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Responding to this paper  

 

EIOPA welcomes comments on th is consultation paper on the  opinion on the 2020 

review of Solvency II  and on the background document on the impact assessment .  

 

Comments are mos t helpful if they:  

¶ respond to the question stated, where applicable;  

¶ contain a clear rationale; and  

¶ describe any alternatives EIOPA should consider.  

 

Please send your com ments to EIOPA in the provided t emplate s for comments, by 
email cp-19 -006@eiopa.europa.eu , by 15 January 2020 .  

 

Contributions not provided in the template s for comments, or sent to a different 

email address, or after the deadline will not be processed.  

 

Publication of responses  

 

Contributio ns received will be published on EIOPAôs public website unless you 

request otherwise in the respective field in the template for comments. A standard 
confidentiality statement in an email message will not be treated as a request for 
non -disclosure.  

Please  note that EIOPA is subject to Regulation (EC) No 1049/2001 regarding 
public access to documents and EIOPAôs rules on public access to documents1.  

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

 

Data protection  

 

Please note that personal contact details (such as name of individuals, email 

addresses and phone numbers) will not be published. They will only be used to 
request clarifications if necessary on the information supplied.  

EIOPA, as a European Authority, will proc ess any personal data in line with 
Regulation (E U) 2018/1725 . More information on data protection can be found at 
https://eiopa.europa.eu/  under the heading óLegal noticeô. 

 
  

                                                           
1 Public Access to Documents  
 

mailto:cp-19-006@eiopa.europa.eu
https://eiopa.europa.eu/
https://eiopa.europa.eu/fileadmin/tx_dam/files/aboutceiops/Public-Access-(EIOPA-MB-11-051).pdf
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Executive summary  

This consultation pap er sets out technical advice for the review of Solvency II  

Directive . The advice is given in response to a call for advice from the European 

Commission. EIOPA will provide its final advice in June 2020.  

The call for advice comprises 19 separate topics. Br oadly speaking, these can be 

divided into three parts.  

Firstly, the review of the long term guarantee measures. These measures were 

always foreseen as being reviewed in 2020, as specified in the Omnibus II 

Directive. A number of different options are being  consulted on, notably on 

extrapolation and on the volatility adjustment.  

Secondly, the potential introduction of new regulatory tools in the  Solvency II  

Directive , notably on macro -prudential issues, recovery and resolution, and 

insurance guarantee scheme s. These new regulatory tools are considered 

thoroughly in the consultation.  

Thirdly, revisions to the existing Solvency II framework including in relation to 

freedom of services and establishment; reporting and disclosure; and the 

solvency capital requir ement. Given that the view of EIOPA is that overall the 

Solvency II framework is working well, the approach here has in general been 

one of evolution rather than revolution. The principal exceptions arise as a result 

either of supervisory experience, for e xample in relation to cross -border 

business; or of the wider economic context, in particular in relation to interest 

rate risk.  

The main specific considerations and proposals of this consultation paper are as 

follows:  

¶ Considerations to choose a later star ting point for the extrapolation of 

risk - free interest rates for the euro or to change the extrapolation method 

to take into account market inform ation beyond the starting point.  

¶ Considerations to change the calculation of the volatility adjustment to 

risk - free interest rates, in particular to address overshooting effects and 

to reflect the illiquidity of insuran ce liabilities.  

¶ The proposal to increase the calibration of the interest rate risk sub -

module in line with empirical evidence.  The proposal is cons istent with the 

technical advice EIOPA provided on the S olvency Capital Requirement 

standard formula in 2018.  

¶ The proposal to include macro -prudential tools in the Solvency II  

Directive . 

¶ The proposal to establish a minimum harmonised and comprehensive 

reco very and resolution framework for insurance . 

A background document to this  consultation paper includes a qualitative 

assessment of the combined impact of all proposed changes. EIOPA will collect 

data in order to assess the quantitative combined impact and to take it into 

account in the decision on the proposals to be included in the advice . Beyond the 

changes on interest rate risk EIOPA aims in general for a balanced impact of the 

proposals.  
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The following paragraphs summarise the main content of the consult ed advice 

per chapter.  

Long - term guarantees measures and measures on equity risk  

EIOPA considers to choose a later starting point for the extrapolation of risk - free 

interest rates for the euro or to change the extrapolation method to take into 

account mark et information beyond the starting point. Changes are considered 

with the aim to avoid the underestimation of technical provisions and wrong risk 

management incentives. The impact on the stability of solvency positions and 

the financial stability is taken into account.  

The paper sets out two approaches to calculate the volatility adjustment to the 

risk - free interest rates. Both approaches include application ratios to mitigate 

overshooting effects of the volatility adjustment and to take into account the 

il liquidity characteristics of the insurance liabilities the adjustment is applied to. 

One approach also establishes a clearer split between a permanent component 

of the adjustment and a macroeconomic component that only exists in times of 

wide spreads. The other approach takes into account the undertakings -specific 

investment allocation to further address overshooting effects.  

Regarding the matching adjustment to risk - free interest rates the proposal is 

made to recognise in the Solvency Capital Requirement s tandard formula 

diversification effects with regard to matching adjustment portfolios.  

The advice includes proposals to strengthen the public disclosure on the long -

term guarantees measures and the risk management provisions for those 

measures.  

The advice includes a review of the capital requirements for equity risk and 

proposals on the criteria for strategic equity investments and the calculation of 

long - term equity investments. Because of the introduction of the capital 

requirement on long - term equity inv estments EIOPA intends to advise that the 

duration -based equity risk sub -module is phased out.  

Technical provisions  

EIOPA identified a larger number of aspects in the calculation of the best 

estimate of technical provisions where divergent practices among undertakings 

or supervisors exist. For some of these issues, where EIOPAôs convergence tools 

cannot ensure consistent practices, the advice sets out proposals to clarify the 

legal framework, mainly on contract boundaries, the definition of expected 

profits  in future premiums and the expense assumptions for insurance 

undertakings that have discontinued one product type or even their whole 

business.  

With regard to the risk margin of technical provisions transfer values of 

insurance liabilities, the sensitivit y of the risk margin to interest rate changes 

and the calculation of the risk margin for undertakings that apply the matching 

adjustment or the volatility adjustment were analysed. The analysis did not 

result in a proposal to change the calculation of the risk margin.  
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Own funds  

EIOPA has reviewed the differences in tiering and limits approaches within the 

insurance and banking framework, utilising quantitative and qualitative 

assessment.  EIOPA has found that they are justifiable in view of the difference s 

in the business of both sectors.  

Solvency Capital Requirement standard formula  

EIOPA confirms its advice provided in 2018 to increase the calibration of the 

interest rate risk sub -module. The current calibration underestimates the risk 

and does not take into account the possibility of a steep fall of interest rate as 

experienced during the past years and the existence of negative interest rates.  

The review of the spread risk sub -module, of the correlation matrices for market 

risks, the treatment of non -pr oportional reinsurance, and the use of external 

ratings did not result in proposals for change.  

Minimum Capital Requirement  

Regarding t he calculation of the Minimum Capital Requirement it is suggested to 

update the risk factors for non - life insurance risk s in line with recent changes 

made to the risk factors for the S olvency Capital Requirement s tandard formula . 

Furthermore , p roposals are made to clarify the legal provisions on non -

compliance with the Minimum Capital Requirement.  

Reporting and disclosure  

The advice proposes changes to the frequency of the Regular Supervisory Report 

to supervisors in order to ensure that the reporting is proportionate and supports 

risk -based supervision. Suggestions are made to streamline and clarify  the 

expected content of  the Regular Supervisory Report with  the aim to support 

insurance undertakings in fulfilling their reporting task avoiding overlaps 

between different reporting requirements and to ensure a level playing field. 

Some reporting items are proposed for deletion  because the information is also 

available through other sources.  

The advice includes a review of the reporting templates for insurance groups 

that takes into account earlier EIOPA proposals on the templates of solo 

undertakings and group specificities.  

 

EIOPA proposes an auditing requirement for balance sheet at group level in order 

to improve the reliability and comparability of the disclosed information.  It is also 

suggested to delete the  requirement to translate  the summary of that report.  

Proportiona lity  

EIOPA has reviewed the rules for exempting insurance undertakings from the 

Solvency II  Directive , in particular the thresholds on the size of insurance 

business. As a result, EIOPA proposes to maintain the general approach to 

exemptions but to reinfor ce proportionality across the three pillars of the 
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Solvency II  Directive . Regarding thresholds EIOPA proposes to double the 

thresholds related to technical provisions and to allow Member States to increase 

the current threshold for premium income from the current amount of EUR 5 

million to up to EUR 25 million.  

EIOPA had reviewed the simplified calculation of the standard formula and 

proposed improvements in 2018. In addition to that the advice includes 

proposals to simplify the calculation of the counterp arty default risk module and 

for simplified approaches to immaterial risks.  

Proposals are made to improve the proportionality of the governance 

requirements for insurance and reinsurance undertakings, in particular on key 

functions, own risk and solvency a ssessment, written policies and administrative, 

management and supervisory bodies.    

Proposals to improve the proportionality in reporting and disclosure of Solvency 

II framework were made by EIOPA in a separate consultation in July 2019.  

Group supervisio n 

EIOPA proposes a number of regulatory changes to address the current legal 

uncertainties regarding supervision of insurance groups under the Solvency II  

Directive . This is a welcomed opportunity as the regulatory framework for 

groups was not very specifi c in many cases while in others it relies on the 

mutatis mutandis application of solo rules without much clarifications.  

In particular, there are policy proposals to ensure that the definitions applicable 

to groups, scope of application of group supervisio n and supervision of intra -

group transactions, including issues with third co untries. Other proposals focus  

on the rules governing the calculation of group solvency, including own funds 

requirements as well as any interaction with the Financial Conglomerat es 

Directive. The last section of the advice focuses on the uncertainties related to 

the application of governance requirements at group level.  

Freedom to provide services and freedom of establishment  

EIOPA further provides suggestions in relation to cross  border business, in 

particular to support efficient exchange of information among national 

supervisory authorities during the process of authorising insurance undertakings 

and in case of material changes in cross -border activities. It is further 

recommend ed to enhance EIOPA ôs role in the cooperation platforms that support 

the supervision of cross -border business.   

Macro -prudential policy  

EIOPA proposes to include the macroprudential perspective in the Solvency II  

Directive . Based on previous work, the adv ice develops a conceptual approach to 

systemic risk in insurance and then analyses the current existing tools in the 

Solvency II framework against the sources of systemic risk identified, concluding 

that there is the need for further improvements in the cu rrent framework.  

Against this background, EIOPA proposes a comprehensive framework, covering 

the tools initially considered by the European Commission (improvements in 

Own Risk and Solvency Assessment  and the prudent  person principle, as well as 
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the drafti ng of systemic risk and liquidity risk management plans), as well as 

other tools that EIOPA considers necessary to equip national supervisory 

authorities with sufficient powers to address the sources of systemic risk in 

insurance. Among the latter, EIOPA p roposes to grant national supervisory 

authorities with the power to require a capital surcharge for systemic risk, to 

define soft concentration thresholds, to require pre -emptive recovery and 

resolution plans and to impose a temporarily freeze on redemptio n rights in 

exceptional circumstances.  

Recovery and resolution  

EIOPA calls for a minimum harmonised and comprehensive recovery and 

resolution framework for (re)insurers to deliver increased policyholder protection 

and financial stability in the European Un ion. Harmonisation of the existing 

frameworks and the definition of a common approach to the fundamental 

elements of recovery and resolution will avoid the current fragmented landscape 

and facilitate cross -border cooperation.  

In the advice, EIOPA focuses o n the recovery measures including the request for 

pre -emptive recovery planning and early intervention measures. Subsequently, 

the advice covers all relevant aspects around the resolution process, such as the 

designation of a resolution authority, the reso lution objectives, the need for 

resolution planning and for a wide range of resolution powers to be exercised in 

a proportionate way. The last part of the advice is devoted to the triggers for 

early intervention, entry into recovery and into resolution.  

Other topics of the review  

The review of the ongoing appropriateness of the transitional provisions included 

in the Solvency II Directive did not result in a proposal for changes.  

With regard to the fit and proper requirements of the Solvency II Directive EIOPA 

proposes to clarify the position of national supervisory authorities on the ongoing 

supervision of propriety of board members and that they should have effective 

powers in case qualifying shareholders are not proper. Further advice is provided 

in orde r to increase the efficiency and intensity of propriety assessments in 

complex cross -border cases by providing the possibility of joint assessment and 

use of EIOPA ôs powers to assist where supervisors cannot reach a common view.   

Impact assessment  

This co nsultation paper  is accompanied with a background document setting out 

an analysis of the costs and benefits of the main options considered in each section 

of the consultation paper . Such analysis includes a qualitative assessment of the 

costs and benefits  for stakeholders, including policyholders, industry and 

supervisors. For technical options on certain topics, it also includes a quantitative 

assessment of costs. In addition, a holistic impact assessment has been developed 

to provide a comprehensive over view of the combined impact of the proposed 

legislative changes in all areas concerned; including the impact on the objectives 

of the 2020 review of the Solvency II Directive and the expected costs for the 

industry. The qualitative analysis will  be supplem ented with the analysis of the 

data gathered though the information request to national supervisory authorities 
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and insurance and reinsurance undertakings in parallel to the public consultation.  

In 2020 EIOPA will also collect data on the combined impact o f the proposed 

changes.  

Length of the consultation document  

The consultation paper is a long document. This reflects the unprecedentedly 

wide number of topics on which advice is sought as well as EIOPAôs desire to be 

transparent on the basis for its propo sed opinion by for example including 

significant amounts of analysis of different policy options.  

To aid the reader the chapters have a common structure. Moreover, EIOPAôs 

proposed advice is highlighted in a blue box towards the end of each chapter, 

and th ese blue boxes are a good place to start for those readers who do not 

need to consider some or all of the issues in detail.  
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1.  Introduction  

1.1  On 1 January 2016, Directive 2009/138/EC of the European Parliament and 

of the Council on the taking -up and pursuit of the business of Insurance and 

Reinsurance 2 (hereafter ñSolvency II Directiveò) entered into application. 

1.2  The Solvency II  Directive provides that certain areas of the framework should 

be reviewed by the European Commission at the latest by 1 January 2021 , 

namely:  

¶ long - term guarantees measures and measures on equity risk,  

¶ methods, assumptions and standard parameters used when calculating 

the Solvency Capital Requirement standard formula,  

¶ Member Statesô rules and supervisory authoritiesô practices regarding 

the calculation of the Minimum Capital Requirement,  

¶ group supervision and capital management within a group of insurance 

or reinsurance undertakings.  

1.3  Against that background, the European Commission issued a request to 

EIOPA for technical advice on the re view of the Solvency II Directive in 

February 2019 (call for advice ï CfA). The CfA covers 19 topics. In addition 

to topics that fall under the four areas mentioned above, the following topics 

are included:  

¶ transitional measures  

¶ risk margin  

¶ Capital Markets  Union aspects  

¶ macroprudential issues  

¶ recovery and resolution  

¶ insurance guarantee schemes  

¶ freedom to provide services and freedom of establishment  

¶ reporting and disclosure  

¶ proportionality and thresholds  

¶ best estimate  

¶ own funds at solo level  

1.4  EIOPA is reques ted to provide technical advice by 30 June 2020.  

1.5  EIOPA will provide its tech nical advice in the form of an o pinion, in line with 

the requirement of Article 77f(2) of the Solvency II Directive to provide an 

opinion on the assessment of the application of th e long - term guarantees 

measures and measures on equity risk.  

                                                           
2 OJ L 335, 17.12.2009, p.1 .   
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1.6  This consultation paper sets out advice on all of these topics except two 

where advice was put into consultation at an earlier date:  

¶ reporting and disclosure with regard to general issues, indivi dual 

quantitative reporting templates, the Solvency and Financial Condition 

Report, narrative supervisory reporting and financial stability reporting,  

¶ insurance guarantee schemes.  

1.7  Consultation papers on both topics were published on 12 July 2019. The 

consu ltation will end on 18 October 2019.  

1.8  The review of Solvency II is broad but will leave the fundamentals of Solvency 

II unchanged. As stated by the European Commission i n the letter 

accompanying the CfA:  

ñ[é] the fundamental principles of the Solvency II Directive should not be 

questioned in the review (including the confidence level underlying the 

calibration of capital requirements and the market -consistent valuation) 

[é]ò 

1.9  This approach is in line with EIOPAôs perception that the introduction of 

Solvency II has largely been a success. In particular, a risk -based approach 

to assess and mitigate risks is applied, the insurance industry has better 

aligned capital to the risks it runs, governance models and their risk 

management capacity have been significantl y strengthened and insurers 

throughout Europe use harmonised templates for supervisory reporting, 

instead of a patchwork of national templates.  

1.10  EIOPA base s its contribution to the review also on  its  previous work, in 

particular on:  

¶ annual reports on the lo ng - term guarantees measures and measures on 

equity risk for the years 2016 to 2018,  

¶ technical advice on the on the review of specific items in the Solvency II 

Delegated Regulation (SCR review) in 2017 and 2018,  

¶ three papers on macro prudential policy in ins urance 2017 to 2018,  

¶ an Opinion on recovery an resolution in 2017,  

¶ a discussion paper on guarantee schemes 2018,  

¶ a report on group supervision and capital management 2018 , 

¶ a discussion paper on systemic risks and macroprudential policy in 

insurance 2019.  

1.11  EIOPA is committed to include in its technical advice an impact assessment 

of all relevant effects, qualitative and quantitative, both for the individual 

proposals and for the combination of all proposals (holistic impact 

assessment). At this stage of the r eview, however, the holistic impact can 

primarily be assessed only qualitatively. EIOPA will carry out information 

request to national supervisory authorities (NSAs) and the insurance industry 
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in parallel to this consultation as well as in 2020 in order to  collect the 

necessary data for the impact assessment.  

1.12  Responding to this consultation is not the only way stakeholders are involved 

in the review. In particular, a stakeholder event on the review is planned for 

December 2019.  

1.13  More information on EIOPAôs approach to the impact assessment and 

stakeholder involvement in the review can be found in the background 

document on the impact assessment that was published together with this 

consultation paper . 
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2.  LTG measures and measures on equity risk  

2.1.  Introduction  

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

measures (LTG measures) and measures on equity risk:  

Articles  Name of the measure  

77a  Extrapolation of the risk - free interest rates  

77b, 77c  Matching adjustment (MA)  

77d  Volatility a djustment (VA)  

106  Symmetric adjustment mechanism to the 

equity risk charge  

138(4)  Extension of the recovery period  

304  Duration -based equity risk sub -module  

308c  Transitional on the risk - free rate  

308d  Transitional on technical provisions  

 

2.2  The LTG m easures were introduced in the Solvency II Directive through 

Directive 2014/51/EU of the European Parliament and of the Council of 16 

April 2014 amending Directives 2003/71/EC and 2009/138/EC and 

Regulations (EC) No 1060/2009, (EU) No 1094/2010 and (EU) No  1095/2010 

in respect of the powers of the European Supervisory Authority (European 

Insurance and Occupational Pensions Authority) and the European 

Supervisory Authority (European Securities and Markets Authority) (Omnibus 

II Directive) 3 in order to ensure  an appropriate treatment of insurance 

products that include long - term guarantees. The measures on equity risk 

should ensure an appropriate measurement of the risks arising from changes 

in the level of equity prices in setting the capital requirement for i nsurance 

and reinsurance undertakings.    

2.3  Article 77f of the Solvency II Directive requires a review of the LTG measures 

and the measures on equity risk by 1 January 2021. The review consists of 

the following elements:  

¶ EIOPA annually reports on the impact of the application of the LTG 

measures and the measures on equity risk to the European Parliament, 

the Council and the Commission.  

¶ EIOPA provides an opinion on the assessment of the application of the 

LTG measures and the measures on equity risk to the Co mmission.  

2.4  Based on the opinion submitted by EIOPA the European Commission submits 

a report on the impact of the LTG measures and the measures on equity risk 

                                                           
3 OJ L 153, 22.05.2014, p.1  
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to the European Parliament and to the Council. The report will be 

accompanied, if necessary, by leg islative proposals.  

2.5  EIOPA has provided reports on LTG measures and the measures on equity 

risk (LTG reports) for the years 2016, 2017 and 2018. 4 The report for 2019 

will be published in December 2019. EIOPA will provide the last LTG report 

in December 2020 .  

2.6  The LTG reports are factual and do not include recommendations on the 

measures. They present information on the use of the measures and on their 

impact on the financial position of undertakings, on policyholder protection, 

on the investments of undertak ings, on consumers and products, on 

competition and level playing field in the EU insurance market and on 

financial stability. In addition the first three reports had different thematic 

foci. The LTG report 2016 analysed in particular the approval processe s for 

the measures and the technical information on the relevant risk - free interest 

rate term structures and on the symmetric adjustment to the equity risk 

charge. The LTG report 2017 put a focus on the public disclosure on the 

measures by undertakings and  the LTG report 2018 on the risk management 

of undertakings in relation to the measures. The LTG reports are in particular 

based on the responses to annual information requests to NSAs and 

insurance and reinsurance undertakings.  

2.7  Related to the review of t he LTG measures and measures on equity risk 

EIOPA received a Call for I nformation  from the European Commission in April 

2018. 5 Accordingly , EIOPA should provide information on the liquidity of 

insurance liabilities, on the asset management of insurance und ertakings, in 

particular the holding period of assets, on LTG measures and on the market 

valuation of insurance liabilities. EIOPA will resp ond to the call in December 

2019 . The response will be published on EIOPAôs website. In order to collect 

information  for response EIOPA issued a request to stakeholders for feedback 

on illiquid liabilities in 2018. 6  

2.8  For the purpose of this Opinion EIOPA carried out an information request to 

the NSAs and to the insurance industr y from May to June 2019 on the LTG 

measure s, the dynamic volatility adjustment and long - term illiquid liabilities. 7 

2.9  The draft advice on LTG measures and measures on equity risk provided in 

this consultation paper is in particular based on that information request, the 

                                                           
4 See https://eiopa.europa.eu/Publications/Resp onses/EIOPA -BoS-16 -

279_LTG_REPORT_2016.pdf ,  https://eiopa.europa.eu/Publications/Reports/2017 -12 -
20%20LTG%20Report%202017.pdf  and https://eiopa.europa.eu/Publications/Reports/2018 -12 -
18%20_LTG%20AnnualReport2018.pdf .  
5 See 

https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information
%202018 -04 -25.pdf .  
6 See https://eiopa.europa.eu/Pages/News/EIOPA -CP-18 -004 -Request - for - feedback -on- Illiquid -

Liabilities --- Request - for - information - from - the -European -Commissio1029 -9509.aspx .  
7 See https://eiopa.europa.eu/regulation -supervision/insurance/long - term -guarantees - review .  

https://eiopa.europa.eu/Publications/Responses/EIOPA-BoS-16-279_LTG_REPORT_2016.pdf
https://eiopa.europa.eu/Publications/Responses/EIOPA-BoS-16-279_LTG_REPORT_2016.pdf
https://eiopa.europa.eu/Publications/Reports/2017-12-20%20LTG%20Report%202017.pdf
https://eiopa.europa.eu/Publications/Reports/2017-12-20%20LTG%20Report%202017.pdf
https://eiopa.europa.eu/Publications/Reports/2018-12-18%20_LTG%20AnnualReport2018.pdf
https://eiopa.europa.eu/Publications/Reports/2018-12-18%20_LTG%20AnnualReport2018.pdf
https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information%202018-04-25.pdf
https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information%202018-04-25.pdf
https://eiopa.europa.eu/Pages/News/EIOPA-CP-18-004-Request-for-feedback-on-Illiquid-Liabilities---Request-for-information-from-the-European-Commissio1029-9509.aspx
https://eiopa.europa.eu/Pages/News/EIOPA-CP-18-004-Request-for-feedback-on-Illiquid-Liabilities---Request-for-information-from-the-European-Commissio1029-9509.aspx
https://eiopa.europa.eu/regulation-supervision/insurance/long-term-guarantees-review
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LTG reports 2016 to 2018 and the preparatory work to respond to the Call 

for Information.  

2.2.  Extrapolation of risk - free interest rates  

2.2.1.  Extract from the call for advice  

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

In order to ensure that the rules applicable  to the last liquid point in the 
Solvency II Risk - free interest rate term structure ensure its stability in 

different market situations, including market crisis situations and periods of 
increasing interest rates, EIOPA is asked to provide evidence, for al l 

currencies of the Union, on criteria to determine the last liquid point. As a 
minimum, evidence should be provided on the value of the last liquid point 
in accordance with the following criteria  

¶ the depth, liquidity and transparency of swap and bond mark ets in a 
currency ;  

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

¶ for all relevant maturities, the cumulative value of bonds with maturitie s 
larger than or equal to the relevant maturity in relation to the volume of 

bonds in the market .  

This evidence should be provided at the very least for the time period 2016 -
2018, and ideally several years further in the past, including to the extent 

poss ible periods of market stresses and increased interest rates, and be 
accompanied by a variation analysis of those parameters relevant for 

determining the last liquid point per currency.  

If EIOPAôs analysis suggests inappropriateness of any currently implemented 
last liquid points, EIOPA is requested to provide a comprehensive impact 

assessment of potential modifications to these last liquid points on volatility 
of insurance and reinsurance undertakingsô own funds and solvency coverage 

ratio, as well as on f inancial stability. This impact assessment should be 
provided in a sufficient level of detail, as a minimum on country level.  

 

2.2.2.  Previous a dvice  

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

in respect of the determination of risk - free interest rates for the valuation of 

technical provisions. This included, amongst others, a s et of criteria which 

the relevant risk - free interest rate term structure should meet:  

a)  No credit risk: the rates should be free of credit risk.  

b)  Realism: it should be possible to earn the rates in practice.  

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

https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Final-Advice-on-TP-Risk-free-rate.pdf#search=CEIOPS%20interest%20rate
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d)  High liquidity: the rates should be based on financial instruments from 

deep, liquid and transparent markets.  

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

2.11  Regarding long maturities, CEIOPS stated that the extrapol ation of the risk -

free curve significantly impacts the present value of long term insurance 

liabilities and that therefore the technique of extrapolation needs to adhere 

to these criteria, with the exception of liquidity. Moreover, CEIOPS noted that 

ñhigh volatility of long - term discount rates can cause substantial changes in 

the value of liabilities and thereby lead to procyclical effectsò. Therefore, 

CEIOPS proposed that next to meeting the above criteria, the choice of the 

extrapolation technique should also take into account the effect on financial 

stability. CEIOPS did not prescribe a method for extrapolation at this stage 

but intended to set out a set of principles during the Level 3 process.  

2.12  This advice was followed by a quantitative impact study (QIS  5) in 2010 

where a concrete set of interest rate term structures had to be determined. 

For that purpose, the non -extrapolated part of the risk - free interest rate 

curves was delivered by the industry. Instead of basing the curve on available 

government bon d rates (as CEIOPS had advised), inter -bank swap rates 

adjusted for credit risk were used as an input for the non -extrapolated part 

of the curve. The extrapolation based on this input was performed by EIOPA 8. 

For that purpose, a macroeconomic extrapolation  technique was chosen to 

arrive at the extrapolation beyond the last available data point. This 

technique is quite similar to the current way of extrapolating the interest rate 

term structure as it was already based on the Smith -Wilson methodology and 

the assumption of an ultimate forward rate (UFR) which was at those days 

set at 4.2% for most of the currencies.  

2.13  The discussion on the adequacy of the extrapolation method and its 

parametrization continued following the QIS5 exercise and was part of the 

negot iations on the Omnibus II Directive on the ñLTG packageò starting in 

2011. A further impact study, the so -called long - term guarantees 

assessment, was performed by EIOPA at request of the legislator, and 

technical findings 9 were provided in 2013, including technical findings on the 

extrapolation. The focus of this assessment was the specification of the 

convergence speed to the UFR, not the setting of the UFR nor the choice of 

the last liquid point (LLP) being the maturity where the extrapolation starts. 10  

Therefore, EIOPA did not provide recommendations in this respect. The 

report however noted, in line with the previous CEIOPS advice, that the 

                                                           
8 For further background see https://eiopa.europa.eu/Publications/QIS/ceiops -paper -

extrapolation - risk - free - rates_en -20100802.pdf#search=CEIOPS%20interest%20rate  
9 See 

https://eiopa.europa.eu/Publications/Reports/EIOPA_LTGA_Report_14_June_2013_01.pdf#search
=long%2Dterm%20guarantee%20assessm ent  
10  The Terms of Reference  for the long - term guarantees assessment stipulated that only a 

proposal for the speed of convergence should be tested  

https://eiopa.europa.eu/Publications/QIS/ceiops-paper-extrapolation-risk-free-rates_en-20100802.pdf#search=CEIOPS%20interest%20rate
https://eiopa.europa.eu/Publications/QIS/ceiops-paper-extrapolation-risk-free-rates_en-20100802.pdf#search=CEIOPS%20interest%20rate
https://eiopa.europa.eu/Publications/Reports/EIOPA_LTGA_Report_14_June_2013_01.pdf#search=long%2Dterm%20guarantee%20assessment
https://eiopa.europa.eu/Publications/Reports/EIOPA_LTGA_Report_14_June_2013_01.pdf#search=long%2Dterm%20guarantee%20assessment


19  

extrapolation technique has a strong influence on the variability over time of 

technical provisions of insurance con tracts providing long - term guarantees. 

The report reflected that an appropriate balance is necessary in order to 

reconcile the aim of financial stability (overcoming volatility) with the aim to 

provide for a realistic valuation according to market practice s (prevention of 

bad risk management incentives).  

2.2.3.  Relevant legal provisions  

2.14  The determination of the risk - free interest rate term structure and in 

particular the extrapolation is specified in Article 77a of the Solvency II 

Directive and Articles 43 to 48 of Commission Delegated Regulation  (EU) 

2015/35 of 10 October 2014 supplementing Directive 2009/138/EC of the 

European Parliament and of the Council on the taking -up and pursuit of the 

business of Insurance and Reinsurance (Solvency II) 11  (Delegated 

Regulat ion) . According to Art. 43 of the Delegated Regulation, insurance and 

reinsurance undertakings shall be able to earn the rates in a risk - free manner 

in practice and the rates shall be reliably determined based on financial 

instruments traded in a deep, liq uid and transparent financial market The 

preference as reference instrument is set out to be interest rate swap rates 

(cf. Article 44 (1) of the Delegated Regulation). The extrapolation method is 

based on forward rates converging to a UFR that takes accoun t of 

expectations of the long - term real interest rate and of expected inflation (cf. 

Article 77a, 4th sentence of the Directive and Article 47 of the Delegated 

Regulation). Further specifications on the UFR are set out in Article 47 of the 

Delegated Regula tion.  

2.15  With respect to the UFR, EIOPA developed a methodology allowing for a 

regular quantification of the size of the UFR, which was published in April 

2017. 12  The determination of the risk - free interest rate term structures, 

including the setting of the U FR and the determination of the currently 

applied last liquid points for all currencies is set out in EIOPAs technical 

documentation on the risk - free interest rate 13 . 

2.16  The last liquid points for all currencies are derived on the basis of a ñDLT 

assessmentò which analyses whether the individual maturities of the 

reference instruments can be derived from deep, liquid and transparent 

(DLT) markets. Only financial instruments which are considered to stem from 

DLT markets are included in the determination of the r isk - free interest rate 

term structure. The interest rates for the missing maturities are interpolated 

and extrapolated on the basis of the Smith -Wilson method. Article 77a of the 

                                                           
11  OJ L 12, 17.1.2015, p.1.  
12  See https://eiopa.europa.eu/Pages/News/EIOPA -sets -out - the -Methodology - to -Derive -The-

Ultimate -Forward -Rate.aspx  
13  See https://eiopa.europa.eu/Publications/Standards/Technical Documentation %2831 Jan 

2018%29.pdf  

https://eiopa.europa.eu/Publications/Standards/Technical%20Documentation%20%2831%20Jan%202018%29.pdf
https://eiopa.europa.eu/Publications/Standards/Technical%20Documentation%20%2831%20Jan%202018%29.pdf
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Solvency II Directive sets out that the determination of the relevant risk - fr ee 

rate term structure should also take into account whether the market for 

bonds is deep, liquid and transparent. It stipulates that for maturities where 

the markets for the relevant financial instruments or for bonds are no longer 

DLT, the relevant risk - free interest rate term structure shall be extrapolated.   

2.17  Recital 30 of the Omnibus II Directive specifies that the LLP for the euro 

under market conditions similar to those at the date of entry into force of 

that Directive to be at a maturity of 20 years.  It also sets a target for the 

determination of the risk - free interest rate term structure in outlining that it 

should avoid artificial volatility of technical provisions and eligible own funds 

and provide an incentive for good risk management.  

2.18  Recital 21 of the Delegated Regulation further specifies the so -called 

ñresidual volume criterionò for the euro. This states that Ăéthe market for 

bonds denominated in euro should not be regarded as deep and liquid where 

the cumulative volume of bonds with maturities  larger than or equal to the 

last maturity is less than 6 percent of the volume of all bonds in that market.ñ  

2.19  The risk - free interest rates for the euro are derived from swap rates. The LLP 

applied for these interest rates is currently 20 years. The choice  of this LLP 

is not based on the liquidity of swap markets, but as mentioned above the 

result of several provisions of Solvency II that restrict the LLP:  

2.20  Article 77a requires that bond markets are deep, liquid and transparent up 

to the LLP, also where the  interest rates are derived from swaps. 14  

2.21  Recital 30 of the Omnibus II Directive states that is should be possible to 

match liability cash - flows up to the LLP with bond cash - flows (matching 

criterion).  

2.22  Recital 30 further states that under market conditions  similar to those at the 

date of entry into force of the Omnibus II Directive the LLP for the euro should 

be 20 years.  

2.23  In June 2017 EIOPA adopted a new methodology for carrying out the deep, 

liquid and transparent assessment of financial markets (DLT asses sment). 

According to that methodology, as applied on data for 2016 and 2017, the 

maturities for which the swap market for the euro is deep, liquid and 

transparent are 1 to 15, 20, 25, 30, 40 and 50 years. The assessment further 

showed that the depth and li quidity for the maturity of 30 years was higher 

than that of 20 years.  

2.2.4.  Identification of the issue  

2.24  Reliability and robustness of the term structure (also in times of market 

turbulence or crisis) are important prerequisites to ensure a robust 

supervisory s ystem. Limiting volatility of long - term discount rates might limit 

                                                           
14  See al so recital 21 of the Delegated Regulation  
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pro -cyclical effects and thus have a positive impact on financial stability. On 

the other hand, market consistency and the use of market information from 

deep, liquid and transparent market s foster adequate risk management and 

ensure an adequate level of technical provisions also having a positive impact 

on financial stability.  

2.25  In the last years, EIOPA gathered NSAs experience with the different LTG 

measures including the extrapolation and s hared these findings via the yearly 

LTG reports. Different experience was reported by NSAs mirroring the above -

mentioned conflict between market consistency and stability of the interest 

rate term structure. 15  Responses received particularly focussed on the  LLP 

being set to 20 years for the euro. NSAs did not emphasise the need to 

reassess the current derivation of the UFR or the choice of the speed of 

convergence.  

2.26  The European Systemic Risk Board (ESRB) published a report on the macro 

prudential consequence s of regulatory risk - free yield curves in August 

2017. 16  The report identified four requirements for regulatory risk - free 

interest rates: realistic estimate of the time value of money, consistent 

application, adequate risk management and limiting procyclica lity. Based on 

these requirements the report proposes with regards to Solvency II in 

particular to extend the LLP for the euro from 20 to 30 years, extending the 

convergence speed from 40 to 100 years and blending the extrapolated part 

of the curve partly with market data. Under current market conditions these 

proposals would result in lower risk - free interest rates. The report notes that 

the exact impact of changes to the risk -free interest rates on the insurersô 

solvency should be carefully assessed befor e arriving at a conclusion. The 

following sub -sections outline a number of issues which are relevant for an 

assessment of the setting of the LLP for the euro.  

2.27  The information requests performed in the last couple of years by EIOPA on 

the impact of the ext rapolation on undertakingôs solvency position captured 

the sensitivity with respect to the LLP as well as of the convergence speed 

and UFR. Of those three parameters, the results identified the LLP to be the 

most sensitive one in terms of impact on underta kingôs solvency position.  

2.28  Against this background, the LLP for the euro being set at 20 years was 

identified to be the major issue to review with respect to extrapolation of 

risk - free interest rates. However, it is noted that any implications of the LLP 

always need to be considered jointly with the setting and calibration of the 

convergence speed and UFR.  

                                                           
15  See for example page 81 of LTG report 2018  
16  See ESRB: Regulatory risk - free yield curve properties and macro p rudential consequences, 

August 2017,  

https://www.esrb.europa.eu/pub/pdf/reports/esrb.reports170817_regulatoryriskfreeyieltcurveprop
erties.en.pdf.  

https://eiopa.europa.eu/Publications/Reports/2018-12-18%20_LTG%20AnnualReport2018.pdf
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2.29  The following sub -sections outline a number of issues which are relevant for 

an assessment of the setting of the LLP for the Euro.  

2.2.4.1.  Issue I ï Underestima tion of technical provisions  

2.30  The setting of the LLP implicitly impacts the size of interest rates in the 

extrapolated part of the interest rate term structure. Starting with the LLP, 

the extrapolation method ensures that interest rates converge smoothly to  

the ultimate forward rate. Market information for maturities after the LLP are 

not taken into account in the interest rate term structure; the extrapolated 

interest rates can therefore significantly diverge from market rates.  

2.31  The following graph illustra tes the difference in interest rate term structures 

as at year -end 2018 for the euro comparing the LLP of 20 years with an LLP 

of 30 or 50 years.   

 

2.32  After the LLP interest rates converge to the UFR, which is set at 4.05% at 

year -end 2018. As the UFR is hig her than the interest rate at the LLP, this 

leads to an increase of interest rates after the LLP; the larger this difference 

the steeper the increase after the LLP. This effect is symmetric -  if the UFR 

was lower than the level of the interest rate at the LLP, the extrapolation 

would lead to a decrease of interest rates after the LLP. The size of such 

effects depends on how the current interest rate level at the LLP compares 

to the level of the UFR ï the nearer they are, the flatter the forward rate 

curve i n the extrapolated part and the less relevant is the choice of the LLP 

for the extrapolated interest rates becomes.  

2.33  The same holds for the convergence speed. The current setting of the 

convergence speed to 40 years leads to a situation that the UFR is reac hed 

after 60 years for the euro. Where the convergence speed would be reduced, 

e.g. to 100 years as proposed by the ESRB, more weight would be given to 

the market rates and the UFR would be reached far later. This would also 

increase market consistency.  

2.34  In  the current low interest rate environment, the difference between the UFR 

(since end of March 2019 at 3.90% for the euro) and the level of swap rates 
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at 20, 30 or 50 years is still high, resulting in a high difference between the 

observed level of swap ra tes and the extrapolated rates.  This fosters the 

supervisory concern that the technical provisions are underestimated as 

interest rates for long - term maturities (and thus long - term liabilities) are 

discounted with too optimistic interest rate assumptions. In a situation where 

a transfer of liabilities is necessary (e.g. where an  undertaking no longer 

complies with its SCR and/or MCR ), this leads to the risk that technical 

provisions may not be sufficient to transfer the liabilities which might then 

put po licyholders at risk where rights need to be cut.  

2.35  In the undertakingsô balance sheet, this deficiency would show up in those 

future years where the difference between observed swap rates and 

extrapolated rates persists and undertakings actually earn a lower  rate than 

the interest rate used to calculate their technical provisions. In that situation, 

the undertakings incur losses each year that reduce their own funds. Where 

insurers have long - term liabilities valued with risk - free interest rates that are 

too h igh, persisting losses from inappropriate discounting (where 

extrapolated rates are persistently higher than market rates) may make their 

financial situation deteriorate and put policyholders at risk. Similarly, if 

extrapolated rates would be below market rates undertaking incur yearly 

gains, increasing their own funds every year.  

2.36  This deficiency could also put at risk the protection of policyholders and 

beneficiaries where undertakings pay out dividends or do other voluntary 

capital distributions in times  where technical provisions are underestimated. 

This would lower the capital basis although this amount of own funds could 

still be required to ensure sustainable solvency positions in the future where 

interest rates persist to be lower than the extrapolat ed risk - free interest 

rates.  

2.37  Future decreases of the UFR mitigates the issue but does not solve it since 

the level of the UFR is only decreasing slowly and will stay above current 

market rates because. The reason for the slow decrease is that the UFR 

chang es at maximum by 15 bps per year and that its real rate component is 

a long - term average (since 1961). Furthermore the UFR includes an inflation 

component of 2 percentage points and only gets lower than that amount 

when the long - term historical average of real rates becomes negative.  

2.2.4.2.  Issue II ï Risk management incentives  

2.38  The determination of the LLP is not only relevant for the magnitude of risk -

free interest rates and consequentially the size of technical provisions and 

the solvency position of undertaking s. There are wider implications for the 

governance of an undertaking.  

2.39  Where the extrapolated risk - free interest rates differ from the market rates, 

undertakings need to decide whether they hedge the risk as it is reflected in 

their solvency balance sheet or whether they hedge the risk that actually 
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exists in the financial markets. Whether this makes a difference depends on 

whether undertakings have liabilities with maturities exceeding the LLP. 

Where the hedging is based on the extrapolated risk - free inter est rates 17 , it 

reduces the volatility of Solvency II own funds, at least in the short term, but 

may leave the insurer exposed to the risks of financial markets in the long 

run. On the other hand, where undertakings decide to hedge the risks of the 

financia l market, it may increase the volatility of their Solvency II own funds. 

For that reason the lower LLP may incentivise undertakings to base the 

hedging on the extrapolated risk - free interest rates instead of hedging the 

actual risk in financial markets.  

2.40  The differences between hedging the risks of financial markets and hedging 

the extrapolated term structure is illustrated by a sensitivity analysis.  The 

figure below shows the interest rate sensitivities measured in basis point 

value (PVBP) to euro swap rat es with different maturities if the euro liability 

cash flows were discounted with the current basic risk free rate term 

structure for the euro (LLP:  20) or a term structure based on market interest 

rates with a flat extrapolation after a maturity of 50 ye ars (market flat). The 

euro liability cash - flows were taken from the illiquidity information request 18  

(see the next figure below). The discounted value of these cash flows with 

the current basic risk free rate term structure equals 3,600 billion euros.  

2.41  As an example, a decrease in all DLT swap rates with maturities 8 to 12 years 

with one basis point would increase the discounted value of these cash flows 

by approximately 1 billion euros. To hedge against changes in swap rates 

with these maturities undertak ings would have to buy bonds or swaps with 

these maturities and match this basis point value. Similarly, a decrease of 

the 15 year euro swap rate with one basis point implies a, counterintuitive, 

decrease in the discounted value of the liabilities of 1 bil lion euros. Where 

undertakings hedge the extrapolated term structure against changes in the 

swap rate with a maturity of 15 years they would have to (short - )sell bonds 

and swaps with a 15 year maturity to match this negative basis point value. 

(Short - )sell ing bonds and swaps would match the sensitivity of the regulatory 

valuation of the liabilities, but is not a cash flow match as the cash flows 

around the maturity of 15 years are all positive. Matching the regulatory 

value of the liabilities would also imp ly to buy 4 billion euro PVBP of bonds 

and swaps with a maturity of 20 years and no bonds and swaps beyond the 

LLP of 20 years. These sensitivities are a consequence of the Smith -Wilson 

extrapolation method in which the 15 -20 year swap rate difference affe cts 

the extrapolation after the LLP of 20 years. On the other hand, where 

                                                           
17  See for example: Greenwood, Robin M. and Vissing -Jorgensen, Annette, The Impact of Pensions 

and Insurance o n Global Yield Curves (December 29, 2018). Harvard Business School Finance 
Working Paper No. 18 -109. Available at SSRN: https://ssrn.com/abstract=3196068 or 
http://dx .doi.org/10.2139/ssrn.3196068  
18  See https://eiopa.europa.eu/regulation -supervision/insuran ce/long - term -guarantees - review . 
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undertakings do hedge the risk in financial markets it would however have 

unintended consequences in the solvency balance sheets.  

2.42  The column óallô is the total interest rate sensitivity measured in PVBP if all 

DLT swap rates decrease by 1 basis point. In such a scenario the discounted 

value of the euro liability cash flows increases by a bit over 4 billion euros. 

The current basic risk free interest rate term structure for the euro th us 

reduces the total interest rate sensitivity to interest rate changes with 

approximately 30 percent, from 6 billion euros to a bit over 4 billion euros. 

To hedge the total interest rate sensitivity undertakings it would thus suffice 

to just match the lia bility cash flows for 70 percent. Thus, undertakings 

hedging the risks in financial markets for more than 70 percent will typically 

experience a higher volatility of excess of assets over liabilities than 

undertakings that hedge for 70 percent.  
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2.43  If no sufficient bonds and loans are available to match liability cash - flows for 

maturities beyond the LLP undertakings may use derivatives to hedge these 

risks. Provided that the hedging instruments are understood by the insurer, 

their application can be an effective risk -mitigation technique.  

2.44  Overall, the LTG reports illustrated that the relevance of Solvency II 

requirements in the decision making process of insurance undertakingsô 

investment decisions differ across different markets in Europe. 19  The 

relevanc e of Solvency II requirements was identified to depend on local pre -

requisites, such as e.g. the presence and design of local statutory 

requirements or national tax regulations.  

2.45  However, where the Solvency II requirements play a relevant role in 

investmen t decisions of insurance undertakings, any deviation of the interest 

rate term structure used for the valuation of technical provisions from 

observable market prices may give the wrong incentives for adequate risk 

management.  

2.46  This was reported to be the c ase for one NSA which identified that the ALM 

considerations and resulting decisions are particularly relevant when the SCR 

ratio falls below a threshold; i.e. after an SCR breach an undertaking 

matching its liabilities beyond the LLP to a large extent may  feel itself forced 

to reduce the amount of cash flow matching as the large extent of cash flow 

matching implies higher regulatory own fund volatility and may thus further 

weaken its solvency position.  

2.47  No specific observations or evidence on negative risk  management incentives 

were observed by the other NSAs.  

2.2.4.3.  Issue III ï Stability of the solvency position and impact on 

financial stability  

2.48  The volatility of interest rates used for the valuation of technical provisions 

affects the volatility of technical pro visions. The extent to which the volatility 

of interest rates translates to a volatility of technical provisions and own 

funds depends on the specifics of the risk profile of the undertaking 

concerned, on the term of the liabilities and in particular on th e degree of 

matching between asset and liability cash flows.  

2.49  Where undertakings are closely matched for all maturities, a deviation of the 

interest rate curve for the valuation of technical provisions from market 

information increases the volatility of own  funds. Where undertakings have 

very long - term liabilities and are not closely matched with corresponding 

assets, an early start of the extrapolation increases the stability of technical 

provisions and own funds.  

                                                           
19  See in particular the thematic focus on risk management in the LTG report 2018  
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2.50  There are concerns that undertakings in th at situation may exhibit procyclical 

investment behaviour when interest rates fall. The undertakings could buy 

long - term swaps in order to improve their matching and reduce their interest 

risk charge. This could put further pressure on the swap rates. Such  

behaviour was analysed by the Bank for International Settlement 20  and it was 

found that ñdeclining long-term interest rates tend to widen the negative 

duration gap between the assets and liabilities of insurers and pension funds, 

and any attempted rebalanc ing by increasing asset duration results in further 

downward pressure on interest rates.ò The study also acknowledges that 

ñduration-matching strategies of long - term investors can amplify movements 

in long -term interest ratesò.  

2.51  On the other hand, the stud y also shows that this behaviour does not depend 

on market -consistent regulatory requirements. The study reports that from 

2009 to 2014, i.e. before Solvency II when regulatory discount rates in 

Germany were static, ñGerman insurance firms have tended to exhibit an 

abnormally strong demand response to a change in the price of long duration 

bonds; that is they demanded more bonds with higher duration when their 

prices (yields) were rising (falling).ò A change of the LLP of risk-free interest 

rates may theref ore have no impact on this behaviour. The ESRB found mixed 

evidence on whether market -consistent regulatory requirements lead to 

procyclical behaviour of insurance undertakings. 21  Furthermore, the concerns 

about procyclicality have to be assessed in the vie w of the total impact of 

extending the LLP on financial stability. A key feature usually identified to 

strengthen the financial system is to reduce maturity mismatches. 

Undertakings having matched their cash flows to a larger extent in advance, 

experience lower losses from declining rates and are less forced to 

procyclically reduce their risks by extending their asset duration and 

subsequently further reduce rates.  

2.52  There are also concerns that a late start of the extrapolation may put current 

business pract ices of long - term life insurance at risk which mitigate risks not 

only on the basis of a well -diversified portfolio but also over time. The early 

start of the extrapolation allows undertakings to sell long - term business 

against rates above the current mark et interest rates while not suffering a 

regulatory loss or even realizing an increase in regulatory own funds. Pricing 

new business against higher rates than current market rates would result in 

losses with a later start of the extrapolation ï at least in the current low -yield 

environment; a later start of the extrapolation may thus increase the price 

of long - term business. There are however different views whether Solvency 

II should facilitate such business practices because they may not be 

sustainable whe n interest rates are persistently low.  

                                                           
20  See https://www.bis.org/publ/work519.pdf , see also the study referred to in footnote 17  
21  See ESRB:  Regulatory risk - free yield curve properties and macroprudential consequences . 

https://www.bis.org/publ/work519.pdf
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2.2.4.4.  Issue IV ï Evidence on DLT assessments  

2.53  In the current legal framework, several provisions are relevant to specify the 

LLP for the different currencies, see also description in section 3.  

2.54  These CfA lists the following requirements:  

The depth, liquidity and transparency of swap and bond markets  

2.55  For the swap market, that implies a consideration on the number and notional 

amount of trades to identify those maturities where the swap market is DLT. 

This assessment is central ly performed by EIOPA consistently across 

currencies based on specific thresholds chosen.  

2.56  For the bond market the DLT conditions of Article 77a of the Directive are 

equally important and primarily assessed on the basis of trade volume and 

trade frequency.  

2.57  Irrespective of whether swaps or government bonds are used to derive the 

risk - free interest rates, the depth, liquidity and transparency of bond markets 

limit the LLP for that derivation.  

Matching criterion :  

2.58  The criterion is about t he ability of insuranc e and reinsurance undertakings 

to match with bonds the cash - flows which are discounted with non -

extrapolated interest rates.  

2.59  This criterion is reflected in recital 30 of the Omnibus II Directive and is 

motivated by the idea that sufficient bonds should be  available to match the 

insurance cash flows up to the LLP. For the purpose of implementing this 

criterion bond cash flows and liability cash flows are compared per maturity 

to assess the maturity when no longer sufficient bond volume is available on 

the m arket to match the liabilities.  

Residual volume criterion :  

2.60  The residual  volume criterion states that t he cumulative value of bonds with 

maturities larger than or equal to the relevant maturity in relation to the 

volume of bonds in the market. This criteri on is only applicable to the euro.  

2.61  According  to recital 21 of the Delegated Regulation the residual volume 

criterion is part of assessing the depth, liquidity and transparency of bond 

markets for the euro. For the criterion the maturity up to when most of the 

bond volume (based on a threshold of 6%) is available on the market is 

calculated. The bond market is not considered deep, liquid and transparent 

at and beyond that maturity.  

2.62  These three criteria are assessed in the following paragraphs to assess thei r 

impact and relevance with respect to the stability of the interest rate term 

structures used for the valuation of technical provisions. The aim of this 

analysis is to include times of increases in interest rates and periods of 
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market stresses, so where d ata was available the analysis includes historical 

data up to 2006.  

2.63  In 2017 EIOPA revised the methodology for the DLT assessment with the aim 

to improve objectivity of outcomes and their consistency across currencies 

and to make use of newly available dat a like swap trade data and liability 

cash - flow data.  

2.64  The revision resulted in the following main changes:  

¶ The DLT assessment for swaps is carried out on the basis of swap trade 

data and in accordance with specified, uniform thresholds for all 

currencies.  

¶ The assessment of the bond market was fully specified, including a 

specification of the matching criterion.  

¶ The DLT assessment for government bond markets and general bond 

markets is primarily based on trade volume and trade frequency of 

those instruments .  

2.65  The methodology is set out in annex 2.1 . 

 

2.2.4.4.1.  DLT assessment of the swap market  

 

2.66  The following tables set out the results of the DLT assessment of swap 

markets for 2016 and 2017. Maturities for which the depth, liquidity and 

transparency of swap markets cou ld be verified are marked green. For 

maturities beyond 50 years the swap markets where not found to be deep 

and liquid.  

2.67  For years before 2016 appropriate swap trade data to assess the depth and 

liquidity of swap markets per maturity are not available.  

2.68  Annex  2.3  sets out a sensitivity analysis of the results with regard to the 

thresholds for depth and liquidity.  
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Outcome of swap DLT assessment 2016  

 

 

 

 

 

 

 

  

Maturity EUR AUD BRL CAD CHF CLPCNY COPCZK GBP HKD HUF INR JPYKRW MXN MYR NOK NZD PLN RON RUB SEK SGD THB TRY TWD USD ZAR

1Y 1 1 1 1 0 0 1 0 0 1 1 0 1 1 1 1 1 1 1 0 0 0 1 1 1 0 0 1 1

2Y 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0 1 1 1 0 1 1 1

3Y 1 1 1 1 0 0 0 1 0 1 1 0 1 1 1 1 0 1 1 0 0 0 1 1 0 0 0 1 1

4Y 1 1 1 0 0 0 0 0 0 1 0 0 1 1 1 1 0 0 1 0 0 0 1 0 0 0 0 1 0

5Y 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0 1 1 1 0 1 1 1

6Y 1 1 1 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

7Y 1 1 1 0 0 0 0 0 0 1 0 0 0 1 1 1 0 0 1 0 0 0 0 0 0 0 0 1 0

8Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

9Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 1 0

10Y 1 1 0 1 1 0 0 1 1 1 1 1 0 1 1 1 0 1 1 1 0 0 1 1 0 0 0 1 1

11Y 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

12Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

13Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

14Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

15Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

16Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

17Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

18Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

19Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

20Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

21Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

22Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

23Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

24Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

25Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

26Y 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

27Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

28Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

29Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

30Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

31Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

32Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

33Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

34Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

35Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

36Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

37Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

38Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

39Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

40Y 1 0 0 0 0 0 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

41Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

42Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

43Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

44Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

45Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

46Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

47Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

48Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

49Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

50Y 1 0 0 0 0 0 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
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Outcome of swap DLT assessment 2017  

 

 

2.2.4.4.2.  DLT assessment of the bond market and the government 

bond market  

 

2.69  The following table set out the results of the DLT assessment for the 

government bond market for 2016 to 2018. The assessment is carried out 

by NSAs.  

 2016  2017  2018  

CHF 1 to 15 years  1 to 15 years  1 to 15 years  

Maturity EUR AUD BRL CAD CHF CLPCNY COPCZK GBP HKD HUF INR JPYKRW MXN MYR NOK NZD PLN RON RUB SEK SGD THB TRY TWD USD ZAR

1Y 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0 1 1 1 0 0 1 1

2Y 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0 1 1 1 0 1 1 1

3Y 1 1 1 1 0 0 0 1 0 1 1 1 1 1 1 1 0 1 1 0 0 0 1 1 0 0 0 1 1

4Y 1 1 1 1 0 0 0 0 0 1 0 0 1 1 1 1 0 1 1 0 0 0 1 0 0 0 0 1 0

5Y 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 0 0 1 1 1 0 1 1 1

6Y 1 1 1 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 1 0 0 0 1 0 0 0 0 1 0

7Y 1 1 0 1 0 0 0 0 0 1 0 0 0 1 1 1 0 0 1 0 0 0 1 0 0 0 0 1 0

8Y 1 1 1 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 1 0 0 0 0 0 0 0 0 1 0

9Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 1 0 0 0 0 0 0 0 0 1 0

10Y 1 1 0 1 1 0 0 1 1 1 1 1 0 1 1 1 0 1 1 1 0 0 1 1 0 0 0 1 1

11Y 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

12Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

13Y 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

14Y 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

15Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

16Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

17Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

18Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

19Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

20Y 1 1 0 0 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

21Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

22Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

23Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

24Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

25Y 1 1 0 0 0 0 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

26Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

27Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

28Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

29Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

30Y 1 1 0 1 0 0 0 0 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 1 0

31Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

32Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

33Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

34Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

35Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

36Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

37Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

38Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

39Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

40Y 1 0 0 0 0 0 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

41Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

42Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

43Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

44Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

45Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

46Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

47Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

48Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

49Y 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0

50Y 1 0 0 0 0 0 0 0 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
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CZK 1 to 15 years  1 to 15 years  1 to 12 years  

GBP 1 to 50 years  1 to 50 years  1 to 50 years  

HRK 
1 to 5, 7 to 9, 11, 15 

years  

2-4, 6, 7, 9 and 13 

years  
1 to 12 years  

HUF 1 to 15 years  1 to 15 years  1 to 15 years  

ISK  
1, 2, 5, 7, 11, 13 

years  
2, 4, 7, 10 and 13 

years  
1, 4, 7, 10, 12 years   

NOK 
1, 2, 4, 6 to 10 

years  
1, 2, 4, 6 to 10 

years  
1 to 10 years  

PLN 1 to 10 years  1 to 10 years  1 to 10 years  

RON 
1 to 5, 7, 8, 10 to 

12, 15 years  

1 to 5, 7, 8, 10 to 12 

and 15 years  
1 to 15 years  

SEK N/A  
1, 2, 5, 7 and 10 

years  
1 to 10 years  

 

2.70  The r esults for both the whole bond market coincide with those for the 

government bond market.  

2.71  For the euro and for non -EEA currencies comparable assessment have not 

been carried out because trade volume and trade frequency data for 

government bonds of those cu rrencies are not available. With regard to the 

euro a particular obstacle to the assessment is that there are no consistent 

data across the euro area countries.  

2.2.4.4.3.  Matching criterion  

2.72  The following tables set out the result of the matching criterion calculati ons 

for 2016 to 2018. The matching criterion sets a limit to the LLP. The table 

provides that limit or, where no limit applies, a dash. The calculation was 

carried out for the whole best estimate as referred to in recital 30 of the 

Omnibus II Directive and  for an alternative where cash - flows from best 

estimates for unit - linked and index - linked insurance are not included in the 

comparison. The alternative approach results in the same or in higher limits.  

2.73  The calculation is based on liability data from the re gular supervisory 

reporting of undertakings and bond data from the Centralised Securities 

Database (CSDB) 22 . The liability data for 2016, the first year when 

undertakings had to provide cash - flow information, may be affected by 

reporting errors. The liabili ty data for 2018 may not be complete because of 

late data reporting. Adding additional liability data could reduce the LLP limits 

that the matching criterion produces.  

2.74  Compared to the LLPs currently used to derive the risk - free interest rates, 

the calculat ed limits would have an impact on the LLP for the euro, the 

                                                           
22  https://www.ecb.europa.eu/pub/pdf/other/centralisedsecuritiesdataba se201002en.pdf  

https://www.ecb.europa.eu/pub/pdf/other/centralisedsecuritiesdatabase201002en.pdf
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Hungarian forint, the Norwegian krone and the Swedish krone by reducing 

the LLP.  

2.75  Details on the underlying asset and liability cash flows can be found in annex 

2.4 . 

Limit to the LLP resulting from  the matching criterion  

 Maximum LLP according to the matching criterion  
 

 All best estimate cash - flows  Without cash - flows from 
best estimates for UL/IL 

insurance  

 2016  2017  2018  2016  2017  2018  

EUR  10  15  15  10  15  23  

CHF  -  -  -  -  -  -  

CZK  24  27  19  24  27  22  

GBP  -  -  -  -  -  -  

HRK  10  15  14  10  15  14  

HUF  16  14  13  16  14  13  

ISK  -  -  -  -  -  -  

NOK  10  10  7 10  10  9 

PLN  13  12  11  13  12  11  

RON  11  10  13  11  10  13  

SEK  10  6 5 10  9 10  

 

2.2.4.4.4.  Residual volume criterion  

2.76  EIOPA calculates the residual volume criterion on the basi s of CSDB data 

which provides a limited data history. In order to assess the residual bond 

criterion for a longer historical time period, a subset of the bond universe 

was assessed based on information from Bloomberg. This subset was 

considered sufficientl y large and representative to investigate the results of 

the residual bond criterion over time.  

2.77  Based on the bond data from Bloomberg, the residual bond criterion was 

assessed for the euro and other currencies. The outstanding volumes of bond 

cashflows are  displayed in annex 2.5 . Based on a threshold of 6%, the results 

are displayed in the following table.  

 

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

6% 23  

 EUR  USD  AUD  JPY  CHF  GBP  RON  HRK  

2006  22  25  13  19  43  49  14  n/a  

2007  22  25  14  19  29  48  13  n/a  

2008  21  25  13  19  28  47  12  n/a  

                                                           
23  EIOPA has also analyzed the total amount outstanding of  bonds and jumps in the resulting LLP 

are usually paired with jumps in the total amount outstanding in a certain currency.  
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2009  20  26  12  20  27  46  20  n/a  

2010  20  27  12  20  26  45  19  10  

2011  18  27  14  23  25  44  10  9 

2012  20  27  15  24  25  43  15  8 

2013  20  27  14  25  20  39  14  7 

2014  20  27  15  24  19  38  13  6 

2015  20  27  14  26  20  38  12  11  

2016  21  27  14  27  21  39  11  10  

2017  22  27  13  27  20  38  10  11  

2018  22  27  10  27  20  37  10  11  

 

  ISK  HUF  NOK  CZK  PLN  SEK  

2006  19  14  26  30  22  16  

2007  18  16  25  30  15  21  

2008  25  15  24  29  21  20  

2009  25  16  21  28  20  30  

2010  25  15  15  27  19  29  

2011  23  17  15  26  18  28  

2012  22  16  14  25  17  27  

2013  37  10  10  26  15  10  

2014  36  11  10  25  14  11  

2015  35  10  10  20  11  10  

2016  34  11  10  19  11  10  

2017  31  10  10  18  11  10  

2018  32  9 12  17  10  10  

 

2.78  Annex 2.5  also includes a sensitivity analysis with respect to the threshold.  

2.2.4.4.5.  Im plications of the DLT assessment  

2.79  The DLT assessment evidence has the following implications for the financial 

instruments used to derive the risk - free interest rates with significant impact. 

The matching criterion was not taken into account in the implicat ions.  

 

 Status quo on instruments used and 

LLP  

DLT assessment implication  

CHF Swaps, LLP 25  New LLP 10  

CZK Swaps, LLP 15  New LLP 10  

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

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

RON Gove rnment bonds, LLP 10  New LLP 15  

USD Swaps, LLP 50  New LLP 30  
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2.80  EIOPA will carry out an information request to insurance and reinsurance 

undertakings in order to assess the impact of those changes on the solvency 

position of undertakings.  

2.2.5.  Analysis  

2.2.5.1.  Options considered  

2.81  In view of the descriptions above, EIOPA has considered several policy 

options on the determination of the LLP.  

Option 1: No change  

Option 2: The LLP stays at 20 years for the euro and additional 

safeguards are introduced in pillar 2 and 3  

2.82  This option would target identified issues on risk management incentives with 

the help of additional requirements in pillar 2 or pillar 3. The requirements 

are as follows:  

¶ Insurance and reinsurance undertakings should be required to perform 

prescribed sensitivi ty analyses on an extension of the LLP for the euro to 

50 and include the results in the regular supervisory reporting (RSR) 24 .  

¶ Undertakings report the results of this sensitivity analyses in the SFCR to 

foster transparency and market discipline.  

¶ Where an  undertaking does not meet its SCR or MCR if the LLP is moved 

to 50, undertakings should ï upon request from their NSAs ï provide 

evidence that their dividend payments or other voluntary capital 

distributions do not put at risk the protection of policyhold ers and 

beneficiaries. Where NSAs are not convinced by undertakingsô 

demonstrations, NSAs are able to limit or withhold the capital distribution 

to ensure that the solvency position of the undertakings concerned is 

sustainable.  

2.83  Under this option the crite ria for the determination of the LLP would be left 

unchanged, in particular the reference to the bond markets.  

 

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

2.84  The option aims to strike a balance between, on the one hand, improving the 

market -cons istency of technical provisions and avoiding problematic risk 

management incentives and, on the other hand, the stability of technical 

provisions and own funds.  

2.85  The option would be implemented by introducing a general ceiling for the 

LLP. Where the DLT ass essment would show that financial instruments for 

maturities beyond 30 are traded in deep, liquid and transparent market, as 

                                                           
24  This could be implemented by adding another column in S.2 2.01. in the annual QRT.  
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currently for the euro swaps of maturities 40 and 50 years, they would not 

be taken into account in deriving the extrapolated rates . 

2.86  The assessment of the depth, liquidity and transparency of the bond market, 

including the matching criterion and the residual volume criterion would not 

be used anymore to determine which maturities of the swap market should 

be used to derive the risk - fr ee interest rates.  

2.87  This option would target identified issues on risk management incentives with 

the help of additional requirements in pillar 2 or pillar 3. The requirements 

are as follows:  

¶ Insurance and reinsurance undertakings should be required to perf orm 

prescribed sensitivity analyses on an extension of the LLP for the euro to 

50 and include the results in the regular supervisory reporting (RSR) 25 .  

¶ Undertakings report the results of this sensitivity analyses in the SFCR to 

foster transparency and mark et discipline.  

¶ Where an undertaking does not meet its SCR or MCR if the LLP is moved 

to 50, undertakings should ï upon request from their NSAs ï provide 

evidence that their dividend payments or other voluntary capital 

distributions do not put at risk the protection of policyholders and 

beneficiaries. Where NSAs are not convinced by undertakingsô 

demonstrations, NSAs are able to limit or withhold the capital distribution 

to ensure that the solvency position of the undertakings concerned is 

sustainable.  

 

Op tion 4: The LLP is increased to 50 years  

2.88  This option is in line with the outcome of the DLT assessment for euro swap 

markets which shows that 50 years is the largest maturity for which swaps 

are traded in deep, liquid and transparent markets.  

2.89  The assessmen t of the depth, liquidity and transparency of the bond market, 

including the matching criterion and the residual volume criterion would not 

be used anymore to determine which maturities of the swap market should 

be used to derive the risk - free interest rat es.  

 

Option 5: An alternative extrapolation method is adopted  

2.90  Rather than moving the LLP, EIOPA has analysed an alternative extrapolation 

method, specified in annex  2.6 . This option would not only affect the risk -

free interest rate term structure for the e uro, but for all currencies.  

2.91  The alternative extrapolation method takes into account market data beyond 

the current LLP; in the alternative extrapolation method the LLP is referred 

                                                           
25  This could be implemented by adding another column in S.22.01. in the annual QRT.  
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to as the first smoothing point, FSP. The weight of these data corresponds to 

their reliability measured by the DLT assessment.  

2.92  Under this option, the criteria for the determination the maturities for which 

market are deep, liquid and transparent would be left unchanged. The 

reference to bond markets would remain and be implemen ted by means of 

the residual volume criterion for all currencies. The matching criterion would 

no longer be required.  

2.93  This option would target identified issues on risk management incentives with 

the help of additional requirements in pillar 2 or pillar 3.  The requirements 

are as follows:  

¶ Insurance and reinsurance undertakings should be required to perform 

prescribed sensitivity analyses on an extension of the LLP, in this method 

the FSP, to the latest DLT maturity for swaps (for the euro this is a move 

of the FSP from 20 to 50) and include the results in the regular supervisory 

reporting (RSR) 26 .  

¶ Undertakings report the results of this sensitivity analyses in the SFCR to 

foster transparency and market discipline.  

¶ Where an undertaking does not meet its SCR or MCR if the FSP is moved 

to the latest DLT maturity for swaps, undertakings should ï upon request 

from their NSAs ï provide evidence that their dividend payments or other 

voluntary capital distributions do not put at risk the protection of 

policyholders and beneficiaries. Where NSAs are not convinced by 

undertakingsô demonstrations, NSAs are able to limit or withhold the 

capital distribution to ensure that the solvency position of the 

undertakings concerned is sustainable.  

2.94  The impact of these options on r isk - free interest rate term structure is 

disclosed in the following graph.  

 

 

                                                           
26  This could be implemented by adding another column in S.22.01. in the annual QRT.  
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2.2.5.2.  Impact of the options on the financial position  

2.95  For the LTG reports 2017 and 2018 EIOPA has assessed the impact on 

undertakingsô solvency position of increasing the LLP for the euro to 30 years. 

Accordingly, at the end of 2016 the increase of the LLP would have reduced 

the SCR ratio of undertakings with long - term cash flows on average from 

240% to 211%. At the end of 2017 the SCR ratio of undertakings with long -

term cash flows wo uld have fallen on average from 238% to 215%.  

2.96  For this advice EIOPA has carried out an information request to 299 insurance 

and reinsurance undertakings with long - term liabilities about the impact of 

an increase of the LLP for the euro to 30 years and to 50 years for the end 

of 2018. The impact varies across countries. At the end of 2018 large 

reductions can be observed for Germany (from 457% to 347% for an LLP of 

30 years) and the Netherlands (from 212% to 144% for an LLP of 30 years) 

while for other coun tries of the euro area the impact is on average around 

11 percentage points for an LLP of 30 years.  

2.97  The impact of an increase of the LLP on the SCR ratio of undertakings is 

shown in the following diagrams. The first diagrams compare the current SCR 

ratio w ith an SCR ratio resulting from an increase of the LLP to 30 and 50 

years. The second set of diagrams show the absolute impact on the SCR ratio 

in percentage points. The third diagram shows the impact of the alternative 

extrapolation methodology on the SCR  ratio. As the method was not included 

in the information request, EIOPA has approximated the impact by 

interpolation. For that purpose the alternative term structure is considered 

as a combination of the term structure with an LLP of 20 and an LLP of 30. 

On average over the different maturities, the alternative method is 

approximately equal to 60 percent of the term structure with an LLP of 20 

years plus 40 percent of the term structure with an LLP of 30 years. The 

eligible own funds and the SCR under the alternative term structure are than 

calculated as 60 percent of these values in the scenario with the LLP of 20 

years and 40 percent of these values in the scenarios with an LLP of 30 years.  

2.98  It should be noted that all SCR ratios include the impact of the transitionals 

where it is applied. Furthermore, it should be noted that that the impact 

displayed does not include the impact on the SCR of possible changes to the 

interest rate risk calibration ( see section 5.1 ). A change of the LLP or 

extrapolation metho d could also have an impact on the interest rate risk 

calibration.  
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2.99  At EEA level, option 3 would result in a reduction of the SCR ratio by 30 

percentage points, option 4 would result in a reduction of the SCR ratio by 

49 percentage points and option 5 would result in a reduction of the SCR 

ratio by 12 percentage points. The average change in SCR ratios is the 

highest for undertakings in Germany and the Netherlands.  

2.100  For each undertaking in the sample, the following graphs show the 

individual solvency ratios in the baseline (including all other LTG measures 

and measures on equity risk) against the solvency ratios in each of the 

options (option 3 (LLP 30), option 4 (LLP 50) and option 5 (alternative 

extrapolation method)).  
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2.101  Each dot in the diagrams repre sents one undertaking. The type of each 

undertaking is indicated by the colour of the dot. The horizontal axis relates 

to the SCR ratio in the individual options. The solvency ratios in the baseline 

are shown on the vertical axis. The SCR ratio of 100% tha t undertakings are 

required to have under Solvency II is indicated by additional vertical and 

horizontal lines. The more an undertaking is located away from the diagonal 

line, the bigger the impact of the measures. The broken diagonal lines 

correspond to a n absolute impact of 50, 100 and 200 percentage points on 

the SCR ratio.  

2.102  The graphs show that the impact is very diverse across undertakings. Note 

that only those undertakings are displayed in the graphs that do not exceed 

500% of solvency ratio in the ba seline or the scenario considered.  
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2.103  In terms of SCR ratio, 27 undertakings reported an absolute impact of 

more than 100 percentage points for changing the LLP to 30 years. For an 

increase of the LLP to 50 years, this was the case for 56 undertaking s and 

for introducing an alternative extrapolation method for 7 undertakings. The 

vast majority thus reported an absolute impact lower than 100 percentage 

points for all scenarios.  
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2.104  5 undertakings reported an SCR ratio below 100% for an LLP of 30 years. 

This is the case for 13 undertakings in case of an LLP of 50 years and for 2 

undertakings under the alternative extrapolation method.  

2.105  The box -plots below illustrate how the impact of the options compared to 

the baseline (including VA, MA and measures on equ ity risk and equity 

transitional) is distributed across undertakings, by showing the 1st and 3rd 

quartiles and the median of reported impacts in percentage points. The 

median of reported impacts does not differ significantly across the three 

options, howev er the distribution of  the first and second quartiles does vary 

considerably. The  widest distribution is observed for the increase of the LLP 

to 50 years, followed by the increase to the LLP to 30 years and it is smallest 

for the alternative extrapolation method. A number of outliers are observable 

with impacts even below -100.  

 

 

2.106  Regarding the alternative method (option 5), an impact assessment also 

has to be made for other currencies than the euro. The table below shows 

that for more than half of the cur rencies the LLP coincides with the First 

Smoothing Point (FSP) used in the alternative method. For these currencies 

the difference between the two curves is negligible. Also for currencies where 

the FSP is earlier and market data is used until the LLP, but  weighted based 

on liquidity, the impact does not seem to be large. Annex  2.7  provides an 

overview of the interest rate term structures for various currencies under the 

current and the alternative method.  

2.107  In general, the new methodology would result in no material change or 

slight increase of technical provisions for the majority of the currencies; 

however, a decrease of technical provisions would be expected for AUD, USD 

and GBP.  
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 LLP  First smoothing 

point  

Market data 

used until  

EUR  20  20  50  

USD  50  25  50  

AUD  30  15  30  

JPY  30  30  30  

CHF  25  20  25  

GBP  50  40  50  

RON  10  10  10  

HRK  9 9 9 

HUF  15  10  15  

NOK  10  10  10  

CZK  15  10  15  

PLN  10  10  10  

SEK  10  10  10  

 

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

 

2.2.5.3.1.  Impact of options on Issue I ï Underes timation of technical 

provisions  

2.108  The graph included in section 2.2.4.1  already outlined the differences in 

interest rates for the extrapolated part compared to market rates.  

2.109  Option 4 (LLP of 50 years) would remove the underestimation issue. 

Option 3 (LLP of 30 years) and option 5 would partially address the issue 

while option 2 (LLP of 20 years with safeguards) would not address the issue 

at all. The following table sets out the difference between technical provisions 

calculated on the basis of all availab le data from deep and liquid swap 

markets (as derived with a LLP of 50 years) and technical provisions derived 

with LLPs of 20 and 30 years as well as with the alternative extrapolation 

method. The figures relate to 299 insurance and reinsurance undertakin gs 

with long - term liabilities and reference date 31 December 2018. The results 

derived for the alternative extrapolation method were not part of the 

information request but are interpolated based on these data .  
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2.110  An analysis of the materiality of the potential of future unwind of losses 

needs to be considered over time respecting the ñlifetimeò of a long-term 

guarantee product in insurers balance sheets.  

2.111  The following graph outlines the extrapolated rates for maturity 30 and 

the observed market ra tes for the time -period Q1 1999 ï Q3 2018. This 

analysis takes into account the effect of changes to the ultimate forward rate 

(UFR) on the extrapolated rates 27 . 

 

 

                                                           
27  See also page 95 of the LTG report 2018, https://eiopa.europa .eu/Publications/Reports/2018 -

12 -18%20_LTG%20AnnualReport2018.pdf   

Difference between technical 

provisions with LLP 50 years and 

LLP 30 years [EUR bn]

Difference between technical 

provisions with LLP 50 years and 

LLP 20 years [EUR bn]

Difference between technical 

provisions with LLP 50 years and 

with the alternative 

extrapolation method 

[EUR bn]

FR 3,1 11,4 8,1

AT 1,9 3,6 2,9

CY 0,0 0,0 0,0

DE 12,3 23,7 19,2

DK 0,5 1,4 1,1

EE 0,0 0,0 0,0

ES 0,2 0,9 0,6

FI 0,1 0,3 0,2

GR 0,0 0,1 0,1

HR 0,0 0,0 0,0

IT 0,4 2,2 1,5

LI 0,0 0,0 0,0

LT 0,0 0,0 0,0

LU 0,1 0,3 0,2

MT 0,0 0,0 0,0

NL 6,5 15,6 12,0

SI 0,0 0,0 0,0

SK 0,0 0,0 0,0

BE 0,4 2,6 1,7

PT 0,0 0,0 0,0

IE 0,3 1,1 0,8

BG 0,0 0,0 0,0

Total 25,1 59,6 46,0
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2.112  As outlined in at the beginning of this chapter  the extrapolation is 

symmetric, extrapolat ed rates may exceed or be lower than observed market 

rates. As can be seen in the graph during times of higher interest rates the 

extrapolated rates tended to be lower than market rates, whereas in current 

times of low interest rates the extrapolated rates  exceed the observed 

market rates. So, whether technical provisions are over -  or underestimated 

can change through the life - time of the contract. If market forward rates 

beyond the applicable LLP increase to the level of the UFR (currently 3.9% 

but decreas ing) then underreserving will disappear.  

2.113  As outlined in section 2.2.4.1 , where undertakings earn lower rates than 

the interest rates used to calculate their technical provisions, deficiencies 

show up in the balance sheet (and vice versa for surpluses). Whe re 

undertakings earn sufficient returns exceeding risk - free market rates, no 

deficiencies will arise. However, undertakings need to take risks to actually 

earn such excess returns to compensate the decrease of own funds over 

time; they no longer can meet t heir liabilities risk - free. On top of that, if 

during the lifetime of the liabilities the undertaking breaches its SCR and/or 

MCR, the liabilities may need to be transferred, but cannot be transferred 

because of the underreserving that is then still in pla ce.  

2.2.5.3.2.  Impact of options on Issue II ï Risk Management Incentives  

2.114  The figure below shows that the options with an LLP of 30 or 50 years or 

the alternative extrapolation method reduce the wrong risk management 

incentives described in section 2.2.4.2  as they b ring the interest rate 

sensitivity of the extrapolated term structure closer to market reality. With 
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an LLP of 30 years the negative interest rate sensitivity moves to the 25 year 

rates, but decreases compared to the term structure with an LLP of 20 years.  

For the LLP of 50 years and for the alternative method, on an aggregate 

level, there are no longer negative interest rate sensitivities. All options 

increase the interest rate sensitivity to 30 year rates, but this increase is 

modest for the alternative m ethod, while it is significantly larger for the 

option with an LLP of 30 years. In contrast to hedging the risks in financial 

markets, hedging the regulatory value of the liabilities undertakings would 

require to buy more 30 year bonds and swaps under the option with an LLP 

of 30 years than under the alternative method as well as under the option 

with an LLP of 50 years. If the alternative method would be implemented 

undertakings would have to replace part of their 20 year swaps and bonds 

with 25 and 30 yea r bonds and swaps.  

2.115  The total interest rate sensitivity if all swaps decrease by 1 basis point, 

presented in the column óallô, increases for all options, but is modest for the 

alternative method. Under the alternative method matching the cash flows 

for 75 p ercent would hedge the interest rate sensitivities of the regulatory 

value of the liabilities whereas this is 70 percent under the current LLP of 20 

years; the total interest rate sensitivity increases from a bit over 4 billion 

euros to 4.5 billion euros c ompared to a total PVBP of 6 billion euros under 

pure market interest rates (market flat). To hedge the total interest rate 

sensitivities under the option with an LLP of 30 years the total PVBP of the 

assets would have to increase to a bit over 5 billion e uros; i.e. a cash flow 

hedge of approximately 85 percent would make the regulatory valuation of 

the liabilities insensitive to changes in the swap rates. With an LLP of 50 

years the cash flow match would need to be almost 100 percent to match 

the interest rate sensitivities of the liabilities.  

2.116  Although the alternative method relies on the 40 and 50 year swap rates, 

there is hardly any exposure to these rates. This is due to the fact that the 

weights of these rates are based on the extent of illiquidity; the  liquidity of 

the 40 and 50 years swap rates is significantly lower than the liquidity of the 

30 year swap rate and therefore the 30 year swap rate sensitivity dominates 

the 40 and 50 year sensitivities. In this way, the alternative method 

automatically ad justs the interest rate demand for less liquid maturities if the 

liquidity of a specific maturity increases or decreases.  
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¶ Figure XX Interest rate sensitivities of insurerôs liabilities cash flow 

 
  

 

Interest rate sensitivities in terms of basis points val ues for the respective swap rates at the x -axis 

for the different extrapolation methods based on 60 equal annual cash flows of 100; óallô indicates 

the total interest rate sensitivity . 

2.2.5.3.3.  Impact of options on Issue II ï Stability of the solvency 

position and impact on financial stability  

2.117  For the LTG report 2018 EIOPA has also analysed the impact of changes 

to the LLP on the volatility of risk - free interest rates and own funds. The 

analysis showed that the volatility of interest rates decreases with increasing  

maturity after the LLP.  

2.118  The following graph shows the monthly volatility of the absolute changes 

in interest rates. Compared to the results shown in the LTG report 2018 28  the 

graph also shows the results for an LLP of 50 years and the alternative 

extrapola tion method. The historical rates for the alternative method were 

derived by fixing the weights to the most recent weights. Euro swap rates for 

the current DLT maturities were available from December 1998 with the 

exception of the 40 and 50 year swap rates  that were available from 

September 2000; before September 2000 the 40 and 50 year rates were set 

equal to the 30 year swap rate at that time. For the interest rates with an 

LLP of 30 and LLP of 50 an increase in standard deviation is observable 

beyond 20 years compared to an LLP of 20 years. For the alternative 

extrapolation method, the long - term interest rates are slightly more volatile 

                                                           
28  Cf. page 98 of https://eiopa.europa.eu/Publications/Reports/2018 -12 -

18%20_LTG%20Annual Report2018.pdf  
 

https://eiopa.europa.eu/Publications/Reports/2018-12-18%20_LTG%20AnnualReport2018.pdf
https://eiopa.europa.eu/Publications/Reports/2018-12-18%20_LTG%20AnnualReport2018.pdf
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than under the current method for a LLP of 20 years, but are significantly 

less volatile than compared to the other prop osed options.  
 

 

 

2.119  In addition to the observation of quarterly changes in spot rates, the 

analysis also considered maximum and 90% quantile of quarterly changes of 

spot rates as a relevant metric to assess and compare volatility of interest 

rates (reflectin g ñjumpsò in interest rates of one monthly to another). The 

following graph outlines the empirical 90% quantile of quarterly changes in 

spot rates. Again, compared to the results shown in the LTG report 2018, the 

graph now also includes the results for an LLP of 50 and the alternative 

extrapolation method.  
 

 

 

2.120  For option 4 it can be observed that the 90% quantile increases for the 

whole extrapolated part of the risk - free term structure compared to the base 
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case. The increase is different for option 3 where a higher increase in results 

can be observed in particular for maturities 20 to 37. Under both options, the 

quantiles would still usually be lower than that of the not -extrapolated rates.  

2.121  The available data in 2018 were not sufficient to draw conclusions on what 

the impact of an increased LLP on the volatility of own funds would be.  

2.122  For the Opinion on the 2020 review EIOPA has therefore carried out an 

information request to insurance and reinsurance undertakings about the 

impact of an increase of the LLP for the euro to 30 years and to 50 years as 

well as for the alternative extrapolation method for the end of 2018.  

2.123  The following diagrams set out first results from the volatility analysis. 

Undertakings were asked to assess the effect of an increase of swa p rates by 

100 bps on their assets and liabilities under different LLPs for the euro. The 

diagrams show the impact of the increase in swap rates on the excess of 

assets over liabilities (EoAoL). Each dot in the diagrams represents an 

undertaking. The horiz ontal position of a dot corresponds to the impact on 

EoAoL under an LLP of 20 years. The vertical position of a dot corresponds 

to the impact on EoAoL under an LLP of 30 years (first diagram), 50 years 

(second diagram) or the alternative extrapolation meth od (third diagram). 

The results derived for the alternative extrapolation method are interpolated 

based on results for the LLP of 30 and 50 years.  

2.124  For undertakings positioned on the red diagonal of the first diagram, the 

impact of the 100 bps increase is t he same under an LLP of 20 years and an 

LLP of 30 years. For the undertakings in the blue marked triangular areas the 

impact is lower under an LLP of 20 years than under an LLP of 30 years. The 

same interpretation applies to the second and third diagram.  

2.125  Undertakings in the upper left (or lower right) quadrant of the diagrams 

experience a loss under the LLP of 20 years and a gain under the LLP of 30 

years or 50 years or alternative extrapolation method (and vice versa).  

2.126  It should be noted that the measured  impact reflects the current interest 

rate risk hedging of undertakings. Changing the LLP may have an impact on 

the hedging strategy and the volatility caused by interest rate shocks.  
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2.127  The following tables set out the pros and cons of Options 2, 3,  4 and 5 

compared to the status quo (Option 1).  

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

in pillar 2 and 3  

Pros  Cons  

Additional safeguards may mitigate issue 

II and concerns with respect to issue III, 

but effectiveness  is unclear.  

None identified (compared to the status 

quo) 29  

 

Option 3: The LLP is increased to 30 years  

Pros  Cons  

Would improve market - consistency of the 

risk - free interest rate term structure and 

thereby partially mitigate the risk of 

underestimation of  technical provisions.  

Would increase volatility of own funds (but 

not as much as Option 4). There are 

concerns that this increased volatility 

could have procyclical effects where 

insurers are not closely matched.  

Closer to outcome of DLT assessment of 

euro swap market than current LLP of 20 

years.  

The LLP would not be derived on the basis 

of a DLT methodology  

Would reduce wrong incentives for risk 

management, but not fully remove them  

 

 

Option 4: The LLP is increased to 50 years  

Pros  Cons  

Would ensure  market consistency of the 

risk - free interest rate term structure and 

avoid the underestimation of technical 

provisions.  

Would increase volatility of own funds. 

There are concerns that the increased 

volatility could have procyclical effects 

where insurers are not closely matched.  

In line with outcome of DLT assessment of 

euro swap market. One single DLT method 

for all currencies, no longer an exemption 

for the euro.  

 

Would remove wrong incentives for risk 

management.  

 

 

Option 5: An alternative extrapola tion method is adopted  

Pros  Cons  

Would slightly improve market -

consistency of the risk - free interest rate 

term structure and thereby partially 

mitigate the risk of underestimation of 

technical provisions.  

Moderate increase of volatility of own 

funds. The re are concerns that the 

increased volatility could have procyclical 

effects where insurers are not closely 

matched.  

                                                           
29  See issues identified in section 4 with respect to the cons of the status quo  
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Slightly closer to outcome of DLT 

assessment of euro swap market than 

current LLP of 20 years.  

 

Would reduce wrong incentives for risk 

ma nagement, but not fully remove them.  

 

Would be applicable to all currencies and 

an exemption for the euro would no 

longer be required.  

 

 

 

 Questions to stakeholders  

Q2.1:  What is your view on the options on the last liquid  point for the euro 
(including the alternative extrapolation method) set out in this section?  
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2.3.  Matching adjustment  

2.3.1.  Diversification benefits  

2.3.1.1.  Extract from the call for advice  

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

(Art. 77d)  

[é] 

b) Matching adjustment  

EIOPA is asked to provide  an assessment of the quantitative impact on the 
calculation of the best estimate and the solvency position of insurance 

undertakings of the following approaches for the calculation/application of 
the matching adjustment:  

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

methods to determine the appropriate level of diversification;   

¶ [é] 

2.3.1.2.  Relevant legal provisions  

2.128  The MA portfolio is characterized by being a separated portfolio of assets 

and liabilities in which cash flows are matched, and assets assigned to that 

portfolio are exclusively devoted to cover the best estimate of the liab ilities 

included in the portfolio.  

2.129  Article 77b of the Solvency II Directive specifies the MA portfolio . The 

regulation does not require that the MA portfolio is a ring fence fund , as 

clarified in recital 36 of  Directive 2014/51/EU (Omnibus II ).   

2.130  The legal  texts clarify that the separated portfolio should be understood in 

an economic sense and a legal ring fenced fund is not required.  

2.131  Nevertheless, according to Article 217 of the Delegated Regulation MA 

portfolios and ring - fenced funds are treated in the s ame way in the 

calculation of the SCR standard formula. In particular, the SCR of an 

undertaking with MA portfolios is the sum of notional SCRs calculated for 

those portfolios and for any other business.  

2.132  The assets assigned to the separated portfolio are exclusively devoted to 

cover the best estimate of liabilities (expected losses) included in that 

portfolio, and are never used to cover any other losses. But the assets 

backing the SCR (they are other assets than the ones assigned to the MA 

portfolio) can be used to cover any unexpected loss, given there is only one 

SCR.  
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2.133  On the other hand, although assets included in the MA portfolio cannot be 

used to cover losses from the rest of the undertaking, assets from the 

remaining part of the undertaking can be us ed to pay for liabilities included 

in the MA portfolio if necessary.  

2.3.1.3.  Identification of the issue  

2.134  Article 13(37) of the Solvency 2 Directive states:  

ódiversification effectsô means the reduction in the risk exposure of insurance 

and reinsurance undertakin gs and groups related to the diversification of 

their business, resulting from the fact that the adverse outcome from one 

risk can be offset by a more favourable outcome from another risk, where 

those risks are not fully correlated;  

2.135  Diversification benefi t arises when two processes are not completely 

dependent on each other, and a bad (good) outcome for one process does 

not necessarily mean a bad (good) outcome for the other. In general, this 

diversification benefits are recognized in Solvency II through c orrelation 

matrices, in which correlation 1 is rare, what means that the aggregation of 

capital charges of different risks is usually smaller than the addition.  

2.136  The limitation to the diversification benefits stated in Article 217 of the 

Delegated Regulati on may discourage the use of the MA because it requires 

a higher amount of capital. There are examples where the loss of 

diversification in the SCR exceeds the increase of own funds resulting from 

the use of the MA in the calculation of technical provision s.  

2.137  This restriction does not exist in other analogous cases in the Solvency II 

regime:  

¶ Undertakings with internal models approved: approved internal models 

allow for diversification benefit between the MA portfolio and the 

remaining part of the undertaki ng. The restriction stated in Article 217 of 

the Delegated Regulation is applicable only to standard formula users.  

