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Much of the design of the discount rate is done by EIOPA. However, it is important that the methods of how each component of the interest rate is produced are transparent in order to give companies a good opportunity for risk management. Methods should be clearly set out and should not be changed without EIOPA first having to consult for example the European industry.
Brussels, 03.06.2010

Working document EIOPC/SEG/IM20/2010

DRAFT COMMISSION DOCUMENT ON 
RULES RELATING TO TECHNICAL PROVISIONS UNDER THE SOLVENCY II DIRECTIVE 2009/138/EC

Important note: This document is a working document of the Commission services for discussion. 

It does not purport to represent or pre-judge the formal proposals of the Commission
Having regard to the Treaty (…),

Having regard to the Directive 2009/138/EC (…), and in particular Articles 86 thereof,

Whereas:

(1) During periods of stressed liquidity in financial markets, the interest rate that can be earned on temporarily illiquid assets in excess of the interest rate that can be earned on credit-risk free liquid assets maybe attributable to sources other than credit risk. Investors capable of holding assets that can become temporarily illiquid, in particular insurance and reinsurance undertakings matching their liabilities with such assets, are therefore earning an illiquidity premium in those periods of stressed liquidity. The inclusion of an illiquidity premium in the risk free interest rate term structure used to calculate the best estimate with respect to the insurance and reinsurance obligations is intended to eliminate the valuation mismatch between the assets and liabilities in periods of stressed liquidity and mitigate potential undue pro-cyclical effects of the financial system.

(2) The illiquidity premium cannot be reliably earned in the financial markets in relation to maturities beyond the data points for which market data is available
. Therefore, The illiquidity premium should be applied up until the point at which the relevant risk-free curve is extrapolated and no illiquidity premium should be applied to the extrapolated part of the relevant risk-free interest rate term structure.

(3) All insurance liabilities are predictable to a certain extent. The illiquidity premium should therefore apply to all insurance liabilities. The portion of the illiquidity premium observed in the financial markets corresponding to insurance or reinsurance obligations shall reflect the predictability of the cash flows of the insurance or reinsurance obligations and the extent to which the cost of forced liquidations of assets can be passed on to policyholders.

(4) In order to avoid market disruption through large numbers of undertakings having to replace the assets they invest in over a short period of time and to allow a smooth transition under Directive 2009/138/EC to a new regime for certain technical provisions calculations, it is necessary to enable a specific determination of the relevant risk-free interest rate term structure. 
TITLE S

INSURANCE AND REINSURANCE UNDERTAKINGS

CHAPTER TP
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METHODOLOGIES TO CALCULATE THE TECHNICAL PROVISIONS 

SECTION 4

RELEVANT RISK-FREE INTEREST RATE TERM STRUCTURE 

SUBSECTION 1

General provisions

Article IR1

(Art. 77 (2) of Directive 2009/138/EC)

General provisions
1. The rates of the relevant risk-free interest rate term structure to calculate the best estimate with respect to insurance or reinsurance obligations, as referred to in Article 77 (2) of Directive 2009/138/EC, shall be calculated for each currency and in respect of each maturity as the sum of
:

(a) the rates of a basic risk free interest rate term structure, 

(b) where appropriate, an illiquidity premium corresponding to the insurance or reinsurance obligations.

2. For each relevant currency, the European Insurance and Occupational Pensions Authority 
established by Regulation…/…of the European Parliament and of the Council shall derive and publish
:

(c) the basic risk free interest rate term structure referred to in point (a) of paragraph 1, 

(d) the illiquidity premium observed in the financial markets referred to in paragraph 1 of Article IR6, and

(e) the unconditional ultimate forward rate referred to in paragraph 2 of Article IR4.

