


Volatility adjustment (VA)
Industry views
· There are a number of shortcomings to the current volatility adjustment (VA) design and calibration. Most of these have been remedied by the co-legislators in their work on the Level 1 text.  
· The Level 1 changes have the potential to achieve important improvements to the VA:
· Reflecting much better the economic reality of insurers’ balance sheet (by both reducing the instances of overshooting and undershooting)
· Helping financial stability by reduce unnecessary procyclicality
· Helping to reduce undue volatility, one of the key barriers Solvency II introduced for insurers involvement in long-term products and investment  
· However, to deliver on the co-legislators’ ambitions for the review of Solvency II, it is imperative that the calibration of the risk correction in the Delegated Regulation does not undermine the potential improvements by adding back volatility and pro-cyclicality
· The current risk correction approach is already conservative relative to the real world data and evidence and has proven to work well - the calibration of the new risk correction methodology should not deviate significantly in terms of outcomes.
· The new risk correction parameters should be calibrated using real world data and concrete evidence expected losses, unexpected credit risk or any other risk, based on historical evidence.
· While co-legislators compromised on certain changes to the risk correction, they also introduced in Level 1 an important safeguard against excessive volatility and procyclicality in periods of market turbulence.
· The starting point of the calibration work should be to technically substantiate the Cap, which will in turn define percentages associated to the three scenarios envisaged by the agreement.  

Background
Insurers invest significantly in both government and corporate bonds. The bonds are typically chosen by the insurer to match the characteristics of their liabilities, notably their duration and the insurer’s risk appetite. In aggregate, the payments from the bonds, i.e.. the coupons and redemption proceeds will be used to pay the liabilities as they fall due. 
Because insurers can typically manage their overall liabilities and claims at aggregate portfolio level together with their aggregate asset portfolio, short-term fluctuations in the market value of the bonds do not impair its ability to pay the liabilities (as the bonds will still pay the same coupon and redemption payments despite a change in the market price). It is when a bond defaults that the insurer will be impacted. This ability to manage assets and liabilities together and focus on cashflows rather than temporary market value changes is a core feature of the insurer’s long-term business model.
Solvency balance sheet
The VA is a measure that was introduced into the Solvency II framework to better reflect the asset-liability matching and risk management practices of insurance companies described above. 
As the value of an insurers’ bond portfolio changes, impacting the asset side of its balance sheet, the VA provides an offsetting impact on the liability side of its balance sheet. This reflects the economic reality and creates overall stability on the balance sheet by removing some of the “artificial” effects of the short-term volatility that the insurer is not exposed to.
Improving the VA
When developing the VA in 2014, EIOPA took an overly conservative approach by adding in many margins of prudence, buffers and limiting the real economic link between assets and liabilities. Insurance Europe has long highlighted the deficiencies in the current approach. These shortcomings were also recognised by EIOPA itself, the Commission and both co-legislators in their proposals to amend the Solvency II Directive.
To address these shortcomings, the Commission proposed a number of improvements which will improve the functioning of the VA and are welcomed and supported by the industry (see annex for more information on these).
However, the ultimate effectiveness of the new VA will depend on a key parameter called the risk correction.
In their work on the level 1 text, the co-legislators have set the framework for the design of the risk correction. However, its calibration will be defined in Level 2. 
To deliver on the co-legislators ambitions for the review, it is imperative that the calibration of the risk correction is technically sound, risk-based and does not introduce unnecessary procyclicality.

What is the risk correction?
The risk correction adjusts the volatility adjustment for  “a realistic assessment of expected losses or unexpected credit or other risk of the assets”[footnoteRef:2]. In other words, it ensures that the insurer does not take credit for income that it does not expect to receive from the bond portfolio. As discussed above, this is the expected losses due to defaults.  [2:  Solvency II Directive Article 77c] 

The expected default losses can be calculated through an analysis of historical default rates, which are provided by credit rating agencies. The default rates of the individual bonds are aggregated to calculate the total expected default rate for the portfolio. 