¶ Mono - liner undertakings do not suffer this limitation. For undertakings 

devoted only to MA business, lack of diversification benefits is no t a 

problem at all if they have the whole business under MA in one unique 

portfolio. But if this is not the case, diversification benefits will be lost with 

the current regulation. This may introduce an inappropriate disincentive 

to undertakings that want to diversify their risk exposure.  

¶ Composites: composite undertakings are obligated to keep a separate 

management for life and non - life insurance, but there is a single SCR for 

which diversification benefits among life and non - life business are 

recognized (Articles 73 and 74 of the Solvency II Directive). To calculate 

the group SCR the diversification benefits between life and non - life 

undertakings are considered.  
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2.3.2.  Analysis  

2.138  Where the business of an insurance undertaking is divided into different 

sub -portfol ios, a risk event to which the undertaking is exposed to could 

affect these sub -portfolios in different ways. In case where a risk event leads 

to a loss in one sub -portfolio, but to a gain in another sub -portfolio, in order 

to net off such gains and losses  the undertaking would generally need to 

transfer assets between these portfolios. Where assets assigned to a sub -

portfolio cannot be used to cover losses arising from risks on other sub -

portfolios, the undertaking may not be able to realize the full diver sification 

effects between the different sub -portfolios. Therefore, restrictions on 

diversification benefits can be economically justified in such a setting.  

 

However, in the specific context of the MA EIOPA considers that for the 

reasons set out below re strictions on diversification benefits would not be 

justified:  

¶ Assets assigned to the MA portfolio have to cover the best estimate of 

liabilities included in the portfolio (Article 77b(1)(a)) . 

2.139  The cash flow matching is only possible if cash - flows derived f rom assets 

and liabilities are predictable. Strict criteria are stated in the regulation to 

allow the matching adjustment only where these criteria are met.  Cash flows 

derived from fixed income assets can only cover expected payments derived 

from insuranc e obligations, because only expected payments are predictable 

in time and size. In the context of the MA, a cash flow matching with regard 

to unexpected payments would not be possible. In the Solvency II 

framework, expected cash flows are allocated to the technical provisions, 

specifically to the best estimate, and unexpected losses (payments) in the 

SCR. According to this, Article 77 b(1)(a) of the Solvency II Directive points 

out that the assets assigned to the matching portfolio have to cover the best 

estimate of the portfolio of insurance or reinsurance obligations.  

¶ And these assets covering the best estimate cannot be used to cover 

losses arising from other activities of the undertakings (Article 77b(1)(b)).  

 

2.140  Assets assigned to the matching portfolio ha ve to cover the expected 

payments (BE) and no additional payments. This is a logical consequence of 

the cash - flow matching: if these assets were used to cover losses arising 

from other activities of the undertaking (i.e. activities outside the matching 

por tfolio), the cash flow matching would be in danger.  

¶ The assets assigned to a matching portfolio only need to cover the 

expected payments (best estimate) from the business included in that 

portfolio. Therefore, it is not necessary to have assets to cover ei ther the 

risk margin or the SCR for the business included in the matching portfolio . 

2.141  Payments covered by the risk margin or SC R are not predictable. 

Therefore, it is not possible to match these payment with the cash flows 

derived from fixed income assets. For this reason, risk margin and SCR are 
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out of the scope of the matching portfolio. This is confirmed by the point 1.5 

of the introduction of the Guidelines on ring - fenced funds (EIOPA BOS 

14/169), that points out that ñthe requirement to calculate a notional SCR in 

respect of a ring ïfenced fund does not require undertakings to maintain an 

amount of own funds within a ring - fenced fund equal to or greater than the 

notional SCRò. Therefore, it is only mandatory to have assets in the MA 

portfolio to cover the  best estimate.  

¶ Current legislation does not require a specific SCR for the unexpected 

risks to which the matching portfolio is exposed, but is limiting the 

diversification benefits, what can be translated as the requirement of a 

higher amount of SCR.  

2.142  According to Article 217 of the Delegated Regulation, the SCR of an 

undertaking with MA portfolios is the sum of notional SCRs calculated for 

those portfolios and for any other business (the notional SCR is an 

intermediate step to calculate the unique SCR for  the whole undertaking). 

But some diversification benefits are lost with this calculation (leading to a 

higher SCR), specifically diversification benefits among the matching portfolio 

and the rest of the undertaking. The diversification benefits in questio n do 

not relate to the best estimate but to the SCR, which is reflecting the 

unexpected losses. For that reason, the existence of diversification benefits 

cannot affect or reduce the assets covering the best estimate (the assets 

covering the SCR are differ ent to the ones covering the best estimate).  

2.143  MA portfolios and ring - fenced funds are treated in the same way in the 

calculation of the SCR standard formula. However, as mentioned above, the 

matching portfolio is not a legal ring fenced fund. This is becaus e the features 

of such a fund do not apply to the matching portfolio: the business included 

in the matching portfolio is not a particular business that requires a separated 

treatment in the undertaking. The separated portfolio is justified because a 

cash f low matching is applied to this business. In order to guarantee that the 

obligations are paid at maturity, it is necessary that the assets devoted to 

that target are effectively used, and are not used for other objectives. There 

is not necessity for an SCR  specific for the matching portfolio because it is 

not a ring fenced fund.  

¶ The existence of diversification benefits cannot affect or reduce the assets 

covering the best estimate. The limitation of diversification benefits 

implies a higher amount of SCR fo r the undertaking that is using the MA, 

and it could be in contradiction with Article 101(3) of the Solvency II 

Directive.  

2.144  The diversification benefits relate to the SCR, not the technical provisions. 

The SCR covers unexpected risk of different nature: und erwriting risk, 

market risk, counterparty risk, operational risk. If the regulation does not 

recognize diversification benefits for the SCR derived from the MA portfolio 

then, it can be argued, it should be based on evidence of higher correlation 

for that portfolio with the rest of the undertaking. But there seems to be no 
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higher correlation because including business in an MA portfolio does not 

change its correlation with the other risks.  

2.145  For instance, the longevity risk included in the matching portfolio  (MP) 

doesn't change its correlation with the mortality risks existing in business 

outside the MP only because its expected cash flows are matched with the 

ones derived from fixed income assets. The bonds included in the MP doesn't 

change its correlation w ith other assets (equities, real estate, another bonds) 

if you take these bonds out of the MP, the correlation will be the same. The 

same rationale is valid for other risks. EIOPA has not found reasons to justify 

a partial limitation of the diversification  benefits.  

2.146  Therefore this higher amount of SCR cannot be based in a different 

correlation among risks.  

2.147  One could think that this higher amount of SCR is justified because the 

unexpected risks affecting the MP are bigger. But this is not the case either. 

In a MA portfolio there is lower interest and spread risks than in a non -

matched portfolio (in fact, there is not market risk, the ñhold to maturityò 

substitutes the market risk for default risk). These lower interest and spread 

risk are a natural conseque nce of the cash flow matching and this lower risk 

is reflected in the SCR of MA users.  

2.148  The only underwriting risks connected to the portfolio of insurance or 

reinsurance obligations are longevity risk, expense risk, revision risk and 

limited mortality risk  (Article77b(1)(e)). This limited scope guarantees the 

predictability and illiquidity of the liabilities under MA. As in any other 

portfolio of life insurance liabilities, these risks can have a better or worse 

performance but not all will materialize in a  99.5% VaR scenario at the same 

time.  

2.149  Furthermore, the strict requirements of the MA prevent losses from forced 

sales. These requirements guarantee the illiquidity and predictability of the 

liabilities included in the MA portfolio. The surrender option fo r the 

policyholder does not exist or if this exists, the surrender value is the market 

value of assets backing the liabilities.  

2.150  If any underwriting risk, for example the longevity risk, has a performance 

worse than expected, it means that the insured pers on lives longer than 

expected and it is necessary to make additional payments not foreseen 

initially. This does not break the matching; the assets matched will be used 

to pay the expected payments. For the unexpected payments, more asset 

will be integrated  in the MA portfolio, assets coming from the SCR, as in any 

other portfolio (with or without cash - flow matching). A MA portfolio does not 

bear higher longevity risk than a non -matched portfolio: obviously, the 

inclusion or not inclusion of an obligation in  a MA portfolio does not alter the 

likelihood of better or worse performance of longevity risk. Even in the case 

of a worse than expected performance of longevity risk, the discount of the 

best estimate (the expected payments) with the MA will not create a  problem.  



58  

2.151   Therefore, if there is not a different correlation among the risks by the 

mere fact of the existence of a MA portfolio in the undertaking, and the 

market risk derived from the MA portfolio is lower than in a non -matched 

portfolio (being the und erwriting risk equal), the higher amount of SCR 

required by a user of the MA should be justified or, if this justification is not 

found, it would provide an argument for removing it. The essence of Solvency 

II is that each undertaking has to keep reserves according to its risks. If 

there is not higher correlation, if there is not higher risk (in fact, market risk 

us lower in a MA portfolio, as recognized in the SCR standard formula), the 

provisions of Article 217 of the Delegated Regulation could be contrad icting 

Article 101(3) of the Solvency II Directive.  

 

¶ A removal of current diversification restrictions in the SCR standard 

formula calculations would be in line with findings from the calculation of 

the SCR in internal models  

2.152  EIOPA has carried out an info rmation request to MA users which among 

others has asked internal model users to explain the treatment of 

diversification in the internal model and to quantify the difference between 

the current calculation of the SCR and a calculation that would allow for  full 

diversification benefits.  

2.153  As a result, it was found that in internal models the effects of any non -

diversification that may arise through the requirement that the assigned 

assets in a MA portfolio cannot be used to cover losses arising from other 

activities of the undertakings is typically not material.  As reasons for this 

effect, internal model users mentioned that existing surplus within the MA 

portfolio is typically small in relation to the MA portfolio's contribution to the 

SCR, and that it is u nlikely that further surpluses would arise in the MA 

portfolio in scenarios which are adverse for other business. Moreover, in the 

case of deficits arising in the MA portfolio, assets would be transferred into 

the MA portfolio from the non -MA portfolio.  

2.154  Therefore, removing restrictions on diversification for the standard formula 

would lead to a more consistent treatment of diversification between 

standard formula users and users of internal models.  

2.155  Overall , EIOPA considers that r emoving the limitation in th e diversification 

benefits will ensure a level playing field through sufficient harmonized rules, 

improving transparency and better comparability. At the same time, it will 

avoid unjustified constraints:  

¶ to the availability of insurance and reinsurance, i n particular insurance 

products with long - term guarantees (in benefit of policyholders and 

consumers), and  

¶ to hold long - term investments by insurance and reinsurance undertakings 

(in benefit of the European economy).  

2.3.2.1.  Options considered  
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2.156  In view of the descr iptions above, EIOPA has considered two main options:  

Option 1 : No change: Maintain the limitation to diversification benefits for MA 

portfolios in the SCR standard formula  

Option 2 : Remove the limitation to diversification benefits for MA portfoli os in 

the SCR standard formula  

2.3.2.2.  Impact of options  

2.157  EIOPA collected data on the impact of Option 2. Results from that data 

collection, covering 14 Spanish and 18 UK undertakings, show that the 

adoption of Option 2 would reduce the SCR of MA users as follows:  

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

0.29%,  

¶ for Spanish undertakings between 0.3% and 19.6%, with a weighted 

average of 8,5%. It would mean a reduction of 0.9% of the overall SCR 

for the Spanish market.  

 
2.158  5 out of 18 UK undertak ings are full internal model users and a further 9 

are on partial internal models. For the 5 undertakings on full internal models 

and 5 of the undertakings on partial internal models, there is zero impact. 

This is because the internal models have assessed that there are no 

meaningful restrictions to diversification in the SCR calculation. Of the 

remaining 4 partial internal model firms, 3 show an impact of less than 0.5% 

and the last firm shows an impact of 1.87%. The impact on the 4 UK 

undertakings applyin g the standard formula ranges from 0.4% to 6.15% and 

the weighted average is 2.59%. All Spanish insurers of the sample apply the 

standard formula.  

 

Spanish data  

 

 



60  

Min  0,3%  

Max  19,6%  

Median  8,3%  

Average  8,1%  

Weighted average  8,5%  

 

2.159  In terms of solvency  ratio, the improvement after considering 

diversification benefits is in the following table:  

 

Min  +0.0pp  

Max  53.8pp  

Median  18.4pp  

Average  20.3pp  

Percentile 25  12.7pp  

Percentile 75  29.4pp  

 

2.160  If we consider the overall Spanish market, the option 2 would  imply an 

increase of the solvency ratio of 1.8%.  

UK Data  

 

 

Min  0.00%  

Max  6.15%  

Median  0.00%  

Average  0.80%  

Weighted Average  0.29%  
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2.161  In terms of solvency ratio, the improvement after considering 

diversification benefits is in the following table:  

 

Min  +0.0pp  

Max  +12.0pp  

Median  +0.0pp  

Average  +1.5pp  

Percentile 25  +0.0pp  

Percentile 75  +0.6pp  

 

2.162  The impact on the SCR Ratio for the 4 UK firms using the standard formula 

ranges from +0.6% points to +12.0% points and the weighted average is 

+4.4% points.  

2.3.3.  Advice  

2.163  The assets included in the MA portfolio are devoted exclusively to cover 

the best estimate (expectation of insurance liabilities) of the liabilities 

included in that portfolio. If as a consequence of the evolution of assets and 

liabilities included in the MA portfolio a profit is derived from those assets, 

that profit cannot be used to cover losses outside the MA portfolio. Different 

to the best estimate is the SCR, devoted to cover unexpected losses, and for 

which there are different assets, outside  of the MA portfolio. Unexpected 

losses are not suitable for a cash - flow matching, assets covering those kind 

of losses are backing the unique SCR in the undertaking. Maintaining 

restrictions for diversifications benefits for the SCR of a MA user would imp ly 

the requirement of an SCR higher to the 99.5 VaR, what is not supported 

neither by the regulation nor for evidences of a bigger risk (in fact, the 

market risk is lower in a MA portfolio). Removing the limitations doesnôt imply 

additional risk for the pa yment of the best estimate. Internal models support 

this conclusion.  

 

2.164  EIOPA advises to remove the limitations to the diversification benefits 

according to the option 2.  

   

2.165  In order to implement that change references to matching adjustment 

portfolios in Ar ticles 70, 81, 216, 217 and 234 should be removed.  
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2.3.4.  Asset eligibility criteria  

2.3.4.1.  Extract from the c all for advice  

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

[é] 

b) Matching adjustment  

EIOPA is asked to provide an assessme nt of the quantitative impact on the 

calculation of the best estimate and the solvency position of insurance 
undertakings of the following approaches for the calculation/application of 
the matching adjustment:  

¶ [é]  

¶ Approach 2 : a review of the criteria for  eligible assets for the use of the 

matching adjustment, including their cash flow characteristics and credit 
quality.  

 

2.3.4.2.  Relevant legal provisions  

2.166  The relevant legal provisions for the topic of the matching adjustmentôs 

(MA) asset eligibility criteria are:  

¶ Recital 31 of the Omnibus II Directive  

¶ Article 77b of the Solvency II Directive  

¶ Article 132 of the Solvency II Directive  

¶ Article 2 of Commission Implementing Regulation (EU) 2015/500  

2.3.4.3.  Identification of the issue  

2.167  The rationale for the MA is explained in reci tal 31 of the Omnibus II 

Directive.  This sets out that undertakings that hold bonds or similar assets 

to maturity are not exposed to the risk of changing spreads on those assets. 

This justifies an adjustment to own funds to reflect that undertakings are n ot 

exposed to the risk of short term movements in asset values.  Underlying 

this thinking are assumptions such as:  

¶ Undertakings are able to obtain additional risk - free returns via a buy -and -

hold strategy.  

¶ Matched cash flows permit the undertaking to avoid selling when spreads 

are high.  

¶ Undertakings will earn the MA so long as the fundamental spread allows for 

costs of default and managing the portfolio to maturity.  

2.168  In order to benefit from this treatment it is essential that the undertaking 

can rely on earn ing specific returns by holding the assets to maturity.  
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Contrast the situation with real assets (e.g. property, commodities etc.) 

whose returns are not guaranteed, because markets for those assets can be 

dislocated away from their fundamentals for substan tial and unpredictable 

lengths of time (and indeed the concept of ófundamental valueô can be 

redefined over time for such assets). The absence of this ópull to parô effect 

for some assets justifies that there should be criteria to limit the types of 

asset that can be included in a MA portfolio (MAP).   

2.169  Specifically, Solvency II requires assets included in the MAP to meet two 

requirements:  

1.  They must be ñbonds or other assets with similar cash flow characteristicsò 

(Article 77b(1a)) and  

2.  They have to have ñfixed cash flowsò as defined in Article 77b(1h).  

2.170  EIOPAôs annual LTG reports have assessed the losses in MA portfolios 

compared against the fundamental spread provisions. 30   Every year it has 

been observed that the fundamental spread significantly exceeds the  losses 

from default and downgrade within those portfolios, indicating that 

undertakings are earning the MA as expected, arising from the assets held.  

This provides some reassurance that the measure is operating as expected.  

2.171  Nevertheless, there have been borderline cases which present a challenge 

to the application of the asset eligibility requirements (and indicate that the 

requirements could be improved).   

2.172  For example, undertakings can attempt to overcome these requirements 

by providing assets whose leg al form appears to ensure that the asset is 

ñbond-likeò (e.g. are legally loans) and which technically have a fixed 

schedule of cash flows, but which expose undertakings to the same risks as 

the ineligible assets. It is likely that these assets will be inc ompatible with 

Solvency II requirements, such as the Prudent Person Principle and NSAs 

should challenge undertakings accordingly. Nevertheless the current absence 

of a targeted provision leaves NSAs having to rely on an indirect tool to 

ensure the adequacy  of assets in the MAP.  

2.173  Separately, there are assets with some uncertainty as to the timing of the 

first/last cash flows but with a limited range of cash flow patterns and 

therefore more akin to bonds than to real assets. These assets are suitable 

for backi ng annuity liabilities and include callable bonds or loans that have 

fixed cash flows only after an uncertain start date (e.g. as used to back 

infrastructure projects).   Nevertheless, a literal reading of the ñfixed cash 

flowò requirement would penalise such assets by treating them as if they had 

the same uncertainty as real assets.  Therefore it is appropriate to consider 

if an alternative treatment can be devised within the matching adjustment 

framework for these assets.    

                                                           
30  For example, section II.3 óImpact on policyholder protectionô in the YE2018 report  

file:///C:/Users/325678/Documents/EIOPA%20LTG%20Review%20Report/LTG%203rd%20Annual%20Report%20YE2018.pdf
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2.3.5.  Analysis  

2.174  For clarity, the propo sed ólook-throughô and óyield to worstô approaches 

(described in more detail below) would only be relevant for assets which 

satisfy the Directiveôs Prudent Person Principle (PPP) and risk management 

provisions, and where firms meet the rest of the MA eligi bility criteria. Article 

132 in particular requires undertakings to ñonly invest in assets and 

instruments whose risks the undertaking concerned can properly identify, 

measure, monitor, manage, control and report.ò Moreover ñAssets held to 

cover technical provisions must be invested in a manner appropriate to the 

nature and duration of the liabilities.ò   

Look - through principle  

2.175  Following a ólook-throughô approach could aid undertakings and NSAs 

when assessing the suitability of restructured assets to be inc luded in the 

MAP. The proposal is to clarify a look - through principle to help identify asset 

structures where the underlying assets are not suitable to match MA 

liabilities, in particular because they are not sufficiently fixed in term. In the 

examples bel ow we focus on securitisations as an example of such assets, 

but it is important to note that many other types of structures can function 

similarly. Therefore it is important not to limit this approach to 

securitisations.  

2.176  The look - through principle will co mprise some considerations relevant to 

the underlying (unrestructured) asset and others relevant to the nature of 

the restructuring.  It should allow assessment of the asset against four 

criteria:  

 

1)  The underlying asset provides a sufficiently fixed level of income  

2.177  Structured assets can be suitable to back MA -eligible liabilities, where the 

underlying assets are appropriate given the fixed nature and duration of the 

liabilities. For example securitisations backed by residential mortgages 

(RMBS) are ubiquito us, have well established price histories and can achieve 

high ECAI ratings. In this case the underlying assets are loans with fixed 

terms, but subject to prepayment risk which likely renders them ineligible for 

inclusion in the MAP.    

2.178  As noted in previou s EIOPA Q&A, it is possible to restructure a portfolio of 

such mortgages in such a way that the resulting senior notes meet MA 

eligibility requirements; conversely, it is also possible for those 

securitisations to not meet the MA criteria and remain inelig ible 31 .  Where the 

resulting RMBS meet the MA eligibility conditions, the securitisation will have 

eliminated the part of the mortgage spreads that corresponds to idiosyncratic 

                                                           
31  EIOPA Questions & Answe rs [ID #1090 and #1091] related to Long -Term Guarantees 

Assessment available at: 
https://eiopa.eu ropa.eu/Publications/QIS/20130313_Published_QA_01.pdf . 

https://eiopa.europa.eu/Publications/QIS/20130313_Published_QA_01.pdf
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risk (e.g. prepayment on an individual loan via a loss -absorbing junior 

tranche,  which is not eligible for inclusion in the MAP).  

2.179  At the other end of the spectrum, it would not be appropriate to securitise 

real assets (e.g. property) that do not match the nature of MA liabilities.  In 

these cases the undertaking still remains exposed  to the risk of changing 

spreads on the underlying assets and cash flows will be dependent on the 

realisable value of the underlying asset.  

2.180  Looking back at the underlying assumptions of the MA (recital 31 of the 

Omnibus II Directive), we can see that the key difference relates to whether 

the securitised asset provides a mechanism for the undertaking to earn risk -

free returns as a buy -and -hold investor.  Therefore any cash flows derived 

from securitising real assets will not provide sufficiently fixed cash flows. In 

other words, the risk profile of such underlying assets is not sufficiently 

quantifiable such that the credit risk arising from a restructuring of these 

assets can be assessed in a way that allows an appropriate Fundamental 

Spread to be assigned to the restructured asset.  

 

2)  the restructured asset cash flows are supported by loss absorbency features 

such that those cash flows are sufficiently fixed in term and will remain so 

even as operating conditions change   

2.181  Where an asset has been structured in to a range of tranches, the junior 

tranches should provide loss absorbency to protect the senior note payments, 

e.g. a proportion of the cash flows accruing to the junior note in the early 

years of the transaction being kept in reserve in case of subsequen t losses 

that reach the senior notes. In this way the lower rated structured notes 

provide genuine loss absorbency and ensure that the senior note is only 

exposed to default and downgrade risks such that it is MA -eligible.  

2.182  It would not be satisfactory, for  example, if the underlying assets were 

unsuitable for a buy -and -hold strategy and required frequent buying and 

selling or removing from the structure.  Rather any subsequent deterioration 

in the security of the MA -eligible senior note(s) should be reflect ed through 

the regular process of reviewing and updating the rating of the restructured 

asset without impeding running off the asset to maturity 32 .   

2.183  Therefore it is necessary to look through to the underlying assets of any 

re -structure to verify that the a sset cash flows are sufficiently fixed in term 

and amount and that they will remain so even as operating conditions 

change.    

 

                                                           
32  This is notwithstanding the fact that it should be possible to rebalance downgraded assets out of 

the MAP.  The key point here is that any such rebalancing should be done at a time of the 

undertakin gôs choosing, purely for risk management reasons.  At no point should undertakings be 
forced sellers of assets where the MA is applied.  
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3)   Financial guarantees do not give rise to MA  

2.184  It has been noted above that underlying assets that provide direct 

exposure to real assets cannot provide the basis for genuinely fixed cash 

flows for MA purposes. Similar considerations apply where the exposure  to 

those assets is indirect via embedded guarantees.  

2.185  Where the underlying assets include a written guarantee on the 

performance of other assets, then they are subject to an increased level of 

risk compared to an equivalent asset without such a guarantee. Therefore 

such a guarantee will also increase the amount of spread that should properly 

be attributed to risks retained by the firm and in consequence this element 

of spread should not give rise to MA benefit.  

2.186  Where the underlying asset includes embedded f inancial guarantees, 

undertakings should be able to demonstrate to NSAs that the additional 

retained risks have not resulted in additional MA benefit, e.g. because they 

have been appropriately reflected in the fundamental spread of the MA -

eligible senior n otes, or because they are borne by the loss absorbing junior 

or equity tranches and are therefore reflected in their value.  

 

4)  Undertaking is able to properly identify, measure, monitor, manage, control 

and report the underlying risks  

2.187  Article 77b(1)(b) requi res that the portfolio of assets assigned to cover the 

best estimate of the portfolio of obligations should be identified, organised 

and managed separately from the rest of the undertaking.  In order to 

properly manage any restructured assets it is importa nt for the undertaking 

to be able to understand and mitigate the risks to which they (and hence the 

MAP) are exposed.   

2.188  In addition, undertakings are required to comply with the Directiveôs risk 

management and Prudent Person Principle (PPP) provisions. Art icle 132 in 

particular requires undertakings to ñonly invest in assets and instruments 

whose risks the undertaking concerned can properly identify, measure, 

monitor, manage, control and report.ò  

2.189  This entails several underlying considerations for the suita bility of the 

underlying assets to be included in MAPs.  For example, undertakings must 

retain the ability to understand and mitigate the risks pertaining to the 

underlying asset. Undertakings should look through to the underlying assets 

to ensure that the se are suitable for the nature and duration of the MA 

liabilities  

2.190  Undertakings should consider carefully the prudence of any transactions 

or arrangements they enter into for the purposes of the MA, including their 

behaviour under stress, and whether the as sociated risks are well understood 

and appropriately managed.  
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ôYield to worstô approach  

2.191  As explained under  óIdentification of the issueô  the range of asset classes 

in undertakingsô MAPs has been constrained by following a literal 

interpretation of the Directive requirement (Article 77b(1h)): ñthe cash flows 

of the assigned portfolio of assets are fixed and cannot be changed by the 

issuers of the assets or any third parties.ò Assets, such as certain callable 

bonds, could be suitable for backing annuity l iabilities but do not have strictly 

fixed cash flows due to the call option(s); i.e. the exact timing of the 

redemption payment is unknown and coupon payments after the next call 

date (NCD) may not be received; or alternatively the asset may continue 

payin g scheduled cash flows until the Final Maturity Date (FMD).  

2.192  Beyond callable bonds, there are other assets where there is some 

uncertainty regarding the timing of cash flows, and that might benefit from 

a similar treatment.  Notably certain infrastructure i nvestments where a loan 

finances the construction phase (e.g. of a hospital, a toll road etc.) and 

repayments only commence when the physical asset goes into the operating 

phase.  For large projects there can be some uncertainty of the possible start 

date of operation (e.g. because the asset may take 4 years to build instead 

of the planned 3), but investors are guaranteed that the operating phase 

(and hence the loan repayments) will commence by a certain date (e.g. year 

5).   

2.193  EIOPA considered whether it wou ld be appropriate to allow such assets to 

enter the MA portfolio based on a óyield to worstô treatment where an 

undertaking would assume whichever call date were the most onerous in the 

calculation of the MA to produce the lowest MA benefit.  However there  were 

considerable difficulties in allowing such a treatment whilst maintaining 

consistency with the underlying principles of MA which require the matching 

of fixed cash flow liabilities by fixed cash flow assets.  

2.194  In particular, a yield to worst approach would expose the undertaking to 

the risk that cash flows might not arise at the time they were expected (e.g. 

the risk that the bond might be called at NCD when the MA calculations 

assumed FMD, or vice -versa). In these cases, even if the new cash flows 

res ulted in higher MA benefit, the undertaking might be required to sell the 

asset in order to restore cash flow matching, might struggle to meet liability 

cash flows, or might be exposed to reinvestment risk. EIOPA considers that 

these risks are incompatible  with the MA framework that is based on earning 

risk - free returns as a buy -and -hold investor, and would pose an obstacle to 

undertakings being able to demonstrate compliance with the MA criteria.  

2.195  EIOPA considered mitigants such as requiring the undertaking  to 

demonstrate sufficient liquidity within the MAP (i.e. by holding cash) to 

ensure it could meet liability cash flows and mitigate the risk of a change to 

the timing of the early asset cash flows. However these mitigants were 

considered to be either inap propriate (in that they would permit other less 
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suitable assets to be included in the MA portfolio) or ineffective (in that they 

would significantly dilute the resulting MA benefit).   

2.196  EIOPA investigated other alternatives, such as permitting the assumptio n 

of reinvestment at the current forward risk - free rates, but this was found to 

have similar deficiencies. As a result EIOPA decided not to propose a change 

in approach at this stage.  

Efficiency and Effectiveness of presented approach  

2.197  The MA treatment of a ssets is one of the influences of an undertakingôs 

selection of assets to back its long - term liabilities. Those assets were 

purchased with the intention to hold to maturity and it would be disruptive 

(and contrary to the very principles underlying the MA) to alter the MA rules 

in a way that requires a forced sale. To avoid market disruption, the proposed 

ólook throughô approach should be implemented prospectively (i.e. not 

retroactively to assets already in MA portfolios).  

2.198  The intent of the look - through principle would be to help ensure that 

undertakings only include in MA portfolio assets which can earn additional 

risk - free returns when held to maturity. The primary impact would be to 

mitigate the risk of unsuitable assets being included in the MA P.  This would 

support the supervision of the two existing requirements in points (a) and 

(h) of Article 77b(1). A principles -based approach would be better able to 

address different types of restructuring, compared with measures to block 

specific types of  restructuring. For most structured assets, EIOPA expects the 

principle will be straightforward for undertakings and NSAs to implement and 

ensure a level playing field. Complex structures may possibly pose a 

challenge to a consistent implementation of the look - through principle, but 

these would pose a greater challenge under the current position without a 

targeted provision to assess these situations.  

2.199  An additional benefit of the look - through  is that through applying the 

principle (and gaining assurance th at both the underlying and restructured 

assets are appropriate for inclusion in the MAP) NSAs will gain a better 

understanding of the risks facing the asset.  

2.200  For undertakings there would be some cost of providing additional 

information about underlying ass ets, but arguably this is a necessary cost to 

bear to demonstrate asset eligibility. The process to assess the MA suitability 

of a complex restructured asset already requires NSA resource and the look -

through principle with its specific criteria would make  this supervisory 

process more efficient, instead of a reliance on general requirements such as 

the Prudent Person Principle.  
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2.3.6.  Advice  

2.201  EIOPA advises that a n additional requirement is introduced in the 

Delegated Regulation to clarify the eligibility of rest ructured assets:  

For assets whose cash flows depend on the performance of other underlying 

financial assets, undertakings shall be able to demonstrate that, in addition to 
meeting the other MA eligibility criteria,  

1.  the underlying assets provide a sufficie ntly fixed level of income;  

2.  the restructured asset cash flows are supported by loss absorbency features 

such that those cash flows are sufficiently fixed in term and will remain so even 
as operating conditions change;  

3.  where the underlying assets include financial guarantees, those guarantees do 

not result in additional matching adjustment;  

4.  the undertaking is able to properly identify, measure, monitor, manage, control 

and report the underlying risks.  

 

 

 

2.4.  Volatility adjustment  

2.4.1.  Extract from the call for advi ce  

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

(Art. 77d)  

EIOPA is asked to assess the efficient functioning of the volatility adjustment 

and the matching adjustment as mechanisms to prevent pro -cyclical 
behaviour on financial marke ts and to mitigate the effect of exaggerations of 
bond spreads, in view of a level playing field in the EU and policyholder 

protection.  

The Commission services are envisaging to assess possible approaches to 

review the design, calibration and functioning o f the adjustments, whilst not 
precluding the possibility of a single adjustment mechanism.  

a) Volatility adjustment  

EIOPA is asked to provide an assessment of the quantitative impact on the 
calculation of the best estimate and the solvency position of insu rance 

undertakings of the following approaches for the calculation/application of 
the volatility adjustment:  

¶ Approach 1 : the application of an adjustment that takes into account the 
illiquidity features and/or duration of insurersô liabilities, while maintaining 
the current concept of representative portfolios. That adjustment may rely 

on different ñapplication ratiosò; 

¶ Approach 2 : the application of an adjustment that takes into account the 

weights of own assets holdings of each insurer; that adjustment ma y rely 
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on different ñapplication ratiosò depending on the level of cash-flow 
matching of insurance liabilities portfolios. When applying this approach, 

EIOPA should specify the assumptions regarding diversification benefits 
in the calculation of the Solven cy Capital Requirement.  

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

2.4.2.  Previous a dvice  

2.202  EIOPA carried out an assessment of lo ng - term guarantees measures for 

the European Parliament, the European Council and the European 

commission in 2013. In the findings of the assessment EIOPA suggested the 

introduction of a volatility balancer. The volatility balancer is a permanent 

and predi ctable adjustment to risk - free interest rates with the objective to 

deal with unintended consequences of volatility. The volatility balancer as in 

particular the following features:  

¶ Based on a currency -specific reference portfolio, the adjustment is 

derive d from the spread difference to the relevant risk - free rate less the 

portion related to default risk.  

¶ In exceptional circumstances, this adjustment may not reflect the reality 

of a given market. Where this is the case, e.g. the spread of a national 

referen ce portfolio exceeds two times the spread of the currency specific 

reference portfolio and this national spread is at least 100 bps, the spread 

is additionally adjusted for that market by adding the amount that the 

national spread exceeds two times the cur rency spread.  

¶ The calculated spread (already excluding the portion linked to default risk) 

is adjusted to account for risk associated with the implementation of the 

adjustment by means of an application factor of 20%.  

¶ The adjustment affects own funds by th e introduction of a special own 

funds item.  

 

2.4.3.  Relevant legal provisions  

2.203  The VA is motivated in recital 32 of the Omnibus II Directive and specified 

in Article 77d of the Solvency II Directive. The calculation of the VA is further 

detailed in Articles 49 to  51 of the Delegated Regulation.  

2.4.4.  Technical improvements of VA calculation  

2.4.4.1.  Relevant legal provisions  
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2.204  Article 77d(2) Solvency II Directive  specifies the calculation of the VA. This 

specification is further detailed the Delegated Regulation, specifically in  

Article 49(1), Article 49(3)(a) and Article 50.  

2.4.4.2.  Identification of the issue  

2.205  As part of the current EIOPA methodology for the computation of the VA 

on basis of representative portfolios, information on spreads and yields per 

individual ñbucketsò in the fixed income investments of insurers need to be 

aggregated to average spreads and yields at the level of the overall 

government bonds or corporate bonds portfolios.  

2.206  To investigate the robustness of this aggregation mechanism under 

different economic environm ents, EIOPA has simulated a computation of the 

VA for the time period January 2007 to February 2019.  

2.207  This exercise revealed two technical deficiencies in the current aggregation 

mechanism, which are related to the following technical aspects:  

ð the fact th at the representative portfolios is only updated at a yearly basis, 

which requires a ñfreezeò of assumptions on the representative portfolio 

during this period; and  

ð the disallowance of negative average spreads for the government bond and 

corporate bond por tfolios.  

2.208  These deficiencies are described in more detail in subsections 2.4.4.2.3  

and 2.4.4.2.4 , below. Subsections 2.4.4.2.1  and 2.4.4.2.2  include a 

description of the general approach used by EIOPA to aggregate interest 

rates, and of the need to ñfreezeò assumptions on the representative 

portfolio. A description of the historic simulation of VA values which EIOPA 

conducted is included in a nnex  2.12 .  

 

2.4.4.2.1.  General approach to aggregation of interest rates  

2.209  For the aggregation of interest rates across the indiv idual buckets of the 

representative portfolio, a so -called ñzero coupon bondò approach is used.  

2.210  This means that, at the level of the individual bucket, the portfolio is 

modelled as a (single) zero -coupon bond (ZCB). The aggregation is then 

carried out on basis of the modelled zero -coupon bonds per bucket.  

2.211  Note that a ZCB is fully specified by the maturity of the bond and the cash 

flow at maturity (or notional amount), henceforth denoted by CF. Moreover, 

for a zero -coupon bond (ZCB), the (Macaulay) duratio n coincides with its 

maturity. So a ZCB can be determined by specifying its duration (henceforth 

denoted by Dur ) and its nominal cash - flow.  

2.212  Suppose now that the market value ( MV) of a ZCB, and the interest rate 

IR  to which this market value relates are kn own, so that:  

ὓὠ ὅὊẗρ ὍὙ  
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2.213  In such a situation, to determine the ZCB it is sufficient to specify the 

duration Dur  of the bond, since then the cash flow CF is given by:  

ὅὊ ὓὠẗρ ὍὙ  

2.214  The EIOPA -methodology makes use of this obse rvation by selecting 

information on the (relative) market -value MVi, the (average) interest rate 

IR i and the (average) duration Dur i at the level of the individual buckets i in 

the corporate bond (respectively, government bond) portfolio.  

2.215  The aggregated i nterest rate IR  at portfolio level is then calculated as the 

(single) rate that, when used to discount the cash flows, gives the sum of 

market values across the individual buckets. This means that IR  is the 

solution of the following equality:  

ὅὊὭẗρ ὍὙ ὅὊὭẗρ ὍὙὭ  ὓὠὭ 

2.216  Note  that this equation simplifies to  

ὅὊὭẗρ ὍὙ ρ 

in case the market values MV(i)  are chosen as relative weights, so that  

ὓὠὭ ρ 

2.4.4.2.2.  ñFreezingò of assumptions on representative portfolios  

2.217  For the calculation of the VA, EIOPA uses the following information for 

modelling the ZCBôs of the individual buckets of the representative portfolio: 

¶ interest rates (yields, risk - free rates, fundament al spreads);  

¶ the proportion (weight) of the market value of the bucket within the 

overall portfolio; and the  

¶ average (modified) duration of assets in the bucket.  

2.218  The information on the (average) modified durations is used to set the 

assumption on the Maca ulay duration Dur(i)  of the ZCB that models the 

bucket.  

2.219  Whereas the VA is calculated at a monthly basis, the information on the 

duration and the market value weights is only updated at longer intervals 

(currently, every 12 months). Therefore, during these  intervals, there is the 

need to freeze the assumptions on any two of the following three items 

concerning the ZCB used to model the bucket:  

¶ the (Macaulay) duration Dur(i) of bucket i;   

¶ the market value weight MV(i); or  

¶ the cash flow (nominal value) CF(i ) for assets in bucket i.  
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2.220  Such "freezing" could lead to a significant misestimation of aggregated 

spreads and yields. Hence, a careful assessment of the implications of such 

an approach appears necessary.  

2.221  At current, EIOPA uses an approach where market v alue weights MV(i)  

and durations Dur(i)  are frozen at a certain point in time t 0. In the following, 

we will refer to this approach as the MV (market value) -Freeze approach.  

2.222  The MV -Freeze approach assumes that, for each bucket, the duration and 

the (relati ve) market value of the bucket remain constant during the freeze. 

Cash- flows CF(i,t)  at time t  per bucket i are determined as  

ὅὊὭȟὸ ὓὠὭȟὸ ẗρ ὍὙὭȟὸ
ȟ

 

2.223  This means that, under the MV -Freeze approach, the weight of the cash 

flows in bucket i (relative to the overall amount of cash flows across all 

buckets) is given by  

(1)  ὅὊ Ὥȟὸ
ȟ ẗ ȟ

ȟ

В ȟ ẗ ȟ
ȟ   

2.224  The aggregated interest rate IR(t)  at time t is then determined by the 

equation 33 :  

(2)  ВὅὊὭȟὸẗρ ὍὙὸ
ȟ

ρ, 

which is equivalent to  

(3)  ВὓὠὭȟὸ ẗ 
ȟ

ȟ
ρ 

 

2.4.4.2.3.  Deficiencies of the MV - Freeze appro ach  

2.225  As described in the previous sub -section, the MV -Freeze approach 

assumes that the relative weights of the market values of the buckets that 

constitute the representative portfolio are constant over time. At the same 

time, it assumes that the weight of  the cash flows in the individual buckets 

change when there is a change in interest rates.  

2.226  In case where, for a given bucket i, the interest rate IR(i,t)  applicable to 

this bucket increases, the cash flow  

ὅὊὭȟὸ ὓὠὭȟὸ ẗρ ὍὙὭȟὸ
ȟ

  

in bucket i (and the relative weight ὅὊ Ὥȟὸ of this cash flow) will increase 

as well. Vice versa, in case the interest rate IR(i,t)  decreases, the cash flow  

ὅὊὭȟὸ and its relative weight ὅὊ Ὥȟὸ also decrease.  

2.227  In reality, however, a change in interest rate will ceteris paribus lead to a 

change in market values, whereas cash flows will remain constant. 

Specifically, where the interest rate ὍὙὭȟὸ increases, it would be expected 

that the market value ὓὠὭȟὸ of investments in bucket i (and the relative 

                                                           
33  where we assume that the market values MV(i,t 0)  are chosen as relative weights  
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market value weight of investments) would not remain constant, but 

decrease. This means that the MV -Freeze approach could lead to an over -

estima tion of the weight of buckets with high interest rates.   

2.228  To assess the extent of this potential over -estimation, EIOPA has assessed 

the aggregation of interest rates using the MV -Freeze methodology using a 

simulated calculation of the VA over the time hor izon January 2007 to 

February 2019. Note that this time horizon includes periods of extreme 

interest rate movements, in particular during the financial crises 2008 -2009 

and during the sovereign debt crises 2010 -2012.  

2.229  This assessment revealed that the MV -Freeze approach is indeed prone to 

lead to over -estimation effects, but only in cases of extreme interest rate 

spikes.  

2.230  To illustrate this, the following diagram shows the yields for the individual 

buckets in the corporate bonds portfolio of the representat ive portfolio for 

the Euro currency during the time period January 2007 to November 2008. 

Note that the corporate bond portfolio is subdivided in 12 buckets according 

to the credit quality of the investments and a distinction between financial 

and non - fina ncial bonds. 34   

 

2.231  Note that this period is characterised by an extreme spike in the level of 

yields for corporate bonds in the ñFinancial 5ò category (financial bonds with 

average ñBò rating). Between end October 2008 and  end November 2008 ï 

                                                           
34  in the diagram below, only 10 buckets  are shown, since the ñNonfinancial 5ò and ñNonfinancial 

6ò categories carry a zero weight in the representative portfolio used in the simulation 
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i.e. within jus t a month ï the average spreads for corporate bonds 35  

increased from 14% to 136%.  

2.232  In reality, this meant that the market value of bonds in this category would 

have significantly decreased. However, as outlined above, the MV -Freeze 

approach would assume tha t the market value weight of the ñFinancial 5ò 

bucket 36  would remain unchanged.   

2.233  At the same time, the MV -Freeze approach would assume that the weights 

of the cash flows in the buckets of the corporate bond portfolio would be 

impacted by the changes in yie ld. The following diagram shows the 

proportional weights of the cash flows assumed under the MV -Freeze 

approach in the same period:  

 

2.234  This shows that, during the peaks of the yields for bonds in the ñFinancial 

5ò category, the MV-Freeze approach would ass ume that the weight of cash 

flows for these bonds ï relative to the volume of cash flows for all corporate 

bonds ï would increase significantly. In particular, between end October 

2008 and end November 2009, the weight of cash flows for ñFinancial 5ò 

bonds  would have increased from 1. 1% to 23. 5%. This would only be 

possible under a scenario where insurers would massively shift their 

corporate bond investments into this category, or where there would be a 

very massive (and sudden) deterioration of ratings. H owever, such a scenario 

seems unrealistic. 37   

                                                           
35  with an average duration of 4,6 years as assumed in the representative portfolio which was 

used in the simul ation  
36  which amounts to 1% in the representative portfolio used for the simulation  
37  It could be expected that a sudden and extreme increase of spreads would lead, instead, to a 

ñflight to qualityò, i.e. to a shift into other investment classes with higher credit quality  
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2.235  As mentioned above, the tendency of the MV -Freeze approach to over -

estimate the weights of buckets with high interest rates is less significant in 

a situation where interest rate levels are not extreme. To illus trate this, the 

following diagram visualises the weights of cash flows under the MV -Freeze 

approach for the whole time period January 2007 to February 2019:  

 

2.236  This shows that, apart from the aforementioned period January 2008 to 

November 2009 (i.e. the hei ght of the financial crises) and the sovereign 

debt crises 2011 -2012, the weights of the buckets in the corporate bond 

portfolio remained relatively stable.  

2.4.4.2.4.  Disallowance of negative spreads for corporate and 

government bond portfolios  

2.237  According to Article  50 of the Delegated regulation, the spread for the 

representative portfolio shall be calculated as  

(4)  Ὓ ύ ẗÍÁØὛ ȟπ ύ ẗÍÁØ Ὓ ȟπ 

where  

ð ύ  denotes the ratio of the value of government bonds included in the 

reference portfolio;  

ð Ὓ  denotes the average currency spread on government bonds 

includ ed in the reference portfolio;  

ð ύ  denotes the ratio of the value of bonds other than government 

bonds, loans and securitisations included in the reference portfolio;  

ð Ὓ  denotes the average currency spread on bonds other than 

governme nt bonds, loans and securitisations included in the reference 

portfolio.  
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2.238  This means that , for calculating the overall spread for the representative 

portfolio, the aggregated spreads for the portfolios of government bonds and 

of corporate bonds are subject to a lower bound of zero.  

2.239  Such an approach  does not appear economically justified. Instead, in case 

where the risk - free rates exceed the yield, an allowance for a negative spread 

would be a better reflection of the economic characteristics of the 

investme nts.  

2.240  To assess  the relevance of this issue, EIOPA has analysed how often the 

zero value floor for the spreads for the government and corporate bond 

portfolios (as shown in equation (4)) becomes effective on basis of the 

simulation of VA values during 2007 to 2019. This simulation comprised 4088 

aggregations of corporate bond and government bond portfolios. 38  Out of 

these, in 402 cases (9,8%) the aggregation would have resulted in a negative 

aggregated spread. All of these cases are related to government bond  

portfolios.  

2.241  For illustration , the following diagram shows the evolution of aggregated 

risk - free rates and yields for government bond in the national representative 

portfolio for Germany used in the simulation of VA values. 39   

 

                                                           
38  consisting of 14 government bond and 14 corporate bond portfolios over 146 monthly 

calculations  
39  note that the government bond portfolio in the national representative portfolio for Germany 

does not only contain German sovereign bonds,  but is representative for all government bonds 

which insurers are invested in to cover the best estimate for obligations of products sold in 
German insurance market and denominated in euro.  
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2.242  This shows  that negative sp reads occurred during 2007 until April 2008, 

and then during most of the time period from mid July 2017 to February 

2019.  

2.243  For assessing  the relevance of negative spreads, not only the frequency 

but also the severity of aggregated negative spreads is of in terest. The 

following diagram shows the size of negative the 402 cases of negative 

spreads observed in the simulation of historic VA values:  

 

This shows that, in most cases, the size of the negative spread is rather small. In 

50% of cases, the size is be low 9 BPS, and in 75% of all cases it is below 15 BPS. 40     

2.4.4.3.  Analysis    

2.4.4.3.1.  Deficiencies of the MV - Freeze approach  

2.244  On this issue, the following two options have been identified:  

Option 1 : no change  

Option 2 : use of a cash flow (CF) -Freeze approach instead of a MV-Freeze 

approach  

Description of the CF -Freeze approach  

2.245  Under a CF -Freeze approach, the cash flows CF(i) and durations Dur(i) are 

frozen. 41  Hence this approach assumes that, for each bucket, the duration 

and the (relative) volume of cash flows in the buck et remain constant during 

the freeze. The market value of bucket i at time t is then determined as  

ὓὠὭȟὸ ὅὊὭȟὸ ẗρ ὍὙὭȟὸ
ȟ

 

                                                           
40  i.e., in 50% of cases the negative spread is greater or equal to -9 BPS, and in 75% of all cases 

it is greater or equal to -15 BPS.  
41  in the following, we use the notation introduced earlier in this section.   
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2.246  Under  this approach, the aggregated interest rate IR(t)  is determined as 

the solution of the equation  

(5)  ВὅὊὭȟὸ ẗρ ὍὙὸ
ȟ

ВὓὠὭȟὸ,  

which is equi valent to  

(6)  Вὡ Ὥȟὸẗ 
ȟ

ȟ
ρ, 

where the weights W(i,t)  are defined as  

(7)  ὡ Ὥȟὸ  
ȟ

В ȟ
 

2.247  Note that equation (6) is similar to equation (3) which defines the MV -

Freeze approach. In c ontrast to the MV -Freeze approach, however, the 

weights W(i,t) are not constant, but vary with varying levels of interest rates 

IR(i,t).  

2.248  The following diagram compares the market value weights under the MV -

Freeze approach with the weights W(i,t) for the s ame investment bucket and 

time period as analysed before. 42   

 

2.249  This shows that under the CF -Freeze approach, where yields in the 

ñFinancial 5ò investment bucket peaked, the market value weight of this 

bucket decreased, which is consistent with economic expe ctations.  

2.250  Note that, through allowing a reflection of a change in the market value 

weights, the CF -Freeze approach avoids a potential over -estimation of high 

interest rates in buckets with small weight. The following diagram shows for 

                                                           
42  ñFinancial 5ò category of corporate bonds in the representative portfolio for the Euro currency 

during the  time period January 2007 to November 2008.  
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comparison the aggre gated yield resulting from the MV -Freeze and CF -Freeze 

approaches for the corporate bond portfolio during the same time period:  

 

2.251  This shows that, whereas overall the aggregated yields are similar, the 

yields computed under the CF -Freeze avoid the peaks of  the aggregated 

yields under the MF -Freeze approach which result from the over -estimation 

of the weight of ñFinancial 5ò category yields under this approach. E 

2.252  IOPA has also found that in situations as above (i.e. high interest rate 

increases in buckets of  small weight), the aggregated interest rates 

computed under the MV -Freeze approach are much less robust than the 

aggregated interest rates under the CF -Freeze approach. With the MV -Freeze 

approach, small changes in the assumed market value weights can lea d to 

significant changes of the aggregated rate.  

2.253  Notwithstanding these effects in cases of extreme interest rate 

movements, the differences between the two approaches tend to be 

insignificant in case of non -extreme interest rate environments. To illustrat e 

this, the following diagram shows the (simulated) value of the VA for the 

Euro currency for the whole time period 2007 -2019 for both the MV -Freeze 

and the CF -Freeze method:  
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2.254  This shows that the computed VA -values for the two approaches are very 

close to  another except for the afore -mentioned period of extreme interest 

rate movements. There are also differences ï although to a much smaller 

degree ï during the financial debt crises 2010 -2012.  

Comparison of the options  

2.255  The preferred option for this issue is  the use of a CF -Freeze approach 

instead of a MV -Freeze approach. The differences between these two 

approaches are expected to be negligible except in cases of extreme interest 

rate movements where the CF -Freeze approach leads to a more robust 

aggregation of interest rates that avoids potential over -estimation effects 

that could result when using the MV -Freeze approach.  

2.256  To base the calculation of the VA on the CF -Freeze approach instead of the 

MV-Freeze approach does not require a change to the legal frame work of 

Solvency II.  

 Questions to stakeholders  

Q2.2 :  Should the calculation of the VA be based on the CF -Freeze approach or the 

MV-Freeze approach? Please explain your view.   

 

2.4.4.3.2.  Disallowance of negative spreads for corporate and 

government bond portfolio s  

2.257  On this issue, the following two options have been identified:  

¶ Option 1:  no change  
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¶ Option 2 : allowance of negative aggregated spreads for corporate and 

government bond portfolios  

 

2.258  The preferred policy option for this issue is to allow negative aggregate d 

spreads for corporate and government bond portfolios to have a better 

economic reflection of the spreads in the representative portfolio. EIOPA 

expects that this has only a small impact on the calculated VA values.  

2.4.4.4.  Advice  

2.259  EIOPA advi ses to amend the firs t sentence of Article 50 of the Delegated 

Regulation as follows:  

ñFor each currency and each country the spread referred to in Article 77d(2) and 

(4) of Directive 2009/138/EC shall be equal to the following  

S=w gov ·Sgov +w corp ·Scorp  

where [é]ò 

 

2.4.5.  Design of the  VA  

2.4.5.1.  Identification of the issue  

2.260  EIOPA has carried out an extensive review of the efficient functioning of 

the volatility adjustment since the start of Solvency II. This review took into 

account the observations on the impact of the application of the VA as  

contained in the EIOPA reports on long - term guarantees measures and 

measures on equity risk for the years 2016, 2017 and 2018. These reports 

capture the overall impact of the LTG measures and measures on equity risk 

on the financial position of the undert akings, the impact on policyholder 

protection, the impact on investments, the impact on consumer protection 

and availability of products, the impact on competition and level playing field 

in the EU insurance market and the impact on financial stability.  

2.261  EIOPA identified the following main objectives that can be attributed to the 

VA:  

1.  Prevent procyclical investment behaviour;   

2.  Mitigate the impact of exaggerations of bond spreads on own funds; and   

3.  Recognise illiquidity characteristics of liabilities in the  valuation of 

technical provisions.   

2.262  Against these objectives , EIOPA identified the following main deficiencies 

in the current design of the VA:  
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2.263  These deficiencies are described in more detail in the following 

subsections.  

2.4.5.1.1.  Deficiency 1 -  Over -  or undershooting effect of the VA  

2.264  Under the market -consistent valuation foreseen in Solvency II, a change 

in bond spreads directly influences the market value of the assets and 

thereby the solvency position of the undertakings. Where bond spreads a re 

exaggerated, this could lead to artificial volatility in the insurerôs solvency 

position which may trigger pro -cyclical investment behaviour.  

2.265  In this context, the VA has a dampening effect: where credit spreads 

increase, the VA increases as well. This leads to a decrease in the value of 

technical provisions to which the VA is applied, which dampens the effect of 

the loss in the market value of assets. Through this mechanism, the VA 

intends to mitigate the effect of an exaggeration of bond spreads.  

2.266  This  dampening effect of the VA may have unintended consequences in 

case of an ñovershootingò impact of the VA. An overshooting effect occurs in 

particular where, under a scenario of widening credit spreads, the dampening 

   

Potential deficienc y    Relation to VA objectives   

1   Im pact of VA may over -  or   

under shoot im pact of  spread   
exagge rati ons on  asset side (e.g. 
due  to asset all ocati on, c redit 
quality,  du rati on mi smat ches)   

Im pairs fulfilling objectives 1  
and 2   

 

2   Applicati on of VA does not take 
into  account illiquidity 
characteristics  of  liabilities    

I mpairs fulfilling objectives  
2 and 3   

3   Cliff  effect of country -specific  
incr ease, activati on mechanism 
does not  wo rk as expec ted   

Im pairs fulfilling objectives  
1 and 2   

4   Misestimation of risk correction of 
VA   

Im pairs fulfilling objectives  
2 a nd 3   

5   VA a lmost a lways positive;  not   
symmetric, i.e.  no resilien ce build  
up  in ñgood timesò   

Im pairs fulfilling objective  1   

6   Underlying assumptions of VA 
unclear   

No direct relat ion to 

VA  object ives, but 
im pairs  supe rvision  
of the VA app licati on    

7   Risk - free in terest rat es wi th VA  
not market -consist ent   

No direct relation to 
VA  objectives, but 

impairs  supervision 
of the VA  application    
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effect of the VA exceeds the effect of  a loss in the market value of fixed -

income assets.  

2.267  As the VA should only adjust for exaggerations of bond spreads, thus not 

for the whole spreads, and has an application ratio of 65%, also a full 

compensation of asset losses or an almost full compensatio n of asset losses 

may be considered as overcompensation. Whether that view is adopted 

depends on the objectives attributed to the VA.  

2.268  Under its current design, the compensation effect of the VA varies with the 

following undertaking -specific aspects:  

¶ The a llocation to fixed income assets:  The lower the amount of fixed 

income assets compared to the amount of insurance liabilities, the higher 

the compensation by the VA. For low allocations to fixed income, credit 

spread changes may be overcompensated. For exa mple, where an insurer 

has a fixed - income allocation of 10 percent of the total best estimate 

liabilities, the loss in the market value of assets due to a spread increase 

may be smaller than the decrease of the best estimate liabilities to which 

the VA is applied.  

¶ The mismatch between the effective spread duration of the assets and 

the effective duration of the liabilities: The longer the duration of the 

liabilities, the higher the compensation by the VA. For large asset - liability 

duration mismatches, cred it spread changes may be overcompensated. 

For example, where an insurer has an effective spread duration of 5 years 

within its fixed income assets, but a duration of best estimate liabilities of 

15 years, the loss in the market value of assets due to a spr ead increase 

may be smaller than the decrease of the best estimate liabilities. 

Undertakings investing in exactly the same portfolio of fixed income 

assets, but with a different duration of their liabilities get a different 

compensation of their losses on their, equal, fixed income portfolios. The 

undertaking with a higher duration of its liabilities will get a higher 

compensation of the losses on its fixed income assets, even if the duration 

of the liabilities of both undertakings exceed the spread duratio n of their 

fixed income assets. There is no justification for a different compensation 

of losses on the same fixed income portfolios.  

¶ The extent with which the credit quality of the fixed income allocation 

deviates from the credit quality of the reference portfolio:  When spreads 

increase market wide, the increase is typically smaller for higher credit 

quality assets than for lower credit quality assets 43 . The spread on the 

reference portfolio, which reflects an average mix in the credit quality of 

fixed - inco me assets, therefore typically increases to a larger extent than 

the spread on high credit quality assets. Hence for an insurer with a high 

                                                           
43  There have even been cases where the spreads of high quality fixed income assets decrease, 

while assets with a lower credit quality experience a spread increase, the so -called flight to quality. 
In these situat ions the VA may only slightly increase or not increase at all. In these cases 

undertakings with high quality assets will see their fixed income assets increase in value, while the 
best estimate liabilities decrease in value.  
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credit quality of fixed income assets, the compensation of the VA will be 

higher than for an insurer with a low cred it quality of fixed income assets. 

For very high credit quality allocations, spread changes may be 

overcompensated.  

2.269  It is noted, that overshooting could also cause unintended incentives in 

risk and investment management. This is especially relevant in the  context 

of a dynamic modelling of the VA, which amplifies the impact from 

overshooting by transporting it to the SCR (see sections 2.47 and 2.5) .  

2.270  EIOPA carried out an information request on the overshooting issue to a 

European sample of insurance and rei nsurance undertaking that apply the 

VA. Undertakings were asked to assess the impact of an increase of market 

spreads by 100 basis points on their assets and liabilities.  Under this 

scenario, the value of the VA would increase by 47 basis points for the E uro.  

2.271  The table below shows the impact of this shock on the assets and, via the 

VA, on the liabilities. On average 66.5 percent of the market value losses due 

to the spread increase are compensated; the change in net deferred taxes 

due to this loss imply a n average total, post - tax, compensation of 70.6 

percent. The average compensation per jurisdiction varies between 30 

percent and more than 100 percent  

 

.
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Pre -  and post - tax compensation of losses due to credit spread changes   
Number of 

undertakings  

Assets 

exposed 

to spread 

risk -  incl. 

UL  

Net TP 

incl. UL 

and incl. 

FDB  

Delta 

assets  

Delta TP  Compensation 

(pre - tax)  

Delta DT  Tax 

compensation 

(implied tax 

rate)  

Compensation 

(post - tax)  

Total  156  3,134,399  2,963,459   - 178,072   - 118,393  66%   7,272  12%  71%  

AT 2  37,113   37,115   -2,133   -2,032  95%   44  44%  97%  

BE 5  153,318   147,142   -9,318   -6,172  66%   814  26%  75%  

BG 5  628   543   -31   -13  43%   1  6%  46%  

CY 2  82   87   -2   -1  75%   -     0%  75%  

CZ 3  5,764   4,424   -225   -115  51%   20  18%  60 %  

DE 21   524,424   332,156   -48,152   -20,435  42%   2,229  8%  47%  

DK 3  40,235   43,559   -2,023   -1,534  76%   -30  0%  74%  

ES 24   122,179   134,655   -11,060   -3,635  33%   403  5%  37%  

FI  4  45,633   43,210   -938   -866  92%   61  50%  99%  

FR 25   1,1 31,522   1,131,416   -57,852   -45,911  79%   1,770  15%  82%  

GR 7  9,329   8,654   -385   -177  46%   52  25%  60%  

IE 3  62,959   58,546   -1,036   -753  73%   21  7%  75%  

IT  15   331,811   319,149   -17,297   -12,635  73%   1,144  25%  80%  

LI  2  1,565   1,160    -52   -31  59%   -0  0%  59%  

LU 6  51,122   49,519   -1,104   -1,108  100%   56  0%  105%  

NL 17   321,686   332,426   -17,116   -15,342  90%   324  18%  92%  

NO 3  88,319   107,450   -3,350   -2,108  63%   290  23%  72%  

PT 2  5,731   5,502   -114   -62  55%   10  19%  64%  

SE 1  15,362   16,128   -229   -263  115%   -     0%  115%  

SK 2  2,106   1,702   -118   -53  45%   17  25%  59%  

UK 4  183,511   188,918   -5,539   -5,145  93%   47  12%  94%  

Number of undertakings, total assets exposed to spread risk (including un it - linked), net technical provisions (including unit - linked), the delta in these assets and technical provisions, via the VA, 

after a spread increase of 100 basis points and per jurisdiction from the VA overshooting information request. The pre - tax compens ation is the share of the delta TP of the delta assets.   Delta DT 

indicates the change in the net deferred taxes after the 100 basis points spread increase, the tax  compensation (implied tax rate) is the loss due to the change in assets and technical prov isions 

that is being compensated by a change in net deferred taxes. The post - tax compensation is the share of the delta TP and the change in net deferred taxes of the change in assets .
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2.272  The figure below shows the pre -  and post -  tax compensation of the sprea d 

increase by the VA. The compensation varies from a negative compensation 

to a compensation of more than 100 percent for 15 percent of the 

undertakings; more than 45 percent of the undertakings get compensated for 

more than 80 percent, pre - tax. Pre - tax nu mbers can be better compared 

across jurisdictions and undertakings as differences in tax regimes and 

current net deferred taxes imply different tax effects of pre - tax losses and 

gains.  

2.273  Pre-  and post - tax numbers can be compared as follows.  

¶ A pre - tax asset l oss of 100 million would imply a loss of 80 million if the 

VA were not applied and the tax rate equals 20%; in the graph below this 

would be reflected as a 0% pre - tax compensation and a 20% post - tax 

compensation.  

¶ However, if applying the VA would have resu lted in a decrease in liabilities 

of 50 million, the pre - tax loss in own funds of 50 million would then be 

compensated by 20%, i.e. 10 million; a total loss of own funds of 40 

million would remain and the post - tax compensation equals 60%.  

¶ If applying the V A in this case would result in a decrease in liabilities of 

150 million, a pre - tax increase in own funds of 50 million would occur, i.e. 

a pre - tax compensation of 150%; the pre - tax increase in own funds of 50 

million would equal 40 million post tax in this  case and the post - tax 

compensation equals 140%.  

2.274  In short, pre - tax compensations below 100% increase to higher 

compensation ratios below 100%, while overcompensations above 100% 

decrease, but ratios remain above 100%.  
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Pre -  and post tax compensation of loss es due to 100 basis points market wide 

increase in credit spreads  

 

 

Histogram of the pre -  and post - tax compensation of applying the VA when credit spreads increase 

by 100 basis points market wide. The pre - tax compensation is defined as the percentage rati o of 

the following amounts: (1) the change in value of the technical provisions including unit - linked and 

future discretionary benefits without deferred taxes and (2) the change in value of the assets 

without deferred taxes. The post - tax compensation is de fined as the percentage ratio of the 

following amounts (1) the change in value of the technical provisions including unit - linked and 

discretionary benefits plus the change in the net deferred taxes and (2) the change in value of the 

assets without deferred  taxes. The <x% bars indicate the percentage of undertakings with a 

compensation below the indicated percentage x, but above the percentage indicated by the bar left 

from it.  

 

2.275  The figure below shows a scatter plot of the pre - tax compensation versus 

the dur ation mismatch between the effective spread duration of the assets 

and the effective interest rate duration of the liabilities: the higher this 

duration mismatch the higher the pre - tax compensation by the VA.  
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Scatter plot of pre - tax compensation versus dur ation mismatch  

 

 

Scatter plot of the pre - tax compensation of applying the VA when credit spreads increase by 100 

basis points market wide versus the duration mismatch. The pre - tax compensation is defined as 

the percentage ratio of the following amounts: ( 1) the change in value of the technical provisions 

including unit - linked and future discretionary benefits without deferred taxes and (2) the change in 

value of the assets without deferred taxes. The duration mismatch is approximated using the 

spread durat ion of the assets and the duration of the technical provisions, including unit - linked and 

future discretionary benefits. The spread duration is approximated as the change in value of the 

assets due to the increase in spreads by 100 basis points, divided by  the initial value of the total 

assets. The duration of the technical provisions is approximated by the change in their value due to 

the increase in the VA by 47 basis points, divided by the initial technical provisions and divided by 

47 percent to align t he 47 basis points change with a 100 basis points change. The duration 

mismatch is then defined as the duration of the total assets times the ratio of total assets to 

technical provisions minus the duration of the technical provisions.  

 

2.276  The figure below sh ows a scatter plot of the pre - tax compensation versus 

the allocation to fixed income. Although the assumption is that a lower 

allocation to fixed income increases the compensation of credit spread 

changes, the figure does not provide a clear indication of such a relationship.  
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Scatter plot of pre - tax compensation versus allocation to fixed income  

 

 

 

Scatter plot of the pre - tax compensation of applying the VA when credit spreads increase by 100 

basis points market wide versus the allocation to fixed income ( as a percentage of the technical 

provisions, measured as the total assets minus the excess of assets over liabilities). The pre - tax 

compensation is defined as the percentage of the change in value of the excess of assets over 

liabilities minus DTA and DTL of the change in value of the assets.  

 

2.4.5.1.2.  Deficiency 2 -  Application of VA does not take into account 

illiquidity characteristics of liabilities  

2.277  The VA in its current form can be applied by insurance undertakings 

irrespective of the characteristics of their l iabilities. As a macroprudential tool, 

the size of the VA does not depend on the characteristics of the liabilities. In 

particular, the current VA does not account for the illiquidity characteristics 

of the liabilities, i.e. the extent to which the insuran ce cash flows are 

predictable and stable.  

2.278  Where liabilities are illiquid, they can be valued by replication with illiquid 

assets that may yield an additional illiquidity premium; put differently, 

undertakings may be able to realize an additional return as  stable insurance 

cash flows allow them to invest with limited risk of forced selling and therefore 

limited risk of realizing short - term market value losses on the assets.  

2.279  In such a situation, this additional return is reflected in the application of 

the VA. Under the current design of the VA, however, undertakings also 
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benefit from the application of a VA where the insurance cash flows are hardly 

illiquid, i.e. relatively unpredictable. In such a case, the liabilities cannot be 

replicated with illiquid as sets that may yield an additional illiquidity premium 

or, put differently, the undertaking may be exposed to forced selling and may 

not be able to earn this additional illiquidity premium/spread on their assets. 

The fact that the current VA does not differ entiate according to the illiquidity 

characteristics of liabilities and the undertakingôs exposure to forced selling 

is a deficiency that impairs fulfilling the identified  objective of the VA to 

recognise the illiquid characteristics of liabilities in the valuation of technical 

provisions. Also, this deficiency impairs fulfilling the intended objective of the 

VA to mitigate the impact of exaggerations of bond spreads on own funds as 

under the current design of the VA spread exaggerations are mitigated 

irres pective of whether the undertaking ï due the nature of its liabilities -  is 

actually able to sustain short term exaggerations in bond spreads or not. If 

an undertaking runs the risk of being forced to sell it cannot withstand the 

spread exaggerations and m ay actually suffer the market value losses due to 

these spread exaggerations; correcting for spread exaggerations in these 

circumstances is not justified.  

2.4.5.1.3.  Deficiency 3 ï Cliff  effect of country specific increase  

2.280  Solvency II includes a country -specific incr ease of the VA, which mitigates 

the effects of a widening of spreads that affects only one or a few national 

markets, but not the majority of national markets that are invested in bonds 

denominated in the same currency. This is in particular relevant for t he 

countries of the euro area. The country component is activated whenever the 

country risk -corrected spread (computed on the basis of a country reference 

portfolio) is higher than 100  bps and it is at least twice the currency risk -

corrected spread (comput ed on the basis of the currency reference portfolio).  

The legislator has decided bps on in the context of the European Supervisory 

Authorities (ESAs) review  that the absolute trigger be lowered to 85. This 

modification is expected to enter into force by th e end of the first half of 2020.   

2.281  Analysis of historical data covering the period 2007 -2018 shows that these 

two conditions of activation are simultaneously met only in the following 

cases: 44   

ð For Greece in the period between April 2010 and March 2017  

ð For I taly, in the period between August and October 2013 and 

throughout most of the period from August to November 2018  

ð For Spain, throughout most of the period between May 2012 and 

January 2014  

                                                           
44  Please note that, for the pur poses of this analysis, simplified assumptions were made (same 

fixed reference portfolio throughout time period January 2007 to February 2019). As a 
consequence, the identified cases of triggering of the VA during the time period January 2016 to 
February 2 019 are not fully consistent with the actual EIOPA data on the VA during that period. 
Note also that in the analysis the VA was computed at a monthly (not quarterly) basis.  



 

92  

ð For Portugal, in the period between February 2011 and December 20 13  

2.282  Most of these situations are related to the sovereign debt crises from 2011 

to 2013.  

2.283  Under the current activation mechanism, in periods where the spreads of 

a single Member State fluctuate around the trigger point the country -specific 

increase of the V A can alternate between situations of activation and non -

activation, causing a ñcliff  effectò for the VA. In particular, when the risk-

corrected spread of a country experiencing market turmoil increases, 

undertakings based in that country experience a decr ease of asset values 

that, as long as the country add -on does not activate, is not compensated by 

an additional decrease of the value of the liabilities on top of the decrease 

due to the currency VA. When the thresholds are reached, the country 

component a ctivates and the discount rate for liabilities increases, leading to 

a jump in own funds. If the country spread fluctuates around the absolute 

threshold for an extended period of time, the uncertainty of the activation of 

the country component translates i nto a larger volatility of own funds, with 

increased uncertainty on meeting the solvency capital requirements. This 

deficiency undermines the ability of the VA to achieve its intended objective 

of mitigating the impact of exaggerations of bond spreads on o wn funds by 

decreasing the volatility of own funds.  

2.284  Moreover, the lack of activation of the country component can lead to 

undershooting effects in countries where the spreads on the investments 

increase to a larger extent than the spreads on the currency r eference 

portfolio. In these cases only a small portion of the losses due to the increase 

in spreads on the investments may be compensated. This feature is similar 

to the third source of overshooting, deviations from the reference portfolio, 

but the other way around: increases in spreads on investments are larger 

than the average spread increase on the currency reference portfolio. The 

method of construction of the currency reference portfolio does not take into 

account that the composition of bond portfoli os varies across countries. This 

implies that, when national spreads increase and the country component does 

not activate, the size of the increase of the currency component of the VA 

may only partially compensate the decrease of the value of assets of 

und ertakings based in the country affected by the spreads. This may also 

prevent the VA to achieve its intended objective of a countercyclical measure.  

 

 Questions to stakeholders  

Q2.3:  What is your  view on the identified deficiencies of the current VA?  

Q2 .4:  What is your view on this deficiency  of the country -specific component of 
the VA ? How should it be addressed? (You may want to take into account in 

particular the options 1, 7 and 8 set out in the following section.)     
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2.4.5.1.4.  Deficiency 4 ï Misestimation o f risk correction of VA  

2.285  The current VA is determined as 65 percent of the risk -corrected spread of 

the reference portfolio. This risk -corrected spread equals the current spread 

minus a risk -correction. The risk -correction has been set equal to the 

fundamen tal spread (FS) for the MA. For corporate bonds, the FS is the 

maximum of  

¶ 35 percent of the long - term average spread calculated in relation to a 

period of 30 years;  

¶ expected loss and cost -of -downgrade; these calculations are based on 

long - term migration/de fault matrices.  

2.286  For government bonds, the fundamental spread is equal to 30 percent of 

the long - term average spread.  

2.287  Several potential deficiencies with this risk -correction have been identified:  

¶ Almost insensitive to credit spread changes:   

2.288  Under the curr ent design of the VA, the risk -correction hardly changes with 

credit spread changes. This is a consequence of the risk -correction being the 

maximum of two numbers that hardly vary over time: 30 or 35 percent of 

the long - term average credit spread and expec ted losses based on long - term 

migration/default matrices.  

2.289  This effect is illustrated in the diagram below, which shows the evolution 

of the VA risk correction under the current VA design for the portfolio of Euro 

corporate bonds in the ñnon-financial 4ò category 45  with average duration of 

4. 1 years:  

 

¶ Does not reflect actual default losses:   

                                                           
45  I .e. non - financial bonds with credit quality step 4 (corresponding to a BB ratin g) . 
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2.290  The figure above  shows that defaults of structured finance increased during 

the crisis in 2008 and thereafter, but the risk -correction, red line in the right 

figure belo w, hardly increased during that time. A possible consequence is 

that the VA was too high during this crisis and did not take account of the 

increased losses from defaults; undertakings would not have been able to 

earn the high VA because of these defaults.  

2.291  Historical evidence of credit spread movements indicate that when spreads 

increase, also the number of defaults increase; in that respect credit spread 

changes cannot be considered fully as exaggeration or artificial.  

2.292  Academic research indicates that defa ults take up approximately 50 

percent of the credit spreads 46 . 

¶ Does not reflect credit risk premium for unexpected losses:   

2.293  Article 77d of the Solvency II Directive states that the risk -corrected 

currency spread shall be calculated as the difference between  the spread and 

the portion of that spread that is attributable to a realistic assessment of 

expected losses or unexpected credit or other risk of the assets. The credit 

spread reflects a compensation for expected losses, a credit risk premium for 

unexpect ed losses, a liquidity risk premium and potentially a 

compensation/correction for other risks/options. The risk -correction now only 

intends to correct for expected losses and the cost -of -downgrade.  

¶ Unnecessarily reflects cost -of -downgrade:  

In MA portfolio s downgrades can result in actual losses because downgraded 

assets may need to be replaced to maintain the cash - flow matching between 

assets and liabilities. This risk does not exist in the application of the VA as there 

are no cash - flow matching requireme nts for the VA.  

2.4.5.1.5.  Deficiency 5 ï VA almost always positive  

2.294  Procyclical behaviour with regard to spreads could typically occur in two 

types of situation:  

¶ In a scenario in which spreads increase suddenly and significantly: 

insurers would then be affected via a  decrease of their solvency ratio and 

may decide to sell bonds. The selling of the bonds could, depending on 

the size and number of the insurers concerned, amplify the initial increase 

in spreads (and decrease in prices), therefore leading to procyclicalit y 

¶ In a scenario in which spreads are low and compressed, insurers would be 

looking to increase their investment return (ñsearch for yieldò) and would 

increase their exposure towards risky bonds. By doing so, they would 

compress spreads even more, leading t o procyclicality and exposing them 

                                                           
46  K. Giesecke, F. Longstaff, S. Schaefer, I. Strebulaev, 2011. Corporate Bond Default Risk: A 150 -

Year Perspective. Journal of Financial Economics, 102(2), 233 -250 , reference from ñThe Matching 
Adjustment :  Theory and practice ò,  8 February 2013 , by Ins urance Europe  
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further to the risk of a reassessment of the risk premia: they would 

become more vulnerable to increases in spreads.  

2.295  In the first case, the VA has been designed to help to dampen the impact 

of spreads volatility and there fore contributes to preventing procyclical 

behaviour.  

2.296  In the second case, the VA remains almost always a positive adjustment, 

which incentivises insurers to delay replacing their risky assets with assets of 

better credit quality, thereby amplifying the con sequences of spreads 

compression. In such cases, a negative VA would contribute to prevent 

procyclical behaviour: it would discourage an unsustainable build -up of 

exposures and increase the resilience of insurers against subsequent spreads 

increase.  

2.4.5.1.6.  Defici ency 6 ï underlying assumptions of VA unclear  

2.297  There are different ways of interpreting the motivation of the current VA. 

The VA can be considered as a compensation for exaggerations in bond 

spreads, potentially independent from the liability characteristic s of an 

insurer. Alternatively, it can be considered to represent an additional 

illiquidity premium on assets that replicate the liabilities; or put differently, 

an additional premium insurers acting as long - term investors (with respective 

liabilities) are  able to earn. The assumptions underlying the VA are based on 

the interpretation chosen and without an interpretation these underlying 

assumptions are at current not perfectly clear cut. This has negative 

implications on the effectiveness of pillar II of S olvency II, where sensitivity 

analysis on the assumptions underlying the VA is required in risk 

management and a capital add -on can be applied, where the underlying 

assumptions are not met. This impairs effective and consistent supervision of 

the VA applic ation.  

2.4.5.1.7.  Deficiency 7 ï risk free interest rates with VA not market 

consistent  

2.298  Market consistency of technical provisions is required in Article 76 of the 

Solvency II Directive which stipulates that ñthe calculation of technical 

provisions shall make use of and be consistent with information provided by 

the financial markets and generally available data on underwriting risksò 

2.299  The valuation of technical provisions intends to reflect a market value 

(transfer value) of insurance liabilities. As insurance liabili ties are typically 

not traded on financial markets frequently enough to have an observable 

market price, a model is required to value technical provisions. The concept 

of the valuation is adopted from the determination of a market value of an 

asset, e.g. i n case of a bond its cash flows are discounted with the risk free 

curve adjusted for credit risk (mark to model valuation). Discounting 

insurance liabilities with a risk free curve is based on the assumption that the 
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insurance liabilities can be replicated  by risk free assets with otherwise similar 

characteristics. The idea is that if the value of an insurance liability differs 

from a financial instrument, or combination or dynamic strategy thereof, with 

equal cash flow and risk characteristics there is an arbitrate opportunity. The 

valuation of the liabilit ies therefore does not rely on return assumptions of 

the assets or other characteristics of the undertaking. T his ensures a 

consistent valuation of the same liabilities across different undertakings. 47  

Any  adjustment to the replicating, risk - free assets, i.e. risk - free rates, in 

particular where an adjustment is included that is based on undertaking 

specific asset returns, therefore implies a deviation from the market 

consistent valuation of the insurance l iabilities.  

2.300  Finally, applying the VA to the risk - free rates results in a situation where 

two risk - free curves are applied under Solvency II for each currency: one 

curve with VA and one curve without VA. These two curves are derived using 

the same market da ta and eligible firms can use either one or the other to 

calculate their technical provisions, thus there is no unique transfer value for 

undertakings with similar liabilities. This is contradictory with the market 

consistency principle since markets provi de for only one value for a given 

financial instrument, otherwise arbitrage is possible.  

 

2.4.5.2.  Analysis  

2.4.5.2.1.  EIOPAôs assessment of design options for the VA 

2.301  EIOPA has assessed a number of options to review the design, calibration 

and functioning of the adjustment, a nd to address the deficiencies as outlined 

in section 2.4.5.1 .  

2.302  The following table provides a summary description of these options and 

how they relate to the deficiencies. A detailed description of these options is 

give in the following section s. Note tha t these options have been developed 

on basis of the technical improvements to the VA calculation described in 

section 2.4.4 . Therefore, these technical improvements should be included in 

each these options, where applicable.    

 

                                                           
47  Where insurance liabilities include FDB which are based on the evolution of the undertakingôs 

assets, there is no complete independency, however still, the assumptions on risk - free rates need 
to be applied.  
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Options   Relation  to deficiencies   

1   
Under taking -specific VA -  calculating 

the VA based on the undertaking -

specific asset weights. For each asset 

class, the spreads used in the 

calculation of the VA would still be the 

same for all undertakings and taken 

from market ind ices.   

Mitigates deficiency 1.   

Addresses deficiency 3 ï  

country -specific increase 

would  not be needed   

anymore.   

2   
Middle bu cket approach  ï in  addition to   

the current VA an  un dertak ing -specific 

VA  is intro duced, but subject to strict   

appli cat ion criteria that relate to the  

asset liability management of the  

under takin g.   

Mitigates deficiency 1 for  

those undertakings which 

apply this option.   

3   
Asset driven approa ch ï instead of   

apply ing the VA to the risk - free 

in terest  rates of t echn ical provisions 

it w ould be  u sed to reva lue the 

bonds  held by the under tak ing by  

adjus t ing the bond spreads by the 

VA. The differen ce in the va lue of the 

bonds  without  and wi th the VA 

adjus tment is recognised  as an own 

funds it em.   

Mitigates deficiencies 1.     

Addresses deficiency 7.   

4   
An adjustment that takes into  account 

the amount of fixed - inc ome  assets  and 

the asset - liability du rati on mi sma tch by 

means  of appli cati on ratios   

Mitigates defici ency 1.   

5   
An adjustment that takes into  account 

the i lliquidity fea tures of liabilities by  

means of an  applicati on ratio   

Mitigates deficien cy 2.    

6   
The risk -correcti on t o the spread is  

decoupled from the fundamental 

spread, and instead calculated as a 

fixed perc entage of the sp read . 

May  mitiga te defici ency 4.   

7   
Amend the trigger  and the calculati on 

of country -specific increa se of the  VA    

Mitigat es defici ency 3 and, 

in some cir cums tances,   

deficiency  1.   

8 
Establi sh a clearer sp lit of the VA 

between its function as a crisi s and a 

permanent   

to ol   

Mitigat es defici ency 6.    

Might provide  a better basis 

to  simul taneously  address 

deficiencies  1,  2 and  3.   

Could  address defici ency 5.   
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2.303  We note that the options relate to different aspects of the calculation and 

application of the VA. Some options  would affect several of such aspects. The 

following list provides an overview.   

¶ Which part of the spread is the VA based on?   

2.304  The current VA is based on a risk -corrected spread that should correspond 

to the portion of the spread that is not attributable  to a realistic assessment 

of expected losses or unexpected credit or other risk of the assets. Under 

Option 5, the VA may be based on a reduced spread that corresponds to the 

illiquidity  premium included in the spread. Option 6 envisages a change to 

the applicable spread by modifying the calculation of the risk correction to 

the spread .   

¶ To what extent does the adjustment depend on the own assets of the 

undertaking?   

2.305  The current VA is derived from assets of a representative portfolio. It is 

independent from the assets of the individual undertaking. Under Option 1, 

the VA  would be based on the allocation and duration of the undertakingôs 

assets. The same holds for Option 2, but restricted to undertakings that meet 

application criteria similar to, but less  strict than those of the matching 

adjustment. Under Option 3 the VA would at least take into account the 

duration of the undertakingôs assets. Under Option 4, the VA would depend 

on the overall amount of fixed - income assets and the asset - liability duratio n 

mismatch. Under Option 5, the VA would remain independent from the assets 

of the undertaking.   

¶ What does the application ratio applied to the VA depend on?   

2.306  The current VA is based on a general application ratio (GAR) of 65% which 

is the same for all u ndertakings. This general application ratio is maintained 

for all options assessed by EIOPA. The choice of the value of GAR is analysed 

as a horizontal issue in section 2.4.6 .  

2.307  In addition to the general application ratio, Option 4 and Option 5 specify 

own  application ratios that are undertaking -specific. Under Option 5 the 

application ratio depends on the illiquidity of the undertakingôs liabilities. 

Under Option 4 the application ratio is dependent on the amount of fixed 

income assets and on the asset and  liability duration mismatch of the 

undertaking.   

¶ Is the VA applied to risk - free interest rates or assets?   

2.308  The current VA is an adjustment to the risk - free interest rates applied in 

the calculation of the best estimate of technical provisions. Under Opt ion 3, 

the VA would  be applied to the assets in order to derive an adjustment to 

own funds.   

¶ What is the VA in a crisis situation?   

2.309  In a crisis situation the current VA includes a country -specific increase that 

is derived from an asset portfolio represen tative for the country instead of 
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the currency . Under Option 7, the trigger mechanism and size of the country -

specific increase is modified. Under Option 1 the country -specific increase 

would not be necessary  anymore because the VA is based on the 

undertak ingôs own assets.   

2.310  The same holds for Option 2 with regard to the undertakings that apply the 

middle -bucket VA. Option 8 provides for a clearer split between the 

permanent and  the crisis element of the VA by designing the trigger 

mechanism on country basi s of a comparison of the current spread level with 

the average spread level over  a defined time horizon.    

Possible combinations of options 

2.311  As mentioned above, the options described above relate to specific aspects 

of the design of the VA. For a ñfullò specification of the VA, several of these 

VA options could be combined.  

2.312  For considering such combinations, it the design of a permanent VA should 

be distinguished from the design of a macro -economic VA. If a macro -

economic VA is introduced, this would suppl ement the permanent VA and 

would only apply in a crisis situation.  

Combinations of options to design a permanent VA   

2.313  EIOPA has assessed the following two combinations of options to design a 

permanent VA:  

¶ Approach 1: Under this approach, the permanent VA would be 

determined by combining options 4, 5 and 6  

¶ Approach 2: Under this approach, the permanent VA would be 

determined by combining options 1, 4 and 5 48  

2.314  Note that these approaches can be regarded as possible implementations 

of Approach 1 and 2 as describ ed in the Commissionôs call for advice on the 

Solvency II Review.  

2.315  A description of these two approaches is contained in sections 2.4.5.2.3  

and 2.4.5.2.4 .  

Design of a macro -economic VA   

2.316  The options to design a macro -economic VA depend on the choice of th e 

design option for the permanent VA. Under design option 1, a macro -

economic VA would not be necessary anymore because the VA is based on 

the undertakingôs own assets. Therefore, where Approach 2 is chosen for the 

design of a permanent VA, an additional m acro -economic VA is obsolete.  

2.317  Where Approach 1 is used for the design of a permanent VA, EIOPA 

considers that a macro -economic VA based on Option 8 should supplement 

                                                           
48  Note that, under option 1, the risk corrected spread is already calculated as a percentage of the 

spread, so that an additional application of option 6 is obsolete  



 

100  

the permanent VA. The description of Approach 1 set out in section 2.4.5.2.3  

includes a d escription of such a supplementary macro -economic VA.    

 

2.4.5.2.2.  Options 

Option 1 ï undertaking specific VA  

Description 

2.318  Under this option, the VA is based on the undertaking -specific asset 

weights 49 , rather than on the asset weights of a representative portfolio. 

EIOPA would centrally provide a set of risk -corrected spreads based on 

market indices differentiating between asset type, credit qualities, durations 

and currencies, which should be used to calculate the VA.  The VA is then 

derived from these risk -corrected  spreads, weighted by the assets effectively 

held by the undertaking.  

2.319  The option results in a value of the VA per currency of the liabilities of the 

undertaking, based on the weights of the undertakingôs investments in that 

currency. This same VA per curr ency is then applied to all portfolios of 

liabilities of that currency.  

2.320  Note that this option foresees a calculation of the risk correction as a 

percentage of the spread, as described in option 6. The specific 

implementation of this risk correction calcula tion differs from the description 

under option 6 in that the correction factors for corporate bonds differ 

between different credit quality classes. This differentiation is part of the 

safeguards built into this option, as described below.  

Addressing deficiencies 

2.321  This option mitigates the over -  and undershooting deficiencies of the 

current VA due to deviations of an undertakingôs investments to the reference 

portfolio, both in credit quality and total allocation to fixed income.  

2.322  This option does not addre ss over -  or undershooting deficiency which arise 

from a mismatch between the effective spread duration of the assets and the 

effective duration of the liabilities. This deficiency is targeted by option 4, 

which can be combined with option 1.  

2.323  Under this opt ion, a country -specific increase would no longer be necessary 

as this undertaking specific VA already accounts for any potential crisis in the 

country of the undertaking that is reflected in higher spreads of its 

investments. 50   

                                                           
49  As per  the Approach g 2, as referred to in European Commiss ionôs call for adv ice 3.2 a.  
50  Therefore, under this option, deficiency 3 (cliff  effect of country -specific increase, activation 

mechanism does not work as expected ) not longer applies  



 

101  

Potential for wrong incentives 

2.324  The main concern related to this option is that , in the absence of 

appropriate safeguard mechanisms, it can  provide potential wrong risk -

management and investment incentives. These incentives stem from the fact 

that investments in riskier fixed income a ssets, which usually have higher 

spreads, become more attractive as they imply a higher VA and as such 

higher regulatory own funds. These incentives are reduced by the fact that 

riskier fixed income investments have higher capital requirements. However, 

if  this increase in capital requirements is smaller than the increase in own 

funds, an undertaking may increase its SCR ratio by investing in riskier assets  

Safeguards 

2.325  The following safeguard mechanisms are suggested to overcome the 

potential wrong incentive s:  

a)  the sub - investment grade corporate bonds (Credit Quality Level 4 -  

indicatively BB -  and lower) are assigned to the weight of the CQS 3 portfolio 

(i.e. the spread generated by these assets is limited to a BBB rating activity 

level );  

b)  Risk -corrections th at increase with higher credit quality steps for corporate 

bonds;  

c)  additional safeguards in the context of Pillars II and III of Solvency II. For 

instance, the undertaking should report its asset allocation in the ORSA and 

the SFCR, highlighting and explain ing the changes occurred in the year.  

2.326  The safeguards b) and c) are described in more detail below. It should be 

noted that these safeguards (with exception of the Pillar II and Pillar III 

safeguards mentioned under c)) do not address the wrong incentives w ith 

regard to government bonds, in particular for undertakings that apply the 

standard formula to calculate the SCR. If such an undertaking disinvests from 

government bonds with a low spread and invests instead in government 

bonds with a high spread, then its SCR ratio improves.  