3. The European Insurance and Occupational Pensions Authority 
established by Regulation…/…of the European Parliament and of the Council shall at the same time as it publishes the information referred to in paragraph 2, also publish:

(f) the portfolio of assets used to determine the illiquidity premium observed in the financial markets referred to in paragraph 2 of Article IR6;

(g) the portion of the spread over the rates of the basic risk-free interest rate term structure attributable to expected losses on the assets referred to in paragraph 2 of Article IR6;

(h) the portion of the remainder attributable to unexpected credit risk on the assets referred to in paragraph 2 of Article IR6; and

(i) where necessary, any other adjustment to the spread necessary to determine the illiquidity premium

4. The European Insurance and Occupational Pensions Authority established by Regulation…/…of the European Parliament and of the Council shall publish and, when necessary, update:

(j) the principles and methods used to determine the data points in relation to the longest maturities observed in liquid markets and the mechanism used to ensure a smooth convergence to the unconditional ultimate long term forward rate referred to in paragraph 3 of Article IR4;

(k) the principles and methods used to set out the unconditional ultimate long term forward rate referred to in Article IR5; 

SUBSECTION 2

Basic risk free interest rate term structure

Article IR2

(Art. 77 (2) of Directive 2009/138/EC)

Basic risk free interest rate term structure
1. The rates of the basic risk-free interest rate term structure shall meet all of the following criteria:

(l) they are free of any risk,

(m) insurance and reinsurance undertakings are able to earn the rates in a risk-free manner in practice,

(n) the rates are reliably determined based on financial instruments traded in a market meeting all of the criteria set out in paragraph 3 of Article TP21.

2. For each relevant currency, the basic risk free interest rate term structure referred to in point (a) of paragraph 1 of Article IR1 shall be derived, where appropriate, on the basis of the interest rate swaps rates 
adjusted to take account of the credit risk and basis risk of the corresponding interest rate swaps
. 

3. For each relevant currency, government bond rates adjusted to take account of the credit risk of the corresponding government bonds shall be used, where such rates are available from markets that meet all of the criteria set out in paragraph 3 of Article TP21, to derive the basic risk free interest rate term structure referred to in point (a) of paragraph 1 of Article IR1 for maturities where interest rate swap rates are unavailable or such rates are not available from markets that satisfy the criteria set out in paragraph 3 of Article TP21.

4. For the purpose of paragraph 2, "basis risk" means the risk of loss or of adverse change in the financial situation, resulting from the mismatch between the cash in-flows and the cash out-flows of the interest rate swaps.

Article IR3

(Art. 77 (2) of Directive 2009/138/EC)

Adjustment for credit risk 
1. For each currency, the adjustment for credit risk of the interest rate swaps as referred to in paragraph 1 of Article IR2 shall be assessed at 0.10%, unless there is a reliable basis for an alternative assessment that reflects the current market conditions.

2. .

Article IR4

(Art. 77 (2) of Directive 2009/138/EC)

Extrapolation 
1. For each currency, the basic risk free interest rate term structure shall be determined on the basis of all relevant observed market data. Where the markets for the relevant financial instruments do not meet all of the criteria set out in paragraph 3 of Article TP21 for longer maturities, the basic risk free interest rate term structure for these maturities shall be extrapolated according to the requirements set out in paragraph 2 and 3.

2. For each currency, the extrapolated part of the basic risk free interest rate term structure shall be based on forward rates converging smoothly from one or a set of data points in relation to the longest maturities observed in a  liquid market  to an unconditional ultimate long term forward rate. 

3. The principles applied when extrapolating the basic risk free interest rate term structure shall be the same for all currencies
, in particular as regards the determination of the data points in relation to the longest  maturities observed in a  liquid market  and the mechanism to ensure a smooth convergence to the unconditional ultimate long term forward rate. The dynamics of the extrapolation method shall also ensure risk manageability and avoid unmanageable curvature effects.

Article IR5

(Art. 77 (2) of Directive 2009/138/EC)

Unconditional ultimate long-term forward rate
1. For each relevant currency, the unconditional ultimate long term forward rate referred to in paragraph 2 of Article IR4 shall be stable over time and only change due to fundamental changes in long term expectations. 