Are there any problems with the current risk correction?
The risk correction is currently based on the default approach outlined above with the addition of a Cost of Downgrade to also reflect the impact of ratings migration. In addition, there is an additional safeguard that the default risk and cost of downgrade are increased to a minimum of 35% of the long-term average spread, providing an additional prudential buffer. 
Neither EIOPA, nor the Commission has provided any robust evidence that the current approach does not sufficiently capture the risk. The “evidence” put forward by EIOPA to justify a change to the risk correction was based on BB-rated bonds which represent less than 1% of insurers’ investments and focused on changes in credit spreads and not defaults. [image: A screenshot of a computer  Description automatically generated]


[bookmark: _Int_CZE2e2aV]On the contrary, the current approach has proven to work well to assess downgrade and default risk. EIOPA’s own analysis of risk corrections[footnoteRef:3] vs incurred losses from default and downgrade in its LTG Reports 2018, 2019, 2020 evidences this. [3:  EIOPA analysis of the fundamental spread for MA portfolios which uses the same method as the current risk correction] 


As such, Insurance Europe supports a calibration of the new risk correction methodology which delivers broadly consistent outcomes as the current approach.
The Commission’s flawed proposal….
Despite the lack of evidence to justify a change in the risk correction methodology, the Commission proposed to change the methodology to calculate the risk correction using a flawed approach, originally proposed by EIOPA. 
In EIOPA’s proposal, the risk correction is directly linked to short-term market turbulence. In other words, when markets are volatile, the risk correction is volatile. This is clearly an undesirable quality for a parameter which should provide stability. 
Moreover, in our opinion, the academic paper used as a starting point of EIOPA’s calibration is unsuitable for the purpose for several reasons.

First, in our view it is very misleading to start the calibration work taking an old methodology as a reference point; this did not envisage several elements of the risk correction agreed in the trilogue negotiations, such as a third scenario and a cap. 

Furthermore, the proposed percentages were calibrated starting from the conclusion of Giesecke et al. (2011)[footnoteRef:4], a paper the published in a prestigious journal but unsuitable for several reasons: [4:  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. Here is the summary of the paper.
“We study corporate bond default rates using an extensive new data set spanning the 1866–2008 period. We find that the corporate bond market has repeatedly suffered clustered default events much worse than those experienced during the Great Depression. For example, during the railroad crisis of 1873–1875, total defaults amounted to 36% of the par value of the entire corporate bond market. Using a regime-switching model, we examine the extent to which default rates can be forecast by financial and macroeconomic variables. We find that stock returns, stock return volatility, and changes in GDP are strong predictors of default rates. Surprisingly, however, credit spreads are not. Over 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.”] 

i) It posited, perhaps correctly, that credit spreads are not reliable predictors of defaults. In fact, authors state that there is no evidence that credit spreads respond to current default rates; this contradicts EIOPA’s basic idea that the risk correction should be a proportion of the credit spread.

ii) It considered only non-financial corporate bonds (including those of a very small amount and not listed) issued in the US from 1866-2008, thus analyzing a portfolio potentially much riskier than the “insurance reference portfolio”.

…and the co-legislators’ solution?

The risk correction framework agreed by the co-legislators is based on EIOPA’s flawed approach. However, very importantly, pushed by European Parliament’s concerns about the procyclicality and balance sheet volatility introduced by EIOPA’s flawed proposed, the political agreement introduced a cap linked to long term average spreads. This cap acts as a safeguard when market volatility is particularly turbulent.  
[bookmark: _Int_SxqAClm4]This agreement is a compromise between what has been considered to represent a too punitive and dangerously procyclical methodology (i.e. EIOPA/EC proposals) and a methodology which was not deemed to be sufficiently conservative (i.e. the current risk correction, depending only on long term average spreads).

EGBPI non paper proposals
Recently, in a non-paper to the EGBPI, the Commission proposed some initial calibrations of the risk correction which were very concerning and would:

1. significantly overstate the risks
2. reduce the ability of the VA to protect against short-term volatility; and 
3. introduce unnecessary procyclicality.
Chart 1  - 
[In development] Chart with € amounts of RC in 2008
1. Current
2. Commission proposal
3. Actual defaults



The chart in box 1 shows the amount the average EU-insurer would have to reserve for the risk correction for a €1 billion portfolio in 2008, under the current approach, the Commission’s proposed approach as well as the actual amount of losses it would have incurred from defaults. 