Calculation of the risk-corrected spreads 

2.327  The risk -corrected spread S equals the credit spread CS minus the risk -

correction RC. The risk correction should be set so as to measure the spread 

that is attributable to a realistic assess ment of expected losses or unexpected 

credit or other risk of the assets (see Art. 77d (3) of Directive). For every 

currency c, credit quality j  and duration D such a risk -corrected spread Sc,j,D  

has to be determined by EIOPA. By setting a higher risk -corr ection RCc,j,D  for 

lower credit qualities j , the wrong risk -management and investment 

incentives to invest in lower credit qualities may be reduced. These higher 

risk -corrections for lower credit quality are not only justified by reducing 
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those ówrongô incentives, but also by the fact that the risks for bonds of lower 

credit quality are actually higher than for bonds with a higher credit quality. 51  

 

2.328  Under this option, EIOPA suggests to use the following risk corrections for 

credit quality steps 0 to 3: 52  

 

CREDIT QUALITY STEP (CQ S)  

RISK - CORRECTION AS A  

PERCENTAGE OF THE CU RRENT 

SPREADS PER CQS*  

0 30%  

1 40%  

2 50%  

3 60%  

 

2.329  For all EEA sovereigns issued in the domestic currency, this relative risk -

correction should be set at the same percentage established for investments 

in CQS 0 (i.e. 30% of the issuing country specific spread as provided by 

Bloomberg), irrespective of their actual rating. 53  

 

2.330  The relative risk -correction is key here to keep the right incentives in times 

when spreads are low and when spreads are  high. The current, relatively 

stable, risk -correction would imply increasing ówrongô incentives, when 

spreads increase as the effective application ratio is then the same for all 

credit quality steps and the higher the effective application ratio the more  

attractive a credit quality becomes . 

Safeguards - Pillar II 

2.331  In addition to the requirements already in place, further requirements are 

added:  

¶ The ORSA should contain specific sensitivity analysis. In particular, the 

impact of the variation of VA on the un dertakingôs financial and solvency 

position, with focus on variations linked to a change in the average credit 

quality of the bond portfolio. Specifically, where changes in the average 

credit quality of the bond portfolio are observed, undertakings could 

perform a sensitivity analysis with a VA computed on the previous yearôs 

asset allocation.  

¶ The ORSA should provide an explanation of the changes occurred in the 

asset allocation, with special focus on the average credit quality of the 

bond portfolio.  

                                                           
51  See also considerations on the risk correction of bond spread for option 6  
52  For a description of t he calibration of the risk correction we refer to annex 0  
53  For all other government bonds, the treatment suggested for corporate bonds should apply  
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¶ The wr itten policy on risk management should contain a description of the 

use of the VA to manage risks, with particular attention on credit risk, 

introducing internal safeguards (such as control and monitoring systems) 

to avoid that the average credit quality o f the investment portfolio would 

be lowered with the only intend to improve the solvency position of the 

undertaking.  

Safeguards - Pillar III 

2.332  In addition to what EIOPA proposes with respect to the public disclosure of 

the general use of LTG measures 54 , the following requirements for the SFCR 

specific to the use of option 1 can be introduced:  

¶ current asset allocation: in particular, for each currency, publication of the 

composition of the bond portfolio in terms of issuer (for government 

bonds) and in terms o f economic sector (Financial/Non - financial),  CQS, 

duration (this information is already produced by undertakings in the 

reporting, therefore no additional effort is required)  

¶ explanation of the changes occurred in the asset allocation, with special 

focus on the average credit quality of the bond portfolio as well as the 

consequence of these changes on the VA  

¶ sensitivity analysis reported in the ORSA (see above).  

Safeguards - supervisory powers 

2.333  Where the supervisor observes that a change in the asset alloc ation has 

been performed only to improve the solvency position of the undertaking 

benefitting from a higher VA, it can impose the undertaking to apply a VA 

equal to the one computed with the previous yearsô composition of 

investments.  

Questions to stakeho lders  

Q2.5 :  What is your view on the safeguards to avoid wrong investment incentives? 
In particular, how can wrong incentives with regard to investments in 
government bonds best be avoided?  

 

 

Calculation55  

2.334  The undertaking i investmentsô specific VA under this approach for liabilities 

in currency c is calculated as  

ὠὃȟ
 
ὋὃὙẗὙὅͅὛȟẗάὭὲ

ὓὠȟ
ὄὉὒȟ

 Ƞρ  

                                                           
54  See section 2.8.  
55  For a more detailed technical specification of the calculation of option 1 we refer to  annex 2.8  
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where  

¶ ὋὃὙ is the general application ratio , currently 65%  

¶ ὙὅͅὛȟ is the undertaking -specific risk corrected spread for currency c 

¶ ὓὠȟ denotes the market value of the fixed income investments of 

undertaking  i in currency  c 

¶ ὄὉὒȟ is the best estimate of the liabilities in currency c of undertaking  i, 

valued using the basic risk - free interest rates  

2.335  The undertaking -specific risk -corrected spread ὙὅͅὛȟ is calculated as  

ὙὅͅὛȟ ὡ ȟȟȟẗὙὅͅὛȟȟ
ȟ

ὡ ȟȟȟȟẗὙὅͅὛȟȟȟ
ȟȟ

  

where  

¶ ὡ ȟȟȟ are the weights 56  of undertakingôs i investments in go vernment 

bonds 57  of issuer country g with duration in duration bucket d in currency 

c 

¶ ὡ ȟȟȟȟ are the weights of undertakingôs i investments in corporate bonds 

with credit quality step r  and duration in duration bucket d in currency c, 

where f is either ófinancialô or ónon-financialô 

¶ ὙὅͅὛȟȟ is the risk corrected spread on government bonds of country g 

with duration bucket d in currency c 

¶ ὙὅͅὛȟȟȟ is the risk corrected spread on corporate bonds with credit quality 

step r  and duration bucket d in currency c, where f is either ófinancialô or 

ónon-financialô 

The risk corrected spreads on government bonds and corporate bonds are 

calculated as  

ὙὅͅὛȟȟ
ρ ὙὅϷ ẗὛȟȟ     Ὥὲ ὧὥίὩ  Ὓȟȟ π

Ὓȟȟ                                   ὩὰίὩ
 

and  

ὙὅͅὛȟȟȟ
ρ ὙὅϷ ȟ ẗὛȟȟȟ     Ὥὲ ὧὥίὩ  Ὓȟȟȟ π

Ὓȟȟȟ                                   ὩὰίὩ
 

where  

¶ ὙὅϷ  is the risk -correction for government bonds, relative to the current 

bond spreads  

¶ ὙὅϷ ȟ is the risk -correction for corporate bonds with credit quality step 

r , also relative to the current bond spreads  

                                                           
56  Relative to the market value of the undertakingôs fixed income investments in currency c 
57  EEA government bonds issued in the domestic currency, other government bonds are treated as 

in the case of corporate bonds  
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¶ Ὓȟȟ is the current spread on government bonds of country g with duration 

bucket d in currency c 

¶ Ὓȟȟȟ is the current spread on corporate bonds with credit quality step r  

and duration bucket d in currency c, where f is either ófinancialô or ónon-

financialô 

2.336  The term  

άὭὲ
ὓὠȟ
ὄὉὒȟ

  

is introduced to deal with situations where an undertaking would only invest 

a small amount in low rated bonds with high yields and then apply this high 

VA to a large amount of liabilities in that currency. This term then ensures 

that the VA is only recognised relative to the amount of the investment. 

Where this option is combined with option 4, this term becomes obsolete.  

2.337  Undertakings do not have to assign invest ments to either backing or not 

backing the liabilities.  

2.338  The definition of the different asset classes that are used to sub -divide the 

corporate and government bond portfolios is the same as currently used in 

the derivation of the VA (on the basis of RFR te chnical documentation). See 

annex 2.8  for a list of the admissible assets for this undertaking investmentsô 

specific VA.  

2.339  The set of currencies for which VA values can be calculated would be the 

same range of currencies for which EIOPA currently provides a VA (on the 

basis or RFR technical documentation).  

2.340  For government bonds, a distinction between different issuers is made. The 

calculation of the spreads could be based on data provided by Bloomberg (as 

referred to in the RFR technical documentation) current ly used in the 

determination of the country specific increase of the VA.  

2.341  For corporate bonds, further than the duration, the following dimensions 

are considered:  

¶ Asset classes, with a differentiation among ófinancialô and ónon-financial 

exposuresô, 

¶ Credit  quality steps as set out in the Delegated Regulation (from 0 to 6),  

¶ Currencies.  

2.342  For each of these classes, information on spreads contained in the indices 

currently used for the calculation of the VA (Markit  ï iBoxx indices) could be 

used.  

2.343  For each curre ncy, undertakings would first need to identify all investments 

in that currency for the calculation of the best estimate of the insurance or 

reinsurance liabilities denominated in that currency, when applying the VA.  
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2.344  The VA for the given currency would th en be calculated on the basis of all 

fixed income assets in that currency. This VA could then be applied as an ñadd 

onò to the risk-free rate interest term structure used for the valuation of 

technical provisions of that currency.  

Implications for the SCR standard formula calculation 

2.345  No change to the SCR standard formula calculation is required. However, 

where the increase in capital requirements does not exceed the increase in 

own funds when moving to riskier fixed income investments a possible 

solution wo uld be to change the capital requirements to fix this.  

Pros and cons 

2.346  The following table provides a list of the advantages as well as of the 

relative criticisms of the proposal. Note that the assessment is performed 

against the status quo calculation of th e VA:  

 

Pros  Cons  

Mitigates over -  or undershooting 

effects of the VA that stem from 

deviations between the representative 

portfolio and the undertakings 

individual asset mix.  

Where rating information is used, 

approach leads undertakings to higher 

dependen ce on external ratings in the 

determination of the VA.  

Since the option allows the reflection of 

undertaking -specific asset information, 

a country -specific increase of the VA 

would no longer be needed.  

The option will increase the complexity  

and costs  of the application and 

supervision of the VA.  

 Potentially provides wrong risk -

management incentives where 

investments in lower rated assets lead 

to a higher solvency ratio. Could also 

make it more difficult for undertaking 

to de - risk asset risk (in case e.g . of a 

breach of the SCR).  

For corporate bonds, these potential 

wrong incentives are intended to be 

mitigated by Pillar I safeguards 

mechanisms; this mechanism is 

intended to ensure that lower rated 

bonds still imply higher own funds and 

the increase in S CR is smaller than this 

increase in own funds, but the SCR 

ratio would still decrease with lower 

rated bonds.  
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Wrong investment incentives with 

respect to government bonds are  only 

addressed by Pillar II and III.  

 

Option 2 ï middle bucket approach  

Description 

2.347  This Option would be part of a framework whe re undertakings should 

allocate  their insurance liabilities to three buckets (the matching adjustment 

bucket, the middle  bucket and the remainder bucket) to which different 

adjustments to the risk - free inte rest rates apply.  

2.348  In particular, for liabilities falling in the middle buc ket, an undertaking -

specific VA  is introduced, but subject to strict application criteria that relate 

to the level of cash - flow matching of insurance liabilities portfolios, in orde r 

to ensure that the undertaking  can earn the adjusted discount rate which is 

usually higher than the basic  risk - free interest rate For the middle bucket VA 

calculation is based on Weighted  Average of Multiple Portfolios (WAMP). T his 

approach would coexist  with  the current MA (full criteria required, 100% 

application ratio), but would imply to define  a proper adjustment to the 

remainder bucket to guarantee declining benefits  with decreasing level of 

cash - flow matching. The application ratio for the middle b ucket would be fixed 

between 65% and 1 00% (concrete calibration to be  discussed).   

Criteria:   

a)  The portfolio of assets to cover (re)insurance obligations included in the 

OA bucket is clearly identified and together with the corresponding 

liabilities, it i s organized and managed separately from other activities of 

the undertaking .58  

b)  The contracts underlying the insurance liabilities do not include future 

premiums or include only future premiums which are within the contract 

boundaries  (qualifying future prem iums).    

c)  The portfolio of insurance liabilities include no surrender option for the  

policyholder or only a surrender option where the surrender value does 

not  exceed the value of the assets covering the insurance liabilities at 

the time  the surrender o ption is exercised. However, surrender options 

where the surrender  value exceeds the value of assets may be included 

where the lapse  risk they expose the portfolio to is not material . 

                                                           
58  For OA Bucket the separate  management of assets does not refer to a legal ring fencing but to a 

portfolio   
segmentation of clearly identified assets that would support an identified group of insurance 
liabilities over   

their lifetime. This does not preclude changes in investments  within a portfolio in the normal course 
of business  
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(Materiality test: lapse  risk capital charge does not represent more th an 

e.g. 5% of the current  estimate of the liabilities of the portfolio in the 

situation where cash flows  would be discounted using the basic risk - free 

interest rate).    

d)  Insurance contracts are not split into different parts when assessing 

eligibility  fo r the Middle Bucket (no unbundling). 59  

e)  The expected cash flows of the identified portfolio of assets and 

qualifying future  premiums replicate the expected cash flows of the 

portfolio of insurance  liabilities within 2 years maturity bands in the same 

currenc y up to  the LLP of the risk - free yield curve for the relevant 

currency. Any  mismatch between maturity bands, which cannot be 

addressed through the  carry forward of cash generated from excess of 

asset cash flows at previous  maturities, does not give rise  to material 

risks. Carry forward of cash is limited  to 10% the total undiscounted 

liability cash flows up to the LLP. For the  purpose of assessing this 

matching criterion, duration bands have been defined  with a two -year 

range.  

f)  It is not mandatory to hol d to maturity the assets backing the 

(re) insurance obligations  included in this bucket, if the assets sold are 

substituted by other fixed  income assets and the requirement of letter 

b) is still met.   

Implications for the SCR standard formula calculation 

2.349  No change to the SCR standard formula calculation is required.  

Pros and cons 

Pros  Cons  

Being the d iscount rate based on  

own assets we ight v ia an average 

funct ion of rat ing and du rat ion i.e.  

WAMP, o ver/undershoot ing is  

strong ly m it igated.   

The option wi ll increase the complexity 

of the application of the VA.  

Nat iona l VA component issues such as 

the cliff  effect wou ld be so lved.   

Approach m ay g ive rise to wrong   

investment incenti ves in case where   

investments in lower rated assets   

lead to a higher solvency rat io; cou ld 

also  ma ke it more d iff icu lt for 

undertaking  to de - r isk asset r isk ( in 

case  e.g. of a breach of the SCR) .     

                                                           
59  Unbundling can generally be defined as the separation of the insurance liabilities of an insurance 

contract into   
different parts, in order for one of them to have a portion that would virtually meet the 
requirements of the MA or OA bucket. Unbundling is, in general, not allowed. However, unbundling 
of Unit Linked contracts into two parts as described can be accepted, provided that one part of the 
unbundled contract is then valued using financial instr uments for which a reliable market value is 
observable  
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Criter ia can help to ensure that 

undertakings can actually ñearnò the 

VAò.   

 

Where rat ing informat ion is used,   

approach leads to h igher   

dependence  on exte rna l rat ings.   

 An imp lementat ion of th is opt ion  

may gi ve r ise to a number of  

chal lenges, e.g.:    

¶ Where rat ing - informat ion is 

used,  the treatment of non -

rated bonds  

¶ Where du rat ion - informat ion is  

used, the treatment  of 

perpetual bonds or bonds w ith 

opt ions  

The availabil ity of the chosen asset  

cha racter ist ics (such as   

rat ing or du rat ions) in case of   

investments in funds.   

 Opt ion m ay require pr ior superv isory 

appro val, in part icular regard ing the 

match ing cr iter ia, and increase the 

comp lex ity of supervis ion.  

 

2.350  In view of the disadvantages of the option, it was not taken into account 

in the further assessment of the VA.  

 

Option 3 ï asset driven approach  

Description  

2.351  This option targets the application to the VA. I nstead of applying the VA to 

the risk - free interest rate term structure, this option adjusts the value of own 

funds directly. This option does not suggest an alternative to calculating the 

VA, but it may be combined with one of the other options that sugge st so. It 

is a possible alternative use of the VA.  

2.352  This option is based on the conceptual idea that the VA aims to address 

the volatility of own funds due to the use of market values for bonds. It is 

also based on observations that adjusting the risk - free rates has undesirable 

effects. As a consequence, in this option there is no adjustment to the risk -

free interest rates. The idea is to adjust the own funds ὕὊ of the undertakings 

by correcting the technical provisions for the effect of exaggerations of bond 
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spreads in another way 60 . This is in line with recital 32 of the Omnibus II 

Directive 61 . To achieve this, it is suggested to correct the market value of 

assets used in the technical provisions calculation instead of the interest rate 

yield curve (RFR ).  

 

2.353  The correction of the market value of assets is an intermediate step to 

calculate the adjusted value of technical provisions and, indirectly, the 

adjusted value of own funds.  

2.354  Adjustment of own funds would be   ὃὨὮόίὸάὩὲὸ  ЎὕὊ  ὕὊ ὕὊ 

ὃὨὮόίὸάὩὲὸ ὓὠ ὓὠ Ὕὖ  Ὕὖᶻρ ὥὺὩὶὥὫὩ ὸὥὼ ὶὥὸὩ 

2.355  In the balance sheet, this adjustment to  own funds would be done by 

sub trac ting an adjustment to the technical provisions (in the same way as 

the adjustment of the transitional to technical provisions).  

 

ὝὩὧὬὲὭὧὥὰ ὴὶέὺὭίὭέὲί Ὕὖ ὃὨὮόίὸάὩὲὸ 

Where ὃὨὮόίὸάὩὲὸ  ὃὨὮόίὸάὩὲὸᶻρ ὥὺὩὶὥὫὩ ὸὥὼ ὶὥὸὩ 

 

Calculation of the corrected value of assets ╜╥ (step 1)  

2.356  The PG has imagined two possibilities to calculate the corrected value of 

assets :  

ð Either use the risk -neutralization step to mod ify the market value of 

the assets  

                                                           
60  EIOPAôs initial advice gon the VA was also an own funds adjustment  
61  Rectial 32 states :  ñin order to prevent pro -cyclical investment behaviour, insurance and 

reinsurance undertakings should be allowe d to adjust the relevant risk - free interest rate term 
structure for the calculation of the best estimate of technical provisions to mitigate the effect of 
exaggerations of bond spreads. ò 
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ð Or use the duration proxy to approximate to modify the market value  

 

Calculation of the corrected value of technical provisions ╣╟ (step 2)  

2.357  This step is not necessary for non -participating insurance business. There  

are also two ways to derive the adjusted value of technical provisions :  

ð Use the corrected value of assets derived from step 1 as an input and 

re -perform TP calculation on this basis  

ð Use a proxy to calculate the adjusted value of TP (for example 

assuming that the variation of TP is proportional to VA).  

2.358  The combinations of these different possibilities for the correction of assets 

and technical provisions result in different variants of the asset driven 

approach. The most ñadvancedò or ñpureò consist in using no proxies at all 

which means using the risk -neutralization step to modify the market value of 

the assets and re -performing technical provision (TP) calculation on this 

basis. Nevertheless, it seems too burdensome. As a consequence, the 

remaining varian ts are the following :  

¶ Option a: use the duration proxy step to modify the market value of the 

assets and re -perform TP calculation on this basis.  

¶ Option b : use the duration proxy step to modify the market value of the 

assets and another prox y to calculat e the impact on TP  

¶ Option c: use the duration proxy step to modify the market value of the 

assets and do not take into account the impact on technical provisions.  

Implications for the SCR standard formula calculation 

2.359  The adjustment would be applied as the adjustment of the transitional on 

technical provisions. The adjustment would have limited effect on the SCR as 

only the loss -absorbing capacity of deferred taxes would potentially be 

affected. Another possibility is to ensure complete independency by not 

taking into account the adjustment into the calculation of the loss absorbing 

capacity of deferred taxes. In that case the use of the VA would have no 

impact on the SCR.  

Pros and cons 

Pros Cons 

No more adjustment to the risk-free 

curve. 

Modifying the market value of 

assets in the best estimate 

calculation (options a and b) has of 

course some consequences: due to 

the corrections of the market value, 

sales might be triggered because of 

management actions implemented. 

The results, i.e. the value of 

technical provisions may not reflect 
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a ñbest estimateò of the 

management of the assets that 

have suffered spread exaggerations. 

Overcompensation due to deviation 

from reference portfolio and 

duration mismatch are reduced, 

thereby promoting good risk 

management. 

From an operational point of view, 

options a and b slightly increase the 

burden on undertakings because 

assets model points need to be 

modified in order to change the 

market value. But it is also to be 

noted that it alleviates the process 

since it does not require any 

recalibration of economic scenario 

generator. 

Option c is simple and relieve the 

burden for undertakings from an 

operational point of view since there 

a calculation of technical provisions 

with and without the VA is not 

needed anymore. This will also 

improve transparency. 

Option c is an approximation both 

for the impact on best estimate 

because it assumes the linearity of 

the impact, which is unlikely, and 

for the impact on deferred taxes. 

The higher the spread movements, 

the less appropriate the 

simplification would be. 

If average tax rate is known, option 

c can be checked upon thank to QRT 

data thereby contributing to 

effective and efficient supervision. 

 

Limited impact on SCR or even no 

impact on SCR if the impact of the 

adjustment on deferred taxes is not 

taken into account.  

 

 

2.360  In view of the disadvantages of the option, it was not taken into account 

in the further assessment of the VA.  

 

Option 4 ï Adjustment accounting for amount of fixed -  income assets 

and asset - liability duration mismatch undertaking specific VA  

Description 

2.361  For a given currency, the current VA is the same in size for all undertakings. 

In particular, its application does not depend on the asset and liability 

characteristics of an undertaking. This independence on the assets and 

liability characteristics implies that the impact of so -called exaggerated bond 

spreads varies with the duration of the liabilities and the spread exposure of 

the undertaking. The losses due to credit spread increases for undertakings 

with little expos ure to credit spread risk and long - term liabilities could be 

more than fully compensated by the increase in the VA, the so -called 
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overshooting effect. Similarly, there are undertakings, which experience a 

significantly smaller compensation of their losses due to credit spread 

changes.  

2.362  The general idea of this option is to introduce an undertaking -specific 

application ratio ARi,c which addresses the over -  and undershooting 

stemming from duration and óvolumeô allocation mismatches. This 

undertaking -specific a pplication ratio is applied to the current, or potentially 

adjusted, VA. Note that this option is not intended to address under -  or 

overshooting effects, which could occur due to credit quality mismatches 

between the undertaking -specific portfolio and the reference portfolio.  

Calculation 

2.363  The undertaking i specific VA under this approach for liabilities in currency 

c is calculated as follows:  

 

ὠὃȟ
 
ὋὃὙẗὃὙȟ

 
ẗὙὅͅὛȟ 

where  

¶ ὋὃὙ is the general application  ratio , currently 65%  

¶ ὃὙȟ
 

 is the application ratio applicable to undertaking i and currency 

c under option 4  

¶ ὙὅͅὛȟ denotes the average risk corrected spread of the fixed income 

investments either of a reference portfolio or of undertaking i in currency 

c 

2.364  The application ratio under option 4 is calculated as:  

ὃὙȟ
 
ÍÉÎ

ὖὠὄὖὓὠȟ

ὖὠὄὖὄὉὒȟ
Ƞρ 

where  

¶ ὓὠȟ denotes  the market value of undertakingôs i investment in fixed 

income investments in currency c62  

¶ ὖὠὄὖὄὉὒȟ  equals the price value of a basis point of the best estimate of 

the liabilities of undertaking i in currency c  

¶ ὖὠὄὖὓὠȟ  equals the price value of a basis point of the fixed income 

investments of undertaking i in currency  

2.365  We note the following aspects of the calculation as outlined above:  

 

                                                           
62  Note that u ndertakings do not have to assign investments to either backing or not backing the liabilities 

when determining ὓὠȟ 
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Definitio n of fixed income investments for calculation of option 4  

2.366  The following table outlines the CIC codes of the asset classes that are to 

be included in the government or corporate portfolio. 63  The information needs 

to be provided in a look - through approach, e. g. also collective investment 

undertakings as well as mortgages and loans are included. The assets held 

for index - linked and unit - linked contracts should not be included where these 

cover technical provisions valued as a whole.  

 
Calculation of 06"0"%,ȟ   

2.367  The price value of a basis point of the best estimate of the liabilities should 

be calculated as a sensitivity in the value of the VA. This means that 

ὖὠὄὖὄὉὒȟ  is calculated as the difference in the value of the best estimate 64  

with an d without applying the part of ὠὃȟ
 

 that does not depend on the 

undertaking specific application ratio, i.e. ὋὃὙẗὙὅͅὛȟ:  

ὖὠὄὖὄὉὒȟ
ὄὉὒȟὙὊὙ  ὄὉὒȟ ὙὊὙ ὋὃὙẗὙὅͅὛȟ

ὋὃὙẗὙὅͅὛȟ
 

where  

¶ ὙὊὙ denotes the basic risk - free interest rate term structure for currency 

c 

¶ ὙὊὙὋὃὙẗὙὅͅὛȟ denotes the basic risk - free interest rate term structure, 

to which a volatility adjustment of size ὋὃὙẗὙὅͅὛȟ is applied 65  

2.368  To determine ὖὠὄὖὄὉὒȟ , a revaluation of the best estimate needs to be 

performed  taking into account the effect of future discretionary benefits (i.e. 

including LAC TP).  For the purpose of that calculation, asset  values stay 

                                                           
63  The CIC codes 13 and 14 were used to identify bonds issued by Regional government and local 

authorities (RGLA). RGLA should be allocated to government portfolio if they are listed in the 
Commission Implementing Regulation (EU) 2015/2011 (https://eur -

lex.europa.eu/eli/reg_impl/2015/2011/oj) and otherwise to non - financial corporate portfolio 
according to their credit quality step  
64  not including TP as a whole  and net of reinsurance re coverables.  
65  i.e. ὋὃὙẗὙὅͅὛȟ is applied as the current VA up to the last liquid point (LLP)  and then 

extrapolated to  the UFR  
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unchanged -  no impact of a change in credit spreads on undertakings assets 

should be taken into account. Where an undertaking has liabilities denoted in 

several currencies, ὖὠὄὖὄὉὒȟ  should be determined separately for each 

curr ency. The PVBP per currency should then be converted to euro and added 

up to arrive at one final figure for ὖὠὄὖὄὉὒȟ . 

Calculation of 06"0-6ȟ   

2.369  The price value of a basis point of the fixed income investments of the 

undertaking shou ld be calculated based on the difference in their market 

value against current spreads and when spreads would have increased by the 

part of  ὠὃȟ
 

 that does not depend on the undertaking specific application 

ratio, i.e. ὋὃὙẗὙὅͅὛȟ: 66  

ὖὠὄὖὓὠȟ
ὓὠȟ ὅὛ  ὓὠȟ ὅὛ ὋὃὙẗὙὅͅὛȟ

ὋὃὙẗὙὅͅὛȟ
 

where ὅὛ denotes the current level of spreads.  

Calculation of 2#ͅ3ȟ 

2.370  The risk corrected spread of the undertakingôs fixed income investments 

can be calculated using the current VA or the undertaking specific VA under 

option 1. In both cases, for the calculation of the risk correction option 6 can 

be applied ï in the first case potentially with a uniform factor and a 

differentiated one under option 1 (see details there).  

2.371  In case the risk corrected spreads ὙὅͅὛȟ are calculated using the current 

VA, the weights and spreads underlying this calculation are taken from the 

representative portfolio for currency c and hence are not undertaking specific. 

This means that, in this case, the risk corrected sp reads ὙὅͅὛȟ is also not 

undertaking specific and can be written as  

 

ὙὅͅὛ
ὡȟ ẗὙὅͅὛȟ ὡȟ ẗὙὅͅὛȟ

ὡȟ ὡȟ
 

 

where  

¶ ὡȟ  and ὡȟ  are the weigh ts of government bonds and  corporate 

bonds in the representative portfolio for currency c 

¶ ὙὅͅὛȟ  is the average risk corrected spread for government bonds in the 

representative portfolio for currency c and   

¶ ὙὅͅὛȟ  is the averag e risk corrected spread for corporate bonds in the 

representative portfolio for currency c 

                                                           
66  To best capture VA effects in the base case at the valuation date, the PVBPs would be calculated under 

conditions of the valuation date , e.g. as sensitivity under the given VA.  For more details please refer to the 
background information in annex 2.11  
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2.372  Note that, under the current design of the VA, the VA for currency c is 

calculated as  

ὠὃ ὋὃὙẗὙὅͅὛ  

where the risk cor rected currency spread ὙὅͅὛ  is calculated as  

ὙὅͅὛ ὡȟ ẗὙὅͅὛȟ ὡȟ ẗὙὅͅὛȟ  

2.373  Note that the calculation of ὙὅͅὛ  differs from the calculation of the 

risk corrected spread ὙὅͅὛȟ used in option 4 with respect to the division by 

the term  

ὡȟ ὡȟ  

in the calculation of ὙὅͅὛȟ. This division is introduced to ensure that, under 

option 4, the weights that are used to aggregate the risk corrected spreads 

within the portfolios of corporate and government bonds are relative to the 

fixed income investments of the undertakings, rather than to the total 

investments of the undertakings.  

2.374  Hence where option 4 is combin ed with the current VA, we have that  

ὙὅͅὛ  ὙὅͅὛẗὡȟ ὡȟ ὙὅͅὛȟ 

i.e. the risk corrected spread used in the current VA is smaller than the risk 

corrected spread used in option 4.  

2.375  For example, suppose the average risk corrected spr ead on the fixed 

income assets in the reference portfolio equals 50 basis points. Then the risk 

corrected spread used in option 4 is set at 50 basis points, whereas the 

current VA method would weigh this 50 basis points with the allocation to 

fixed income of the reference portfolio, i.e. 70 -80 percent, and set the risk 

corrected spread at 35 -40 basis points. In case of an undertaking with 

application ratio ὃὙȟ
 

 equal to 1 and assuming a general application ratio 

of 65%, this would mean that the resulting VA for this undertaking under 

option 4 would be 65% ẗ  50 BPS = 32,5 BPS and thus higher than the current 

VA of 65% ẗ  35 BPS = 22,75 BPS.  

Combinations  

2.376  This option can be combined with Options 1 and 2 where the VA is based 

on the assets of the undertaking. This combination would then also address 

the remaining source of over -  and undershooting as these two options 

address the issue of d eviating from the reference portfolio. Where option 4 is 

combined with option 1, the calculation of the risk corrected spreads ὙὅͅὛȟ, 

would be based on the weights of the sub -classes of the individual 

undertakingôs fixed- income investments, together with the risk -corrections 

(relative to the current spreads) foreseen under those option.  

2.377  This option can also be combined with Option 5 (the illiquidity premium 

approach): it would address two of three sources of under -  and overshooting 

that remain under option 5. Conceptually it would imply that the illiquidity 

premium no longer only relies on the liability characteristics, but also to a 
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small extent on the assets: this option then reflects the extent the allocation 

to, and the spread duration of, the fixed income investments are sufficient to 

actually earn this illiquidity premium.  

2.378  Under Option 3, the asset driven approach, this fix for the over -  and 

undershooting effects of the VA becomes obsolete, because this approach is 

already based on the undertakingôs allocation to fixed income and the 

duration thereof; as such it already addresses these two sources of under -  

and overs hooting.  

Implications for the SCR standard formula calculation 

2.379  The option does not necessitate a change in the SCR standard formula 

calculation  

Pros and cons  

Pros Cons 

Addresses two of three sources of 

existing under- and overshooting 

issues. 

The option will increase the 

complexity and costs of the 

application and supervision of the 

VA. 

Differences in valuations of same 

liabilities justified by better cash-

flow matching: the better the asset 

cash-flows match the liabilities, the 

higher the application ratio and the 

higher the effective VA applicable. 

 

 

Option 5 ï Adjustment accounting for the illiquidity of liabilities  

Description 

2.380  This option introduces an adjustment to the calculation of the VA which is 

intended to account for the illiquidity character istics of liabilities in the 

valuation of technical provisions.  

2.381  Insurance liabilities are valued by determining a probability -weighted 

average of cash - flows taking into account the time value of money using the 

relevant risk - free interest rate term struct ure. Default instruments for 

deriving the risk - free interest rates are swaps. Swap rates are taken from 

liquid markets whereas insurance liabilities can be illiquid, in the sense that 

they have stable and predictable cash flows. It can therefore be argued that 

an additional illiquidity premium could be taken into account in the valuation 

of such liabilities which reflects a premium for an illiquid investment which 

can serve to replicate their cash flows. The main target of a VA representing 

such an illiquid ity premium is to explicitly recognise the illiquidity 
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characteristics of insurance liabilities in the determination of the risk - free 

interest rate and in this way eliminate the current valuation mismatch 

between illiquid investments and illiquid liabiliti es. Note that under the current 

design of the VA, the size of the VA does not depend on the characteristics of 

the undertakingôs liabilities. This means that undertakings with liabilities that 

are to a large extent illiquid can apply the same VA as underta kings with 

liabilities that are hardly illiquid.  

2.382  Taking into account the illiquidity of the liabilities in the VA also reflects 

that undertakings that have sufficient illiquid liabilities to hold on to their 

investments are less exposed to forced sales. Su bsequently, those 

undertakings do not have to sell their fixed income assets and thus do not 

have to realize losses due to exaggerated bond spreads.  

Calculation  

2.383  Option 5 suggests an application ratio based on the illiquidity features of 

insurersô liabilities to be included in the calculation of the VA: ARi.  

2.384  The more stable and predictable the cash flows, the more the liabilities can 

be considered as illiquid. If cash flows are fixed irrespective of whatever 

scenario, they are considered as fully illiquid  because they are perfectly 

predictable and stable. The measurement of the illiquid part of the liabilities 

can be based on liabilities sensitivities and/or on liabilitiesô contractual 

features and risks characteristics.  

Approach A: undertaking-specific share of illiquid liabilities based on 

stressed cash flows.  

2.385  The more the cash flows are predictable and stable over different stress 

scenarios, the more illiquid they are. If cash flows are sufficiently stable that 

it could be stated with sufficient certain ty that an amount of funds could be 

invested for a specific time horizon, this amount of funds could be considered 

as illiquid for this time horizon.  

2.386  Based on this concept, the liability cash flows before and after pre -defined 

stresses can define a share o f liabilities that is predictable. This approach is 

applicable for both life and non - life obligations, but the relevant stresses differ 

between the two. For life obligations, mortality, mass lapse and the relative 

lapse up scenarios are considered. For non - life obligations mass lapse, 

reserve risk and catastrophe risks should be considered. Note that in its 

information request early 2019 EIOPA did not ask for all these non - life 

scenarios. Given the cash flows after these stresses, the minimum amounts 

availa ble after x years could be determined. These amounts could be 

replicated with an illiquid cash flow due in x years. Put differently, these 

amounts could be invested in illiquid assets for x years.  
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Non - life obligations, reserve risk and cash flows  

2.387  All re levant risks need to be included when measuring illiquidity. The 

information request captured mass lapse risk, but catastrophe risk and 

reserve risk are also relevant as they can lead to liquidity needs and forced 

sales of assets. For the scenario -based ca lculations of the standard formula 

the measurement of illiquidity as outlined above for life obligations can easily 

be extended to non - life, so catastrophe risk should be taken into account in 

the same way. However, a further complexity arises for factor -based 

modules. The illiquidity properties of liabilities are mainly driven by the 

volatility of reserves. Although premium provisions would give rise to 

reserves settlement, the PG considers that reserve risk better reflects the 

volatility of the reserves a nd should be taken into account in the 

measurement of illiquidity as well. In particular, the standard deviation for 

non - life reserve  (ůs) risk complements the variation of liabilities net cash 

flows after the mass lapse and catastrophe stresses. Cf. appendix II of the 

Delegated regulation for the segmentation of non - life insurance and 

reinsurance obligations and standard deviation s for  the non - life premium and 

reserve risk sub -module . The standard deviations for non life risk are reported 

below per segment.  

Segment  ůs Segment  ůs 

Motor vehicle liability 

insurance and proportional 

reinsurance  

9%  Legal expenses insurance 

and proportional  reinsurance  

12%  

Other motor insurance and 

proportional reinsurance  

8%  Assistance and its 

proportional reinsurance  

20%  

Marine, aviation and transport 

insurance and proportional 

reinsurance  

11

%  

Miscellaneous financial loss 

insurance and proportional 

reins urance  

20%  

Fire and other damage to 

property insurance and 

proportional reinsurance  

10

%  

Non -proportional casualty 

reinsurance  

20%  

General liability insurance and 

proportional reinsurance  

11

%  

Non -proportional marine, 

aviation and transport 

reinsurance  

20%  

Credit and suretyship 

insurance and proportional 

reinsurance  

19

%  

Non -proportional property 

reinsurance  

20%  

2.388  Based on these factors, the best estimate cash flows could be adjusted as 

follows to derive óshockedô cash flows: 

cashflowi,t= cashflowBE,t ẗ  (1 + 3 ẗ  ůs) 
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2.389  This ensures that the discounted value of the shocked cash flows equal the 

discounted value of the best estimate cash flow plus the impact of the factor 

based óshockô. Based on these cash flows the illiquidity measurement as 

performed for life o bligations could be applied.  

2.390  Note that the volatility adjustment is currently not restricted with respect 

to the liabilities it can be applied to. These can include long - term life insurance 

contracts but also short - term non - life insurance contracts. The gi ves rise to 

the question as to whether any adjustment, in particular where it aims to 

reflect an illiquidity premium, should also apply to short - term non - life 

insurance contracts. One can argue that where the illiquidity of liabilities can 

be measured adeq uately, an  adjustment can also be applied to short-term 

non-life, assuming that for very volatile business the application ratio would 

be rather small.  

2.391  On the other hand, as outlined above, it appears that it is not 

straightforward to determine stressed c ash flows for non - life insurance 

obligations. Thus, it may be prudentially justified to not apply a VA to non -

life obligations (life obligations arising from non - life contracts would though 

be included in the scope for application). This would mean that an  application 

ratio of zero would be used for non - life obligations.  

 

Stochastic valuation and cash flows  

2.392  The liability cashflows require some further specification where a stochastic 

valuation for the technical provisions is performed. In this case, the cas hflow 

should be equivalent to the stochastic set. This means that the discounted 

value of this cashflow should be equal to the best estimate. The cashflows 

should be determined as follows: For each maturity, the market value of 

cashflows with that maturity  is calculated by discounting the scenario -

dependent cashflows at the scenario dependent interest rates and then 

averaging these discounted values over all scenarios. Subsequently, this 

market value per maturity is accrued at the prevailing risk - free inter est rate 

for that maturity. This implies that discounting the reported cashflows 

correspond to the best estimate.  

2.393  Note that where an undertaking has liabilities denoted in several 

currencies, the best  estimate cash flows should be determined as the sum of 

the best estimate cashflows for each currency, converted to euro.   

 

Calculation of illiquid cash flows  

2.394  The f igure below shows the total best estimate cash flows from the 

information request as well as these cash flows after applying the standard 

formula m ass lapse, relative lapse up and mortality shocks. For non - life 

liabilities, only the mass lapse shock was applicable.  
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Best estimate and stressed cash flows  

Starting from the discounted value of the best estimate at t=0, the available funds 

AvailableFund si,t , at maturity t is derived by accruing the available funds at time t -

1, with the basic risk free forward rate, interest t, and deducting the best estimate 

cash flows, cashflow i,t , at t for the three stress scenarios as well as the best 

estimate scenario . It corresponds to the funds available after t years per scenario 

i, including the best estimate scenario.   

AvailableFundsi,t = AvailableFundsi,t-1 ẗ  (1+interestt) - cashflowi,t 

2.395  The f igure  below shows these available funds per maturity t for the 

aggregated cash flows of the information request. In the figure below, the 

minimum value for the aggregate liabilities from the information request, 

arises f rom the mass lapse sensitivity for all years. For individual 

undertakings, the minimum value can, however, arise from different 

scenarios and the minimum may depend on different scenarios over the 

years.  
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Available funds over time per scenario  

 

2.396  From thes e streams available funds over time, the minimum value retained 

for each year of projection over the different scenarios is determined.  

MinAvailable0=Discounted Value Best Estimate 

MinAvailablet>0=mini{AvailableFundsi,t-1x(1+interestt)} 

Minimum available amount of funds over time 

 

2.397  These amounts in the figure above are the amounts that can be kept up to 

the specific point in time.  An amount that can be kept for more than 50 years, 
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can also be kept for more than 40 years, 30 years, etc. The idea is that the  

replicating illiquid investments are chosen such that the term of the illiquid 

investments is as long as possible. The illiquid cash flows are then determined 

as the maximum amount that can be kept for t years:  

Illiquid t=MinAvailablet -MinAvailable t+1 /(1+ interest t)  

2.398  The f igure below shows the aggregated illiquidity cash flows from the 

information request. For all maturities, including for more than 50 years, a 

significant part of the cash flows can be considered as illiquid according to 

this method.  

Best estimate and illiquid cash flows 

 

 

Calculation ï approach A 

2.399  Under this approach, the undertaking illiquid liability specific VA becomes:  

ὠὃȟ
 
ὋὃὙẗὃὙȟ

 
ẗὙὅͅὛȟ 

where  

¶ ὋὃὙ is the general application ratio , currently 65%  

¶ ὃὙȟ
 

 is the application ratio for option 5 applicable to undertaking i 

and currency c 

¶ ὙὅͅὛȟ denotes the average risk corrected spread of the fixed income 

investments either of a reference portfolio or of undertaking i in currency 

c 

2.400  The application ratio ὃὙȟ
 

 is calculated as  

ὃὙȟ
 
 ÍÉÎ

ὖὠὄὖὍὒὒȟ

ὖὠὄὖὄὉὒȟ
Ƞρ 



 

124  

where  

¶ ὖὠὄὖὄὉὒȟ  equals the price value of a basis point of the best estimate 

cash flows of undertaking i in currency c 

¶ ὖὠὄὖὍὒὒȟ  equals the price value of a basis point of the illiquid liabilities 

of undertaking i in currency c 

 

2.401  As an alternative, the undertaking illiquid liability specific VA can also be 

determined as follows:  

 

ὠὃȟ
 
ὋὃὙ ὃὙȟ

 
Ὓȟ Ὢὥὧὸέὶ 

 

where  

¶ ὋὃὙ ὥὲὨ ὃὙȟ
 

 are defined as above  

¶ Ὓȟ denotes the average spread of the fixed income investments either of 

a reference portfolio or of undertaking i in currency c  

¶  Ὢὥὧὸέὶ denotes the share of the spread that can be allocated to illiquidity  

2.402  We note the following aspects of the calculation as outlined above:  

Definition of fixed income investments for calculation of option 5  

2.403  For the purposes of the calculation of option 5, th e same definition of fixed 

income investments as under option 4 should be used.  

Calculation of ὖὠὄὖ"%,ȟ  

2.404  The price value of a basis point of the best estimate cash flows of 

undertaking i in currency c should be calculated as a variation of the 

discounted value of the best estimate cashflows applying an increase of 

interest rates by 1 bps. This means that ὖὠὄὖὄὉὒȟ  is calculated as the 

difference of the discounted value of the best estimate cash flows before and 

after increasing the basic risk - free rates by 1 basis point: 67  

ὖὠὄὖὄὉὒȟ ὄὉὒȟ
ȟ ὙὊὙπ ὄὉὒȟ

ȟ ὙὊὙπȢπρϷ 

where  

¶ ὙὊὙ denotes the basic risk - free interest rate term structure  

¶ ὙὊὙπȢπρϷ denotes the basic risk - free interest rate term structure to 

which an upward adjustment of 1 BPS is appli ed.  

¶  ὄὉὒȟ
ȟ ὙὊὙ denotes the present value of the best -estimate cash - flows 

which were determined using RFR but now discounted with a different 

                                                           
67  Note that the BE  cashflows are assumed to be constant in this calculation. No recalculation of 

the cashflows under an increase of interest  rates applies.  
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interest rate term structure ὙὊὙ. Thus, no revaluation of the best -estimate 

cash - flows using the different term structure applies.  

Calculation of 06"0),,ȟ  

2.405  The price value of a basis point of the illiquid liabilities of undertaking i in 

currency c should be calculated as a variation of the discounted value of the 

illiquid best esti mate cashflows applying an increase of interest rates by 1bps. 

This means that ὖὠὄὖὍὒὒȟ  is calculated as the difference between the 

discounted value of the illiquid liabilitiesô cash flows before and after 

increasing the basic risk - free rates by 1 basis point:  

ὖὠὄὖὍὒὒȟ ὍὒὒȟὙὊὙ π ὍὒὒȟὙὊὙπȢπρϷ 

where  

¶ ὙὊὙ denotes the basic risk - free interest rate term structure  

¶ ὙὊὙπȢπρϷ denotes the basic risk - free interest rate term structure to 

which an upward adjustment of 1 BPS is applied.  

2.406  Since the discounted value of the best estimate and illiquid cash flows are 

the same by construction, the ratio of PVBPôs are equal to the ratio of the 

durations and mirror the impact of the stresses on the duration profile, i.e. 

whether cash flows arise earlier than expected in the be st estimate.  

Calculation of 2#ͅ3ȟ 

2.407  The risk corrected spread of the undertakingôs fixed income investments 

can be calculated using the current VA (in possible combination with option 

6) or the undertaking specific VA under option 1.  

2.408  For further detail s to the calculation of 2#ͅ3ȟ we refer to the description of 

option 4, where the same component is used in the calculation of the VA.  

2.409  Application ratios AR i under approach A 

2.410  The three figures below show the application ratios per LoB, per jurisdictio n 

and the dispersion over the undertakings selected for the information 

request.  
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Illiquidity application ratios per LoB 

 

 

Illiquidity application ratios per jurisdiction 
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Dispersion of the illiquidity application ratio 

 

 

Approach B: Bucketing of the liabilities according to specific criteria 

2.411  Under this approach, the ὃὙȟ
 

 is determined on basis of a bucketing of 

the liabilities according to specific criteria on the illiquidity features of the 

liabilities. These features could i nclude, for example, the existence of 

surrender rights, exposure to mortality risk, excluding specific liabilities like, 

for example, future discretionary benefits and/or unit - linked business, etc.  

2.412  Based on the information collected in spring 2018 and spri ng 2019, 

liabilities have been grouped according to their illiquidity features. A relevant 

feature of illiquidity is the option to surrender / cancel and whether there is 

a disincentive to surrender where this is assumed to have a relevant impact 

on surren der risk. In case no options to surrender/ cancellation exist, the 

liabilities are considered the most predictable, therefore illiquid.  

   

In % of total BE  

 

Life  Non -Life  

No surrender/cancellation 

options  

15%  70%  

Surrender/cancellation options, 

value ne ver exceeds value of the 

assets  

20%  2%  

Surrender/cancellation options, 

may result in a loss  

65%  28%  

  o.w. no disincentive  24%   

  o.w. tax disincentive  32%   

  o.w. surrender penalty  19%   
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  o.w. other disincentive  9%   

 

2.413  EIOPA investigated whether the re is any observable relationship between 

the presence of any disincentives for cancellation/surrender and the 

surrender/cancellation rate for life products. But, EIOPA could not find 

sufficient evidence of that. For products that are not exposed to lapse risk 

but where insurers reported a typical time or the first opportunity for 

cancellation/surrender, it seems that for shorter maturity contracts, the tax 

disincentive has an impact on lapse rates (see table below).  

2.414   Nevertheless, these short maturity con tracts do not represent the majority 

of products within the category of products with a surrender/cancellation 

opportunity but not exposed to lapse risk (4%). Products with other 

disincentives for cancellation displayed lower rates in very limited cases: 

typical maturity between 10 -15 years and lifelong products.   

  

 EEA  Average surrender/cancellation rate  

Typical 

contractual 

maturity  

All  Of which no 

disincentives 

for 

cancellation  

Of which tax 

treatment  

Of which other 

disincentives 

for cancellation  

<5 y ears  13%  13%  1%  13%  

5-10 years  6%  5%  4%  11%  

10 -15 years  14%  16%  7%  9%  

15 -20 years  13%  11%  22%  14%  

>20 years  0%  0%  4%  18%  

Lifelong  12%  14%  13%  8%  

2.415  Under such an approach, liabilities could be grouped according to their 

contractual features and applicat ion ratios ὃὙȟȟ
 

 attached to this groups g 

of policies.  

2.416  The following table outlines how this approach could be implemented:  

Group  Contracts with the 

following characteristics  

Typical examples 

for contracts 

falling in such 

category  

Application  

factor  
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I ï High 

illiquidity  

¶ without any 

surrender/cancellation 

option or where the 

surrender value does 

not exceed the 

market value of the 

assets and  

¶ with low mortality risk 

and catastrophe risk  

 

¶ annuities in 

payment 

phase  

¶ term life 

insurance 

(without 

savings 

component)  

¶ disability 

insurance  

ARi,1 %  

II ï 

Medium 

illiquidity  

¶ with limited surrender 

risk:  

o including 

disincentives 

for surrender  

o low risk charge 

for the risk of a 

permanent 

increase in 

lapse rates  

o é 

¶ With low mortality 

risk and catastrophe 

risk  

¶ é 

¶ State 

subsidised 

pension 

products  

ARi,2 %  

III ï 

Low 

illiquidity  

Contracts that do not fall 

into category I or II.  

é ARi,3 %  

é    

2.417  The determination of an undertaking -specific share of illiquid liabilities 

based on the liabilities sensitivities to predef ined stresses (approach A ) is 

considered more informative than the liabilities contractual and risks 

characteristics (approach B). Indeed the cash flows pattern and sensitivities 

implicitly reflect the contractual and risks characteristics associated. It is 

the refore suggested to further progress with approach A. 

2.418  A different approach would be to exclude liabilities which cash flows depend 

on the evolution of the financial markets, like interest rates. This holds for 

the future discretionary benefits part and fin ancial guarantees and may also 

be the case where there is a material impact of interest rate dependent 

lapses. In terms of valuation by replication, such liabilities are replicated by 

a dynamic hedging/matching strategy using interest rate swaps and/or 

swa ptions; these replicating instruments do not contain an illiquidity premium 
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and as such it could be argued that applying the VA as an illiquidity premium 

to these liabilities is not justified.  

Reporting on Liquidity buffer 

2.419  In addition to the above mentione d illiquidity measurement, it was 

considered whether it is necessary to capture undertakingôs exposure to the 

risk of forced sale by taking into account the ability of the undertaking to cope 

with expected and unexpected liquidity needs. This would be refl ected by the 

following reporting on liquidity buffer.  

2.420  Insurance and reinsurance undertakings applying the VA should report on 

liquidity buffer available to mitigate the risk of forced sale of assets during 

the next 12 months. The size of the liquidity buf fer should be determined as 

the sum of the following amounts:  

Å fixed income interest payments (e.g. coupons) expected within the next 

12 month,  

Å fixed income redemptions at maturity expected within the next 12 month,  

Å foreseeable dividend payments within the next 12 months other than from 

own shares, 

Å rents expected within the next 12 month, 

Å cash, bank deposits and short term securities (<1 year). 

2.421  In addition, the net best estimate liability cash -out flows in the first year 

of the sensitivities applied in th e calculation of the illiquidity application ratio 

should be reported. From the three sensitivities analysed (mortality, lapse up 

and mass lapse), the sensitivity that is the most severe in the first year should 

be taken into account.  

 

Questions to stakeh olders  

Q2.6 :  Should liquidity buffers be recognized in the VA calculation? If yes, please 
descri be how they s hould be recognized.  

 

 

 

Implications for the SCR standard formula calculation  

2.422  This option could be combined with an allowance for the dynamic VA in  the 

SCR standard formula. Where the VA is interpreted as an inherent component 

of the valuation of technical provisions accounting for the illiquidity of 

liabilities, such an approach would ensure consistency between the risk 

measurement in the SCR and th e derivation of technical provisions. Further, 

it would be intended to address supervisory concerns in cases that 
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undertakings do not hold sufficient spread sensitive assets but benefit from 

an illiquidity premium.  

2.423  Note however that EIOPA holds the view t hat the disadvantages of an 

allowance for the dynamic VA in the SCR standard formula clearly outweigh 

the advantages of such an option, in particular as it effectively not improves 

the level playing field between users of the standard formula and users of 

internal models. 68    

2.424  If this option would be combined with Option 4 allowing for additional 

application ratios fixing the over -  and undershooting issues, an alternative 

would be to use the final application ratio applied to the VA (i.e. the minimum 

of the a pplication ratio AR i of option 4 and option 5 times GAR) as reduction 

factors for the standard formula credit spread charges. This would hamper 

the consistency between balance sheet valuation and risk 

measurement/capital requirements, but is conceptually c onsistent and less 

burdensome than recalculating the VA and accordingly the technical 

provisions in the spread risk.  

Pros and cons   

 Pros  Cons 

Reflecting that more illiquid liabilities 

enable to withstand exaggerated 

bond spreads and/or to actually earn 

the VA. 

Can easily be combined with many of 

the other options. 

Allows direct recognition of illiquidity 

characteristics of liabilities, 

supporting further availability of 

long-term insurance products. 

There is no reliable method to 

quantify the impact of the liability 

characteristics on the transfer value. 

The option therefore includes model 

risk. Conservative proxies could be 

used to mitigate this. 

The illiquidity premium aims to 

address the current valuation 

mismatch in terms of illiquidity of 

assets and liabilities.  

Where an additional scenario in the 

SCR standard formula calculation is 

introduced to reflect the mismatch of 

illiquid assets and liabilities this may 

lead to additional complexity. 

Consistency between valuation and 

risk measurement where risk of 

illiquidity mismatch between assets 

and liabilities is targeted by an 

additional scenario in the SCR 

standard formula. 

Risk of illiquidity mismatch between 

undertakingôs assets and liabilities 

needs to be separately addressed 

(e.g. in the SCR/ORSA/risk 

management, undertaking with 

100% equity investment). 

                                                           
68   For a full ñhorizontalò discussion on this issue see section 7  
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Reflecting a share of the current 

market spread (rather a spread that 

allows for a risk-correction based on 

a long-term average) fits better into 

the market consistent valuation 

framework. 

The option will increase the 

complexity and costs of the 

application and supervision of the VA. 

In line with transfer value concept for 

valuation of liabilities, clear 

underlying rationale (e.g. on 

illiquidity of liabilities) implies that 

underlying assumptions can be 

supervised. Differences in valuations 

of same liabilities can be justified 

better: the better the assets match 

the liabilities, the higher the 

application ratio and the higher the 

effective VA applicable. 

 

Where applied to guaranteed benefits 

(approach B; i.e. VA not applied to 

financial guarantees and FDB), the 

VA would not be recognized in the 

calibration of economic scenario 

generators. Thus distortions would 

be avoided where a stochastic 

valuation of technical provisions is 

performed. 

 

 

Option 6 ï risk correction calculated as a percentage of the spread  

Description 

2.425  The risk correction (RC) for the VA according to Article 77d of the Solvency 

II Directive shall correspond the portion of the spread that is attributable to 

a realistic assessment of expected losses (EL) or unexpected credit or other 

risk of the assets (UEL).  

2.426  According to Article 51 of the Delegated Regulation the RC shall be 

calculated in the same manner as the fundamental spread (FS) for the MA. 

Thus according to article 77c (2) of the Solvency II Directive, the RC currently 

is calculated as the maximum of:  

¶ the sum of the credit spread corresponding to the probability of default 

(PD) and the credit spread corresponding to the expected loss resulting 

from downgrading (cost of downgrad ing CoD); and,  
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¶ a percentage of the long - term average spread (LTAS) for the assets under 

consideration. 69   

2.427  Where no credit spread from default statistics can be derived, the FS and 

thus the RC shall be equal to the portion of the LTAS as described before 

(Ar ticle 77c (2) of the Solvency II Directive). 70   

2.428  The use of the FS (as taken from the MA context) as a risk correction for 

the VA leads to significant technical issues, among others 71  that it is very 

stable over time.  

2.429  Therefore, this option suggests to decou ple the calculation of the RC for 

the VA from the calculation of the FS for the MA. The RC for the VA can be 

simple in design and can be determined based on current spread information 

rather than on long - term averages.  

Calculation 

2.430  Under this option, it is suggested to calculate the risk correction as follows:  

Ὑὅ ÍÁØ ὙὅϷẗὛȠπ 

2.431  Where ὙὅϷ reflects a fixed percentage and Ὓ is the currency spread 

determined on the basis of a representative portfolio or an undertakingôs 

portfolio under option 1.  

2.432  Note that this approach can also be applied on a more  granular level, e.g. 

separately for government and corporate bonds as follows:  

Ὑὅ ÍÁØὙὅ ϷẗὛȟ Ƞπ 

Ὑὅ ÍÁØὙὅ ϷẗὛȟ Ƞπ 

where Ὑὅ Ϸ and Ὑὅ Ϸ reflect fixed percen tages and Ὓȟ  and Ὓȟ  are the 

government and corporate currency spread determined on the basis of a 

representative portfolio or and undertakingôs portfolio under option 1. The risk 

correction factor Ὑὅ Ϸ may be different iated further by e.g. distinguishing 

between different credit quality steps, or the categories of financial and non -

financial corporate bonds.  

2.433  The granularity of the determination of the risk correction should be chosen 

depending on the final choice for th e VA. Where the VA is based on a reference 

portfolio it seems sufficient to only apply a differentiation between EEA 

                                                           
69  This percentage is 30% for exposures to Member States' central governments and central banks 

and 35% for other exposures and the statistics shall be based on data relating to the last 30 years 
(Article 54 of the Delegated Regulation).  Note that also the calculation of PD and CoD is based on 
long - term statistics.  
70  In particular, this is the case for government bonds. For a detailed description of the calculation 

of the FS, s ee EIOPAôs RFR methodology under 

https://eiopa.europa.eu/Publications/Standards/20180813_Technical%20Documentation%20%28R
P%20methodology%20update%29.pdf .  
 
71  See description of deficiency 4 in subsection 2.4.5.1  

https://eiopa.europa.eu/Publications/Standards/20180813_Technical%20Documentation%20%28RP%20methodology%20update%29.pdf
https://eiopa.europa.eu/Publications/Standards/20180813_Technical%20Documentation%20%28RP%20methodology%20update%29.pdf
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government bonds and other bonds. In this case, only the two factors Ὑὅ Ϸ 

and Ὑὅ Ϸ would need to be determined. Where the VA is based on 

undertaking -specific spreads, it seems necessary to differentiate the RC 

further by e.g. credit quality steps to avoid wrong risk -management and 

investments incentives . 

2.434  As in the current determination of the VA, the residual spread after risk 

correction would form the basis of the determination of the VA.  

2.435  The potentially undertaking i specific VA under this approach for liabilities 

in currency c is calculated as follow s:  

 

ὠὃȟ
 
ὋὃὙẗὙὅͅὛȟ

 
 

where  

¶ ὋὃὙ is the general application ratio , currently 65%  

¶ ὙὅͅὛȟ
 

 denotes the average risk corrected spread of the fixed income 

investments either of a reference por tfolio or of undertaking i in currency 

c 

2.436  Please note that the weighting in the average risk corrected spread might 

change compared to the current VA if option 6 is combined with other options.  

Calibration 

2.437  The calibration of the risk correction factors used  under this option is 

certainly a decisive decision to take. In the following, a tentative calibration 

for Ὑὅ Ϸ and Ὑὅ Ϸ is set out. 72   

Government bonds  

2.438  As empirical evidence on defaults of government bonds is limited, RCgov% 

could be set to 30% for EEA government bonds, similar to the factor chosen 

for the purpose of the determination of th e fundamental spread.  

2.439  Non -EEA government bonds would be treated similar to corporate bonds 

in terms of risk correction.  

Corporate bonds  

2.440  With respect to the calibration of RCcorp% financial literature and 

academic studies are available. One of these studi es by Giesecke et al. (2011) 

indicates that expected losses on long - term average are 50% of the 

spreads 73 . As this only reflects expected losses and not the credit risk 

                                                           
72  This assumes that the VA is determined on basis of a reference portfolio  
73  Reference from: Insurance Europe, The Matching Adjustment Theory and practice , 8 Februa ry 

2013: ñOver the long term, credit spreads are roughly twice as large as default losses, resulting in 
an average credit risk premium of about 80 basis points. We also find that credit spreads do not 
adjust in response to realized default rates.ò; K. Giesecke, F. Longstaff, S. Schaefer, I. Strebulaev, 
2011. Corporate Bond Default Risk: A 150 -Year Perspective. Journal of Financial Economics, 
102(2), 233 -250  
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premium for unexpected losses a risk -correction of at least 50% for corporate 

bonds seem s appropriate.  

2.441  Another approach to the risk correction could be to consider what in 

literature is called óliquidity premiumô (LP). The LP being in academic literature 

often identified with the óbid-ask -spreadô, i.e. the difference in yield between 

those of fering the debt (óbidô) and those interested to buy (óaskô).  

2.442  To avoid confusion, note that academic literature does not refer to the RC, 

but for the purposes of the calibration of option 6, the risk correction in a first 

step can be viewed as (1 ï liquidi ty premium) and vice versa. That is, the 

risk correction is everything that is not liquidity premium.   

2.443  Papers considered are  

ð Van Loon [2017]: 'Empirical studies in corporate credit modelling; 

liquidity premia, factor portfolios & model uncertainty', Ph.D.  thesis, 

Actuarial Research Centre, Institute and Faculty of Actuaries, March 2017  

ð Chen et al [2007]: 'Corporate Yield Spreads and Bond Liquidity', THE 

JOURNAL OF FINANCE o VOL. LXII, NO. 1 o FEBRUARY 2007.  

ð Webber [2007]: óDecomposing corporate bond spreadsô, Bank of 

England, Quarterly Bulletin 2007 Q4  

ð Feldh¿tter et al [2012]: óCorporate bond liquidity before and after the 

onset of the subprime crisisô, Journal of Financial Economics 103 (2012), 

pages 471 ï492.  

ð Feldh¿tter, Schaefer [2018]: óThe Myth of the Credit Spread Puzzleô, The 

Review of Financial Studies, Volume 31, Issue 8, August 2018, pages 

2897 ï2942.  

2.444  Van Loon [2017] uses a model of relative bid -ask spread (RBAS) as a 

measure of the liquidity premium (LP). The logic for this measure is that it 

repres ents the immediate cost of buying and selling an asset. There are other 

measures: CDS -spreads, percentage of zero returns, structural models (of 

default), and various regression model approaches. The value of LP can differ 

materially, but bid -ask is consid ered to be a common and robust metric.  

2.445  Van Loon [2017] shows that the LP has changed over time and by rating. 

In particular, the LP during the 2008 -9 crisis was not the same as what 

applied before or after. The following graph (Van Loon [2017], figure 2.18 , 

page 69) provides an overview, which is here supplemented by a plot showing 

the absolute credit spreads and a legend describing the times of 2008 crisis 

(Van Loon [2017], figure 2.13, page 45):  
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2.446  The first graph suggest that for investment -grade papers  the liquidity 

premium ranges between 0% and 40% and consequently the risk correction 

between 60% and 100%.  

2.447  The second graph shows that short before or at the beginning of the 2008 -

crisis the LP from mid of 2006 to mid of 2007 was below 20% and even below 

10% for some time. While during the crisis, between bars C and K from mid 

of September 2007 to April 2009 spreads and LP were high. The LP was 

especially high at event G when Lehman Brotherôs filed for bankruptcy. 

Furthermore, while LP in general seems to be higher post -crisis than pre -

crisis, also 2014 shows some low LP values for A - rated bonds.  

2.448  Irrespective of timing, one has to note that in the sense of a potential shock 

or prudency the LP can be quite low for a time.  

2.449  Chen et al. [2007] is an earlier pap er, which provides LP estimates by 

rating and duration bucket, based on US data from 1995 to 2003. Because 

the results do not distinguish by time, it is not possible to use these results 

to infer a risk correction under stressed conditions. Especially all of Chen et 

al.ôs figures are from before the 2008 crisis. 
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Chen et al. [2007] provides the following summary table on page 127, in which, 

as in Van Loon [2017], liquidity premium is measured by the bid -ask spread. One 

has to note that this measure of LP var ies materially from other figures in the Chen 

et al. dataset.  

 

2.450  From this table, one can extract the following figures in respect of the 

liquidity premium for US denominated corporate bonds.  

  Short (term 1 - 7y)  

  AAA AA A BBB 

LP 24.51  26.02  25.82  31.01  

spread  71.43  95.05  118.92  235.4  

%  34%  27%  22%  13%  
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  Medium (term 7 -15y)  

  AAA  AA  A BBB  

LP 49.52  36.57  38.2  44.22  

spread  70.65  129.02  154.19  251.68  

%  70%  28%  25%  18%  

  Medium (term 15 -40y)  

  AAA AA A BBB 

LP 51.65  52.68  54.76  58.62  

spread  113.65  142.83  172.21  236.89  

%  45%  37%  32%  25%  

 

2.451  This suggests a liquidity premium of 13% to 70%, i.e. a risk correction 

between 87% and 30% -  depending on rating and maturity.  

2.452  As the data from Van Loon [2017] and Chen et al. [2007] mainly rely on 

USD and GBP cor porate bonds alternative sources have been looked for that 

covers EUR corporate bonds. From Webber [2007] the following graphics 

show decompositions of spreads for USD, GBP and EUR denominated 

corporate bonds, differentiated by investment grade and high yi eld:  
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2.453  The model used for this decomposition does not suggest dramatic 

structural differences between the markets in terms of decomposition but of 

course reflects local specifics.  

2.454  One has to note that Webber [2007] does not cover the 2008 -crisis but the 

2001 crisis.  

2.455  Feldhütter et al. [2012] was used to challenge the dependence on pre -

post -crisis figures as well as the ra ting dependency. Table 5 of that  paper 

shows splits by maturity and rating and also displays the number of 

observations used:  
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2.456  This table suggests a specific role for AAA bonds, with low and stable 

liquidity component before and after the crisis ï and similarly for non -

investment -grade papers.  

2.457  We also note that Feldhütter [2018] indicates that, when certain 

corrections are made to bon d default models, a large majority of the spread 

may be explained by default risk. This finding may also indicate that prudence 

in the risk calibration is warranted.  

   

Proposals derived from papers and supervisory challenge  

2.458  It was discussed whether a diff erentiation should be made between base 

case and stress case, but as a clear cut between such cases seems not to be 

possible no differentiation is proposed but some prudency introduced.  

2.459  Also discussed was whether there should be only one factor, irrespecti ve 

of rating. A key argument in favour of using a single risk correction is that it 

reduces reliance on ratings and therefore on credit rating institutions. 

Furthermore, the academic papers considered not stable differences within 

investment grade ratings.  Nevertheless, the papers also show that AAA 

behave differently than lower ratings and that non - investment -grade papers 

experience a higher risk.  

2.460  A RC directly taken as (1 ï liquidity premium) from the academic literature 

would lead to calibration being mo re conservative than the minimum of 35% 

introduced by article 77d (2) (c) of the Solvency II directive for the 

fundamental spread, except in times of relative low spreads.   

2.461  As the fundamental spread in valuation, one further reference point for 

supervisor y challenge of the appropriateness of the choice of the RC is the 

capital charge for the matching adjustment under the spread stress in article 

181 of the delegated regulation. One could argue that the RC should be higher 

than stress defined there, as the use of MA is associated with requirements 

more stringent than for VA users:  
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¶ VA does not require cash - flow matching, so firms that use VA are exposed 

to timing mismatches and the risk of losses arising from having to sell in 
stressed circumstances  

¶ VA does n ot require a buy - to -hold philosophy, exposing VA firms to 

reinvestment risk 74  

¶ VA can be used on portfolios which generate future premiums, again 

introducing reinvestment risk  

¶ Mortality and lapse risks can apply to business with VA, generating 

potential liqu idity costs that do not apply to the MA.  

¶ Partially offsetting this, MA firms are subject to the risk of the cost of 

rebalancing in stress ï this does not apply to VA firms.  

2.462  On the other hand, the current concept of the matching adjustment 

provides a stro nger mitigation than the VA does; i.e. the MA compensates 

losses due to credit spread changes to a larger extent than the VA does, 

except in cases for undertakings where overshooting issues are identified.  

2.463  Nevertheless, the FS, including the FS in stress, can be used as a validation 

test on the risk correction. The following table compares the proposal from 

above with the reduction factors in article 181 of the Delegated Regulation:  

 

2.464  These factors could be interpreted as that part of the spread increase un der 

stress that is passed through to the FS and thus is not compensated for in 

the MA under stress.  

2.465  The following table provides an overview about the proposals discussed. 

The first column presents a proposal starting for AA -bonds from the 35% 

factor in th e current risk correction as a kind of óbase caseô. The second 

column shows a calibration under the key word óstressedô as being chosen 

with the ambition to be (with exception of AAA) a bit more prudent than the 

reduction factors of article 181 of the Dele gated Regulation which are in the 

context of stress for the MA. The last two columns indicate two calibrations 

from liquidity premium data, when looking for means from pre -  and post -

crisis and across. The column óRC from LP diff.ô lies between and introduces 

a stronger differentiation between rating categories, also considering that the 

LP showed some low values and to consider model uncertainty:  

 

 

                                                           
74  Option 4 intends to correct the VA for this reinvestment risk; conceptual the VA is applied to the 

liabilities to the extent of the lifetime, i.e. duration, of the assets.  
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Rating  CQS Proposals discussed for  RC for Corporates  
 
Base  stressed  Art. 

181  

RC from 

LP diff.  

RC from 

LP  

higher 

mean  

RC from 

LP lower 

mean  

AAA 0 30%  40%  45%  70%  70%  80%  

AA 1 35%  55%  50%  75%  70%  80%  

A 2 40%  65%  60%  80%  70%  80%  

BBB 3 50%  75%  75%  85%  80%  85%  

Non - inv.  4+  60%  95%  100%  95%  90%  95%  

 

2.466  A further challenge regards the impact on risk ranking, i.e.  the question 

whether the remaining risk corrected spread from weaker CQS could lead to 

a compensation high enough to diminish the differences or even to inverse 

positions under stress 75 .   

2.467  To explore this, one aspect to be considered is the relative distan ce 

between mitigation of spread shocks across rating categories / CQS.  

2.468  One proposal brought forward in that context was the following example 

for colour criteria:  

  VA benefit (after RC offset) does not increase for 1 step higher CQS 

  VA benefit (after RC offset) increases but only marginally (<10%) 

  VA benefit (after RC offset) increases modestly with 1 step higher CQS (>10% but < 25%) 

  VA benefit (after RC offset) increases significantly with 1 step higher CQS (>25%) 

  

2.469  To evaluate the potential imp act of calibrations, Merill -Lynch indices for 

corporate bonds (all maturities, see index names below) were extracted from 

Bloomberg for years 1998 ï 2017, with spread compared to swaps 76 . 

2.470  The spread changes before applying a risk correction are:  

 

Quantile / 
index, rating 

ER10  ER20  ER30  ER40  HE10  HE20  HE30  

AAA AA A BBB BB B CCC & lower 

0,995 1,19% 1,49% 2,24% 3,21% 6,88% 10,32% 17,86% 

0,99 1,12% 1,42% 2,19% 3,09% 6,58% 9,81% 16,10% 

0,98 1,01% 1,22% 1,85% 2,74% 4,77% 6,76% 11,96% 

 

                                                           
75  I .e. in terms of VA impact on the own funds the  compensation could high enough to offset the 

increase in SCR that would result by investing a larger part of the portfolio in lower - rated assets . 

Or the ódistanceô of such risk positions could become very narrow . In a simplified example, suppose 
impact of increasing credit quality step by one or three steps would increase the SCR by 10 or 100 

under one calibration of the RC or by 8 vs.  10  under another calibration .  
76  Please note that the data basis is across all maturities and monthly, with no correction for 

autocorrelat ion . Please also note, that this data base of course is also only one and there could be 
others.  
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2.471  The following pr oposals of CQS -dependent RC calibrations were challenged 

regarding the resulting remaining spread shocks along the criteria described 

above:  

Base case:  

Quantile 
/ RC  

AAA  AA  A BBB  BB  B CCC & lower  

30%  35%  40%  50%  60%  60%  60%  

0,995  0,84%  0,97%  1,35%  1,61%  2,75%  4,13%  7,14%  

0,99  0,79%  0,92%  1,31%  1,55%  2,63%  3,92%  6,44%  

0,98  0,71%  0,80%  1,11%  1,37%  1,91%  2,70%  4,78%  

 

Stressed:  

Quantile 
/ RC  

AAA  AA  A BBB  BB  B CCC & lower  

40%  55%  65%  75%  95%  95%  95%  

0,995  0,72%  0,67%  0,79%  0,80%  0,34%  0,52%  0,89%  

0,99  0,67%  0,64%  0,77%  0,77%  0,33%  0,49%  0,80%  

0,98  0,61%  0,55%  0,65%  0,68%  0,24%  0,34%  0,60%  

 

Art. 181:  

Quantile 
/ RC  

AAA  AA  A BBB  BB  B CCC & lower  

45%  50%  60%  75%  100%  100%  100%  

0,995  0,66%  0,74%  0,90%  0,80%  0,00%  0,00%  0,00%  

0,99  0,62%  0,71%  0,88%  0,77 %  0,00%  0,00%  0,00%  

0,98  0,56%  0,61%  0,74%  0,68%  0,00%  0,00%  0,00%  

 

LP diff.:  

Quantile 
/ RC  

AAA  AA  A BBB  BB  B CCC & lower  

70%  75%  80%  85%  95%  95%  95%  

0,995  0,36%  0,37%  0,45%  0,48%  0,34%  0,52%  0,89%  

0,99  0,34%  0,36%  0,44%  0,46%  0,33%  0,49%  0,80%  

0,98  0,30%  0,31%  0,37%  0,41%  0,24%  0,34%  0,60%  

 

LP higher mean:  

Quantile 
/ RC  

AAA  AA  A BBB  BB  B CCC & lower  

70%  70%  70%  80%  90%  90%  90%  

0,995  0,36%  0,45%  0,67%  0,64%  0,69%  1,03%  1,79%  

0,99  0,34%  0,43%  0,66%  0,62%  0,66%  0,98%  1,61%  

0,98  0,30%  0,37%  0,55%  0,55%  0,48%  0,68%  1,20%  
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LP lower mean:  

Quantile 
/ RC  

AAA  AA  A BBB  BB  B CCC & lower  

80%  80%  80%  85%  95%  95%  95%  

0,995  0,24%  0,30%  0,45%  0,48%  0,34%  0,52%  0,89%  

0,99  0,22%  0,28%  0,44%  0,46%  0,33%  0,49%  0,80%  

0,98  0,20%  0,24%  0,37%  0,41%  0,24%  0,34%  0,60%  

 

2.472  The risk ranking considerations suggest to consider to have a separate risk 

correction for AAA bonds and have a stronger one for non - investment -grade 

than for investment -grade.  

 

Further criteria  

2.473  In setting the differences, the impact on risk rankin g but also aspects of 

pro -cyclicality should be considered. Regarding the latter, especially if ratings 

decrease and risk correction is extremely pronounced, sales could be forced 

unintendedly in times of crisis, in which material parts of a sector would 

deteriorate in ratings. The choice would have to reflect that on the one hand 

a LP could be quite low 77  and on the other hand, that not only the VA but 

primarily the SCR itself introduces a risk ranking.  

2.474  Finally, in the calibration of a uniform risk correct ion the asset structure of 

insurers could be reflected.  

 

Conclusions  

2.475  In case where a single average risk correction factor for corporate bonds 

is chosen, a risk correction of at least 50% seems required. As outlined on 

the analysis presented above, a facto r of 50% would on a long - term average 

cover default, i.e. expected losses, but not yet unexpected losses, and should 

therefore be seen as a lower bound. The research on the LP also suggests a 

risk correction factor for corporate bonds of at least 50 -70%.  

2.476  Where no differentiation would be performed at all and a single factor RC% 

would be estimated for both corporate and government bonds, this could be 

derived on the basis of the composition of the currency representative 

portfolio.  

2.477  The following graphs illus trates the difference between the current 

determination of the risk correction compared to the suggested approach for 

a particular corporate bond category (with RC% set to 50%, euro non -

financial corporate bond with credit quality step 1 ). Note that all op tions and 

                                                           
77  Please note that t he LP can be very low also in times of low spreads, i.e. a low LP and high risk 

correction is not necessarily associated with extremely high spreads.  
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both approaches considered thereafter are based on this suggested approach 

of the risk correction.  

 

Current risk correction  

 

Risk correction = 50% * spread  
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Pros and cons 

 Pros  Cons 

Risk correction includes both EL 

and UEL.  

Effectiveness of  VA in its function to 

mitigate own funds volatility is 

reduced.  

Simplification of the calculation 

compared to FS.  

 

Reflection of current level of risk 

ï improves market consistency.  

 

 

 

 

Option 7 ï Amend the trigger and the calculation of country - specif ic 

increase of the VA  

Description  

2.478  To address the cliff  effect of the current country -specific VA as well as the 

observation that the activation mechanism does not work as expected 

(deficiency 3 as described above), changes to the functioning of the VA 

cou ntry component are suggested. This is intended to address the request of 

the Commission included in the call for advice.  

2.479  Maintaining the current function of the country VA as a crisis tool, the 

changes aim at achieving:  

1)  a smooth activation mechanism, with the objective of mitigating the cliff  

effect;  

2)  a prompt activation in cases of country market distress, with the objective 

of mitigating the volatility of undertakingsô own funds and excessive 

undershooting.  

2.480  This proposal maintains the current approach of a n absolute and a relative 

trigger for the activation of the VA country component, but they are relaxed 

in order to achieve the above objectives.  

2.481  The formula for the country component (which is added to the currency 

component) is the following:  

ὅέόὲὸὶώ ὥὨὨέὲ ὋὃὙẗ‫ ȟ ẗάὥὼὛὙὅ ὙϽὛὙὅ Ƞπ where:  

where  

¶ ὋὃὙ is the general application ratio  

¶ ‫ ȟ is a correction of the risk corrected country spread applicable in a 

given country for currency c. It depends on the absolute level of the country 

risk corrected spread ὛὙὅ   and is designed to ensure a gradual and 

smooth activation of the country component, mitigating the cliff  effect. This 

component woul d assume a value equal to 0 when ὛὙὅ  lies below a 
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lower threshold ὛὙὅ , a value equal to 1 when it lies above a higher 

threshold ὛὙὅ , and a value increasing linearly between 0 and 1 when 

it l ies between these mentioned thresholds, according to the following 

formula:  

 

‫  

ừ
Ử
Ừ

Ử
ứ

π ὭὪ ὛὙὅ  ὛὙὅ

ὛὙὅ ὛὙὅ

ὛὙὅ ὛὙὅ
ὭὪ ὛὙὅ ὛὙὅ

ρ ὭὪ ὛὙὅ  ὛὙὅ

ὛὙὅ  

 

ὛὙὅ  and ὛὙὅ  have been calibrated on the basis of historical data 

as 60 b ps and 90 bps respectively. These values ensure that the country 

specific increase does not activate at absolute low levels of spreads and 
avoid an excessively frequent activation.  

For a currency c different from the currency relevant for the country,  ‫  
would be 0.  

¶ R is a relative threshold calibrated as to ensure that national specific crises 

are properly recognized. It has been calibrated on the basis of historical data 

as 1.3 78 : this value allows to capture all past national specific crisis.  

2.482  Thus, the t riggers of the country specific increase in this proposal are the 

following:  

¶ ὛὙὅ ρȟσϽὛὙὅ  

¶ ὛὙὅ φπ ὦὴί 

2.483  Parameters have been calibrated on the basis of the analysis of past 

national spread data. The following methodology has been used:  

1)  heuristic identification of national  specific crises in the period 2007 -19;  

2)  setting of the parameters such that most of the identified crises were 

captured.  

2.484  The proposed approach mitigates the cliff effect, as illustrated in the graph 

below, which shows the impact of the current country VA and the proposed 

country add -on: on the x -axis and on the y -axis are reported the values of 

the risk corrected country spread and the value of the total VA, respectively. 

The red line shows the risk corrected country spread , whereas the grey line 

shows th e risk corrected currency spread, assumed to be constant in this 

illustration. According to the proposal (blue line) the VA country add -on 

activates gradually. This is in contrast with the current framework: in this 

case, the VA remains constant until the 100 (85) bps threshold is reached as 

it is shown by the green (dashed orange) line: at this point a large jump is 

observed, driven by the sudden activation of the country component. 

Increases in the risk -corrected spread between the lower and upper 

                                                           
78  The parameters of this proposal have been calibrated following an empirical approach: well known 

crises occurred in the period 2007 -2019 have been identified and parameters have been set such 
that the country component would activate in those situations.  
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thresho lds of 60 and 90 basis points imply a quadratic increase in the country 

VA.  

Risk corrected spreads under current regulation and proposal ( cliff  effect 

and its mitigation)  

2.485  In this way efficiency in the risk management process is improved, by 

eliminating no n- linearity and uncertainty in the liabilities evaluation, which is 

a drawback of the current framework.  

2.486  Concerning the functioning of the activation mechanism, the table below 

shows that the proposed approach triggers more often than the current 

framewor k (in the two variants with the absolute trigger at 100 bps and 85 

bps respectively 79 ). This can be seen as an improvement with respect to the 

present situation, in which the country component is allowed to activate only 

in very extreme situations (i.e. Gre ek crisis and sovereign bond crisis). The 

proposed solution is more reactive to temporary cris es which lead to a sharp 

widening  of spreads among countries in the euro area. In this way it is more 

effective in mitigating artificial volatility of own funds.  

 

Frequency of activation  (all 146 months in the period Jan 07 ï Feb 19)  

(in brackets the average impact in bps)  

  
AT  BE DE ES FI  FR GR IE  IT  NL  PT  SI  SK  

Current 
framework  
100 bps 
threshold  

-  -  -  
20  

(17)  
-  -  

77  
(64)  

-  
6 

(23)  
-  

35  
(59)  

-  -  

Current 
framewor k  
85 bps 
threshold  

-  -  -  
21  

(17)  
-  -  

78  
(64)  

-  
10  

(23)  
-  

35  
(59)  

-  -  

Proposal  -  -  -  
54  

(30)  
-  -  

87  
(87)  

-  
44  

(30)  
-  

46  
(87)  

11  
(7)  

4 
(10)  

                                                           
79  As it will be amended by ESA review.  
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Frequency of activation  (only the 48 quarterly relevant dates ï Mar, Jun, Sep,Dec -  

in the period 2007 -18)  

(in brack ets the average impact in bps)  

  
AT  BE DE ES FI  FR GR IE  IT  NL  PT  SI  SK  

Current 

framework  
100 bps 
threshold  

-  -  -  
6 

(17)  
-  -  

26  
(63)  

-  
1 

(8)  
-  

12  
(51)  

-  -  

Current 
framework  

85 bps 
threshold  

-  -  -  
6 

(17)  
-  -  

26  

(63)  
-  

3 

(20)  
-  

12  

(51)  
-  -  

Proposal  -  -  -  
19  

(27)  
-  -  

29  
(88)  

-  
15  

(27)  
-  

14  
(91)  

4 
(8)  

2 
(5)  

 

2.487  The present proposal provides an adjustment on average higher than the 

current framework. The difference depends on the value of the RC currency 

spread: the higher the RC currency spread, the higher the  value of the 

adjustment provided.  

Implications for the SCR standard formula calculation 

2.488  No change to the SCR standard formula calculation is required. The SCR 

would be calculated without any VA, consistently with the currency 

component.  

     Pros and cons 

 Pros  Cons 

Avoid artificial volatility of eligible 

own funds in countries experiencing 

a national specific crisis, limiting 

pro-cyclicality.  

Where periods of high spreads 

persist, undertakings keep on 

holding the assets, rebalancing 

to less risky assets is not 

incentivised.  

Mitigate cliff effects for 

undertakings located in countries 

experiencing a crisis: this way it 

would improve efficiency in the risk 

management process, eliminating 

non-linearity and uncertainty in the 

liabilities evaluation embedded in 

the current framework. 

Could fail to discourage exposure 

concentrations. 

Mitigate undershooting effects for 

undertakings located in countries 

experiencing a crisis: the level of 

the technical provisions is more 

consistent with the asset side of the 

balance sheet, consistently with 

undertakingsô ALM practices. 
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Option 8 ï Clearer split of the VA between its function as a crisis and a 

permanent tool  

Description 

2.489  Different objectives might be assigned to the volatility adjustment, as set 

out at the begi nning of section 2.4.5.1 . Option 8 foresees a clearer split of 

the VA, in accordance with those objectives, in two components. This allows 

to design the components in line with their respective objectives and thereby 

to improve the effectiveness and effici ency of the VA. It is suggested to split 

the VA in the following components:  

(1)  A permanent  VA reflecting the long - term illiquid nature of insurance 

cash flows and its implications on undertakingôs investments 

decisions.  

(2)  A macro - economic VA that would only ex ist when spreads are wide, 

in particular during crises that affect the bond markets. The macro -

economic VA would mitigate the effect of  temporary exaggerations of 

bond spreads, thereby contributing to avoid pro -cyclical investments 

by undertakings.  

2.490  Note t hat, under the current regulation, the VA already foresees a 

permanent currency VA, with a country -specific add -on that is triggered 

under certain conditions. Applied to the current VA, option 8 would lead to a 

replacement of the country -specific add -on by  a macro -economic VA. This is 

also intended to address the request of the Commission included in the call 

for advice.  

Calculation  

2.491  EIOPA considers two methods to derive the macro -economic VA; the first 

method is based on the extent by which the risk -correc ted country spread 

exceeds its average and the second method is based on the extent by which 

the total country spread exceeds its average.  

Method 1: calculation based on risk - corrected country spreads  

2.492  This macro -economic VA would be triggered where the cur rent level of 

bond spreads in national markets exceed their average by a certain amount 

(corridor). The macro -economic VA ὠὃȟ  would be determined as follows:  

ὠὃȟ ὋὃὙẗὃὙȟ ẗÍÁØὙὅὛ ὙὅὛ ὧέὶὶὭὨέὶȠπ 

where  

¶ ὃὙȟ  is an application ratio for the liabi lities of undertaking i in 

currency c, 

¶ ὙὅὛ  is the risk -corrected country spread for the jurisdiction of 

undertaking i,  
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¶ ὙὅὛ  is the average risk -corrected spread over the past n months for 

the jurisdiction of undertak ing i, e.g. 36 months,  

¶ ὧέὶὶὭὨέὶ is the corridor by which the risk -corrected country should exceed 

its average before the macro -economic VA is activated, e.g. 50 basis 

points.  

2.493  Under this method, the VA applied is the sum of the permanent and the 

mac ro -economic VA:  

ὠὃȟ
 
ὠὃȟ ὠὃȟ  

where  

¶ ὠὃȟ   is the permanent VA  

¶ ὠὃȟ  is the macro -economic VA as defined above  

Note that ὠὃȟ  is generally of the  form  

ὠὃȟ ὋὃὙẗὃὙȟ ẗὛ Ὑὅ  

where  

¶ ὋὃὙ is the general application ratio  

¶ ὃὙȟ  is the application ratio for the permanent VA applicable for 

undertaking i and currency c 

¶ Ὓ is the spread  which is applicable for currency c under the permanent 

VA 

¶ Ὑὅ is the risk correction of spread Ὓ which is applicable for currency c 

under the permanent VA  

2.494  The application ratio  

ὃὙȟ  

should be set to avoid any double -counting bet ween the macro -economic VA 

and the permanent VA. This could be achieved, for example, by ensuring that 

the macro -economic VA and the permanent VA relate to different parts of the 

spread, e.g. the permanent VA could reflect the illiquidity premium 

component  of the spread and the macro -economic VA the remaining share of 

the spread (after risk correction and illiquidity premium are deducted).  

2.495  We note that the permanent VA, as described above, targets the spread  

ὋὃὙẗὃὙȟ ẗὛ Ὑὅ  

2.496  The macro -economic VA could then be designed to target the part of the 

risk corrected spread not yet reflected in the permanent VA, i.e.  
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ὋὃὙẗρ ὃὙȟ ẗὛ Ὑὅ , 

such that the to tal VA would target the total risk corrected spread  

ὋὃὙẗὃὙȟ ẗὛ Ὑὅ ὋὃὙẗρ ὃὙȟ ẗὛ Ὑὅ  ὋὃὙẗὛ Ὑὅ  

2.497  The application ratio for the macro -economic VA would then be determined 

as  

ὃὙȟ ρ ὃὙȟ  

2.498  Note that where the alternative of option 5 is chosen, !2ȟ  can also 

become an undertaking independent parameter  ὃὙ . As the alternative of 

option 5 assumes that  Ὢὥὧὸέὶ  denotes the spread that can be allocated to 

illiquidity, the residual can be allocated to the macro -economic VA.  

2.499  We note that the permanent VA in this alternative targets the spread  

ὋὃὙ Ὓ Ὢὥὧὸέὶ 

2.500  The application ratio for the ma cro -economic VA would then be determined 

as 

ὃὙ ρ Ὢὥὧὸέὶ 
ὙὅὛ

Ὓ
 

where the last term   reflects the share of the country spread for the 

respective jurisdiction that is due to the risk -  correction.  

2.501  Note that, under this method, the lower the application ratio in the 

permanent VA, and thus the smaller the permanent VA itself, the larger the 

macro -economic VA becomes to reflect the total spread change. This would 

ensure that the s pread captured by the macro -economic VA does not overlap 

with the spread captured by the permanent VA.  

Method 2: calculation based on whole country spread  

2.502  Another way to determine and trigger the macro VA would be to derive it 

from the whole spread instea d of the risk -corrected spread:  

ὠὃȟ ὋὃὙẗὃὙȟ ẗÍÁØὛ Ὓ ὧέὶὶὭὨέὶȠπ 

where  

¶ ὃὙȟ  is an application ratio for the liabilities of undertaking i in 

curr ency c, 

¶ Ὓ  is the country spread for the jurisdiction of undertaking i,  
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¶ Ὓ  is the average spread over the past n months for the jurisdiction 

of undertaking i, e.g. 36 months,  

¶ ὧέὶὶὭὨέὶ is the corridor by which the risk -corrected country should exceed 

its average before the macro -economic VA is activated, e.g. 50 basis 

points  

2.503  Under this method, the total VA applied is given by the formula:  

ὠὃȟ
 ÍÁØ ὠὃȟ Ƞὠὃȟ      Ὥὲ ὧὥίὩ ὠὃȟ  Ὥί ὸὶὭὫὫὩὶὩὨ

ὠὃȟ                                                        ὩὰίὩ
 

2.504  Note that, under this method, the macro -economic VA mitigates all spread 

movements above a certain level. It is no longer required to decompose the 

spread into its components and the calculation of a risk correction would then 

become obsolete.  

2.505  Double counting with the permanent VA is avoided by using a maximum 

formula to combine the effects of the macr o-economic and permanent VA. 

The application ratio ὃὙȟ  could then be set to 1, or could be set equal to 

the application ratio of the permanent VA (where applicable). Overall, the 

application ratio ὃὙȟ  should be chosen carefully to avoid potential 

overshooting effects.   