SUBSECTION 3

Illiquidity premium

The calculation of the illiquidity premium observed in the financial markets should be based on a clear methodology that builds on the experiences and data in that market and avoids uncertainty around how the calculation is carried out based on those observations. The formula from the joint Ceiops/Industry taskforce achieves this and should be included within the level 2 implementing measures. 

Critically, this also would negate the need for anybody (be it EIOPA or anyone else) to be tasked with determining whether a market is or is not in ‘stress’ which causes uncertainty and runs the risk of exacerbating the volatility in the market.  Introducing such uncertainty cannot be a sensible basis on for the regulatory framework to require capital to be assessed on an on-going basis (it will also create impact the markets.)  We do not believe anybody (EIOPA) should make this subjective judgement. The formula (subject to periodic review) should be allowed to operate automatically to determine the level of liquidity premium relative to market conditions. 

Consequently, we strongly believe that the formula based on a transformation of the observed credit spread, as per the joint taskforce should be included in the Level 2 text.
Article IR6

(Art. 77 (2) of Directive 2009/138/EC)

Illiquidity premium observed in the financial markets
1. The illiquidity premium corresponding to the insurance or reinsurance obligations referred to in point (b) of paragraph 1 of Article IR1 shall be determined as a portion of the illiquidity premium observed in the financial markets.

2. For each relevant currency, the illiquidity premium observed in the financial markets referred to in paragraph 1 shall be calculated in a prudent, reliable and objective manner as the portion of the spread between the interest rate that could be earned from a specified portfolio of assets over the rates of the basic reference risk-free interest rate term structure that is not attributable to expected losses, unexpected credit risk on the assets or any other source other than illiquidity. For this purpose, the assets of the specified portfolio shall be valued in accordance with Article paragraph 1 of Article V3 [of IM3/rev1] and shall be traded in markets that in normal market conditions meet all of the criteria set out in paragraph 3 of Article TP21. The use of financial instruments traded in markets that temporarily cease to meet the criteria set out in paragraph 3 shall be permitted, provided that market is expected to restore its compliance with the criteria within a reasonable period of time. 
Insurance and reinsurance undertakings shall be able to earn the illiquidity rates these assets provide in a risk-free manner in practice. 

Illiquidity premium = max (0, X * (Z  – Y))

Where, 

Z is the spread calculation of the margin of the yield on a published index reflecting the average rating and maturity of credit portfolios held by insurers in respect of relevant liabilities over the basic risk free rate for the applicable currency in percentage points as set out in IR2;

Y is the allowance for long term expected default on the index, 0.4%  

X is the proportion of the spread remaining after the deduction of Y that is due to illiquidity, 50%



3. No illiquidity premium shall be applied to the extrapolated part of the basic risk-free interest rate term structure.

4. The illiquidity premium shall be zero except during periods of stressed liquidity in financial markets. as determined by the European Insurance and Occupational Pensions Authority established by Regulation…/…of the European Parliament and of the Council.. 

5. The principles applied when deriving the illiquidity premium observed in the financial markets shall be the same for all currencies.

Article IR7

(Art. 77 (2) of Directive 2009/138/EC)

Portion of the observed illiquidity premium corresponding to insurance or reinsurance obligations

1. For insurance or reinsurance obligations which have discretionary benefits, the assessment of the percentage of the illiquidity premium is performed at a level of aggregation at which the liabilities and associated assets are managed.

