a result of ex-
posures to common shocks.

Costs are generally deemed not to be
very high, neither for supervisors nor
for medium or systemic insurers (both
G-Slis or D-SlIs), compared to the ben-
efits accrued: improving the insurers’
ability to recover from stress, reduc-
ing the risk of undertakings failing, or
identifying relevant functions to be
preserved and contagion channels.
Furthermore, the insurers might identi-
fy beforehand obstacles and problems
which might arise when implementing
recovery measures. Thus, by detecting
them, insurers can try to remove any
potential obstacles or take preparatory
measures in order to have a much via-
ble range of recovery options available.

5.2. Request of
resolution plans

- Description of the tool or measure

The measure consists on the devel-
opment by competent authorities of
resolution plans in a pre-emptive man-
ner. Resolution plans act as roadmaps
for protecting systemically important
functions and facilitating resolution
powers by authorities, with the inten-
tion of making the resolution feasible
without severe systemic disruption and
without exposing taxpayers to loss.*
Hence, the focus is on operationalis-
ing the strategies to achieve an orderly
process of resolution or liquidation, en-
suring that the undertakings have suf-
ficient loss absorbency capacity and
avoiding reliance on public funds.

46 Definition taken from Key Attributes of effective
Resolution Regimes for Financial Institutions,
FSB (2014).




Pre-emptive planning

Request of resolution plans

Main source(s) of systemic risk

- Failure of a G-SlI, D-SII

+ Deterioration of the solvency position leading to:

Operational objective(s)

» Ensuring sufficient loss absorbency
capacity and reserving

- Collective failures of non-systemically important
institutions as a result of exposures to common

shocks

As with recovery planning, a key aspect
of this measure is the concept of pro-
portionality. To avoid excessive burdens
to competent authorities, the measure
should in general be directed towards
insurers which might have a direct or
indirect impact on policyholders, pose
systemic risks or result in the discontin-
uance of services which could harm the
financial stability and/or real economy.
As with recovery planning, the issue
of scope and proportionality should be
aligned with EIOPA’s Opinion.

+ Preliminary analysis

The ESRB notes in its report on recov-
ery and resolution (ESRB, 2017), that
while the contribution of the insurance
sector to systemic risk has increased
since the financial crisis, the ordinary
insolvency procedures might however
not be able to tackle a failure in the EU
insurance sector in an orderly fashion.
Thus, by ensuring that authorities are
better prepared to deal with a resolu-
tion, this in turn might help minimise
any systemic risks arising from an in-
surer’s failure.

Furthermore, as stated by EIOPA in its
recent Opinion (EIOPA, 2017), a har-
monised and effective recovery and
resolution framework would be par-
ticularly relevant in fragile market envi-
ronments, like the current low interest
rate environment which poses risks to
insurers. A requirement for resolution
authorities to develop and maintain
resolution plans in a pre-emptive man-
ner (i.e. during normal course of busi-
ness) is recommended.

Contrary to recovery planning, the
burden of resolution planning is borne
in this case by the relevant authority.

However, there are benefits to resolu-
tion planning which in general seem
to offset the costs. In normal times,
pre-emptive resolution planning helps
detect potential threats, identify any
functions performed by the insurer
which shall be maintained in resolu-
tion, as well as defining credible reso-
lution actions and processes needed to
implement these actions. Similarly, it
helps supervisors to be more prepared
and ready to respond to the crisis.

This additional information should be
accompanied by additional (micro- or
macroprudential) measures with the
aim of mitigating the likelihood of dis-
orderly resolutions. Given the nature of
the plan (essentially strategic), authori-
ties should focus on Pillar 2 measures
(risk governance, supervisory review
process or ORSA) to ensure smooth
resolution processes, thereby mitigat-
ing systemic risk. At the same time,
other measures aimed at strengthening
own funds (e.g. use net profits or im-
pose a capital surcharge) would ensure
additional loss-absorbency capacity.

As material costs for the NSAs, it has
to be noted that resolution plans are
very resource intensive to produce
and maintain, including the work re-
quired to extend the detailed opera-
tional planning at business unit level.
Understanding and analysing resolu-
tion issues is @ complex task requiring
input from experienced supervisors,
which may involve opportunity costs
and have a knock-on impact on other
supervisory work. Reviewing the reso-
lution plan against FSB guidance is also
cumbersome, and reduces the time
available to develop other areas of the
resolution plan.