Impact  

2.506  The following table sets out the number of activations of the macro -

economic VA for the time period January 2007 ï February 2019:  

AT  BE  DE  ES FI  FR  GR  IE80  IT  NL  PT  SI  SK  

13  1 18  25  10  10  36  1 26  5 34  9 15  

2.507  The following graphs shows the evolutio n of the macro -economic VA over 

time:  

                                                           
80  Please note that the representative portfolio for Ireland has a low exposure to Irish government 

bonds.  
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2.508  This shows that, with a parametrization as above, the macro -economic VA 

is mainly triggered during the financial crises (where it is triggered for most 

markets) and during the sovereign debt crises (where it is trigg ered for those 

markets where government bond spreads increased). The figure also shows 

a triggering of the macro -economic VA in two further sovereign exposure 

related cases (for Greece in 2015 and for Italy in 2018).  

2.509  As expected and could be seen from his torical backtesting, in times of 

spread turbulences the country spreads heavily depart from their long - term 

average. The choice of the corridor is therefore not that decisive for the 

activation of the macroeconomic tool but only for the size of the 

macroec onomic VA. In view of that it is suggested to choose a small corridor 

of 20bps, not limiting effectiveness of the tool in times of crisis but avoiding 

activation where spreads fluctuate around the long - term average.  

Undertaking specific whole spread 

2.510  It cou ld also be considered to base the macro VA on the undertaking -

specific asset allocation (see option 1) because the concerns about the 

investment incentives of that approach are less relevant when only applicable 

on a temporary basis in crisis situations. T his would also solve potential issues 

if an undertakingôs fixed income allocation deviates from the countryôs 

allocation to fixed income. Under such combination with option 1, the 

formulas given above could be implemented on an undertaking -specific level: 

The macro -economic VA would then be triggered, where the undertaking -

specific VA would exhibit a certain level above the average country spread. 

Such an implementation would however have three  downsides. Firstly, the 

triggering of the macro VA would be und ertaking -specific. This ma y not be in 

line with the macro prudential objective of the component and would decrease 

the transparency of the application of the macro -economic VA. Secondly, a 

comparison of undertaking -specific spreads with average country spre ads 

may set undertakings with riskier spread investments at an advantage. 

Thirdly the use of undertaking -specific spreads complicates the calculations.  
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Phasing out 

2.511  One of the features of the macro -economic VA is that it phases out when 

the spread widening  persists for a longer period. This ensures that also in a 

crisis situation an incentive exists to slowly disinvest from assets that are too 

risky. The phasing -out period should be long enough to provide sufficient time 

to undertakings to cope with the imp act of a crisis situation and not to be 

forced to sell assets and subsequently put further pressure on asset prices. A 

period of 5 years seems sensible to ensure that.  

2.512  In contrast, the current VA design as well as option  7 might give rise to an 

almost perm anent country -specific increase when spreads of a country are 

wide and significantly higher than currency spreads on a permanent basis.  

Application  

2.513  The macro -economic VA could be applied in the same manner as the 

current volatility adjustment, i.e. as an  adjustment to the interest rate term 

structure. However, given the aim of such a macro -economic VA to act in 

cases of extreme spread increases, and to mitigate pro -cyclical investment 

behavio ur that could be triggered by a depreciation of asset values in such a 

situation, it could also be applied directly on the asset side (cf. option 3). In 

this case, a combination with option 4 becomes superfluous. The permanent 

VA would then still be applied to the liabilities.  

Implications for the SCR standard formula calculation 

2.514  The macro -economic VA should not be anticipated in the SCR, neither in 

the standard formula nor in internal models. Hence no change in the standard 

formula calculation of the SCR would be required. But the introduction of a 

macro -economic VA wo uld have consequences for the application of the 

dynamic VA in internal models. The dynamic VA should only be based on the 

permanent VA, but not anticipate the macro -economic VA in order to provide 

appropriate investment incentives. Anticipating crisis mea sures would 

counteract building resilience against such crisis situations and care for 

extreme events in the SCR.  

Pros and cons 

 Pros  Cons 

Temporary mitigation of spread 

exaggerations on national bond markets. 

Time period of the average can be 

calibrated so as to ensure that the tool is 

a temporary one (e.g. where a high level 

of spread persists, the average increases 

leading to a situation where the crisis VA 

will phase out). Thereby, limiting pro-

Specific considerations necessary to 

avoid double counting where the 

macro-economic VA is combined with 

a permanent VA (but application ratio 

AR and design of the formula have 

been chosen to ensure this). 
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cyclicality but at the same time setting 

incentives to take early action. 

Activation mechanism is smooth and 

avoids cliff effects. At the same time, 

sharp increases of spreads are directly 

reflected in the crisis VA. This ensures an 

efficient functioning of the tool in crisis 

situations. 

The temporary nature of this tool 

would limit pro-cyclicality only up to 

its deactivation. Thus, in comparison 

to the current framework the ability 

to limit pro-cyclicality is reduced. It is 

not clear however, whether a spread 

movement can still have pro-cyclical 

effects 3 years later. 

Focus on country spreads only 

(decoupled from currency VA) mitigates 

undershooting effects for undertakings 

located in countries experiencing a credit 

spread crisis.  

Under- or overshooting issues due to 

deviations from country reference 

portfolio may persist if not addressed 

with an undertaking and/or liability 

specific application ratio. 

Allow distinguishing the underlying 

objectives of the VA, thereby simplifying 

Solvency II and increasing transparency. 

Simplifications and transparency could 

be further enhanced by moving the crisis 

tool outside of the technical provision 

(e.g. as a buffer on the asset side or in 

the own funds). 

 

2.4.5.2.3.  Approach 1  

Description 

2.515  Under this approach, the VA is split into the following components:  

¶ A permanent VA reflecting the long - term illiquid nature of insurance cash 

flows and its implications on undertakingôs investments decisions; and 

¶ A macro -economic VA that would only exist when spreads are wide in 

particular during a financial crisis that affects the bond market. The 

macro -economic VA would mitigate the effect of tem porary exaggerations 

of bond spreads, thereby contributing to avoid pro -cyclical behavio ur of 

undertakings.  

2.516  The permanent VA is calculated as a combination of the following options:  
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¶ Option 4 (adjustment accounting for amount of fixed -  income assets and 

asset - liability duration mismatch undertaking specific VA);  

¶ Option 5 (adjustment accounting for the illiquidity of liabilities); and  

¶ Option 6 (calculation of the risk correction as a percentage of the spread).  

2.517  The macro -economic VA is based on Option 8.  

2.518  Under this design, the permanent VA is intended to mirror the illiquidity of 

liabilities in the valuation of technical provisions as outlined in option 5 and 

particularly address objective 3 but also objective 2 ( see beginning of section 

2.4.5.1 ). The macr o-economic VA would serve to primarily address objective 

1. The combined VA under Approach 1 is intended to overcome the 

deficiencies identified in the current design of the VA.    

Calculation 

2.519  Under Approach 1, the VA specific to undertaking i and currency  c is 

calculated as follows:  

ὠὃȟ
 ÍÁØ ὠὃȟ Ƞὠὃȟ      Ὥὲ ὧὥίὩ ὠὃȟ  Ὥί ὸὶὭὫὫὩὶὩὨ

ὠὃȟ                                                        ὩὰίὩ
 

where  

¶ ὠὃȟ  is the permanent VA applicable to undertaking i and currency c 

under Approach 1  

¶ ὠὃȟ  is the macro -economic VA applicable to undertaking i and 

currency c under Approach 1  

2.520  The permanent VA applicable under Approach 1 is calculated as  

 

ὠὃȟ ὋὃὙẗὃὙȟ
 
ẗὙὅͅὛ 

where  

¶ ὋὃὙ is the general application ratio  

¶ ὃὙȟ
 

 is the combined application ratio for the permanent VA of 

undertaking i for liabilities in currency c under Approach 1  

¶ ὙὅͅὛ denotes the average risk corrected spread of the fixed income 

investments of undertakings, calculated on basis of a reference 

portfolio for fixed income investments in currency c  

2.521  The combined ap plication ratio ὃὙȟ
 

 is calculated as  

ὃὙȟ
 
ÍÉÎ ὃὙȟ

 
ȠὃὙȟ

 
 

where  
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¶ ὃὙȟ
 

 is the application ratio applicable to undertaking i and currency  

c under option 4  

¶ ὃὙȟ
 

 is the application ratio applicable to undertaking i and currency 

c under option 5 81  

2.522  The average risk corrected spread ὙὅͅὛ is calculated as  

ὙὅͅὛ
ὡȟ ẗὙὅͅὛȟ ὡȟ ẗὙὅͅὛȟ

ὡȟ ὡȟ
 

where  

¶ ὡȟ  and ὡȟ  are the weights of government bonds and  corporate 

bonds in the representative portfolio for currency c 

¶ ὙὅͅὛȟ  is the average risk corrected s pread for government bonds in 

the representative portfolio for currency c and   

¶ ὙὅͅὛȟ  is the average risk corrected spread for corporate bonds in the 

representative portfolio for currency c 

2.523  The risk corrected spreads ὙὅͅὛȟ  and  ὙὅͅὛȟ  are calculated using the 

risk correction foreseen under option 6. This means that:  

¶ For EEA government bonds, a risk correction of 30% of the spread is used; 

and  

¶ For corporate bonds as well as for other governments, a risk correction  of 

50% of the spread is applied.  

2.524  The macro -economic VA applicable to undertaking i and currency c under 

Approach 1 is calculated as follows:  

ὠὃȟ ὋὃὙẗὃὙȟ ẗÍÁØὛ Ὓ ὧέὶὶὭὨέὶȠπ 

where  

¶ ὃὙȟ  is an application ratio for the liabilities of undertaking i in 

currency c which is set to 1  

¶ Ὓ  is the country spread for the jurisdiction of undertaking i 

¶ Ὓ  is the average sp read over the past 60 months for the jurisdiction 

of undertaking i 

¶ ὧέὶὶὭὨέὶ is the corridor by which the risk -corrected country should exceed 

its average before the macro -economic VA is activated, set as 20 BPS  

                                                           
81  Note that ὃὙȟ

 
 should be calculated using the first of the two approaches described in 

section 0.   



 

159  

Implications for the SCR standard formula calculation 

2.525  For the macro -economic VA, it is important to not reflect this element in 

non -crisis situations to ensure it provides effective relief in times of crisis. In 

normal times, the macro -economic VA would be zero and would not have any 

implicat ions on the valuation or on the risk measurement (the SCR would not 

reflect any increase or dynamic VA).  

2.526  Hence for the macro -economic VA no change in the standard formula 

calculation of the SCR would be required. The introduction of a macro -

economic VA wo uld however have consequences for the application of the 

dynamic VA in internal models. The dynamic VA should only be based on the 

permanent VA, but not anticipate the macro -economic VA in order to not 

anticipate the relief ensuring effectivity in times of  crisis.  

Implications on reporting and disclosure 

2.527  EIOPA considers that an amendment to the design of the VA following 

Approach 1 should be supplemented by the following additional requirements 

on disclosure and reporting:  

 Additional requirement 

Disclosur e ¶ Per currency, size of the undertaking -specific VAs and 
amount of best estimate they are applied to  

Reporting  ¶ Size of application ratio on overshooting, includin g separate 
information on the numerator  and de numerator  of the ratio  

¶ Size on application rati o on illiquidity, including separate 
information on the numerator  and de numerator  of the ratio  

¶ Liquidity buffer (see option 5)  

 

Pros and cons 

 Pros  Cons 

 For macro-economic VA:  

Allow distinguishing the underlying 

objectives of the VA, thereby simplifying 

Solvency II and increasing transparency. 

Simplifications and transparency could 

be further enhanced by moving the crisis 

tool outside of the technical provision 

(e.g. as a buffer on the asset side or in 

the own funds). 
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Activation mechanism is smooth and 

avoids cliff effects. At the same time, 

sharp increases of spreads are directly 

reflected in the crisis VA. This ensures an 

efficient functioning of the tool in crisis 

situations. 

 

Temporary mitigation of spread 

exaggerations on national bond markets. 

Time period of the average can be 

calibrated so as to ensure that the tool is 

a temporary one (e.g. where a high level 

of spread persists, the average increases 

leading to a situation where the crisis VA 

will phase out). Thereby, limiting pro-

cyclicality but at the same time setting 

incentives to take early action. 

The temporary nature of this tool 

would limit pro-cyclicality only up to 

its deactivation. Thus, in comparison 

to the current framework the ability 

to limit pro-cyclicality is reduced. It is 

not clear however, whether a spread 

movement can still have pro-cyclical 

effects 3 years later. 

Focus on country spreads only 

(decoupled from currency VA) mitigates 

undershooting effects for undertakings 

located in countries experiencing a credit 

spread crisis. 

Setting the application ratio for the 

macro-economic VA to 1 may 

reintroduce under- and overshooting 

issues as the macro VA in this way does 

not correct for the allocation and the 

duration of the fixed income assets. 

 For permanent VA: 

Addresses two of three sources of 

existing under- and overshooting issues. 

Under- or overshooting issues due to 

deviations in credit quality of assets 

may persist. 

Differences in valuations of same 

liabilities justified by better cash-flow 

matching: the better the asset cash-

flows match the liabilities, the higher the 

application ratio and the higher the 

effective VA applicable. 

 

 The approach will increase the 

complexity and costs of the 

application and supervision of the VA. 

Reflecting that more illiquid liabilities 

enable to withstand exaggerated bond 

spreads and/or to actually earn the VA. 

Allows direct recognition of illiquidity 

characteristics of liabilities, supporting 

further availability of long-term 

insurance products. 

With respect to option 5 components 

there is no reliable method to 

quantify the impact of the liability 

characteristics on the transfer value. 

The option therefore includes model 

risk. Conservative proxies could be 

used to mitigate this. 

Risk correction includes both EL and 

UEL. 

Effectiveness of VA in its function to 

mitigate own funds volatility is 

reduced. 
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Simplification of the calculation 

compared to FS. 

 

Reflection of current level of risk ï 

improves market consistency. 

 

2.4.5.2.4.  Approach 2  

Description 

2.528  Under Approach 2, the permanent VA is calcula ted as a combination of:  

¶ Option 1 (undertaking specific VA);  

¶ Option 4 (adjustment accounting for amount of fixed -  income assets and 

asset - liability duration mismatch undertaking specific VA); and  

¶ Option 5 (adjustment accounting for the illiquidity of lia bilities).  

2.529  The combination of options 1, 4 and 5 intends to mitigate the impact of 

exaggerated bond spreads. The combinations of options 1 and 4 intend to 

address all identified under -  and overshooting issues; this combination 

implies the same compensation  of changes in bond spreads for all 

undertakings, irrespective of the actual allocation and duration of their 

investments as well as the duration and illiquidity of their liabilities. Adding 

option 5 to this combination implies that this same compensation for all 

undertakings can only be attained if the liabilities are sufficiently illiquid to 

withstand forced sales and the realization of losses due to the bond spread 

exaggerations.  

2.530  Under this option, as for option 1, a macro -economic or country VA would 

become obsolete as the undertaking investments specific illiquidity VA would 

already reflect any potential crisis in the bond markets which the undertaking 

is exposed to.  

Calculation 

2.531  Under Approach 2, the VA specific to undertaking i and currency c is 

calcul ated as follows:  

ὠὃȟ
 
ὋὃὙẗὃὙȟ

 
ẗὙὅͅὛȟ 

where  

¶ ὋὃὙ is the general application ratio  

¶ ὃὙȟ
 

 is the combined application ratio of undertaking i for liabilities 

in currenc y c under Approach 2  

¶ ὙὅͅὛȟ is the undertaking -specific risk corrected spread for currency c as 

calculated under option 1  
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2.532  The combined application ratio ὃὙȟ
 

 is calculated as 82  

ὃὙȟ
 
ÍÉÎ ὃὙȟ

 
ȠὃὙȟ

 
 

where  

¶ ὃὙȟ
 

 is the application ratio applicable to undertaking i and currency c 

under option 4  

¶ ὃὙȟ
 

 is the application ratio applicable to undertaking i and curren cy c 

under option 5 83  

Implications for the SCR standard formula calculation 

2.533  There is no necessity to change the SCR standard formula calculation under 

this approach.  

2.534  A dynamic VA under this approach would require undertakings to 

recalculate their investmen tsô specific VA based on stressed credit spreads 

per rating, duration and currency bucket. EIOPA considers such a dynamic 

VA under this approach too complex for the standard formula.  

Implications on reporting and disclosure 

2.535  EIOPA considers that an amendme nt to the design of the VA following 

Approach  2 should be supplemented by the following additional requirements 

on disclosure and reporting:  

 Additional requirement  

Disclosure  ¶ Per currency, asset allocation of the undertaking -specific 
portfolio (weights a nd durations)  

¶ Explanation of significant changes in asset allocation 

during the last year  

¶ Per currency, size of the undertaking -specific VAs and 

amount of best estimate they are applied to  

Reporting  ¶ Size of application ratio on overshooting, including 

separate information on the numerator  and de numerator  
of the ratio  

¶ Size on application ratio on illiquidity , including separate 

information on the numerator  and de numerator  of the 
ratio  

¶ Liquidity buffer (see option 5)  
 

                                                           
82  Note that the combined application ratio applicable under Approach 2 coincides with the 

combined application ratio applicable to the permanent VA under Approach 1  
83  Note that ὃὙȟ

 
 should be calculated using the first of the two approaches described in 

section 0.   
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Pros and cons 

 Pros  Cons 

Addresses all under- and overshooting 

issues identified. 

Potentially provides wrong risk-

management incentives where 

investments in lower rated assets 

lead to a higher solvency ratio. 

Could also make it more difficult for 

undertaking to de-risk asset risk (in 

case e.g. of a breach of the SCR).  

For corporate bonds, these potential 

wrong incentives are intended to be 

mitigated by Pillar I safeguards 

mechanisms; this mechanism is 

intended to ensure that lower rated 

bonds still imply higher own funds 

and the increase in SCR is smaller 

than this increase in own funds, but 

the SCR ratio would still decrease 

with lower rated bonds  

Wrong investment incentives with 

respect to government bonds are 

only addressed by Pillar II and III 

requirements of option 1. 

Only a single VA is required; country-

specific VA no longer necessary. 

Where rating information is used, 

approach leads undertakings to 

higher dependence on external 

ratings in the determination of the 

VA. 

 The approach will increase the 

complexity and costs of the 

application and supervision of the 

VA. 

Reflecting that more illiquid liabilities 

enable to withstand exaggerated bond 

spreads and/or to actually earn the VA. 

Allows direct recognition of illiquidity 

characteristics of liabilities, supporting 

further availability of long-term insurance 

products. 

With respect to option 5 components 

there is no reliable method to 

quantify the impact of the liability 

characteristics on the transfer value. 

The option therefore includes model 

risk. Conservative proxies could be 

used to mitigate this. 

Risk correction includes both EL and UEL.  Effectiveness of VA in its function to 

mitigate own funds volatility is 

reduced. 

Simplification of the calculation compared 

to FS.  
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 Pros  Cons 

Reflection of current level of risk ï 

improves market consisten cy.  

 

2.4.5.2.5.  Impact analysis for options and approaches 1 and 2  

2.536  EIOPA has carried out an approximate impact analysis for the options 1, 4, 

5 and 6 as described in section 2.4.5.2.2 , as well as for the approaches 1 and 

2 as described in sections 2.4.5.2.3  and 2.4. 5.2.4 , using QRT data as well as 

data from the information requests on overshooting and illiquid liabilities. The 

results of these impact analysis is set out in the following subsections.  

2.537  For a description of the methodology applied to derive the approxim ate 

impact numbers, we refer to annex  2.13 . 

2.4.5.2.5.1.  Impact analysis ï option 1  

2.538  For the determination of undertaking  investmentsô specific VA, eligible data 

has been used from the VA overshooting information request, the EIOPA 

reference portfolio and market data.  

2.539  The t able below shows that the impact on the full sample of option 1 would 

lead to an increase in the weighted average VA for the undertakings in the 

sample from 0.24% to 0.28%. This would increase the impact of the VA with 

3.2 billion euros to 21.6 billion  euros. For all jurisdictions, except for NL and 

FR, option 1 would lead to an increase in EoAoL with the highest increase for 

IT with 4.3 billion euros. For NL and France the impact on EoAoL would be 

negative, with the largest impact on NL with -1.5 billi on euros.  
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Impact of option 1 (full sample), undertaking investmentôs specific VA 

 RATIO  

IMPACT 
CURRENT 

VA  
CURRENT 

APPLICABLE VA  
VA 

OPTION  

IMPACT 
VA 

OPTION  

DELTA 
IMPACT 

VA  
CURRENT 

SCR 

TOTAL  243%  18,400  0.24%  0.28%  21,632  3,231  148,320  

OTH  241%  401  0.24%  0.25%  415  13  3,323  

FR 208%  5,268  0.24%  0.24%  5,187  -81  46,749  

IT  228%  2,367  0.24%  0.67%  6,646  4,278  37,304  

DE 381%  2,352  0.24%  0.25%  2,427  76  24,794  

NL  202%  6,262  0.24%  0.18%  4,807  -1,454  18,221  

ES 235%  457  0.24%  0.36%  682  225  6,571  

BE 224%  942  0.24%  0.24%  945  3 6,819  

FI  184%  216  0.24%  0.25%  226  9 2,724  

LU  173%  56  0.24%  0.33%  76  20  1,089  

GR 190%  79  0.24%  0.67%  220  141  726  
The current SCR ratio, the impact of the current VA, the current VA applicable, the VA under option 1 for the 
full sample including undertakings with Standard Formula and Internal models, the impact of this VA for option 
1, the delta in the impact of the VA versus the current VA and the current SCR for the different (grouped) 
jurisdictions per 31 December 2018; numerical amounts are in millions of euros. 

 

2.540  The table below shows for the SF subsample a total relative impact of the 

VA compared to the current SCR of 2 percent. For two jurisdictions the relative 

impact would decrease with a maximum of 7 percent. Four jurisdictions would 

obtain an increase in the associated relative impact varying from 2 to 26 

percent. For the remaining jurisdictions the relative impact is approximately 

equal to zero.  

 

Impact of option 1 (SF undertakings), undertaking investmentôs specific VA 

 
SF 

RATIO  

SF IMPACT 
CURRENT 

VA  
SF CURRENT 

APPLICABLE VA  
SF VA 

OPTION  

SF 
IMPACT 

VA 
OPTION  

SF DELTA 
IMPACT 

VA  

SF 
ESTIMATE
D RATIO 

VA 
OPTION  

SF 
RELATIVE 

IMPACT  

TOTAL  225%  9,474  0.24%  0.27%  10,747  1,273  226%  2%  

OTH  241%  401  0.24%  0.25%  415  13  241%  0%  

FR 210%  4,582  0.24%  0.23%  4,424  -157  210%  0%  

IT  184%  875  0.24%  0.68%  2,472  1,597  210%  26%  

DE 514%  514  0.24%  0.21%  459  -55  512%  -1%  

NL  185%  1,829  0.24%  0.17%  1,320  -509  178%  -7%  

ES 235%  457  0.24%  0.36%  682  225  238%  3%  

BE 231%  464  0.24%  0.23%  453  -12  230%  0%  

FI  184%  216  0.24%  0.25%  226  9 185%  0%  

LU  173%  56  0.24%  0.33%  76  20  175%  2%  

GR 190%  79  0.24%  0.67%  220  141  210%  19%  
The current SCR ratio for the sample with only SF undertakings, the impact of the current VA, the current VA 
applicable, the VA under option 1 for the SF undertakings, the impact of this VA for option 1, the delta in the 
impact of the VA versus the current VA, the estimated ratio based on the current SCR ratio including the impact 
of the VA under this option relative to the current and the relative impact of the VA under this option compared 
to the current SCR for the different (grouped) jurisdictions per 31 December 2018; numerical amounts are in 
millions of euros. Please note that the SCR is kept constant only the VA effect on own funds and ratio is shown. 

2.4.5.2.5.2.  Impact analysis ï option 4  

2.541  The table below shows the impact of option 4 for the full sample. For the 

undertakings in the sample the weighted average VA would increase from 
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0.24% to 0.27% increasing the impact of the VA with 2 billion euros to 20.4 

billion euros. Two jurisdictions would suffer a negative impact on the EoAoL 

with the most significant impact for NL with 1.8 billion euros. For jurisdictions 

where the EoAoL increases, the impact is highest for FR followed by DE and 

IT. Although the application ratio decreases the VA as it is by definition lower 

than 1, the overall increase in the VA is ascribable to the increase in the 

currency part of the VA. This currency part of the VA increases, because it is 

weighted by the total spread sensitive assets rather than the larger amount 

of total investments. 

Impact of option 4 (full sample), undertaking specific application ratio VA 

 RATIO  
IMPACT 

CURRENT VA  

CURRENT 
APPLICABLE 

VA  
VA 

OPTION  
IMPACT VA 

OPTION  

DELTA 
IMPACT 

VA  
CURRENT 

SCR 

TOTAL  243%  18,400  0.24%  0.27%  20,353  1,953  148,320  

OTH  241%  401  0.24%  0.31%  524  123  3,323  

FR 208%  5,268  0.24%  0.31%  6,818  1,550  46,749  

IT  228%  2,367  0.24%  0.33%  3,209  841  37,304  

DE 381%  2,352  0.24%  0.33%  3,245  893  24,794  

NL  202%  6,262  0.24%  0.17%  4,474  -1,788  18,221  

ES 235%  457  0.24%  0.28%  530  72  6,571  

BE 224%  942  0.24%  0.31%  1,205  263  6,819  

FI  184%  216  0.24%  0.22%  200  -17  2,724  

LU  173%  56  0.24%  0.30%  70  14  1,089  

GR 190%  79  0.24%  0.24%  80  0 726  
The current SCR ratio, the impact of the current VA, the current VA applicable, the VA under option 4 for the 
full sample including undertakings with Standard Formula and Internal models, the impact of this VA for option 
4, the delta in the impact of the VA versus the current VA and the current SCR for the different (grouped) 
jurisdictions per 31 December 2018; numerical amounts are in millions of euros. 

 

2.542  The table below shows the impact of the VA for option 4 for the SF 

subsample. For undertakings in the subsample the weighted average VA 

would increase from 0.24% to 0.27% with a positive relative impact of the 

VA to the current SCR of 2 percent. For two jurisdictions the relative impact 

would decrease with a maximum of 10.4 percent. The remaining jurisdictions 

would obtain an increase in the associated ratio varying from 1 to 5 percent 

with the exception of GR where the VA of the option does not seem to have 

a significant impact. 
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Impact of option 4 (SF undertakings), undertaking specific application ratio 
VA 

 SF RATIO  

SF IMPACT 
CURRENT 

VA  
SF CURRENT 

APPLICABLE VA  
SF VA 

OPTION  

SF 
IMP ACT 

VA 
OPTION  

SF DELTA 
IMPACT 

VA  

SF 
ESTIMATE
D RATIO 

VA 
OPTION  

SF 
RELATIVE 

IMPACT  

EEA  225%  9,474  0.24%  0.27%  10,782  1,308  226%  2%  

OTH  241%  401  0.24%  0.31%  524  123  244%  4%  

FR 210%  4,582  0.24%  0.31%  5,882  1,300  214%  3%  

IT  184%  875  0.24%  0.32%  1,182  306  18 9%  5%  

DE 514%  514  0.24%  0.33%  712  198  519%  5%  

NL  185%  1,829  0.24%  0.14%  1,050  -779  175%  -10%  

ES 235%  457  0.24%  0.28%  530  72  236%  1%  

BE 231%  464  0.24%  0.29%  554  89  232%  2%  

FI  184%  216  0.24%  0.22%  200  -17  184%  -1%  

LU  173%  56  0.24%  0.30%  70  14  174%  1%  

GR 190%  79  0.24%  0.24%  80  0 190%  0%  
The current SCR ratio for the sample with only SF undertakings, the impact of the current VA, the current VA 
applicable, the VA under option 4 for the SF undertakings, the impact of this VA for option 4, the delta in the 
impact of the VA versus the current VA, the estimated ratio based on the current SCR ratio including the impact 
of the VA under this option relative to the current SCR and the relative impact of the VA under this option 
compared to the current SCR for the different (grouped) jurisdictions per 31 December 2018; numerical 
amounts are in millions of euros. Please note that the SCR is kept constant only the VA effect on own funds and 
ratio is shown. 

2.4.5.2.5.3.  Impact analysis ï option 5  

2.543  The information request early thi s year also contained a part on the 

illiquidity of the liabilities, which has been used to estimate the application 

ratios for option 5. This part has been sent to a different sample of 

undertakings in most jurisdictions, except for NL and FR, where more t han 

95 percent of the undertakings were in both samples. In the óotherô 

jurisdictions there is an overlap of a bit less than 50 percent, while in all other 

jurisdictions there is hardly an overlap. For undertakings where no 

information regarding the illiqu idity of the liabilities, i.e. ὃὙȟ
 

, was 

available the weighted average illiquidity ratio of the jurisdiction was taken. 

For the jurisdiction where no illiquidity ratio was available, the weighted 

average illiquidity ratio of the whole EEA was used.  

2.544  The table below shows the impact of option 5 for the full sample. For the 

undertakings in the sample the weighted average VA would remain equal to 

0.24% decreasing the impact of the VA with 0.1 billion euros to 18.3 billion 

euros. The increases and decreases in EoAoL among the different jurisdictions 

is not bigger than 0.4 billion euros. Although the application ratio decreases 

the VA as it is by definition lower than 1, the overall small decrease in the VA 

is ascribable to the increase in the currency part of the VA. This currency part 

of the VA increases, because it is weighted by the total spread sensitive assets 

rather than the larger amount of total investments. 
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Impact of option 5 (full sample), undertaking illiquid liabilitiesô specific 
application ratio VA 

 RATIO  
IMPACT 

CURRENT VA  

CURRENT 
APPLICABLE 

VA  

VA 
OPTION  

IMPACT 
VA 

OPTION  
DELTA 

IMPACT VA  
CURRENT 

SCR 

TOTAL  243%  18,400  0.24%  0.24%  18,267  -133  148,320  

OTH  241%  401  0.24%  0.23%  389  -12  3,323  

FR 208%  5,268  0.24%  0.26%  5,610  342  46,749  

IT  228%  2,367  0.24%  0.23%  2,225  -142  37,304  

DE 381%  2,352  0.24%  0.25%  2,461  109  24,794  

NL  202%  6,262  0.24%  0.23%  5,915  -347  18,221  

ES 235%  457  0.24%  0.18%  350  -107  6,571  

BE 224%  942  0.24%  0.23%  917  -25  6,819  

FI  184%  216  0.24%  0.30%  266  50  2,724  

LU  173%  56  0.24%  0.21%  50  -6 1,089  

GR 190%  79  0.24%  0.25%  84  5 726  
The current SCR ratio, the impact of the current VA, the current VA applicable, the VA under option 5 for the 
full sample including undertakings with Standard Formula and Internal models, the impact of this VA for option 
5, the delta in the impact of the VA versus the current VA and the current SCR for the different (grouped) 
jurisdictions per 31 December 2018; numerical amounts are in millions of euros. 

 

2.545  The table below shows the impact of option 5 for the SF subsample. For 

the undertakings in the subsample the weighted average VA would increase 

to 0.25%, increasing the impact of the VA with 0.4 billion euros to 9.8 billion 

euros; the associated relative impact compared to the current SCR equal to 

approximately 0 percent. The relative increases and decreases among the 

different jurisdictions is not bigger than 2 percent. The impact of this option 

changes from a negative impact on the EoAoL for the full sample, to a higher 

positive impact on EoAoL for the subsample. This is for the larger part due to 

the significant decrease in coverage for NL, indicating the significance of 

sample size. 



 

169  

Impact of option 5 (SF undertakings), undertaking illiquid liabilitiesô specific 

application ratio VA 

 
SF 

RATIO  

SF IMPACT 
CURRENT 

VA  
SF CURRENT 

APPLICABLE VA  
SF VA 

OPTION  

SF 
IMPACT 

VA 
OPTION  

SF DELTA 
IMPACT 

VA  

SF 
ESTIMATE
D RATIO 

VA 
OPTION  

SF 
RELATIVE 

IMPACT  

TOTAL  225%  9,474  0.24%  0.25%  9,844  370  225%  0%  

OTH  241%  401  0.24%  0.23%  389  -12  240%  0%  

FR 210%  4,582  0.24%  0.26%  4,907  325  211%  1%  

IT  184%  875  0.24%  0.22%  820  -56  183%  -1%  

DE 514%  514  0.24%  0.25%  540  26  514%  1%  

NL  185%  1,829  0.24%  0.26%  1,986  157  187%  2%  

ES 235%  457  0.24%  0.18%  350  -107  233%  -2%  

BE 231%  464  0.24%  0.23%  452  -12  230%  0%  

FI  184%  216  0.24%  0.30%  266  50  186%  2%  

LU  173%  56  0.24%  0.21%  50  -6 172%  -1%  

GR 190%  79  0.24%  0.25%  84  5 191%  1%  
The current SCR ratio for the sample with only SF undertakings, the impact of the current VA, the current VA 
applicable, the VA under option 5 for the SF undertakings, the impact of this VA for option 5, the delta in the 
impact of the VA versus the current VA, the estimated ratio based on the current SCR ratio including the impact 
of the VA under this option relative to the current SCR and the relative impact of the VA under this option 
compared to the current SCR for the different (grouped) jurisdictions per 31 December 2018; numerical 
amounts are in millions of euros. Please note that the SCR is kept constant only the VA effect on own funds and 
ratio is shown. 

2.4.5.2.5.4.  Impact analysis ï option  6  

2.546  The t able below shows the impact of option 6 for the full sample. For the 

undertakings in the sample the weighted average VA would decrease from 

0.24% to 0.22% and this would decrease the impact of the VA with 1.5 billion 

euros to 16.9 billion euros. For all jurisdictions the EoAoL decreases with an 

impact not higher than 0.5 billion euros. 

Impact of option 6 (full sample), relative risk-corrections 

 RATIO  
IMPACT 

CURRENT VA  

CURRENT 
APPLICABLE 

VA  
VA 

OPTION  
IMPACT VA 

OPTION  

DELTA 
IMPACT 

VA  
CURRENT 

SCR 

TOT AL  243%  18,400  0.24%  0.22%  16,867  -1,533  148,320  

OTH  241%  401  0.24%  0.22%  368  -33  3,323  

FR 208%  5,268  0.24%  0.22%  4,829  -439  46,749  

IT  228%  2,367  0.24%  0.22%  2,170  -197  37,304  

DE 381%  2,352  0.24%  0.22%  2,156  -196  24,794  

NL  202%  6,262  0.24%  0.22%  5,740  -522  18,221  

ES 235%  457  0.24%  0.22%  419  -38  6,571  

BE 224%  942  0.24%  0.22%  863  -78  6,819  

FI  184%  216  0.24%  0.22%  198  -18  2,724  

LU  173%  56  0.24%  0.22%  51  -5 1,089  

GR 190%  79  0.24%  0.22%  73  -7 726  
The current SCR ratio, the impact of the current VA, the current VA applicable, the VA under option 6 for the 
full sample including undertakings with Standard Formula and Internal models, the impact of this VA for option 

6, the delta in the impact of the VA versus the current VA and the current SCR for the different (grouped) 
jurisdictions per 31 December 2018; numerical amounts are in millions of euros. 

 

2.547  The t able below shows the impact of option 6 for the SF subsample. For 

the undertakings in the subsample the associated relative impact compared 

to the current SCR equals -1 percent. For all jurisdictions the EoAoL decreases 
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with associated relative decreases not bigger than 2 percent in terms of the 

current SCR. 

Impact of option 6 (SF undertakings), relative risk-corrections 

 SF RATIO  

SF IMPACT 
CURRENT 

VA  
SF C URRENT 

APPLICABLE VA  
SF VA 

OPTION  

SF 
IMPACT 

VA 
OPTION  

SF DELTA 
IMPACT 

VA  

SF 
ESTIMATE
D RATIO 

VA 
OPTION  

SF 
RELATIVE 

IMPACT  

EEA  225%  9,474  0.24%  0.22%  8,684  -789  224%  -1%  

OTH  241%  401  0.24%  0.22%  368  -33  240%  -1%  

FR 210%  4,582  0.24%  0.22%  4,200  -382  210%  -1%  

IT  184%  875  0.24%  0.22%  802  -73  182%  -1%  

DE 514%  514  0.24%  0.22%  471  -43  513%  -1%  

NL  185%  1,829  0.24%  0.22%  1,676  -152  183%  -2%  

ES 235%  457  0.24%  0.22%  419  -38  234%  -1%  

BE 231%  464  0.24%  0.22%  426  -39  230%  -1%  

FI  184%  216  0.24%  0.22%  198  -18  184%  -1%  

LU  173%  56  0.24%  0.22%  51  -5 172%  0%  

GR 190%  79  0.24%  0.22%  73  -7 189%  -1%  

The current SCR ratio for the sample with only SF undertakings, the impact of the current VA, the current VA 
applicable, the VA under option 6 for the SF undertakings, the impact of this VA for option 6, the delta in the 
impact of the VA versus the current VA, the estimated ratio based on the current SCR ratio including the impact 
of the VA under this option relative to the current and the relative impact of the VA under this option compared 
to the current SCR for the different (grouped) jurisdictions per 31 December 2018; numerical amounts are in 
millions of euros. Please note that the SCR is kept constant only the VA effect on own funds and ratio is shown. 

2.4.5.2.5.5.  Impact analysis ï Approach 1  

2.548  The t able below shows the impact of this combination for the full sample. 

For the undertakings in the sample the weighted average VA would decrease 

from 0.24% to 0.19% and this would decrease the impact of the VA with 4 

billion euros to 14.4 billion euros. In all jurisdictions the EoAoL decreases with 

the highest impact for NL. The relative big impact in NL is due to the fact that 

the VA makes up a relative large part of the eligible own funds.  

Impact of Approach 1 (full sample): option 4+5, undertaking matched 
illiquid liabilitiesô specific application ratio VA 

 RATIO  

IMPACT 
CURRENT 

VA  

CURRENT 
APPLICABLE 

VA  

VA 
OPTIO

N 
IMPACT VA 

OPTION  

DELTA 
IMPACT 

VA  
CURRENT 

SCR 

TOTAL  243%  18,400  0.24%  0.19%  14,415  -3,985  148,320  

OTH  241%  401  0.24%  0.21%  357  -45  3,323  

FR 208%  5,268  0.24%  0.22%  4,856  -412  46,749  

IT  228%  2,367  0.24%  0.21%  2,040  -327  37,304  

DE 381%  2,352  0.24%  0.23%  2,281  -70  24,794  

NL  202%  6,262  0.24%  0.13%  3,440  -2,821  18,221  

ES 235%  457  0.24%  0.16%  314  -143  6,571  

BE 224%  942  0.24%  0.21%  835  -107  6,819  

FI  184%  216  0.24%  0.20%  179  -37  2,724  

LU  173%  56  0.24%  0.19%  44  -12  1,089  

GR 190%  79  0.24%  0.21%  69  -10  726  
The current SCR ratio, the impact of the current VA, the current VA applicable, the VA under the combination of 
options 4 and 5 with relative risk-corrections for the full sample including undertakings with Standard Formula 
and Internal models, the impact of the VA for this combination, the delta in the impact of the VA versus the 
current VA and the current SCR for the different (grouped) jurisdictions per 31 December 2018; numerical 
amounts are in millions of euros. 
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2.549  The table below shows the impact of this combination. For the undertakings 

in the sample the weighted average VA would decrease from 0.24% to 0.20% 

with an associated relative impact in terms of the current SCR of -2 percent. 

In terms of relative impacts compared to the current SCR, decreases are not 

higher than 2 percent except for NL.  

Impact of Approach 1 (SF undertakings): option 4+5, undertaking matched 
illiquid liabilitiesô specific application ratio VA 

 
SF 

RATIO  

SF IMPACT 
CURRENT 

VA  
SF CURRENT 

APPLICABLE VA  
SF VA 

OPTION  

SF 
IMPACT 

VA 
OPTION  

SF DELTA 
IMPACT 

VA  

SF 
ESTIMATE
D RATIO 

VA 
OPTION  

SF 
RELATIVE 

IMPACT  

TOTAL  225%  9,474  0.24%  0.20%  7,777  -1,697  223%  -2%  

OTH  241%  401  0.24%  0.21%  357  -45  239%  -1%  

FR 210%  4,582  0.24%  0.22%  4,211  -371  210%  -1%  

IT  184%  875  0.24%  0.21%  751  -124  182%  -2%  

DE 514%  514  0.24%  0.24%  503  -11  513%  0%  

NL  185%  1,829  0.24%  0.12%  940  -889  173%  -12%  

ES 235%  457  0.24%  0.16%  314  -143  233%  -2%  

BE 231%  464  0.24%  0.21%  409  -56  230%  -1%  

FI  184%  216  0.24%  0.20%  179  -37  183%  -1%  

LU  173%  56  0.24%  0.19%  44  -12  172%  -1%  

GR 190%  79  0.24%  0.21%  69  -10  189%  -1%  

The current SCR ratio for the sample with only SF undertakings, the impact of the current VA, the current VA 
applicable, the VA under the combination of options 4 and 5 with relative risk-corrections for the SF 
undertakings, the impact of this VA for this combination, the delta in the impact of the VA versus the current 
VA, the estimated ratio based on the current SCR ratio including the impact of the VA under this option relative 
to the current SCR and the relative impact of the VA under this option compared to the current SCR for the 
different (grouped) jurisdictions per 31 December 2018; numerical amounts are in millions of euros. Please 
note that the SCR is kept constant only the VA effect on own funds and ratio is shown. 

2.4.5.2.5.6.  Impact analysis ï Approach 2  

2.550  The table below shows that the impact of this combination for the full 

sample leads to a decrease in the weighted average VA from 0.24% to 0.19%. 

This would decrease the impact of the VA with 3.7 billion euros to 14.7 billion 

euros. For two jurisdictions the combination would lead to an increase in the 

VA, resulting in an increase in the EoAoL. For the remaining jurisdictions the 

combination would lead to a decrease with the highest impacts for NL followed 

by FR and DE.  
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Impact of Approach 2 (full sample): option 1+4+5, undertaking 

investmentsô specific VA with matched illiquid liabilities application ratio 

 RATIO  
IMPACT 

CURRENT VA  

CURRENT 
APPLICABLE 

VA  
VA 

OPTION  
IMPACT VA 

OPTION  

DELTA 
IMPACT 

VA  
CURRENT 

SCR 

TOTAL  243%  18,400  0.24%  0.19%  14,737  -3,663  148,320  

OTH  241%  401  0.24%  0.19%  312  -89  3,323  

FR 208%  5,268  0.24%  0.18%  4,040  -1,228  46,749  

IT  228%  2,367  0.24%  0.47%  4,668  2,301  37,304  

DE 381%  2,352  0.24%  0.20%  1,940  -411  24,794  

NL  202%  6,262  0.24%  0.09%  2,301  -3,961  18,221  

ES 235%  457  0.24%  0.23%  436  -21  6,571  

BE 224%  942  0.24%  0.17%  679  -263  6,819  

FI  184%  216  0.24%  0.17%  150  -66  2,724  

LU  173%  56  0.24%  0.23%  54  -1 1,089  

GR 190%  79  0.24%  0.47%  157  77  726  
The current SCR ratio, the impact of the current VA, the current VA applicable, the VA under the combination of 
options 1, 4 and 5 for the full sample including undertakings with Standard Formula and Internal models, the 
impact of the VA for this combination, the delta in the impact of the VA versus the current VA and the current 
SCR for the different (grouped) jurisdictions per 31 December 2018; numerical amounts are in millions of 
euros. 

2.551  The table below shows that the impact of this combination for the 

subsample leads to a decrease in the weighted average VA from 0.24% to 

0.19%. This would decrease the impact of the VA, decreasing the relative 

impact compared to the SCR with 2 percent. For all jurisdictions the relative 

decreases are less than approximately 3 percent except for NL. For two 

jurisdictions the combination would lead to an increase in the VA, resulting in 

a relative increase compared to the SCR. 

Impact of Approach 2 (SF undertakings): option 1+4+5, undertaking 

investmentsô specific VA with matched illiquid liabilities application ratio 

 SF RATIO  

SF IMPACT 
CURRENT 

VA  
SF CURRENT 

APPLICABLE VA  
SF VA 

OPTION  

SF 
IMPACT 

VA 
OPTION  

SF DELTA 
IMPACT 

VA  

SF 
ESTIMATE
D RATIO 

VA 
OPTION  

SF 
RELATIVE 

I MPACT  

EEA  225%  9,474  0.24%  0.19%  7,575  -1,899  222%  -2%  

OTH  241%  401  0.24%  0.19%  312  -89  238%  -3%  

FR 210%  4,582  0.24%  0.18%  3,439  -1,142  208%  -3%  

IT  184%  875  0.24%  0.48%  1,745  870  198%  14%  

DE 514%  514  0.24%  0.18%  385  -129  510%  -3%  

NL  185%  1,829  0.24%  0.07%  569  -1,260  168%  -17%  

ES 235%  457  0.24%  0.23%  436  -21  235%  0%  

BE 231%  464  0.24%  0.17%  327  -137  228%  -3%  

FI  184%  216  0.24%  0.17%  150  -66  182%  -2%  

LU  173%  56  0.24%  0.23%  54  -1 173%  0%  

GR 190%  79  0.24%  0.47%  157  77  201%  11%  
The current SCR ratio for the sample with only SF undertakings, the impact of the current VA, the current VA 
applicable, the VA under the combination of options 1, 4 and 5 with relative risk-corrections for the SF 
undertakings, the impact of this VA for this combination, the delta in the impact of the VA versus the current 
VA, the estimated ratio based on the current SCR ratio including the impact of the VA under this option relative 
to the current and the relative impact of the VA under this option compared to the current SCR for the different 
(grouped) jurisdictions per 31 December 2018; numerical amounts are in millions of euros. Please note that the 
SCR is kept constant only the VA effect on own funds and ratio is shown. 
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 Questions to stakeholders  

Q2.7 :  What are your views on Approach 1 and A pproach 2?  

       Your comments are also invited on the o ptions that are implemented in 
Approach 1 and A pproach 2 as well as on the other options specified in this 
section.  

 

 

2.4.6.  General application ratio  

2.4.6.1.  Relevant legal provisions  

2.552  Article 7 7d (3) of the Solvency II Directive prescribes that the volatility 

adjustment (VA) shall correspond to 65% of the risk -corrected currency 

spread.  

2.553  For the purposes of this analysis, we shall refer to this factor as the ógeneral 

application ratioô (GAR). This notational convention is used to distinguish the 

GAR from the proposals for new Application Ratios (AR i) in discussions of VA 

reform that may differ based on various categories and generally are 

undertaking specific.  

2.4.6.2.  Previous advice  

2.554  In its technical fin dings on the Long -Term Guarantees Assessment (LTGA), 

EIOPA recommended to introduce a volatility adjustment mechanism 

(Volatility Balancer ï VB). EIOPA set out the following view on the risks 

associated with the VB:  

ñThe main risk associated to the implementation of the measure is certainly 

an overestimation of the ñartificial volatilityò affecting spreads. The total 

spread between the yield of an asset and the risk - free rate includes in fact 

many components. The current calibration of the CCP only recogni zes the 

credit risk connected with the probability of default, the volatility of this 

probability and the cost of downgrades. Beyond credit risk, the spread also 

encompasses crucial information such as management expense risk, taxes or 

costs of market impe rfections. In addition, since the ñbuy-and -holdò principle 

is not a prerequisite to earn the Volatility Balancer and given that insurance 

liabilities are not required to be illiquid, the liquidity risk is a component of 

the spread to consider for the calib ration. Therefore the calculated spread, 

which currently only excludes the portion linked to default risk (based on CCP 

methodology), woul d need to be adjusted to account for other objective 

market parameters of the spread.ò   
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2.555  On basis of this assessment, EIOPA advised that the calculated spread for 

the VB should be adjusted to account for risks associated with the 

implementation of the adjustment. This adjustment should be achieved by 

introducing an application ratio of 20%, which has the effect that there  is not 

a full application of the determined spread, but only a 20% application.  

2.556  In recommending such an application ratio, EIOPA intended to capture the 

risks arising from the volatility adjustment directly through the calibration of 

this adjustment, rath er than via an adjustment of the SCR, to avoid non -

linear effects that may largely offset in some cases the benefit of the 

measure. 84   

2.557  EIOPA considered the value of 20% as a good starting point for further 

calibration work on the Volatility Balancer. It was  calibrated to ensure that 

the Volatility Balancer (with an application ratio of 20%) would have a similar 

impact on the SCR coverage ratios of insurers as at year end 2011 than the 

previously tested CCP mechanism to which a dedicated capital charge was 

at tached.  

2.558  As part of the political agreement prior to the introduction of Solvency II, 

the application factor proposed by EIOPA was kept, however its value was 

increased to 65%.  

2.4.6.3.  Identification of the issue  

2.559  The calibration of the GAR has a direct impact on the level of the calculated 

VA, and hence on the efficient functioning of the VA. Where the GAR is set 

too high, this could contribute to overshooting effects and bears the risk of 

underreserving as the liabilities may be valued too low if the VA is set to o 

high. On the other hand, where the GAR is set overly prudent, this could 

impede the functioning of the VA as a mechanism to prevent pro -cyclical 

behaviour on financial markets and to mitigate the effect of exaggerations of 

bond spreads. EIOPA has therefo re considered whether the current GAR 

factor of 65% should be changed, and if yes by which amount.  

2.4.6.4.  Analysis  

2.4.6.4.1.  Role of GAR  

2.560  In line with its previous findings in context of the LTGA, EIOPA considers 

that the VA should continue to be subject to a GAR in order t o account for the 

risks inherent in the VA.  

2.561  These risks include:  

                                                           
84  The design of the predecessor of the VA, the Countercyc lical Premium (CCP), included an 

additional SCR sub -module which measured the impact of a reduction of the CCP to zero on the 
insurerôs basic own funds.  
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a)  The risk that undertakings cannot actually earn the VA;  

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

regardless of whether the undertaking is actually expos ed to bond spread 

exaggerations and whether or not the liabilities are sufficient illiquid to 

withstand forced sales and prevent realizing losses due to these bond spread 

exaggerations; and  

c)  the risk of misstatement of the determination of the VA that occu rs due to 

unavoidable estimation uncertainty with respect to the measurement of 

exaggerations of bond spreads and the identification of risk - free portions of 

these spreads.  

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

¶ its actual investments deviate from the reference portfolio;  

¶ a potentially too low risk -correction has been applied;  

¶ the VA is applied to a duration of liabilities that exceeds the duration of the 

fixed income assets;  

¶ its investments include floating interest rate  bonds, callable bonds, 

mortgages, and other assets with non - fixed cash flows or with embedded 

options;  

¶ the composition of the investment portfolio of the insurer can change over 

time, and it may not be possible for the insurer to earn the VA with the 

changed portfolio;  

¶ where the VA applies to products with future premiums, the insurer is 

exposed to reinvestment risk, and it may not be possible for the insurer to 

invest future premiums in assets that earn the same amount as past 

premiums; and  

¶ the VA is app lied to products with surrender rights, so the exercise of 

policyholder surrender options could lead to forced sales.  

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

2.563  The different proposals for changing the VA would affect some of the risks 

associate d with the VA. In particular:  

1)  Option 1  would reduce the basis risk between undertakingsô portfolios and 

the reference portfolio and thereby reduces the risk of actually being able 

to earn the VA;  

2)  Option 4  would introduce a new application ratio that reduce s the risk of 

overshooting arising from differences between undertakingsô duration of 

assets and liabilities and their exposures;  

3)  Option 5  would introduce a new application ratio that would cause the VA 

to vary depending on how illiquid an undertakingôs liabilities are and thereby 

reduces the risk of applying the VA without being able to withstand forced 

sales and the realization of losses due to bond spread exaggerations; and  
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4)  Option 6  would change the risk correction to better capture óunexpected 

credit and other risksô.   

2.4.6.4.3.  Policy options considered  

2.564  In view of the analysis above, EIOPA has considered the following policy 

options on the determination of the GAR:  

¶ Option 1: No change (i.e. keep the GAR at 65%)  

¶ Option 2:  Increase the GAR to 100%  

¶ Option 3:  Chan ge the GAR to a value between 65% and 100%  

2.4.6.4.4.  Assessment of options  

2.565  As set out in section 2.4.6 , EIOPA considers that the VA should continue to 

be subject to a GAR in order to account for the risks inherent in the VA. 

Whereas the risks associated with the cur rent design of the VA may be 

mitigated, to some extent, by an improved design of the VA, this can only 

lead to a reduction but not to an elimination of the risks.  

2.566  For example:  

¶ the risk of misstatement of the determination of the VA that occurs due to 

una voidable estimation uncertainty remains under any design of the VA; this 

risk can be substantial especially in times of crises where spreads may 

increase excessively, and the identification of the risk - free portion of the 

spread may be subject to material estimation uncertainty;  

¶ some of the risks mentioned in section 2.4.6  that could prevent an insurer 

from earning the VA, e.g. a change of the insurerôs investment portfolio over 

time, cannot be mitigated by the options for an improved VA design;  

¶ the optio ns for an amended VA design introduce additional inherent model 

risk, and cannot fully eliminate the risks which they intend to address.  

2.567  Therefore, option 2 (setting the GAR to 100%), which would not allow to 

address risks associated with the VA, does not  appear appropriate.  

2.568  Under Option 3, the current value of the GAR would be increased to a value 

between 65% and 100%. Such an increase could be motivated by the 

expectation that some of the risks that the GAR should address can be 

mitigated by an improved  design of the VA. However, the additional 

complexity that would be introduced by a more sophisticated VA design could 

also lead to additional risks and uncertainties in the quantification of the VA. 

Moreover, EIOPA notes that the current level of the GAR is already 

significantly higher than the previous EIOPAs recommendation of a value of 

20%. Therefore, EIOPA considers that there is not sufficient evidence to 

justify an increase in the value of the GAR.   

2.569  Therefore, the preferred option is option 1 (no ch ange of the GAR).  
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 Questions to stakeholders  

Q2.8 :  What is your view on the genral application ratio? Should it be changed in 
case approach 1 or approach 2 to the VA design would be adopted?  

 

 

2.4.7.  Dynamic VA for the standard formula  

2.4.7.1.  Identification of the iss ue  

2.570  As at year end 2018, 192 insurance and reinsurance undertakings calculate 

their SCR with an approved internal model. 62 of these undertakings apply 

the dynamic VA, i.e. their internal models take account of the possible change 

of the VA during the follo wing 12 months. Such an approach is currently not 

possible in the SCR standard formula, where the spread risk sub -module does 

not take account of VA changes.  

2.571  The application of a dynamic VA has a significant impact on the SCR. As 

reported in the LTG repor t 2018, at the end of 2017 the average SCR 

reduction caused by the dynamic VA was 25%. In contrast, where the 

standard formula was applied to derive the SCR, the VA caused on average a 

reduction of the capital requirement by 1%.  

2.572  These differences give rise  to the concern that there is no level playing 

field between undertakings that use internal model and undertakings that use 

the standard formula because their spread risk is treated systematically 

different in the SCR calculation.   

2.573  Furthermore, where the VA is interpreted as an inherent component of the 

valuation of technical provisions accounting for the illiquidity of liabilities (cf. 

option 5) an inconsistency between valuation and risk measurement arises, 

where the dynamics of the VA are not adequately  reflected in the risk 

measurement.  Under such an interpretation of the VA, the application of a 

dynamic VA in the SCR would be consistent. Not reflecting a dynamic VA in 

the SCR would in contrast raise inconsistency between the valuation and risk 

measure ment. This particularly holds for the measurement of spread risk, as 

changes in market spreads would have an impact on the VA and thus on the 

value of technical provisions and own funds, thus on the final risk taken into 

account.  

2.4.7.2.  Analysis    

2.574  The following option has been identified to address the issue:  

¶ Allow for the dynamic VA in the SCR standard formula  

2.575  Under this option, the stress scenario of the spread risk sub -module would 

be modified to take into account the VA changes resulting from the spread 

stres s. For this purpose a stressed VA would be provided by EIOPA. The 
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stressed VA would reflect spread widening of government bonds only to the 

extent that the standard formula does so. Undertakings would need to 

recalculate the value of technical provisions i mpacted by a change in the size 

of the VA due to the stress.   

2.576  This concept may also require an addition to the current design of the SCR 

standard formula as the insurer would be exposed to another risk, the risk of 

technical provisions increasing as a con sequence of the VA decreasing. This 

could be solved by adding another scenario of spreads decreasing in the 

spread risk sub -module. This would ensure that undertakings are exposed to 

an additional risk charge in case of a mismatch between the undertakingôs 

credit risk exposure on the asset side and the sensitivity of the liabilities to 

changes in the VA. 85    

2.577  In case the design of the VA is changed to include undertaking -specific 

elements (undertaking -specific VA, application ratios for overshooting or 

illiqu idity), then undertakings would calculate the VA based on input data 

from EIOPA (stressed spreads for the undertaking -specific VA, VA before 

application ratios).  

2.578  Undertakings that apply the VA and derive the SCR for spread risk with the 

standard formula w ould have the choice to apply the dynamic VA or calculate 

the capital requirement for spread risk as it is currently done.  

2.579  Another possibility is to apply the dynamic VA in a more indirect way: the 

spread risk charges would be reduced based on the effecti ve application ratio 

of an undertaking. For example, if an undertaking specific application ratio 

would reflect illiquidity of the liabilities as well as duration relation of assets 

and liabilities and would amount to 50 percent and the risk -correction wou ld 

be 50 percent, the impact of parallel credit spread changes would be 

potentially approximately compensated by 25 percent. This 25 percent could 

be used as a reduction for the credit spread charges. It would require further 

analysis to ascertain that thi s approach captures the impact that the VA has 

in the spread risk scenarios of the SCR standard formula.  

2.580  EIOPA has further analysed the impact of the dynamic VA on capital 

requirements. The analysis took into account that internal models capture the 

full c redit risk from government bonds 86  while the standard formula assigns 

a zero credit risk charge to EEA government bonds that are denominated in 

local currency. The following diagram illustrates the impact of including 

government bond risks, of the VA withou t dynamic modelling (CVA) and the 

impact of dynamic modelling of the VA (DVA) on the SCR. The figures relate 

to the average impact for a representative sample of internal models that 

apply the dynamic VA and the reference date of 31 December 2018. The net 

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

assets.  
86  See EIOPA Opinion on the preparation for Internal Model applications  of 14 April 2015, 

https://eiopa.europa.eu/Publications/Opinions/EIOPA -BoS-15 -
083%20Opinion%20on%20IMs%20%28April%202015%29.pdf  



 

179  

effect of including government bond risks and applying the dynamic VA is a 

reduction of the SCR by 3.3 %:  

 

2.581  Please note that effects shown are effects on the total SCR and thus 

including diversification effects.  

2.582  The level of the reduction does not support the concern that the dynamic 

VA creates a level playing field issue with regard to the standard formula. On 

the contrary, the figures indicate that allowing for a dynamic VA in the 

standard formula while keeping a zero risk charge for government bonds 

migh t create an uneven playing field in favour of standard formula users. The 

impact on single undertaking level is further analysed in the section on the 

DVA in internal models ( see section 2.5 ) and confirms the conclusion in 

general.  

2.583  Furthermore, it should b e taken into account that the charges for credit 

spread risk in the SCR standard formula have been significantly reduced 

compared to the initial calibration proposed by CEIOPS. If the standard 

formula would be based on this original calibration, the advant age of applying 

the DVA in internal models would be larger. One could argue that the 

reduction of the spread risk charges compared to the CEIOPS advice already 

takes into account the DVA to some extent.  

2.584  Apart from that, a comparison between internal models  and the standard 

formula needs to take into account that internal models are governed by 

strong regulatory requirements to ensure and justify appropriateness of the 

approach taken (in particular Articles 223 to 247 of the Delegated 

Regulation). Such requi rements do currently not apply to standard formula 

users.  

2.585  On the other hand, the calibration of spread risk of internal model users 

and standard formula users is not directly comparable. A comparison would 

need to acknowledge that the credit spread charges  for the standard formula 

depart from earlier CEIOPS advice and also the diversity of calibration and 

modelling approaches for internal model users.  

2.586  It is not mandatory to jointly consider the allowance for government bond 

spread risks and the modelling of  a dynamic VA. Some internal modes that 

cover spread risk only apply a constant VA. The question of whether to 
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recognize a dynamic VA can also be considered to be first of all a conceptual 

one that goes hand in hand with the objectives the VA is targeted t owards. 

As these objectives do not vary between internal model or standard formula 

users -  as the VA is first of all an adjustment to the valuation -  the question 

of whether the VA should be conceptually transferred to risk measurement 

should be answered i ndependently from how the SCR is calculated. Therefore, 

it can be argued that where a dynamic VA is included in internal models, it 

should also be possible to apply it in the standard formula in case the VA 

targets to reflect the illiquidity in the valuati on.  

2.587  If the VA intends to mitigate the impact of bond spread exaggerations and 

the reduction of pro -cyclical investment behaviour (objectives 1 and 2 of the 

VA), it is not beneficial that those targets are reflected in a reduction of the 

capital requiremen ts. On the contrary, it would provide a double benefit by 

reducing both the own funds and the SCR. It is unlikely that the dynamic VA 

contributes to preventing pro -cyclical behaviour because it permanently 

lowers the capital requirement for spread risk. It  can therefore rather be 

considered as having a negative consequence for pro -cyclical behaviour as 

undertakings are less incentivised to increase buffers in good times (as DVA 

reduces capital requirements already in good times), see also deficiency 5.  

2.588  The option would have the following advantages and disadvantages:  

 

 Advantages   Disadvantages  

Provides for consistent treatment of 

the VA in internal models and the 

SCR standard formula.  

Might create an uneven playing field 

in favour of standard formula users  

as long as government bond risks are 

not fully captured in the standard 

formula.  

Ensures consistency between the 

risk measurement in the SCR and the 

derivation of technical provisions and 

own funds. The spread risk SCR 

captures the reduction of exposure 

to spread risk due to illiquidity and 

duration of liabilities.  

The spread risk SCR does not reflect 

anymore the full risk of spread 

widening as observed in financial 

markets.   

Encourages the investments in 

corporate bonds and loans.  

May reduce the level of policyholder 

protection where capital 

requirements are reduced.  

 Lower capital requirements for 

spread risk may incentivise 

undertakings to hold more corporate 

bonds of lower credit quality.  

  Increases the complexity of the SCR 

calculations for unde rtakings that 

apply the dynamic VA  
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 Discourages the investment in equity  

 

2.589  EIOPA holds the view that the disadvantages of the option clearly outweigh 

the advantages of the option, in particular as it effectively not improves the 

level playing field betwe en users of the standard formula and users of internal 

models.  

2.4.7.3.  Advice  

2.590  EIOPA advises that the SCR standard formula should not be changed to 

allow for the dynamic VA.  

 

 

 

 

 Questions to stakeholders  

Q2.9 :  Should the dynamic VA be allowed for in the SCR sta ndard formula? If yes, 

how should it be implemented?  

 

 

 

 

2.4.8.  Approval to use the VA  

2.4.8.1.  Identification of the issue  

2.591  The Solvency II Directive includes a Member State option to require 

supervisory approval to use the VA (Article 77d(1). EIOPA analysed for the 

LTG r eport 2016 the application of that Member State option. Accordingly ten 

countries require approval to use the VA (DE, DK, EE, HR, IE, PL, PT, RO, SI, 

UK). In four of these countries undertakings do not use the VA (EE, HR, PL, 

SI). In 17 countries where the  VA is used by undertakings no approval is 

required (AT, BE, BG, CY, CZ, ES, FI, FR, GR, HU, IT, LI, LU, NL, NO, SE, SK).  

2.592  Article 77d(1) does not provide a level playing field because depending on 

the country of authorisation undertakings need to or do not  need to request 

approval to use the VA. This constitutes an unequal treatment between 

undertakings of different jurisdictions. In particular, undertakings incur 

different costs when they apply the VA because in some jurisdictions they 

incur the costs of t he approval process and in others not.  

2.593  Furthermore, an undertaking that does not receive approval by is 

supervisory authority to use the VA could still do so if it was authorised in a 

country that does not require approval. These differences may be mitiga ted 
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because the supervisory review process in countries without VA approval can 

also result in disallowing undertakings to use the VA where it is found 

inappropriate.   

2.4.8.2.  Analysis    

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

¶ Require supervisory approval to use the VA in all Member States  

¶ Do not require supervisory approval to use the VA in all Member States  

2.595  To require supervisory approval ensures that NSAs have up to date 

information on the use of the VA in their market. NSAs can  subject the use 

of the VA to conditions. Such conditions could include in particular:  

¶ where the VA includes undertaking -specific application ratios or is based on 

undertaking -specific asset allocation, that the processes, data and 

assumptions for calculat ing the undertaking -specific components of the VA 

are appropriate,  

¶ that the undertaking is able to earn an asset yield that is at least the risk -

free interest rates plus the VA (ñto earn the VAò),  

¶ where the VA is based on a representative portfolio, that the asset of the 

undertaking does not deviate unduly from the representative portfolio used 

to calculate the VA.  

2.596  Preventing that undertakings do not use the VA without complying with 

such conditions could help to ensure that undertakings use appropriate 

discount rates to value their insurance liabilities and thus set up adequate 

technical provisions. This would contribute to policyholder protection. 

Supervision would be more effective because NSAs have more insight into 

the use of the VA by their undertakin gs.  

2.597  On the other hand, if no supervisory approval was requested, then NSAs 

and undertakings would not incur the costs for the approval process.  

2.598  In comparison, no change is not the preferred option because it does not 

provide a level playing field across co untries. The choice between supervisory 

approval in all Member States and no supervisory approval in all Member 

States depends on the design of the VA. EIOPA will decide on its preference 

on the design after the consultation.  

2.4.8.3.  Advice  

2.599  In EIOPAôs view the question whether the use of the VA should be subject 

to supervisory approval should be answered in the same way for all Member 

States.  

2.600  Whether the VA should be subject to supervisory approval depends on the 

design of the VA. EIOPA will decide on its prefer ence on the design after the 

consultation.  
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2.5.  Dynamic volatility adjustment in internal models  

2.5.1.  Extract from the call for advice  

3.6. Dynamic modelling of the Volatility adjustment  

EIOPA is asked to assess whether the modelling of the DVA by internal model 

users sets disincentives for insurance and reinsurance undertakingsô 
investment and risk management strategies, and whether the existence of 

diverging practices in this regard can be detrimental to the level playing field. 
In this context, EIOPA is asked to  assess the appropriateness of this dynamic 
modelling in internal models in light of the assumptions underlying the 

volatility adjustment. In case that EIOPA advises to maintain this dynamic 
modelling in internal models, it should also advise on criteria t o improve 

harmonisation of the modelling.  

 

2.601  The assessment of this request is considered in the context of COMôs call 

for information on long term guarantee measures (CfI) 87  as well as in the 

context of EIOPAôs óOpinion on the supervisory assessment of internal models 

including a dynamic volatility adjustmentô (óDVAô), EIOPA-BoS-17/366, óDVA 

opinionô in the following, envisaging to monitor the developments using 

information collected from Members and to assess the implementation of this 

opinion.  

2.5.2.  Previous a dvi ce  

2.602  EIOPA did not provide advice on this topic so far but issued the DVA opinion 

as mentioned above.  

2.5.3.  Relevant legal provisions  

2.603  The DVA in internal models is governed especially by the regulatory 

requirements on internal models. These especially are Articles  112 ï 127 of 

the Solvency II Directive and Articles 222 ï 246 of the Delegated Regulation 

for single undertakings and the respective Articles for groups. Furthermore, 

more general requirements on governance including risk management and 

on disclosure to s upervisors and public are relevant.  

2.604  Of specific importance in the DVA context are the requirements of the 

óstatistical quality standardsô (SQS) of Article 121 of the Solvency II Directive, 

including the consistency with the methods used to calculate techni cal 

provisions, but also the ability to rank risks mentioned in Article 232 of the 

                                                           
87https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information
%202018 -04 -25.pdf   

https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information%202018-04-25.pdf
https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information%202018-04-25.pdf
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Delegated Regulation. At the same time the requirements on use test of 

Article 120 of the Solvency II Directive and its specification in the Delegated 

Regulation have to be complied with, including fit to the business (Article 224 

of the Delegated Regulation) and integration in risk management (Article 226 

of the Delegated Regulation. Of a more general importance is the coverage 

of all material risks (Article 233 of the Deleg ated Regulation).  

2.605  The frame is set by the regulation of the volatility adjustment, especially 

Articles 77d and 44 of the Solvency II Directive and Articles 49 ï 51, 278 of 

the Delegated Regulation.  

2.5.4.  Other regulatory background  

2.606  Connections exist in a natural  way to the review of the volatility adjustment 

itself, but there is no connection visible to regulatory changes beyond the 

review of Solvency II.  

2.5.5.  Identification of the issue  

Dynamic volatility adjustment in internal models  

2.607  The volatility adjustment (VA) w as introduced as one of the ólong-term 

guaranteeô (LTG) measures to mitigate the impact of exaggeration of bonds 

spreads by adjusting the risk free rates (óRFRô) to calculate the technical 

provisions. As internal models are required to generate a probabili ty 

distribution forecast that determines changes in basic own funds to calculate 

the SCR consistent with the methods to calculate the technical provisions 

(TP), some internal model users implemented so called ódynamic volatility 

adjustmentô (DVA) approaches that take the VA into account in the SCR by 

allowing the VA to move in line with the modelled credit spreads during the 

1-year forecast of basic own funds. Some other models keep the VA constant 

(CVA) as in the standard formula.  

2.608  The idea of DVA approach es could be illustrated as follows:  

2.609  Under the VA, changes in asset values (ǧA) are (partly) compensated by a 

TP adjustment (ǧTP): 
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2.610  In a generic view, this effect is anticipated in DVA approaches in the 

scenarios simulated to determine the SCR:  

 

2.611  One of the key questions addressed under the  key words óovershootingô 

and óundershootingô (see section 2.4.5.1 ), is whether the relation of the 

impact on assets and the TP adjustment are sensible.  

Issues identified  

2.612  Relevant issues as identified in EIOPAôs DVA opinion and underlined and 

exemplified i n COMôs CfA are: 

1.  Potential disincentives for risk and investment management.  

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

modelling approaches.  

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

volatility adjustment.  

2.613  COM in the CfA is asking EIOPA to provide advice on  

1.  whether to maintain the DVA  

2.  if óyesô, criteria to improve harmonisation of the modelling  

2.614  With respect to these issues one could generally state that internal models 

as described above funda mentally rely on the approach to generate a 

distribution of basic own funds or impacts on these and therefore perform a 

projection under stressed conditions as consistent with valuation as possible. 

Any deficiencies of the VA consequently translate to the SCR and are amplified 

if changes to the VA are anticipated by closely modelling the EIOPA VA 

methodology in a DVA approach. But, as laid out in the EIOPA DVA opinion, 

at the same time there should be no disincentives for risk and investment 
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management, and  that is currently the case for some insurers if they would 

directly model the VA especially due to what is called óovershootingô and due 

to a lack of dynamics of the risk correction.  

2.615  With respect to risk and investment management, the EIOPA DVA opinion 

especially mentions lowering of the SCR while increasing actual risk. This 

often is also associated with changing the 'risk ranking', e.g. without DVA the 

internal model would indicate a widening of credit spreads to be the relevant 

risk, while with DVA a t ightening of credit spreads would be indicated as risk, 

which is unintended. But also a mitigation of risk not changing the order but 

extremely reducing the ódistanceô, and not justified by the undertakingôs risk 

profile, could lead to disincentives 88 .  

2.616  The need and desire to remove risk management disincentives led to the 

implementation of óholistic approachesô deviating from replication of the 

EIOPA VA methodology and in the EIOPA DVA opinion to the introduction of 

the so called óprudency principleô, under which undertakings using a holistic 

approach shall demonstrate that their SCR is at least as high as if replicating 

the EIOPA VA methodology.  

2.617  But, this prudency principle in certain cases could lead to re - introducing 

certain parts of the issues, and thus does not seem to work properly especially 

in pronounced cases. E.g. in the situation of an inversion of the risk ranking 

under a replication of the EIOPA VA methodology, the prudency principle 

could introduce a floor for the risk of spread widening which i s derived from 

a risk of spread tightening, potentially leading to unintended limitations. The 

prudency principle consequently cannot serve as a benchmark in general.   

2.618  As identified in the section 2.4.5.1 , key sources of VA óovershootingô and 

consequently  SCR issues are the mismatch of credit spread sensitivity of 

assets and liabilities (incl. volume and duration mismatches), allocation 

mismatches compared to the VA reference portfolio (incl. sector, e.g. 

sovereign and corporate, and credit quality step) a nd the fact that the current 

VA risk correction (cf. Article 77d (3) of the Solvency II Directive) could 

underestimate expected losses or unexpected credit risk (e.g. migration, 

default) or other risks of the assets, especially in extreme economic 

environm ents and for certain assets as it relies on a 30 -year -Long -Term -

Average -Spread. The latter and the former can cause DVA models not to be 

órisk sensitiveô, i.e. not sufficiently show real risks and not sufficiently support 

risk ranking.  Also, óundershootingô could be caused, e.g. if the actual portfolio 

and VA reference portfolio have structural differences regarding government 

bonds.  

                                                           
88  To illustrate: óDistanceô would be measured in difference of SCR impact e.g. in scenario 
calculations in ALM studies. In a simplified example, suppose the SCR impact of increasing credit 
quality step by one or three steps would increase SCR by 10 or 100 pre DVA. If now the DVA would 
change the relation to 8 vs. 10, investing in ris kier assets could become more attractive than 
intended from risk management point of view.  
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2.5.6.  Analysis  

2.5.6.1.  Use of the DVA and modelling approaches observed  

2.619  At year -end 2018, 62 undertakings are using an internal model for s olo -

purposes including a DVA. Three of these undertakings will drop out during 

2019 due to merger & acquisition.  

2.620  All DVA undertakings belong to eight insurance groups, in each of which 

the approach to the DVA is homogeneous, i.e. eight DVA approaches are 

observed in the market. Four of these approaches could be classified as ódirect 

approachesô, i.e. with the ambition to replicate the EIOPA VA methodology. 

Those four approaches cover 38 solo undertakings, partly including margins 

of prudency related to the  concrete model setup. Four DVA approaches could 

be classified as óholisticô, i.e. deviate from closely modelling the EIOPA VA 

methodology with the aim to solve undesirable risk management incentives. 

These holistic approaches cover 24 undertakings and dif fer motivated by risk 

management and risk profile analysis. They can be said to implement an 

alternative measure of credit risk or credit risk impact based on own 

assessments and vary conceptually in approach and technical specification. 

The deficiency tha t the VA underlying assumptions ( see section 2.4.5.1 ) are 

unclear to a certain extent translates again to the DVA, which is not only 

relevant in the context of holistic approaches.  

2.621  One of the holistic approaches uses a modified VA methodology based on 

und ertaking specific application ratios which try to address the liquidity of 

liabilities as well as the volume and duration of assets and liabilities similar 

to approach 1 as described above (add reference), including a modified risk 

correction. One other ho listic approach also applies an undertaking specific 

application ratio based on durations of assets and liabilities but addresses 

potential mismatches in volume and credit quality standing by operating 

based on the own asset portfolio, limiting the effect according to the prudency 

principle by a reduced and potentially undertaking specific ógeneral 

application ratioô. Two further approaches modify the modelled credit spread 

risk itself. One of these approaches reduces the shock by a uniform rate based 

on an  illiquidity analysis of the liabilities. The second one implemented a more 

differentiated approach to fundamental losses and market value impacts, also 

including an illiquidity analysis of liabilities.  

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

credit risks were modelled, including sovereign risk.  

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

insurance undertakings falling under Solvency II with 2% is small, the portion 

in terms of volume of assets and technica l provisions with 15% is relevant:  
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 Total figures:  DVA users vs. all Solvency II undertakings (amounts in 

Mio. ú) 

  Number  Assets  TP  SCR 

VA impact 

on SCR  

DVA users  62  1.748.318  1.320.105  86.777  26.482  

Total  2.787  11.348.380  8.822.464  651.798  40.425  

 

Re lative portions: DVA users vs. all Solvency II undertakings  

  Number  Assets  TP  SCR 

VA impact 

on SCR  

DVA 2%  15%  15%  13%  66%  

EEA no DVA  98%  85%  85%  87%  34%  

 

 

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

and reinsurance) o r by country the following table provides an overview:  

Country  Groups  
Solo undertakings  

Life  Non -Life  Composite  Reinsurance  Total  

AT 0 2 1 1 0 4 

BE 0 0 1 1 0 2 

CZ 0 0 0 1 0 1 

DE 2 12  7 3 2 24  

FR 1 6 7 2 0 15  

IE 0 0 2 0 0 2 

IT  1 1 0 1 0 2 

NL 3 6 5 0 1 12  

UK 1 0 0 0 0 0 

Total  8  27  23  9  3  62  

2.5.6.2.  Approach to the analysis  
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2.625  The analysis was based on data available at NSAs and EIOPA as especially 

model documentation as well as quantitative reporting templates (QRTs) and 

narrative reporting, supplemented b y a dedicated questionnaire to 

undertakings including qualitative information as well as results from 

specifically requested calculations. The qualitative part is focussed on risk and 

investment management but also includes questions on the risk profile an d 

the impact of the DVA on it. The quantitative part of the questionnaire to 

undertakings targeted at three dimensions: calculations under spread stress 

(+100 bps / -50 bps uniformly applied), separation of the impact from 

switching on/off the VA in CVA an d DVA, and thirdly SCR details e.g. on 

impacts on credit spread risk SCR and on sovereign risk. QRTs evaluated 

especially comprise S.22 (impacts of LTG measures) and S.06 (asset -by -

asset reporting).  

2.626  From the total sample of DVA users, 15 undertakings were exempted from 

answering the questionnaire, 13 of these due to materiality criteria and 2 

because impacted by a merger & acquisition operation completed before the 

due date of the questionnaire. I.e. for 47 of 62 DVA users detailed data are 

available with t he following coverage:  

    Total figures: DVA users total vs. submitted questionnaires (amounts 

in Mio. ú) 

  SCR SCR impact  TP  Own Funds  

DVA users  86.777  26.482  1.320.105  243.799  

Submissions  79.547  22.993  1.232.529  221.724  

Portion  92%  87%  93%  91%  

 

2.5.6.3.  Analysis of the identified issues  

2.627  This subsection presents the analysis of t he identified potential issues as 

described above ( see section 2.5.5 ):  

1.  Disincentives for risk and investment management  

2.  Impacts on the level playing field  

3.  Appropriateness in the context of the VA underlying assumptions  

4.  Reporting to supervisors and public.  

2.628  The Advice to COM whether to maintain the DVA and potential criteria to 

improve harmonisation is dealt with under the óconclusionsô and in the óadviceô 

section.  

2.5.6.3.1.  Disi ncentives for risk & investment management  

2.629  The COMôs CfA does not explicitly mention concrete disincentives, but from 

the DVA opinion as well as from the questionnaire to NSAs and undertakings, 
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the main concern is the incentive to investment in riskier assets for the sole 

purpose of lowering the SCR. This would also be considered as the main dri ver 

for putting in place investment strategies that could trigger pro -cyclical 

behaviour in a stressed situation. NSAs especially mentioned potential 

pronounced cases of an inversion of risk ranking if the DVA would replicate 

the EIOPA VA methodology (ódirect approachô), i.e. without DVA the internal 

model would indicate a widening of credit spreads to be the relevant risk, 

while with DVA a tightening of credit spreads would be indicated 89 . But also 

mentioned was increasing the appetite for credit spread ris k by nearly 

eliminating credit spread risk in the internal model due to a DVA.  

2.630  The questionnaire asked NSAs on their observations with respect to such 

disincentives. The answers were that also thanks to measures taken no such 

disincentives were observed. M easures included fostering pillar 2 activities as 

well as the implementation of holistic approaches. In this context one NSA 

confirmed the observation of pronounced cases with inversion of risk ranking 

if a direct approach would have been used instead of a  holistic one. Also, 

undertakings answers confirmed NSAs expectations in general. 

Supplementary, the decomposition of DVA usersô asset portfolios was 

compared to the EIOPA reference portfolio in the granularity as published in 

the monthly RFR publication. No particular systematically different allocations 

than for undertakings in the market were spotted, like e.g. relevant majority 

of DVA users being invested closer to the reference portfolio or in 

systematically riskier assets.  

2.631  Still, the risk of such pote ntial disincentives is known to exist in theory and 

practice, underlined by the implementation of holistic DVA approaches. From 

the analysis, EIOPA concludes that  

1.  The DVA amplifies VA deficiencies, but does not add new drivers.  

2.  Relevance of deficiencies d epends on the concrete risk profile  

3.  Key sources of VA óovershootingô and SCR issues are: 

¶ Mismatch of credit spread sensitivity of assets and credit spread / 

VA sensitivity of liabilities (incl. duration and volume mismatches)  

¶ Allocation mismatch to referen ce portfolio (incl. sector and credit 

quality step (óCQSô)) 

¶ The current VA risk correction according to its definition as long 

term average over 30 years is essentially static and could 

underestimate unexpected credit risk (e.g. migration, default) or 

othe r risks of the assets, especially in extreme, stressed scenarios 

                                                           
89  See also paragraph 2.617  on issues observed with the prudency principle: If an inversion of risk 
ranking is observed under a replication of the EIOPA VA methodolo gy and the prudency principle 
from the EIOPA opinion is applied to a holistic approach, which tries to solve the issue, this could 
introduce a floor for the risk of spread widening which is derived from a risk of spread tightening, 
potentially leading to u nintended limitations. The prudency principle consequently cannot serve as 
a benchmark in general and to avoid disincentives.  
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and extreme economic environments and for certain assets ï as 

included in simulations for DVA/SCR purposes.  

2.632   In the DVA sample one of 47 showed an increase of own funds under a 

simple flat + 100 bps credit spread sensitivity. However, this flat stress, 

especially with respect to pronounced CQS allocation mismatch between 

undertakingsô portfolios and the VA reference portfolio, is not giving a 

representative picture.  

2.633  Thus to avoid disincentive s the DVA benefit should be risk sensitive, 

reflecting the risks present in assets and liabilities covered. To foster this and 

to open the way for more harmonisation, ideally issues would be solved at 

source, i.e. in the VA, as this would allow more insure rs to directly model the 

EIOPA VA methodology with acceptable outcomes and avoiding unintended 

risk management incentives.  

2.634  Summarizing, the following principles should be used to design an 

appropriate solution:  

1.  No disincentives for risk and investment mana gement, especially no 

óovershootingô (or óundershootingô) 

2.  DVA benefit should be risk sensitive, reflecting the risks present in assets 

and liabilities covered. In particular, there should be no full elimination 

of credit spread SCR, and the DVA benefit sho uld reflect unexpected risks 

(esp. migration & default).  

2.5.6.3.2.  Impacts on the level playing field  

Analysis of the impact of the introduction of the DVA on the market  

2.635  As described, while in the standard formula and CVA approaches the VA is 

kept constant, DVA appr oaches in the SCR anticipate impacts from changes 

in the VA according to the credit spread environment in the simulated 

scenarios. Furthermore, DVA models were only approved if all credit risks are 

modelled, incl. sovereign risk for EEA exposures. Correspo ndingly DVA users 

in the questionnaire were requested to calculate the SCR for year -end 2018 

in the following variations:  

 

Variant  no VA, sov. as SF  no VA  CVA  DVA  

Volatility 

Adjustment  
no VA  no VA  constant VA  dynamic VA  

Sovereign 

risk  

exposures 

exempted as in 

standard formula  

as modelled, 

esp. incl. EEA 

exposures  

as modelled, 

esp. incl. EEA 

exposures  

as modelled, 

esp. incl. EEA 

exposures  
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2.636  In a weighted average, the relative impact of the single steps on the SCR 

could be displayed as follows. Reference poi nt is the SCR ówithout VAô as 

displayed in QRT S.22, i.e. variant óno VAô in the systematic introduced above: 

 

2.637  One way of evaluating the impact of the introduction of DVA models to the 

market, consequently is to consider the óDVA net sovô impact, i.e. the 

difference between CVA and DVA but subtracting the initial increase of the 

SCR by introducing sovereign risk also for exposures exempted in the 

standard formula. This impact on the sample of 47 DVA users having 

answered the questionnaire is -3.3 % relative  to the SCR without VA. The 

impact of óswitching offô the VA as required in QRT S.22 is -23.1%. 

Consequently, on weighted average level there is only a limited impact 

comparing DVA models with constant VA in standard formula or internal 

models, if not enfo rcing modelling of sovereign exposures. Please note that 

there are internal models in the market including sovereign risk but neither 

using CVA nor DVA.  

2.638  On single undertaking level, the corresponding impacts vary but do not 

show systematic dependencies on  approaches used or on whether a ódirect 

approachô or a óholistic approachô is used. Impacts seem to rather depend on 

the type of business, e.g. life and non - life insurers, but also within and across 

these types, further discriminants determining the risk profile seem to be 

relevant. Inspected discriminants were inter alia country (e.g. influencing 

products offered or typical investment behaviour as reflected in the country 

reference portfolios) or sensitivity of assets and liabilities in terms of óeffective 

durationô. Also a potential striking asset portfolio structure dependency could 

not be detected as dominant up to now.  

2.639  The following graph illustrates the decomposition of DVA impacts as 

displayed in the waterfall diagram above on single undertaking leve l:  
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2.640  The letters at the bottom display whether approach used is ódirect 

approachô (letter ódô) or a óholistic approachô (letter óhô). The red bars show in 

relative terms the SCR before introducing sovereign risk beyond standard 

formula exposures and the bl ue bars show the impact of this introduction, i.e. 

the sum of red and blue bars is 100% resembling the SCR without VA shown 

in QRT S.22. The green bars show the relative impact of using a constant VA 

(CVA) and the violet bars show the difference between th e impact of using a 

CVA and the implemented DVA. Finally the black dots show the net impact of 

introducing DVA beyond CVA and subtracting the additional sovereign risk 

charge. The dashed line shows the weighte d average for the market of -3.3 . 

2.641  The following  bar plot provides an isolated view on the net impact:  
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2.642  The following boxplot provides elementary statistics on the sample:  

 

2.643  The solid line in the box shows the median ( -4.7%), i.e. value for which 

the net impact is smaller for 50% of the samp le and the lower boundary ( -

9.5 %) of the box shows the value for which 25% of the sample show a smaller 

value, i.e. in the case of negative impacts shown here, we can conclude that 

for 75% of the sample the net impact is less reduction. Single data points 

with net im pact stronger than -10% were analysed and e.g. showed to have 

comparably strong credit spread calibrations before DVA. Consequently also 

on single undertaking level there is no immediate indication of systematic 

level playing field issues.  



 

195  

2.644  The following gr aph based on public available information shows the impact 

as displayed in the QRT S.22 comparing SCR with DVA to SCR without VA 

(both including sovereign risk:  

 

 

 

2.645  This graphic in combination shows sorting approaches, which are 

homogenous within groups, c ountries as well as business type. Also impact 

was plotted against further aspects of risk profile like óeffective durationô, and 

certain characteristics of the asset portfolio like sector and credit quality step 

were inspected. No obvious pattern was obse rved.   

2.646  As only a holistic view on the model (not only the DVA) and the connection 

with risk profiles allows judgment, assessing achievement of level playing 

field is naturally complex. The analysis performed shows no systematic 

differences in relative imp acts, neither between approaches nor between the 

groups of direct or holistic approaches, that would immediately suggest a 

breach of the level playing.  

2.647  The prudency principle introduced in the DVA opinion as a measure to 

support the level playing in certa in cases could lead to re - introducing certain 

parts of the issues, and thus could be said to not work properly especially in 

pronounced cases. E.g. in the situation of an inversion of the risk ranking 

under a replication of the EIOPA VA methodology, the pr udency principle 

could introduce a floor for the risk of spread widening which is derived from 

a risk of spread tightening, potentially leading to unintended limitations. 

Given the current definition of the VA, the prudency principle consequently 

cannot se rve as a benchmark in general.  
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2.648  Also the question was raised whether preferences from NSAs could impact 

the level playing field. With respect to this, no NSA currently publically states 

to not approve DVA models, but one NSA raised concerns against the DVA in 

general from a technical point of view.  

2.649  To further develop consistency of supervisory practices, by opening the 

way for more harmonisation, ideally issues would be solved at source, i.e. in 

the VA, as this would allow more insurers to directly model the  EIOPA VA 

methodology with acceptable outcomes and avoiding unintended risk 

management incentives at the same time.  

2.5.6.3.3.  Appropriateness in the context of the VA underlying 

assumptions  

2.650  As laid out in the section of VA deficiencies (see section 2.4.5.1 ) the 

assumptions underlying the current VA are considered to be unclear. 

According to the DVA opinion, NSAs inter alia should assess all elements of 

the EIOPA VA methodology (e.g. choice of the reference portfolio, the 

fundamental spread) and their variation over the forecasting period, including 

the assumptions underlying the VA and any deviations from that in the 

undertakingôs risk profile. In the introduction, the DVA opinion regarding the 

VA underlying assumptions refers to the ability of the undertaking to ear n the 

VA. However, the DVA opinion does not define these assumptions but 

considers these to set the frame and the requirements to have to take into 

account in the DVA context, e.g. assessed under the stressed scenarios 

relevant for the modelling approach. Clarity of the VA underlying assumptions 

is thus considered to be key. This especially is relevant when assessing the 

appropriateness of holistic modelling approaches.  

2.651  As stated in section 2.4.5.1 , the VA can be considered as a compensation 

for exaggeratio ns in bond spreads, potentially independent from the liability 

characteristics of an insurer. Alternatively, it can be considered to represent 

an additional illiquidity premium on assets that replicate the liabilities; or put 

differently, an additional pre mium which insurers acting as long - term 

investors (with respective liabilities) are able to earn. The assumptions 

underlying the VA are based on the interpretation chosen and without an 

interpretation these underlying assumptions are at current not perfect ly clear 

cut. Consequently the assessment of the appropriateness of the DVA in the 

context of the VA underlying assumptions focussed on the mitigation of 

stresses on credit spread, i.e. the impact on the SCR under the perspective 

whether this mitigation is  óovershootingô.  