The chart in box 2 shows the additional solvency volatility a simplified hypothetical insurer would have incurred from introducing the Commission’s proposals. 

Furthermore, the Commission’s proposed calibrations would also create inconsistency within the Solvency II framework because insurers who use the matching adjustment would have to reserve a different amount for the same risks. For example, a VA-user would have to reserve up to 195% of the LTAS to reflect the default risk of a corporate bond whereas a MA-user would only have to reserve 35% of the LTAS.Chart 2 –
[In development] 
Chart of model SCR ratio in 2008 / 2011/Covid etc


How should the risk correction be calibrated?
Contrary to the Commission’s approach, we believe that the risk correction parameters should be based on: 

i) credit spreads from the EIOPA reference portfolio; 
ii) a suitable time series span which includes all relevant crisis event for European insurance companies (element which is not taken into account by the current proposal).

The EC should calibrate the specific parameters based on a realistic assessment of the risks, keeping in mind how procyclicality should be kept at a minimum, in favor of a stable and well calibrated mechanism which does not influence insurers’ investment strategies.

In particular, the starting point of the calibration work should be to technically substantiate the Cap, which will in turn define percentages associated to the three scenarios envisaged by the agreement. 



The industry’s proposal for a risk-based and justified calibration
[bookmark: _Int_yc7FyVSF]As underlined in the above section, an appropriate calibration of the risk correction and, therefore, of a reasonable cap expressed in terms of long-term averages spreads (LTAS) and consistent percentages associated to the three tiers, should be based on historical evidence and on a “realistic assessment of expected losses, unexpected credit risk or any other risk”.
i) Therefore, taking real world statistics on defaults and rating transitions as a reference, the proposed approach is based on the following inputs:time series regarding daily European market spreads and including the most important crisis event related to this market;
ii) most severe historical probabilities of defaults and rating transitions observed in the last decades;
iii) use of EIOPA’s reference portfolio.
The logic behind the approach is to:
· calibrate the percentage of the long-term average spreads acting as a cap (CAP%), based on historical evidence representing a realistic assessment of defaults and rating transitions rates.
· calibrate the 3-tier percentages, based on the historical data used to calibrate the cap and on the new definition of risk correction which states that these percentages decrease as spread increases. Moreover, in order for the risk correction formula to be consistent, the percentages should be such that the percentages related to the first two tiers should not be higher than the percentage related to the cap.
Summary of the methodological approach:
Step 1: estimate, from Jan-2008 to Feb-2024, the risk correction as the portion of the credit spread (based on EIOPA’s reference portfolio) attributable to defaults and rating transition rates as a proxy for “expected losses, unexpected credit risk or any other risk” using the frequencies of defaults and rating transitions observed during 2009, following the financial turbulences triggered by the Lehman Brothers bankrupt (which have been identified as the most severe crisis in the last decades). The calculation is performed for each point in time along the whole time series considered.
Step 2: calculate the empirical distribution of the portion of LTAS attributable to those risks;
Step 3:  estimate the CAP% as an appropriate percentile from the distribution of the values obtained in previous step;
Step 4: calibrate the three percentages which determine the value of the risk correction coherently with the estimated cap and with the data used in the previous steps.
According to our analysis, observed data on corporate market spread including the most severe crisis periods experienced by European insurance companies and based on EIOPA’s reference portfolios would justify the following calibrations:
For corporate bonds:
· A value for the cap% equal to 60% 
· Percentages to be determined coherently with the cap (for example 30%, 20%,10%)
As empirical evidence on transitions matrices for government bonds is limited, historical evidence would suggest applying lower percentages to government bonds: 
· A value for the cap% equal to 40% 
· Percentages to be determined coherently with the cap (for example 20%, 15%,5%)


Annex – Improvements to the VA
	Improvement
	What is it?
	Why does it make sense?

	Macro-VA
	[to be completed]
	[to be completed]

	Increased GAR
	[to be completed]
	[to be completed]

	Rescale parameter
	[to be completed]
	[to be completed]

	CSSR
	[to be completed]
	[to be completed]
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