Extrapolation of risk-free rates

Industry key views
· Stability of the extrapolated part of the Risk-Free Rate (RFR) curves is paramount to avoid introducing even more artificial volatility. 
· The calibration for the technical parameters of the new extrapolation methodology which determine the starting point (FSP/First Smoothing Point) and the convergence to the UFR (i.e. the convergence parameter) should be chosen to minimise artificial balance sheet volatility, to avoid incentives for procyclical behaviour, and to avoid pushing insurers towards extensive derivative usage.

Background
The risk-free interest rate term structure is needed to value insurers' liabilities. For short maturities the data can be sourced directly from the financial markets. However, for longer maturities, it must be extrapolated as there is not enough reliable data available from deep, liquid and transparent markets.
The parametrisation of the extrapolation method is crucial for insurance undertakings as it significantly impacts the level and stability of their solvency position. This was underlined by the impact assessments on the Solvency II Review, in which the new extrapolation method and EIOPA’s proposed calibration were the main drivers behind the increased capital requirements. 
Based on 2020 market conditions, the negative impact of EIOPA’s proposals was estimated around €90bn which clearly demonstrates the high potential impact of the changes.
Industry concerns with Commission proposal
While the current extrapolation methodology has proven to work well over the past 8 years, even during the extended period of extremely low and negative interest rates, EIOPA and the Commission proposed to alter the methodology to facilitate the inclusion of additional market data points, notably for the Euro.
The industry recognises the supervisory desire to include more data but is very concerned that the new methodology will unnecessarily increase capital requirements and volatility. These changes are expected to have detrimental consequential impacts on the industry’s ability to act in a countercyclical manner and are likely to also affect overall product availability and affordability. 
Proposed reforms
In their agreement on the Solvency II Directive, the co-legislators supported the framework proposed by the Commission and delegated the final key calibrations to the Level 2 discussion. 
In Level 2, there are a number of key parameters which will determine the impact of the new extrapolation methodology.
1. The convergence parameter
2. The First Smoothing Point.

Both parameters must be chosen to minimise artificial balance sheet volatility, avoid incentives for procyclical behaviour, and avoid pushing insurers towards extensive derivative usage.

Calibrating the convergence parameter
The new extrapolation methodology calculates the regulatory risk-free rates by combining market data (known as the Last Liquid Forward Rate or LLFR) with the more stable Ultimate Forward Rate (UFR). 
The methodology combines these rates using a new parameter called the convergence parameter which dictates the weight of the LLFR and UFR in the extrapolation. A higher convergence parameter gives the UFR a higher weighting than the LLFR, providing more stability to the illiquid part of the risk-free rate curves and vice versa.
As such, the calibration of the convergence parameter is extremely important as it is the main driver of any volatility. 
In their agreement, the co-legislators have set a minimum value for the convergence parameter of 10.975% via the technical formulation "For maturities of at least 40 years past the first smoothing point, the weight of the UFR shall be at least 77.5%". 
However, a 10.975% calibration would have several undesirable impacts including:
· Adding more unnecessary volatility to the SII framework.
· Pushing insurers towards otherwise unnecessary procyclical behaviour. 
· Making it harder for insurers to offer long-term guarantees. 
· Pushing insurers towards extensive derivative usage 
· Overestimating the value of very long-term liabilities when rates are low and underestimating them when rates are high.
To avoid these negative impacts, Insurance Europe supports a calibration of the convergence parameter of 15% (and 70% for the Swedish Krona). 
While the impact of a lower convergence parameter is much less in more normalised market environments, it will have a significantly detrimental impact in lower interest rate environments.

Setting the First Smoothing Point 
The First Smoothing Point (FSP) is a decisive parameter that prescribes the maturity at which extrapolation starts. The Solvency II amending Directive clarifies the criteria for the determination of the FSP. According to Article 77a (1), the FSP will be the highest maturity:
- for which “the markets for financial instruments […] are deep, liquid and transparent” (DLT-criterion) and
- which fulfils the so-called “Residual Volume Criterion”. 
The residual volume criterion is one of two criteria that determines the FSP of the extrapolation. It is set as the percentage of bonds outstanding of that or a longer maturity among all bonds outstanding in that currency (Art 77 para 1b) which are of a greater maturity than deemed to be sufficiently high. 
The rationale behind this criterion is the fact that insurers primarily use bonds and loans to hedge their liabilities. For maturities where bonds and loans are less available, a stable extrapolation methodology is necessary to avoid unnecessary volatility. The stability of the extrapolation methodology and ability of insurers to hedge using bonds were fundamental considerations in the development of the LTG measures. 
To supplement the residual volume criterion, an additional criterion called the matching criterion was also agreed upon to determine the starting point of the extrapolation. In the development of the new extrapolation methodology, EIOPA proposed to retain this criterion but to implement it through the residual volume criterion. 
This intention for stability should be reflected in the determination of the residual volume criterion. Equally significant is the requirement to align with the FSP parameters established in the Directive. Specifically, the FSP for the euro is set to 20 years at the date of entry into force of the amended Solvency II Directive, and it is crucial to choose the parameters in such a way that the FSP remains consistent over time to avoid introducing volatility. It is important to avoid a significant change of the FSP shortly after the entry into force, which would cancel out the deliberate political commitment at Level 1. 
In addition, it should be recognised  that since the Delegated Regulation 2015/35 came into force, the proportion of bonds held by the ECB has risen sharply. These bonds held by the ECB are no longer available for insurers to hedge their liabilities and could impact the outcome of the residual volume criterion. To address these concerns, it is recommended that for the residual volume criterion the percentage of bonds outstanding with higher maturity is revised upwards. This adjustment would provide the stability of the extrapolation which is needed for insurers with long-term liabilities.