2.5.6.4.  Conclusions  

2.652  From the analysis as described above with respect to the questions raised 

by COM in the CfA the following conclusions are drawn.  
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2.653  Does the DVA set disincentives for insurance and reinsurance undertakingsô 

investment and risk ma nagement strategies?  

2.654  The DVA does not introduce disincentives itself but transports potential 

disincentives from VA in valuation to SCR and amplifies them. This is 

especially true for undertakings suffering from óovershootingô for which direct 

modelling ap proaches for DVA could distort sound risk management.  

2.655  Attempts to solve this lead to a range of holistic approaches and partly 

needed significant supervisory effort. Also, in those cases the prudency 

principle compared to favoured holistic approaches coul d lead to lower SCR.  

2.656  One specific aspect is that the current VA risk correction is rather static, 

leading to the majority of stressed spreads being treated as óexaggerationô, 

regardless of risk characteristics. Where DVA models result in spread risk that 

is inconsistent with the underlying risk characteristics, undesirable 

investment and risk management strategies may follow. Similarly, different 

movements of spreads and VA compared to undertakingsô portfolio, make 

investing in riskier assets without increa sing the SCR possible, if not 

counteracting measure are taken.  

2.657  Model outcome is not mechanically transposed to risk and investment 

decisions. There is no indication that DVA users invest materially differently 

from local market practice or near to EIOPA VA  reference portfolios.  

2.658  Can diverging DVA practices be detrimental to the level playing field?  

2.659  On average, implementing a DVA in internal models has only a limited 

impact compared with constant VA in standard formula or internal models, if 

not enforcing mod elling of sovereign exposures. The weighted average DVA 

impact net of the impact of CVA and of introducing sovereign risk (beyond 

standard formula requirements) is -3.3 % relative to the SCR without VA, for 

a representative  the sample of 47 DVA users. This  level of the reduction 

indicates that the DVA does not create a material level playing field issue with 

regard to the standard formula. As comparison point, the impact of óswitching 

offô the VA (as reported in QRT S.22) is -23.1%.  

2.660  The EIOPA opinion serve s as a first safeguard against diverging DVA 

approaches achieving more benefit than the direct modelling of the EIOPA 

VA, and limiting the potential for detriment to level playing field. However, 

the opinion does not provide guidance as to what corrections  should be made 

if direct modelling is not feasible due to overshooting. This can result in lack 

of level playing field, and in those cases also high effort for supervisors and 

undertakings, especially in the approval but also the on -going supervision of 

the appropriateness of those internal models.  

2.661  Consequently, supervisors would prefer to see known potential 

disincentives introduced by the VA and amplified by the DVA to be ósolved at 

sourceô, i.e. in the VA.   
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2.662  This would be expected to also open the way f or a uniform view of 

supervisors on the DVA as concept. Furthermore, supervisory effort could be 

limited and supervisory convergence supported.  

2.663  A judgment on level -playing field can only be made with a holistic view on 

the model (not only the DVA) and on t he connection with risk profiles. It is 

therefore naturally complex. However, the analysis performed did not show 

systematic differences that would immediately suggest a breach of the level 

playing by the DVA, neither in relative impacts between approaches , nor 

between the groups of direct or holistic approaches.  

Appropriateness of DVA in light of the assumptions underlying the 

volatility adjustment  

2.664  As laid out in the section on VA deficiencies (see section 2.4.5.1 ) the 

assumptions underlying the current V A are considered to be unclear. This lack 

of clarity also impacts the supervisory approach to the DVA, which as 

described in the DVA opinion essentially requires the underlying assumptions 

to be satisfied also in stressed scenarios. Consequently, the asses sment of 

the appropriateness of the DVA in the context of the VA underlying 

assumptions focussed on the mitigation of stresses on credit spread, i.e. the 

impact on the SCR under the perspective whether this mitigation is 

óovershootingô, with conclusions as described above.  

Maintaining the DVA  

2.665  Internal models fundamentally rely on the approach to generate a 

distribution of basic own funds or impacts on these and therefore perform a 

projection under stressed conditions as consistent with valuation as possible . 

As laid out in the EIOPA DVA opinion, at the same time there should be no 

disincentives for risk and investment management, and that is currently the 

case for some insurers if they would directly model the VA due to the 

overshooting issue and lack of dyn amics of the risk correction.  

2.666  Provided that these shortcomings would be solved at source (in the VA) 

and complexity would not materially be increased, the DVA could be 

maintained.  

2.667  If no or only a partial VA solution would be introduced, measures (in 

regul ation) would be needed.  

Criteria to improve harmonisation of the modelling  

2.668  As laid out in EIOPAôs DVA opinion given the current design of the VA, a 

DVA in internal models has to be assessed from a holistic point of view 

combining requirements on modelling and appropriateness for use. Should 

observed VA deficiencies be solved at source, in general a direct 

implementation from supervisorsô point of view is natural and easier to 

assess. It would usually allow to directly comply with consistency of methods 

in t echnical provisions and internal model (Article 121 of the Solvency II 



 

199  

Directive) and use test (Article 120 of the Solvency II Directive). Note that 

deviations from direct modelling typically require sufficient insight into the 

goals, underlying assumption s and parameterizations. If direct modelling is 

not possible, these elements need to be clarified, which appears to be quite 

a material task (e.g. because the risk concept to be actually modelled needs 

to be explicitly stated).  

2.669  Deviations would then only be expected in very specific cases, in which the 

risk profile causes material overshooting in stressed cases despite VA 

measures (e.g. extreme convexity or specific options and guarantees linked 

to specific liabilities).  

2.670  If deficiencies are not solved at source, regulatory measures have to be 

considered, ensuring levelling of consistency and risk orientation as required 

by the use test.  

 

2.5.7.  Advice  

2.671  Regarding whether the DVA should be maintained, EIOPA advises as 

follows:  

1.  The DVA could be maintained, if disince ntives are solved in the VA 

(óat sourceô). This could open the way for more harmonization, as 

solving at source would allow more insurers to directly model the 

EIOPA VA methodology with acceptable outcomes and would avoid 

unintended risk management incenti ves. Depending on the concrete 

future design of the VA, this approach to internal models might 

potentially nee d to be supported in regulation.  

 

2.  I f no or partial VA solution would be introduced, measures (in 

regulation) are needed. Such measures would have the ambition to 

avoid disincentives and ensure that the DVA is risk sensitive and 

protect the level playing field. This might impact the use of ódirect 

approachesô as well as the design of óholistic approachesô.  

2.672  The following principles should be used to design an appropriate 

solution:  

3.  No disincentives for risk and investment management, especially no 

óovershootingô (or óundershootingô)90 ;  

 

4.  DVA benefit should be risk sensitive, reflecting the risks present in 

assets and liabilities covered. In particular, t here should be no full 

elimination of credit spread SCR, and the DVA benefit should reflect 

expected losses, unexpected credit risk (esp. migration & default) and 

other risk of the assets.  

                                                           
90  Please note that this does not indicate a preference for one of the VA approaches, options or 
combination of options, but is a principle to evaluate a potential new VA concept from the DVA 
perspective.   
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2.673  Please note that this advice is by intention not conclusive on the 

proposed changes to the VA, as the appropriateness to solve the observed 

VA deficiencies are currently under consultation.  

 
 

 

 

2.6.  Transitional measures on the risk - free interest rates 

and on technical provisions  

 

2.6.1.  Extract from the call for advice  

3.3. Transi tional measures  

Title VI Chapter I of the Solvency II Directive lays down a number of 
transitional provisions. EIOPA is asked to assess the ongoing appropriateness 

of the transitional provisions in terms of policyholder protection and level -
playing field. This assessment should, where applicable, also assess whether 

the ongoing possibility for companies to newly apply for the transitional 
measures should continue. EIOPA may prioritise its work on the different 
transitional measures, provided that the advice  states the reason for doing 

so. However, EIOPAôs assessment should cover at least the transitional 
measures referred to in Articles 308b (12) and (13), Article 308c and Article 

308d of the Solvency II Directive.  

2.6.2.  Previous a dvice  

2.674  In its technical findings  on the long - term guarantees assessment of 2013 

EIOPA supported the inclusion of transitionals on risk - free interest rates and 

on technical provisions in Solvency II. (See pages 115 to 116 of the findings).  

 

2.6.3.  Relevant legal provisions  

2.675  The transitionals are  set out in Articles 308c, 308d and 308e of the 

Solvency II Directive. Further relevant are Article 38(1)(d) of that Directive 

on capital add -ons in relation to the transitionals and Article 45(2a) of that 

Directive on the treatment of the measures in the own risk and solvency 

assessment. Article 278 of the Delegated Regulation provides further 

specification on the imposition of capital add -ons in relation to the 

transitionals.  
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2.6.4.  Identification of the issue  

Predominant application of the transitionals by un dertakings without 

capital gap  

2.676  According to recital 61 of the Omnibus II Directive the objectives of the 

transitionals on the risk - free interest rates and on technical provisions are as 

follows:  

¶ allow for a smooth transition to Solvency II,  

¶ avoid market di sruption and limiting interferences with existing products 

as well as ensuring the availability of insurance products,  

¶ encourage undertakings to move towards compliance with the Solvency II 

requirements as soon as possible.  

2.677  At the end of 2017, 168 insuranc e and reinsurance undertakings from the 

EEA applied the transitionals. The vast majority of those undertakings, 139 

of them, meet the SCR without the transitionals. These undertakings have, 

without the transitionals, a gap of eligible own funds to meet the ir SCR of 

EUR 7bn. For undertakings from EEA30 countries the gap is EUR 1bn. The 

size of the gap is in contrast to the overall amount of own funds of EUR 85bn 

that the transitionals create.  

2.678  Accordingly, a shortage of own funds is not the typical reason to  apply the 

transitionals. Indeed, the undertakings that apply the measures cover a broad 

span of solvency positions. For example, about 53 users of the transitional on 

technical provisions have an SCR ratio above 200% without that measure.  

2.679  The application  of the transitionals does not appear to be very targeted. At 

EEA level they create about nine times as much own funds as is needed to 

meet the SCR. This gives rise to the question whether all undertakings that 

apply the transitionals need it achieve a smo oth transition to Solvency II. 

Some undertakings may simply apply the measures to boost their solvency 

ratio.  

2.680  In any case, the broad use of the transitionals by undertakings without a 

gap of own funds contradicts the objective to encourage undertakings to  

move towards compliance with the Solvency II requirements as soon as 

possible. Because these undertakings already now would be able to comply 

with the Solvency II requirements without the transitionals.  

2.681  On average, the transitional on technical provisions  increases the SCR ratio 

by 76 percentage points. The impact differs significantly across countries; the 

highest average national increases are 244 percentage points (DE), 163 

percentage points (BE) and 128 percentage points (FR).  

2.682  The negative consequences  of unnecessary application of the transitionals 

are as follows:  

¶ The technical provisions are not valued according to Solvency II principles. 

They are lower than their transfer value and hence usually insufficient to run 
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off or transfer the insurance liabi lities. As these technical provisions are used 

to determine the regulatory solvency position of the undertakings, this 

solvency position does not reflect the real economic situation of the 

undertakings.  

¶ The distorted solvency position may provide an incent ive to undertakings to 

take higher risks than without the transitional and impairs their efficient 

supervision.  

¶ There is an unlevel playing field between undertakings that do and 

undertakings that do not apply the transitionals because the solvency positio n 

of the undertakings that apply the measures, all other things equal, appears 

to be better. This unlevel playing field can distort the competition between 

those undertakings.  

2.683  EIOPA asked NSAs why in their market undertakings apply the transitionals 

while  they have an SCR ratio without the transitional significantly above 

100%. The main reasons provided by NSAs were:  

¶ Adjusting the transitional deduction of the transitional on technical 

provisions can provide a smoothing effect that allows for a more stable  

investment policy over time.  

¶ SCR ratios are very volatile, for example regarding interest rate changes, 

and currently high SCR ratios without the transitionals might therefore 

deteriorate quickly.   

¶ Undertakings applied for the transitionals when their so lvency position was 

significantly lower than currently.  

¶ The transitional increases the SCR ratio.  

¶ The use of the transitionals is a precautionary measure in case 

undertakings face unexpected situations where they could have solvency 

needs.  

¶ Where within an insurance group some undertakings are in need of the 

transitionals, the application of the transitionals to the other undertakings 

of the group ensures a consistent approach.  

2.684  One of the reasons for undertakings to use the transitionals despite of 

sufficien t own funds without the transitional is apparently that their solvency 

position might deteriorate in the future. In such a case the undertakings 

would depend on the transitionals in order to meet solvency requirements in 

the future. The current framework d oes not support the supervision and 

management of these dependencies. While undertakings that do not meet 

the SCR without the transitionals need, in accordance with Article 308e of the 

Directive, to have a phasing - in plan that sets out the measures they in tend 

to take to overcome their dependency on the measures, undertakings that 

depend on the transitional while they currently meet the SCR without the 

measures do not need to make a phasing - in plan. The NSA may not be 

informed about the measures that an und ertaking intends to take to remove 

its dependency on the transitional. Furthermore, the NSA may not have a 
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legal basis to withdraw the transitional in case the undertaking does not take 

efficient measures to overcome the dependency.  

 

Approval of transition als after 1 January 2016  

2.685  EIOPA assessed the practice of NSAs regarding new applications in the LTG 

report 2016. EIOPA requested information on whether NSA would allow 

undertakings to start using the transitional measure at a later date than 1 

January 2016,  whether they would allow undertakings to exit from the 

transitional measure before 2032 and whether they would allow undertaking 

to reapply for the transitional after exiting.  

2.686  Of the NSAs that had responded, eight agreed that they would allow 

undertaking s to apply at a later date, while four would not allow that. Most 

NSAs agreed that they would allow undertakings to exit the transitional 

measure earlier than 2032. Several NSAs also agreed that they would allow 

undertakings to reapply after exiting.  

2.687  The r eport shows that there is no consistent approach in the approval of 

new applications after 1 January 2016. The approval of applications for 

transitionals after that date gives rise to the question whether that approach 

is in line with the fundamental idea of a transitional to smooth introduction of 

new requirements.  

Application of a capital add - on  

2.688  Recital 61 of the Omnibus II Directive states that the objectives of the 

transitionals include to allow for a smooth transition to Solvency II and 

encourage und ertakings to move towards compliance with the Solvency II 

requirements as soon as possible. Article 308e provides that undertakings 

that are unable to cover their SCR without the transitionals shall submit a 

phasing - in plan to their NSA and regularly repor t about the progress made.  

NSAs are required to revoke the approval for those transitional measures 

where they determine that it is unrealistic that the undertaking will meet the 

SCR at the end of the transition period.     

2.689  Article 37 of the Directive fur thermore allows NSAs to set a capital add on 

where the risk profile deviates significantly from the assumptions underlying 

the transitional measures. The interaction between these two provisions was 

however seen as benefiting further clarification in which  cases a capital add 

on would be adequate rather than a revocation.  

2.6.5.  Analysis    

Policy issue 1: Predominant application of the transitionals by 

undertakings without capital gap  

2.690  The following policy options to address this issue have been identified:  
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¶ 1.1 Res trict the use of transitionals  

¶ 1.2 Limit impact of transitionals for undertakings without capital gap  

¶ 1.3 Strengthen disclosure on transitionals  

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

transitionals  

2.691  The options can be adopte d separately on in combination.  

1.1 Restrict the use of the transitionals  

2.692  Articles 308c and 308d do not set out any conditions for the application of 

the transitionals that relate to the undertakingôs need for the transitional. This 

could be corrected by i ntroducing a requirement that restricts the application 

of the transitionals to undertakings that need the transitional to ensure a 

smooth transition to Solvency II. The requirement should be principle based. 

According to the requirement, undertakings shou ld demonstrate:  

¶ That there would be negative consequences in case they do not apply the 

transitional, in particular with regard to existing and new insurance 

products.  

¶ That the application of the transitional would mitigate those negative 

consequences.   

2.693  Where the demonstration of the undertaking is not convincing, the NSA 

should not approve the use of the transitional. During the transitional period 

the undertaking should regularly update the demonstration. In case the need 

for the transitional cannot be demonstrated anymore, the NSA should revoke 

the approval. This rule should also apply in case the transitional was approved 

before introduction of the new requirement.  

2.694  The option ensures that undertakings that are not in need of the 

transitional have to co mply with the requirements of Solvency II, specifically 

to set up market -consistent technical provisions.  

2.695  The option would improve the level playing field between undertakings that 

are not in need of the transitional. It would not improve the level playin g field 

between those undertakings and undertaking that are in need of the 

transitional.   

1.2 Limit impact of transitionals  for undertakings without capital gap  

2.696  The impact of the transitionals could be limited in order to mitigate the 

distortion of the re gulatory solvency position introduced by the transitional 

and the resulting detriment to the level playing field. To this end the 

transitional deduction of an undertaking would be capped so that its SCR ratio 

does not exceed the following amount:  

max(100% , SCR ratio without transitional )  
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2.697  For undertakings that do not comply with the SCR with the transitionals, 

no change should be made.   

2.698  Consequently, as long as undertakings meet their SCR without the 

transitional the transitional would have no impact on th eir own funds and SCR 

ratio. When undertakings do not meet their SCR anymore without their 

transitionals, their SCR ratio would be 100%.  

2.699  Under this approach all undertakings that do not comply with the SCR 

without the transitional would have the same SCR ratio. Only the solvency 

position without the transitional would inform about differences between 

these undertakings. This does however not appear to be a loss of information 

because also currently a meaningful comparison of the solvency positions of 

under takings on the basis of the transitional is hardly possible.   

2.700  The option would significantly improve the level playing field. For most 

users of the transitionals it would currently not have an impact on their 

solvency position anymore, hence ensuring equa l treatment with the 

undertakings that do not apply the transitionals. For undertakings that do not 

comply with the SCR without the transitional the impact of the transitional 

the distortion introduced by the transitional is minimised.  

2.701  A proportionate impl ementation of the option would be achieved by 

allowing for approximations in the calculation of the cap.  

2.702  One of the downsides of the option is that for undertakings that do not 

comply with the SCR without transitional but comply with the SCR with the 

trans itional, it is not visible anymore how close they are to breaching the SCR 

with the transitional because their SCR ratio is 100%. This issue could be 

addressed by requiring that also the SCR ratio before cap, as today, is 

calculated and disclosed.  

2.703  A varian t of this option is to set the SCR ratio at the maximum of 150% 

and the SCR ratio without the transitional. This would reflect that insurance 

and reinsurance undertakings typically aim for an SCR ratio that is a 

significantly higher than 100%. Whereas the maximum of 100% indicates an 

SCR breach for undertakings reporting an SCR ratio of 100%, a maximum of 

150% does not provide information on whether or not there is an SCR breach 

without the transitional; there is no distinction between no SCR breach when 

th e ratio without the transitional is between 100% and 150% and when there 

is an SCR breach.  

1.3 Strengthen the disclosure on transitionals  

2.704  In order to mitigate the impact the issues outlined above, the disclosure 

on the use of the transitional could be stre ngthened as follows:  

¶ The SFCR should set out the reasons for the use of the transitional. In 

case the undertaking does not comply with the SCR without the 

transitional, this fact would be sufficient reason. Where undertakings 
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comply with the SCR without th e transitional other reasons should be 

provided.  

¶ The SFCR should include an assessment of the dependency of the 

undertaking on the transitional. In case of a dependency, the undertaking 

should describe the measures it has taken to remove the dependency by 

the end of the transitional period.  

¶ The part of the SFCR addressed to policyholders should include the 

following information:  

o the impact of the transitional on the undertakingôs solvency position,  

o the reason for applying the transitional,  

o the prospect t o reduce any dependence on the transitional by the end 

of the transitional period.  

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

the transitionals  

2.705  In order to support the supervision and management of dependencies on 

the t ransitional, also undertakings that comply with their SCR without 

transitionals should, mutatis mutandis, fall under Article 308e of the Directive 

with the following consequences:  

¶ Undertakings should inform their NSA about any dependencies on the 

transitio nals.  

¶ Undertakings should take the necessary measures to ensure removal of 

the dependencies at the end of the transitional period.  

¶ Undertakings should make a phasing - in plan setting out the planned 

measures to remove the dependencies at the end of the tran sitional period 

and submit it to their NSA.  

¶ Undertakings should submit annually a report to their NSA setting out the 

measures taken and the progress made to remove the dependencies at 

the end of the transitional period. NSAs should revoke the approval for  

the application of the transitional where that progress report shows that 

removal of the dependencies at the end of the transitional period is 

unrealistic.  

Policy issue 2: Approval of transitionals after 1 January 2016  

2.706  The following options for addressing  the issue have been identified:  

¶ 2.1 Allow new approvals for the transitionals  

¶ 2.2 Disallow new approvals for the transitionals  

¶ 2.3 Allow new approvals for the transitionals only in specified cases, 

namely:  

Á An undertaking newly falls under Solvency II beca use it has passed 

the thresholds of Article 4 of the Solvency II Directive  
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Á An undertaking transfers a portfolio that is subject to the transitional 

to another undertaking  

2.1 Allow new approvals for the transitionals  

2.707  Under this option all NSAs should allow  undertakings to start or restart 

applying the transitionals from a date after 1 January 2016 onwards, provided 

the legal requirements currently set out in the Solvency II Directive are met. 

Thereby the option would improve the consistent application of th e 

transitionals. It may however be considered at odds with the purpose of the 

transitionals to allow for a smooth transition to Solvency II (see recital 61 of 

the Omnibus II Directive). Because the undertaking would usually have 

already applied Solvency II  for several years when they seek approval to use 

the transitional. The option may facilitate that undertakings to move away 

from compliance with the Solvency II requirements while the objective of the 

transitionals is to encourage undertakings to move tow ards compliance with 

the Solvency II requirements as soon as possible.  

2.2 Disallow new approvals for the transitionals  

2.708  Under this option the opposite approach is taken. NSAs would not approve 

new applications of the transitionals anymore, thereby also imp roving the 

consistent application of the transitionals. The option would be in line with 

the objective of the transitionals to allow for a smooth transition to Solvency 

II and to encourage undertakings to move towards compliance with the 

Solvency II requir ements as soon as possible.  

2.709  There could be a concern that the option does not contribute to a level 

playing field. Because undertakings that are not using the transitionals and 

are competing with other undertakings that do apply the transitionals cannot 

overcome this possible competitive disadvantage by also starting to apply the 

transitionals. However, it can be argued that extending the use of the 

transitional to undertakings not in need for it regarding their solvency position 

is not an appropriate measu re to mitigate the level playing field issue the 

transitionals introduce. Furthermore if a ban of new applications was 

introduced, undertakings would usually be able to anticipate that and seek 

approval before the ban is applicable.  

2.710  The option could result  in a level playing field issue with regard to 

undertakings that were active before 1 January 2016 but become subject to 

Solvency II only in the future, for example because they until then they were 

excluded from Solvency II on the basis of Article 4 of th e Solvency II 

Directive. These undertakings had not the opportunity to apply for the use of 

the transitional from 1 January 2016. Another case were denying approval 

after 1 January 2016 may not be justified is where insurance portfolios to 

which the transi tionals are applied are transferred to another undertaking. 

Without new approval by its NSA that undertakings would not be able to apply 

the transitional to the transferred portfolio. This might be an obstacle to 

transferring insurance portfolios. Such a t ransfer may however be in the 
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interest of policyholders, for example when the original undertaking has an 

insufficient solvency position.         

2.3 Allow new approvals for the transitionals only in specified cases  

2.711  This option has the same characteristics as the option describe before, but 

avoids the issues explained that the end of that option, by allowing new 

approvals only when an undertaking newly falls under Solvency II because it 

has passed the thresholds of Article 4 of the Solvency II Directive or w hen an 

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

undertaking.  

Policy issue 3: Application of a capital add on  

2.712  The interaction of a revocation of the approval for the transitionals and the 

application of a capital add  on requires further clarification to ensure 

supervisory convergence on that matter.  

2.713  It is considered sensible to revoke an approval for the transitionals where 

the phasing - in plan provided by the undertaking is unrealistic and the NSA 

does not believe it  can be made realistic so as to ensure that undertakings 

will be able to ensure compliance with the SCR.  

2.714  However, there may also be cases where a phasing - in plan provided by the 

undertaking is unrealistic, but the NSA believes a different phasing - in plan 

would be realistic and therefore requires an update of the phasing - in plan. In 

such case the NSA still considers that the undertaking will be able to ensure 

compliance with the SCR at the end of the transitional period. The same holds 

in a situation where a phasing - in plan becomes unrealistic as the future turns 

out different from expected (e.g. measures planned not as effective as 

considered etc.). Also in this situation, NSAs may require an update of the 

phasing - in plan. In these cases, EIOPA considers it  sensible to allow the 

application of a temporary capital add -on according to Article 37 of the 

Solvency II Directive. A revocation is not immediately required then. Article 

37 of the Solvency II Directive could be clarified in that respect.  

Comparison of options  

Policy issue 1 -  Predominant application of the transitionals by 

undertakings without capital gap  

2.715  The preferred policy option for this policy issue is to strengthen disclosure 

on transitionals (Option 1.4) because it improves transparency on the 

tr ansitionals which will be for the benefit for policyholders, supervisory 

authorities an stakeholders that need to assess the financial position of 

insurance and reinsurance undertakings (for example investors, analysts, 

rating agencies and journalists). At  the same time, the option is compared to 

Options 1.2, 1.3 and 1.5 the least intrusive change to the current framework 

for the transitionals.  
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Policy issue 2 -  Approval of transitionals after 1 January 2016  

2.716  The preferred policy option for this policy issue  is to allow new approvals 

for the transitionals only in specified cases 91  because, compared to the other 

options, it best contributes most effectively and efficiently contributes to a 

consistent application of the transitional provisions and a market -consi stent 

technical provisions.  

Policy issue 3 ï Approval of a capital add on  

2.717  The preferred policy option for this policy issue is to clarify the application 

of a capital add -on for the transitionals because, compared to the other 

options, it best contributes  to effectively and efficiently applying the 

transitional provisions.  

2.6.6.  Advice  

 

2.718  The disclosure on the use of the transitional could be strengthened as 

follows:  

¶ The SFCR should set out the reasons for the use of the transitional. In case the 

undertaking does  not comply with the SCR without the transitional, this fact 

would be sufficient reason. Where undertakings comply with the SCR without 

the transitional other reasons should be provided.  

¶ The SFCR should include an assessment of the dependency of the undert aking 

on the transitional. In case of a dependency, the undertaking should describe 

the measures it has taken to remove the dependency by the end of the 

transitional period.  

¶ The part of the SFCR addressed to policyholders should include the following 

infor mation:  

-  the impact of the transitional on the undertakingôs solvency position,  

-  the reason for applying the transitional,  

-  the prospect to reduce any dependence on the transitional by the end of the      

  transitional period.  

 

2.719  Insurance and reinsur ance undertakings should only be allowed to start 

applying the transitionals on the risk - free interest rates and on technical 

provisions in the following cases:  

¶ An undertaking newly falls under Solvency II because it has passed the 

thresholds of Article 4 of the Solvency II Directive.  

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

undertaking  

 

                                                           
91   In simple cases, the most favourable option should be clear from an analysis of the costs and 
benefits.  
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2.720  In order to ensure consistent application of capital add -ons, EIOPA 

suggests to add a clarification to Article 37(2) of the Solve ncy II Directive as 

follows:  

ñThis would include the situation where the supervisory authority has not yet 

received a realistic phasing - in plan required in Article 308(e), or a realistic update 

thereof. ò  

 

   

 

2.7.  Risk -management provisions on LTG measures  

2.7.1.  Extract from the call for advice  

2.721  The Solvency II Directive requires a review of the long - term guarantees 

measures (LTG) and the measures on equity risk until 1 January 2021. As 

part of this review, EIOPA reports annually on the impact of the application 

of the LTG measures and the measures on equity risk to the European 

Parliament, the Council and the Commission. The CfA highlights specific areas 

of interest with respect to the extrapolation, matching and volatility 

adjustment as well as transitional measure s (cf. 3.1 . to 3.3 . of the call for 

advice ).  

2.722  Alt hough risk management is not specifically addressed in the call for 

advice , the pillar II provisions on the LTG measures are subject to the overall 

LTG review and impacted by potential modifications on the d esign of the 

measures in pillar I.  

2.7.2.  Relevant legal provisions  

2.723  The Solvency II Directive includes explicit requirements on risk 

management with regard to the LTG measures in Articles 44 and 45, including 

the following requirements:  

¶ to have a liquidity plan for undertakings applying the MA or the VA (Article 

44(2)),  

¶ to carry out an assessment of the sensitivity of technical provisions 

regarding the assumptions underlying extrapolation, VA and MA (Articles 

44(2a)(a), (b) and (c)),  

¶ to identify and report the potential measures to restore compliance where 

the reduction of the MA or the VA to zero would result in non -compliance 

with the SCR (Article 44(2a)),  

¶ to include in the written risk management policy a policy on the criteria 

for the application of the VA  (Article 44(2a)),  
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¶ to assess compliance with capital requirements with and without the LTG 

measures in the own risk and solvency assessment (Article 45(2a)).  

 

2.7.3.  Identification of the issue  

2.724  EIOPA has already, specifically in the course of the LTG report 2018, 

assessed the adequacy of the risk management requirements connected to 

the LTG measures. The LTG report 2018 included a thematic focus pointing 

out areas where improvements to the risk management requirements can be 

made. These findings were based on feedba ck from NSAs on their experience 

in supervisory practice. The issues outlined are identified on that basis. The 

description of the issues as well as the analysis and the options to overcome 

those issues are based on the current design of the measures. Wher e changes 

to the measures are introduced, the adequacy of the risk management 

requirements need to be reassessed. Where changes are suggested to the 

LTG measures in this review (see respective sections on the individual 

measures), these are accompanied, wh ere necessary, by recommendations 

on the risk management.  

 

Issue I: Role of liquidity plan for the VA  

2.725  The Solvency II Directive requires undertakings using the VA to set up a 

liquidity plan projecting the incoming and outgoing cash flows in relation to 

th e assets and liabilities subject to the VA.  

2.726  Although there is a clear benefit of proper liquidity planning, it is not clear 

from the legal provisions what particularly is expected from this specific 

liquidity plan, what additional insights the liquidity p lan should give and which 

role it should play with respect to the application of the VA.  

2.727  Furthermore, the provisions do not clarify, whether and how the analysis 

on the liquidity plan should be documented to allow readily sharing of analysis 

with NSAs.  

2.728  In practice, although it could be observed that undertakings installed 

liquidity management as part of their risk -management, the analysis 

performed for the LTG report 2018 has identified that undertakings did not 

introduce changes to their already installed liquidity management systems 

due to the application of the VA. Neither could it be observed that a separate 

liquidity planning was set up only due to the application of the VA.  

2.729  The specific requirements on the liquidity plan for VA users therefore does 

not  provide additional evidence that the application of the VA is appropriate 

for an undertaking.  
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Issue II: Sensitivity analysis for the VA  

2.730  The Solvency II Directive requires undertakings using the VA to regularly 

assess the sensitivity of their technical provisions and eligible own funds to 

the assumptions underlying the calculation of the VA and to submit this 

assessment annually to the supervisory authority as part of the regulatory 

supervisory reporting. Though, in practice, it has been observed that on ly a 

small share of undertakings reported these assessments.  

2.731  One reason that identified for this was that the assumptions underlying the 

measures are not sufficiently clear. This lead to uncertainty for undertakings 

what was expected in order to fulfil th e requirement (cf. also section on VA 

and the respective deficiency identified there).  

2.732  Furthermore, the role and additional benefit of this sensitivity analysis was 

seen as not sufficiently clear to allow sensible performance of this analysis. 

Also the rol e of the sensitivity analysis and interlink with ALM was identified 

to be weak.  

2.733  Finally, there was not sufficient clarity on best these sensitivities should be 

reported, either in an ad -hoc reporting as part of the risk management 

requirements or in a reg ular quantitative reporting.  

 

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

2.734  The Solvency II Directive requires undertakings using the VA to regularly 

assess the possible effect of a forced sale of assets on their eligible own funds 

and the impact of a  reduction of the VA to zero and to submit this assessment 

annually to the supervisory authority as part of the regulatory supervisory 

reporting.  

2.735  In practice, it has been observed that the majority of VA users did not 

report on the analysis of forced sale of assets. The reason identified was that 

this requirement is not understood, in particular it is not clear which situations 

should be analysed and how these interlink with the determination or 

functioning of the VA and how the assessment relates to ALM re quirements. 

Furthermore, it was not seen as providing additional insight compared to what 

is already provided in the standard liquidity management processes where 

situations requiring an early liquidation of assets are reflected.  

2.736  In the case of MA, the re quirements stated in the regulation impede forced 

sales given the cash - flow matching and the "hold to maturity" principle. The 

insurance contracts cannot include options for the policy holder or only a 

surrender option where the surrender value does not ex ceed the value of the 

assets. Therefore, in the case of surrender, the forced sales cannot produce 

losses for the undertaking. For this reason, MA users did not make a report 

on forced sales or merely declared that forced sales (surrenders) cannot 

cause th em losses.     
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Issue IV: Policy on risk management for the VA  

2.737  The Solvency II directive requires undertakings using the VA to include a 

policy on the criteria for the application of the VA in their written policy on 

risk management. It is not clear what i s exactly expected in relation to this 

requirement. In practice, it has been observed that NSAôs experience is 

limited on this point. The policy on the criteria for the application of the VA 

are considered relevant for some NSAs, but the contents observed however 

varies (some undertakings describe motivation for the application of VA, other 

criteria for when the VA is applied, others analysis performed in respect of 

VA).  

 

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

2.738  The supervisory a ssessment of the financial position of an undertaking 

takes into account the impact of the LTG measures on that position. If the 

removal of MA, VA and the transitional measures well as a applying more 

economic extrapolation would result in non -compliance w ith the SCR, then 

this situation may give rise to  supervisory concerns about the sustainability 

of the undertakingôs position. The current regulation provides in safeguards 

for the measures in order to address such concerns. However these 

safeguards relat e to some of the measures and only on a standalone basis, 

but not where a combination of these measures could give rise to concerns 

regarding the financial position of an undertaking.  

2.739  Where the reduction of the MA or VA to zero would result in non -complia nce 

with the SCR, the Solvency II Directive requires undertakings to submit an 

analysis of the measures it could apply in such a situation to re -establish the 

level of eligible own funds covering the SCR or to reduce its risk profile to 

restore compliance with the SCR. The current regulation also requires a 

sensitivity analysis to the extrapolation method, but no specific scenario as is 

the case for MA, VA and the transitional measures, i.e. full removal of the 

measures.  

2.740  No similar assessment has to be mad e for the transitionals or in case a 

more market -consistent extrapolation of the term structure results in non -

compliance with the SCR.  

2.741  Furthermore, for this provision for the MA and VA, it is unclear whether an 

immediate notification is required or if a r eference to the situation in the 

regular supervisory reporting is sufficient.  

2.742  A more consistent and comprehensive approach to assessing the impact of 

the measures and the resulting supervisory response appears necessary.  
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2.7.4.  Analysis  

Issue I: Role of liqu idity plan for the VA  

2.743  The following policy options have been identified to address the lack of 

clear role of the provisions on liquidity planning for the VA:  

¶ Option 1: No change  

¶ Option 2 : Delete the requirement  

¶ Option 3: Clarify and strengthen the requirem ent   

2.744  The second option suggests to delete the specific requirement to set up a 

(separate/specific) liquidity plan where the VA is applied.  

2.745  The third option suggests to clarify and strengthen the requirement as 

follows: The requirement would no longer sugg est to set up another liquidity 

plan specifically for VA business but it should be clarified that undertakings 

applying the VA should fall under the requirement to establish a liquidity risk 

management plan as proposed in section 11.4.7 . In that case the l iquidity 

risk management plan should take into account the use of the VA and in 

particular analyse whether the liquidity planning indicates any liquidity 

constraints which are not consistent with the use of the VA for example where 

they result in forced sa le of assets and thereby endanger that the VA can be 

earned.  

 

Issue II: Sensitivity analysis for the VA  

2.746  The following policy options have been identified to address the deficiencies 

on the requirements for the sensitivity analysis on the VA:  

¶ Option 1: No c hange  

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

assessment  

¶ Option 3 : To change the requirement to refer to sensitivities with respect 

to different economic (spread) situations instead of referring to the 

assumptions underlying the m easures including clarification how these 

sensitivities should be reported  

 

2.747  The second option would imply that the requirement to calculate 

sensitivities on the assumptions underlying the VA would remain but would 

be placed in the assessment around the ow n risk and solvency assessment 

instead of the risk management requirements. The reporting of that analysis 

would then automatically be clarified and included in the own risk and 

solvency assessment.  

2.748  The third option implies a redrafting of the requirement to not referring to 

the assumptions underlying the measures but ask undertakings to perform 

sensitivity calculations on different economic situations impacting the size of 
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the VA. Under that option the requirement would stay within the risk 

management requ irements and would be reported in the RSR.  

 

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

2.749  The following policy option has been identified to address the deficiencies 

on the requirements for the assessment of forced sale of assets for the VA:  

¶ Option 1:  No change  

¶ Option 2 : Delete the requirement  

 

Issue IV: Policy on risk management for the VA  

2.750  The following policy option has been identified to address the deficiencies 

on the policy on risk management related to the VA:  

¶ Option 1: No change  

¶ Option 2: Delete  the requirement  

¶ Option 3: Clarify that the policy on risk management should include the 

use of the VA  

2.751  The third option would clarify that the policy expected where the VA is 

applied should not focus on the criteria for the application of the VA but would 

make this requirement more general in requiring, that the policy on risk 

management should reflect on the use of the VA.  

 

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

2.752  The following policy options have been identified to address the deficiencies 

on the analysis of measures restoring compliance for the MA and VA:  

¶ Option 1 : No change  

¶ Option 2 : Keep the requirement as it is and add clarification in the 

regulation that an ad -hoc notification is required  

¶ Option 3 : Allow NSAs to limit volu ntary capital distributions in case of 

SCR breach after removal of the LTG measures and delete the existing 

requirement  

2.753  The second option suggests to keep the requirement as it is but add a 

clarification in the regulation that in the case of non -compliance  with the SCR 

where the VA is reduced to zero an ad -hoc notification to NSAs is required 

(thus it is not sufficient to report on that situation in the regular supervisory 

reporting). This clarification should also include that undertakings need to 

keep NSA s updated, in case of change of situation or update of the measures 

considered.  

2.754  The third option suggests to replace the requirement so as to ensure that 

supervisory concerns in case of removal of all measures are addressed. Under 

this option undertakings should ï upon request from their NSAs ï provide 
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evidence that their dividend payments or other voluntary capital distributions 

do not put at risk the protection of policyholders and beneficiaries where not 

applying MA, VA, the transitionals and a more mark et -consistent 

extrapolation would result in non -compliance with the SCR. Where NSAs are 

not convinced by undertakingsô demonstrations, NSAs are able to limit or 

withhold the capital distribution to ensure that the solvency position of the 

undertaking conce rned is sustainable. As the extrapolation is an essential 

element of deriving the risk - free interest rate term structure, a specification 

is required how to replace the current extrapolation with a more market -

consistent extrapolation.   

2.755  It is suggested to  consider the following change to the extrapolation in 

combination with non -application of MA, VA and the transitional measures:  

¶ For currencies where the LLP (or FSP in case of the alternative 

extrapolation method) does not coincide with the last DLT swap maturity, 

the term structure with an LLP (or FSP) equal to this last DLT swap 

maturity.  

¶ For all currencies a decrease in the level of the UFR by 100 bps.  

2.756  The LLP scenario only affects the euro term structure. If the alternative 

extrapolation method was ado pted then it would affect among the EEA 

currencies the euro and the pound sterling.  

2.757  Under this option it would also be suggested to regularly report this 

assessment. The existing provision to provide an analysis of measures in case 

the removal of the MA or  VA would result in non -compliance with the SCR 

would be deleted.  

2.7.5.  Advice  

2.758  Regarding  Article 44(2) of the Solvency II Directive (requirement on 

setting up a liquidity plan where the VA is applied) EIOPA advises to clarify 

and strengthen the requirement as fo llows:  

Å undertakings applying the VA should fall under the requirement to establish a 

liquidity risk management plan,  

Å they should in their liquidity risk management plan take into account the use of 

the VA, in particular they should analyse whether the liq uidity planning indicates 

any liquidity constraints which are not consistent with the use of the VA, for 

example where they result in forced sale of assets and thereby endanger that 

the VA can be earned.   

2.759  Regarding Article 44(2a)(c)(i) of the Solvency II Directive (requirement on 

performing sensitivity analysis where the VA is applied) EIOPA advises to 

change the requirement to refer to sensitivities with respect to different 

economic (spread) situations instead of referring to the assumptions 

underlying t he VA. The outcome of the sensitivity assessment should be 

reported in the RSR.  
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2.760  Regarding Article 44 para 2a(c)(i) of the Solvency II Directive (requirement 

to assess the possible effect of a forced sale where the VA or the MA are 

applied) EIOPA advises to  delete that requirement.  

2.761  Regarding Article 44(2a)(c)(i)  of the Solvency II Directive  (requirement for 

a policy for the application of the volatility adjustment) EIOPA advises to 

replace the requirement by the requirement that the written policy on risk 

ma nagement should reflect on the use of the VA.  

2.762  Regarding Article 44(2a)(c)(i)  of the Solvency II Directive  (requirement to 

analyse the measures for restoring compliance in case the MA or VA are 

reduced to zero) EIOPA advises to replace the existing requirem ent with the 

following requirement. Where non -application of MA, VA and the transitionals 

and a more market -consistent extrapolation of risk - free interest rates (i.e. 

LLP or FSP equal to last DLT swap maturity and a decrease of the level of the 

UFR of 100 basis points) results in non -compliance with the SCR, 

undertakings should ï upon request from their NSAs ï provide evidence that 

their dividend payments or other voluntary capital distributions do not put at 

risk the protection of policyholders and benefic iaries. Where NSAs are not 

convinced by undertakingsô demonstrations, NSAs should be able to limit or 

withhold the capital distribution to ensure that the solvency position of the 

undertakings concerned is sustainable. The impact of outcome of non -

applicat ion of MA, VA and the transitionals and a more market -consistent 

extrapolation of risk - free interest rates should be reported regularly to the 

NSAs.  

 

 

 

2.8.  Disclosure on LTG measures  

2.8.1  Extract from the call for advice  

3.15. Reporting and disclosure  

EIOPA is ask ed to assess, taking into account stakeholdersô feedback to the 

Commission public consultation on fitness check on supervisory reporting:  

¶ the ongoing appropriateness of the requirements related to reporting 

and disclosure, in light of supervisorsô and other stakeholdersô 

experience;  

¶ whether the volume, frequency and deadlines of supervisory reporting 

and public disclosure are appropriate and proportionate, and whether 

the existing exemption requirements are sufficient to ensure 

proportionate application to  small undertakings.  

2.8.2  Relevant legal provisions  
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2.763  Solvency II requires insurance and reinsurance undertakings that apply the 

MA, VA, TRFR or TTP to publicly disclose information on them, in particular 

about their financial position without application of the  measures. These 

requirements are mainly set down in Article 296(2)(d) to (g) of the Delegated 

Regulation. The main tool for public disclosure regarding the LTG measures 

is the annual Solvency and financial condition report (SFCR) released by the 

individua l undertakings.  

  

2.8.2.1.  Regarding MA:  

2.764  Delegated Regulation, Article 296(2)(d)  

Where the matching adjustment referred to in Article 77b of Directive 

2009/138/EC is applied, a description of the matching adjustment and of the 

portfolio of obligations and  assigned assets to which  the matching adjustment 

is applied, as well as a quantification of the impact of a change to zero of the 

matching adjustment on that undertaking's financial position, including on 

the amount of technical provisions, the Solvency C apital Requirement, the 

Minimum Capital Requirement, the basic own funds and the amounts of own 

funds eligible to cover the Minimum Capital Requirement and the Solvency 

Capital Requirement;  

 

2.8.2.2.  Regarding VA:  

2.765  Delegated Regulation, Article 296(2)(e)  

A statement on whether the volatility adjustment referred to in Article 77d of 

Directive 2009/138/EC is used by the undertaking and quantification of the 

impact of a change to zero of the volatility adjustment on that undertaking's 

financial position, inclu ding on the amount of technical provisions, the 

Solvency Capital Requirement, the Minimum Capital Requirement, the basic 

own funds and the amounts of own funds eligible to cover the Minimum 

Capital Requirement and the Solvency Capital Requirement;  

 

2.8.2.3 . Regarding Transitionals:  

2.766  Delegated Regulation, Article 296(2)(f)  

A statement on whether the transitional risk - free interest rate - term structure 

referred to Article 308c of Directive 2009/138/EC is applied and a 

quantification of the impact of not applyi ng the transitional measure on the 

undertaking's financial position, including on the amount of technical 

provisions, the Solvency Capital Requirement, the Minimum Capital 

Requirement, the basic own funds and the amounts of own funds eligible to 

cover the Minimum Capital Requirement and the Solvency Capital 

Requirement;  

2.767  Delegated Regulation, Article 296(2)(g)  
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A statement on whether the transitional deduction referred to in Article 308d 

of Directive 2009/138/EC is applied and a quantification of the impact o f not 

applying the deduction measure on the undertaking's financial position, 

including on the amount of technical provisions, the Solvency Capital 

Requirement, the Minimum Capital Requirement, the basic own funds and the 

amounts of own funds eligible to c over the Minimum Capital Requirement and 

the Solvency Capital Requirement.  

 

2.8.3  Identification of the issues  

2.768  EIOPA has already, specifically for the LTG report 2017 92 , assessed the 

adequacy of the public disclosure on the LTG measures. The LTG report 2017 

conta ined a thematic focus on public disclosure of LTG measures, based on 

the views and perceptions of the NSAs as well as those raised in a stakeholder 

workshop on public disclosure with analysts, rating agencies, consumer 

protection bodies and journalists. Se veral key findings of this report were:  

¶ NSAs were generally satisfied with the completeness of the information 

disclosed, but several cases of incomplete information and a general 

picture of inconsistent level of detail were uncovered.  

¶ Especially regarding  qualitative information, the level of detail provided by 

the undertakings varied considerably, with many failing to provide a 

comprehensive qualitative context.  

¶ The stakeholders were interested in more detailed and easily accessible 

quantitative informati on on the impact of the LTG measures and the SCR 

with and without the measures as well as the impact of sensitivity 

calculations regarding extrapolation.  

2.769  The IMF country report 18/230 93 , referencing to the LTG report 2017, has 

picked up the topic of public disclosure and contains the following item:  

53. Public disclosures  on the use of LTG measures and transitionals should be 

improved.  

2.770  While quantitative information (SCR before and after the use of LTG 

measures and transitionals) is disclosed in the SFCR, an  evaluation by EIOPA 

reveals that the summary of the SFCR often leaves out a discussion of those 

measures, especially in countries where the use of such measures is more 

widespread. It is therefore recommended that EIOPA develops more detailed 

guidelines o n how insurers should also qualitatively discuss the use of LTG 

measures and transitionals in the summary of the SFCR.  

2.771  Based on the sources referenced above, a list of distinct issues and points 

for improvement related to public disclosure of LTG -measures in the SFCR is 

                                                           
92  https://eiopa.europa.eu/Publications/Reports/2017 -12 -20%20LTG%20Report%202017.pdf  
93  https://www.imf.org/en/Publications/CR/Issues/2018/07/19/Euro -Area -Policies -Financial -Sector -

Assessment -Program -Technical -Note - Insurance - Investment -46104  
 

https://eiopa.europa.eu/Publications/Reports/2017-12-20%20LTG%20Report%202017.pdf
https://www.imf.org/en/Publications/CR/Issues/2018/07/19/Euro-Area-Policies-Financial-Sector-Assessment-Program-Technical-Note-Insurance-Investment-46104
https://www.imf.org/en/Publications/CR/Issues/2018/07/19/Euro-Area-Policies-Financial-Sector-Assessment-Program-Technical-Note-Insurance-Investment-46104
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drawn up. Note that the description of the issues as well as the analysis and 

the options to overcome those issues are based on the current design of the 

measures. Where changes to the measures are introduced, the adequacy of 

the disclosure requirements needs to be reassessed. Where changes are 

suggested to the LTG measures in this review (see respective sections on the 

individual measures), these are accompanied, where necessary, by 

recommendations on disclosure.  

 

Lack of qualitative informa tion  

Issue 1: Poor reflection of the LTG measures in the SFCR summary  

2.772  The summary part of the SFCR does not regularly outline information on 

the use of the measures (in particular for VA users) nor the impact of the 

measures. At least, the summary should o utline the significance of the impact 

(e.g. dependency on the measures to comply with the SCR/MCR)  

Affects:  Voluntary measures (VA, MA, transitionals)  

 

Issue 2: Lacking descriptions of motivation, application and impact in SFCR  

2.773  Qualitative information in t he SFCR on the LTG measures in general, was 

identified to be limited, often only quantitative results were provided 

(template S.22.01). As the SFCR intends to address the information needs of 

policyholders and other stakeholders, further background informa tion on the 

LTG measures (motivation for the use of the measures, description of the LTG 

measures and its use, description of the impact of the measures for the 

particular undertaking) is considered necessary.  

Affects:  Voluntary measures (VA, MA, transitio nals)  

 

Issue 3: Qualitative information specific to the MA is limited  

2.774  Stakeholder interest was identified with respect to particular issues in 

respect of the use of the MA. More information could be provided in respect 

of the composition of the MA assets a nd how the yields on those assets 

resulted in the MA applied to the basic risk free rate term structure.  

Affects:  MA 

 

Issue 4: Qualitative information specific to the transitionals is limited  

2.775  Stakeholder interest was identified with respect to particular i ssues in 

respect of the use of the transitionals. More information could be provided in 

respect of the measures planned with respect to coping with the transitional 

phase, a description of the progress made and a quantification thereof and 

the expected tim eline of phasing - in (if 2032 or shorter).  

Affects:  Transitionals  
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Issue 5: Lacking information regarding risk management implications  

2.776  Deficiencies were identified in undertakings outlining any implications of 

the use of the VA or MA and their risk manageme nt implications.  

2.777  Affects:  VA, MA  

 

Insufficient quantitative information  

 

Issue 6: Insufficient quantification of the impact on SCR and MCR  

2.778  Stakeholders outlined interest in transparently displaying the impact of the 

measures on the SCR ratio and MCR ratio (instead of seeing SCR/MCR and 

eligible own funds in isolation).  

Affects:  Voluntary measures (VA, MA, transitionals)  

 

Issue 7: Insufficient quantification on relative impact of LTG measures  

2.779  Furthermore, undertakings typically did not calculate any addition al ratios 

based on the S.22.01 information such as the relative impact of the measures 

on the SCR or eligible own funds and technical provisions.  

Affects:  Voluntary measures (VA, MA, transitionals)  

 

Results of sensitivity analysis not included  

Issue 8: La ck of impact sensitivity calculations regarding voluntary measures  

2.780  The stakeholders were not specifically interested in the impact of the 

assumptions underlying the measures but on the impact of a variation of the 

LTG measures (in sizes) on the results.  

Affects:  Voluntary measures (VA, MA, transitionals)  

 

Issue 9: No impact calculations regarding extrapolation of risk - free interest rates provided  

2.781  Stakeholders outlined interest in transparently displaying the impact of 

sensitivity analyses, in particular the  UFR extrapolation was addressed.  

Affects:  Extrapolation  

2.8.4  Analysis  

2.782  In this section, EIOPA analyses whether there is a need to amend the 

current disclosure requirements applicable with respect to the LTG measures 

and extrapolation to address the identified d eficiencies.  

 

Issues 2, 3, 4, 5 to be dealt with through EIOPA Guideline  

2.783  These were identified as issues that can be solved via additional guidance 

in guidelines. It is not necessary to target those via changes in the Solvency 
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II Directive or the Delegated  Regulation. At this stage therefore, no advice is 

provided respectively.  

 

Issue 7 justifies no additions to SFCR  

2.784  EIOPA considered this issue of no information on the relative impact of the 

measures to be of low priority as the information required can be easily 

assessed on the basis of the information published. Adding this information 

to the SFCR template risks decreasing the overall informative value of the 

reporting template by overloading it with numbers which are in themselves 

all derived from other p ositions in the template.  Therefore, no change of the 

legal provisions was considered appropriate in this respect.  

 

Issue 8 justifies no additional calculations  

2.785  With respect to issue 8, EIOPA also considered it too burdensome to 

prescribe additional sens itivity analysis in view of the limited improvements 

these additional calculations would yield. In view of the information at hand 

on the voluntary measures -  the solvency position with and without the 

measures is already provided -  there is no strong ratio nale to require further 

data. EIOPA however intends to reconsider necessity to publicly disclose 

additional information, including sensitivities, for the VA in case the design of 

the VA materially changes compared to the status quo.  

2.786  The following discussio n of options for correcting the deficiencies therefore 

focusses on the remaining issues 1, 6 and 9. The main options considered to 

address these deficiencies are listed in the table  below. The remaining issues 

have been renumbered from 1 to 3.  

Policy issue  Options  

1.  Qualitative information  
1.1  No change  

1.2  Prescribe minimum criteria  

2.  Quantitative information  

2.1  No change  

2.2  Extend SFCR template with impact of LTG 

measures on SCR and MCR  

3.  Sensitivity of undertakings 

to changes to the application 

of the extrapolation  

3.1  No c hange  

3.2  Prescribe disclosure regarding sensitivity 

analysis  

3.3  Prescribe reporting regarding sensitivity 

analysis  

 

Options regarding lack of qualitative information  

2.787  The following policy options have been identified to address the lack of 

qualitative informatio n in the SFCR in view of the poor reflection of the LTG 

measures in the SFCR summary:  
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¶ Prescription of minimum criteria for disclosure of qualitative information 

in the summary  

 

ü This option implies clarifying in the regulation that the summary part of 

the S FCR should outline information on the use of the measures and the 

impact of the measures, at least where they have material impact on 

undertakingsô solvency position. 

2.788  Taking up this option brings benefits for overall transparency, 

comparability and the lev el playing field. The additional effort required from 

undertakings is not estimated to be very significant. Furthermore, some 

undertakings are already including the relevant information in their reports 

and would not be affected at all.  

 

Options regarding insufficient quantitative information  

2.789  The following policy option has been identified to address the lack of 

quantitative information in the SFCR on the impact on SCR and MCR:  

¶ Extend SFCR template with impact of LTG measures on SCR and MCR  

This option enta ils an addition to sheet S.22.01 of the SFCR template, 

extending it by fields that display the impact of removing the LTG measures 

on SCR and MCR (see annex  2.14  for proposed template amendments).  

2.790  This o ption  represents a small change to the template, intr oducing 

additional fields. The impact on SCR and MCR ratios can be derived from other 

SFCR fields, but directly including them makes the information much more 

accessible. Because of their importance the numbers are known by the 

undertakings, therefore not much additional effort would be needed to include 

them in the reporting template.  

 

Options regarding sensitivity analysis  

2.791  The following policy options have been identified to address the lack of 

sensitivity information in the SFCR regarding the extrapolati on.  

¶ Prescribe disclosure of specific sensitivities on extrapolation  

¶ Prescribe reporting (without disclosure) of specific sensitivities on 

extrapolation  

2.792  Regardless of potential cha nges to the e xtrapolation mechanism, a 

sensitivity analysis regarding the Ul timate Forward Rate (UFR) can be 

introduced. This would entail disclosing or reporting the consequences of a 

shift of the UFR by a fixed amount of minus 100 basis points.  

2.793  This is in addition to any potential disclosure measures included in the 

options on the extrapolation mechanism  (see section 2.2) .  

 



 

224  

2.8.5  Advice  

2.794  Consequently, EIOPA proposes the following actions in regards to the 

options outlined above to be taken:  

 

2.795  Regarding  the disclosure of qualitative information on the use of LTG -

measures, EIOPA advises to define and prescribe minimum information 

requirements. Special consideration should be given to the inclusion of the 

LTG-measures in the part of the SFCR which is addressed to policyholders.  

2.796  EIOPA holds the view that the SFCR template on the impact of t he LTG 

measures should also show the impact on the SCR and MCR ratios as 

illustrated  in a nnex  2.14.  No additional derived ratios need to be included.  

2.797  EIOPA recommends that insurance and reinsurance undertakings should 

disclose in their SFCR the outcome of a sensitivity analysis regarding the 

ultimate forward rates (UFRs) used in the extrapolation of risk - free interest 

rates. The sensitivity to assess is a fixed downward shift of the UFRs by 100 

basis points. Undertakings should disclose the impact of that s hift on their 

financial position, including on the amount of technical provisions, the SCR, 

the MCR, the basic own funds and the amounts of own funds eligible to cover 

the SCR and the MCR.  

 

 

2.9.  Long - term and strategic equity investments  

2.9.1  Extract from the call for advice  

3.5 . Capital Market Union aspects  

EIOPA is asked to continue its analysis on the treatment of long - term 

investments under Solvency II. In particular, EIOPA is asked to assess 

whether the methods, assumptions and standard parameters underlying th e 

calculation of the market risk module with the standard formula appropriately 

reflect the long - term nature of the insurance business, in particular equity 

risk and spread risk. To this end, EIOPA is asked to:  

¶ identify the characteristics of insurance bu siness and liabilities that enable 

insurers to hold their investments for the long term; and  

¶ where appropriate, advise on revised methods, assumptions and standard 

parameters for the purpose of calculating the market risk module, 

reflecting insurersô behaviour as long - term investors.  

With regard to equity, EIOPA is also asked to conduct a comprehensive review 

of the equity risk sub -module, and in particular to assess the appropriateness 

of the design and calibration of the duration -based equity risk sub -m odule, 
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of strategic equity investments, of long - term equity investments and of the 

symmetric adjustment.  

 

2.9.2  Previous advice  

ñStandard ò equity type 1 and type 2   

2.798  EIOPAôs predecessor, CEIOPS, advised the European Commission on the 

ñstandardò equity risk for ty pe 1 and type 2 equities  in January 2010 94 . 

Background information to the technical analysis were provided in the 

Solvency II Calibration Paper in April 2010 95 . The underlying assumptions of 

the standard formula for the SCR calculation were presented in July  2014 96 . 

Duration - based equity risk sub module  

2.799  CEIOPS advised the European Commission on the calibration of the 

duration based equi ty risk sub module (DBER) in January 2010 97 . Background 

information to the technical analysis w as provided in the Solvency II 

Calibration Paper in April 2010 98 . The underlying assumptions of the standard 

formula for the SCR calculation were presented in July 2014 99 .  

2.800  CEIOPS assessed the risk of long - term equity holding on the basis of the 

assumption of an average duration of liabili ties exceeding an average of 12 

years, as set in Article 304 of the Solvency II Directive. The duration approach 

according to Article 304, results in an equity risk charge set at 22 percent. To 

be noted that the equity risk charge equals to the absolute fl oor set for the 

purpose of prudence and in order to be consistent with the calibration of the 

property risk sub -module.  

Strategic equity investments  

2.801  In February 2018 100 , EIOPA has provided information on the application of 

the criteria of the Delegated Regul ation for the identification of strategic 

equity investments by insurance and reinsurance undertakings as well as by 

NSAs, in EIOPAôs Second set of Advice on the Delegated Regulation review.  

2.802  EIOPA has not provided , to date,  advice on the strategic equity 

investments referred to in article 169 to 171 of the Delegated Regulation.  

                                                           
94  CEIOPS Advice for L2 Implementing Measures on SII: Equ ity risk sub -module  
95  Solvency II Calibration Paper, April 2010  
96  The underlying assumptions in the standard formula for the SCR Calculation, July 2014  
97  CEIOPS Advice for L2 Implementing Measures on SII: Equity risk sub -module  
98  Solvency II Calibration Paper, April 2010  
99  The underlying assumptions in the standa rd formula for the SCR Calculation, July 2014  
100  EIOPAôs second set of advice on the Delegated regulation review, February 2018 

https://eiopa.europa.eu/Publications/Consultations/EIOPA-18-075-EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf
https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdfhttps:/eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdf
https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-Calibration-paper-Solvency-II.pdf
https://eiopa.europa.eu/Publications/Standards/EIOPA-14-322_Underlying_Assumptions.pdf
https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdfhttps:/eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdf
https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-Calibration-paper-Solvency-II.pdf
https://eiopa.europa.eu/Publications/Standards/EIOPA-14-322_Underlying_Assumptions.pdf
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwiVvPjGiIDkAhUNKuwKHSq1C2gQFjAAegQIARAC&url=https%3A%2F%2Feiopa.europa.eu%2FPublications%2FConsultations%2FEIOPA-18-075-EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf&usg=AOvVaw0uGYCdj9CbHmi1F6zpc1gJ
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Infrastructure investments  

2.803  In September 2015 101 , EIOPA advised on the identification and calibration 

of infrastructure investment risk categories.  

2.804  In June 2016 102 , EIOPA provided further advice on the identification and 

calibration of other infrastructure investment risk categories, i.e. 

infrastructure corporat es.  

Unlisted equity  

2.805  In February 2018, EIOPA advised the European Commission on unlisted 

equity in EIOPAôs Second set of Advice on the Delegated Regulation review . 

In particular, EIOPA provided criteria applicable to portfolio of equity from the 

European Economic Area which are not listed, in order to identify those 

instruments which could benefit from the same risk factor as liste d equity.  

Long - term equity investments  

2.806  EIOPA has not provided , to date,  advice on the Long - term equity 

investments referred to in article 171a of the Delegated Regulation.  

 

2.9.3  Relevant legal provisions  

ñStandard ò equity type 1 and type 2  

2.807  The equity risk sub -module is set in point (b) of Article 105(5) of the 

Solvency II Directive.  

2.808  General provisions and capital requirements for type 1 and type 2 equities 

are set in Article 168 and Article 169 of the Delegated Regulation. The 

òstandard ò capital requirement for  equity type 1 results from a decrease of  

39 percent and the symmetric adjustment as referred to in Article 172 of this  

Regulation. Respectively, the ñstandard ò capital requirement for equity type 

2 results from a decrease of  49 percent and the symmetric a djustment as 

referred to in Article 172 of this Regulation.  

Duration - based equity risk sub module  

2.809  The duration -based equity risk sub -module is set out in Article 304 of the 

Solvency II Directive.  

2.810  Article 304 of the Solvency II Directive set s criteria unde r which Member 

States may authorise life insurance undertakings to apply a duration based 

equity risk sub -module. When an undertaking has received a supervisory 

approval, the Article 170 in Delegated Regulation prescribes that 

undertakings benefits from a reduced capital charge of 22 percent in 

                                                           
101  Infrastructure finance advice, September 2015 
102  Infrastructure corporates final advice, June 2016  

https://eiopa.europa.eu/Publications/Consultations/EIOPA-18-075-EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf
https://eiopa.europa.eu/Publications/Consultations/EIOPA-BoS-15-223%20Final%20Report%20Advice%20infrastructure.pdf
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwif7tr-iIDkAhXLGewKHeHxAKsQFjAAegQIABAC&url=https%3A%2F%2Feiopa.europa.eu%2FPublications%2FConsultations%2FEIOPA-16-490_Final-Report_advice_infrastructure_corporates.pdf&usg=AOvVaw1fIi8qv7eI0TiwnfK-3Rjg
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replacement to the ñstandard ò equity risk charge s for type 1 and type 2 

equities.  

2.811  The recital 58 of the Delegated Regulation outlines the assumption that the 

typical holding period of equity investment referred to i n Article 304 of 

Directive 2009/138/EC is consistent with the average duration of liabilities 

pursuant to Article 304 of Directive 2009/138/EC. According to the Solvency 

II Directive, the average duration of those liabilities is exceeding an average 

of 12 years.  

Strategic equity investments  

2.812  Article 111 (m) of the Solvency II Directive outlines that the reduced 

calibration should reflect the ñlikely reduction in the volatility of the value of 

those related undertakings arising from the strategic nature of t hose 

investments and the influence exercised by the participating undertaking on 

those related undertakingsò.  

2.813  The Delegated Regulation ïwith particular reference to Article 169 and 

Article 171 ï sets out a reduced risk charge of 22 percent for strategic e quity 

investments, provided that they satisfy criteria.  

2.814  Recital 57 of the Delegated Regulation gives further background on the 

motivation of the treatment of strategic equity investments.  

2.815  EIOPA has also developed guidelines 103  on this topic.  

Infrastructure investments  

2.816  The Delegated Regulation ïwith reference to Article 168, sets out specific 

risk factors for infrastructure investment, provided that criteria are met.  

2.817  In September 2015 104 , the Commission adopted an amendment to the 

Delegated Regulation, based on  EIOPAôs advice. In June 2017105 , the 

Commission adopted an amendment to the Delegated Regulation based on 

EIOPAôs advice. The Delegated Regulation ïwith reference to Article 164b and 

Article 261a, sets out specific risk factors for qualifying infrastructure  

corporate investments, provided that criteria are met.  

Unlisted equity  

2.818  Unlisted equities, other than strategic equity investments and investments 

in qualifying infrastructure fall into the type 2 equities category as defined in 

                                                           
103  Guidelines on treatment of related undertakings, including participations  
104  Amendment to Delegated Regulation, 30 September 20 15  
105  Amendment to Delegated Regulation, 8 June 2017  

https://eiopa.europa.eu/publications/eiopa-guidelines/guidelines-on-treatment-of-related-undertakings
http://data.europa.eu/eli/reg_del/2016/467/oj
http://data.europa.eu/eli/reg_del/2017/1542/oj
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Article 168(3) of the Deleg ated Regulation. The capital requirement for these 

type 2 equities is set out in Article 169(2)(b) of the Delegated Regulation.  

2.819  In March 2019 106 , the Commission adopted an amendment to the 

Delegated Regulation based on EIOPAôs advice. It sets that qualifying unlisted 

equity portfolios are considered as type 1 equities, when all the requirements 

set in Article 168a are met.  

2.820  Together with the amendments to the Delegated Regulation, the European 

Commission published a staff working document 107  to explain and just ify the 

changes introduced with regard to unlisted equity.  

Long term equity investments  

2.821  In March 2019 108 , the Commission adopted an amendment to the 

Delegated Regulation, which includes the Article 171a in respect of the 

treatment of long - term equity.  

2.822  Artic le 171a sets out a reduced risk charge of 22 percent when conditions 

are met. The reduced risk charge has been proposed by the European 

Commission . This treatment is explained in recital 26.  

2.823  Together with the amendments to the Delegated Regulation, the Eur opean 

Commission published a staff working document 109  to explain and justify the 

changes introduced with regard to long - term equity investments.  

2.824  Also, a reference to the Article 171a is included in the Article 169(1) and 

Article 169(2). Consequently, long - term equity investments type 1 and type 

2 benefits from a diversification within the standard equity risk sub -module 

as to Article 168(4).  

2.9.4  Calibration of the equity risk s 

2.9.4.1  Identification of the issue  

2.825  Some of the actual equity risk charges used in the standar d Formula differ 

from the calibration performed by EIOPA/CEIOPS. The table below compares 

Standard formulaôs stress to the calibration figures.    

Equity sub - module  standard formulaôs 

stress  

EIOPA/CEIOPS 

calibration  

« Standard  » t ype 1  39 percent  45 perce nt  

« Standard  » t ype 2  49 percent  55 percent  

                                                           
106  Amendment to Delegated Regulation, 8 March 2019 
107  Commission Staff Working Document  
108  Amendment to Delegated Regulation, 8 March 2019 
109  Commission Staff Working Document  

https://eur-lex.europa.eu/eli/reg_del/2019/981/oj
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwifm8Xhh4DkAhVFNOwKHdJ5DhQQFjAAegQIBRAC&url=https%3A%2F%2Fec.europa.eu%2Ftransparency%2Fregdoc%2Frep%2F10102%2F2019%2FEN%2FSWD-2019-146-F1-EN-MAIN-PART-1.PDF&usg=AOvVaw1J6ixONWTDnejxqNW5Uyut
https://eur-lex.europa.eu/eli/reg_del/2019/981/oj
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwifm8Xhh4DkAhVFNOwKHdJ5DhQQFjAAegQIBRAC&url=https%3A%2F%2Fec.europa.eu%2Ftransparency%2Fregdoc%2Frep%2F10102%2F2019%2FEN%2FSWD-2019-146-F1-EN-MAIN-PART-1.PDF&usg=AOvVaw1J6ixONWTDnejxqNW5Uyut
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Infrastructure project  30 percent  [30 percent -39 

percent] 110  

Infrastructure corporate  36 percent  36 percent 111  

Qualifying unlisted equity 

portfolios  

39 percent  39 percent 112  

Strategic equity  22 percent  -  

DBER 22 percent  22 percent  

LTE 22 percent  -  

 

2.826  For the risk charges for which EIOPA/CEIOPS has advised a calibration  in 

the past  (type 1, type 2, infrastructure project, infrastructure corporate, 

qualifying unlisted equity portfolios and duration based equity r isk sub -

module), EIOPA considers that those results are relevant.  

2.827  As to the strategic equity investment, the calibration of 22 percent is 

motivated by the criterion that the value of the equity is likely to be materially 

less volatile, in accordance with A rticle 171(a) of Commission Delegated 

Regulation 2015/35 . The calibration of the 1 -year VaR for a strategic equity 

is not easy to assess as there is no common equity index for such investments 

and the group of strategic equity is diverse. To date, EIOPA ha s not identified 

evidence to support the calibration of strategic equity.  As strategic equity 

provisions are based on a 1 year time horizon rather than a long term horizon , 

the analysis performed for the long term equity cannot be taken as a basis . 

2.828  The rec ently introduced lon g- term equity investments allow s for a capital 

charge of 22 percent if requirements , which are set out in Article 171a 

Delegated regulation , are  met . The lower capital charge is based on the 

following justification:  

¶ Reference is made to  a DNB 113  study that concludes that under the 

assumption of mean reversion investment risk is lower over longer 

investment periods.  

¶ S&P500 returns over 1, 5 and 10 years periods (page 12) are compared.  

¶ The 22 percent capital charge is based on CEIOPSô advice of 2010 on the 

duration -based equity risk sub -module 114 . 

2.829  In a staff working document 115 , the European Commission explained that 

the design of the capital charge for long - term equity investments is based on 

a time horizon of 10 years.  

                                                           
110  Infrastructure finance advice, September 2015  
111  Infrastructure corporates final advi ce, June 2016  
112  EIOPAôs second set of advice on the Delegated regulation review, February 2018 
113  DNB Working Paper ( No. 343  / April 2012) ï Mean Reversion in Stock Prices: Implications for 

Long -Term Investors.   
114  CEIOPS Advice for L2 Implementing Measures  on SII: Equity risk sub -module  
115  Commission Staff Working Document 

https://eiopa.europa.eu/Publications/Consultations/EIOPA-BoS-15-223%20Final%20Report%20Advice%20infrastructure.pdf
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwif7tr-iIDkAhXLGewKHeHxAKsQFjAAegQIABAC&url=https%3A%2F%2Feiopa.europa.eu%2FPublications%2FConsultations%2FEIOPA-16-490_Final-Report_advice_infrastructure_corporates.pdf&usg=AOvVaw1fIi8qv7eI0TiwnfK-3Rjg
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwiVvPjGiIDkAhUNKuwKHSq1C2gQFjAAegQIARAC&url=https%3A%2F%2Feiopa.europa.eu%2FPublications%2FConsultations%2FEIOPA-18-075-EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf&usg=AOvVaw0uGYCdj9CbHmi1F6zpc1gJ
https://extranet.eiopa.europa.eu/stcms/sc1/pg8/Shared%20Documents/Equity%20framework/Mean%20Reversion%20in%20Stock%20Prices:%20Implications%20for%20Long-Term%20Investors
https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdfhttps:/eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdf
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwifm8Xhh4DkAhVFNOwKHdJ5DhQQFjAAegQIBRAC&url=https%3A%2F%2Fec.europa.eu%2Ftransparency%2Fregdoc%2Frep%2F10102%2F2019%2FEN%2FSWD-2019-146-F1-EN-MAIN-PART-1.PDF&usg=AOvVaw1J6ixONWTDnejxqNW5Uyut
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2.9.4.2  Analysis  

Consideration o f long time holding period  

2.830  The argument presented by industry stakeholders is that illiquid liabilities 

allow undertakings to invest in equity for a longer time horizon, which directly 

reduces the risk of losses, and this justifies a reduced capital stress . This 

argument is predicated on the assumption that equity markets will recover 

some, or all, of their short - term losses within a certain period of time.  

2.831  Articles 101(3) and 104(4) of the Solvency II Directive require a calibration 

based on a 1 -year time  horizon. On one hand, the choice of a longer time 

horizon may technically be justified under certain conditions. On the other 

hand, insurers trade equities. Based on the three years observation with 

Solvency II reporting being in place, EIOPA estimated 116  that the average 

equity -holding period is 4,8 years. In response to the Call for Information 

from the European Commission on asset liability management 117 , EIOPA will 

report about the characteristics that enable insurers to hold equity for the 

long term in De cember 2019.  

2.832  Equity markets may generally be expected to provide positive returns. 

However,  they are subject to significant levels of volatility and have 

generated large losses over short durations. If investment over a longer term 

may be expected to redu ce the risk of losses, or their amount, a detailed 

analysis based on historical data series had not been performed to date in 

the context of Solvency II.  

2.833  Besides, Solvency II measures risk in terms of the fluctuations of basic own 

funds over a period of tw elve month s. These own funds are determined on 

the basis of market (consistent) valuations. Using other measures of risk 

could mean that changes in the level of own funds are not fully captured. If 

the difference in the measured risk and the investment vol umes were material 

this could result in non -compliance with the requirement of Article 101(3) of 

the Solvency II Directive.  

2.834  Once the market value of assets falls below the market value of technical 

provisions, it is no longer possible for the undertaking t o fulfil its guarantees 

to policyholders with sufficient certainty. The undertaking would require 

additional own funds, e.g. generated by returns on assets in excess of the 

risk - free rate to restore solvency. However, such expected returns over the 

risk - fr ee rate always involve a degree of risk - taking, i.e. it is not possible to 

earn risk - free returns exceeding the market risk - free rates, irrespective of 

the time horizon. This means that there is a possibility that excess returns 

restore the insurerôs solvency position, but there is also chance that the 

solvency further deteriorates.  

                                                           
116  Details on the methodology: Request for Feedback on Methodological Considerations regarding 

Illiquid Liabilities  
117  Request to EIOPA for information, April 2018  

https://eiopa.europa.eu/Pages/News/EIOPA-CP-18-004-Request-for-feedback-on-Illiquid-Liabilities---Request-for-information-from-the-European-Commissio1029-9509.aspx
https://eiopa.europa.eu/Pages/News/EIOPA-CP-18-004-Request-for-feedback-on-Illiquid-Liabilities---Request-for-information-from-the-European-Commissio1029-9509.aspx
https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information%202018-04-25.pdf
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Empirical results for long - time horizon  

2.835  To investigate whether there are sufficient grounds to justify a reduced 

capital stress in Solvency II rules in this area (as currently for the duration 

based equity sub module and newly introduced for the long term equity 

investment), EIOPA undertook an investigation to determine the Value at Risk 

(VAR) over extended investment durations. However, as the Solvency II 

calibrations are perfo rmed only on a 1 -year loss basis, judgement was needed 

on how to extend such an analysis for multi - year durations.  

Methodology  

2.836  The empirical approach takes into account historical yearly investment 

durations from 1 to 10 years, and applies the following me thodology.  

¶ Use of empirical data vs. model projections. Note that the current 

calculation of the equity capital charge for the purpose of Article 304 of 

the Delegated Regulations was not based on historical data but on model 

projections.  

¶ Use of excess re turn based on minimum value vs. anniversary date. The 

original CEIOPS calibration 118  considered the change in index value on 

investment anniversar y dates  only, rather than throughout the  period of  

12 month s. As undertakings are not restricted to only disposi ng of 

investment on anniversaries, the excess return based on the minimum 

value within the relevant year is also calculated (i.e. the lowest index value 

between month 0 and 12; between month 13 and 24; between month 25 

and 36; and so on).  

¶ Use of t he return  is in excess of risk free investments, to correspond with 

the evolution of technical provisions over the investment duration. This 

step is to ensure that the equity analysis included not only the loss on the 

equity investment, but also the unwinding of th e discount rate over that 

duration, which is reflected in the technical provisions. The results are 

based on 10 years rates (hypothesis of 10 years liability duration).  

¶ The 0.5th percentile is then calculated for each 12 month duration period, 

consistent with the Solvency II Value -at -Risk measure calibration to a 99.5 

percent confidence level. This determines the Solvency II compatible 

empirical VaR for each duration.  

Data  

2.837  The original CEIOPS equity calibration was based on data from the MSCI 

World Price  Return index, however a Total Return index would be considered 

more appropriate for longer investment time horizon, to adequately allow for 

the impact of dividends.  

                                                           
118  Solvency II Calibration Paper, April 2010  

https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-Calibration-paper-Solvency-II.pdf
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2.838  Additionally, the CEIOPS calibration only considered the equity value at 

risk in isolation  and did not make allowance for risk free rates. This was an 

explicit assumption and this was documented in the Solvency II calibration 

paper 119  in 2010 . However, while the return on a risk free investment would 

not be expected to be material when determinin g the 1 year Solvency II VAR, 

when the investment duration is extended to multiple years, the discount 

factors applied to cashflows would be material . Th e use of the return, in 

excess of the risk free investment, ensure s that the equity investment not 

only  recoups any losses in the index, but also earns the assumed risk free 

rate used in discounting the liabilities.  

2.839  In article 171(a) of the amended Delegated Regulation on long term equity, 

it is said that long term equity investment covers best estimate li abilities and 

that undertakings should be able to hold those equities for at least 10 years 

on an on -going case and under stressed conditions. Accordingly, it can be 

assumed that the long term equities will back liabilities with a duration of 10 

years. Fro m that perspective, undertakings have to cover their accrued 

liabilities at 10 years risk free rates. The excess return is consequently 

calculated based on 10 years risk free rates.  

Ticker  Description  First data point  

M2WO MSCI World Total Return Index  31 /12/1969  

M2AM MSCI America Total Return Index  31/12/1998  

M2EU MSCI Europe Total Return Index  30/01/1970  

2.840  For reference, the total return indexes are shown in the charts below.  

 

                                                           
119  See Para 3.68 of the Solvency II Calibration Paper, April 2010  

https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-Calibration-paper-Solvency-II.pdf
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Source of underlying market data: Refinitiv  

 

2.841  The major financial crisis h appened in 2008 ïi.e. 10 years ago. A significant 

caveat must be highlighted in relation to the data, in particular at longer 

durations. While the data itself is not of concern, as the start point for the 

indices was 1970, this limits the amount of indepen dent data series as the 

investment duration increases. To illustrate, for a 10 years investment 

duration, the data only provides 5 complete and independent data series for 

MSCI Europe Total Return Index.  

Results  

2.842  When considering the excess return over th e 10 years risk free rate, the 

MSCI Europe data indicated empirical values at risk of between 67 and 38 

percent for investment durations between 1 and 10 years. Significantly, when 

considering a 1 0-year investment duration, there is no clear decreasing tre nd 

in the risk with regard to extending the time horizon. Similar analysis was 

also performed on the MSCI World Total Return index, and the MSCI AC 

Americas Total return index. These analyses are illustrated in the below charts 

and tables.  

2.843  Based on these results, it is not possible to corroborate the assertion that 

investment for a longer duration justifies a lower capital charge. In fact, the 

data actually supports an increase in capital requirements, as the Solvency II 

calibration only considers losses o ver a 12 month period, whereas sustained 

losses can be experienced over multiple years.  
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2.844  For clarity, the below are the empirical values at risk rather than the 

normalised values, which are used as the ultimate stresses in Solvency II. 

The chart s illustrat e the actual losses that would have been experienced in 

practice.
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MSCI World  Total Return Index : empirical results  

 
Source of underlying market data: Refinitiv  

MSCI Americas  Total Return Index : empirical results  

  
Source of underlying market data: Refini tiv  
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MSCI Europe  Total Return Index : empirical results  

  
Source of underlying market data: Refinitiv  
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2.9.5  Design of the duration - based equity risk sub - module  

2.9.5.1  Identification of the issue  

2.845  The standard formula for the SCR includes an equity risk sub -module tha t 

captures the risk stemming from changes in the level of equity market prices. 

The equity risk sub -module is based on risk scenarios that envisage a fall in 

equity market prices of 39 percent or 49 percent, depending on the type of 

equity.  

2.846  Instead of that  equity risk sub -module, undertakings can use a duration -

based equity risk sub -module (DBER) that is, with regard to certain equity 

investments, based on a risk scenario that envisages a fall in equity market 

prices of 22 percent. The DBER can be applied b y life insurance undertakings 

that provide certain occupational retirement provisions, or retirement 

benefits, and meet further requirements ï in particular, that the average 

duration of the undertakingôs liabilities exceeds an average of 12 years and 

that  the undertaking is able to hold equity investments at least for 12 years.  

2.847  The possibility to apply the DBER is a Member State option of the Solvency 

II Directive (Article 304(1)). The application of the DBER by an insurance 

undertaking is subject to super visory approval.  

2.848  One undertaking in France is using the DBER as at 31 December 2017. 

According to the information disclosed by the undertaking in its Solvency and 

Financial Condition Report, removing the DBER would reduce the SCR ratio 

by 20 points from a ratio of 159 percent with the DBER (but without TTP and 

VA) to a ratio of 139 percent without the DBER. Removing the measure would 

reduce the MCR ratio by 41 points from a ratio of 350 percent with the DBER 

(but without TTP and VA) to a ratio of 309 percen t without the measure.  

2.849  In the LTG report 2016, 11 NSAs reported that the DBER is not 

implemented in their national legislation. The NSAs of the other countries 

provided the following explanations why the DBER is not applied:  

¶ The products in the national market do not meet the criteria of Article 304 

of the Solvency II Directive;  

¶ Undertakings are not or not very active in the pension market;  

¶ There is no need or no interest for this sub -module;  

¶ There is not yet an incentive to apply the DBER because the equity 

transitional of Article 308b(13) of the Solvency II Directive currently 

lowers the capital requirement for equity investments, but more 

applications may follow in the course of the phasing out of that transitional 

measure.  
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2.9.5.2  Analysis  

2.850  According to th e Commission staff working document 120 , the set -up of the 

Long - term equity asset class (LTE) is an extension of the reduced capital 

charge (22 percent) applicable to the DBER to long term investment in equity 

of EEA meeting certain criteria.  

2.851  Although the DB ER and the LTE aim to capture the risks of long - term 

equity over a longer time horizon; the criteria and application are different. 

The adequacy of keeping two separate treatment is a critical element of the 

framework, in view of the complexity induced. Ha ving two separate risk sub -

modules targeting the same risks ï namely those of long - term equity 

exposures ï is considered as unnecessary and intended to be addressed.  

Considered options  

2.852  EIOPA identified the following options:  

¶ Option 1:  No change  

¶ Option 2:  Phase out  

Under Option 2, the use of the duration based equity risk sub module is 

phased out. As such, new approvals to use the duration based equity risk sub 

module should not be granted anymore. The following table outlines the pros 

and cons related to o ption 2 compared to the status quo.  

 

 Pro   Con  

Both, LTE and DBER 

target the risks 

associated to long 

term equity exposures 

so it is ensured that 

similar risks are 

treated similarly in the 

future when the DBER 

is phased  out.  

 

Reduce complexity   

 

Compari son of options  

2.853  To phase out the approved use of the DBER and not granting new 

approvals to use the DBER anymore presents the advantage to ensure that 

similar risks ïi.e. those related to long term equity exposures, are treated 

similarly in the future.  

                                                           
120  See p.10, paragraph 3 of Commission Staff Working Document  

https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwifm8Xhh4DkAhVFNOwKHdJ5DhQQFjAAegQIBRAC&url=https%3A%2F%2Fec.europa.eu%2Ftransparency%2Fregdoc%2Frep%2F10102%2F2019%2FEN%2FSWD-2019-146-F1-EN-MAIN-PART-1.PDF&usg=AOvVaw1J6ixONWTDnejxqNW5Uyut
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2.854  As such, it reduces the unnecessary complexity of the prudential 

framework and improve the effective and efficient supervision of 

undertakings and groups.   

2.855  Therefore, the preferred policy option for this policy issue is Option 2.  

 

2.9.6  Design of the strategic equi ty risk treatment  

2.9.6.1  Identification of the issue  

2.856  The standard formula for the SCR includes an equity risk sub -module that 

captures the risk stemming from changes in the level of equity market prices. 

The equity risk sub -module is based on risk scenarios that envisage a fall in 

equity market prices of 39 percent or 49 percent, depending on the type of 

equity. Providing that these investments are of a strategic nature, 

undertakings can use risk scenarios that envisage a fall in equity market 

prices of 22 percent .  

2.857  The criteria for being considered as strategic are set in the article 171 of 

the Delegated Regulation.  

2.858  During the SCR Review, stakeholders identified critical elements of the 

framework. In particular:  

¶ The approach for evaluating strategic participatio ns based on lower 

volatility was not considered appropriate. Therefore, the criterion in 

Article 171 (a) -  requiring the demonstration of lower volatility in the next 

12 months -  is considered to be very difficult to be applied in practice 

because it seems  to be in contradiction with the long - term horizon 

associated with the nature of strategic participations;  

¶ The minimum ownership and control threshold of 20 percent for an 

investment to qualify it as a strategic participation is considered too high. 

This r equirement is deemed to be unnecessary restrictive, particularly 

when considered alongside the other Article 171 criteria such as strategy 

to hold and ability to hold for a long period.  

2.859  The majority of NSAs mentioned that it is difficult to demonstrate th at the 

criterion in Article 171(a) about lower volatility is met, particularly for 

unlisted equity investments.  

2.860  Some NSAs mentioned that they experienced in their supervision that 

undertakings did apply the provisions for strategic equity also to investme nts 

that are not in related undertakings. Reason for that was identified to be the 

difficult reading of the Solvency II Directive in that respect as the title and 

first sentence of Article 171 Delegated regulation is not referring to 

participations but to equity investments.  
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2.861  In addition, NSAs consider that there might be some cases in which equity 

could qualify for both strategic equity and long - term equity investment. This 

issue is analysed in section 2.9.7 . 

2.9.6.2  Analysis  

Policy issue I: Criterion of lower vo latility  

2.862  According to Article 171 (a), in order to qualify an equity investment as 

ñstrategicò, the insurer must demonstrate that the equity investment is likely 

to be materially less volatile for the following 12 months than the value of 

other equities ov er the same period. This is a result of both the nature of the 

investment and the influence exercised by the participating undertaking in 

the related undertaking.  

2.863  The introduction of a lower capital charge for strategic equity is based on 

the underlying a ssumption that the volatility of the respective investments 

over a 1 -year time horizon is likely to be materially lower compared to the 

ñstandardò type 1 or type 2 equity. To hold up to this underlying 

fundamentals, it is not sufficient to demonstrate that  the investment under 

consideration relates to a related undertaking (minimum ownership and 

control threshold of 20 percent). Rather, the criteria of lower volatility is key 

to motivate the reduction in capital charge. NSAs therefore shared the view 

that t he criteria of lower volatility cannot be deleted.  

2.864  The lower capital requirements for strategic participations are justified if 

their risks are lower. As such , there is a requirement to demonstrate that the 

volatility of the value of the strategic particip ations is lower than that of other 

equities.  

2.865  A well -diversified portfolio of strategic participations with a beta lower than 

one has a lower volatility than the typical average diversified, ómarketô, 

portfolio of equities. The question is then , which beta would justify a 

reduction of the capital requirements from 39 and 49 percent to 22 percent. 

Also, in case there is no well -diversified portfolio of strategic participations 

what óresidual riskô is acceptable to allow for this reduction? 

2.866  In its second set o f Advice to the European Commission on specific items 

in the Delegated Regulation 121 , EIOPA proposed a beta method as a 

requirement for unlisted equity to qualify for the lower capital requirement 

of 39 percent for type 1 equities instead of the 49 percent f or type 2 equities. 

If the beta for the unlisted equity was below the ratio of 39 over 49 percent, 

i.e. 0.7960, in that advice the risk was considered to be sufficiently low to 

allow the type 1 equity capital charge rather than the type 2. The formula for 

this beta is as follows:  

                                                           
121   EIOPAôs second set of advice on the Delegated regulation review, February 2018 

https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&cad=rja&uact=8&ved=2ahUKEwiVvPjGiIDkAhUNKuwKHSq1C2gQFjAAegQIARAC&url=https%3A%2F%2Feiopa.europa.eu%2FPublications%2FConsultations%2FEIOPA-18-075-EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf&usg=AOvVaw0uGYCdj9CbHmi1F6zpc1gJ
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0.9478 ï 0.0034*AvgGrossMargin + 0.0139*TotalDebt/AvgCFO ï 

0.0015*AvgReturn on Common Equity  

2.867  In line with that advice, a 22 percent capital charge for strategic 

participations with a beta below 0.5641 (22 percent over 39 percent) f or a 

portfolio of type 1 strategic equities and a beta below 0.4590 (22 percent 

over 49 percent) for a portfolio of type 2 strategic equities would also be 

justified.  

2.868  In this advice, EIOPA considered that the lower capital requirements for 

unlisted equity  is only appropriate in case of well -diversified portfolios. 

Rather than requiring a diversified portfolio of strategic participations, the 

other requirements for strategic participations should ensure that the 

óresidual risksô from non-diversified portfol io of strategic participations do es 

not invalidate the 22 percent capital charge.  

2.869  The advice also required that companies, strategic participations, should 

be established in the EU or EEA with a majority of revenues from EEA or 

OECD countries. It should h ave been larger than a Small -  Sized Enterprise 

as defined by the Commission Recommendation (2003/361/EC) in the last 

three years.  

Considered options  

2.870  With respect to para (a) of Article 171 of the Delegated regulation -  

criterion of lower volatility -  EIOPA identified the following options:  

¶ Option 1:  No change  

¶ Option 2:  Deletion of the criterion  

¶ Option 3:  Clarify the requirement and add the beta method as an optional 

method  

¶ Option 4:  Clarify the requirement by providing the beta method as the 

mandatory met hod  

2.871  The following tables outline the pros and cons of the options compared to 

the status quo.  