In any case, regarding the abovemen-
tioned costs, economies of scale and
scope should be achieved in the long-
run, once resolution authorities acquire
experience and proficiency in resolu-
tion planning.

- Preliminary conclusion

From a macroprudential perspective,
the measure deserves to be further
considered, since it ensures that au-
thorities are as prepared as possible to
deal with the resolution of a systemic
insurer. A clear benefit from this would
be the minimisation or reduction of any
systemic risks arising from an insurer’s
failure, thus in turn protecting relevant
functions and without resorting to tax-
payers’ money.

Indeed, pre-emptive resolution plan-
ning allows authorities to improve su-
pervisors’ readiness to deal with crises,
enhance knowledge of resolvability
issues, encourage early consideration
of cross-border issues and make rel-
evant processes more operational and
orderly in a resolution scenario. Fur-
thermore, it fosters international coop-
eration and information-sharing among
Supervisors.

Proportionality is a crucial element of
this potential macroprudential tool,
given that there might be significant
costs involved in resolution planning.
In line with EIOPA’s Opinion (2017), the
scope for pre-emptive resolution plan-
ning should in principle cover insurers
subject to the Solvency Il framework,
but will include a lesser amount of
insurers compared to recovery plan-
ning, with the possibility to waive the
requirement for some insurers based
on a set of harmonised criteria, expert
judgement and the public interest. This
means that the logical targets of this
potential measure should be systemic
insurers, such as G-Slls and D-Slls, and
any significant insurers at a material
risk of failure.

A notable downside to this measure
is the absence of a range of effective

resolution powers in some Member
States, which serve to execute the
plan. Indeed, where supervisors have
limited resolution powers, this can se-
verely limit the value of the resolution
plan. In these circumstances it is harder
to produce and execute feasible and
credible resolution strategies, hereby
hampering the mitigation of systemic
risk. In order to overcome this situa-
tion, EIOPA Opinion (2017) proposes to
go for a minimum degree of harmoni-
sation in the field of recovery and reso-
lution for insurers would contribute to
achieving policyholder protection, as
well as maintaining financial stability
in the EU. This includes broadening the
existing resolution toolkit to introduce
a common set of resolution powers
with consistent design, implementation
and enforcement features.

5.3. Request of Systemic
Risk Management Plans

- Description of the tool or measure

The measure consists on NSAs requir-
ing specific insurers, reinsurers and fi-
nancial conglomerates to develop sys-
temic risk management plans (SRMPs)
for systemic risk reduction or mitiga-
tion purposes.

Contrary to banking, which has no
equivalent regulatory report, the con-
cept of the SRMP is unique to insur-
ance. The IAIS, in its policy measures
paper, describes the SRMP as a report
in which the insurer presents all appli-
cable measures that the G-SlI intends
to undertake to address the systemic
risk that the institution may pose in the
financial system. Therefore, the focus
of the report is on the ‘plan of action’
by the insurer,* in terms of setting out
the applicable measures to address
systemically risky activities.

The aim of the insurer or conglomerate
should be to mitigate or reduce sys-
temic risk, and the SRMP is the tool to

47 See Monkiewicz and Malecki’s Macroprudential
Supervision in Insurance.




Pre-emptive planning

Request of SRMP

explain how this would be done. Given
that at present this plan is requested
only to G-SlIs, the aim is to potentially
go beyond the designated systemic
entities by the Financial Stability Board,
e.g. covering also specific large insur-
ers (e.g. D-SlIs), that might pose sys-
temic risk. Financial conglomerates
should also be considered, even in the
event that they are not insurer-led
conglomerates.

+ Involvement in certain activities or products with >

greater potential to pose systemic risk
- Potentially dangerous interconnections

Main source(s) of systemic risk

The SRMP would be particularly inter-
esting to assess the factors associated
with the systemic relevant, as identi-
fied by the IAIS. It could help, for in-
stance, to monitor, manage and/or
mitigate activities with greater poten-
tial to pose systemic risk. Furthermore,
it should also focus on potentially dan-
gerous interconnections.