2. The portion shall, be set at 100% for contracts which meet all of the following criteria:

(o) the only significant underwriting risks connected to the contracts are longevity risk and expense risk; 

(p) the insurance or reinsurance undertaking does not bear any risk in case of any form of surrender there is no option for any form of surrender or the benefits to policyholders in case of any form of surrender are less than or equal to the technical provisions determined with the portion of the illiquidity premium set at 100%.;

(q) 
the premium has already been paid and no incoming cash-flows are allowed for in the technical provisions of the contracts
;
3. The portion shall be set at 75% 
(a) for life insurance contracts with profit participation other than those specified in paragraph 1
;

(b) the benefits to policyholders in case of any form of surrender are less than or equal to the technical provisions determined with the portion of the illiquidity premium set at 75%; 
(c) there are features in the liability which significantly limit the rational policyholder’s behaviour in the case of any form of surrender. Examples of such features would include significant guaranteed rates or discretionary benefits, significant penalties in case of any form of surrender or fiscal disincentives, significant accrued benefits or final bonus, and the existence of significant in-the-money options and guarantees. 

4. 
The portion shall be set at 50% for contracts other than those specified in paragraphs 1 and 2.

SUBSECTION 4

Transitional provisions

Article IR8

(Art. 77 (2) of Directive 2009/138/EC)

Transitional provisions
1. Notwithstanding Articles IR1 to IR7, the rates of the relevant risk-free interest rate term structure to calculate the best estimate with respect to insurance or reinsurance obligations, as referred to in Article 77 (2) of Directive 2009/138/EC, and corresponding to paid-in premiums for existing contracts

(r) for which, by the date referred to in Article 309 of Directive 2009/138/EC and according to national law, technical provisions were calculated using the interest rate referred to in Article 20.B.a.ii of Directive 2002/83/EC; and
(s) where the insurance or reinsurance undertaking complies with the conditions required by the national law for the use of the interest rate referred to in Article 20.B.a.ii of Directive 2002/83/EC.

shall be calculated for each currency and in respect of each maturity as the weighted average of: 

(t) the interest rate referred to in Article 20.B.a.ii of Directive 2002/83/EC as measured at the date referred to in Article 309 of Directive 2009/138/EC, and 
(u) the rate for that maturity of the relevant risk-free interest rate term structure as measured in accordance with Articles IR1 to IR7

where the weight for the rate expressed in (b) increases linearly at the end of each year from 0% during the first year following the date referred to in Article 309 to 100% as of 7 years after the date referred to in Article 309 of Directive 2009/138/EC. 


Article IR9

(Art. 77 (2) of Directive 2009/138/EC)

Review
1. No later than 5 years after the date referred to in Article 309 of Directive 2009/138/EC, the Commission shall after consulting EIOPA make an assessment of this section and in particular whether the assessment of portions of the illiquidity premium observed in the financial markets corresponding to insurance or reinsurance obligations in Article IR7 and the period referred in Article IR8 are appropriate. The Commission shall where appropriate propose amendments to this [Regulation].

�We strongly support this statement.


�The illiquidity premium may be earned on all illiquid assets available in the financial markets. Not just those which are quoted. Indeed, non-quoted assets would be expected to be less liquid than quoted assets.


�We would strongly request that this text is refined to merge the point up until the illiquidity premium is added and the point at which extrapolation begins.


�We agree.


�The illiquidity premium needs to added to the forward curve. It is not clear from this drafting that that would be the case.


�We agree that in order to ensure harmonisation at European Level, these should be set by a European Agency.


�Could the frequency with which the rate should be published be specified within the Implementing Measures?


So that these discount rates can also be used for accounting purposes, we request that the discount rates are published no later than the second business day after the end of each quarter, preferably also at the end of each month.


�We agree that in order to ensure harmonisation at European Level, these should be set by a European Agency.


�We strongly support the use of swap rates.





This text does not refer to a case where a market either does not have a swap curve or has swap curve, but for which it’s currency is pegged to a currency with a (more liquid) swap curve. 


In this case, it is likely to be more appropriate and will provide a more stable curve, if the swap curve of the pegged currency is used instead.


�In practice, this is expected to be immaterial. We question whether it is necessary to make this adjustment.


�


We have received differing feedback from members on this article: 





One is supporting this article, whereas one is requesting the removal of this article because:


“The current proposal could create an unlevel playing field”?