Option 2: Deletion of the criterion  

 

 Pro   Con  

Reduces complexity for 

undertakings as well 

as supervisors  

Criterion is key to 

motivate the lower 

capital charge so the 

deletion has negative 

consequence on the 

risk sensitivity of the 

SCR standard formula 

(potentially negatively 
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affecting policyholder 

protection).  

 

Option 3: Clarify the requirement by providing the beta method as an 

optional method  

 

 Pro   Con  

Impr oves 

understanding of the 

requirement in 

providing an 

exemplary method and 

by that reinforces the 

criterion which is key 

to motivate the lower 

capital charge.  

 

Attenuate s the difficult 

supervision of the 

criteria by providing a 

standard method.  

 

Consist ent with EIOPA 

advice on unlisted 

equity  

 

Leaves flexibility to 

insurance 

undertakings  

 

 

Option 4: Clarify the requirement by providing the beta method as the 

mandatory method.  

 

 Pro   Con  

Improves 

understanding of the 

requirement by that 

reinforces the criterion 

which is key to 

motivate the lower 

capital charge.  

 

Attenuate s the difficult 

supervision of the 

criteria by providing a 

standard method.  
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Consistent with EIOPA 

advice on unlisted 

equity.  

 

 

Comparison of options  

2.872  Options 3 re inforces  the requir ement by providing an additional method to 

demonstrate the lower volatility, while option 4 strengthens the requirement 

by providing a mandatory method to demonstrate  the lower volatility 

requirement. In combination with option 1 or 3, f urther clarificatio n how to 

perform the required volatility assessment can either be included in the 

regulation directly or in additional guidance. This clarification can be based 

on the supervisory experience made so far, e.g. undertakings demonstrated 

the lower volatility by comparing financial statements or historical returns 

with those of competitors or in case of listed equity with a benchmark index. 

Furthermore, the beta method as described is suggested. In option 3 this 

method would be specified as one optional method to assess lower volatility 

of the investment while in option 4 this would become the mandatory method 

to apply.   

2.873  The preferred policy option for this policy issue is to strengthen the 

volatility criterion by proposing an optional method that can be used fo r that 

purpose (Option 1.3) because it improves the requirement which will be for 

the benefit for policyholders, supervisory authorities and stakeholders that 

need to assess that criterion. This is preferred to Option 4 because this leaves 

flexibility to u ndertakings.  

 

Policy Issue II: Control threshold of 20 percent  

2.874  NSAs further reflected on the need to keep th e threshold of 20 percent. 

Reason to keep the threshold of 20 percent was considered to be the 

influence the participating undertaking has on the re lated undertaking which 

can materially influence the volatility of the related undertakingôs own funds. 

Also the underlying idea of strategic equity investments as being investments 

of strategic nature (according to para (b) of Article 171 Delegated regula tion) 

are considered reasons to keep the 20 percent threshold.  

2.875  NSAs consider that the reference to participating and related undertakings 

in Article 171 (a)  of the  Delegated regulation going along with Article 212 of 

the Solvency II Directive could be furt her clarified to avoid 

misunderstandings and ensure that the provision is consistently applied to 

investments where the minimum ownership and control threshold exceeds 

20 percent.  

Considered options  
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2.876  With respect to para (a) of Article 171 of the Delegated regulation ï control 

threshold of 20 percent -  EIOPA identified the following options:  

¶ Option 1:  No change  

¶ Option 2:  No change , but add clarif ication  of the scope of application  

¶ Option 3 :  Deletion  

¶ Option 4 :  Reduction to 5 or 10 percent  

2.877  The following table s outline the pros and cons of the options compared to 

the status quo.  

Option 2: No change, but add clarification  of the scope  of application  

 Pro   Con  

Improves 

understanding of the 

requirement ; by that 

reinforces the criterion 

which is key to 

motivate th e lower 

capital charge .  

 

 

Option 3:  Deletion  

 Pro   Con  

Reduces complexity for 

undertakings as well 

as supervisors  

The criterion on the 

influence is key to 

motivate the lower 

capital charge. The 

deletion thus 

endangers risk 

sensitivity of the SCR 

standa rd formula 

(potentially negatively 

affecting policyholder 

protection)  

 

Option 4:  Reduction to 5 or 10 percent  

Pro  Con  

 Endangers risk 

sensitivity of the SCR 

standard formula 

(potentially negatively 

affecting policyholder 

protection)  
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Comparison of optio ns 

2.878  Option 2 is to do not change but clarify the scope of application, in 

particular that it applies to participating and relating undertakings. T his 

option preserves the current level of capital requirements and thereby 

compared to the other options, best contributes to keep the current level of 

policyholder protection. Indeed, o ption 3 and 4 would endangers risk 

sensitivity of the SCR standard formula  and potentially negatively affect 

policyholder protection. Therefore, the preferred policy option for this  policy 

issue is to keep that requirement but clarify the scope of application.  

 

Policy Issue III: Correlation of risks  

2.879  The criterion of lower volatility is a necessary pre -condition and may even 

not suffice to allow an adequate risk sensitive treatment. I f the value of a 

participation depends on, or is significantly correlated with, the performance 

of the undertaking, a lower capital requirement for the participation may not 

be justified. For example, if the participation services the claims handling of 

th e undertaking, the performance of the participation depends on the 

performance of the undertaking. Indeed ; if for example, the undertaking 

does not write any new business, the participation also does not get any new 

business and becomes worthless. Undertak ings exposed to financial markets 

with participations in the financial industry that are also exposed to financial 

markets will not only experience losses from their own business in case of 

deteriorating financial markets, but also additional losses on the ir exposures 

to these strategic participations also suffering losses from these deteriorating 

financial markets.  

2.880  From an own fund perspective, these examples are considered as 

encumbrance and would be corrected in the amount of eligible own funds. If 

ther e is no correction for such encumbrance in the amount of eligible own 

funds, the 22 percent capital requirement does not reflect the actually higher 

risks than compared to the 39 or 49 percent for regular equity.  

2.881  If there is already a correction for encum brance in these examples, the 22 

percent may still be appropriate and in specific circumstances too high. For 

example, if the whole participation is deducted from the amount of eligible 

own funds. Article 68(3) of the Delegated Regulation however states th at a 

deduction of the value of strategic participations from the eligible own funds 

is typically not the case.  
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Considered options  

2.882  With respect to the issue of correlation of risks for the insurance 

undertaking and the related undertaking, EIOPA identifie d the following 

options:  

¶ Option 1:  No change  

¶ Option 2 :  Address the issue of correlation of risks  

2.883  Under option 2, EIOPA suggests to provide N SAs the ability to require that 

insurance undertakings demonstrate that the valuation of the strategic 

participation  does not significantly depend on, nor is significantly correlated 

to, the performance of the insurance undertaking and changes in own funds 

of the insurance undertaking.  

Comparison of options  

2.884  The preferred policy option for this policy issue is to provide  NSAs the legal 

basis to require that u ndertakings demonstrate that the valuation of the 

strategic participation does not significantly depend on, nor is significantly 

correlated to, the performance of the insurance undertaking and changes in 

own funds of the insurance undertaking.  To be noted that one could consider 

option 2 to be a limit to the use of the strategic equity.  

 

2.9.7  Design of the long - term equity risk treatment  

2.9.7.1  Identification of the issue  

Diversification between LTE and other risks  

2.885  The Delegated R egulation prescribes that a sub -set of equity investments 

may be treated as long - term equity (and then benefit from a risk charge of 

22 percent), if it is included in a portfolio of assets which is assigned to cover 

the best estimate, which is identified, managed and organised separately 

from the other activities of the undertaking and cannot be used to cover 

losses arising from other activities of the undertaking.  

2.886  Similar to the regulation in the context of the Matching Adjustment (MA), 

the assigned portfo lio of assets (including the sub -set of equity) is not 

identified as a ring - fenced fund. In contrast to the MA where explicit 

diversification limitations are reflected, the regulation does not provide 

further specification on diversification for LTE.  

2.887  The s ub -set of equity which can benefit from the specific risk charge of 22 

percent is considered to be included in an assigned portfolio of assets which 

is identified, managed and organised separately. Similar to the MA 

regulation, this assigned portfolio cove rs the best estimate ï in the content 

of the LTE the portfolio covers businesses clearly identified. However, the 

business in scope (assigned portfolio of assets and liabilities) can be/or 
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become profitable, thus own funds are present or created. As the as sets 

backing these profits are not formally part of the assigned portfolio of assets 

(only covering the best estimate), the question arises whether these can be 

used to cover losses arising in other parts of the undertakings, thus providing 

for diversifica tion effects.  

2.888  For example, in the context of the MA it was discussed whether a 1year -

VAR99,5 percent -mortality shock creating losses in the non -MA business can 

be compensated by gains in the MA portfolio.  

2.889  Even though the requirements on the assigned portfo lio of assets are 

similar for MA and LTE, the situation in the context of LTE is quite different 

from the context of the MA because the risk metrics are not aligned between 

the LTE and the other risk modules. This is the case , as the LTE risk 

submodule is based on a VAR over a time -period different from 1 year.  

2.890  So the question arises, whether the risk charge for LTE can be diversified 

with the other risks in the assigned portfolio of assets and liabilities as well 

as whether the risk charge for the assigned  portfolio can be diversified with 

the risks in the rest of the undertaking.  

2.891  Letôs consider the example of an undertaking where the assigned portfolio 

makes up 50 percent of the business and the assigned portfolio of assets 

consists of equity and property (other assets in the below chart).  

Illustrative chart   
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2.892  How the risk charge for the equity in scope of LTE can be aggregated with 

the property risk of the assigned portfolio and how the risks of the assigned 

portfolio of assets can be diversified with th e market risks of the rest of the 

assets backing the residual liabilities are unclear. Indeed, a 10 -year VAR and 

a 1 -year VAR cannot be aggregated via the existing correlation matrices. The 

reason is that the existing correlation matrices were calibrated o n a one -year 

time horizon with an emphasis of measuring the dependence of the individual 

risks in the tail. It is theoretically unclear how the joint distribution of two 

individual risks with different time horizons looks like.   

2.893  From a prudential point of  view, the use of the existing correlations could 

be justified if there is credible evidence that a multiple year equity risk shows 

a lower degree of dependence with other financial risks than a one -year 

equity risk. In that circumstance, one could argue t hat the existing 

correlations are conservative estimates for a mixed equity risk, which 

includes long - term equity investments.  

2.894  From an economic point of view, one could then argue that a longer - term 

equity investment would be less affected by short - term f inancial market 

fluctuations implying that the overall dependence between equity and other 

shorter - term financial risks would decrease.  

2.895  However if such credible evidence cannot be found, then it is hard to justify 

the appropriateness of a one -year tail co rrelation on a multiple year risk.  

2.896  It is therefore necessary to clarify how the LTE risk module fits into the 

overall SCR calculation, whether diversification effects can be recognized 

within the assigned portfolio of assets and liabilities and beyond, in  particular 

in view of the existing structure of the standard formula which only 

recognizes the aggregation of risks via the correlation matrices.  

 

Diversified LTE portfolios   

2.897  The current regulation on LTE does not require LTE portfolios to be well -

divers ified. The question is whether or not a 22 percent capital charge for a 

single, just a few, or, only similar, equities is justified. Risks of well -

diversified equity portfolios are generally lower than those of single or non -

diversified equity portfolios.  

 

Potential overlap with existing provisions  

2.898  Potential overlap with the duration based equity risk sub module is treated 

in the section 2.9.5 . In addition, NSAs consider that there might be some 

cases in which equity could qualify for both strategic equity and long - term 

equity investment. However, the motivation for lower capital charges for both 

categories and thus the nature of the risks of the equity investments are 
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different (reduced short term volatility vs. consideration of long - term equity 

risks).  

2.9.7.2  Ana lysis  

Policy issue I: Diversification betwee n LTE and other risks  

2.899  To analyse the dependence between long - term equity investments and 

other short - term financial risks, the empirical correlation between long - term 

equity returns and other short - term financial  market returns has been 

calculated. The following data sets with daily observations have been used 

as proxies for the financial market risks. Note that similar data sets have 

been used in the calibration of the financial market correlations.  

¶ The MSCI Wor ld equity index as an equity risk proxy  

¶ The EUR 10 year interest rate swap data as a proxy of interest rate risk  

¶ The spreads to gilts on UK AA rated 10 year corporate bonds as a proxy 

for spread risk  

¶ EUR/USD exchange rates as a proxy for currency risk.  

2.900  The overlapping data period for all data sets ranges from 04/2002 until 

31/05/2019.  

2.901  Note that the analysis performed in this section is not conclusive to set 

any correlation factors for the standard formula as tail correlations are used 

for that purpose. T herefore, results shown here cannot be directly compared 

to the correlation parameters currently used. However, the analysis can 

provide first insight in the correlation of long - term compared to short - term 

risks.  

2.902  To perform the empirical analysis, overlapp ing relative percentage 

changes have been calculated for each data set.  

2.903  To analyse the dependence of long - term equity with other financial market 

risks, the overlapping 10 -year relative percentage rate for the MSCI World 

index has been calculated. Accordi ngly, this calculation lead s to daily 

overlapping 10 -year returns from 04/2012 until 05/2019 including 1846 

observation points. For the other financial risks (including one -year equity 

risk) annual overlapping relative percentage rate changes have been 

calculated with a total data period which coincides with the 10 -year return 

calculation.  

2.904  In a first step, the annual returns for the short - term financial risks were 

calibrated for the same data period from 04/2012 until 05/2019 and an 

empirical correlation c oefficient has been calculated between the long - term 

equity returns and the other short - term financial risks. For comparison 

reasons, the same empirical correlation coefficient has been calculated 
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between the one -year equity risk (with one ïyear overlapping  returns) and 

the other short - term financial risks. The results are shown in the table below . 

2.905  The table displays the empirical correlation coefficients between long - term 

equity returns and other short - term financial market risks (second column) 

and empiric al correlation coefficients between the one -year equity returns 

with other short - term financial market risks  (third column) . The data period 

of overlapping returns ranges from 04/2012 until 05/2019.  

Correlation  Long - term 

equity risk  

One - Year 

Equity risk  

Long - term 

equity risk  

1 -0.005  

Interest rate 

risk  

-0.25  0.39  

Spread risk  -0.33  -0.68  

Currency risk  -0.1  0.53  

 

2.906  From this first analysis, one can observe that long - term equity returns 

seem to be uncorrelated with the one -year equity returns. Moreover, one  can 

observe that the long - term equity returns have a negative correlation with 

all short - term financial market returns. For the interest rate risk and the 

currency risk, the empirical correlation between the one -year equity returns 

is much more conservati ve than the empirical correlation for long - term equity 

returns. However, this result does not hold for the empirical correlation with 

relative annual credit spread changes.  

2.907  It is worthwhile to note that while the long - term equity returns include 

data from the financial market crisis in 2008 -2009, the annual relative 

percentage changes for the other short - term risks do es not include data from 

the crisis (here data from 2011 enters into the calculation).  

2.908  In the next step, the relative percentage rate changes  for the short - term 

risks are calculated from 2003 on and the length of the data period is chosen 

such that it coincides with the data period used for the calculation of the 

long - term equity returns (i.e. the length of the data period contains 1846 

observa tions). The objective is to include financial crises data into the annual 

relative percentage rate changes and to have a better comparison between 

one -year empirical correlation coefficients and the correlation coefficients 

with long - term equity risk. The empirical correlation coefficients of the 

second analysis are shown in the table  below .  

2.909  The table displays the empirical correlation coefficients between the one -

year equity returns with other short - term financial market risks. The data 

period of overlapp ing returns ranges from 04/2003 until 05/2009.  
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Correlation  One - Year 

Equity risk  

Long - term 

equity risk  

0.54  

Interest rate 

risk  

0.38  

Spread risk  -0.38  

Currency risk  0.435  

 

2.910  From this table, one can observe that the correlation between short and 

long - term  equity returns is significantly positive. Moreover, the empirical 

correlation for the credit spread changes and one -year equity returns is 

similar to the empirical correlation with long - term equity returns.  

2.911  Note that the performed calculation of the 10 -year  annual overlapping 

equity returns from 2012 until 2019 results in solely positive returns. Then, 

it leads to the negative correlations with the other short - term financial risks. 

This can be seen from the figure below showing the development of the MSCI  

World Index from 04/2002 until 05/2019.  

2.912  Accordingly, as negative long - term 10 -year overlapping returns have not 

been observed and the 10 -year time window does not result in a sufficiently 

large returns series (see above 1846 observations only), it seems sensible to 

perform the same analysis with a shorter long - term time window and thus a 

much larger return series, in order to get a better picture of the correlation 

between longer - term equity returns and other short - term financial risks.  

 

MSCI World equity  index from 04/2002 until 05/2019,  



 

252  

 
Source of underlying market data: Refinitiv  

 

2.913  For the same concerns on potential diversification restrictions between 

long - term and short - term risks, CEIOPS advised in its L2 advice 122  to add up 

the equity capital requirem ents calculated according to Article 304 and Article 

105, acknowledging that the DBER did not fit into the 1 -year V aR perspective 

of Article 105.  

Considered options  

2.914  The following options to clarify the treatment of diversification in the 

context of LTE are  identified:  

¶ Option 1:  No change  

¶ Option 2:  No diversification between LTE and other equity risks   

¶ Option 3:  No diversif ication between L TE and other risks   

2.915  Option 1:  No change  

2.916  This option would imply that no diversification limitations would be set for 

LTE, LTE would then be treated as sub -class of type 1/type 2 equities, not 

mirroring the different time horizon of the different provisions.  

2.917  This option could be prudentially justified but would require further 

statistical analysis as mentioned above to ensur e the solution is prudent. The 

option implies that the LTE would be treated similar to the current equity risk 

sub -modules, simply adding up the different requirements for equity risk and 

jointly aggregating them via the existing correlation matrices with the other 

market risks . 

                                                           
122  CEIOPS' Advice for L2 Implementing Measures on SII: Equity risk sub-module 

https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdf
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 Pro   Con  

Simple for 

undertakings to apply 

as structure is aligned 

to the current 

standard formula 

structure  

May result in 

accounting for 

unjustified 

diversification effects 

between short - term 

and long - term risks  

 Inconsistent tr eatment 

with infrastructure 

spread risk  

 

2.918  Option 2:  No diversification between LTE and other equity risks  

2.919  This option would imply that diversification of LTE would be partly limited 

as the LTE equity risk charge would be added up to the type 1 and type 2 

equity charge and no diversification with short - term equity risks would apply.  

 

 Pro   Con  

Recognising that 

diversification between 

short term and long 

term equity risk may 

be different  

Conceptual 

inconsistency in the 

BSCR remains as the 

long - term equity ri sk 

is diversified with 

other short - term risks 

(in particular market 

risks) which may 

result in accounting for 

unjustified 

diversification effects  

Consistent treatment 

with infrastructure 

spread risk  

 

Consistent with the 

advice on DBER  

 

 

2.920  Option 3: Do not  diversify LTE with 1 year short term risk  

2.921  This option suggests to explicitly allow for the different time horizon in the 

calibration of the LTE risk module by including a separate treatment for LTE. 

Under this option, LTE would be a separate risk charge t hat would be added 

to the BSCR (similar to operational risk).  



 

254  

2.922  This option implies that the LTE would be treated separately from the 

existing short - term risk measures and no diversification with these short -

term risks is recognized.  

 Pro   Con  

Transparent and 

separate treatment of 

short - term and long -

term risks allows clear 

interpreta tion of the 

SCR 

May be overly prudent 

because no 

diversi fication effects 

are recognized  

 Inconsistent treatment 

with infrastructure 

spread risk  

 

Comparison of options  

2.923  CEIOPSô previous advice on DBER recommended to acknowledge a 

different treatment for long term horizonôs correlation. DBER should be 

isolated in a long - term submodule added up with the result of the 

diversification between Type 1 and Type 2. Conclusions drawn for  DBER could 

be applicable to LTE because diversification between short term and long 

term equity risk is different from diversification between short term risks: 

This is option 2. Therefore, the current diversification of LTE with other equity 

risks ïi.e. option 1, might be questioned.  

2.924  Option 3 is to do not diversify with 1 -year short term risks (similarly to 

operational risk). This would allow a clear interpretation of the SCR through 

transparent and separate treatment of short - term and long - term risks. 

However, it may be overly prudent and it would be inconsistent with the 

treatment of infrastructure spread risk.  

 

Policy  issue II: Diversified LTE portfolios  

2.925  The analysis above as well as the analysis on equity risks over longer 

horizons are based on well -diversified portfolios or indices of equities. The 

appropriateness of a 22 percent capital charge for a single equity or not well -

diversified portfolio of equities cannot be derived from those analyses. The 

requirement that only EEA equities are eligible fo r inclusion in LTE portfolios 

does not prevent a portfolio to be well -diversified; within the EEA sufficient 

possibilities for diversification exist.  

Considered options  

2.926  EIOPA considered the following options:  

¶ Option 1: No change  



 

255  

¶ Option 2: Only diversified portfolios are eligible  

2.927  Under Option 2, only well -diversified equity portfolios are eligible for the 

lower capital requirements of LTE portfolios. It would be up to the 

undertakings to demonstrate sufficient diversification of their LTE equity 

portfolios.  

 Pro   Con  

No lower capital 

requirement for not 

well -diversified equity 

portfolios for which it 

is not demonstrated 

that those contain 

lower risks that just ify 

a lower capital 

requirement  

Possibly a smaller part 

of equity investments 

become eligible for t he 

lower capital 

requirement, although 

most insurance 

undertakings already 

invest i n a diversified 

way in equities  

 

Comparison of options  

2.928  The preferred policy option for this policy issue is to require LTE portfolios 

to be diversified because those are ge nerally less risky. This is consistent 

with the basis of analysis used to calibrate the capital charge of the LTE.  

 

Policy Issue I II : Controlled intra - group investments  

2.929  Potential overlap with long - term equity investments is detailed below. In 

practice 123 , i n 50 percent of the cases, the average holding period of 

investments in strategic equity exceeds 10 years. Strategic investments may 

therefore also qualify for the long term equity risk sub -module. The use of 

strategic equity varies greatly among the diffe rent countries and can be as 

high as 15 percent of the total investments. The European average is 3 

percent. The relevance of potential overlap between the two modules 

therefore varies by country.  

 

Criteria  strategic equity  LTE  

                                                           
123  See EIOPA's second set of advice to the European Commission on specific items in the 

Delegated Regulation.   
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Equity  

 

¶ Type 1 and type 2 e quities  

¶ Likely to be materially less 

volatile over the following 

12 months as a result of 

both the nature of the 

investment and the 

influence exercised by the 

participating underta king in 

the related undertaking  

¶ Strategic nature ï incl. 

clear strategy and ability to 

hold for long period, 

dura ble link (20 percent 

threshold)   

¶ Where the insurance or 

reinsurance participating 

company is part of a group, 

the consistency of such 

strategy with the main 

policies guiding or li miting 

the actions of the group  

¶ Listed a nd unlisted equities 

of companies in the EEA  

¶ No risk of fire -sale over the 

next 10 years  

¶ Average holding period of 

equity  in the sub -set 

exceeds 5 years  

Liabilities  ¶ Technical provisions that 

backed long - term portfolio, 

provided that they do not 

exceed 5 0 percent of the 

balance sheet  

¶ All undertakings, all 

business  

¶ Identified, managed, 

organised separately, 

cannot be used to cover 

losses from other activities  

ALM  Consistency of the strategy 

referred above  with the 

main policies guiding or 

limiting the act ions of the 

undert akings  

The written policies reflect 

the intention to hold the 

portfolio on average for 5 

years, and are compatible 

with the requirement to be 

able to avoid fire -sale over 

the next 10 years  

Supervisory 

approval  

No No 

 

2.930  The objective of th e strategic equity asset category is to capture the risk 

of strategic investments over a 1 -year horizon when the volatility of those 

investments are demonstrated to be materially less volatile.  

2.931  This objective of the strategic Equity is different from the one of the LTE 

(and DBER)  disposition in that it is the recognition of a lower volatility over 

1 year horizon (as opposed to the multi - year time horizons). However, to 

apply strategic equity risk charge, the strategy to hold and the existence of 

a durable link count.  

2.932  Companies can be tempted to reclassify strategic participations as long 

term equities to increase the average holding period of long - term equities. If 

a parent insurer classifies its subsidiaries as long - term equities, because of 

their size an d their long - lasting holding, it is quite likely that the rest of the 
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equity portfolio can be traded every day and meet the average holding 

period.  

2.933  A final assessment in quantitative terms of any overlap is hard to perform 

as LTE has just been introduced.  However, it is considered sensible to exclude 

controlled intra -group investments from the scope of the LTE to avoid 

reclassification of strategic participations to meet the targets for LTE.  

Considered options  

2.934  EIOPA considered the following options:  

¶ Optio n 1:  No change  

¶ Option 2:  Exclude controlled intra -group investments from LTE  

2.935  Under option 2, the following text would be added at the bottom of the 

Article 171a: ñ(4) Controlled intra-group investments in equity shall be 

excluded from the sub -set of equit y investments.ò 

Comparison of options  

2.936  The preferred policy option for this policy issue is to exclude controlled 

intragroup investments from the scope of LTE because it is considered more 

prudent. Indeed, one could consider that because of their size and i nherent 

strategy to hold on the long term, controlled intra -group investments would 

counterbalance a trading strategy for the rest of the LTE portfolio.  

 

2.9.8  Advice  

 

2.937  EIOPA is asked to conduct a comprehensive review of the equity risk sub -

module and in particu lar to assess the appropriateness of the design an d 

calibration of the duration -based equity risk su b-module, of strategic equity 

investments, of long - term equity investments and of the symmetric  

adjustment. The symmetric  adjustment is treated separately, in section 2.10 .  

ñStandardò equity type 1 and type 2 

2.938  In January 2010, EIOPAôs predecessor, CEIOPS, advised on the ñStandardò 

type 1 and type 2 equities. EIOPAôs advice remains equal to the precedent.  

Duration based equity risk sub - module  

2.939  In January 2010,  CEIOPS, advis ed a risk charge of 22 percent for the 

duration -based equity risk. To date, the standard formulaôs stress is set at 

22 percent .  

2.940  In March 2019, the Commission adopted an amendment to the Delegated 

Regulation which includes Article 171a in res pect of the treatment of long 

term equity investment. Similarly to the DBER, the LTE aims to address  the 

risks of equity over longer time horizon.  
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2.941  The adequacy of keeping two separate treatments is considered 

unnecessary , in view  of the complexity induced . Therefore, the approved 

used of  the DBER should be phased out. As, such, new approvals to use the 

DBER should not granted anymore.  

Strategic equity investments  

2.942  To date, no advice was provided on strategic equity. In February 2019, 

EIOPA has provided info rmation on the application of the criteria of the 

Delegated Regulation.  

2.943  Stakeholders identified critical elements of the framework:  in particular 

the approach for evaluating strategic participation based on lower volatility 

and the minimum ownership and control threshold of 20 percent.  

2.944  The majority of NSAs mentioned that it is difficult to demonstrate that the 

criterion about lower volatility is met, in particular for unlisted equity.  

Lower volatility  

2.945  EIOPA considers that the lower capital requirement f or strategic 

participation is justified if the risk is lower. Therefore the criterion of lower 

volatility should not be deleted.  

2.946  With respect to the criterion o n lower volatility (Article 171 (a) of the 

Delega ted R egulation), EIOPA advices to keep that requ irement and suggests 

to provide further clarification in the law on how to perform that assessment. 

The beta method should be introduced as an optional method that can be 

used for the purpose.  

Control threshold of 20 percent  

2.947  With respect to the criterion on minimum control threshold of 20 percent 

(Ar ticle 171 (a) of the Delegated R egulation), EIOPA advices to keep that 

requirement. Reasons to keep the threshold are:  

 -  The influence of participating undertaking on related undertaking can 

materially influen ce the volatility of the related undertakingsô own funds;  

 -  The underlying idea of strategic equity investment as being investments of 

strategic nature.  

2.948  In addition, it would be beneficial to make more explicit that the 

requirement applies to investment s in related undertakings. Therefore, the 

title and first sentence o f Article 171 of the Delegated R egulation could be 

changed in order to refer to participations rather than to equity investments.  

Correlation of risks  

2.949  Where the value of a participating de pends on, or is significantly correlated 

with, the performance of the undertaking, a lower capital requirement may 

not be justified.  
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2.950  If there was a correction of the own funds per encumbrance, the 22 

percent would still be appropriate. However, Article 68 (3) states that it would 

typically not be the case.  

2.951  Therefore, EIOPA clarifies that the treatment of strategic participation is 

based on the underlying assumption that their valuation does not significantly 

depends on the performance of the insurance unde rtaking itself, nor that its 

valuation is significantly correlated with the changes in own funds of the 

undertaking.  

Infrastructure investments  

2.952  In September 2015 and June 2016, EIOPA advised on the identification 

and calibration of infrastructure investmen ts and other infrastructure 

investments -i.e. infrastructure corporates. EIOPAôs advice remains equal to 

the precedent two advices.  

Unlisted equity  

2.953  In February 2018, EIOPA advised on unlisted equities. In particular, EIOPA 

provided criteria applicable to p ortfolio of equity from the EEA which are not 

listed, in order  to identify those which could benefit from the same risk factor 

as listed equity. EIOPAôs advice remains equal to the precedent. 

Long - term equity investments  

2.954  Articles 101(3) and 104(4) of the S olvency II Directive require a calibration 

based on a 1 -year time horizon. On one hand, the choice of a longer time 

horizon may technically be justified under certain conditions. On the other 

hand, undertakings trade equity and using other measure of risks  could mean 

that the changes in the level of own funds are not fully captured.  

2.955  To date, no advice was provided on long - term equi ty investments. In 

March 2019, A rticle 171a set out a reduced risk charge of 22 percent for the 

equity investments that meet sp ecific conditions. The lower capital charge is 

based on several justifications, one being the CEIOPSô advice of 2010 on the 

duration -based equity risk sub -module 124 . 

2.956  In complement to the CEIOPSó advice of 2010, EIOPA has done an analysis 

of long term equity risk based on historical data series. Several changes in 

the methodology were considered. Namely, the excess return is calculated 

net of the 10 years risk free rate to ensure that the equity analysis included 

not only the loss on the equity investment, but  also the unwinding of the 

discount rate over that duration, which is reflected in the technical provisions. 

Also, the excess return are calculated based on minimum value to account 

for the risk that undertaking may have to dispose there investments within  

a given year, at the lowest index value.  

                                                           
124  CEIOPS Advice for L2 Implementing Mea sures on SII: Equity risk sub -module  

https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdfhttps:/eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Design-and-calibration-of-the-equity-risk-sub-module.pdf
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2.957  Based on the MSCI Word Total Return index, the experienced stress for a 

10 years time horizon results in 74 % . The scope of the LTE is restricted to 

EEA equities. When considering the MSCI Europe  Total Return  Inde x, the 

experienced stress for a 10 years time horizon results in 62%. Also, there is 

no clear decreasing trend in the risk with regard to extending the time 

horizon. Therefore, the empirical analysis does not corroborate the 22 

percent capital charge.  

Div ersified LTE portfolios  

2.958  The analysis on equity risk over longer time horizons are based on 

diversified portfolios or indices of equity. The requirement that only EEA 

equities are eligible for inclusion in LTE portfolios does not prevent a portfolio 

to be w ell -diversified as within the EEA sufficient possibilities for 

diversification exist. The appropriateness of a lower capital charge for a single 

equity or not well -diversified portfolio of equities cannot be derived from 

those analyse.  

2.959  Therefore, EIOPA adv ices that LTE applies only to diversified LTE portfolio. 

The following text would be added to Article 171a (1):  

2.960  ñi) the sub-set of equity investments shall be properly diversified in such 

a way as to avoid excessive reliance on any particular issuer or gro up of 

undertakings and excessive accumulation of risk in the portfolio as a whole. ò 

Controlled intra - group undertakings  

2.961  EIOPA identified a potential overlap between the long - term equity 

investments and the strategic equity investments. In particular, if co ntrolled 

intra -group investments were classified as LTE, it is likely that the rest of the 

equity portfolio could be traded every day while the portfolio still meet the 

average holding period.  

2.962  Therefore, EIOPA advices to exclude controlled intra -group inv estments 

from the scope of the LTE. The following text would be added at the bottom 

of the Article 171a:  

2.963  ñ(4) Controlled intra-group equity investments shall be excluded from the 

sub -set of equity investments.ò 

Diversification between LTE and other risks  

2.964  To date, long term equity investments is  included within  other type 1 and 

type 2 short - term equity risks. As such it benefits from the same 

diversification. However, the correlation matrices were defined based on 1 -

year time horizon.  

2.965  The first empirical an alysis is  not conclusive on the correlation coefficient 

between short term and long term risk. However, it can be justified to  not 

treat in the same manner the short term and long term equity risks. For 

instance, CEIOPS advice in Level 2 Advice  recommended  to add up the equity 

capital requirements calculated according to Article 304 and Article 105.  
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 Questions to stakeholders  

Q2. 10 :  Should the correlation of risks between the participation and the 
participating undertaking be taken into account in determ ining whether a 

participation can benefit from the lower capital charge for strategic equity 
investment? Please explain your view.  

Q2 .11 :  Considering the diversification of l ong - term equity risk with  other risks: 
Do you have evidence to support any of the options  set out in this section ? 
If the answer is ñYesò, please elaborate on it.  

Q2 .12 :  Do you consider  that the illiquidity of liabilities  (and more broadly the 
characteristics of insurance business) are  reflected in an appropriate manner 

in the current e quity risk sub -module ? If the answer is ñNoò, please elaborate 
on the changes that you deem necessary . 

 

 

 

 

2.10.  Symmetric adjustment to the equity risk 

charge  

2.10.1  Extract from the call for advice  

3.5 . Capital Markets Union aspects  

[é] 

With regard to equity, EIOPA is also asked to conduct a comprehensive review of 
the equity risk sub -module, and in particular to assess the appropriateness of 

the design and calibration of the duration -based equity risk sub -module, of 
strategic equity investments, of long - term equity investments and of the 

symmetric adjustment.  

2.10.2  Relevant legal provisions  

2.966  The symmetric adjustment mechanism is introduced in Article 106 of the 

Solvency II Directive: ñthe equity risk sub-module calculated in accordance 

with the standard formula shall inclu de a symmetric adjustment to the equity 

capital charge applied to cover the risk arising from changes in the level of 

equity prices.ò 

2.967  The calculation of the symmetric adjustment is presented in Article 172 of 

the Delegated Regulation.  
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2.968  The composition of t he equity index and its calculation is detailed in 

Commission Implementing Regulation (EU) 2015/2016 125 . See also annex  

2.14  for the composition of the current equity index.  

2.10.3  Identification of the issue  

2.969  The composition of the equity index for the calculation  of the symmetric 

adjustment was decided in 2015. Since then the composition of equity 

investments of insurance and reinsurance undertakings may have changed. 

A significant mismatch between the insurerôs assets and the equity index 

may distort the effect o f the measure.  

2.10.4  Analysis  

2.970  The first step of the analysis was to clearly identify if any mismatch 

between the relevant equity investments of undertakings (reference 

portfolio) and the equity index. For this purpose the weights of each country 

in the equity in dex and in the reference portfolio were compared.  

2.971  The reference portfolio was constructed from data of the list of assets 

template and the look -through template of undertakingsô regular reporting 

to supervisors. The data cover equity investments other tha n for unit und 

index linked insurance and other than strategic participations. The reference 

date of the data was 31 December 2017. This data analysis is coherent with 

the survey carried out in 2013 among NSAôs to construct the current equity 

index.  

2.972  Two pe rspectives have been considered when computing the weights of 

each country in the reference portfolio: ñabsolute amountsò and ñrelative 

weightsò (see annex  2.17  for more details).  

2.973  The result of such comparison is presented below. Firstly, the weights of 

each country in the EIOPA index are compared with the ñabsolute amountsò 

weights in the reference portfolio.  

                                                           
125  Commission Implementing Regulation (EU) 2015/2016 of 11 November 2015 laying down the 
implementing technical standards with regard to the equity index for the symmetric adjustment of 

the standard equity capital charg e in accordance with Directive 2009/138/EC of the European 
Parliament and of the Council   
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2.974  The index weights do not match the equity investment distribution. 

Indeed:  

ð The weights for the two main national indices (CAC40 and DAX) seem 

under estimated in the current index for the symmetric adjustment.  

ð For all the other indices (FTSE MIB, IBEX, OMX,S&P), the weights seem 

to be overestimated in current index.  

ð Finally, some indices with relevant share are not included in current 

index for the sy mmetric adjustment (DK, LU). For LU, the relevant 

share could be explained by data issues in relation to investment funds. 

Undertakings may have reported the issuing country of investment 

funds instead of the issuing country of the equity included in the f und.  

2.975  When considering on top the ñrelative weightsò perspective for the 

reference portfolio (see below), some indices such as IBEX 35 (ES) or WIG30 

(PL) become much more important, that could explain their weight in the 

current equity index.  

 



 

264  

 

2.976  At the time , a combined approach (i.e. using both ñabsolute amountsò and 

ñrelative weightsò) was used by EIOPA to construct the index. More precisely, 

the combined approach chooses equity indices with a high weight based on 

one or both measures.  Then, the selected i ndices were allocated in three 

categories. Each member of a category has the same weight (14%, 8% or 

2%) ï See annex  2.16  for more details.  

2.977  The following table sets out the results for the reference portfolio in 

relation to the countries currently included  in the index. It is noted that 

applying the combined approach includes some expert judgements.  

Country  

Equity 

index  

Absolute 

amounts  

Relative 

weights  

Comments  

NL  14%  2,31%  2,85%  

Both weights relatively 

high  

FR 14%  33,43%  5,88%  Both weights high  

DE 14%  19,80%  8,32%  Both weights high  

GB 14%  5,83%  4,80%  Both weights high  

IT  8%  1,16%  1,34%  
Both weights relatively 

high  

ES 8%  0,77%  2,58%  
« Relative weight » 

relatively high  

SE 8%  5,33%  1,81%  
Both weights relatively 

high  

US 8%  4,86%  7,24%  Both weights hig h 

PL  8%  0,53%  3,04%  
« Relative weight  » 

relatively high  

JP 2%  0,35%  0,23%  Both weights not negligible  

CH 2%  0,64%  0,90%  Both weights not negligible  
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2.978  In order to assess the need for changes to the current equity index the 

relevance of the composition for  the behaviour of the index was analysed. 

Because if the indices included in the current index would behave in a very 

similar manner in a crisis situation, the choice of weights would have less 

relevance for the functioning of the symmetric adjustment.  

2.979  For this purpose an analysis was conducted to study the correlations 

between the different indices in a crisis situation. The ñcrisis periodò that was 

retained is 2007 -2009.  

2.980  The correlations obtained are presented in the table below:  

Correlations between eq uity indices on log returns  

  
EIOP
A  

CAC  
DAX
K  

FTSEM
IB  

AEX  
WIG3
0  

IBEX  OMX  SMI  ASX  NKY  SPX  

EIOPA  100%  
97,4

%  
92,5

%  
97,5%  

94,1
%  

68,1
%  

95,0
%  

87,9
%  

88,8
%  

93,9
%  

44,0
%  

59,2
%  

CAC  
97,4

%  
100
%  

92,1
%  

92,9%  
95,1

%  
64,2

%  
92,4

%  
87,5

%  
88,4

%  
94,5

%  
38,0

%  
58,3

%  

DAXK  
92,5

%  
92,1

%  
100
%  

86,6%  
88,4

%  
63,7

%  
86,2

%  
83,9

%  
82,0

%  
88,1

%  
35,4

%  
62,7

%  

FTSE 

MIB  

97,5

%  

92,9

%  

86,6

%  
100%  

90,2

%  

61,4

%  

89,4

%  

83,0

%  

83,8

%  

88,3

%  

38,4

%  

54,6

%  

AEX  
94,1

%  
95,1

%  
88,4

%  
90,2%  

100
%  

63,7
%  

88,6
%  

85,1
%  

84,9
%  

92,5
%  

36,1
%  

59,1
%  

WIG30  
68,1

%  
64,2

%  
63,7

%  
61,4%  

63,7
%  

100%  
63,8

%  
61,8

%  
59,1

%  
63,9

%  
34,4

%  
39,0

%  

IBEX  
95,0

%  
92,4

%  
86,2

%  
89,4%  

88,6
%  

63,8
%  

100
%  

83,9
%  

85,1
%  

89,0
%  

38,0
%  

55,6
%  

OMX 
87,9

%  
87,5

%  
83,9

%  
83,0%  

85,1
%  

61,8
%  

83,9
%  

100
%  

78,8
%  

85,5
%  

34,6
%  

53,9
%  

SMI  
88,8

%  
88,4

%  
82,0

%  
83,8%  

84,9
%  

59,1
%  

85,1
%  

78,8
%  

100
%  

87,5
%  

39,0
%  

54,0
%  

ASX 
93,9

%  

94,5

%  

88,1

%  
88,3%  

92,5

%  

63,9

%  

89,0

%  

85,5

%  

87,5

%  

100

%  

39,9

%  

55,7

%  

NKY 
44,0

%  
38,0

%  
35,4

%  
38,4%  

36,1
%  

34,4
%  

38,0
%  

34,6
%  

39,0
%  

39,9
%  

100
%  

11,0
%  

SPX 
59,2

%  
58,3

%  
62,7

%  
54,6%  

59,1
%  

39,0
%  

55,6
%  

53,9
%  

54,0
%  

55,7
%  

11,0
%  

100
%  

2.981  From the results, some indices such as Nikkei 225 (NKY), S&P 500 (SPX) 

and WIG30 appear less correlated to others indices during crisis period.  

2.982  However, given the high overall level of correlation among the main stock 

markets in Europe, updating or  changing the weights of the current equity 

index does not appear to be a first priority.  

2.10.5  Advice  

2.983  EIOPA is of the view that the composition of the equity index for the 

symmetric adjustment does currently not need to be updated.  
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2.11.  Transitional measure on equit y risk  

2.11.1.  Extract from the call for advice  

3.3. Transitional measures  

Title VI Chapter I of the Solvency II Directive lays down a number of 

transitional provisions. EIOPA is asked to assess the ongoing appropriateness 

of the transitional provisions in terms of policyholder protection and level -

playing field. This assessment should, where applicable, also assess whether 

the ongoing possibility for companies to newly apply for the transitional 

measures should continue. EIOPA may prioritise its work on the diffe rent 

transitional measures, provided that the advice states the reason for doing 

so. However, EIOPAôs assessment should cover at least the transitional 

measures referred to in Articles 308b (12) and (13), Article 308c and Article 

308d of the Solvency II Di rective.  

2.11.2.  Previous a dvice  

2.984  EIOPA has not provided advice on the transitional referred to in Article 

308b(13) of the Solvency II Directive.  

2.11.3.   Relevant legal provisions  

2.985  The transitional on equity risk is set out in Article 308b(13) of the Solvency 

II Directi ve. Article 173 of the Delegated Regulation included criteria for the 

application of the transitional. Commission Implementing Regulation (EU) 

2016/1630 sets out procedures for the application of the transitional.  

2.11.4.  Identification of the issue  

2.986  The equity tr ansitional allows insurance and reinsurance undertakings to 

use reduced risk parameters for the calculation of the equity risk sub -module 

of the SCR standard formula. During the first year of Solvency II, the 

standard risk parameters (39% for type 1 equity  and 49% for type 2 equity) 

are replaced by a risk factor of 22%.  Over a transitional period of seven 

years that risks factor is increased at least linearly at the end of each year, 

reaching the respective standard parameter in 2023. The reduced risk 

para meter applies to equities that the undertaking purchased on or before 1 

January 2016.  

2.987  For the LTG report 2017 EIOPA carried out an information request to 

insurance and reinsurance undertakings and collected data on the calculation 

of the equity risk sub -mo dule for the reference date of 31 December 2016. 

The sample consisted of 231 undertakings with high equity risk. 56 of 

undertakings applied the equity transitional.  
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2.988  In 2019 EIOPA carried out an information request to NSAs on the use and 

impact of the equi ty transitional. With regard to the use of the transitional, 

NSAs reported the following information:  

¶ In 15 countries the equity transitional is not used.  

¶ In four countries it is not widely used (IE, IT, NO, SE)  

¶ For three countries a share of undertakings  applying the transitional was 

reported, ranging from 13% to about 25% (GR, PT, SI)  

¶ Three NSAs (ES, FI, FR) report that the equity transitional is used in their 

national market but have no information about how common the use is.  

¶ For four countries (BE, B G, DE, UK) NSAs have no information about the 

use of the transitional.  

2.989  At the end of 2018 the reduced risk parameters were at least 29.3% 

instead of 39% for type 1 equity and 33.6% instead of 49% for type 2 equity. 

Eight NSAs, including those three where a  material use of the transitional 

was reported, stated that the impact of the transitional on the SCR is 

immaterial (ES, FR, GR, IT, NO, PT, SE, SI). Another NSA pointed out that 

the capital requirement for equity is not material for the majority of its 

un dertakings (DE). Two NSAs were able to quantify the impact. One of them 

reported an impact of the transitionals on the SCR ratio between 1.1 and 2.2 

percentage points (NO). The other NSA stated that the transitional reduces 

the SCR by up to 3.9% (PT). No N SA reported a material impact of the 

transitional.  

2.990  No NSA observed a negative impact of the transitional on policyholder 

protection or the level playing field.  

2.991  NSAs do not expect that without the equity transition the investment 

behaviour of undertakings w ould be different. Only one NSA believes there 

could be a slight difference (FI).  

2.992  No NSAs reported an issue with the application of Commission 

Implementing Regulation (EU) 2016/1630.  

2.993  At this stage, taking all the available evidence into account, there are no 

indications for an issue with the transitional.  

 

2.11.5.  Advice  

2.994  In EIOPAôs view no change to the equity transitional of Article 308b(13) of 

the Solvency II Directive needs to be made.  
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2.12.  Extension of the recovery period  

2.12.1.  Extract  from the call for adv ice  

2.995  The extension of the recovery period in case of non -compliance with the 

Solvency Capital Requirement is one of the LTG measures and consequently 

it is covered in the Commissionôs call for advice, where it seeks technical 

advice on LTG measures and mea sures on equity risk.  

2.12.2.  Previous  advice  

2.996  CEIOPS submitted on the 29 January 2010 its advice to the Commission 

on the extension of the recovery period 126  as part of a third set of Advice on 

Solvency II Level 2 implementing measures.  

2.12.3.  Relevant  legal provisions  

2.997  The extension of the recovery period is regulated in Article 138(4) of the 

Solvency II Directive in particular as follows:  

ñIn the event of exceptional adverse situations affecting insurance and 

reinsurance undertakings representing a significant share of the market or of 

the affected lines of business, as declared by EIOPA, and where appropriate 

after consulting the ESRB, the supervisory authority may extend, for affected 

undertakings, the period set out in the second subparagraph of paragraph 3 

by a maxim um period of seven years, taking into account all relevant factors 

including the average duration of the technical provisions.  

[é]ò 

2.998  Furthermore, Article 143(1) of the Solvency II Directive established the 

mandate for the Commission to adopt delegated acts in supplementing the 

types of exceptional adverse situations and specifying the factors and criteria 

to be taken into account by EIOPA in declaring the existence of exceptional 

adverse situations and by supervisory authorities in determining the 

extension to recovery period in accordance with Article 138(4).  

2.999  In accordance with such mandate, Article 288 of the Delegated Regulation 

further states that EIOPA shall take into account several factors and criteria 

for the purposes of declaring the existence of an exceptional adverse 

situation.  

2.1000  Once EIOPA has declared the existence of an exceptional adverse 

situation, the NSAs can decide on an extension of the period and determine 

its length for a given insurance or reinsurance undertaking. The NSAs shall 

                                                           
126  See https://eiopa.euro pa.eu/CEIOPS -Archive/Documents/Advices/CEIOPS -L2-Advice -
Extension -of - recovery -period -Pillar - II -dampener.pdf   

https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Extension-of-recovery-period-Pillar-II-dampener.pdf
https://eiopa.europa.eu/CEIOPS-Archive/Documents/Advices/CEIOPS-L2-Advice-Extension-of-recovery-period-Pillar-II-dampener.pdf
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take into account the factors and criteria mentioned in Article 289 of the 

Delegated Regulation. To ensure a consistent approach EIOPA published on 

14 September 2015 Guidelines on the extension of the recovery period in 

exceptional adverse situations 127 . In particular  the guidelines relate to the 

decision to grant an extension, the duration of the extension and the 

withdrawal and revocation of the extension.  

2.12.4.  Identification  of the issue  

2.1001  To date EIOPA has not received a request to declare an exceptional 

adverse situation .  

2.1002  It should be noted that the transitional measure of Article 308b(14) of the 

Solvency II Directive ceased to apply by the end of 2017. According to that 

transitional provision, the recovery period for undertakings who complied 

with Solvency I capital req uirements at the end of 2015 but did not comply 

with the SCR in the first year of application of Solvency II, could last until 31 

December 2017.  

2.1003  In addition, the absence of NSAs requests to EIOPA to declare an 

exceptional adverse situation can be mainly ex plained by the limited number 

of undertakings breaching the SCR and the negligible market share of those 

undertakings.  

2.1004  The following table 128  shows the number of undertakings breaching the 

SCR (taking into account all LTG measures and equity measures applied ) on 

31 December 2017 and their market share (national market share for 

undertakings in each country and EEA market share for all undertakings). 

For countries not listed in the table all undertakings meet the SCR.  

Member State  Undertakings 

breaching the 

SCR 

Market share in 

non - life gross 

written 

premiums  

Market share in 

life technical 

provisions  

Bulgaria  1 5.86% 0.00% 

Cyprus  1 6.15% 0.00% 

Czech Republic  1 1.27% 0.00% 

Greece  1 2.89% 1.77% 

                                                           
127  See https://eiopa.europa.eu/GuidelinesSII/EIOPA_EN_ERP_GLs.pdf   
128  This table was published in EIOPAôs LTG report (2018). See pages 187-188 of the report in the 

following link: https://eiopa.europa.eu/Publications/Reports/201 8-12 -
18%20_LTG%20AnnualReport2018.pdf   
See also previous years reports:  

- pages 151 -153 of  LTG report 2017 ( https://eiopa.europa.eu/Publications/Reports/2017 -
12 -20%20LTG%20Report%202017.pdf );   

- pages 87 -89 of the LTG report 2016 

(https://eiopa.europa.eu/Publications/Responses/EIOPA -BoS-16 -
279_LTG_REPORT_2016.pdf  )  

https://eiopa.europa.eu/GuidelinesSII/EIOPA_EN_ERP_GLs.pdf
https://eiopa.europa.eu/Publications/Reports/2018-12-18%20_LTG%20AnnualReport2018.pdf
https://eiopa.europa.eu/Publications/Reports/2018-12-18%20_LTG%20AnnualReport2018.pdf
https://eiopa.europa.eu/Publications/Reports/2017-12-20%20LTG%20Report%202017.pdf
https://eiopa.europa.eu/Publications/Reports/2017-12-20%20LTG%20Report%202017.pdf
https://eiopa.europa.eu/Publications/Responses/EIOPA-BoS-16-279_LTG_REPORT_2016.pdf
https://eiopa.europa.eu/Publications/Responses/EIOPA-BoS-16-279_LTG_REPORT_2016.pdf
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Ireland  1 0.94% 0.00% 

Luxembourg  6 1.83 % 0.04 % 

Netherlands  1 0.00 % 0.00 % 

Norway  1 1.17 % 0.00% 

Portugal  2 5.25 % 0.34 % 

UK 10  0.32%  0.00%  

Total  25  0.39%  0.01%  

 

2.1005  Despite the lack of practical experience, EIOPA considers that the correct 

use of this measure may have a positive impact on markets and 

undertakings 129 . It c ould avoid the potential negative im pact of certain 

collective behaviours (e.g. a large number of com panies looking for funding 

in the mar ket at the same time) and it would provide insurers with additional 

time to mitigate the negative impacts of volati lity reflected in the Solvency 

II balance sheet and to avoid procyclical behaviour such as fire sales.  

2.1006  The ESRB developed an internal procedure related to its consultative role 

under Article 138 of the Solvency II Directive. In this internal procedure, th e 

ESRB has foreseen the possibility of a request for consultation either from 

EIOPA or from national supervisory authorities 130 . 

2.1007  In this respect it should be noted that the declaration of an exceptional 

adverse situation refers to t he market and is based in macro prudential 

considerations while the decision to grant an extension of the recovery period 

refers to an individual undertaking and is mainly based on its specific 

circumstances.  

2.1008  The factors and criteria established in Article 289 of the Solvency II 

Delegated Regulation for the NSAs to decide on an extension of the period 

and determining its length for a given insurance or reinsurance undertaking 

are specific to the undertaking. A deep knowledge of the undertakings 

specific circumstances would be needed (e.g. the means available to the 

undertaking to re -establish compliance with the SCR and the existence of a 

realistic recovery plan, the causes and the degree of non -compliance with 

the SCR, the composition of own funds held by the undertaking, the 

composi tion of the assets, the nature and duration of technical provisions 

and other liabilities, etc.)  

2.1009  Taking into account the responsibility of the ESRB for the macroprudential 

oversight of the financial system within the UE and, in particular, the ESRB 

                                                           
129  See pages 30 -33 of EIOPAôs paper on ñSolvency II tools with macroprudential impact 
(https://eiopa.europa.eu/Publications/Reports/So lvency%20II%20tools%20with%20macroprudent
ial%20impact.pdf )  
130  See page 39 of ESRB annual report 2017 
(https://www.esrb.europa.eu/pub/pdf/ar/2018/esrb.ar2017.en.pdf )  

https://eiopa.europa.eu/Publications/Reports/Solvency%20II%20tools%20with%20macroprudential%20impact.pdf
https://eiopa.europa.eu/Publications/Reports/Solvency%20II%20tools%20with%20macroprudential%20impact.pdf
https://www.esrb.europa.eu/pub/pdf/ar/2018/esrb.ar2017.en.pdf
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task o f  ñcooperating closely with all the other parties to the ESFS; where 

appropriate, providing the ESAs with the information on systemic risks 

required for the performance of their tasksò, consultation is deemed relevant 

in order to assess the factors and cr iteria referred in Article 288 of the 

Solvency II Delegated Regulation; these factors and criteria relate to the 

conditions of the financial markets by the time when EIOPA is considering 

the existence of an adverse financial situation as well as the potent ial impact 

and negative effects in the financial markets of the possible subsequent 

decisions by supervisory authorities to extend the recovery period and the 

actions to be adopted by the affected undertakings to re -establish compliance 

with the Solvency C apital requirement within the provided recovery period.   

2.12.5.  Analysis    

2.1010  In view of the description above, EIOPA has considered the need to clarify 

in the text of the Directive the role of the ESRB with respect to the extension 

of the recovery period.  

2.1011  Two opti ons are being considered:  

1.  No change, i.e. maintain the current wording, which allows for different 

interpretations regarding the possibility to consult ESRB.  

2.  Clarify the role of the ESRB, i.e. ESRB to be consulted, where 

appropriate, before the declaratio n of an exceptional adverse situation.  

2.1012  Under the current wording, the u ncertainty would remain, since 

supervisors may doubt on whether they are expected to consult the ESRB  

or not. The consultation to ESRB by one or several NSAs on the specific 

decision t o extend the recovery period for each undertaking affected 

would result in a delay of the decision and an increase of the burden  as 

well as the liability risk for ESRB .  

2.1013  Consequently, EIOPA considers that a clarification of the role of ESRB 

would be benefi cial  for the efficiency of the process . Where appropriate, 

ESRB would be consulted by EIOPA in an earlier stage of the process (i.e. 

before declaring an  exceptional adverse situation) and could provide  high 

valuable input for the assessment of the criteria  in Article 288 of the 

Solvency I I Regulation  in particular as regards  the EU financial market.  

2.12.6.  Advice  

2.1014  EIOPA advi ses to amend the first two paragraphs of Article 138(4) of the 

Directive as follows:  

ñIn the event of exceptional adverse situations affecting insurance and reinsurance 

undertakings representing a significant share of the market or of the affected lines 

of business, as declared by EIOPA , and where appropriate after consulting the 

ESRB, the supervisory authority may extend, for affected undertakin gs, the period 
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set out in the second subparagraph of paragraph 3 by a maximum period of seven 

years, taking into account all relevant factors including the average duration of 

the technical provisions.  

Without prejudice to the powers of EIOPA under Article  18 of Regulation (EU) N° 

1094/2010, for the purposes of this paragraph EIOPA shall, following a request by 

the supervisory authority concerned , and where appropriate after consulting the 

ESRB, declare the existence of exceptional adverse situations. The s upervisory 

authority concerned may make a request if insurance or reinsurance undertakings 

representing a significant share of the market or of the affected lines of business 

are unlikely to meet one of the requirements set out in paragraph 3.ñ 
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3.  Technic al provisions  

3.1.  Best estimate  

All relevant divergent practices on best estimate calculation identified are included 

in this Opinion. In particular, for some topics (mainly contract boundaries, the 

definition of expected profits in future premiums and the exp ense assumptions in 

case of run -off business) EIOPA propose to introduces some changes to the legal 

framework (Solvency II Directive or its Delegated Regulation 2015/35) and they 

are included in the current section.  

For other topics EIOPA is of the view th at more convergence can be achieved using 

EIOPAôs convergence tools (e.g. guidelines). Those topics, for which is  not 

proposed an amendment to the legal framework (Solvency II Directive or its 

Delegated Regulation 2015/35) are reported in the Annex 3.1 wh ich also includes 

some important questions to stakeholders.  

3.1.1  Extract from the call for advice  

3.17. Best Estimate  

EIOPA is asked to report on divergent supervisory practices with regard to 

the calculation of the best estimate, and to provide quantitative i nformation 
on their impacts, in particular with regard to the following items:  

the use of economic scenario generators for the purpose of calculating the 

best estimate of life obligations;  

the application of the definition of contract boundaries;  

the ap plication of future management actions including those in the context 
of highly profitable scenarios and those linked to "lapses/surrenders";  

the treatment and evaluation of expenses, investment costs and the 

valuation of options and guarantees.  

Where th is analysis would point towards the identification of flaws or 

significant supervisory divergences, EIOPA is asked to advice on how these 
could be remedied.  

 

3.1.2  Previous a dvice  

3.1  CEIOPS submitted its advice to the Commission on Technical Provisions as 

part of a third set of Advice on Solvency II Level 2 implementing measures. 

The advice on Technical Provisions included, among others, Segmentation 

for the calculation of technical provisions; Treatment of future premiums; 

Assumptions about future management actio ns; Actuarial and statistical 

methodologies to calculate the best estimate, and Standard for data quality.  
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3.1.3   General considerations  

 

3.1.3.1   IFRS 17  

3.2  Recital (15) of Solvency II Directive as amended by Omnibus II Directive 

states that harmonisation with the inte rnational accounting developments 

should be increased, while according to recital (46) valuation should be 

market consistent and in line with international developments in accounting.  

3.3  Therefore, EIOPA has considered alignment of Technical Provisions 

calcul ation with IFRS 17 calculation. However, EIOPA has concluded that the 

alignment is not possible due to several reasons, among others:  

3.4  The objectives of both frameworks are different, which creates some 

reasonable differences. An example could be the Contra ctual Service Margin, 

a component of IFRS 17 Technical Provisions which  allocates profits to 

different periods. However, in Solvency II all the profits within the contract 

boundaries are recognized in the Own funds from the recognition date, so 

there is no  equivalent concept to the contractual service margin.  

3.5  According to Article 76(2) of the Solvency II Directive, technical provisions 

shall be valued for the amount the transfer value. However, in IFRS 17 the 

overarching principle is the fulfilment value.  

3.6  Granularity of the calculations have several differences, like IFRS 17 annual 

cohorts. Besides, unbundling requirements may be significantly different in 

some cases. While Solvency II is driven by risks, requiring them to be split 

at least by Lines of Busin ess, IFRS 17 is based in contracts, and unbundling 

of different insurance components of a contracts is not the default approach.  

3.7  IFRS 17 is currently under review, so alignment cannot be fully evaluated 

until the framework revision is finalized.  

3.8  EIOPA has also considered the possibility to introduce a simplification on the 

Solvency II framework in line with IFRS 17 Premium Allocation Approach 

(PAA). However, the proposal has been abandoned due to the following 

reasons:  

3.9  Including such a simplification could lead to significant complexities, for 

example due to interactions with the SCR. Besides, since full alignment is not 

possible due to the limitations described above, the benefits of such 

alignment are also limited.  

3.10  Premium Allocation Approach is considere d to be a good approximation of 

IFRS 17 general approach (sometimes known as building blocks approach) 

for contracts with contract boundaries of one year or less. However, IFRS 17 

general approach includes a contractual service margin, so the approximation  

may not be so accurate for Solvency II technical provisions, where this 

component does not exist.  
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3.11  Nevertheless, EIOPA has considered IFRS 17 framework when reviewing the 

different issues highlighted and has taken it into consideration in its advice 

to the  Commission.  

3.1.4  Economic Scenario Generator (ESG)  

3.1.4.1  Relevant legal provisions  

3.12  Recital 15 of the Delegated Regulation clarifies the principle of the use of 

simulation for the valuation of option and guarantees.  

3.13  Article 22(3) of the Delegated Regulation establish es three requirements that 

undertaking should meet when using simulation methods for the valuation of 

their technical provisions in Solvency II . 

 

3.1.4.2  Other regulatory background  

3.14  Other regulatory background considered to issue the advice:  

i.  EIOPA Guidelines on Te chnical Provisions: Guidelines 55 to 60.  

 

3.1.4.3  Identification of the issue  

3.15  All Divergent practices on Economic Scenario Generators are included in the 

Annex 3.1.  

 

3.1.5  Contract boundaries  

3.16  Several contract boundary issues  and divergent practices  described and 

analyse d in sections 3.1. 5 and 3.1. 6 and in the Annex 3.1  are closely 

interrelated. This relation has been identified making references between 

issues in the text of the advice. However, to have a full understanding of 

each issue it is recommended to review all o f them to ensure an adequate 

background of the analysis performed.  

 

3.1.5.1  Relevant legal provisions  

3.17  Article 18 of the Delegated Regulation establishes the rules to determine the 

boundaries of a contract in Solvency II .  

3.18  Recital (9) if the Delegated Regulation . 
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3.19  Article 1(46) of the Delegated Regulation includes the definition of Expected 

Profits In Future Premiums (EPFIP).  

3.20  Article 70(2) of the Delegated Regulation establishes the relation between 

EPIFP and the Reconciliation reserve.  

3.21  Article 260(2)(3) and(4) of th e Delegated Regulation establishes the rules 

for the calculation of EPIFP . 

3.22  Articles 295(5) and 309(6) of the Delegated Regulation, establish some 

requirements in relation to the liquidity risk and the EPIFP.  

 

3.1.5.2  Other regulatory background  

3.23  Other regulatory ba ckground considered to issue the advice:  

i.  EIOPA Guidelines on Contract Boundaries.  

ii.  EIOPA Guidelines on Technical Provisions. Guidelines 76 and 77.  

iii.  IFRS 17 Insurance Contracts.  

3.1.5.3  Identification of the issue  

3.24  EIOPA has identified some divergent practices among M ember States. Most 

of these discrepancies are due to different interpretations of the current 

regulatory framework, in some cases due to a lack of granularity in the 

regulation.  

3.25  Some concerns on the current definition of Expected Profits In Future 

Premium s (EPIFP) have also been identified. Due to the tight relation 

between contract boundaries and EPIFP, the issue on its definition has been 

addressed under the section for Contract Boundaries.  

3.26  The following list identifies the most relevant discrepancies th at have been 

identified.  

 

3.1.5.3.1  Policy issue 1 . Paid - in premiums  

3.27  Article 18(3) of the Delegated Regulation is applicable to ñObligations which 
relate to insurance or reinsurance coverò. This provision has led to divergent 

practices assessing contract boundaries among undertakings and Member 
States:  

i.  In some cases, it has been interpreted that Article 18(3) is not applicable 

to obligations related to paid - in premiums. This would mean that 

contract boundaries could include cover provided after the date when 

the unde rtaking has the unilateral right to cancel the contract.  

ii.  In other cases, it has been interpreted that Article 18(3) is applicable to 

obligations related to paid - in premiums. This would mean that 
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obligations from paid - in premiums and obligations from premiu ms that 

the undertaking can compel the policyholder to pay would have a 

different treatment.  

3.1.5.3.2  Policy issue 2 . Unbundling : Different parts of a contract.  

3.28  Article 18(4) and (6) of the Delegated Regulation establish the obligation to 

apply the provisions of p aragraphs (3) and (5) respectively to each part of a 

contract when determining contract boundaries. However, there are different 

interpretations on what shall be considered as a different ñpartò of a contract 

and when they shall be considered separately. E IOPA has identified the 

following  issue  relating to unbundling parts of a contract:  

1 . Article 18(6), specifically states that paragraph (5) shall be applied to different 

parts of a contract when the contract can be unbundled. However, paragraph (4) 

states  that paragraph (3) is to be applied to different parts of a contract, without 

requiring that the contract can be unbundled. Therefore:  

i.  In some cases, it has been interpreted that Article 18(3) is to be applied 

to different parts of a contract only if it c an be unbundled.  

ii.  In other cases it has been interpreted that Article 18(3) is to be applied to 

different parts of a contract when the undertaking has different 

unilateral rights as described in 18(3) with respect to each part of the 

contract, regardless wh ether the contract can be unbundled.  

2. As a more specific case , EIOPA has identified divergent interpretation on 

whether obligations from paid - in premiums and obligations from future premiums, 

both belonging to the same contract, should be considered as d ifferent parts of 

the same contract under specific circumstances:  

i.  In some cases, it has been interpreted that the unilateral rights 

described in Article 18(3)(b) and (c) should be applied to the contract 

as whole.  

ii.  In other cases, it has been interpreted t hat obligations relating to 

different premiums can be considered as different parts when in some 

cases where the assessment would lead to different contract boundaries.  

3.1.5.3.3  Policy issue 3 . Exception of article 18(3)  

3.29  The third paragraph of Article 18(3) of the Delegated Regulation establishes 

an exception that allows the extension of contract boundaries for contracts 

where an individual risk assessment has been performed at inception, the 

undertaking cannot repeat it and the undertaking only has a unilateral rig ht 

to amend the premiums or the benefits payable under the contract in such a 

way that the premiums fully reflect the risks at portfolio level. However, in 

some cases the paragraph has not been interpreted as such an exception, 
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but as an obligation for the  undertakings to ñassess at the level of the 

contract whether the premiums fully reflect the riskò. 

3.30  Even when the paragraph has been interpreted as introducing an exception, 

different practices have been identified:  

i.  In some cases it has been considered tha t the ñassessment cannot be 

repeatedò shall be interpreted as a legal/contractual restriction, i.e. the 

undertaking does not have the right to repeat the individual risk 

assessment.  

ii.  In other cases, it has been considered that the ñassessment cannot be 

repe atedò shall be interpreted as any kind of restriction, e.g. a technical 

restriction not allowing to collect the relevant data for the analysis.  

3.31  Some Member States also question the nature of the exception. It allows a 

long extension of contract boundaries which leads significant increases of the 

own funds, but the undertaking still has the full right to amend the premiums 

so the contract fully reflects the risks.  

3.1.5.3.4  Policy issue 4 . Expected Profits In Future Premiums (EPIFP)  

3.1.5.3.4.1  Policy issue 4 .1. Calculation of EPIFP  

3.32  Expected Profits In Future Premiums (EPIFP) reflects the profit embedded in 

future premiums and it is sometimes seen as the impact of future premium 

in the own funds (Article 70(2)). However, the current definition of EPIFP 

does not reflect the real impact in own funds of future premiums for three 

reasons:  

1.  EPIFP are calculated without fully considering loss -making policies. 

Article 260(4) states that loss -making policies can be offset only against 

profit -making policies within the same homogeneous ris k group. 

However, compensation between different homogeneous risk groups is 

not allowed.  

2.  EPIFP are calculated without taking into consideration the impact of 

reinsurance and special purpose vehicles (SPVs) as technical provisions 

without a risk margin are calculated gross of reinsurance and SPVs.  

3.  EPIFP are calculated before taxes. However, the final impact on own 

funds of the future premiums should take into account taxation of these 

future profits: the recognition of lower technical provisions leads to lo wer 

deferred tax assets/higher deferred tax liabilities in the Solvency II 

Balance sheet.  

3.33  Moreover, regarding the identification of homogeneous risk groups, Article 

260(3) states:  

ñThe calculation of the expected profit included in future premiums shall b e carried 

out separately for the homogeneous risk groups used in the calculation of the 
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technical provisions, provided that the insurance and reinsurance obligations are 

also homogeneous in relation to the expected profit included in future premiums.ò, 

The requirement underlined in some cases has been interpreted as homogeneous 

risk groups cannot contain loss -making and profit -making policies, while in other 

cases it has been considered that homogeneous risk group can still be 

homogeneous even if there are loss -making and profit -making policies included.  

 

3.1.5.3.4.2  Policy issue 4 .2. Other expected profits  

3.34  Some EIOPA Members have identified other sources of future profits related 

to future cash inflows that may represent a significant amount of the own 

funds. The main example are the profits included in the future fees and 

charges for servicing and management of funds that the undertaking will 

charge to policyholders of unit - linked products. These profits are quite similar 

to EPIFP, since they are embedded future cash i nflows and/or charges to 

policyholders. However, the contribution of these future charges and fees to 

the own funds remains generally unexplored.  

 

3.1.5.4  Analysi s 

3.1.5.4.1  Policy issue 1 : Paid - in premiums  

3.35  Two options are being considered:  

¶ Option 1 : No change, i.e. maintai n the current wording. Obligations 

related to paid - in premiums would be considered not to belong to the 

contract after the date when the undertaking can unilaterally cancel the 

contract.  

¶ Option 2 : Clarify that Article 18(3) is only applicable to obligation s 

related to future premiums, not to paid - in premiums.  Obligations 

related to paid - in premiums would be considered to belong to the 

contract after the date when the undertaking can unilaterally cancel the 

contract.  

3.36  As background information, obligations r elated to paid - in premiums belong 

to the contract in IFRS 17.  

3.37  Applying Article 18(3) to paid - in premiums could lead to a limitation of the 

projection horizon of the obligations which would be against recital (9) of the 

Delegated Regulation (for further de tails, please see the Divergent practice 

on projection horizon in Annex 3.1 ).  

3.38  Therefore, EIOPA considers that obligations related to paid - in premiums 

should be ou t of the scope of Article 18(3), i.e. option 2.  
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3.1.5.4.2  Policy issue 2 . Unbundling : Different parts o f a contract  

3.39  To have a full understanding of this policy issue, it is recommended to read 

it together with the additional divergent practices on unbundling descri bed in 

Annex 3.1.   

3.40  Two options have been considered:  

¶ Option 1:  Identification of different par ts of a contract according to Article 

18(4) should be based on the rights of Article 18(3) instead of on 

unbundling requirements. No changes needed.  

¶ Option 2:  Amend Article 18(4) stating that Article 18(3) shall be applied 

to different parts of the contrac t only when the contract can be unbundled.  

3.41  The Delegated Regulation deals with parts of a contract or unbundling in 

three articles/paragraphs:  

Article 18(4). No reference to unbundling, only ñpartsò. 

Article 18(6).  

Article 55.  

3.42  Paragraph (5) is addressing w hich obligations from future premiums shall be 

included within the contract boundaries. Paragraphs (5)(a) and (b) reflect 

obligations where the undertaking is assuming a risk for future premiums 

(for paragraph (5)(a) paragraph (3) should be also considered ). Where two 

parts of a contract are inter -dependent, i.e. the contract cannot be 

unbundled, it could be considered that, in any case, both parts bear some 

risk for the undertaking since one cannot be understood without the other. 

Therefore, it is reasonab le to consider the contract as a whole for the 

purposes of article 18(5).  

3.43  However, paragraph (3) is assessing contract boundaries based on the 

unilateral rights of the undertaking regarding the insurance and reinsurance 

obligations. Therefore, in this case  the analysis should focus on which 

obligations are affected by each unilateral right. If one of the unilateral rights 

reflected in paragraph (3)(a), (b) or (c) affects only some obligations, it 

implies that the obligations and premiums for that part can b e easily 

identified and thus the projection can be split.  

3.44  Article 55 also requires unbundling of insurance and reinsurance obligations 

into different lines of business when different risks are covered in the same 

contract. Unbundling for segmentation purp oses should also focus on the 

inter -dependency among different parts of a contract so they can be allocated 

to different lines of business. Therefore, the rights of Article 18(3) are not 

relevant for that assessment.  
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3.45  As a consequence, the most relevant cri teria for the separation of the 

contract into different parts as required in Articles 18(6) and 55 should be 

based on the inter -dependency among them, i.e. whether the contract can 

be unbundled. Besides, Articles 18(6) and 55 are the only ones where the 

term ñunbundleò appears in the Delegated Regulation. On the other side, the 

assessment to identify different parts under Article 18(4)  should take into 

consideration the different rights of Article 18(3). Besides, Article 18(4) does 

not include any reference  to the term ñunbundlingò. 

3.46  Therefore , EIOPA considers that the differences in wording of paragraphs (4) 

and (6) of Article 18 indeed reflect a different treatment for the parts of an 

insurance and reinsurance contract , i.e. option 1 . While Article 18(5) sh ould 

be applied to each part of a contract separately only when it can be 

unbundled (i.e. there is not inter -dependency), Article 18(3) shall be applied 

to each part of the contract in all cases where the unilateral rights described 

in Article 18(3)(a), (b ) or (c) affect only to one part of the contract.  

3.47  This is also the case when the undertaking has different  rights regarding the 

obligations related to different premiums.   

3.48  This may lead to cases where two parts of a contract are inter -dependent, 

but each p art has a different contract boundary. Therefore, the part with 

shorter contract boundary may still need to be projected to value the part 

with a longer contract boundary. It has to be noted that both parts would 

have to be projected even if paragraph (3) were applied to the contract as a 

whole, because in such a case the whole contract would probably have long 

contract boundaries. Thus, from a projection point of view, both approaches 

have the same requirements, but the cash flows included for best estimat e 

valuation are different.  

 

3.1.5.4.3  Policy issue 3 . Exception of article 18(3)  

3.1.5.4.3.1  Policy issue 3 .1. Drafting of the third paragraph of Article 

18(3)  

3.49  Although most Members have no doubts on the right interpretation of the 

third paragraph of Article 18(3), in some juri sdictions it has been interpreted 

as an obligation to perform an assessment at contract level. Therefore, EIOPA 

considers that it could be beneficial to amend the Delegated Regulation to 

avoid misinterpretations of the paragraph.  

 

3.1.5.4.3.2  Policy issue 3 .2. Excepti on of the third paragraph of Article 

18(3)  
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3.50  The use of the exception established in the third paragraph of Article 18(3) 

allows the extension of contract boundaries in some cases for several years, 

even decades. This usually leads to include a significant a mount of future 

profits in the best estimate, thus increasing the own funds of the undertaking. 

Besides, in this situation the undertaking still has the unilateral right to 

amend the premium or the benefits so the premium fully reflects the risks at 

portfo lio level.  

3.51  Three options have been considered:  

¶ Option 1 : No change, i.e. maintain the current wording.  

¶ Option 2 : Clarify that the exception established in the third paragraph of 

Article 18(3) is to be applied only when the undertaking does not have 

the ri ght to perform again the individual risk assessment.  

¶ Option 3 : Deletion of the third paragraph of Article 18(3).  

3.52  This exception leads to a situation where two contracts issued by two 

different undertakings that have the same right to amend the premiums or 

benefits at portfolio level, may have a very different treatment. If one 

undertaking performed an individual risk assessment at inception and the 

other did not, contract boundaries would be significantly different even if the 

undertaking has the same right s at the valuation date.  

3.53  However, the exception is justified by the different economic situation at the 

revision date. At inception the undertaking has performed an individual risk 

assessment and thus has established a premium that individually fully 

refle cts the risks. However, at the revision date, if the undertaking does not 

have the right to perform and individual risk reassessment and only has the 

right to amend the premiums or benefits at portfolio level, the economic 

situation is different. Amending the premiums at portfolio level could imply 

new risks, for example, anti - selection.  

3.54  In general terms, contract boundaries are extended while the undertaking is 

still covering a risk, i.e. until the date where the undertaking has the 

unilateral right to te rminate the contract, reject the premiums or amend the 

premiums or benefits so they fully reflect the risks of the contract. Therefore, 

in the situation described above, the undertaking is still assuming some risks 

(e.g. anti - selection), which justifies th e extension of contract boundaries.  

3.55  Going back to the comparison between two contracts, for the contract 

without an initial individual risk assessment, the amendment at portfolio level 

does not imply any new risk because the risk was not individually asses sed 

at inception. However, for the contract with an initial individual risk 

assessment, amending the premium or benefits at portfolio level may create 

some new risks like the anti - selection risk mentioned before.  

3.56  Nevertheless, this would only be the case w here the individual risk 

assessment provides information that may have a significant impact on the 

assumptions underlying best estimate valuation. For more information on 
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this, please see the Divergent practices on the individual risk assessment in 

the Ann ex 3.1.  

3.57  Therefore, EIOPA considers that, for undertakings that perform an initial 

individual risk assessment that cannot be repeated and have the right to 

amend premiums or benefits so the premium fully reflects the risk at portfolio 

level, the economic si tuation will actually be different at the valuation date. 

Thus, it is reasonable that the Delegated Regulation considers this particular 

situation in Article 18(3).  

3.58  However, due to the big impact of the exception in some jurisdictions, 

consistent applicati on of the exception is necessary to guarantee the level 

playing field. Different interpretations of ñthat assessment cannot be 

repeatedò have been identified, i.e. whether technical constraints are enough 

or only legal/contractual constraints would justify  the use of the exception. 

EIOPA considers that to guarantee the level playing field, a clear criteria 

should be established for the application of this exception. Therefore, the 

exception should be limited to situations where a contractual/ legal constrain t 

exists, i.e. Option 2.  

 

3.1.5.4.4  Policy issue 4 . Calculation of Expected Profits In Future 

Premiums (EPIFP)  

3.1.5.4.4.1  Policy issue 4 .1. Calculation of EPFIP  

3.59  Three options are being considered:  

¶ Option 1 : No change, i.e. maintain current wording.  

¶ Option 2 : Include all future  losses and the impact of reinsurance in EPIFP.  

¶ Option 3 : Include all future losses, impact of reinsurance and impact of 

taxation in EPIFP.  

3.60  According to Article 70(2):  

ñThe excess of assets over liabilities referred to in paragraph 1 includes the 

amount th at corresponds to the expected profit included in future premiums 
set out in paragraph 2 of Article 260ò. 

3.61  Article 70 of the Delegated Regulation defines the calculation of the 

Reconciliation Reserve, one of the main components of own funds. Therefore, 

it s eems reasonable to expect that the concept of EPIFP, included in the 

excess of assets over liabilities, considers the whole impact on own funds of 

future premiums, and not only part of it.  

3.62  However, being able to identify separately future profits and futur e losses 

may still be relevant. On one hand, this would enable the use of the current 

definition of EPIFP, which still may be relevant in some cases. On the other 

hand, this would also allow the identification of the impact on own funds of 
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both loss -making  and profit -making policies. This would produce valuable 

information, because the same net impact on own funds can be achieved 

through very different structures. Indeed, EIOPA considers that to provide 

meaningful insights, the information should be availab le at least at Line of 

Business level.  

3.63  Regarding the granularity of the calculation, non -compensation of profits and 

losses within homogeneous risk groups would allow a clearer view of future 

profits and future losses. However, in practice this implies th at homogeneous 

risk groups could only include loss -making or profit -making policies, but not 

both of them.  

 Questions to stakeholders  

Q3.1 :  EIOPA is concerned that this could imply new burdensome calculation for 
some undertakings and therefore wants to a sk the following question:  Do you 

consider that homogenous risk groups may include profit -making and loss -
making policies? If yes, why are these policies considered to be homogeneous 
even if a key aspect like profitability is so different? Concrete example s to 

illustrate the answers will be welcome.  

 

3.64  Following a similar analysis, impact of reinsurance on EPIFP would be also a 

valuable separate information. However, the link of reinsurance contracts 

with the underl y ing direct insurance contracts may be compl ex in some 

cases. Therefore, EIOPA believes that the impact of reinsurance on EPIFP 

could be calculated for the undertaking as a whole.  

3.65  Finally, with regard to the impact of taxation, the situation is a bit different 

form the two previous points. Future pr ofits will probably give rise to higher 

deferred tax liabilities, thus decreasing the increase of own funds due to 

expected profits. However, these future liabilities may allow the recognition 

of deferred tax assets that would have not been recognized othe rwise. 

Conversely, future losses sill probably give rise to the right to recognize 

deferred tax assets, thus mitigating the decrease in own funds due to 

expected losses. However, the undertaking may not have enough future 

taxable profits to recognize the d eferred tax assets.  

3.66  Therefore, EIOPA believes that considering taxation of future profits does not 

always lead to a more accurate estimate of the impact on own funds. Besides, 

it will probably lead to more complex calculation and less comparable figures.  

As a consequence, EIOPAôs preferred option is Option 2. 

   

3.1.5.4.4.2  Policy issue 4 .2. Other future profits  

3.67  Two options have been considered:  

¶ Option 1 : No change  
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¶ Option 2 : Add the notion of expected profits in future fund management 

fees to the Delegated Regulation . 

3.68  EIOPA considers that future profits embedded in future fees for servicing and 

managing funds are quite similar in nature to EPFIP and indeed could have a 

significant impact on technical provisions of unit - linked and index - linked 

products. Therefore, a ca lculation of the expected profits in future fees for 

servicing and managing funds would provide valuable information completing 

current available EPIFP. Therefore, EIOPAôs preferred option is Option 2. 

3.69  To avoid undue burden in the calculation and consideri ng the limited impact 

of reinsurance on these cash flows, calculation could be limited to amounts 

gross of reinsurance both including future profits and future losses 

altogether.  

 

3.1.5.5   Advice  

3.1.5.5.1  Pol icy issue 1 . Paid - in premiums  

3.70  EIOPA advis es to amend the first pa ragraph of Article 18(3) of the Delegated 
Regulation as follows:  

       ñObligations that do not relate to premiums which have already been 

paid and which relate to insurance or reinsurance  cover provided by 

the undertaking after any of the following dates  do not belong to the contract, 

unless the undertaking can compel the policyholder to pay the premium for 

those obligations: (é)ñ 

 

 

3.1.5.5.2  Policy issue 3 .1. Drafting of the third paragraph of Article 

18(3)  

3.71  EIOPA advis es to amend the third paragraph of Article 18( 3) of the 
Delegated Regulation as follows:  

       ñHowever, in the case of life insurance obligations where an individual risk 

assessment of the obligations relating to the insured person of the contract 

is carried out at the inception of the contract and that assessment cannot be 

repeated before amending the premiums or benefits, insurance and 

reinsurance undertakings shall only consider the right to  assess at the 

level of the contract whether the premiums fully reflect  the risk  for the 

purposes of point ( c). ñ 

 

3.1.5.5.3  Policy issue 3 .2. Exception of the third paragraph of Article 

18(3)  
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3.72  EIOPA advis es to amend the third paragraph of the Article 18(3) of the 
Delegated Regulation as follows:  

       ñHowever, in the case of life insurance obligations where an individual risk 

assessment of the obligations relating to the insured person of the contract 

is carried out at the inception of the contract and that assessment cannot be 

repeated  the undertaking does not have the right to repeat the 

assessment  before amending the p remiums or benefits, insurance and 

reinsurance undertakings shall assess at the level of the contract whether 

the premiums fully reflect the risk for the purposes of point (c). ñ 

 

3.1.5.5.4  Policy issue 4 .1. Calculation of Expected Profits In Future 

Premiums (EPIFP)  

3.73  EIOPA advis es to amend Article 260(2) of the Delegated Regulation as 
follows:  

       "The gross  expected profit or loss  included in future premiums shall be 

calculated as the difference between the technical provisions without a risk 

margin calculated in a ccordance with Article 77 of that Directive and a 

calculation of the technical provisions without a risk margin under the 

assumption that the premiums relating to existing insurance and reinsurance 

contracts that are expected to be received in the future a re not received for 

any reason other than the insured event having occurred, regardless of the 

legal or contractual rights of the policyholder to discontinue the policy. ñ 

3.74  EIOPA advis es to replace Article 260(4) of the Delegated Regulation as 
follows:  

       ñLoss-making policies may only be offset against profit -making policies within 

a homogeneous risk group. Profit - making homogeneous risk groups 

shall be used to calculate gross expected profits in future premiums 

and loss - making homogeneous risk groups s hall be used to calculate 

gross expected losses in future premiums ñ 

3.75  EIOPA advis es to add two new paragraphs to Article 260 of the Delegated 

Regulation as follows:  

       ñ5. The impact of reinsurance contracts and special purpose vehicles on the 

gross expe cted profit or loss included in future premiums shall be calculated 

as the difference between the amounts recoverable from reinsurance 

contracts and special purpose vehicles calculated in accordance with Article 

81 of Directive 2009/138/EC and a calculatio n of the amounts recoverable 

from reinsurance contracts and special purpose vehicles under the 

assumption that the premiums relating to existing insurance and reinsurance 

contracts that are expected to be received in the future are not received for 

any rea son other than the insured event having occurred, regardless of the 

legal or contractual rights of the policyholder to discontinue the policy.  
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       6. The net expected profit or loss included in future premiums shall be 

calculated as the difference betwe en  

       (a) the sum of the gross expected profit or loss included in future premiums 

calculated for the homogeneous risk groups;  

       (b) the impact of reinsurance contracts and special purpose vehicles on the 

gross expected profit or loss included in  future premiums. ò 

 

 

3.1.5.5.5  Policy issue 4 .2. Other future profits  

3.76  EIOPA advis es to add the following definition to Article 1 of the Delegated 
Regulation:  

       ñôthe gross expected future profit or loss from servicing and management of 

fundsô means for index-linked and unit - linked insurance the difference 

between technical provisions without a risk margin calculated in accordance 

with Article 77 of Directive 2009/138/EC technical provisions without a risk 

margin under the assumption that the future profits from  servicing and 

management of funds that are expected to be received in the future are not 

received for any reason other than the insured event having occurred, 

regardless of the legal or contractual rights of the policyholder to discontinue 

the policy.ò 

 

3.1.6  Future Management Actions (FMA)  

3.1.6.1  Relevant legal provisions  

3.77  Article 23 of the Delegated Regulation 2015/35 establishes the rules to the 

establishment of the assumptions regarding future management actions in 

the case of technical provis ions calculation in Sol vency II.  

3.1.6.2  Other regulatory background  

3.78  Other regulatory background considered to issue the advice:  

EIOPA Guidelines on Technical Provisions: Guidelines 38 to 40.  

3.1.6.3  Identification of the issue  

3.1.6.3.1  Policy issue 1. Definition of future management actions  

3.79  The lack o f a definition of future management actions has caused different 

interpretations on the application of Article 23 of the Delegated Regulation 

and its requirements, including the scope of the comprehensive plan 
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approved by the administrative, management or supervisory body of the 

insurance or reinsurance undertaking.  

3.80  The main difference identified among undertakings and Members States is 

the link between future management actions and the business plan of the 

undertaking. In some cases it has been interpreted  that any actions already 

foreseen in the business plan should not be considered as future 

management actions, and therefore they would not be affected by the 

requirements of Article 23. In other cases, it has been considered that being 

part of the busines s plan is not relevant for the identification of future 

management actions, so there may be future management actions included 

in the business pla n.  

3.1.6.4  Analysis  

3.1.6.4.1  Definition of future management actions  

3.81  Future management actions can be understood as something p urely reactive, 

therefore not including any action already planned by the undertaking. 

Alternatively, future management action can be seen as a broader concept 

including any management actions that the undertaking expects to take in 

the future in response to future events.  

3.82  Therefore, two options have been considered:  

¶ Option 1 : No change, i.e. maintain the current situation.  

¶ Option 2 : Add future management actions definition in Article 1 of the 

Delegated Regulation.  

3.83  EIOPA believes that the consideration of f uture actions, for example including 

them in the business plan, does not affect the nature of such actions and 

therefore it is not a relevant criteria to determine whether it should be 

considered a future management action as described in Article 23. There fore, 

adding a legal definition for future management actions in the Delegated 

Regulation without making any reference to the business plan could help to 

clarify the scope of the future management actions subject to the 

requirements listed in Article 23 wi thout creating a substantial change in the 

calculation of technical provisions. This means that EIOPAôs preferred option 

is Option 2.  

3.84  As future management actions are also mentioned in Articles 83, 126, 206, 

207, 209 and 236 of the Delegated Regulation tha t relate to the calculation 

of the Solvency Capital Requirement, a common definition in Article 1 might 

be also helpful to ensure a consistent approach.  
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3.1.6.5  Advice  

3.1.6.5.1  Policy issue 1. Definition of future management actions  

3.85  EIOPA advis es to include the followin g definition in Article 1 of the Delegated 
Regulation as follows:  

       ñôfuture management actionô means any action that the administrative, 

management or supervisory body of an insurance or reinsurance undertaking 

may expect to carry out under specific future circumstances;ñ 

 

3.1.7  Expenses  

3.86  Although in the call for advice issued by the Commission expenses and 

valuation of options and guarantees are under the same bullet point, due to 

the different nature of both topics EIOPA will address them in different 

sect ions.  

3.1.7.1  Relevant legal provisions  

3.87  Article 78 of the Solvency II Directive establishes the expenses to be 

considered when calculating technical provisions . 

3.88  Article 31 of the Delegated Regulation further clarifies the expenses that 

should be taken into account  in the calculations of the best estimate in 

Solvency II . 

3.89  Article 7 of the Delegated Regulation establishes the going concern principle . 

3.1.7.2  Other regulatory background  

3.90  Other regulatory background considered to issue the advice:  

EIOPA Guidelines on Technical Provisions: Guidelines 26 to 34, 69 and 71, 

and Technical Annexes I and II.  