Operational objective(s)

Discourage excessive involvement in
certain products and activities

» Discourage excessive levels of direct
and indirect exposure concentrations

- Preliminary analysis

For macroprudential purposes, an ac-
tivity-based approach could be help-
ful in giving grounds for requesting
SRMPs to specific insurers or financial
conglomerates. The SRMP provides
supervisors with relevant information
relating to the systemic risk that the
institution may pose in the financial
system. By reviewing the extent of its
systemic activities, the group wide su-
pervisor should decide whether either
some activities (as mentioned above)
or factors (from the IAIS systemic risk
drivers*) deserve to be comprehen-
sively analysed by the insurer in the re-
port, as they are deemed in some way
to pose systemic risk in the domestic or
global level.#

Theoretically, an SRMP could help miti-
gate or reduce systemic risk, when-
ever the following two conditions are
fulfilled:

- Firstly, by means of ensuring that the
institutions are monitoring and man-
aging more effectively the activities,
which could lead to posing systemic
risk.

48 See EIOPA (20183).

49 For more details on how to elaborate the SRMP,
please refer to the IAIS document: Guidance for
Systemic Risk Management Plans (2013).

- Secondly, to make this actually ef-
fective in practice, insurers should
seek to take concrete actions to bet-
ter manage, reduce or separate their
systemically risky activities.

Indeed, this second condition is funda-
mental to effectively reduce the level
of systemic risk that the institution
may pose in the financial system. This
in turn would contribute to the opera-
tional objectives of discouraging risky
behaviour, as well as discouraging ex-
cessive involvement in certain products
and activities.

Based on the information gathered by
supervisors, additional measures both
at micro- and macroprudential level
should be taken. The aim would be
twofold: ensuring that insurers effec-
tively reduce the potential sources of
systemic risk (e.g. seeking to influence
through Pillar 2 measures or limiting or
restricting certain business lines or op-
erations) or, at least, ensuring that they
have additional loss absorbing capacity
(e.g. requesting the use of net profits
or requesting additional capital).

In terms of potential costs, insurers may
face costs in terms of fees to externals
and time devoted by staff involved in
the drafting process. However, these
costs are not deemed significant for



large insurers nor financial conglom-
erates. As regards small insurers, they
would be excluded from any potential
request to draft SRMPs, unless there is
a strong reason to include them.

- Preliminary conclusion

From a macroprudential perspective,
the measure deserves to be further
considered. The aim would be to ensure
that specific insurers pursuing certain
activities®® and financial conglomerates
address concerns on systemically risky
activities, which increase the degree
of interconnectedness and systemic
risk, therefore setting out the appropri-
ate steps to take in a so-called ‘plan of
action’.

Out of all the preventive plans currently
being drafted by G-Slls, the SRMP is the
most directly connected with address-
ing systemic risks, and therefore it can
be of high macroprudential value.

In normal times, the SRMP allows the
firm to monitor its systemic footprint
and identify actions to mitigate it. It
also ensures that proper information is
circulated to the Board of Directors, in-
creasing awareness on those matters.
However, for the SRMP to be useful,
the firms would need to take actions in
order to successfully mitigate or reduce
the systemic risk.

Provided that the list of G-SlIs desig-
nated by the Financial Stability Board
already captures most of the firms
which pose a material systemic risk, the
measure should be applied only to the
remaining significant insurers (which
were left out of the G-SlI list, but none-
theless appear to be systemic domesti-
cally), as well as to any other insurer or
financial conglomerate, which accord-
ing to an activity-based approach may
generate or amplify systemic risk.

When potentially approaching the in-
stitution to produce the SRMP by re-
viewing its systemic activities, the
group-wide supervisor should decide

50 Asdiscussed above.

which activities or factors®' deserve to
be comprehensively analysed in the re-
port, as they are deemed in some way
to pose systemic risk in the domestic or
global level. In any case, the potential
request of this tool for macroprudential
reasons should be in line with the work
at global level (i.e. in the context of the
IAIS).

The need to be consistent with the
developments going on at global fora
is paramount, so as not to create any
potential for regulatory arbitrage or
an unlevel playing field for insurers.
In particular, it should not pre-empt or
anticipate any ongoing work at global
level.

Concerning the topic of financial con-
glomerates, the current global systemi-
cally important banks (G-SIB)/G-SIl des-
ignation process does not satisfactorily
address the issue of how conglomerate
structures should be evaluated in the
respective methodologies. Therefore,
the request of elaboration of the SRMP
to certain non-G-Slls and conglomer-
ates seems particularly appropriate to
shed light on a range of systemic risk
issues, such as interconnectedness of
insurers within the financial sector, or
the possibility of using the insurance
part of a bank-led conglomerate to
channel banking risks.