Additional inconsistent feedback we have received is that:


 “The government bonds of EEA Members States do not attract a capital charge under the spread risk module. The requirement to adjust government bonds to allow for credit risk is therefore inconsistent and we request it be removed.”


Or B)”It is not clear how the credit adjustment would be calculated for non-AAA government bonds and so we would request clarity on this point within the Level 2 text.”


 


Members feedback is requested on these points.


�The idea that all currencies should apply the same methods is good, however there are occasions when this is not feasible in practice. An example of this the derivation of the last liquid point of the European markets in the CFOF/CROF's QIS5 calibration paper. For example, this paper shows that the method used for EUR and GBP does not give a good result for SEK.


�The existence of "curvature risk" could trigger an unnecessary need for curvature hedging in the liquid part of the curve. The unwanted risk is that curvature hedging would distort the latter part of the liquid yield curve, triggering volatility in the curvature of the extrapolated part of the curve.


�Some guidance is required as to how the illiquidity premium should be applied in market consistent valuations (i.e. should it be applied to the entire calibration and therefore impact on future returns or just applied to the discount rate) as this has significant knock on impacts for modelling.


Question to members – should we be asking this question as it is industry proposing the illiquidity premium?


�This requirement appears far too restrictive. It is possible to earn the illiquidity premium on illiquid assets. A requirement for these assets to only be illiquid in abnormal market conditions appears un-necessary. The key requirement to calculate the illiquidity premium should be the fact that the asset is currently illiquid.


�We strongly request that the formula for the illiquidity premium is added to the text. Obviously, the calibration of this formula should be reviewed over time, as for the other calibrations set out in Level 2.


�We have strong concerns with this requirement. Insurers need more certainty around the application of the illiquidity premium. It is not helpful for capital planning and ALM work and planning if insurers cannot know reliably in advance whether an illiquidity premium will apply or not. This new wording puts in an (undefined) trigger point for the illiquidity premium to be introduced which could be put in place with a significant delay. We do not understand why we should introduce supervisory discretion in the determination of the illiquidity premium. The formula for calculating it should be clear. Indeed, we strongly request that a formula is sufficient enough to state if there is a stress on liquidity and which has the same intended effect as the discretion of EIOPA but can be tracked and projected rather than being uncertain as is the case under this drafting. 





An alternative solution could be to set a threshold of, say, 10 basis points beyond which an illiquidity premium could be used. This threshold should be the same for all currencies, and sufficiently low to avoid disruption in the solvency calculations.


This should be clearly stated at Level 2.


�We have issued a joint CROF/CFOF/CEA paper requesting more granular buckets for the illiquidity premium, however we have received feedback from one member requesting that a simplified application of one bucket is also allowed under the principle of proportionality. 


Members feedback requested as to whether you would like us to also request a simplification, or whether this could weaken our request for granularity.


�We welcome the move away from the binary approach for the application of the illiquidity premium.


�As per the joint CEA/CFOF/CROF paper on the illiquidity premium application.


�As per the joint CEA/CFOF/CROF paper on the illiquidity premium application.


�This requirement is far too restrictive. We understand that future cash-inflows incoming the following years could not be reinvest on assets earning the illiquidity premium. However, this is only an issue if the future in-flows are greater than the future out-flows (claims, expenses...). If not, there is no cash to reinvest, so the illiquidity premium could be earned to meet all (re)insurance obligations.


�We strongly support this statement.


�As per the joint CEA/CFOF/CROF paper on the illiquidity premium application.


�


We welcome the intention to have transitional measures for the risk-free rate.





However, in our view it is not appropriate to consider transitional measures at this stage without considering all other transitional measures at the same time once all level 2 measures are more advanced and as part of the omnibus 2 directive next year.





Please note, however, that when transitional measures are developed for the risk-free rate, we consider that the duration of the transitional period should reflect the period needed to run- off the liabilities affected. The current proposals do not appear to reflect this principle (e.g.  reduction to seven-year term).
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