3.1.7.3  Identification of the issue  

3.1.7.3.1  Policy issue 1 : New business  

3.91  EIOPA has identified remarkable differences on the assumptions on new 

business for expenses allocation during cash flow pro jection. According to 

Article 31(4)  of the Delegated Regulation , expenses shall be projected 

assuming that new business will be written. However, in some cases it has 

been considered that this assumption is not adequate, for example where the 

undertaking i s not writing any new business. In cases like this one, 

sometimes realistic assumptions on new business have been used to allocate 

expenses.  
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3.1.7.3.2  Policy issue 2 : Drafting amendment  

3.92  Currently, the second paragraph of Article 31(1) of the Delegated Regulation 

reads:  

ñThe expenses referred to in points (a) to (d) shall take into account overhead 

expenses incurred in servicing insurance and reinsurance obligations.ò 

3.93  The word ñincurredò is past tense. Some Members raised some concerns this 

could be interpreted as th e projection should be based only on past 

experience, i.e. not allowing projections considering expected changes in 

future expenses.  

3.1.7.4  Analysis  

3.1.7.4.1.1  Policy issue 1 . New business  

3.94  New business, meaning business outside the contract boundaries, is not 

included in t he projection of cash flows for best estimate valuation. However, 

assumptions on new business have an indirect impact on best estimate 

valuation, for example through the allocation of expenses. Future expenses 

shall be allocated to all future business: exi sting business (i.e. within the 

contract boundaries) and new business. As a consequence , the amount of 

new business has an impact on the expenses allocated to existing business 

and thus to the amount of expenses projected for best estimate valuation.  

3.95  There fore, the following options have been considered:  

¶ Option 1 : Hard going -concern principle (no change): Going -concern 

principle interpreted in line with Article 31(4) of the Delegated 

Regulation, i.e. new business should be assumed in all cases. No 

amendment s needed in this case.  

¶ Option 2 : Soft going -concern principle. Going -concern principle 

interpreted as ñbusiness as usualò, i.e. new business should not be 

assumed in al cases, only following realistic assumptions. Article 31 of 

the Delegated Regulation sho uld be amended in this case.  

3.96  The assumptions on new business are usually considered to be mainly 

regulated in Article 7 (going -concern principle) and Article 31(4) of the 

Delegated Regulation. However, in other regulatory frameworks, like 

accounting, the g oing -concern principle is usually interpreted as the 

undertaking will keep pursuing ñbusiness as usualò, meaning that, for 

example, valuation of best estimate should not assume the transfer of a 

portfolio of obligations to project future cash flows. Theref ore, under this 

interpretation, Article 7 of the Delegated Regulation would not affect 

assumptions on new business and, indeed, this interpretation perfectly fits 

current drafting of the Article.  

3.97  However, Article 31(4) of the Delegated Regulation requires  that new 

business is assumed in all cases. Although this Article only affects expenses 
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assumptions, it has conditioned in some cases the interpretation of Article 7 

of the Delegated Regulation, leading to interpret going -concern principle as 

a requirement  to assume that new business will be written. Therefore, since 

Article 7 is not limited to expenses, this issue has also an impact on other 

assumptions, like future management actions (for more information, please 

see the Diver gent practices o n Future Mana gement Actions in a nnex 3.1 ).  

3.98  Assuming that new business will come when this is not the real expectation 

would lead to a non - realistic valuation of the best estimate which would also 

be less prudent. Since a higher amount of expenses would be out allocate d 

to a future business (that will never come) and thus out of the best estimate. 

Q&A 1037 already addresses this issue recommending that realistic 

assumptions should be used to project future expenses.  

3.99  On the other side, it may be considered that assuming  that there will be no 

new business makes the valuation depart from transfer value. If the portfolio 

is transferred to a different undertaking, the ceding undertaking would 

probably expect new business and thus valuate the best estimate considering 

that ne w business will come.  

3.100  However, in practical terms, during a portfolio transfer the ceding 

undertaking would probably consider its own expenses for the valuation. So, 

in the end, the real transfer value depends on the business model of the 

ceding undertaki ng itself, being the expectations of new business part of it. 

Therefore, although in theory assuming that no new business will be 

underwritten may depart from transfer value, in practical terms this would 

probably not be the case or, at least, there will b e the same room for 

differences than for other assumptions on expenses.  This means that EIOPAôs 

preferred option is Option 2.  

3.1.7.4.1.2  Policy issue 2 : Drafting amendment  

3.101  EIOPA considers that under Solvency II principles, projections should take 

into account expect ed evolution of the assumptions. Therefore, the second 

paragraph of Article 31(1) of the Delegate d Regulation should be interpreted 

taking into consideration assumptions on expected future expenses and not 

only past expenses. However, amending the drafting  would make the 

interpretation more straightforward.  

3.1.7.5  Advice  

3.1.7.5.1  Policy issue 1 : New business  

3.102  EIOPA advises to amend Article 31(4) of the Delegated Regulation as 

follows:  
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       ñ4. Expenses shall be projected taking into account the decisions of the 

administr ative, management or supervisory body of the undertaking with 

respect to writing new businessñ. 

 

 

 Questions to stakeholders   

Q3.2 :  Do you consider that the proposed definition may introduce barriers to entry 

for new undertakings? If yes, please elaborate  the answer.  

3.1.7.5.2  Policy issue 2: Drafting amendment  

3.103  EIOPA advices to amend the second paragraph of Article 31(1) of the 
Delegated Regulation as follows:  

       ñThe expenses referred to in points (a) to (d) shall take into account overhead 

expenses incurred  to  be incurred  in servicing insurance and reinsurance 

obligationsò. 

 

3.1.8  Valuation of Options and Guarantees  

3.1.8.1  Relevant legal provisions  

3.104  Recital (15) of the Delegated Regulation establishes the principle of the 

use of simulation for the valuation of option and gua rantees.  

3.105  Recital (16) if the Delegated Regulation establishes the stochastic nature 

of the valu ation of options and guarantees.   

3.106  Article 26 of the Delegated Regulation establishes the requirements for the 

mode lling of policyholder behaviour.  

3.107  Article 30 of the Delegated Regulation establishes the uncertainties that 

cash - flow proj ections shall take into account.  

3.108  Article 32 of the Delegated Regulation establishes additional requirements 

for the valuation of options and guarantees.  

3.109  Article 34 of the Delegated R egulation establishes the requirements for the 

best estimate calculation methods:  

3.1.8.2  Other regulatory background  

3.110  Other regulatory background considered to issue the advice:  

i.  EIOPA Guidelines on Technical Provisions: Guidelines 36, 37, 39, 46 53 

and 54.  
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3.1.8.3  Identi fication of the issue  

3.1.8.3.1  Policy issu e 1 . Dynamic policyholder behaviour modelling  

 

3.111  According to Article 26 of the Delegated Regulation, when determining the 

likelihood that policyholders will exercise contractual options, undertakings 

shall take into consider ation the impact of different circumstances like 

economic conditions. This modelling of policyholder behaviour will be referred 

as dynamic policyholder behaviour in this advice, while the term static 

policyholder behaviour will make reference to modelling of policyholder 

behaviour that does not take into account these changing circumstances, 

although it may take into account some of the characteristics of the 

policyholder/policy, like gender, age or policy age. Article 26 of the Delegated 

Regulation also al lows to follow the static approach provided it can be 

justified with empirical evidence.  

3.112  EIOPA has identified that the use of dynamic policyholder behaviour is 

highly dependent on the jurisdiction. In some Member States, stochastic 

valuation is the default  approach for the main options (e.g. surrender option), 

while in other Member States modelling with only a static component is 

usually followed. However, due to lack of data, mainly for extreme scenarios, 

in several cases using a static approach is justifi ed by this lack of data instead 

of providing empirical evidence.  

3.1.8.4  Analysis  

3.1.8.4.1  Policy issue 1 . Dynamic policyholder behaviour  

3.113  Three options have been considered :  

¶ Option 1 : No change in the Delegated Regulation.  

¶ Option 2 : Amend the Delegated Regulation to inclu de a simplified 

dynamic lapse modelling.  

¶ Option 3 : Amend the Delegated Regulation to accept static policyholder 

behaviour modelling when there is lack of data for extreme scenarios.  

3.114  The likelihood that policyholders will exercise the options depends on 

va rious aspects, some of which are exogenous and some endogenous to the 

undertaking and/or the contract. Such aspects may include the level of 

guarantees, the contract return in respect of a benchmark, the existence of 

lapse penalties or the fiscal and legal  environment. Furthermore, the 

elasticity of the policyholder behaviour may also depend on the financial 

awareness (which drives the rational element of policyholder behaviour), the 

brand name and the sales channel.  

3.115  Therefore, different levels of policyho lder behaviour may be expected for 

different markets, types of client, types of product and types of distribution 
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channel. In view of the above, the calculation of best estimate should 

explicitly take into account the possible dynamic behaviour of policyho lders, 

who could rationally modify their propensity for the exercise of a certain 

contractual option in the different financial scenarios, unless (as stated by 

last paragraph of Article 26 of the Delegated Regulation) there is empirical 

evidence to demonst rate that there is no correlation between financial 

variables and policyholder behaviour.  

3.116  The most commonly modelled dynamic policyholder behaviour relates to 

surrender options but several undertakings are still not performing any 

analysis due to the diff iculties to establish the correlation between financial 

variables and policyholder behaviour. Probably the main difficulty is the lack 

of data and evidence in terms of the past reaction of policyholders to extreme 

financial conditions as the ones included in the set of stochastic scenarios.  

3.117  In addition, there is a potential double counting effect while modelling 

dynamic policyholder behaviour. Lapse rates can be supposed to be made of 

two components:  

ð a static component which is independent on external fact ors, and can 

be interpreted as an irrational underlying policyholderôs propensity to 

lapse (the unconditioned lapse rates); and  

ð a dynamic component which is dependent on a number of external 

factors, and can be interpreted as the ñrationalò policyholderôs 

propensity to lapse, in view of an objective economic advantage (the 

conditioned lapse rates).  

3.118  In defining the database to calibrate the unconditioned lapse rate, 

undertakings have to use historical data to calibrate the hypothesis. 

However, doing so they will include in the data also conditioned unless they 

are able to discern which part of historical lapses reflect the rational 

component.  

3.119  Since there will be always little or no evidence in terms of the experienced 

reaction of policyholders to extreme fin ancial conditions as the ones included 

in the set of stochastic scenarios, the lack of this data cannot be considered 

alone to be a good reason to avoid dynamic policyholder behaviour 

modelling. Expert judgement or standardized approaches provided in some 

Member States are common solutions adopted by the undertakings following 

a dynamic approach.   

3.120  EIOPA considers that the same level of harmonization could be achieved 

under the current provisions of the Delegated Regulation with additional 

guidance on the ca libration of dynamic models provided by EIOPA, instead of 

having a common simplification or waiving the requirement to model dynamic 

policyholder behaviour. Through this guidance it should also be clarified that 

the lack of data for extreme scenarios is no t a reason itself to not model 

dynamic policyholder behaviour.  Therefore, EIOPAôs preferred option is 

Option 1.  
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3.2  Risk margin  

3.2.1  Extract from the call for advice  

3.4 . Risk margin  

EIOPA is asked to assess the appropriateness of the design of the risk 

margin, wit hout challenging the approach based on the cost -of -capital. In 

particular, EIOPA should assess the ongoing appropriateness of:  

ð The design of the risk margin, in light of the work current undertaken on 

the transfer value of liabilities, in the context of th e Commissionôs Call for 

Information 131 ;  

ð The assumptions regarding the asset mix of the receiving undertaking, in 

particular with regard to the assumption of risk - free investments. The 

assessment should take into account the potential interactions between the  

recognition of market risk and the use of the volatility adjustment and the 

matching adjustment in the risk margin calculation;  

ð The use of a fixed cost of capital rate for all insurance and reinsurance 

undertakings;  

ð The assumptions used to derive the cost  of capital rate, including the 

absence of leverage and the derivation of the equity risk premium.  

3.2.2  Previous a dvice  

 

3.121  CEIOPS provided advice on the risk margin for the level 2 implementing 

measures for Solvency II ñTechnical Provisions ï Article 86(d) ï Calculation 

of the Risk Marginò (CEIOPS-DOC-36/09) 132 . This included, amongst others, 

and assessment of  

a)  The assumptions underlying the reference undertaking  

b)  The cost of capital rate  

c)  The general approach to calculating the risk margin  

3.122  In February 2018 EIOPA publi shed the Second set of Advice to the 

European Commission on specific items in the Solvency II Delegated 

Regulation, the ñSCR Reviewò133 . This included an analysis of the relative size 

of the risk margin in comparison with the best estimate, own funds and SCR , 

and an analysis of the methods and assumptions used in calculating of the 

Cost of Capital ñCoCò rate. 

                                                           
131  
https://ei opa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information

%202018 -04 -25.pdf  
132  https://eiopa.europa.eu/CEIOPS -Archive/Documents/Advices/CEIOPS -L2-Final -Advice -on-TP-
Risk -Margin.pdf  
133  https://eiopa.europa.eu/Publications/Consultations/EIO PA-18 -075 -
EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf  
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3.123  EIOPA followed the same approach in calculating the CoC rate as that used 

by CEIOPS in its technical advice in 2009, in particular;  

ð The Cost of Capital is equal to the cost of equity  

ð The cost of equity is calculated with the capital asset pricing model 

(CAPM), which includes:  

o An equity risk premium, with represents the extra return that 

investors demand above a risk - free rate to invest in equities  

o A beta factor, which reflects the insurance sector stock performance 

compared to that of the wider market.  

ð The outcome is adjusted to allow for economic aspects not reflected 

in the CAPM estimation of the CoC.  

3.124  In addition, there was an analysis of the use of both  historical returns and 

dividend discount models to calculate the CoC rate. In view of the advantages 

and disadvantages of both models EIOPA suggested to use historic returns 

models to derive the equity risk premium. In particular these models ensure 

metho dological consistency with the initial calibration of the CoC rate, 

stronger stability of the CoC rate over time and depend less on assumptions.  

3.125  Overall EIOPA recommended that the CoC rate of 6% was not changed.  

3.2.3  Relevant legal provisions  

Solvency II Direct ive  

3.126  Article 77, specifically in paragraphs 3 and 5, specifies the calculation of 

the risk margin. Recital 56 includes explanation on the reference undertaking 

that the risk margin calculation is based on.  

3.127  The rate used in the determination of the cost of p roviding that amount of 

eligible own funds (Cost -of -Capital rate) shall be the same for all insurance 

and reinsurance undertakings and shall be reviewed periodically.  

3.128  The Cost -of -Capital rate used shall be equal to the additional rate, above 

the relevant r isk - free interest rate, that an insurance or reinsurance 

undertaking would incur holding an amount of eligible own funds, as set out 

in Section 3, equal to the Solvency Capital Requirement necessary to support 

insurance and reinsurance obligations over the  lifetime of those obligations.  

 

Delegated Regulation  

3.129  The calculation of the risk margin is described in Subsection 4 of the 

Delegated Regulation, Articles 37 to 39.  

3.130  The formula to calculate the risk margin is set out in Article 37. Article 38 

describes th e assumptions about the reference undertaking that the risk 

margin calculation needs to be based on. According to Article 39 the Cost -of -

Capital rate for the calculation is 6%.  
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Guidelines  

3.131  In addition, while not a legal provision, the ñGuidelines on the 

im plementation of the long -term guarantee measuresò are relevant. In 

particular;  

3.132  Guideline 2 ï Interaction of the long - term guarantee measures with the 

risk margin calculations  

3.133  For the purpose of calculating the risk margin in accordance with Article 

38 of t he Delegated Regulation, insurance and reinsurance undertakings that 

apply the matching adjustment, the volatility adjustment, the transitional 

measures on risk - free interest rates or the transitional measures on technical 

provisions should assume that the  reference undertaking does not use any 

of these measures.  

 

3.2.4  Identification of the issue  

Overview of the risk margin calculation  

3.134  The risk margin is a widely regarded concept in market consistent 

valuations in general. In Solvency II it acts as an addition to the best estimate 

of liabilities to ensure that the Technical Provisions are valued at a transfer 

value, i.e. the value that would need to be paid by an insurance or 

reinsurance undertaking to transfer its liabilities to another knowledgeable, 

willing p arty in an arm's length transaction.  

3.135  The transfer value concept is important in Solvency II, as it ensures that 

undertakingsô liabilities are sufficient to be taken on by another undertaking 

if required in times of stress.   

3.136  There are a number of different  approaches that could be used to calculate 

the risk margin ranging in complexity and market consistency, however from 

QIS5 onwards Solvency II has converged on the cost of capital approach. 

The general cost of capital approach is not within scope of this review.  

3.137  In the cost of capital approach, the risk margin is calculated as the cost of 

raising sufficient capital to cover the SCR for unhedgable risks inherent in the 

business as this is run -off to maturity. The cost of capital rate (CoC rate) is 

set in A rticle 39 of the Delegated Regulation at 6%.  

3.2.5  Issue I ï Design of the risk margin and transfer value 

concept  

Transfer value concept  

3.138  For the calculation of the risk margin, it is assumed that the insurance 

undertaking transfers its liabilities to another und ertaking. This transfer value 

concept is critical to the functioning of the risk margin, and there would be 
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serious consequences for the functioning of the insurance market if the 

technical provisions were not sufficient to allow such transfers of books of  

business.   

3.139  In Section 3.4 of the Call for Information of the European Commission 

issued in April 2018, EIOPA was asked to ñcollect information on the actual 

transfer of insurance liabilities between insurance and reinsurance 

undertakings. In particular, EIOPA is asked to compare the transfer values 

with the valuation of the transferred assets and liabilitiesò.134  

3.140  In comparing the actual transfer values with the Technical Provisions 

(which represent in Solvency II the transfer value of those liabilities), EI OPA 

will assess if the size of the risk margin is appropriate. If it were observed 

that there are systematic differences between the two values, this would 

indicate that the risk margin is too small / large and the design of the risk 

margin may need to be modified.  

 

3.2.5.1  Issue II ï Assumptions underlying the reference undertaking  

3.141  In the risk margin calculation, the reference undertaking is assumed to 

notionally take on the liabilities of the undertaking. The composition of this 

reference undertaking determines t he transfer value, and as such, a number 

of assumptions on the composition of the reference undertaking have been 

set out in Article 38 of the Delegated Regulation.  

3.142  The main assumption considered relevant for this review is assumption 

that the reference u ndertaking de - risks its assets on transfer, and the knock 

on impact this assumption has on whether the reference undertaking uses 

the VA or MA.  

3.143  This assumption should be further considered in light of any potential 

changes to either component as part of t he 2020 review.  

3.2.6  Issue III ï Use of a fixed CoC rate  

3.144  The CoC rate was reviewed in detail as part of the Second set of Advice to 

the European Commission on specific items in the Solvency II Delegated 

Regulation, and is fixed at 6% for all undertakings. It wa s not deemed 

necessary to repeat this analysis. The results in relation to the dependence 

of the CoC rate on the level of interest rates are summarised in the analysis 

part. Apart from that the following aspect of the sensitivity of the risk margin 

to inte rest rate changes has been identified for further explanation and 

analysis.  

 

                                                           
134  See 

https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20 for%20information
%202018 -04 -25.pdf .  

https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information%202018-04-25.pdf
https://eiopa.europa.eu/Publications/Requests%20for%20advice/Request%20for%20information%202018-04-25.pdf
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Sensitivity to changes in interest rates  

3.145  The cost of capital approach used to calculate the risk margin is sensitive 

to changes in interest rates, in particular for long term liab ilities such as 

annuities. This is a natural consequence of the risk margin calculation under 

the cost of capital approach, where interest rates feed into the calculation of 

the risk margin in two ways, in both the projection of the unhedgable risks, 

and i n the discounting of these risks. For both components of the calculation 

a decrease in interest rates will increase the risk margin.  

3.146  European Systemic Risk Board published a report in August 2017 135  on the 

macroprudential consequences of the regulatory risk - free curve. This 

document references the sensitivity of the risk margin to changes in interest 

rates, in particular it states that;  

3.147  The sensitivity of the risk margin to interest rates adds to the systemic 

impact of the risk - free rate. It also adds to bala nce sheet volatility due to 

changes in the risk - free rate. In addition, wrong estimates of the long end of 

the risk - free curve lead to overestimating or underestimating the risk margin 

and thereby to sector -wide biased levels of reserving  

3.148  The current calcu lation of the risk margin under the cost of capital 

approach is by nature sensitive to changes in interest rates, particularly in 

the current low interest rate environment. However there are concerns that 

the approach is ñtoo sensitiveò and that it is introducing unintended 

consequences for the insurance market (e.g. forcing undertakings to exit 

business with long term guarantees, increase in longevity reinsurance to non -

Solvency II jurisdictions) and is forcing undertakings to act in a pro -cyclical 

manner.  

3.149  If it were concluded that the risk margin is too sensitive to changes in 

interest rates, one option for fixing this would be to change the CoC rate. For 

example, by introducing an interest rate dependency in the CoC rate, or the 

CoC rate could be differen t for different types of business. These options were 

not available to EIOPA as part of the review of the delegated acts, as they 

would require a change in the Solvency II Directive.  

3.2.6.1  Issue IV ï Assumptions used to derive the CoC rate  

3.150  An important parameter  of the risk margin calculation is the CoC rate. It 

is currently fixed at 6% in Article 39 of the Delegated Regulation. The CoC 

rate was derived based on the capital asset pricing model which requires in 

particular the estimation of the equity risk premium . The CfA asks EIOPA to 

assess the assumptions used to derive the CoC rate, including the absence 

of leverage and the derivation of the equity risk premium.  

                                                           
135  

https://www.esrb.europa.eu/pub/pdf/reports/esrb.reports170817_regulatoryriskfreeyieltcurveprop
erties.en.pdf  
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3.2.7  Analysis  

3.151  In this section, the individual issues identified above will be assessed 

further in view o f their relevance.  

3.2.7.1  Issue I ï Design of the risk margin and transfer value concept  

Transfer Value  

3.152  There are a number of complexities involved in the analysis of transfer 

values, particularly in relation to extracting the ñnoiseò from the actual 

transfer val ues in order to compare with the technical provisions. There may 

be differences in the calculation approach used to determine the value of the 

liabilities, for example ómarket risk-free rateô vs óSolvency II risk-free rateô, 

allowance for contract boundari es etc. In real transfers of liabilities, there are 

generally commercial terms to the transfer which are not relevant in Solvency 

II. Some examples of this are as follows; an undertaking may purchase a 

book of business at a discount to allow for future exp ected new business. An 

undertaking may place a value on the brand of the business they are 

acquiring, which is not allowed for in Solvency II. There may be tax effects 

or diversification benefits to the transaction which do not exist when the 

books of busi ness are looked at in isolation. The list could go on, with each 

transaction likely to have specificities that may need to be removed or added 

to the transfer value to get a fair comparison.  

3.153  Interpreting the transfer values data and implications for the r isk margin 

design  

3.154  The Call for Information asked for a comparison of the transfer value of 

liabilities with Technical Provisions.  This has been analysed by comparing 

assets transferred 136  vs. technical provisions.  Where technical provisions are 

lower than transfer values, this may indicate that e ither best estimate or risk 

margin are understated, or that the transfer price recognised that there was 

additional economic value not recognised in TPs for which the acquirer was 

willing to pay (perhaps the most ob vious item in this category being 

goodwill).  

3.155  The c all for advice asked for an assessment of the appropriateness of the 

design of the risk margin in light of the ongoing work to address the call for 

information, without challenging the cost of capital appr oach.  In order to 

hone in on the risk margin, we have calculated for each transaction an 

ñimplied cost of capitalò by comparing the difference of (assets ï best 

estimate)/risk margin * 6%.   

                                                           
136  Used as a measure of the value placed by the market on the transferring business. Henceforth 
referred to a s the óAssetsô. 
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3.156  When interpreting the results obtained and what they mean for th e risk 

margin design it is important to note some limitations in the implied cost of 

capital metric:  

¶ Any difference between assets transferred and technical provisions could 

have a risen from a number of causes.  Even where there are no 

extraneous economic  value items being transferred (e.g. goodwill), 

transfer values greater than TPs could mean that either BEL is too low or 

risk margin is too low (or both). A priori it is impossible to tell which 

case applies in each transaction, also keeping in mind that acquirers 

may have different views from sellers on the valuation basis (e.g. 

acquirers may consider that through superior customer management 

they will be able to experience greater retention and lower lapses, and 

therefore be willing to pay more for the b usiness).  The implied cost of 

capital metric is a simplification which implicitly assumes that the 

difference arises due to the risk margin.  

¶ Transactions with low risk margin compared to the volume of business 

being transacted (e.g. small ratio risk margi n/best estimate) can result 

in a large implied cost of capital, as the risk margin enters the 

calculation in the de numerator .  Put another way, any discrepancy 

between assets transferred and best estimate will appear larger when 

the risk margin is small.  

Data used and limitations  

3.157  For this analysis EIOPA gathered data relating to 44 transfers from a wide 

range of EEA NSAs since 2016. The data was cleaned to remove any transfers 

with clear issues with the quantitative information (e.g. data not available). 

Forced sales were also excluded, as the aim of the analysis is to assess if 

technical provisions correspond to the specification in Article 75 of the 

Solvency II Directive that liabilities should be valued ñat the amount for which 

they could be transferred, or settled, between knowledgeable willing parties 

in an armôs length transactionò. The remaining 24 transactions, including 

transfers of open and closed books was the basis for our analysis.  

3.158  As has been noted above, the implied cost of capital metric is s ensitive to 

transactions with low risk margin.  It is important to note that the size of the 

risk margin vs. TPs varies significantly dependin g on the type of business, 

e.g.  pure unit - linked business without guarantees can have substantially 

lower risk mar gin compared to longer term annuity business.  In fact, in the 

sample of open and closed books, the range of the ratio risk margin/technical 

provisions (RM/TP) was as high as 15.7% and as low as 0.4%. The majority 

of the transfers had ratios around of 5%.  Unsurprisingly, some of the largest 

implied cost of capital figures were found in transactions of unit - linked 

business which had low risk margins relative to technical provisions.  Ideally 

there would have been enough data to assess separately transaction s with 

relatively high and low RM/TP, but the sample was not large enough to allow 

this analysis.  
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Results of the analysis  

3.159  The dataset of open and closed books showed a consistent pattern of TPs 

being lower than assets (median of technical provisions/asset s = 87%).  This 

translated in implied CoC rates that were typically large (median 29%). 

However this pattern of low TPs may be explained by the existence of 

goodwill in most of these transactions, particularly those involving open 

books of business (17 out  of 24).  It is natural that acquirers will have paid 

additional amounts for the future profits expected from writing new business, 

and this may naturally result in TPs being typically lower than assets without 

any implications for the suitability of TPs i n general or RM in particular.  

Likewise the presence of goodwill would bias upwards the implied cost of 

capital metric.  

3.160  In order to attempt to exclude goodwill from the analysis we further 

cleaned this dataset to comprise only transfers of closed books of  business. 

As a result, a further 17 transfers were removed, leaving 7 transfers in the 

dataset of closed books (3 Non -Life and 4 Life). It should be noted that closed 

books of business may also involve some goodwill, but this is likely to be 

much less tha n open books. It should also be noted that this dataset, 

comprised of only 7 transactions may be too small to draw any robust 

conclusions.  

3.161  Analysis of the closed book dataset showed significant differences with the 

dataset of combined open and closed books , consistent with the hypothesis 

that the wider datasetôs results were skewed by the inclusion of goodwill.  In 

particular, the closed book transfers generally had a balanced relationship 

between assets and technical provisions (Median of technical 

provisi ons/assets = 99.8%, with this ratio always between 97% and 105%). 

There was a range of values for the implied cost of capital, with a median of 

6%, ranging from <3% on a transfer of Life annuity business and 46% on a 

transfer of unit - linked business that h ad the lowest RM/TP ratio of this 

dataset.  

3.162  In summary:  

¶ These results should be taken with care due to the limited number of 

transactions in the final data set.   

¶ Nevertheless the results do not indicate a systematic miscalibration of 

the technical provisi ons compared to transfer values.   

¶ Likewise there was no evidence of systematic over or under calibration 

of the risk margin.  

¶ Regarding the calibration of the risk margin for different product types, 

there is insufficient data to draw any strong conclusion s.  

3.2.7.2  Issue II ï Assumptions underlying the reference undertaking  
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3.163  The primary aim of this section is to investigate the assumption that the 

reference undertaking does not use the MA or VA, and the implication of this 

on the risk margin calculation.  

 

Matching  Adjustment  

3.164  For the purpose of the risk margin calculation the reference undertaking 

is assumed to notionally take on the liabilities of the original undertaking. 

The risk margin then reflects the cost to the reference undertaking of holding 

capital in res pect of the risks they have taken on. The reference undertaking 

is only subject to risks that cannot be replicated by marketable financial 

instruments, and as such the risk margin only needs to be held for the 

unhedgable risks of the original undertaking.  

3.165  For all other risks, it is assumed that the reference undertaking de - risks 

their portfolio to minimise hedg eable risks, and as such, the risk margin does 

not need to be held for these risks. This is equivalent to assuming that the 

reference undertaking in vests in risk - free assets. 137   

3.166  The calculation of the best estimate is based on a risk free interest rate 

term structure, which implies that the liabilities can be replicated with risk 

free assets available on deep, liquid and transparent markets. In order f or 

the regime to be market consistent, the assumptions underlying the 

calculation of the best estimate should be the same as the assumptions 

underlying the risk margin.  

3.167  Where the undertaking does not use the MA and VA, the implications of 

this are clear. The best estimate and the risk margin are calculated based on 

the risk - free interest rate term structure, and the assumption that the 

reference undertaking acts to minimise risk. However, where an undertaking 

uses the VA or MA, there are implications for t he risk margin calculation.  

3.168  First, we will consider an undertaking that applies the MA. An undertaking 

may apply the MA where they have liabilities that are well matched by a 

dedicated portfolio of assets. Where this is the case the undertaking can 

increas e the risk free rate that is used to discount these liabilities by the 

difference between the yield on those MA assets and the risk free rate, minus 

a fundamental spread to account for the risk of default and downgrade. It 

reflects the fact that undertakin gs with strong matching between assets and 

liabilities can hold assets to maturity and therefore earn the additional yield 

over and above the risk free. Where the MA is used, the undertaking is no 

longer using the risk - free rate to value its liabilities, w hich has consequences 

for the risk margin calculation.  

                                                           
137  For the risk margin calculation it is assumed that all market risks are hedgeable and excluded 

from the risk margin calculation, even though some, for example long duration interest rate risk, 
may not be in practice.  
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3.169  Where the original undertaking uses the MA, one option would be to 

assume that the reference undertaking also uses the MA. In making this 

assumption there are two items that need to be considered. Firs t is the 

implications on the unhedgable risks, and the second is in relation to the 

yield curve used to discount the projected unhedgable risks.  

3.170  In the normal risk margin calculation unhedgable risks relate mainly to 

insurance risks and operational risks which cannot be hedged using market 

instruments. However, in assuming that the reference undertaking also uses 

the MA, it would follow that the reference undertaking needs to hold the 

assets in the underlying MA portfolio. By making this assumption it woul d 

follow that spread risk of the associated MA assets should also be allowed for 

in the Risk Margin calculation. This would ensure that there is consistency 

between the calculation of the Best Estimate and the Risk Margin.  

3.171  Following on this train of logic,  where the reference undertaking holds the 

MA assets, it no longer holds that the reference undertaking de - risks on 

transfer. The reference undertaking, in addition to the risks that cannot be 

hedged, will also be exposed to the credit risk arising from th e MA assets. 

While in theory the reference undertaking could invest in credit default swaps 

to hedge the risk of defaults, the market for these instruments is not deep, 

liquid or transparent.  

3.172  So if the MA were to be allowed in the risk margin calculation t hrough the 

projected SCR, without a modification to allow for the credit risk in the MA 

portfolio, the unhedgable risks and as a result the risk margin, would be 

understated.  

3.173  Where the undertaking applies the MA in its best estimate and SCR 

calculations, t he current approach to the risk margin is for it to be calculated 

without the application of the MA. This assumes that the risky assets that 

make up the MA portfolio are not transferred to the reference undertaking 

and there is not allowance for spread ris k in the risk margin calculation. In 

addition, the discounting of the future SCRs is performed with the basic risk -

free rates only, without allowance for the MA.  

3.174  While the current approach has the benefits that it is consistent with the 

underlying assumpti on that the reference undertaking de - risks on transfer, 

it could be argued that this approach introduces inconsistencies with the 

calculation of the best estimate (which does allow for the MA).  

3.175  EIOPA has identified an alternative approach that would be mo re 

consistent, this is set out below;  

ð Approach 1: Allowance of MA in the risk margin  

For each undertaking applying the MA, the best estimate and SCR are calculated 

based on the basic risk free rate plus the MA. This approach suggests to 

also extend the app lication of the MA to the risk margin. This assumes that 

the undertakingôs risky assets that make up the MA portfolio are transferred 



 

305  

to the reference undertaking. This implies that the risk margin includes the 

SCR for spread risk of the assets in the matc hing portfolio.  

3.176  EIOPA has identified a second consistent approach, which would be to 

remove the MA entirely from the Solvency II regime, while keeping the 

current calculation of the risk margin unchanged. While this would ensure 

that the calculation of the  best estimate and risk margin are consistent, it is 

going beyond the scope of the review of the risk margin and is not considered 

a viable option.  

3.177  The pros and cons of this approach in comparison with the current 

approach are set out in the table below.  

 

 

Approach 1: Allowance for MA in both the risk margin and best 

estimate  

Pros  Cons  

Increased consistency between risk 

margin and best estimate / SCR 

calculation, as MA feeds into all 

aspects.  

Not consistent with the assumption 

that the reference undertaki ng de -

risks on transfer  

Potentially more consistent with real 

transfers of liabilities, although the 

exact level of MA would depend on 

the investment decisions of the 

reference undertaking.  

Increases the sensitivity of risk 

margin to changes in interest r ates.  

 The effect of including the market 

risk from MA assets in the risk 

margin may negate the 

effectiveness of the MA in the 

overall technical provisions 

calculation, and may be inconsistent 

with the assumption that the 

undertaking can earn the MA free of 

risk.  

 Assumes that the reference 

undertaking gets regulatory 

approval to use the MA  

 

3.178  If the risk margin is modified and Approach 1 is adopted, EIOPA has 

identified one further consideration, namely the relevant yield curve used to 

discount the future  projected SCR components.  

3.179  Where this particular issue is considered in isolation, EIOPA has identified 

two options:  
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ð Approach 1a : The current approach. Basic risk - free interest rates 

without the MA are used.  

ð Approach 1b : Risk - free interest rates plus MA ar e used.  

3.180  The pros and cons of approach 1a and 1b in comparison with the current 

approach are set out below.  

 Approach 1a: Basic Risk - free interest rates are used  

 Pros   Cons  

 Inconsistent with the projection of 

the unhedg eable risks, which 

include the spr ead risk arising from 

MA assets.  

 

A  pproach 1b: Risk - free interest rates plus MA are used  

 Pros   Cons  

Increases consistency between the 

best estimate / SCR and risk margin 

in that the same discount rates are 

used.  

Inconsistent with the assumption 

that the reference undertaking de -

risks on transfer, therefore 

inconsistent with the non -allowance 

of spread risks in the reference 

undertaking.  

Reduces the sensitivity of the risk 

margin to changes in interest rates 

for undertakings that have the 

highest cur rent sensitivity  

The cash - flows feeding into the risk 

margin are highly uncertain. As a 

result undertakings may not be able 

to earn a discount rate including the 

MA in practice and so the risk 

margin may be too low to ensure 

that technical provisions can b e 

transferred  

 Where undertakings have both MA 

and non -MA business, the risk 

margin would need to be calculated 

separately which introduces added 

complexity.  

 No allowance for diversification is 

possible in the risk margin 

calculation between the MA and  

non -MA portfolios.  

 It is not clear whether it would be 

possible for the reference 

undertaking to match the relevant 

cash flows with suitable assets, and 

what those assets would be.  
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 Reduces policyholder protection as 

transfer technical provisions may 

not be sufficient.  

 

3.181  EIOPA also considered other possibilities, such as keeping the current 

approach (assuming the reference undertaking does not apply the MA) but 

allowing the discounting of projected future SCRs to include the MA.  EIOPA 

concluded that s uch approaches would be inconsistent as discounting with 

MA could only be relevant in the situation where the reference undertaking 

itself is assumed to apply the MA, as set out in approach 1b above.  

3.182  While maintaining the current approach does not resolve the issue in 

relation to consistency between best estimate and risk margin calculation, 

after weighing up the pros and cons of the possible options, EIOPA proposes 

that the current approach is maintained and no changes are made. The 

approach is consistent with the assumption that the reference undertaking 

de- risks on transfer and the use of the basic risk free rate counterbalances 

the non - recognition of spread risk in the risk margin. This approach does not 

require that market risks are included in the risk  margin.  

 

Volatility Adjustment  

3.183  Two approaches to the VA are proposed, one which is based on the own 

assets of the undertaking, and the second is based on a representative 

portfolio of assets. While the approaches are fundamentally different in 

nature, th ere is a great deal of similarity in the interaction of the measures 

with the risk margin, and indeed with the MA interaction with the risk margin.  

3.184  Under both VA proposals, as with the MA, there are two aspects to the risk 

margin that need to be considere d; the projection of unhedgable risks, and 

the rate that is used to calculate the present value.  

 

VA based on own assets  

3.185  There are some conceptual similarities between a VA based on own assets 

and the MA. In both instances, the benefit from the measure is related to the 

assets held by the undertaking. However the link between the actual asset 

holdings and the VA is much weaker. Requirements on using the measure 

(e.g. cashflow matching) and the types of eligible assets are much less 

onerous under the VA than  the MA. It should also be noted that unlike the 

MA, there is no adjustment for the spread risk in the SCR calculation where 

the VA is used.  

3.186  Therefore, while conceptually there may be similarities between the MA 

and VA based on own assets, the arguments fo r assuming the reference 

undertaking uses the VA, and so allowance for the VA in the risk margin 
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calculation are naturally weaker, reflecting the weaker link between the 

assets and the liabilities.  

 

VA based on reference portfolio  

3.187  Unlike the VA based on o wn assets, under the VA based on the reference 

portfolio there is no direct link between the actual asset holdings of the 

undertaking and the measure, except in relation to the proportion of fixed 

income investments and duration information feeding into th e application 

ratio. It is important to note that the undertaking is not required to invest in 

the reference portfolio in order to recognise the benefit from the VA.  

 

Analysis -  VA in the risk margin calculation  

3.188  Where the undertaking applies the VA in its  best estimate and SCR 

calculations, the current approach to the risk margin is for it to be calculated 

without the application of the VA. This assumes that the risky assets are not 

transferred to the reference undertaking and there is not allowance for 

spread risk arising from these assets in the risk margin calculation. In 

addition, the discounting of the future SCRs is performed with the basic risk -

free rates only, without allowance for the VA.  

3.189  Similar to the MA, EIOPA has identified one option in relati on to allowance 

of the unhedgable risks in the risk margin calculation where the undertaking 

uses either VA option;  

ð Approach 1 : Allowance of VA in the risk margin  

For each undertaking applying the VA, the best estimate and SCR are 

calculated based on the b asic risk free rate plus the VA. This approach 

suggests to also extend the application of the VA to the risk margin. This 

approach assumes that the reference undertaking invests in risky assets 

similar to the current investments of the undertaking, the ris k margin 

includes the SCR for spread risk from these assets.  

3.190  The pros and cons of this approach in comparison with the current 

approach are set out below.  

 

 Approach 1: Allowance for VA in both the risk margin and best 
estimate  

 Pros   Cons  

Increased cons istency between risk 

margin and best estimate as the VA 

feeds into all aspects.  

Not consistent with the assumption 

that the reference undertaking de -

risks on transfer  

 Increases the sensitivity of risk 

margin to changes in interest rates.  
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 The effect of including the market 

risk from VA assets in the risk 

margin negates the effectiveness of 

the VA in the overall technical 

provisions calculation and may be 

inconsistent with some justifications 

for VA (e.g. as a property of the 

liabilities irrespective of a ssets 

held).  

 Assumes that the reference 

undertaking gets regulatory 

approval (where applicable) to use 

the VA  

 

3.191  If the risk margin is modified and Approach 1 is adopted, EIOPA has 

identified one further consideration, namely the relevant yield curve used  to 

discount the future projected SCR components.  

3.192  Where this particular issue is considered in isolation, EIOPA has identified 

two options:  

ð Approach 1a : The current approach. Basic risk - free interest rates 

without the VA are used.  

ð Approach 1b : Risk - free in terest rates plus VA are used.  

3.193  The pros and cons of approach 1a and 1b in comparison with the current 

approach are set out below.  

 

 Approach 1a: Basic Risk - free interest rates are used  

 Pros   Cons  

 Inconsistent with the projection of 

the unhedg eable risk s, which 

include the spread risk arising from 

VA assets.  

 

 Approach 1b: Risk - free interest rates plus VA are used  

 Pros   Cons  

Increases consistency between the 

best estimate / SCR and risk margin 

as the same discount rates are 

used.  

Inconsistent with th e assumption 

that the reference undertaking de -

risks on transfer  

Reduces the sensitivity of the risk 

margin to changes in interest rates.  

The cash - flows feeding into the risk 

margin are highly uncertain. As a 

result undertakings may not be able 

to earn a discount rate including the 

VA in practice and so the risk 
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margin may be too low to ensure 

that technical provisions can be 

transferred  

 

3.194  Similar to the MA, EIOPA also considered the option to keep the current 

approach (assuming the reference undertaking d oes not apply the VA) but 

allowing the discounting of projected future SCRs to include the VA.  EIOPA 

concluded that the arguments against such an approach are also valid for the 

VA.  

3.195  Therefore, after weighing up the pros and cons of the possible options, t he 

EIOPA proposes that the current approach is also maintained for the VA and 

no changes are made. The approach is consistent with the assumption that 

the reference undertaking de - risks on transfer and the use of the basic risk 

free rate counterbalances th e non - recognition of spread risk in the risk 

margin.  

 

3.2.7.3  Issue III ï Use of a fixed CoC rate  

Sensitivity to Interest rate changes  

3.196  Using the data from the extrapolation information request EIOPA has 

carried out an analysis of the sensitivity of the risk margi n to changes in 

interest rates. This data covered a wide range of undertakings form 20 

jurisdictions using either EUR or pegged currencies, and has been 

supplemented with data from undertakings in the UK derived from a separate 

sensitivity analysis.  All o f the data is as at year end 2018.   

3.197  The analysis considered both the raw sensitivity of the risk margin as well 

as its sensitivity as a percentage of technical provisions (RM/SCR) and as a 

percentage of SCR (RM/SCR).  All of these metrics were recalculate d under 

the stresses changing the Last liquid point (LLP) for the EUR curve, and also 

under the interest rate sensitivity stress where the impact of a 100bps 

decrease in spreads is assessed. This last sensitivity is comparable to the 

sensitivity results fr om UK undertakings.  

3.198  At national market level, an increase in the risk - free rate generally resulted 

in a decrease in the risk margin (this was the case in all but one of the EUR 

markets as well as in the UK).   

3.199  The change in gross risk margin was amplified for EUR undertakings with 

liability duration greater than 10 years (ñEUR long-term undertakingsò). 

Likewise, UK undertakings with heavy exposure to MA business (assets in the 

MA portfolio > 75% of BEL) had the highest risk margin sensitivity. This can 

be s een in the below graphic for the EUR:  
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3.200  When assessing the interest rate sensitivity of RM/BEL and RM/SCR, it was 

apparent that this varied widely in different jurisdictions.  For a number of 

EUR countries, these ratios were stable throughout the scenarios . Other EUR 

countries showed ratios that were sensitive to interest rate changes, as did 

the UK. In both the EUR and UK data, undertakings with long - term business 

(or with high MA exposure in the UK) had a higher average RM/BEL for all 

scenarios. There was  a clear upwards trend in the UK data when spreads 

increased by 100bps (higher for undertakings with high MA exposure) but 

this trend was less obvious in the EUR data, particularly when viewed as an 

aggregate across all markets.   

3.201  These variations are like ly partly due to the prevalence of different 

products in different national markets.  In the UK market in particular, 

undertakings with high MA exposure showed the highest interest rate 

sensitivity on all of the metrics.  This is consistent with the curren t 

specification of the risk margin that increases for business with long -duration 

underwriting risk (both characteristics of MA business).  While the UK market 

showed the highest sensitivity of RM/BEL and RM/SCR, there were other EUR 

national markets (e.g.  NL) that showed similar levels of sensitivity, 

particularly for long - term business and especially in those scenarios that 

assumed a 50 year LLP for EUR (which was tested in order to have a like - for -

like comparison, noting that LLP is 50 years for GBP).  T his can be seen in 

the below graphic, which includes data for the UK (split between annuity 

specialists and other firms), Germany and the Netherlands:  



 

312  

 

3.202  In the EUR markets mentioned above, the sensitivity of the risk margin to 

changes in interest rates was  lower when assessed on a 20 year LLP.  As can 

be observed in the above graphic, when the LLP was 50 years, the average 

Dutch risk margin relative to BEL dropped by 90bps when interest rates were 

increased by 100bps. Similarly the average reduction in the German market 

was 41bps. These compare with a reduction of 100bps for UK annuity 

specialists, and 50bps for other UK undertakings, calculated also on a 50 year 

LLP. However, when the EUR LLP was 20 years both the Dutch and German 

markets were considerably less sensitive to a change in interest rates: an 

interest rate increase of 100bps resulted in a reduction in the RM/BEL ratio 

of only 25 bps for the Dutch market, and 18 bps for the German market.    

 

3.203  In summary the conclusions from this analysis were:  

1.  The risk margin sensitivity to interest rates is generally as expected 

(e.g. risk margin decreases with an increase in interest rates).  

2.  The types of products in different jurisdictions are a significant factor 

when assessing interest rate sensitivity of the r isk margin:  

a.  When viewing the EUR market as a whole, there does not appear to 

be much interest rate sensitivity of RM/BEL or RM/SCR.  

b.  However this aggregated view masks differences in some EUR 

national markets.  For some markets, those ratios are indeed 

sens itive to interest rates, likely reflecting the prevalence of different 

products in different jurisdictions.   

c.  This is consistent with the UK data where MA - focused undertakings 

had much higher sensitivity than other undertakings.  

3.  The key drivers of interest  rate sensitivity of the risk margin appear to 

be the following:  

a.  Products with high underwriting risk have higher interest rate 

sensitivity.  
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b.  Long term business has higher interest rate sensitivity than shorter 

term business.  

c.  The sensitivity to interest rat es increases with an increase in the EUR 

LLP from 20 years.  

Dependency of the CoC rate on the level of interest rates  

3.204  In view of stakeholder proposal to make the CoC rate dependent on the 

level of risk - free interest rates EIOPA analysed the sensitivity of the cost of 

equity to interest rates and set out the results in the Second set of Advice to 

the European Commission on specific items in the Solvency II Delegated 

Regulation. It was noted that the empirical and academic evidence to support 

a link between t he equity risk premium and risk - free interest rates is mixed. 

In particular, in the early part of this century the relationship between equity 

returns and risk - free rates appears to be negative. EIOPA concluded that the 

decrease of interest rates since 201 1 was not a convincing argument on its 

own to decrease the cost of capital.  

 

3.2.7.4  Issue IV ï Assumptions used to derive the CoC rate  

3.205  EIOPA thoroughly reviewed the derivation of the CoC rate in 2017 and 

2018 and set out the results in the Second set of Advice to  the European 

Commission on specific items in the Solvency II Delegated Regulation. EIOPA 

concluded that the CoC rate was in the rage from 6.7% and 7.8% and 

commended on that basis not to change the legal provision prescribing a CoC 

rate for Solvency II of  6%.  

3.206  Regarding the derivation of the equity premium EIOPA analysed five 

models, in particular the historical return model and the dividend discount 

model. EIOPA concluded that the historical return model should be used in 

particular because it ensures meth odological consistency with the initial 

derivation of the CoC rate for Solvency II, stronger stability of the CoC rate 

over time and because it depends less on assumptions. 138   

3.207  Regarding the treatment of leverage in the derivation of the CoC rate 

EIOPA expla ined that a more granular modelling that removes leverage and 

capital in excess of the SCR would result in a higher CoC rate. 139      

3.208  EIOPA has no evidence or indications that the conclusions drawn in the 

2018 are not valid anymore.  Therefore, no additional analysis was carried 

out.  

                                                           
138  See paragraphs 1946  to 1965 of the Second set of Advice to the European Commission on 
specific items in the Solvency II Delegated Regulation.  
139  See paragraphs 1968 to 1973 of the Second set of Advice to the European Commission on 
specific items in the Solvency II Delegated R egulation.  
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3.2.7.5  Conclusion  

3.209  In light of the analysis carried out, EIOPA proposes no changes to the risk 

margin calculation for the following reasons.  

ð Based on the transfer value analysis there is no indication that 

technical provisions are systema tically under or over estimated. When 

looking at the transfers of closed books of business, which should not 

be biased by the inclusion of goodwill that is more prevalent in open 

books, there appears to be a balanced relationship between assets 

transferred  and Technical provisions. For this subset of transfers, the 

ratio of technical provisions over assets ranges from 97% -  105% 

with a median of 99.8%. However, this is not a strong conclusion 

given the small sample size of transfers.  

ð The sensitivity of the risk margin to changes in interest rates is 

generally as expected, with the highest sensitivity for long term 

products with high underwriting risk. One option to reduce the 

sensitivity of the risk margin for these products is to include the MA 

or VA in the  risk margin discount rate. EIOPA has reviewed the 

consequences of this option in detail, however on the balance of pros 

and cons EIOPA suggests that no change is made.  

ð Further analysis has been performed on the assumptions underlying 

the reference underta king, and in particular the consequences on the 

calculation if it is assumed that the reference undertaking uses the VA 

or MA. While different methods have been set out for how this could 

be done, EIOPA has concluded that on balance, the cons of making a 

change outweigh the pros, therefore EIOPA suggest that no change is 

made.  

ð EIOPA has not identified any reason to change the CoC rate, as this 

was reviewed in detail as part of the Second set of Advice to the 

European Commission on specific items in the Sol vency II Delegated 

Regulation in 2018.  

3.2.8  Advice  

3.210  EIOPA proposes no changes to the risk margin calculation.  
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 Questions to stakeholders  

Is your experience, if relevant, consistent with our conclusions that the risk margin 
can be more sensitive to int erest rate changes for longer term business?  

Q3.4:  What is your view on the assumptions underlying the reference undertaking 

where the original undertaking applies the MA or VA? Considering the 
approaches for risk margin calculation outlined in section 3.2 .7.2, are any of 

the noted pros and/or cons inconsistent with your own views or experience?  

Q3.5:  Please note any possible approaches to the calculation of the risk margin 
you believe should be considered that have not been included under section 

3.2. Plea se justify any such approaches,   
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4.  Own funds  
 

4.1  Ext ract from the c all for advice  
 

3.18. Own funds at solo level  

The Tiering structure of own funds in the Solvency II framework significantly 

differs from the one applicable to under Directive 2013/36/EU and Regu lation 
(EU) No 575/2013.  

Therefore, EIOPA is asked to report and where appropriate to provide advice, 
on the following items:  

¶ whether the differences in the Tiering approaches between the insurance 

framework and the banking framework are justified by dif ferences in the 
business models of the two sectors 140 ;  

¶ the extent to which the Tiering structure of own funds in the Solvency II 
framework may generate undue volatility of own funds;  

¶ whether the availability criteria for own funds are sufficiently clear and  

appropriate;  

In addition, EIOPA is asked to assess whether the items currently included in 

Solvency II own funds are appropriately attributed to Tiers according to the 
characteristics of permanent availability and subordination.  

 

4.2  Tiering and ancillary ow n funds  

4.1  This section contains options in relation to changes to the number and 

composition of Tiers in Solvency II and options in relation to changes to 

ancillary own funds (AOFs).  

4.2.1.  Previous a dvice  

Number of Tiers  

4.2  In 2018 EIOPA provided its Second Set of Advice to the Commission on 

specific items in the Solvency II Delegated Regulation (EIOPA -BoS-18/075).  

Section 19 covers the Comparison of Own Funds in Insurance and Banking 

sectors. EIOPA was asked to:  

4.3  ñCompare eligible items between the frameworks and assess the differences 

in their classification, and for each of these differences, assess if they are 

justified by differences in the business model of the two sectors, by diverging 

elements in the determination of own funds requirements, or on other 

ground sò. 

4.4  The main differences identified in the discussion paper related to differences 

between Additional Tier 1 in the banking regime and restricted Tier 1 (rT1) 

within the Solvency II Delegated Regulation.  Two topics in particular arose, 

                                                           
140  For instance, the banking regulation does not include Tier 3 own - funds and does not impose any 

upper limit on the amount of eligible Tier 2 own - fund items.   
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namely the operatio n of the PLAM (Principal Loss Absorbency Mechanism) 

and the tax effect of rT1 on write down.  

4.5  EIOPA responded that the features of rT1 capital should not be amended, 

and that the PLAM delivers quality of capital as the principal value absorbs 

losses when tr iggered, and that the primary objective of triggering a capital 

instrument is not to cure the breaches of regulatory capital.   

4.6  EIOPAs advice in 2018 in relation to the PLAM, was to recommend that partial 

write down should be permissible where the mandator y trigger of 3 months 

SCR breach was reached, but only so long as the 75% SCR breach and MCR 

breach triggers occurred.  It was recommended that as a minimum rT1 was 

to be written down on a straight line basis in such a way that 75% SCR 

breach the instrumen t would be written down in full.  RT1 should be written 

down immediately in full if the MCR is breached.   

4.7  Undertakings are required to recalculate their SCR coverage every three 

months until SCR compliance is restored, and apply a further write down on 

any worsening of SCR coverage after each subsequent 3 -month period.  

4.8  EIOPA recommended not to align the PLAM trigger with the banking regime, 

and instead to allow full recognition of the principal amount of rT1 

instruments on issuance.  However it allowed NSA s to apply an additional 

waiver from the requirement to write down or convert if the undertaking 

requests the wa iver, and demonstrates that there is a high likelihood that 

the tax effect of the write down would weaken the solvency position of the 

undertaki ng, provided this is confirmed by the undertakingôs statutory 

auditors and neither the 75% SCR mandatory trigger, no MCR have been 

breached.  

4.9  EIOPA also recommended changes to bring Solvency II closer to CRR in 

relation to tax and regulatory calls.   

4.10  The 20 % limit on restricted Tier 1 items was examined, and EIOPA did not 

agree that the arguments provided by stakeholder justified the removal of 

the limit; any complexity arising from it was minimal. EIOPA advised the 

Commission to retain the 20% limit on rT1.  

 
AOFs 

4.11  No previous  advice has been issued by EIOPA in relation to  AOFs specifically.  

4.2.2.  Relevant legal provisions  

Solvency II Directive  

¶ Article  89 -  Ancillary own funds  

¶ Article 90 -  Supervisory approval of ancillary own funds  

¶ Article 93 -  Characteristics an d features used to classify own funds into 

Tier s 
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¶ Article 94 -  Main criteria for the classification into Tiers  

¶ Article 95 -  Classification of own funds into Tiers  

¶ Article 96 -  Classification of specific insurance own - fund items  

¶ Article 97 -  Delegated acts a nd regulatory technical standards  

¶ Article 98 -  Eligibility and limits applicable to Tiers 1, 2 and 3  

¶ Article 99 -  Delegated acts on the eligibility of own funds  

Delegated Regulation  

¶ Article 69 -  Tier 1 ð List of own - fund items  

¶ Article 70 -  Reconciliation Reserve  

¶ Article 76 -  Tier 3 Basic Own funds ï List of Own funds items  

¶ Article 77 -  Tier 3 Basic Own funds ï Features determining classification  

Guidelines  

¶ EIOPA-BoS-14/168 EN  EIOPA Guidelines on classification of own funds  

¶ https://eiopa.europa.eu/public ations/eiopa -guidelines/guidelines -on-

classification -of -own - funds  

¶ EIOPA Guidelines on Ancillary Own Funds  

¶ https://eiopa.europa.eu/Publications/Guidelines/Final_Report_AOF_GLs.

pdf#search=own%20funds  

 

4.2.3.  Other regulatory background  

Capital Requirements Regulat ion (CRR) (EU) No. 575/2013  

4.12  Regulation  (EU) No 575/2013 of the European Parliament and of the Council 

of 26 June 2013 on prudential requirements for credit institutions and 

investment firms and amending Regulation (EU) No 648/2012 (1). This 

regulation has recently been amended by Regulation (EU) 2019/876, with no 

significant change regarding own funds.  

CRD V Package  

4.13  The banking package introduces a binding leverage ratio requirement (i.e. a 

capital requirement independent from the riskiness of the exposure s, as a 

backstop to risk -weighted capital requirements) for all institutions subject to 

the CRR. The leverage ratio requirement complements the current 

requirements in the CRD and the CRR to calculate the leverage ratio, to 

report it to supervisors and, si nce January 2015, to disclose it publicly.  

4.14  The leverage ratio requirement is set at 3% of Tier 1 capital and institutions 

must meet in addition to/in parallel with their risk -based capital 

requirements. The 3% calibration is in line with the internationall y-agreed 

level.   
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4.15  In relation to Own Funds, prudently valued software assets the value of which 

is not negatively affected by resolution, insolvency or liquidation of the 

institution are excluded from the scope of assets that need to be deducted 141 .  

 

Article 26 -  Common Equity Tier 1 items  

Article 36 -  Deductions from Common Equity Tier 1 items  

4.2.4.  Identification of the issues  

 

4.16  In the CfA EIOPA is asked whether or not the different business models justify 

the two different capital Tiering approaches. This reque st is different from 

the scop e of the European Commissionôs call for advice in 2017 (EIOPA -18 -

075) when EIOPA was  specifically asked to compare own funds items which 

were shared by insurance and banking frameworks, but not treated similarly 

for the purpose s of eligibility.  EIOPA was asked for those eligible items to 

assess the differences in classification, and for each difference, to assess if 

the difference was justified by the differences in business model of the two 

sectors.  

4.17  The key differences in Tie ring approach between the Banking and Insurance 

frameworks could be summarized as follows:  

ð CRR sets out the minimum capital requirements to be met to cover 

credit, market and operational risk.  Similar to an insurance 

undertaking, a credit institution mus t hold sufficient own funds to cover 

its risks, and to absorb losses.  

ð Own funds within the banking framework are segregated into two Tiers 

of capital, Tier 1 is specifically for going concern and Tier 2 is specifically 

required to be held in case of gone concern.   

ð Solvency II allows three Tiers of capital to be held as eligible towards 

the SCR and MCR calculation, all Tiers must be loss absorbing on a 

going concern as well as ñgone concernò capacity. 

ð Within the banking framework, Tiering is calculated as a ratio of capital 

versus Risk Weighted Assets (assets held are assigned a weighting).  

The ratio is calculated on both Tier 1 and Tier 2.   

ð Within the insurance framework ï own funds is the excess of assets 

over liabilities, classified into each Tier acco rding to features, 

percentages imposed on each Tier, towards the SCR or MCR calculation.  

ð Banking imposes minimum Common Equity Tier 1 (CET1) ratio, T1 ratio 

and total OF ratio. The main supervisory trigger is based on CET 1 ratio. 

In insurance, supervisory  interventions are based on total own funds 

ratios (to cover the SCR and the MCR), but Solvency II imposes a 

minimum on uT1 and a maximum on other T iers. The supervisory 

                                                           
141  Cf. Article 1(18) of Regulation 2019/876.  
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trigger  is based on two ratios: one is based on total OF to SCR ratio, 

the other on a subset of OF (excluding T3) to MCR.  

ð CRR imposes particular deductions on CET1, mainly current year 

losses, intangible assets and deferred tax. Regarding deferred tax 

assets that are dependent on future profitability, Article 48 of CRR 

provides for an exemp tion to their mandatory deduction; however, in 

any case, the maximum amount that can be included in own funds is 

limited to 10% of the amount of CET 1 items. Solvency II assesses the 

eligibility of each of the previously mentioned elements towards the 

own funds calculation.  It provides for similar treatment of Intangible 

Assets (ITA), Tier 3 items ï among which the net deferred tax assets 

ï are allowable up to 15% of SCR, not allowable towards MCR. Within 

CRR deferred tax assets are deducted from Tier 1 ca lculations.  

4.18  EIOPA asked NSAs in which cases an alignment of the SII Own funds Tiering 

and limits approach with the banking framework would be reasonable and 

what differences in the two business models justify the discrepancies.  

4.19  Some  NSAs are not in favour of an alignment of the SII Own funds Tiering 

with the banking framework while some  NSAs consider it reasonable (for 

some of them in order to limit/remove T3 and AOFs items).  

4.20  The differences in the Tiering approaches between the insurance framework 

and the  banking framework are justified by differences in the business 

models of the two mainly due to:  

ð different types of risks  

ð different nature of the liabilities, assets, cash - flows: banks have short -

term liabilities (current accounts and short term deposits) and longer 

term assets (loans) while in the insurance sector (particularly in life 

insurance) premiums are paid to support long term liabilities.  

ð inversion of the production cycle in insurance sector, and  profit not 

recognized upfront  

ð characteristics of the insurance solvency framework: Solvency II is 

based on a holistic market consistent balance sheet approach where all 

assets and liabilities are valued at their market value and own funds 

are derived as excess of assets over liabilities . This is  in contr ast to the 

banking regulation  which tends to use historic cost price and accrual 

accounting . 

ð Liquidity  

4.21  It has been highlighted that the different terms of the business explain the 

existence of different requirements for permanence of capital (e.g. SII T2 

own funds term -  10 years -  vs Banking T2 own fund -  5 years). Specific 

items (calls for supplementary contribution considered as AOFs) are justified 

for mutual or mutual - type association with variable contributions, which are 

legal forms specific to the i nsurance sector.  
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4.22  Another aspect to consider is the different duration of the failure process: the 

faster process for banks justifies the higher proportion of their capital in Tier 

1 (going concern) than the 50% of SII.  

4.23  In this section, EIOPA assesses the possibility  to remove  Tier 3  own funds. 

As regards the upper limit on Tier 2 eligible own funds and on the treatment 

of ancillary own funds, the analysis is carried out in the next section (undue 

volatility).  

4.24  It  is not clear why the co - legislators introduce d three Tiers for the insurance 

sector and only two for the banking one. One could argue though that the 

insurance framework introduces two capital requirements (the SCR and the 

MCR), with no real equivalent in the banking sector. Tier 3 triggers deferral 

of coupon payments only where the MCR is breached, not the SCR. On the 

other hand, the convergence between bank and insurance could theoretically 

help foster the depth of the debt capital markets for financial institutions. 

There is however no empirical ev idence that insurance undertakings 

experience difficulties to access capital markets that are related to the depth 

of such markets.  

4.25   Removing Tier 3 from Solvency II requires first to assess the main items 

that constitute this Tier, namely dated subordinat ed debt, net deferred tax 

assets and ancillary own funds.  

Ancillary own funds  

4.26  AOFs are classified as Tier 2  or Tier 3 depending on whether they convert 

into a Tier 1 or Tier 2 respectively once called.   

4.27  The concept of AOFs does not exist in the banking fra mework. AOFs are 

committed, but unpaid lines of capital.  They usually take the form of a letter 

of credit, from for example the parent to the subsidiary, but also other 

counterparties. To be eligible as AOF the capital needs to be callable by the 

recipien t on demand. The underlying item must be a basic own fund item. 

Supervisors will assess, among several features, the economic substance of 

the AOF, the counterpartyôs ability and willingness to repay. Proposals for 

changes to Tiering could affect the treat ment of AOFs.  

4.28  As AOFs consist in " items different from basic own funds items that can be 

called up to absorb losses and cease to form part of ancillary own - fund items 

where they have been paid in or called up " (when they increase basic own 

funds), it would  not be appropriate to give them the same classification as 

the basic own fund that they will become (or be uplifted to) when called up.   

4.29  Therefore, if Tier 3 is deleted to align the number of Tiers  with the banking 

regulation, it would be almost impossib le to keep AOFs which are currently 

classified in Tier 3 as eligible own funds items, because it would give the item 

the same classification whether called or not.  The impact of this removal 

would however be very limited as very few Tier 3 AOFs have been i ssued 
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until now. In addition, as they are callable on demand, they can become Tier 

2 basic own funds items if called.  

4.30  Regarding AOFs currently classified in Tier 2, as they will become Tier 1 

instruments or be uplifted Tier 1 when called   they are not ther efore affected 

by a potential removal of Tier 3 from the framework . 

Net deferred tax assets  

4.31  Deferred tax asset is only one aspect of the tax impact within  the Solvency 

II framework and it is closely linked to the adjustment for loss absorbing 

capacity of d eferred tax (LAC DT).  

4.32  The treatment of net  deferred tax assets cannot be apprehended in isolation, 

but should be considered more comprehensively as part of the broader 

recognition of tax effects under Solvency II. For instance, it would be 

inconsistent no t  to  accept deferred tax assets as an eligible own fund item  

(as far as they increase  the overall  amount of excess of assets over 

liabilities), but  in the meantime  to take into account  an adjustment to the 

solvency capital requirement which reflects the ch ange in the after -shock 

amount of deferred tax asset/liabilities.  

4.33  Under the  current framework, net  deferred tax assets are deducted from the 

excess of assets over liabilities (and are therefore excluded from  the 

reconciliation reserve ) but are reallocated  to Tier 3 (for which  an upper limit 

of 15% of the SCR  is set).  If the deferred tax asset would not be deemed 

eligible anymore, an amount equivalent to the deferred tax asset would be 

directly deducted from the excess of assets over liabilities to derive th e 

reconciliation reserve.   

4.34  This current rule (which classifies the net deferred tax assets  in Tier 3) is 

already somehow  inconsistent with the treatment of the adjustment for loss 

absorbing capacity of deferred taxes  which directly reduces the solvency 

capital requirement. It means that the variation of deferred tax due to shock 

reduces the SCR, while the deferred tax asset in itself is not considered as 

Tier 1 but as Tier 3.  

4.35  In addition, any amount of net deferred tax assets (deferred tax asset  above 

def erred tax liabilities) must be justified by future profits . Where insurance 

undertakings fail to demonstrate the justification of net DTA by future profits 

(on the S2 Balance Sheet, so without any reference to SCR shocks), these 

DTAs should not be on the S 2 Balance Sheet in the first place.  Such 

demonstration should be to the satisfaction of national supervisors.  National 

supervisors disallow net DTA positions that cannot be satisfactorily justified.  

This provides protection against unwarranted capital c reation.  

4.36  Given the market value nature of the S2 Balance Sheet, adverse 

developments (increase of technical reserves or decrease of asset positions) 

lead to an increase in DTA.  In situations where large net DTL positions are 

currently present on S2 Balanc e Sheets, this DTA increase has limited effect.  
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In all other situations, the increase in DTA leads to the recognition of a net 

DTA position on the S2 Balance Sheet.  The fact that this net DTA is included 

in Own Funds provides anticyclical element in the Solvency II framework.  

Given the passionate discussions around the pro -cyclical nature of Solvency 

II, this anticyclical element has significant value.  

4.37  This also demonstrates again the link between the net deferred tax asset and 

the adjustment for loss ab sorbing capacity of deferred tax .  As future profit 

cannot be used twice (for the justification of DTA and for the justification of 

LAC DT), the level of net deferred tax  indirectly influences the level of the 

adjustment for loss absorbing capacity of def erred tax which must also  be 

justified by future profit  (after shock).  

4.38  Furthermore, it was concluded during the 2018 EIOPA advice on the review 

of the Solvency II Delegated Regulation that DTAs and LAC DT were very 

complex  topics to discuss as long  as the re is no harmonization of  tax regimes 

and accounting regimes at European level. Any change to the current rules 

regarding the tax impact in Solvency II will affect differently the different 

Member States  and may  penalize Member States  with a high tax rate and/or 

big difference between accounting and prudential valuation rules . 

4.39  As a conclusion, on one hand, it seems not to be relevant to take a position 

regarding the deferred tax asset as eligible own funds without having a whole 

discussion about the tax aff ect in Solvency II including about the adjustment 

for loss absorbi ng effect in deferred tax, and o n the other hand, the previous 

SCR review showed how difficult it was to reach a common view on this topic 

and the little appetite to do it.  Weighing the vari ous arguments (both for and 

against) changing Tier 3 Own Funds, EIOPA recommends keeping the current 

legislation without any changes on this point.  

4.40  Even  if Tier 3 was removed, DTAs should still in any case be recognized as 

an own fund item under Solvency I I.  

4.41  The banking framework allows for a limited recognition of deferred tax relying 

on future profitability (in any case, that amount cannot be greater than 10% 

of CET 1). However, such an approach would increase  the volatility of the 

solvency position of th e undertaking (the higher the amount of losses an 

insurer faces, the lower the eligible deferred taxes) which further discussed  

in the next sections . 

4.42  Therefore, should Tier 3 be removed from Solvency II EIOPA, EIOPA would 

recommend reclassifying DTAs as Ti er 2, possibly with a specific limit 

expressed as a percentage of the SCR (e.g. 15%) or of total own funds (e.g. 

one third of total eligible own funds, which is the current limit for Tier 3 own 

funds according to Article 98 of the Solvency II Directive).  

Dated subordinated debt instruments  

4.43  In addition to deferred tax asset and ancillary own funds, the current Tier 3 
also include subordinated loans  
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4.44  The subordinated loans included in Tier 3 do not fulfil the conditions to be 

classified in Tier 1 or Tier 2 an d are of lower quality  (e.g. coupon payments 

are deferred only when the MCR is breached, not the SCR).  While some 

features of Tier 3 subordinated debt (e.g. the original maturity of 5 years) 

are similar to the banking Tier 2 characteristics, the different nature of the 

business models and the longer - term characteristics of insurance risks do not 

justify further prudential convergence between the two sectors.  

4.45  Therefore, if Tier 3 were to be  removed, the only acceptable option would be 

to disallow the recogn ition of Tier 3 subordinated debt as an own fund item.  

4.46  In the light of the above, the two following policy issues have been identified 

with respect to a possible full alignment with the banking framework:  

  

Policy issue 1: Differences between the Solvency  II own funds 

categorisation system and the banking framework  

4.47  The majority of NSAs support no change to the Tiering structure from 3 to 2 

categories, for the main reason that the banking and insurance frameworks 

are significantly different. Furthermore suc h a change would require the 

restructure of Tiering in terms of eligibility of items, and further in depth 

consideration of the features of Own Funds.  

4.48  The possible change considered would consist in removing the Tier 3. Tier 3 

AOFs and Tier 3 Subordinated debt would not be recognized as own fund 

items. However, DTAs would remain eligible up to a certain limit (e.g. 15% 

of the SCR). However EIOPA does not support this change at this time.  

4.2.5.  Analysis  

4.49  One option which was considered was  the deletion of T3,  with  the 

consequence to change the Solvency II directive accordingly and not to 

recognize any more the items now included in the list of art. 76 as eligible 

own funds.  

4.50  NSAs were  asked to express their concerns in case of a deletion of T3.  

4.51  Some NSAs  were  not i n favour of its deletion  and other s also expressed  

concerns related to the treatment of some items currently recognized as T3. 

Some  NSAs prefer to keep the Tier 3 in order to include other items that 

might be declassified as proposed in this advice (see th e options regarding 

EPIFP in the section  below). For a few  NSAs the most appropriate measure 

is to consider T3 items ineligible and in some  countries T3 is not relevant.    

4.52  The major concern if Tier 3 was removed is the non -  recognition of Deferred 

Tax Ass ets (DTA) as an own - funds item. DTA are allowed on the balance 

sheet, they naturally have an impact on own funds as the assets and liabilities 

and they are closely linked to the adjustment for loss absorbing capacity of 

deferred tax (LAC DT). Moreover, wit h this option consideratio n should be 
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given to a possible  transitional period in relation to the item already included, 

as well as the future treatment of DTA.  

4.53  A further option would be to absorb Tier 3 into Tier 2 and combine both Tiers,  

which would stil l leave the majority of firms with 100% SCR coverage (QRT 

data did not extend to firm level to assess this however the assumption is 

likely correct).  

4.54  The combination of Tiers 2 and 3 would ensure that undertakings would 

retain their current capital struct ure, but would simplify and streamline the 

process.  As Tier 3 makes up 1% of overall Own Funds, according to EIOPA 

QRT data  (see table in the following section ñEvidence ò), this change would 

be quantitatively immaterial.  

4.55  The survey showed that some  NSAs s ee concerns with this option and 

consider it as not viable or prudent: it downgrades all T2 elements and a 

general weakening of OF, allows for a recognition of lower quality items up 

to 50% of the SCR (instead of the current 15%). Another NSA sees little 

benefit in any change of Tiering and one considers AOFs recognized in T3 not 

suitable for T2 level.  

4.56  Some  NSAs see no issues in moving T3 items in T2 but stricter requirements 

are needed or an increase of T1 limit, and 2 NSAs allows for moving DTA in 

T2.  

4.57  However, as Tier 3 is made up of items which are of lower quality to Tier 2, 

the merger of the Tiers would likely  reduce the overall quality.  

4.58  One major concern was  the differences in features between Tier 2 and 3 

items.   For example, Tier 3 instruments must  be undated or hold an original 

maturity of 5 years, versus Tier 2 which must be undated or hold an original 

maturity of 10 years.   Both Tier 2 and Tier 3 items can have limited incentive 

to redeem but Tier 2 not before 10 years.   Tier 3 items distribution s are 

deferred in case of an MCR breach, versus Tier 2 distributions deferred in 

case of an SCR breach.    

4.59  Therefore in order to merge Tier 3, consideration to changes in relation to 

the features of Own Fund items must be given. Improving the quality of T3 

items up to T2 own funds, in practice, leads to the same effect of a removal 

of the T3 (first option above)  Moreover, when considering the change of the 

features, the comparison with the banking sector should be taken into 

account: given that in banking t he T2 own funds term is, at least, 5 years 

against the 10 years of the SII Tier 2 own funds term, the removal of the 

Tier 3 would not achieve the targeted alignment of the two sectors.  

4.60  Another option is to retain Tier 3 items, and features, but to move Tie r 3 to 

Tier 2, and limit the items to a % of Tier 2, which reflects the current status 

quo.   The proposal is to limit T3 items (now rT2) to 20% of Tier 2, which is 

approximately reflective of the overall aggregate percentages within the 

EIOPA QRT data prov ided.  
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4.61  However, this option would not ensure the alignment with the banking sector.  

4.62  It was considered that if Tier 3 was to be removed from Solvency II , EIOPA 

would recommend reclassifying DTAs as Tier 2, possibly with a specific limit 

expressed as a percen tage of the SCR (e.g. 15%) or of total own funds (e.g. 

one third of total eligible own funds, which is the current limit for Tier 3 own 

funds according to Article 98 of the Solvency II Directive).  

4.63  However, it has been decided not to change the Tiering stru cture or limits.  

 

Evidence  

4.64  An analysis of EIOPA QRT data for 3 years 2016 to 2018 provides data in 

relation to the structure of own funds Tiering across all member states. The 

split between Tiers over the years 2016 ï 2018 reported in Table 1 shows 

the mat eriality of each Tier, in the calculation of total own funds.  

Table 1  

 

4.65  Only 2% of total OFs is made up of rT1, 94% is made up of T1 and 5% of 

T2.  T3 represents 1% of total OF.  

4.66  Tier 3 has in aggregation no material value towards the calculation of the 

SCR ratio on an aggregate basis, and is ineligible towards the MCR ratio.  

4.2.6.  Advice  

 

4.67  EIOPA assessed the differences in the Tiering and limits approaches 
between the insurance and the banking frameworks and deemed them to 

be justifiable considering especially th e different business models between 
undertakings authorised under CRD IV or Solvency II. Besides the 

2016 2017 2018

rec. reserve 67% 68% 67% % of T1

EPIFP 9% 9% 11% % of T1

uT1 98% 98% 98% % of T1

rT1 2% 2% 2% % of T1

T1 94% 94% 94% % of Total OF

T2 5% 5% 5% % of Total OF

T3 1% 1% 1% % of Total OF

DTA 89% 87% 84% % of T3

1% 1% 1% % of Total OF
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requirements to hold capital and the way losses are absorbed differ 

significantly.  

4.68  Therefore  EIOPA advises not to change the Solvency II Tiering structure.  
 

 

4.3  Undue volatility  

4.69  This section provides options on changes to rT1 and limits to T2 and T3.  

4.3.1.  Previous  advice  

4.70  In relation to the Tiering limits, the previous advice of EIOPA related only to 

the 20% limit relative to unrestricted Tier 1 own funds:  

ñEIOPA ad vises the Commission to retain the 20% limit in order to protect 

the prudential quality of Tier 1 own funds necessary to deliver the adequate 

protection of policy holders and beneficiaries. EIOPA is of the view that it 

cannot support any regime in which hy brid instruments could represent all 

or the most significant part of Tier 1. If the 20% were removed, EIOPA 

believes that there are no changes to the features of hybrid instruments that 

would fully mitigate the resulting loss in capital quality .ò 

4.71  This posi tion resulted from the analysis of two options:  

¶ To keep the limit unchanged  

¶ or to delete the limit and to strengthen the quality of hybrid instruments  

4.3.2.  Relevant legal provisions  

Solvency II Directive  

Article 98 -  Eligibility and limits applicable to Tier s 1, 2 and 3  

Delegated Regulation  

Article 82 -  Eligibility and limits applicable to Tiers 1, 2 and 3   

4.3.3.  Identification of the issues  

1.3.3.1.  Policy issue 2: Undue volatility generated by the current 

Tiering limits ï Change of the calculation basis of the limit for 

rT1  

4.72  In the EIOPA survey  to NSAs, the issue of pro -cyclicality was mentioned by 

2 NSAs , however data from QRTs do not indicate any volatility of own funds.  

4.73  Some pro -cyclical effect derives from the limit of restricted Tier  1 own funds 

items , expressed in p ercentage of the total Tier 1 own funds items instead of 

the SCR ( like the other limits imposed by Article  82 ): as a consequence , any 
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decrease in the amount of the unrestricted Tier 1  own funds items  will also 

decrease the eligible amount of the restricted  Tier 1 own funds  items.  

4.74  This means that in a stressed situation , when undertakings encounter 

difficulties that lead to a reduction of their unrestricted Tier 1 own funds 

items, they will also  have  to manage a potential reduction of the eligible Tier 

1 res tricted own funds items.  

4.75  One could argue that this effect was intended to be justified by  the goal to 

have  a very high quality of Tier 1 , but it can also be argued that this pro -

cyclical effect (decrease of restricted Tier 1  in case of decrease of unrestri cted 

Tier 1 ) unnecessarily affects the solvency of companies in times of crisis.  

4.76  Some NSAs suggested to avoid this undesirable effect of the Tiering limit for 

Tier  1 items and that a possible solution would be to amend Article  82 the 

Delegated Regulation  to express the unrestricted Tier 1 limit in percentage 

of the solvency capital requirement.  

4.77  In relation to the restricted Tier 1 own funds items, the options are the 

following:  

¶ Option 1 : No change to restricted Tier 1 limit.  

¶ Option 2 : Change the restricted Tier 1 limit and express it as a 

percentage of the SCR (20% of SCR, previously 20% of total amount of 

Tier 1 items) and increase the minimum limit for Tier 1 own funds items 

to 60%.  

4.3.4.  Analysis  

20% (from Tier 1 own fund items) limit to restricted Tier 1  

4.78  Neith er procyclicality, nor the volatility in own funds is a desirable effect from 

the Solvency II framework. The current limit to restricted Tier 1 own funds 

items could potentially lead to a procyclical effect and increase the volatility 

of own funds.  

4.79  One way  to reduce this procyclical effect would be to express the unrestricted 

Tier 1 limit as a percentage of the solvency capital requirement.  

4.80  During the previous call for advice, it was only envisaged to delete the 20% 

limit and the conclusion was that EIOPA w ould not support any regime in 

which hybrid instruments could represent all or the most significant part of 

Tier 1. As the only option envisaged to compensate the deletion of the 20% 

limit, EIOPA tried to find a way to increase the quality of hybrid instru ments, 

but no satisfying solution was found in this direction.    

4.81  Keeping in mind both objectives to reduce potential volatility in the own fund 

items and to preserve the total  quality of Tier 1 own funds, some NSAs 

propose to express the upper limit of re stricted Tier 1 own fund items as a 

percentage of the SCR , which will eliminates the procyclical effect of the 
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current limit and  at  the same time to increase the minimal limit of Tier 1 own 

funds items . 

4.82  In this way, the total  amount of Tier 1 will never be  mainly represented by 

restricted Tier 1 own funds items but the decrease in unrestricted Tier 1 items 

will not lead to a simultaneous decrease in the restricted Tier 1 own fund 

items.  

4.83  It should be noted that this change in the limit will not affect the PL AM 

(Principal Loss Absorbing Mechanism).  

4.84  Some NSAs consider current regulation suitable as it safeguards relevant 

quality of own funds classified as Tier 1  and they want to sustain restricted 

Tier 1 items as subset of unrestricted Tier 1 , i.e. sustain 20% limit of 

restricted Tier 1 to unrestricted Tier 1 .  

4.85  At least one NSA considers it necessary that the impact of this change should 

be quantified prior to the final decision on this matter.  

 

50 % (from the SCR) limit to Tier 2 +Tier 3 own fund items  

4.86  Contrary  to Solvency II, CRR does not impose an upper limit on the amount 

of Tier 2 items that may be eligible to meet capital requirements.  

4.87  We know that the risk appetite of most of insurance  companies leads to a 

higher level of solvency ratio than 100% which is the regulatory requirement  

4.88  The current upper limit to Tier 2 +Tier 3 own fund items prevents companies 

from creating a buffer with Tier 2 +Tier 3 own funds with the unusual 

consequence that the requirements in term of Tiering is more severe for the 

buffer than for the compliance with SCR.   

4.89  Indeed to cover the SCR up to 100 %, a company could have 50% of Tier 2 

+Tier 3 items (Tier 2 +Tier 3 with the current regulation) but if this amount 

of 50 % of SCR is already reached, all the buffer must consists of  Tier 1  

items.  

4.90  Some NSAs support  the deletion of the upper limit to enable undertakings to 

have more than 50% of the Solvency Capital Requirement held as Tier 2 

+Tier 3 eligible own funds. Other  NSAs see such proposal as decreasing the 

quality of own funds to  cover the Solvency Capital Requirement.  In other 

words, EOF becomes less loss absorbing. In addition, removing the limit for 

T2 and T3 would give insurers the possibility to increase their leverage. This 

has as a negative direct effect that there are more  coupon payments to make. 

This will lead to an increased pressure on the free cash flow. This weakens 

the policyholder protection. One has to bear in mind that according to article 

73.1(g) coupons can only be deferred in case the SCR is below 100%.  

4.91  Removin g the 50% limit would allow companies with very different capital 

structures to display the same solvency position: own funds could consist 

mainly of Tier 2 and not of Tier 1 as it is the case under the current 
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framework. On the other hand, a safeguard wou ld remain: Article 98 of the 

Solvency II Directive requires the proportion of Tier 1 items in the eligible 

own funds to be higher than one third of the total amount of eligible own 

funds.  However, the base for both limits is different. The 50% limit 

intro duced in DR article 82 is related to the SCR amount, while the one third 

limit in Directive article 93 is related to the total amount of EOF. The latter 

has as disadvantage the procyclicality, which was considered to be solved 

with the introduction of DR a rticle 82 (procyclicality here would mean that if 

T1 decreases due to stress, also eligible T2 plus T3 decreases). If the 50% 

limit to SCR is removed it creates new reliance on Directive article 93, which 

means that procyclicality is introduced again.  

4.92  Howe ver the majority of NSAs were not in favour of this change and therefore 

EIOPA does not support this proposal.  

4.3.5.  Advice  

4.93  Regarding the calculation basis of the limit for rT1, EIOPA advises the 

Commission not to change it.  

4.94   Regarding the possible change of th e limit T2+T3, EIOPA advises the 

Commission not to delete the 50% limit for lower Tiers.  

4.4   Clarity of availability criteria  

4.95  This section lays out options in relation to availability criteria, and specifically 

the concept of double leverage.  

4.4.1.  Previous advice  

4.96  The questions from the Commission in the previous a dvice were:  

¶ For those eligible items which are comparable between the banking 

framework and Delegated Regulation (EU) 2015/35, assess if the 

differences in their classification. For each of these differen ces, assess if 

they are justified by differences in the business model of the two sectors, 

by diverging elements in the determination of own funds requirements, 

or on other grounds .   

¶ if the 20% limit for rT1 were removed, what modifications need to be 

app lied to the eligibility criteria applicable to these items, in order to 

ensure that the criteria set out in Article 94 (1) continue to be fulfilled . 

 

4.97  The analysis focused on the comparison across Tiers of own funds in 

insurance and banking sectors (uT1/CET 1; rT1/AT1; T2 items 142 ) and on 
the restricted Tier 1 financial instruments.  

                                                           
142  EIOPA  Discussion Paper on the review of specific items in the Solvency II Delegated Regulation ï EIOPA_CP_16/008_5 

December 2016 
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4.98  Specific issues were identified:  

¶ Operation of the PLAM (Principal Loss Absorbency Mechanism)  

¶ Tax effect of rT1 write -down  

¶ Treatment of repayment or redemption in the first five yea rs  

4.99  The proposals have been taken into account by the EC with the amendment 

of art. 71, 73, 77 of the  Delegated Regulation.  

4.4.2.  Relevant legal provisions  

Solvency II Directive  

¶ Article 93 -  Characteristics and features used to classify own funds into 

Tiers  

¶ Art icle 94  -  Main criteria for the classification into Tiers    

Delegated Regulation  

¶ Art icle  70 (2) and (3) on the r econciliation reserve  

¶ Art icle  71(1)(a)  on  subordination  

¶ Art icle  71(1)(c)  requiring that ñthe basic own fund item is immediately 

available to abso rb lossesò 

¶ Art icle  71(1)(e)  on p rincipal loss absorbency mechanisms  

EIOPA Guidelines on Classification of Own Funds  

¶ Guideline 6 :  ñIn the case of an item referred to in Article 69 (a)(i), (ii), 

(iii), (v) and (b) of the Implementing Measures, undertakings  should only 

consider an item as immediately available to absorb losses, if the item is 

paid in and there are no conditions or contingences in respect of its ability 

to absorb lossesò 

4.4.3.  Other regulatory background  

4.100  Relevant banking rules:  

Capital Requirement s Regulation (CRR), Regulation (EU) 575/2013 and 

Commission Delegated Regulation (EU) 241/2014 (CDR).  

Art. 28 CRR -  Conditions to be met for the Capital instruments to be qualified 

as Common Equity Tier 1 instruments;  

Art. 52 CRR -  Conditions to be met fo r the Capital instruments to be qualified 

as Additional Tier 1 instruments;  

Art. 62 CRR -  Tier 2  instruments  

4.4.4.  Identification of the issues  

4.101  For almost all the NSA (20) availability criteria are sufficiently clear and 

appropriate.  
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4.102  However, EIOPA deemed usef ul to conduct an analysis of the cases of 

undertakings with ñdouble leverage ratio over 100%ò, where there could be 

concerns of own funds not meeting the features determining their 

classification.  

1.4.4.1.  Policy issue 4: ñExcessiveò double leverage ( ratio above 

10 0 %)  

4.103   ñDouble leverageò occurs when a parent entity in a group provides T1 

capital support to a subsidiary which is financed by externally issued parental 

non -T1 capital. An area which may deserve attention from the supervisor is 

the case where the parent u ndertaking shows a ratio of the parent 

undertakingôs T1 own funds investment in its subsidiaries compared to its 

own T1 items above 100%, that is, ñexcessiveò double leverage. 

4.104  In this situation, transactions which take place for the purposes of financing 

undertakings of the group may pose risks not only to the solvency position 

of the parent company but can also represent constraints for the financed 

undertakings.  

4.105  In particular, where a parent undertaking issues senior debt and those 

proceeds are used to fi nance an insurance company of the group (e.g. 

through the issuing of a Tier 1 subordinated debt), and the latter does not 

make distributions or cannot redeem the subordinated debt (e.g. due to a 

breach of its SCR), the parent undertaking may be unable to f ulfill its 

obligations related to the senior debt.  

 

4.106  These types of connected transactions could undermine an own fund itemôs 

ability (in this case, the subordinated debt) to meet the features determining 

its classification (it could be seen as an encumbra nce of the subordinated 

debt, limiting the full discretion on coupon payments).  The leverage puts 

more pressure on the insurance company to make distribution. This is 

different from a situation where the parent company issues a subordinated 

debt and down -streams the proceeds financing the subordinated debts issued 

by its related insurance companies.  

4.4.5.  Analysis  

4.107  This case can be assessed both from a group perspective and from a single 

entity perspective.  

4.108  A double leverage ratio above 100% can have an impact at  group level 

because it can affect the solvency position of the parent company and 

consequently of the group. This makes a thorough assessment of the capital 

management policy of the parent undertaking necessary, including the 

financing structure of the co ntrolled entities of the group.  
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4.109  On the other hand, these connected transactions can be seen as an 

encumbrance that in practice may affect the ability of the own fund item of 

the groupôs undertaking to meet the conditions for its classification, as 

already  envisaged in art. 71 of DR regarding the ñfree from encumbrancesò 

feature for T1 own fund items 143 . Convergent approaches among 

supervisors can be reached by further clarifications/practices in Guidelines.  

4.110  The possible options are:  

Option 1  -  Clarify in th e Solvency II Directive that group supervisor should 

assess the level of double leverage and take actions when double leverage is 

excessive (e.g. where the leverage ratio is above 100%). This can be seen 

as an extension of Article 258 of the Solvency II Di rective, which allows group 

supervisor and supervisory authorities to adopt all necessary measures 

where ï in particular ï the intragroup transactions ñare a threat to the 

financial position of the insurance and reinsurance undertakingsò. 

Option 2  -  Requir e (as a Pillar II requirement) the regulated entity to assess 

the financial and solvency situation of the parent company and mitigate the 

risks arising from double leverage ratio above 100% (e.g., assessing the 

cash - flow risks incurred by its qualifying pa rent, liquidity risk in case of a 

shortfall in income to meets the parent company interest obligations, possible 

management actions the undertaking would take to manage the risks of 

double leverage).  

4.111  It can be noted that the two options are not necessarily  mutually exclusive.  

 

4.4.6.  Advice  

4.112  EIOPA advises the Commission to amend Article 258 of the Solvency II 

Directive in order to clarify that the group supervisor should assess the 
level of double leverage and take actions when double leverage is excessive 

(e.g. wh ere the leverage ratio is above 100%). (Option 1).  
 