5.4. Request of Liquidity
Risk Management Plans

- Description of the tool or measure

The potential measure consists on
NSAs requiring specific insurers to
develop Liquidity Risk Management
Plans (LRMPs, also known as LMPs or
Liquidity Management Plans) with the
objective to assess the framework and
arrangements that the insurer has in
place to manage, mitigate or reduce li-
quidity risk for the whole group, there-
by contributing to financial stability.

51 Ibid.




Pre-emptive planning

Main source(s) of systemic risk

Operational objective(s)

Request of LRMP

+ Involvement in certain activities or products with » Discourage excessive involvement in

greater potential to pose systemic risk
- Potentially dangerous interconnections

certain products and activities

» Discourage excessive levels of direct
and indirect exposure concentrations

The purpose of the LRMP is to strength-
en the existing liquidity management
framework. It seeks to monitor liquid-
ity risks and avoid the mismanagement
of liquidity (for instance, owing using
illiquid assets to back short-term liabili-
ties, or falling short of cash and funding
sources).

The IAIS, in its Policy Measures pa-
per, sets out further guidance on how
to elaborate a LRMP. Besides the ele-
ments mentioned above, the LRMP
should contain a liquidity gap analysis,
describing both the liquidity sources
and liquidity needs under normal and
stressed conditions.

A key aspect of this potential measure
is the concept of proportionality. Given
that at present this plan is requested
only to G-SlIs, the aim is to potentially
go beyond the designated systemic
entities by the Financial Stability Board,
e.g. covering also specific large insur-
ers (e.g. D-SlIs), that might pose sys-
temic risk. Financial conglomerates are
not considered for the purposes of re-
questing LRMPs, given that for signifi-
cant supervised banks there is already
a requirement for the production of
consolidated liquidity reports (i.e. IL-
AAP or Internal Liquidity Adequacy As-
sessment Process).

+ Preliminary analysis

LRMPs should focus primarily on ac-
tivities with greater potential to pose
systemic risk as well on the main chan-
nels of interconnectedness. Indeed,
these are the factors which may pose
greater systemic impact, as they are
related to the degree of interconnect-
edness (e.q. liabilities with other finan-
cial institutions, derivatives). From that
point of view, LRMPs would contribute
to discouraging excessive involvement

in certain products an activities as well
as excessive level of direct and indirect
exposure concentrations.

The need to be consistent with the
developments going on at global fora
is paramount, so as not to create any
potential for regulatory arbitrage or
an unlevel playing field for insurers.
In particular, it should not pre-empt or
anticipate any ongoing work at global
level.

Solvency Il requires insurance or re-
insurance undertakings applying the
matching adjustment or the volatility
adjustment to set up a liquidity plan
projecting the incoming and outgoing
cash flows in relation to the assets and
liabilities subject to those adjustments.
Synergies with the SRMP should be
sought to the extent possible.

As a basis for construction of the LRMP,
other plans that may exist and that
touch upon liquidity issues could be
used. For instance, beside data analy-
sis, supervisors also collect and analyse
the liquidity plans from the supervised
companies. When considering liquid-
ity issues, insurers generally discuss
all strategies, policies and procedures
that the insurer has in place to manage
liquidity risk and implement its stated
risk appetite.>?

In terms of mitigating systemic risk, the
LRMP can increase awareness of po-

52 Inits application of the its risk appetite, the
insurer should have in place prudent limits on 1)
maturity gaps; 2) concentrations of liquid assets
and funding sources by currency, single coun-
terparty, counterparty type, instrument type,
and instrument seniority; 3) liquidity risk arising
from insurance liabilities; 4) non-insurance li-
abilities maturing or redeemable within various
time horizons; and 5) off-balance sheet or other
exposures that could create liquidity needs dur-
ing stressed market conditions.



tential liquidity risks and improve the
G-SlIs” ability to recover from liquid-
ity stresses, hereby reducing (to some
degree) their risk of failure, as well as
contributing to the operational objec-
tive of ensuring sufficient loss absor-
bency capacity (from a liquidity point
of view).