4.5  Correct attribution of items  

4.113  This section contains options in relation to the appropriateness of the 

attribution of OFs items to Tiers, according to the characteristics of 

permanent availability and subo rdination.  

 

4.5.1.  Previous advice  

4.114  The questions from the Commission in the previous a dvice were:  

                                                           
143  On encumbrances see also GL 13 of EIOPA Guidelines on Classification of Own Funds which clarifies that ñéIf an 
item is encumbered to the extent that it no longer displays the features determining classification, undertakings should not 

classify the item as own funds.ò 
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¶ For those eligible items which are comparable between the banking 

framework and Delegated Regulation (EU) 2015/35, assess if the 

differences in their classification . For each of these differences, assess if 

they are justified by differences in the business model of the two sectors, 

by diverging elements in the determination of own funds requirements, 

or on other grounds    

¶ if the 20% limit for rT1 were removed, what m odifications need to be 

applied to the eligibility criteria applicable to these items, in order to 

ensure that the criteria set out in Article 94 (1) continue to be fulfilled  

 

4.115  The analysis focused on the comparison across Tiers of own funds in 

insurance an d banking sectors (uT1/CET1; rT1/AT1; T2 items 144 ) and on 

the restricted Tier 1 financial instruments.  

4.116  Specific issues were identified:  

¶ Operation of the PLAM (Principal Loss Absorbency Mechanism)  

¶ Tax effect of rT1 write -down  

¶ Treatment of repayment or redemp tion in the first five years  

4.117  The proposals have been taken into account by the EC with the amendment 

of art. 71, 73, 77 of the Delegated Regulation.  

4.5.2.  Relevant legal provisions  

Solvency II Directive  

¶ Article 93 (1) on c haracteristics and features used to cl assify own funds 

into Tier 1.  

¶ Article 94 -  Main criteria for the classification into Tiers   

Delegated Regulation  

¶ Art icle  70 (2) and (3) on the r econciliation reserve  

¶ Art icle  71  on  Tier 1 ï Features determining classification , in particular 

paragraph 1(b)  and (c).   

¶ Art icle  260 (2) and (3) on  r isk management areas  

EIOPA Guidelines on Classification of Own Funds  

¶ Guideline 6 ñIn the case of an item referred to in Article 69 (a)(i), (ii), 

(iii), (v) and (b) of the Implementing Measures, undertakings should onl y 

consider an item as immediately available to absorb losses , if the 

item is paid in and there are no conditions  or contingenc ies in respect 

of its ability to absorb losses ò 

 

                                                           
144  EIOPA  Discussion Paper on the review of specific items in the Solvency II Delegated Regulation ï EIOPA_CP_16/008_5 

December 2016 
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4.5.3.  Other regulatory background  

4.118  Relevant banking rules:  

Capital Requirements Regulat ion (CRR), Regulation (EU) 575/2013 and 

Commission Delegated Regulation (EU) 241/2014 (CDR).  

Art. 28 CRR -  Conditions to be met for the Capital instruments to be qualified 

as Common Equity Tier 1 instruments;  

Art. 52 CRR -  Conditions to be met for the Cap ital instruments to be qualified 

as Additional Tier 1 instruments;  

Art. 62 CRR -  Tier 2  instruments  

 

4.5.4.  Identification of the issues  

Policy issue 5: Attribution of EPIFPs to Tier 1  

4.119  From the survey, no issue concerning the attribution of items into Tiers 

according to the characteristics of subordination has been highlighted by 

NSAs.  

4.120  Some NSAs have raised the issue  of incorrect attribution of own funds 

items to Tiers according to the characteristics of permanent availability 

mainly regarding the Reconciliati on Reserve and in particular the item 

ñExpected Profits in Future Premiumsò (EPIFP) included in this Reserve. 

4.121  EPIFP are part of the reconciliation reserve (RR), and thus considered as 

an unrestricted T1 item (art. 69 and 70 of the Delegated Regulation).  

4.122  This inclusion is the consequence of the nature of Reconciliation Reserve, 

whose calculation is based on the excess of asset over liabilities (after the 

deductions envisaged in art. 70), which implicitly takes into account the value 

of the profits on future  premiums embedded in the technical provisions.  

4.123  What has been questioned  by the NSAs is whether EPIFP possess the 

feature of permanent availability to absorb losses on an on -going basis in 

order to be classified as uT1, that are own funds of the highest q uality.  

4.124  The concept of permanent availability to absorb losses is clearly stated in 

the Solvency II Directive art. 93 and 94 (for T1 items ñto fully absorb losses 

on a going -concern basis, as well as in the case of winding -up (permanent 

availability)ò) as well as in the Delegated Regulation, where art.71 expressly 

includes the condition that ñthe basic own fund item is immediately available 

to absorb lossesò as a feature that characterizes T1 items.  

4.125  The issue arises for EPIFP since, according to art. 70(3 ), it is not possible 

to carry out a separate assessment of the single items included in the RR in 

order to verify the compliance with the features of art. 71 (Tier 1 items).  

4.126  This issue is particularly important for those NSAs where the percentage of 

EPIFP on the total T1is on average very high, in some cases more than 50%, 

against an average percentage at EEA level of about 11%, as shown in the 
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tables below. This could lower the quality level of the capital, and maybe the 

solvency position, of some insurer s in those jurisdictions.  

 

The table below show shares calculated on aggregated EU values:  

 

  2016  2017  2017    

rec. reserve  66,91%  67,94%  66,79%  % of T1  

rec. reserve  68,55%  69,37%  68,23%  % of uT1  

 

EPIFP  8,73%  9,41%  10,59%  % of T1  

EPIFP  8,94%  9,61%  10,82%  % of uT1  

 

T1  92,81%  92,87%  92,79%  % of Total OF  

uT1  90,60%  90,96%  90,83%  % of Total OF  

T2  6,35%  6,43%  6,57%  % of Total OF  

T3  0,84%  0,69%  0,65%  % of Total OF  

 

 

 

 

4.127  The following graph shows the shares of EPIFP to total own funds calculated 

on agg regated values and per country:  

 

 

 

4.128  The following graph shows the minimum, maximum, median, interquartile 

range and 10th and 90th percentile of the distribution of EPIFP in % of uT1.  
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4.5.5.  Analysis  

 

Nature of EPIFP and its calculation  

4.129  EPIFP represents the p resent value of the future cash flow of the premiums 

of the existing business, considered within the technical provisions, that the 

undertaking is expected to receive in the future.  

4.130  The information about the amount of EPIFP is required in the QRT (in 

templ ate S.23.01) and to this end, art. 260 of the Delegated Regulation sets 

out the calculation of this item: it is the difference between the official 

calculation of the Best Estimate Liabilities (BEL) and the BEL calculated on 

the assumption that future prem iums expected from existing contracts as on 

the date of calculation are not paid in. This calculation, made at the level of 

Homogeneous Risk Group (HRG), considers only HRG with positive amount 

of EPIFP, so no set off with negative HRG is allowed. This mea ns that the 

final value of EPIFP indicated in the QRT cannot be negative.  

4.131  Regarding the methods of this calculation, undertakings need to undertake 

preliminary classification of the portfolio (between contracts with future 

premiums and contracts without t hem) and aggregations (on the basis of the 

existence of the paid -up options), taking correctly into account the contract 

boundaries initially defined.  

4.132  This process shows the complexity of the calculation and the experience 

gained so far highlighted differe nt simplifications adopted by small/medium 

sized undertakings and divergent supervisory approaches of the NSAs. 

Moreover, the calculation provided by art. 260 is not directly linked with the 

BEL calculation.  

4.133  Within the scope of the review of the Technical  Provisions regulation carried 

out by EIOPA, a specific analysis has been done with the focus on the 
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calculation of EPIFP 145  with the aim to improve its calculation and reporting 

to the NSAs. In the light of the assessment done, the following amendments 

and clarifications have been proposed:  

1.  to calculate separately the expected profit and loss included in future 

premiums (netting of profits and losses would not be allowed within 

homogeneous risk groups)  

2.  to adjust the reporting requirements accordingly so tha t expected profit 

and loss included in future premiums would be reported separately at 

least for lines of business  

3.  to introduce EPIFP net of reinsurance contracts and special purpose 

vehicles allowing for netting of profits and losses  

4.  to change the name of  the EPIFP to reflect this new approach  

5.  to introduce calculation and reporting of the expected future profits from 

servicing and management of funds.  

 

EPIFP as Own Funds  

4.134  EPIFP are also relevant on the prospective of own funds since they are part 

of the re conciliation reserve (RR), an unrestricted T1 item listed in art. 69 of 

the Delegate Regulation.  

4.135  What is arguable is whether EPIFP possess the features envisaged in order 

to be classified as uT1, that are own funds of the highest quality.  

 
In particular:  

1.  Can EPIFP accelerate insolvency?  

4.136  The basic own - fund item cannot include features which may cause the 

insolvency of the insurance or reinsurance undertaking or may accelerate the 

process of the undertaking becoming insolvent.  

4.137  The value of EPIFP is highly d ependent on the valuation method of technical 

provisions and assumptions.  

4.138  Therefore, it can be argued that there is a risk of under - reserving which, 

as mentioned in the ñReport of the Task Force on Expected Profits arising 

from Future Premiums ò146 , is balan ced with the value of EPIFP. There could 

be  features  that may cause the insolvency:  

ð the under reserving is not adequately represented by SCR standard 

formula;  

                                                           
145  See the analys is on EPIFP in section 3.1.  
146  Extract from Report of the Task Force on Expected Profits arising from Future Premiums, 2011 

(https://eiopa.europa.eu/Publications/Reports/EPIFP_Repo rt.pdf )  

 

https://eiopa.europa.eu/Publications/Reports/EPIFP_Report.pdf
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ð the risk calculated by standard formula is decreased by the 

diversification effect, but EPIFP is  calculated per policy basis without 

diversification effect;  

ð the risk could be materialised in a LoB without sufficient EPIFP, in that 

case the loss will not be counterbalanced.  

4.139  On the other hand, some Member States  consider that high EPIFP reveals 

an unde restimation of technical provisions only in the case where contract 

boundaries are badly applied.  

4.140  Indeed, the calculation of EPIFP is directly linked to the rules applied in the 

calculation of the Best Estimate of Technical Provision and to the 

determinati on of contract boundaries.  In such cases , a high level of EPIFP 

only reflects a problem if it results from the incorrect  application of the 

valuation rules. In this case, the valuation rules applied must be corrected.  

4.141  Furthermore, a high level of EPIFP in such cases  is not an issue and does 

not  automatically reveal an underestimation of the technical provision.  In 

the opposite, some NSAs consider positive EPIFP is in itself good news for 

the company, because it indicates a positive (prospective) underwriti ng 

result  of assumed profitable business . 

4.142  However, it must be also noticed that the calculation of technical provision 

(i.e. cash - flows of Best Estimate of technical provision) is dependent on 

EIOPA Risk Free Rate. The setting of the Last Liquid Point (LLP ) impacts the 

size of interest rates in the extrapolated part of the interest rate term 

structure. The extrapolated interest rates could significantly diverge from real 

market rates. The technical provision therefore may be underestimated 

because the inter est rates for long term maturities may be discounted with 

too optimistic interest rates of extrapolated RFR.  

 
2.  Is EPIFP immediately available to absorb losses?  

4.143  According some NSAs the EPIFP is immediately available to absorb  losses, 

but with the limitation to underwriting risk connected to reserving risk. The 

increase in technical provisions could be counterbalanced by a partial or full 

reduction in the amount of EPIFP counted as own funds. Thus, the EPIFP 

could provide immediate loss absorbency. On the othe r hand, if cash is 

needed to face losses (for example financial losses which do not affect the 

level of technical provisions), the value of EPIFP would need to be 

materialized through the selling of the insurance portfolio or of a similar 

arrangement. In t hat case, where cash is needed to absorb losses, the EPIFP 

would not be immediately usable for that purpose. Additionally, buyers of the 

insurance portfolio may not be easy to find quickly, and the price of the 

portfolio may not be the same as whole future  profit.  
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4.144  Thus, some NSAs think that EPIFP could not be considered  as permanently 

and immediately available, particularly in stressed situations when the 

materialization of its value is most needed.  

4.145  Loss absorbency capacity of EPIFP is closely linked to t he level of 

granularity in their calculation. For example: to what extent EPIFP in one 

related undertaking could be used to absorb losses of another related 

undertaking; to what extent EPIFP in one line of business could be used to 

absorb losses in other L oBs or losses due to the materialization of other risks, 

such as operational risk, market  risk . 

4.146  On the other hand, permanence is generally linked to the fact the item has 

not to be paid  back and is a long - term resource for the company.  

4.147  Furthermore, some co mpare the reasoning that EPIFP is not available to 

immediately absorb losses because it cannot be directly transformed into 

cash, to capital gain related to real estate property which are not liquid asset. 

This means that questioning the possibility of sel ling insurance contracts in 

times of crisis would lead in the same way to question the possibility of selling 

some assets for which there is no liquid market.  

 
3.  Comparison of EPIFP and Contractual Service Margin according IFRS 17 

Insurance Contracts  

4.148  In Solv ency II the EPIFP is part of own funds without any limits as it is Tier 

1 capital based on the consideration that in case the undertaking will need 

to increase the amount of technical provisions it could be done by a partial 

or full reduction in the amount  of EPIFP. The possible reduction is linked to 

the granularity of calculation of technical provision, so the reduction and the 

loss must occur in the same homogenous risk group.  

4.149  Within the accounting framework a  similar concept is the contractual 

service m argin (hereafter referred as "CSMò) introduced in IFRS 17 Insurance 

contract. The contractual service margin is a component of the asset (in case 

of future profits the technical provision would be negative and accounted as 

asset so CSM should be liability -  see par. 38 of IFRS 17) or liability for the 

group of insurance contracts that represents the unearned profit the entity 

will recognise as it provides services in the future. The carrying amount of 

the CSM is at the end of the reporting period adjusted f or the effect on profit, 

any new contracts accreted interest, effect of currency exchange and 

changes in fulfilment cash flows relating to future service. That means that 

CSM is not part of own funds and cannot offset losses other than relating to 

technica l provisions of the group of insurance contracts.  

4.150  Considered the purpose to ensure the quality of the undertakingsô capital, 

taking into account the nature of EPIFP, these options have been identified:  
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Option 1  -  No changes in the OFs regulation , amendment  of art 37 of 

Directive 2009/138/EC  

4.151  The calculation of EPIFP is very dependent on the type and characteristics 

of the undertakingôs portfolio. Thus, it is up to the supervisor - within its 

Supervisory Review Process -  to monitor and assess the correctness of the 

EPIFP calculation and take appropriate actions (including capital add -on in 

case of incorrect or not consistent calculation) where material amounts are 

detected.  

4.152  The risk of lack of consistency in supervisors' approaches regarding the 

calculation o f the best estimate liabilities could be mitigated by the above 

mentioned proposals to improve the calculation of the EPIFP and to have a 

more detailed set of information to be provided to the supervisor. All these 

measures could indirectly decrease the vo latility in the estimation of the 

EPIFP.  

4.153  However, as to the add -on in case of incorrect calculation of technical 

provision or reasonable doubts regarding the expected future profits included 

in the technical provisions the wording of Article 37 of Directi ve 2009/138/EC 

should be amended in order to include explicitly the possibility of imposing 

capital add -on in case of high EPIFP to reflect the additional lapse risk 

associated with this amount.  

 

Option 2  -  Limiting the recognition of EPIFP as uT1 own fund s 

4.154  Fix a limit (15% to 20%) of the total EPIFP, as reported in QRT, to be 
recognized as uT1 and the remaining part as T2 or T3 items (depending on 

the outcome of the advice on Tiering approach, i.e. in case of T3 removal ).  

4.155  This option takes into account th e limited possibility of the EPIFP to absorb 

losses ñpermanently and immediatelyò and would lead to a change in the 
reporting template.  

4.156  Due to possible material impact on solvency position of insurance 

undertakings, there should be introduced transitional period for such change 
in order to diminish the immediate impact on some undertakings.  

Option 3  -  Downgrade the Tiering of EPIFP  

4.157  To recognize EPIFP as own funds of Tier 2 or Tier 3, subject to the limits 

envisaged in art. 82 of DR (depending on the outcome  of the advice on 

Tiering approach, i.e. T3 removal, and on the possible removal of Tiering 

limits for T2 + T3).  

4.158  Due to possible material impact on solvency position of insurance 

undertakings, there should be introduced a transitional period for such 

chang e in order to diminish the immediate impact on some undertakings.  
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4.159  Considering the objectives of the Solvency II review , the preferred policy 

option for this policy issue is option 5.1.  

 

4.5.6.   Advice   

 

4.160  EIOPA advises not to change the attribution of EPIFPs to Tie r 1.  EIOPA will 

continue the work on the treatment of EPIFPs.  

 

 

Questions to stakeholders  

Q4.1:  What is your view on the treatment of EPIFPs?  
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5.  Solvency Capital R equirement standard formula  

5.1.  Interest rate risk  

5.1.1.  Extract from the call for advice  

3.7 . Solvency Capital requirement standard formula  

a) Interest rate risk  

EIOPA is asked to assess whether the calibration of the interest rate risk sub -

module with the standard formula adequately reflects the risks faced by 

insurers, taking into account the low interest rates environment, and in  case 

this analysis points towards flaws, to advise on how these could be remedied. 

When making recommendations, EIOPA should ensure that any new 

calibration is appropriate for all currencies in the EEA, and should take in to 

account the potential interactions with the parameters of the risk - free 

interest rate term structure.  

5.1.2.  Previous advice  

5.1  EIOPA reviewed the current calibration of the interest rate risk sub -module 

from 2017 to 2018 for its advice to the European Commissi on on the review 

of specific items in the Delegated Regulation. 147  Based on strong evidence 

EIOPA concluded that the current calibration severely underestimates the 

risk and advised to change the calibration. EIOPA suggested to model interest 

rate risk with a relative shift approach and set out a calibration proposal on 

that basis. In light of the material impact that the change of the calibration 

would have EIOPA suggested a gradual implementation.  

5.1.3.  Relevant legal provisions  

5.2  The interest rate risk sub -modul e of the SCR standard formula is defined in 

Article 105(5a) of the Solvency II Directive and specified in Articles 165 to 

167 of the Delegated Regulation. Article 103 of the Delegated Regulation sets 

out a simplified calculation for interest rate risk.  

5.1.4.  Ide ntification of the issue  

5.3  EIOPA reviewed the current calibration of the interest rate risk sub -module 

from 2017 to 2018. Strong evidence was gathered demonstrating that the 

current approach for calculating capital requirements for interest rate risk 

leads t o a severe under -estimation of the risks:  

                                                           
147  See pages 125 -162 of the second set of advice to the European Commission on the review of 

specific items in the Solvency II Delegated Regulation , 

https://eiopa.europa.eu/Publications/Consultations/EIOPA -18 -075 -
EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf .  

https://eiopa.europa.eu/Publications/Consultations/EIOPA-18-075-EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf
https://eiopa.europa.eu/Publications/Consultations/EIOPA-18-075-EIOPA_Second_set_of_Advice_on_SII_DR_Review.pdf
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¶ The reality of interest rate movements which have been much stronger 

than those provided by the stresses in the Delegated Regulation.  

¶ The fact that the current approach does not stress negative rates, 

although rea lity has proven that rates can continue to decrease.  

¶ The way internal model users measure interest rate risk significantly 

deviates from the current standard formula.  

¶ The impact assessment of proposals demonstrates that the risk is material 

and that curren t capital requirements are not sufficient.  

¶ There is a wide agreement among stakeholders that the current approach 

has severe flaws.  

5.4  The calibration set out in the Delegated Regulation was not changed when 

the European Commission amended that Regulation in 2019. In a letter to 

EIOPA the Director General of the Directorate General Financial Stability, 

Financial Services and Capital Markets Union of the European Commission 

acknowledged the necessity to address certain shortcomings in the current 

calibration an d welcomed EIOPAôs advice as a contribution to the 

understanding of those shortcomings. In terms of timing, he favoured 

revisiting the topic during the 2020 review of the Solvency II Directive where 

also other elements affecting insurersô exposure to interest rates will be 

reviewed. 148  

5.5  EIOPA upholds its view that the risk - free interest rate risk sub -module 

severely underestimates the risk.  

5.6  In the review EIOPA thoroughly analysed several approaches to improve the 

calibration and recommended a relative shift ap proach because:  

¶ it is a simple and transparent approach,  

¶ the shifted approach is a purely data -driven approach,  

¶ it is a risk -sensitive approach applicable to any yield environment,  

¶ it can well cope with low and negative interest rates. 149  

5.7  EIOPA upholds its  view that the relative shift approach is the most 

appropriate approach to model interest rate risk in the SCR standard formula.  

5.8  For the purpose of this review EIOPA has further looked into the following 

aspects of the interest rate risk calibration:  

¶ The c alibration carried out in 2017/2018 was based on data from 1999 to 

2016. By now, two additional years of data of 2017 and 2018 can be 

added to the time series. The additional data can be used to check 

whether the calibration approach produces materially di fferent results.  

                                                           
148  See https://eiopa.europa.eu/Publications/Other%20Documents/I -2019 -

030%20COM%20letter%20on%20review%20of%20SII%20implementing%20measures%20%28G
BE%29.pdf .  
149  See pages 135 -157  of the second set of advice  to the European Commission on the review of 

specific items in the Solvency II Delegated Regulation . 

https://eiopa.europa.eu/Publications/Other%20Documents/I-2019-030%20COM%20letter%20on%20review%20of%20SII%20implementing%20measures%20%28GBE%29.pdf
https://eiopa.europa.eu/Publications/Other%20Documents/I-2019-030%20COM%20letter%20on%20review%20of%20SII%20implementing%20measures%20%28GBE%29.pdf
https://eiopa.europa.eu/Publications/Other%20Documents/I-2019-030%20COM%20letter%20on%20review%20of%20SII%20implementing%20measures%20%28GBE%29.pdf
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¶ Historical data per currency was tested against the calibration proposal in 

order to assess the appropriateness of the calibration for all currencies.  

¶ Because of the review of the extrapolation of the risk - free interest rate 

term structur e the potential interactions with the parameters of the risk -

free interest rate term structure were analysed. The analysis has focused 

on the last liquid point.  

5.1.5.  Analysis    

Prolongation of the time series  

5.9  The calibration of the shock components was repeate d on the basis of two 

years of additional data (2017, 2018) of the risk - free interest rates for the 

following EEA currencies:  

¶ Euro (EUR)  

¶ Hungarian forint (HUF)  

¶ Polish zloty (PLN)  

¶ Czech koruna (CZK)  

¶ Swedish krona (SEK)  

¶ Norwegian krone (NOK)  

¶ Swiss franc (CHF )  

¶ Romanian leu (RON)  

¶ Croatian kuna (HRK)  

¶ British pound (GBP)  

 

5.10  On average, a relative change of 1% in the shock components up to the last 

liquid point of the euro (20 years) was observed. This difference was deemed 

negligible. Thus, EIOPA supports the resul ts of the previous interest rate risk 

calibration proposal.  

 

Backtesting  

5.11  A backtesting of the proposed approach was carried out based on the 

additional data. There, the historical risk - free spot rates were compared to 

the shocked interest rate risk rates o f the previous year. The shocks were 

based on the current interest rate risk calibration. If the risk - free spot rates 

were higher than the rates of the up shock or lower than the rates of the 

down shock, it was counted as a breach.  

5.12  As the calibration shou ld correspond to the 99.5 percentile of the distribution 

of relative interest rate changes for the up shock (or 0.5 percentile for the 

down shock), 5 breaches per 1000 observations would have been expected. 

As the number of observations is different for ea ch currency, the number of 
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expected breaches has been summarised in Table A. Table B and Table C 

show the number of breaches per currency and maturity for both shocks.  

 

Table A -  Number of Expected Breaches in the Backtesting  

Currency  
No. of 

Observations  
No. of Expected 

Breaches  

EUR 5214  26  

HUF 4639  23  

GBP 5213  26  

SEK 5215  26  

HRK 3103  16  

CZK 5198  26  

PLN 4702  24  

CHF 5215  26  

NOK 5215  26  
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Table B ï Up Shock Breaches per Currency and Maturity  

Currency 1Y 2Y 3Y 4Y 5Y 6Y 7Y 8Y 9Y 10Y 12Y 15Y 20Y 25Y 30Y 35Y 40Y 45Y 50Y 55Y 60Y 

EUR 0 0 0 0 0 0 0 0 0 0 0 1 1 56 102 110 110 110 110 110 114 

HUF 22 12 22 22 22 22 22 22 22 22 22 13 17 19 20 12 10 9 9 9 10 

GBP 0 0 0 0 0 0 0 0 0 0 0 0 0 0 3 10 38 62 84 128 160 

SEK 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 

HRK 0 0 0 0 0 0 0 2 3 5 4 11 10 10 4 2 2 0 0 0 0 

CZK 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 

PLN 0 2 0 0 2 0 1 0 0 2 3 22 22 13 12 8 5 3 3 3 5 

CHF 0 25 0 0 0 0 0 0 0 0 0 6 13 33 28 13 5 5 6 16 37 

NOK 0 0 0 0 0 0 0 0 0 0 1 2 3 3 3 3 3 3 3 3 3 

 

Table C-  Down Shock Breaches per Currency and Maturity  

Currency 1Y 2Y 3Y 4Y 5Y 6Y 7Y 8Y 9Y 10Y 12Y 15Y 20Y 25Y 30Y 35Y 40Y 45Y 50Y 55Y 60Y 

EUR 25 25 25 25 25 25 25 25 25 25 25 25 25 4 0 1 1 1 1 1 2 

HUF 0 0 45 58 36 35 35 35 21 15 15 17 2 4 9 9 10 11 13 20 22 

GBP 115 51 20 0 1 10 36 32 17 7 1 0 0 0 13 53 73 100 148 176 193 

SEK 138 99 72 80 73 79 87 75 69 46 0 0 0 0 0 0 0 0 0 0 0 

HRK 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 

CZK 0 0 0 0 0 0 0 0 0 0 2 3 0 0 0 0 0 0 0 0 0 

PLN 0 2 0 18 19 33 61 47 22 18 16 11 3 2 2 2 2 2 2 2 2 

CHF 0 66 128 90 55 76 104 102 99 100 89 64 35 50 20 1 0 0 0 0 0 

NOK 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
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Table D -  Relative down shocks for the EUR and the SEK for maturities 1Y to 

10Y  

m  Ἳἵ
ἬἷἿἶ EUR  Ἳἵ

ἬἷἿἶ SEK  

1 58%  65%  

2 51%  55%  

3 44%  47%  

4 40%  42%  

5 40%  42%  

6 38%  42%  

7 37%  41%  

8 38%  41%  

9 39%  41%  

10  40%  41%  

 

 

5.13  For the up -shocks, the number of breaches are in general within the expected 

range up to the end of the calibration at a maturity of 20Y. Affec ted by an excessive 

amount of breaches in the long end are the euro and the pound.  

5.14  On the other hand, the down shock that was calibrated only on euro data and the 

breaches for the euro are thus in line with expectations. The pound, the Swedish 

krona and th e Swiss franc show an excessive amount of breaches. They stem from 

consecutive observations of strong decreases in the interest rates. It is worthwhile 

to mention that the size of the underestimation for the mentioned currencies is 

mainly low, particularly  for the SEK and the GBP. This can be seen in table D  where 

the relative down shock factors ί —  are calibrated with the SEK data for the 

maturities 1Y to 10Y. There one can observe that the shock factors are relatively 

close to the proposed shocks using EUR data for most maturities.  

5.15  Overall, the proposed interest rate shocks show a satisfactory performance in the 

backtesting for most EEA currencies and maturities. The proposed calibration 

presents an important improvement of the current SCR interest rate shocks. At 

the same time, the new calibration is balanced and not oversho oting its targets as 

can be seen in the backtesting results.  

 

Interaction with the parameters of the risk - free interest rate term structure method  

5.16  As the calibration method calculates the shocks solely on data per maturity, the 

shocks for revised calibrati ons based on an LLP of 30Y and 50Y retain the results 

of calibrations with a lower LLP. I.e. the shocks for maturities 1 -20Y are the same 

for all three scenarios and the shocks for the maturities 21 -30Y are identical for 

the LLP 30Y and LLP 50Y calibration s.  
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Maturity 

m  ▼□
◊▬

 ╫□
◊▬

 ▼□
▀▫◌▪ ╫□

▀▫◌▪ 

 

1 61%  
2.14%  58%  1.16%   

2 53%  
1.86%  51%  0.99%   

3 49%  
1.72%  44%  0.83%   

4 46%  
1.61%  40%  0.74%   

5 45%  
1.58%  40%  0.71%   

6 41%  
1.44%  38%  0.67%   

7 37%  
1.30%  37%  0.63%   

8 34%  
1.19%  38%  0.62%   

9 32%  
1.12%  39%  0.61%   

10  30%  
1.05%  40%  0.61%   

11  30%  
1.05%  41%  0.60%   

12  30%  
1.05%  42%  0.60%   

13  30%  
1.05%  43%  0.59%   

14  29%  
1.02%  44%  0.58%   

15  28%  
0.98%  45%  0.57%   

16  28%  
0.98%  47%  0.56%   

17  27%  
0.95%  48%  0.55%   

18  26%  
0.91%  49%  0.54%   

19  26%  
0.9 1%  49%  0.52%   

20  25%  
0.88%  50%  0.50%   

 

5.17  For the interest rate down scenario a change of the euro LLP needs naturally to be 

taken into account in the calibration of the shock components ί —  and 

ὦ —  since the calibration is based on euro data. For consistency reasons the 

shock components in the interest rate up scenario are also adjusted according to 

the new euro LLP.  

5.18  The shock components ί —   and ὦ —  both depend on the maturity -dependent 

shift vector. As the shift - vector has only been calibrated on empirical data up to 

the maturity of 20 years, the shift vector — needs to be extended for maturities 
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beyond 20 years. The components of the shift vector — are 3.5% from maturity 20 

years onwards for the up -shock. For the down -shock, — is interpolated linearly 

from 2% at the maturity of 1 year to 1% at the maturity of 20 years. From the 

maturities 21 years to 60 years — is then linearly interpolated to 0%.  

 

Calibration of the shock components  

5.19  The relative shock component ί  is naturally calibrated up to the new LLP. 

Afterwards the relative shock components are phased out linearly until a 20% 

relative shock is reached fo r the 90 year maturity in any interest rate scenario. 

That means if a LLP of 30 years is considered, then the relative shock factors are 

calibrated for maturities 1 year to 30 years and are phased out afterwards from 

31Y until 90Y.  

5.20  As the additive compone nt ὦ
ȟ

 is  the product of the corresponding component 

of the shift vector and the relative shock component, it is phased out from the 

maturity LLP+1 to the maturity of 60 years and stays constant at 0% afterwards.  

 

Results for the extended LL P 30 years and 50 years  

5.21  The following shock components are derived for the maturities from 21 years to 

30 years for a LLP of 30 ears. The shock components for maturities 1 year to 20 

years r emain as in the previous advice  

 

Up and Down Shock components for LLP 30Y  

Maturity 

m 

[years]  

 

▼□
▀▫◌▪ 

 

╫□
▀▫◌▪ 

 

▼□
◊▬

 

 

╫□
◊▬

 

21  49%  0.49%  25%  0.87%  

22  50%  0.49%  24%  0.85%  

23  51%  0.48%  24%  0.82%  

24  51%  0.48%  23%  0.80%  

25  52%  0.47%  22%  0.78%  

26  52%  0.46%  22%  0.76%  

27  53%  0.45%  21%  0.74%  

28  53%  0.44%  21%  0.72%  

29 53%  0.42%  20%  0.70%  

30  53%  0.41%  20%  0.69%  
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5.22  For the LLP 50 years the following shock components are derived for maturities 31 

to 50 years.  

Up and Down Shock components for LLP 50Y  

Maturity 

m 

[years]  

 

▼□
▀▫◌▪ 

 

╫□
▀▫◌▪ 

 

▼□
◊▬

 

 

╫□
◊▬

 

31  53%  0.40%  20%  0.70%  

32  53%  0.39%  20%  0.71%  

33  54%  0.37%  20%  0.71%  

34  54%  0.36%  20%  0.71%  

35  54%  0.35%  20%  0.71%  

36  54%  0.34%  20%  0.72%  

37  55%  0.33%  21%  0.72%  

38  55%  0.32%  21%  0.72%  

39  56%  0.31%  21%  0.73%  

40  57%  0.30%  21%  0.73%  

41 57%  0.29%  21%  0.74%  

42  58%  0.28%  21%  0.74%  

43  59%  0.27%  21%  0.75%  

44  61%  0.26%  21%  0.75%  

45  62%  0.25%  21%  0.75%  

46  62%  0.23%  21%  0.75%  

47  63%  0.22%  21%  0.75%  

48  64%  0.21%  21%  0.74%  

49  64%  0.19%  21%  0.74%  

50  65%  0.18%  21%  0.73%  

 

Alternative extr apolation method  

5.23  The proposed interest rate calibration for the Smith -Wilson method with LLP of 20 

years and the alternative extrapolation method with FSP of 20 years coincide. 

Theoretically differences could arise from interpolated rates before the LLP/FS P. In 

practice the Smith -Wilson interpolation and the interpolation of the alternative 

extrapolation method yield very similar results. In test calculations average 

differences of about 0.2bp were observed. In view of these small differences no 

recalibrati on of the interest rate risk for the alternative extrapolation method was 

carried out.  

Gradual implementation  

5.24  EIOPAôs advice on the interest rate risk calibration of 2018 included the suggestion 

to implement the changes gradually during a period of up to three years. EIOPA 
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will revise the need of gradual implementation in view of the combined impact of 

the changes suggested for the 2020 review of Solvency II.   

 

5.25  The preferred policy option for this policy issue is to update the calibration in line 

with emp irical data because it will improve the protection of policyholders  (risk -

based capital requirements will increase resilience of the undertaking and improve 

its supervision) , promote good risk management in the insurance industry  (the 

capital requirements are more risk sensitive and the risk profile better captured)  

and will allow for more effective and efficient supervision  (for the same reasons) . 

 

5.1.6.  Advice  

5.26  EIOPA still believes that the current shocks provided in the Delegated 

Regulation for interest rate r isk do not meet the requirements of Article 

101(3) of the Solvency II Directive. Therefore EIOPA strongly advises to 

change the way capital requirements for interest rate risk are calculated in 

the Delegated Regulation.  

5.27  EIOPA advises to model interest rate  risk in the standard formula with a 

relative shift approach, parameters of which vary in function of the 

maturity.  

5.28  The increased term structure for a given currency shall be equal to: 

ὶ ά ὶά ẗρ ί — ὦ  whe re ὶά denotes the risk - free interest 

rate in the corresponding currency, m denotes the maturity and ὦ   and 

ί  are the calibrated maturity dependent up -shock components.  

5.29  The decreased term structure for a given currency shall b e equal to: 

ὶ ά ὶά ẗρ ί — ὦ  where ὶά denotes the risk - free 

interest rate in the corresponding currency, m denotes the maturity and 

ὦ   and ί  are the calib rated maturity dependent down -shock 

components.  

5.30  EIOPA advises that the parameters for the increased and decreased term 

structures should take into account the starting point of the extrapolation 

of the euro term structure.  

5.31  For maturities between 1 and 20 years the shock components should be as 

follows:  

  

Maturity 

m  

[years]  

▼□
▀▫◌▪ ╫□

▀▫◌▪ ▼□
◊▬

 ╫□
◊▬

 

1 58%  1.16%  61%  2.14%  

2 51%  0.99%  53%  1.86%  

3 44%  0.83%  49%  1.72%  

4 40%  0.74%  46%  1.61%  
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5 40%  0.71%  45%  1.58%  

6 38%  0.67%  41%  1.44%  

7 37%  0.63%  37%  1.30%  

8 38%  0.62%  34%  1.19%  

9 39%  0.61%  32%  1.12%  

10  40%  0.61%  30%  1.05%  

11  41%  0.60%  30%  1.05%  

12  42%  0.60%  30%  1.05%  

13  43%  0.59%  30%  1.05%  

14  44%  0.58%  29%  1.02%  

15  45%  0.57%  28%  0.98%  

16  47%  0.56%  28%  0.98%  

17  48%  0.55%  27%  0.95%  

18  49%  0.54%  26%  0.91%  

19  49%  0.52%  26%  0.91%  

20  50 %  0.50%  25%  0.88%  

 
 

5.32  For maturities shorter than one year the value of ὦ   and ί  shall be equal 

to 61% and 2.14% respectively.  For maturities shorter than one year the 

value of ὦ   and ί  shall be equal to 58% and 1.16% respectively.  

5.33  In case the starting point of the extrapolati on for the euro is left unchanged, 

the following shock components for maturities beyond 20 years should be 

used:  

5.34  For maturities between 20 and 90 years, the value of ί  shall be linearly 

interpolated. For maturities of 90 years and up the value o f ί  shall be 

20%. For maturities between 20 and 60 years the value of ὦ  shall be 

linearly interpolated. For maturities of 60 years and up the value of ὦ  shall 

be 0%.  

5.35  For maturities between 20 and 90 years, the value of ί  shall be linearly 

interpolated. For maturities of 90 years and up the value of ί  shall be 

20%. For maturities between 20 and 60 years the value of ὦ   shall be 

linearly interpolated. For maturities of 60 years and up the value of ὦ   

shall be 0%.  

5.36  In case the starting point of the extrapolation for the euro is changed to 30 

years the following shock components for maturities beyond 20 years 

should be used:  

 

Maturity 

m 

[years]  

▼□
▀▫◌▪ ╫□

▀▫◌▪ ▼□
◊▬

 ╫□
◊▬

 

21  49%  0.49%  25%  0.87%  

22  50%  0.49%  24%  0.85%  



 

 

354  

23  51%  0.48%  24%  0.82%  

24  51%  0.48%  23%  0.80%  

25  52%  0.47%  22%  0.78%  

26  52%  0.46%  22%  0.76%  

27  53%  0.45%  21%  0.74%  

28  53%  0.44%  21%  0.72%  

29  53%  0.42%  20%  0.70%  

30  53%  0.41%  20%  0.69%  

 

For maturities between 30 and 90 years, the value of ί  shall be linearly 

interpolated. For maturities of 90 years and up the value of ί  shall be 

20%. For maturities between 30 and 60 years the value of ὦ  shall be 

linearly interpolated. For maturities of 60 years and up the value of ὦ  

shall be 0%.  

For maturities between 30 and 90 years, the value of ί  shall be linearly 

interpolated. For maturities of 90 years and up the value of ί  shall be 

20%. For maturities between 30 and 60 years the value of ὦ   shall be 

linearly interpolated. For maturities of 60 years and up the value of ὦ   
shall be 0%.  

 
 

5.37  In case the starting point of the extrapolati on for the euro is changed to 50 

years the following shock components for maturities beyond 30 years 

should be used:  

  

Maturity 

m 

[years]  

▼□
▀▫◌▪ 

 

╫□
▀▫◌▪ 

 

▼□
◊▬

 

 

╫□
◊▬

 

31  53%  0.40%  20%  0.70%  

32  53%  0.39%  20%  0.71%  

33  54%  0.37%  20%  0.71%  

34  54%  0.36%  20%  0.71%  

35  54%  0.35%  20%  0.71%  

36  54%  0.34%  20%  0.72%  

37  55%  0.33%  21%  0.72%  

38  55%  0.32%  21%  0.72%  

39  56%  0.31%  21%  0.73%  

40  57%  0.30%  21%  0.73%  

41  57%  0.29%  21%  0.74%  

42  58%  0.28%  21%  0.74%  

43  59%  0.27%  21%  0.75%  

44  61%  0.26%  21%  0.75%  

45  62%  0.25%  21%  0.75%  
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46  62%  0.23%  21%  0.75%  

47  63%  0.22%  21%  0.75%  

48  64%  0.21%  21%  0.74%  

49  64%  0.19%  21%  0.74%  

50  65%  0.18%  21%  0.73%  

 

5.38  For maturities between 50 and 90 years, the value of ί  shall be linearly 

interpolated. For maturities of 90 years and up the value of ί  shall be 

20%. For maturities between 50 and 60 years the value of ὦ  shall be 

linearly interpolated. For maturities of 60 years and up the val ue of ὦ  shall 

be 0%.  

5.39  For maturities between 50 and 90 years, the value of ί  shall be linearly 

interpolated. For maturities of 90 years and up the value of ί  shall be 

20%. For maturities between 50 and 60 years the v alue of ὦ   shall be 

linearly interpolated. For maturities of 60 years and up the value of ὦ   

shall be 0%.  

 

 

5.2.  Spread risk  

5.2.1.  Extract from the c all for a dvice  

3.5 . Capital Market Union a spects  

EIOPA is asked to assess whether the m ethods, assumptions and standard 
parameters underlying the calculation of the market risk module with the standard 
formula appropriately reflect the long - term nature of the insurance business, in 

particular equity risk and spread risk. To this end, EIOPA i s asked to:   

identify the characteristics of insurance business and liabilities that enable insurers 

to hold their investments for the long term; and   

where appropriate, advise on revised methods, assumptions and standard 
parameters for the purpose of ca lculating the market risk module, reflecting 

insurersô behaviour as long-term investors.  

5.2.2.  Previous advice  

5.40  EIOPAôs predecessor, CEIOPS, advised the Commission on the calibration of the 

spread risk sub -module in January 2010 150  and subsequently in April 2010 151 . Both 

advices mentioned that ñCEIOPS is considering developing risk factors that vary 

                                                           
150  CEIOPS, Level 2 Implementing Measures on Solvency II: SCR Standard Formula ï Article 111b ï 

Calibration of Market Risk Module, CEIOPS -DOC-66/10, 29 Janua ry 2010.  
151  CEIOPS, Solvency II Calibration Paper, CEIOPS -SEC-40 -10, 15 April 2010.  



 

 

356  

by spread duration to take into the non - linearity of spread risk across duration and 

credit rating.ò In June 2011, EIOPA provided the Commission with a proposal on 

the ca libration of the risk factors for bonds and loans (incl. covered bonds) using 

the so -called ókinkedô approach as part of its comments on the draft Level 2 

measures. 152   

5.41  EIOPA provided separate advice on various components of the spread risk sub -

module, in pa rticular the recalibration of spread risk charges for securitisations in 

December 2013 153 , the identification and calibration of infrastructure investments 

in September 2015 154  and infrastructure corporate investments in June 2016 155 , 

reducing reliance on extern al credit ratings and the treatment of exposures to 

regional governments and local authorities in October 2017 156  and the treatment 

of unrated debt in February 2018 157 . 

5.2.3.  Relevant legal provisions  

5.42  Article 105( 5)  of the Solvency II Directive prescribes that the S CR market risk 

module should include a capital requirement for spread risk capturing the 

sensitivity of the value of assets and liabilities to changes in the level or volatility 

of credit spreads over the risk - free interest rate term structure.  

5.43  Articles 17 5 to 181 of the Delegated Regulation specify how the capital 

requirement for spread risk should be calculated, distinguishing capital 

requirements for (a) spread risk on bonds and loans, (b) spread risk on 

securitisation positions, and (c) spread risk on c redit derivatives. Annex 5. 1 

provides a high - level overview of provision in the Delegated Regulating relating to 

more specific asset categories subject to the spread risk sub -module.  

5.2.4.  Identification of the issue  

5.44  The capital requirement for spread risk is ca lculated using shocks to credit spreads 

with a 0.5% probability of occurrence within one year. This ensures that the 

market value of assets exceeds the market value of liabilities with 99.5% certainty 

within one year following a severe widening of credit s preads.  

                                                           
152  EIOPA, EIOPA comments on draft Level 2 measures (SEG 03 May 2011), EIOPA -11/057, 21 June 2011.  
153  EIOPA, Technical Report on Standard Formula Design and Calibration for Cer tain Long -Term 

Investments, EIOPA/13/513, 19 December 2013.  
154  EIOPA, Final Report on Consul tation Paper no. 15/004 on the C all for Advice from the European 

Commission on the identification and calibration of infrastructure investment risk categories, EIOPA -BoS-
15 -223, 29 September 2015.  
155  EIOPA, Final Report on Consultation Paper no. 16/004 on the request to EIOPA for further technical 

advice on the identification and calibration of other infrastructure investment risk categories, i.e. 
infrastructure corpor ates, EIOPA -16 -490, 30 June 2016.  
156  EIOPA, EIOPAôs first set of advice to the European Commission on specific items in the Solvency II 

Delegated Regulation, EIOPA -BoS-17/280, 30 October 2017.  
157  EIOPAôs second set of advice to the Euorpean Commission on specific items in the Solvency II Delegated 

Regulation, EIOPA -BoS-18/075, 28 February 2018.  
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5.45  The issue is whether such an -  often labelled óshort-termô - treatment of spread 

risk overestimates the capital requirement for spread risk in Solvency II, thereby 

discouraging long - term investments of insur ance and reinsurance undertakings  in 

bond s and loans of European companies. In that respect, it is often argued that 

short - term, so -called óartificialô, changes in credit spreads are not relevant risks 

for undertakings  with lon g- term and illiquid liabilities  

5.2.5.  Analysis  

5.2.5.1.  Characteristics that enable u ndertakings to  hold bonds for long term  

5.46  In response to the Call for Information from the Commission on asset - liability 

management 158 , EIOPA will report about the characteristics that enable 

undertaking s to hold bonds for the long term in December 2019.  

5.2.5.2.  Mark et - consistency and 99.5% certainty within one year  

5.47  The SCR spread risk sub -module aims to ensure ï like the other SCR 

(sub - )modules ï that the market value of assets exceeds the market value of 

liabilities with 99.5% certainty within one year. That is impo rtant because as long 

as the market value of assets exceeds the value of liabilities, sufficient funds are 

available to meet the obligations to the policyholders.  

5.48  Once the market value of assets falls below the market value of technical 

provisions, it is n o longer possible for the undertaking  to fulfil its guarantees to 

policyholders with sufficient certainty. The undertaking  would require additional 

own funds, e.g. generated by returns on assets in excess of the risk - free rate to 

restore solvency. However,  such expected returns over the risk - free rate always 

involve a degree of risk - taking, i.e. it is not possible to earn risk - free returns 

exceeding the market risk - free rates, irrespective of the time horizon. This means 

that there is a possibility that exc ess returns restore the undertaking ôs solvency 

position, but there is also chance that the solvency further deteriorates.  

5.49  For example, considering spread risk, if a severe widening of credit spreads results 

in a negative excess of assets over liabilities t hen the resulting higher yield on 

bonds and loans may restore the undertaking ôs solvency position over time. 

However, this is by no means a certainty since the bonds and loans are subject to 

default risk. Usually, also during economic downturns, default ri sk tends to be 

idiosyncratic, affecting a small portion of bonds and loans, which may not prevent 

undertaking s from recovering from the higher spreads.  

5.50  Systematic default events affecting substantial segments of the debt market, like 

US mortgage bonds dur ing the last financial crisis, are ólow probability, high impactô 

(or ófat tailô) events. In other words, systematic debt crises are scarce but happen 

                                                           
158  European Commission, Request to EIOPA for information related to Directive 2009/138/EC, Ref. 

Ares(2018)2252352, 27 April 2018.  
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to manifest themselves at recurring intervals 159 ,160 , and may prevent undertakings 

to recover from losses due  to increase spreads. Finally, note that (cumulative) 

credit default risk increases with the holding period of the bonds or loans. 161   

5.2.5.3.  Undertaking sô investment allocations to bonds  

5.51  Undertaking sô current investment allocations to bonds do not provide immediate 

evidence that the SCR spread risk module is dis - incentivising such investments 162 ,  

though a deeper look into the composition of the corporate bonds with respect to 

credit quality may raise additional insights. On the contrary, at the end of 2018, 

undertaki ng s allocated 61% of investment assets to bonds, excluding bond 

investments through collective investment undertakings. When collective 

investment funds are not taken into consideration, as much as 75% of investment 

assets is allocated to bonds.  

 

Source : EIOPA  

 

5.52  This may be the result of Solvency II promoting sound risk management and 

encouraging the minimisation of mismatch risk between assets and liabilities. 

However, there are also indications that the treatment of spread risk in Solvency 

II is incent ivising investments in fixed income assets, in particular in government 

bonds as those are not included in the standard formula credit spread stress. A 

                                                           
159  See Carmen M. Reinhart & Kenneth S. Rogoff, This time is different ï eight centuries of financial folly, 

Princeton University Press, 2009.  
160  The fact that a widening of credit spreads is only occasionally followed by a severe default event may 

nourish the perception that short - term credit sp read volatility is óartificialô.    
161  If the probability of default (PD) is identical and independently distributed over time then the cumulative 

default probability at year t equals 1 ï (1 ï PD) t. 
162  Acknowledging that EEA government bonds are excluded fro m the spread risk module in the standard 

formula.  
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regulatory framework is incentivising investments in a specific asset category if it 

becomes relatively more attractive compared to its risks than another asset 

category. In that respect the following can be observed under the current Solvency 

II regulation:  

¶ Sovereign bonds: The zero capital charge for all EEA sovereign bonds, 

irrespective of their credit sp reads and risks make them relatively more 

attractive than if the capital requirements would correspond to their actual 

risks. While the market valuation reflects the risks of riskier sovereigns, the VA 

dampens this effect. Overall, sovereign spread risks a re therefore only partially 

reflected.  

¶ Corporate bonds: Corporate bonds get a risk -based capital charge for spread 

risks and have as such become relatively less attractive than sovereign bonds. 

Solvency II calibrations for spread risk are lower than origin ally proposed by 

CEIOPS/EIOPA. As for government bonds, while the market valuation reflects 

the risks of riskier sovereigns, the VA dampens this effect. Overall, corporate 

spread risks are therefore not fully reflected.  

¶ Equity: The capital requirements fo r equity have also decreased compared to 

the CEIOPS advice from 45 percent to 39 percent plus the symmetric 

adjustment for equity risk. Market valuation for equity also reflects on 

undertakingsô balance sheets. No additional volatility adjustment applies t o 

equity.  

5.53  The left -hand chart below displays the spread risk charges on bonds and loans 

advised by CEIOPS in 2010 and by EIOPA in 2011 as well as the current Solvency 

II risk charges. The chart distinguishes the different credit quality steps (CQS) and 

the  average of all CQSs. The size of the shown spread risk charges constitute the 

average for bonds and loans with 1 to 10 years duration, covering the vast majority 

of corporate bonds. Note that the CEIOPS and EIOPA calibrations yield very similar 

results in  this duration range. The reason is that the ókinkedô approach used in the 

EIOPA proposal  has the most substantial impact for durations exceeding 10 years 

(see annex  5.2 ).   

5.54  The current Solvency II spread risk charges appear relatively mild compared to 

the  proposed calibrations. On average, the Solvency II spread risk charges are 

30% lower than the advised calibrations in the duration range of one to ten years 

(see right -hand chart below).  
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5.55  The charts below show the spread risk charges on bonds and l oans using a 

breakdown by five -year duration buckets, instead of by credit quality steps. It 

confirms that the kinked approach dampens the spread risk charges most at higher 

durations. I.e. the difference between the 2010 CEIOPS and 2011 EIOPA advice 

incre ases with the maturity of the bonds and loans (see left -hand chart). The 

current Solvency II calibrations are lower than the calibration recommended by 

EIOPA with the difference decreasing as the duration increases.  

 

  
 

5.56  Bond investments may not only be incentivised by the mild spread risk charges,  

including the zero spread risk charges on Member Statesô government bonds, but 

also by the favourable treatment of spread risk in the valuation of the best estimate 

of technical provisions (volatility adjustmen ts and matching adjustment).  

5.57  The volatility adjustment to the basic risk - free interest rate is determined by 

multiplying the risk -corrected spread (currency spread minus fundamental spread) 

with the general application ratio 163 , suggesting that this percenta ge of changes in 

credit spreads is due to óartificialô volatility. 

5.58  The danger of encouraging investments in fixed income assets is that it may 

increase investments in this category not justified by its actual risks and may 

                                                           
163  Article 77d(3) of the Solvency II Directive.  



 

 

361  

unnecessarily reduce investments with a less favourable treatment compared to 

its actual risks. EIOPA does not consider it a solution to then decrease the capital 

requirements of other asset categories; such additional reductions may hamper 

the intended policyholder protection of  Solvency  II (see section 2.9.4 ).  

5.2.5.4.  Options  

5.59  EIOPA identifies four options with the three non -no -change options being mutually 

exclusive:  

Option 1: No change  

5.60  Do not alter the current SCR spread risk sub -module.  

Option 2: Long - term treatment of long - term investments in bonds and loans: avoidance 

of forced sales and reduced, long - term spread shocks  

5.61  Analogous to the treatment of long - term equity investments in the SCR equity risk 

sub -module, in accordance with Art. 171a of the Delegated Regulation (see section 

2.9. ), th is option introduces a new category of ólong-term investments in bonds 

and loansô subject to lower, long-term stresses to the market value of bonds and 

loans due to an increase in credit spreads.  

5.62  In order for a sub -set of bonds and loans to qualify as lon g- term investments, 

similar conditions as for long - term equity investments could be imposed  to ensure 

that :  

¶ the investments in bonds and loans and their holding period are well identified 

and are part of a portfolio of assets assigned to cover a portfolio of insurance 

or reinsurance obligations over the lifetime of these obligations;  

¶ the portfolio of assets are identified, managed and organised separately from 

the other activities of the undertaking and cannot be used to cover losses 

arising from other acti vities;  

¶ the portfolio of insurance or reinsurance obligations referred to in the second 

bullet only represents part of technical provisions;  

¶ the bonds and loans are issued or closed by companies that have their head 

offices in countries that are members of  the EEA;  

¶ the average holding period of the investment in bonds and loans exceeds 5 

years or no investments in bonds and loans are sold until the average holding 

period exceeds 5 years;  

¶ the undertaking  is able to avoid forced sales of each investment in bo nds and 

loans for at least 10 years;  

¶ the investment and risk -management policies of the undertaking are consistent 

with the average holding period exceeding 5 years and the avoidance of forced 

sales within at least 10 years;  

¶ where bonds and loans are held within collective investment funds, the above 

conditions may be assessed at the level of the fund instead of the underlying 

assets;  
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¶ where bonds and loans are treated as long - term investments in bonds and 

loans, undertakings  do not revert back to an approac h that does not include 

long - term investments in bonds and loans.   

5.63  An important difference between bonds and loans and equities is that bonds and 

loans usually have fixed time to maturity while equities can be held indefinitely. 

This distinction does not affect the relevance of the holding -period and forced -

sales conditions ( in the fifth and sixth bullet). An average holding period of 5 years 

implies that undertaking s would have to include ï at least on average over the 

lifetime of the insurance obligation s ï bonds and loans with a maturity exceeding 

5 years in the sub -set of investments in bonds and loans. Also the avoidance of 

forced sales for at least 10 years can be applied to bonds and loans. However, if 

the sub -set contains bonds and loans with a matu rity below 10 years ï which is 

likely to be the case ï then these bonds and loans will automatically mature within 

a 10 -year timeframe.  

5.64  The conditions leave ambiguity as to whether the holding period applies to 

individual assets or to asset classes or whet her this depends on whether the assets 

are invested in directly or through investment funds.  

5.65  The calibration of the lower spread shocks for the sub -set of investments in bonds 

and loans can take inspiration from the reduced risk charges for bonds and loans  

included in a portfolio subject to the matching adjustment:  

 

CQS 0  1  2  3  4  5  6  unrated  

Reduction 
factor  

27.5%  25%  20%  12.5%  0%  0%  0%  0%  

 

5.66  This would allow for a reduction of the standard stresses for the sub -set of 

investments in bonds and loans where th e bonds and loans dispose of an 

óinvestment gradeô credit assessment. Given that the requirements for the use of 

the matching adjustment are more restrictive, a lower reduction factor, i.e. 50 

percent of the reduction for the matching adjustment, is consid ered appropriate 

for the sub -set of investments in bonds and loans.  

 Pros   Cons  

Ensures a consistent treatment of 
long - term equity investments and 
long - term investments in bonds and 

loans.  

Deviates from fundamental idea 
behind SII that SCR should ensure 
that market value of asset exceeds 

liabilities with 99.5% certainty within 
one year.  

Encourages the allocation to bonds 
and loans of companies in the EEA, 

supporting the capital markets union 
(CMU) and the real economy.  

Deviating from the market -
consisten t approach to the 

calculation of the spread risk charges 
diminishes incentives for proper risk -
management.  

 Setting capital requirements for spread 
risk below the value based on 99.5% 

certainty within one year reduces the 
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strength of guarantees, undermini ng 
the protection of policyholders, also 
because there is no evidence to 

support that long - term credit risk is 
lower.  

 Further encourages allocations to fixed 
income assets at the expense of other 

asset classes, like equities and real 
estate.  

 Increases the burden on supervisory 
authorities, which have to review 
compliance with the conditions for 

treating bonds and loans as long - term 
investments.  

 Increases the compliance costs of 
undertaking s both directly and 

indirectly, due to the higher costs of 
supe rvision.  

 

Option 3: Long - term treatment of long - term investments in bonds and loans: hold - to -

maturity conditions and spread risk charge based on increase in fundamental spreads  

5.67  Option 3 is the same as option 2 with the following two modifications:  

1)  The co nditions relating to the average holding period and the avoidance of 

forced sales are replaced by  the following :  

¶ the average maturity of the investments in bonds and loans over the lifetime 

of the pension obligations exceeds 5 years;  

¶ the solvency and liqui dity position of the insurance or reinsurance undertaking, 

as well as its strategies, processes and reporting procedures with respect to 

asset - liability management, are such as to ensure, on an ongoing basis and 

under stressed conditions, that it is able t o hold to maturity each investment in 

bonds and loans;  

For the investments in bonds and loans to qualify as long - term investments, each 

investment in bond and loans has to be held until the bond or loan matures. Under 

option 2 voluntary sales would be poss ible as long as the average holding period 

exceeds 5 years. The rational e is that undertaking s are not affected by changes in 

credit spreads when the bonds or loans are held to maturity, provided that there 

is no default event before the bonds or loans mat ure.  

2)  In line with this rationale, t he spread risk charge for the sub -set of 

investments in bonds and loans is calculated by means of shocks to the risk -

corrected spread, representing only losses due to expected downgrades and 

defaults. Similar to option 2,  the calibration of the risk -corrected spread 

shocks can be based on the spread shocks applied to bonds and loans included 

in a matching portfolio, in accordance with Article 181 of the Delegated 

Regulation. As such, the spread shocks would be derived as a  fixed percentage 

of the standard spread charges:  
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CQS 0  1  2  3  4  5  6  unrated  

% of 

standard  
stresses  

72.5%  75%  80%  87.5%  100%  100%  100%  100%  

 

5.68  Given that the requirements for the use of the matching adjustment are more 

restrictive, the higher fixed perce ntages are considered appropriate for the sub -

set of investments in bonds and loans compared to the fixed percentage applied 

for the spread risk charge relating to matching adjustment portfolio.  

 

 Pros   Cons  

Ensures a consistent treatment of 

long - term equ ity investments and 

long - term investments in bonds and 

loans.  

Deviates from fundamental idea 

behind SII that SCR should ensure 

that the market value of asset 

exceeds liabilities with 99.5% 

certainty within one year.  

Encourages the allocation to bonds 

and loans of companies in the EEA, 

supporting the capital markets union 

(CMU) and the real economy.  

Deviating from the market -

consistent approach to the 

calculation of the spread risk charges 

diminishes incentives for proper risk -

management.  

 Setting capital requirements for 

spread risk below the value based on 

99.5% certainty within one year 

reduces the strength of guarantees, 

undermining the protection of 

policyholders, also because there is 

no evidence to support that long -

term credit risk is lower.  

 Furth er encourages allocations to 

fixed income assets at the expense 

of other asset classes, like equities 

and real estate, potentially resulting 

in a race to the bottom of capital 

charges for different asset classes.  

 Increases the burden on supervisory 

autho rities, which have to review 

compliance with the conditions for 

treating bonds and loans as long -

term investments.  

 Increases the compliance costs of 

undertaking s both directly and 

indirectly, due to the higher costs of 

supervision.  
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Option 4: Reflectio n of a dynamic VA in the standard formula for bonds and loans 

covering illiquid/predictable liabilities   

5.69  Where undertaking s have illiquid liabilities and these are covered by bonds and 

loans, it can be argued that these investments carry lower spread risk s as 

undertaking s are less exposed to forced sales of bonds and loans.  

5.70  Such argument can be extended to the calculation of the spread risk charge for 

bonds and loans by allow ing  undertaking s, which make use of the volatility 

adjustment, to apply a dynamic VA in the spread risk sub -module for bonds and 

loans. This would be implemented by either allowing undertakings to apply a re -

calculated VA after stress, implying a recalculation of technical provisions post 

stress or by reducing the spread risk factors di rectly (e.g. applying reduction 

factors equal to the general application ratio) to the calculated capital requirement 

for spread risk on bonds and loans. As this option is linked to the functioning and 

purpose of the VA, this option is not further develope d in this section. For further 

details on a dynamic VA for  the standard formula see section 2.4.7 .  

 

Evaluation of options  

5.71  The aim of introducing a long - term treatment of fixed income assets in the SCR 

spread risk sub -module would be to support the capital  market union (CMU) and 

the European economy. EIOPA doubts whether undertaking s are dis - incentivised 

to invest in fixed income assets, considering that the overwhelming majority of 

undertaking sô investments is already allocated to that asset category. On the one 

hand, this is a sign that Solvency II is successful, stimulating investments in asset 

classes that best match liabilities. On the other hand, Solvency II may already be 

over - incentivising fixed income investments, because of the allowance of 

adjustm ents in the valuation of the best estimate of technical provisions, the 

relatively mild calibration of the spread risk charges on bonds and loans and, last 

but not least, the zero spread risk charges on Member Statesô government bonds. 

5.72  A long - term treatmen t would also be inconsistent with the fundamental principle 

underlying Solvency II that the SCR should ensure that the market value of assets 

exceeds the market value of liabilities with 99.5% certainty within one year. 

Relinquishing that principle diminis hes incentives for proper risk management and 

reduces the certainty - level of guarantees offered to policyholders, jeopardising 

consumer protection. EIOPA also has no evidence that would support lower spread 

risk calibrations for long - term investments in bo nds and loans.  

5.2.6.  Advice  

5.73  EIOPA advises not to modify the existing SCR spread risk sub -module (Option 1). 

In EIOPAôs (technical) view it is unnecessary and even unwarranted to introduce 

a separate, long - term treatment of insurance and reinsurance undertakings ô 

investments in fixed income assets, beyond the current, long - term calculation of 

the spread risk charge of assets contained in matching adjustment portfolios.  
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5.3.  Property risk  

5.3.1.  Relevant legal provisions  

Solvency II Directive  

5.74  Article 105 ï Calculation of the  Basic Solvency Capital Requirement:  

ñ[é] 5. The market risk module shall reflect the risk arising from the level or 

volatility of market prices of financial instruments which have an impact upon the 

value of the assets and liabilities of the undertaking. It shall properly reflect the 

structural mismatch between assets and liabilities, in particular with respect to the 

duration thereof . 

It shall be calculated, in accordance with point (4) of Annex IV, as a combination 

of the capital requirements for at leas t the following sub -  modules:  

[é] 

(c) the sensitivity of the values of assets, liabilities and financial instruments to 

changes in the level or in the volatility of market prices of real estate (property 

risk)ò. 

 

Delegated Regulation  

5.75  Recital (61): ñConsidering that the risk -profile of property located in third countries 

is not materially different from that of property located in the Union, the property 

risk sub -module of the standard formula should treat these two types of exposures 

in the same way.ò 

5.76  Artic le 174: ñThe capital requirement for property risk referred to in point (c) of 

the second subparagraph of Article 105(5) of Directive 2009/138/EC shall be equal 

to the loss in the basic own funds that would result from an instantaneous decrease 

of 25 % in the value of immovable property.ò 

5.3.2.  Identification of the issues   

5.77  The current regulation sets in the standard formula a uniform shock of 25% for 

real estate risk across the European Union, even though real estate markets 

behaviours may differ, sometimes sign ificantly, from one Member State to 

another.  

5.78  The current calibration was constrained by the availability of real estate annual 

returns observations where the only source of deep and sufficiently frequent data 

was available for the UK market, market deemed to be the most volatile one in 

Europe and thus potentially not representative for this risk in other countries.  

5.79  Therefore several real estate investors are claiming this single shock is 

inappropriate in terms of risk sensitivity and excessively high for no n-British 

European markets.  

5.80  Another related criticism is the absence of recognition of diversification (both 

geographical and w.r.t. the exposure or sectoral type ï i.e. commercial vs 

residential) within real estate portfolios this single -shock approach im plies.  
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5.3.3.  Analysis  

5.3.3.1.  Data overview and selection  

5.81  The main specificities of real estate as an asset class are its illiquidity (infrequent 

and irregular trading, no central market place where prices can be easily observed) 

and its heterogeneity (in terms of chara cteristics influencing the value of the asset 

ï e.g. location, size and other physical characteristics of the building) 164 . 

5.82  The value of such assets can only be observed on two main occasions: 1) when, 

for regulatory reasons (e.g. tax assessment), the proper ty must be appraised 

(typically annually but the frequency, and also the method of assessment, differs 

from one Member State to the other) where the value produced should represent 

the price for which the good would sell, and 2) when the property is actual ly sold 

(transaction price).  

5.83  The first occasion of valuation generates what is called appraisal -based (or 

valuation -based) observations. These observations are then regularly available (at 

least annually) and can be used to create so -called valuation -based  indices (VBI) 

but are deemed (in the dedicated literature) to underestimate the volatility of 

prices because of smoothing and lagged phenomena in the estimation process 

(e.g. due to the subjectivity of the estimation process); moreover valuation 

approache s may differ between markets.  

5.84  Values stemming from actual transactions are too infrequent to form the basis of 

reliable indices. In order to address this low frequency issue the Investment 

Property Databank (IPD, acquired by MSCI in 2012) created an interp olation 

method to generate quarterly and monthly data series from past transaction prices 

and other characteristics of the asset. This interpolation method is based on a so -

called hedonic regression (in practice an ordinary least square regression) 

commonl y used especially in real estate and which, in general terms, consists in 

ñexplainingò (or regressing) the value of an object by the value of some of its 

constituents. The data series produced can then form the basis of a so -called 

transaction - linked index  (TLI). At least 2 drawbacks can be seen in this type of 

index: 1) when some physical characteristics of the property are missing the 

appraisal value might be used in lieu thereof, which brings all the drawbacks of 

the valuation -based approach, especially the heterogeneity of assessment 

methods across Member States, into the transaction - linked approach; 2) as with 

every regression the robustness of the estimated parameters depends on the 

number of underlying transactions in each bucket: for some markets thi s 

robustness might be an issue.  

5.85  When using such indices (either VBI or TLI) several important aspects have to be 

considered (non -exhaustive list):  

                                                           
164  The presentation of the general real estate context and the different types of property values is freely 

adapted from the following 2 documents:  

1.  Transaction based indices for the UK commercial property market: exploration and evaluation using 
IPD data , Steven Devaney (University of Aberdeen) and Roberto Martinez Diaz (Investment 
Property Databank), 2010  

2.  GLOBAL METHODOLOGY STANDARDS FOR REAL ESTATE INVESTMENT ï Index Construction 
Objectives, Guiding Principles and Methodology for the MSCI Property Indexes , 2019 . 
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ð Indices should be representative of the market they are trying to 

ñsummariseò; 

ð Indices should be based on a s ufficiently high number of assessments (VBI) 

or transactions (TLI);  

ð Indices should be based on total returns, i.e. capital growth and income 

generated by the underlying properties;  

ð Financial amounts should remain in local currency in order not to include t he 

exchange rate volatility in the index.  

5.86  Regarding real estate data sources, EIOPA was in contact with representatives of 

Investors in Non -Listed Real Estate (INREV) who commissioned several studies on 

this topic to IPD, and later on to MSCI.  

5.87  Based on res ponses from NCAs, none of them are aware of data which would imply 

a recalibration of the current shock.  

5.88  Regarding the data made available to EIOPA for this study, for most EEA countries 

where data are available (17 Member States) only annual series are av ailable. 

Semi -annual data are available only in 3 countries, quarterly ones only in 2 

countries and monthly data only in one country. There are 14 countries where data 

are missing. Various reasons can explain these absences, the main one being the 

criteria  to build the index are not met (e.g. volume of propertiesô value assessment 

insufficient).  

5.89  Only 6 countries have quarterly indices for all types of properties. At the end of 

2017 3 countries were excluded from these indices because of insufficient 

underly ing volumes (valuations or transactions) during a significant period (MSCI 

indeed introduced this new rule at the end of 2017).  

5.90  Graphical analyses showed that for each of these 6 countries, VBIs are too smooth 

for the purpose of calibrating an annual shock ; the shocks derived from this type 

of data will therefore only be a lower bound of the ñtrueò shocks. 

5.91  Based on data from 2 countries it seems, from graphical analyses, that the indices 

for retail properties are slightly more volatile than the ones derived  from the office 

properties although it is not that clear when looking at the figure  

5.92  VBI data series were also analysed independently of their TLI counterparts. It is 

important to mention here again that all the results (i.e. an extreme negative 

annual ret urn) derived from this type of series will only be an upper bound of the 

ñtrueò figures because of the smoothness of this type of data. 

5.93  Given the scarcity of data for more granular types of properties, from now on no 

distinction by property type will be ma de.  

5.3.3.2.  Policy options  

5.94  Would data be seamlessly available by country and type of property, the following 

policy options could be considered. As further explained below any non -status quo 

option and non -uniform shock option will imply a structural change to the  current 

approach.  

5.95  Potential approaches :  



 

 

369  

1.  Status quo (no change) . 

2.  Calibrate one single common shock not only with UK data (with other 

countries data depending on their availability).  

3.  To account for the fundamentally different real estate markets in some 

cou ntries and the rest of Europe, create 2 different shocks: one for the 

properties located in this group of countries and another one for the properties  

located elsewhere , together with the related dependency structure (even if 

simplistic) between both geogr aphical zones to recognize or not some 

diversification between them.  

4.  To account for the different underlying risks by sector type of the asset (i.e. 

commercial ï retail, office, industrial ï or residential, etc.), create pan -

European shocks by sector, toge ther with the related dependency structure 

(even if simplistic) between sectors to recognize the diversification between 

them.  

5.  Create shocks w.r.t. both the property location and its sector (combination of 

options 3 and 4).  

 

5.96  Option 2, a pan -European approa ch similar to what is done in underwriting risks, 

would imply an unrealistic degree of geographical diversification for many standard 

formula users (small insurers often hold only property in their own country).  

5.97  Options 3, 4 and 5 (country (or group of cou ntries) -specific and/or sector -specifc 

calibration), although being more risk -sensitive, clearly depart from the Solvency 

II pan -European approach always chosen until now for other standard formula risk 

modules and sub -modules (e.g. underwriting risks) and  is therefore likely to create 

a precedent and thus to undermine this aspect of the current regulatory 

framework.  

5.98  Regarding options 4 and 5, it can be expected that the prices of commercial 

property are much closer linked to the economic cycle. They depend  strongly on 

the sentiment and the availability of credit. Given the close economic integration 

between Member States the case for country (or group of countries) -specific 

shocks and diversification effects is therefore weaker for commercial properties 

(es pecially in the scenario of a European -wide severe recession).  

5.99  As regards residential properties in option 4 and 5, several economic factors can 

be expected to have an impact on the volatility of the prices: affordability (e.g. 

prices to income, prices to rents), homeownership rate, attitudes to 

homeownership, indebtedness of homeowners, structure of mortgages (e.g. fixed 

vs. floating rate, amortisation patterns) and generosity of the welfare system. 

While certain factors may be transitory, others are perma nent and result in 

structural differences in national residential property markets.  

5.100  However, in light of the data made available to EIOPA, these theoretical policy 

options have to be revised.  

5.101  Actual policy options:  

6.  Status quo (no change);  
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7.  Calibrate one sin gle common shock not only with UK data (with other 

countries data depending on their availability).  

8.  To account for the fundamentally different real estate markets in some 

countries and the rest of Europe, create 2 different shocks: one for the 

properties l ocated in this group of countries and another one for the properties 

located elsewhere, together with the related dependency structure (even if 

simplistic) between both geographical zones to recognize or not some 

diversification between them.  

 

5.102  The discussi on made on the theoretical options still holds for the actual ones.  

5.3.3.3.  Calibration method  

 

5.103  Following the general Solvency II approach of calibrating annual shocks based 

on 99.5% quantiles, the 0.5% most negative annual return from indices is sought 

here. Howe ver, available data only from Q1 1999 to Q1 2019 at a quarterly 

frequency (i.e. 81 data points) make this task particularly challenging.  

5.104  Therefore the method which was chosen tries to circumvent this scarcity: as the 

observation window is very narrow, it i s very unlikely that it contains the 1 - in -200 -

year event. Therefore even the minimum annual return from this window, only 

considering data points distant of 12 months, is expected to overestimate the 

ñtrueò 0.5% quantile. In the sequel the minimu m annual r eturn will thus be 

considered.  

5.3.3.4.  Results  

 

5.105  For the TLI series the UK results significantly differ from the ones of the other 

countries. The values contributing to the minimum are to be found during the 2008 

subprime crisis.  

5.106  For the VBI series, for countries w ith observations available at multiple 

frequencies, quite intuitively the lowest minima are always observed at the highest 

frequency. For these countries only these minima were considered. From the 

analyses it can be observed that 3 countries  (of which UK)  have clearly higher risk 

profiles regarding property risk than the others in the EEA.  However these are 

countries with the highest number of data points.  

5.3.4.  Advice  

5.107  Given the scarce available data and the on -going analyses, EIOPA is, at the time 

of this draf t opinion, not in a position to provide the European Commission with a 

definitive advice implying a change to the current approach.  

5.108  Therefore EIOPA will continue its analyses towards a potential change to the 

capital requirement calculation method for this  risk.   
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Questions to stakeholders  

Q5.1 :  Do you know data sources which would help to better calibrate property  risk?  

Q5 .2 :  For Internal Model users please indicate the approach chosen to model property  
risk within your Internal Model, when applicable.  

 

 

5.4.  Correlation matrices  

 

5.4.1.  Extract from the call for advice  

3.5 . Capital Market Union aspects  

[é] 

As regards the correlation matrices, EIOPA is asked to assess the appropriateness 

of the structure of the (sub - ) modules and the calibration of correlation param eters 

used in the Solvency Capital Requirement standard formula. Any advice to change 

the calibrations should be based on quantitative models and evidence. In 

particular, the correlations within market risk, as well as the correlation between 

lapse risk an d the different market risks should take into account potential advice 

on market risk recalibrations.  

 

5.4.2.  Previous a dvice  

5.109  Not discussed in SCR Review, need to refer to CEIOPS advice in 2010.  

5.4.3.  Relevant legal provisions  

Solvency II Directive  

5.110  Annex IV, setting out the Calculation of the Basic Solvency Capital Requirement, 

includes the correlation matrix between risk modules.  

Delegated Regulation  

5.111  Set out correlation parameters between sub -modules within each risk module 

as referred to in the Solvency II Directive . In particular, correlation coefficients 

between market risk sub -modules which fall under market risk are defined in 

Article 164.  

5.4.4.   Identification of the issues   

5.112  EIOPA has focused its analysis on the market risk correlations since here 

sufficient and repre sentative market data to analyse the dependence structure is 
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available. EIOPA has not analysed other correlations due to the scarce and 

inappropriate data availability.  

5.4.4.1.  Policy issue 1: Overall structure of the market risk correlations  

5.113  EIOPA has assessed t he overall structure of the market risk correlations 

following CEIOPS 2010 empirical model. The analysis shows that the empirically 

estimated market risk SCR is significantly higher than the theoretical SCR implied 

by the current market risk correlation st ructure. However, this underestimation 

seems mainly to be driven by the current underestimation of the interest rate risk 

than a systematic underestimation of the market risk correlation parameters.  

5.4.4.2.  Policy issue 2: Two - sided correlation parameter with inte rest rate 

risk  

5.114  In the current regulation, there is a two -sided correlation with interest rate risk 

for the market risks equity, property and spread risk. The correlation parameter 

depends on the individual interest rate risk exposure. Specifically, it take s the 

value 0.5 if the undertaking is exposed to the interest rate down scenario and zero 

if it is exposed to the interest rate up scenario. CEIOPS justified the two -sided 

correlation with economic arguments and empirical data. While the two -sided 

correlat ion might increase the risk -sensitivity of the standard formula, it also 

introduces additional complexity and potentially some disincentives from the risk 

management point of view.  

5.115  EIOPA has analysed the disincentives from the risk management point of vie w 

by investigating if there is a clear tendency that undertakings switch their interest 

rate risk exposure towards the interest rate up scenario to benefit from the higher 

correlation benefit there.  

5.116  The appropriateness of the two -sided correlations and th e corresponding 

correlation parameters have been assessed by analysing most recent relevant 

market risk data.  

5.117  The empirical data clearly confirms the two -sided correlation for the interest 

rate and equity risk. For the interest rate and spread risk, the a ppropriateness of 

the two -sided correlation is not that clear as for equity and interest rate risk. 

However, there is still empirical data justifying the two -sided correlation.  

5.118  Considering the empirical analyses below, taking the extensive quantitative 

analysis of CEIOPS and the economic and simplification perspective into account it 

is proposed to keep the two sided -correlation for equity, property and spread risk 

with the same correlation parameters.  

5.4.5.  Analysis  

5.4.5.1.  Policy issue 1: Overall structure of the ma rket risk correlations  

5.119  The overall structure of the market risk correlations is assessed by estimating 

the empirical model by CEIOPS 2010 with more recent financial market data. The 
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general idea is to compare the diversification benefit of the empirical mo del with 

the diversification benefit, which is implied by the current market risk correlation 

matrix.  

Estimating the diversification benefit for market risk  

5.120  An average European firm with a standalone market risk SCR of 100 has the 

following composition of its market risks submodules according to EIOPA QRT data 

in 2018  

Interest rate risk         10  

Equity risk                  37  

Property risk               10  

Spread risk                 28  

Currency risk               8  

Concentration risk        7.  

The empir ical model  

5.121  For this firm an empirical SCR is calculated by approximating its individual 

market risks with specific market risk proxies and then the empirical diversification 

benefit is calculated as  

5.122  ὈὭὺ ρ                                                                          ρ 

 

5.123  The following market risk proxies with daily observations are used to 

approximate the individual market risks. The proxies are similar to those used by 

CEIOPS. The main difference is that more EUR instead of UK data has been used.  

 

Interest rate risk  DEM/EUR 10Y swap data from 1987 - 2019  

Spread risk  Spreads to gilts on UK AA rated 10 year corporate    

bonds from 04/2002 until  05/2019                 

Equity  risk                    MSCI World Index from 1998 until 2019  

Currency risk                  EUR/USD currency exchange from 1999 until 2016  

5.124  The overlapping data period consists thus of daily data from 04/2002 until 

31/05/2019.  

5.125  The calculation of the em pirical market risk SCR was conducted by mainly 

following CEIOPS empirical model below.  

5.126  (CEIOPS 2010, p.45) ñThe steps to produce the model are as follows:  

1.  Obtain a set of indices for the risks to which the company is exposed.    

2.  Calculate the year on yea r percentage change for each of these indices.  

3.  Multiply the value derived in point 2  by a factor designed to reflect the 

normalised capital required on a standalone basis in respect of that risk.  So, 

for example, the observed 99.5th percentile year on ye ar change for property 

is -25%.  For the typical QIS4 firm we expect 8.4% of total capital to be in 
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respect of property risk, so we multiply each year on year change in the 

property index by a factor of 100 * -8.4%/25%. 100 is the normalising value. 

Perfor ming this will ensure that the undiversified sum of the 99.5% VaR 

capital levels for all risks is 100.  

4.  For each observation, sum the capital required to get a total capital 

requirement for that observation.  

5.  Order the observations by total capital require mentò and calculate the 

empirical 99.5% quantile.  

5.127  The only difference to the CEIOPS model is the slightly different approximation 

of interest and spread risk. Instead of calculating a relative change as in step 3 

above, a duration based approximation is us ed where the two risks were 

approximated by calculating the annual absolute changes of the corresponding 

proxies and multiplying these by the modified duration 165 . The duration -based 

approximation seems sensible for two reasons. First, it can better cope wit h very 

low and potentially negative interest rate and spread levels. Second, this is the 

typical approximation, which is used to approximate the relative change of a fixed 

income instrument and the approximation, which was used for calculating the 

capital charges for spread risk. Apart from this change in calculation step 3 for the 

two risks above, the same calculation procedure is applied. For the two -sided risks, 

interest rate and currency risk, the larger of the absolute empirical shocks is used.  

5.128  The th eoretical calculation  

5.129  For the individual (standalone) market risk SCR values from above the market 

risk SCR which is implied by the correlation matrix from Art. 164 DA 2015/35 is 

calculated by  

ὛὅὙ ВὛὅὙ ὛzὅὙ ”ȟ                                                                                            ς,  

5.130  where ὛὅὙ is the average SCR for market risk i (e.g. 29.36 for interest rate risk) 

and ”ȟ is the correlation matrix.  

5.131  Given this theoretical market risk SCR the empirical diversification benefit can 

be calculated by  

ὈὭὺ ρ                                                                                                      σ.  

5.132  If the theoretical and empirical SCR are close to each other, one could argue 

that the correlation matrix is (broadly) consistent the one -year 99.5 VaR stress.  

Results  

5.133  The results of the empirical model are shown in the fol lowing table . In the 

empirical model, the interest rate down and the currency down scenario were the 

driving scenarios with the larger shocks in absolute terms.  

                                                           
165  A conservative modified du ration of 10 years was assumed for spread risk. For interest rate risk, a 

negative duration gap of 5 years was assumed. But different values for the duration gap do not 
significantly affect the overall amount of the empirical SCR  
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5.134  One can observe that the empirical SCR is significantly higher than the 

theoretical SCR and thu s the empirical diversification benefit is significantly lower 

than the theoretical diversification benefit.  

 

Table 1  ï Comparison  of the empirical and theoretical diversification benefit  

SCR theoretical  SCR empirical  Theoretical 

diversification 

benefit  

Empirical 

diversification 

benefit  

77.10  84.6  22.9  15.4  

5.135  As a sensitivity analysis the same calculations (with recent data) as above have 

been performed using the former market risk composition at QIS 4, see the 

CEIOPS 2010, p. 345. The main difference are the different weights for the interest 

rate and spread risk where in QIS 4 the interest rate risk had a weight of 29 and 

spread risk a weight of 11.    

 

Table 2 Comparison of the empirical and theoretical diversification benefit 

using CEIOPS data for the m arket risk composition.  

SCR theoretical  SCR empirical  Theoretical 

diversification 

benefit  

Empirical 

diversification 

benefit  

76.45  80.75  23.55  19.25  

5.136  One can observe in table 2 that the difference between the empirical SCR and 

the theoretical SCR is lower than with the current market risk composition in table 

1, but the empirical diversification benefit is still higher than the theoretical 

diversification benefit implied by the current correlation matrix.  

5.137  Finally, the same calculation has been performed usi ng the market risk 

composition from table 2 and the market risk correlation matrix, which was 

originally proposed by CEIOPS in 2010. This correlation matrix contained a higher 

pair -wise correlation for concentration and currency risk (both proposed values 

were 0.5 for all pair -wise correlations with concentration and currency risk).  

 

Table 3 Comparison of the empirical and theoretical diversification benefit 

using CEIOPS data for the market risk composition and the proposed 

correlation matrix  

SCR theoreti cal  SCR empirical  Theoretical 

diversification 

benefit  

Empirical 

diversification 

benefit  

81.94  80.75  18.06  19.25  
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5.138  From table 3 one can observe that the difference between the theoretical SCR 

and the empirical SCR is small and that the theoretical diversifi cation benefit is 

slightly more conservative than the empirical diversification benefit.  

5.139  The main reason from the large overestimation of the diversification benefit in 

table 1 is the inappropriate weighting of the market risk compositions for interest 

ra te and spread risk, which is primarily the result of the current inappropriate 

interest rate risk measurement of the standard formula. Table 1 and table 2 

indicate that the current correlation matrix might also slightly overestimate the 

diversification ben efit in comparison to the originally proposed correlation matrix 

by CEIOPS.  

5.140  However, the conclusion from the analysis above is that the overall structure of 

the market risk correlations is not systematically inappropriate. This is because 

the large part of  the overestimation of the diversification benefit can be accounted 

by the current inappropriate average weightings for the interest rate risk and 

spread risk within the market risk module. Moreover, no appropriate data was 

available to analyse the pair -wi se correlations with concentration risk.   

5.141  Hence, EIOPA has not further analysed and reassessed all market risk 

correlations in detail, but has focused on the two -sided correlations with interest 

rate risk.  

 

5.4.5.2.  Policy issue 2: Two - sided correlations with int erest rate risk  

 

Empirical analysis  

5.142  EIOPA has analysed the appropriateness of the two -sided correlations by a 

graphical data cutting analysis. In this analysis, annual overlapping relative 

changes of the above -mentioned market risk proxies for equity, spr ead and 

interest rate risk were compared. The data period ranges from 2002 until 2019 as 

above. As the Solvency II correlation parameters represent tail correlations, the 

particular focus of the graphical data cutting analysis is to have a closer look on 

the data points in the tail.  That is the graphical analysis relies on the upper/lower 

percentiles (90th,95th,99th, 99.5th percentile for the correlations with an interest 

rate up exposure and the 10th, 5th, 1th, 0.5th percentile for the interest rate down 

exposure respectively).   

5.143  Figure 1 displays the dependence structure of the relative equity and interest 

rate changes. The 90th percentile (10th percentile) and the 95 percentiles (5th 

percentile) are included in this figure. The 99 percentile (1th percent ile) and the 

99.5th percentile (0.5th percentile) were not plotted since no joint data points for 

equity and interest rate were observed. Specifically, the lower red rectangle in 

figure 1 indicates data points, which are below the empirical 5th percentile of the 

relative annual interest rate changes and the empirical 5th percentile of the 

relative annual equity changes. These data points represent data points in the tail 

for an interest rate down exposure and a fall in equity prices and are thus suited 
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to a nalyse the dependence between the interest rate down and the equity risk. 

The same interpretation holds for the other percentiles rectangles.   

5.144  From figure 1, one can observe that there is a clear dependence of interest rate 

and equity movements in the low er tail, the red and green rectangle in the bottom 

left corner. On the other hand, one cannot observe any data points in the upper 

left corner, which would represent the dependence of interest rate up movements 

and a fall in equity prices. These observatio ns are in line with the finding by CEIOPS 

2010 and justify the two -sided correlations between interest rate risk and equity 

risk.  

5.145  Figure 2 displays the dependence structure of the interest rate and spread 

movements. Most strikingly, the figure indicates a  higher dependence structure 

between interest rate up movements and increasing credit spreads than between 

interest rate down movements and increasing credit spreads in the corresponding 

tails. This observation might raise doubt about the current two -sided  correlation 

between interest rate and spread risk. In particular, this empirical finding does not 

indicate a significantly lower correlation between an interest rate up movements 

and widening credit spreads.  

5.146  Accordingly, it is worthwhile to further analy se the dependence structure of 

interest rate and spread movements. To do so the graphical data cutting analysis 

is extended by using different market risk proxies. Figure 3 shows the same 

analysis with the GBP 10 Y Gilt data set as a proxy for the interest  rate risk. The 

overlapping data set of the GBP 10 Y gilt and the GBP 10Y AA spread data ranges 

from 04/2002 until 05/2019 and consists of 4092 data points.  

5.147  Most importantly, this figure 3 shows a significant degree of dependence in the 

lower tails of the  joint empirical distribution and less or no dependence in the upper 

tails. Hence, using the GBP 10Y gilt as an interest rate risk proxy motivates a two -

sided correlation for spread and interest rate risk. Interestingly the empirical 

correlation between in terest rate and spread risk in the lower right tail of the 

empirical distribution, containing the worst 0.5% of the data points, is 0.53 and 

thus very close to the current correlation of 0.5.  

Economic arguments and simplification point of view  

5.148  From an econ omic perspective the two sided -correlation with interest rate down 

risk can be motivated by the rationale that in an economic downturn where equity 

prices and property prices decline substantially and credit spreads widen is often 

accompanied by a monetary  policy where central banks decrease key interest rates 

usually resulting in a significant decrease of the interest rate level. This justifies 

economically the positive correlation of 0.5 with equity, property risk and spread 

risk. However, there is no rea l economic rationale that can clearly account for 

substantially increasing interest rates, falling equity prices, and property prices, 

which economically motivates the zero correlation with the interest rate up 

scenario.  

5.149  From a simplification point of vie w, a unique correlation structure within the 

market risk module would simplify the standard formula since the undertakings 

would no longer need to determine their undertaking -specific interest rate 
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exposure in the first place in order to identify the corre ct correlation matrix in the 

second place. However, this complexity is limited to some extent, as undertakings 

need anyway to determine their interest rate exposure when calculating interest 

rate down risk.  

 

Conclusion  

5.150  Considering the empirical analysis a bove, taking the extensive quantitative 

analysis of CEIOPS and the economic and simplification perspective into account it 

is proposed to keep the two sided -correlation with same correlation parameters 

for the equity, property and spread risk with interest  rate risk.  

5.151  For the spread risk and interest rate risk, the two -sided correlation is not that 

clear as for the equity risk and it is worthwhile to study this correlation deeper. 

However, thus far there is not a sufficiently strong evidence of a unique corr elation 

structure. This can be seen from figure 3, which still motivates a two -sided 

correlation.  

 

Figure 1  Relative changes of the EUR Swap rate and the MSCI world Index. The relatice change for the 
interest rate is estimated as 10*(absolute change), fo llowing the same duration -based approximation 
above. The red rectangles represent data pints below the joint empirical 5th percentile and above the 

95th/5th percentile. The green rectangle represents data pints below the joint empirical 10th percentile 
and  above the 90th/10th percentile.  

 

Figure 2  Relative changes of the EUR Swap rate and the Spread data on 10Y AA UK gilts..The relatice 
change for the interest rate and the spread risk  is estimated as 10*(absolute change), following the same 
duration -base d approximation above. The red rectangles represent data points below the empirical 95 th /5th 