Once the potential risks and vulner-
abilities have been identified, authori-
ties could take measures to discourage
excessive involvement in certain prod-
ucts and activities or potentially dan-
gerous interconnections. For example,
authorities could temporarily prohibit
or restrict certain activities to those
undertakings with particularly high
exposures.

Similarly to pre-emptive recovery plan-
ning, extending the request to other in-
surers beyond G-SlIs would contribute
to reduce the risk of those firms failing,
reducing systemic risk to some degree
as failure of a non-G-SlI could still im-
pact market confidence and exacerbate
systemic risks.

+ Preliminary conclusion

The LRMP represents an important su-
pervisory tool to ensure a close moni-
toring of the liquidity situation. This
tool deserves further consideration (in
conjunction with the liquidity-based
tools) as it provides valuable informa-
tion on the liquidity framework, gives

insights into the liquidity cushions and
gaps, and allows investigating potential
shortcomings in situations of stress.

In any case, the potential request of
this tool for macroprudential reasons
should be in line with the work at glob-
al level (i.e. in the context of the IAIS)
in order not to create any potential for
reqgulatory arbitrage or lack of level
playing field for insurers.

Given that liquidity risk in usually not
a primary risk for the majority of insur-
ers, any request of such plans should
however be focused to a subset of
large insurers, such as D-Slls, or spe-
cific insurers heavily involved in non-
traditional insurance, banking or other
financial activities. In this situation,
the LRMP could be a very useful sup-
plement when it is coupled with the
macroprudential request of recov-
ery plans. Indeed, the added value of
producing both a recovery plan and
a LRMP could bring about synergies
to large insurers in terms of risk gov-
ernance and improving the framework
for identifying, measuring, monitoring
and mitigating solvency and liquidity
risks, thereby reducing their probabil-
ity of failure. For smaller insurers, the
PPP could be enhanced with further
requirements on liquidity monitoring
similar to the requirements of a LRMP,
but proportionate to the size and risk of
the insurer.




6. Overview

of tools, main
conclusions and
observations
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Annex: Powers
available to NSAs



A) Powers aimed at restoring capital adequacy

% before

breach
Require an insurer to request additional provisioning or reserves | 76% |
Require an insurer to use net profits to strengthen own funds | 77%
Impose a temporary moratorium of payment flows | 79%
Require an insurer to call for cash injections by shareholders, T _8_3:0/_ -
parent or partner companies =
Require an insurer to get prior supervisory approval for any substantial capital U700 |
expenditure, material (financial) commitment or contingent liability Lo i
Require mandatory conversion of convertible bonds and other debt .'_éz'(,;)".
instruments, if available and possible L |

m Available m Available but restrictions apply m Not available

B) Powers affecting management and governance 7 2
% before
breach
Require the removal of members of the management body, directors .'_é;o/' -
or managers of the insurer L= ]
Require the reinforcement of governance arrangements, i 8_ 'o; -
internal controls and risk management systems - _6_ |
Impose a special audit | 89%
Appoint one or more special administrators or conservators | 78% |
Require an insurer to limit variable remuneration and bonuses | 85% |
Seek for Court's appointment of an Administrator | 57% |

m Available mAvailable but restrictions apply m Not available

C) Powers affecting the business and organisation

% before

breach
Restrict/prohibit the disposal of any asset without T _;1'0/' -
prior supervisory authorisation L]
Limit or restrict certain business lines and operations (e.g. to avoid .'_ég'o; -
certain risks, such as concentration, operational or liquidity risks) et
Require the insurer to limit intra-group asset transfers and transactions T _5;5_023_1'
and to limit asset transfers and transactions outside the group S i
Require additional reinsurance or changes to an insurer’s [—— i
. v 77%
reinsurance arrangements L i
Require the sale of subsidiaries | 86% |
Require the insurer to transfer the financing operations U690 |
to the parent company b i

m Available m Available but restrictions apply m Not available

D) Powers affecting the shareholders

% before
breach

Limit or restrict profit distributions to shareholders

Require commitment and/or actions from shareholders to support the insurer

m Available mAvailable but restrictions apply m Not available

Source: EIOPA (2017).

Note: Survey carried out in 2017 (sample: 30 NSAs). NSAs were asked to identify the powers they have at their disposal to intervene at an
early stage. The right-hand figure shows whether the power can also be exercised before the breach of the SCR.
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