Comments on draft EP Omnibus II compromises on the Counter-cyclical premium


The European Parliament (EP) compromise proposals from 6 March, do not adequately address the issues surrounding long-term products. We have strong concerns that the proposals are not workable in practice.
Whilst we recognise the need for flexibility in EIOPA’s treatment of insurers under the ladder of intervention, this cannot resolve all issues for insurers under stressed market conditions. We have strong concerns that, unless a workable counter-cyclical premium is in place, market analysts will adversely react to volatile solvency ratios published by insurers. It is therefore vital that workable resolutions to appropriately address procyclicality and artificial volatility in own funds are adopted. 

Turning to the specifics of the EP compromise amendments, we would like to highlight the following key concerns:

· Article 77a– It is absolutely vital that the application a countercyclical premium-type mechanism is predictable enough for companies to be able to rely on it being in place when needed.  Therefore this article needs to be revised completely.

The application of the mechanism based on the current draft compromise will not deliver the right outcome as it is not transparent and gives a high and unacceptable level of uncertainty for undertakings, by being based solely on the discretion of EIOPA and the European Systemic Risk Board. 
Furthermore, the involvement of several authorities increases the political nature of the decision and the risk of a lengthy process – which will not avoid procyclicality - as companies will not want to take the risk of “holding on” in the hope of a recovery or the hope that the mechanism will eventually be applied. 
The current draft also seems to leave additional discretion to Member States in limiting the application of this mechanism to certain types of liabilities, which is an artificial restriction and which would clearly lead to level playing field issues across Europe. Non-harmonised approaches are not appropriate as procyclicality is an issue for all undertakings when markets are distressed.
In order to ensure predictability, it should be clearly specified that a formulaic, predictable and harmonised mechanism should be applied at Level 2, which should clearly set out the 3 components (the illiquidity premium, the government spread premium and a third discretionary component) that this mechanism should be based on.
Companies need to know in advance what this adjustment will be, which will allow companies to appropriately manage e.g. their forward capital planning and risk appetite setting. Only a predictable mechanism will achieve these aims:
· Allowing companies to offer long-term guarantees and invest in long-term assets knowing that, with appropriate risk management in place, they will be able to continue to do business during times of market turbulence

· Without being able to include the dampening effect in forward capital planning, internal stress tests will forecast unacceptable levels of volatility in solvency levels during market disruption, leading companies to avoid the long-term products and investments that would expose them to such volatility

Therefore Solvency II should identify clear triggers and indicators that highlight periods of extraordinary volatility or distress in the markets. While market stresses that we already know from the past (the known issues of corporate and government bond spreads) should be reflected in predefined triggers, we recognise that EIOPA should have the ability to activate and de-activate this mechanism on its own initiative, under a 3rd discretionary component, subject to a transparent justification and methodology.
From a practical point of view, the assessment includes qualitative-type proposals such as authorities being required to demonstrate whether a “temporary situation of stressed liquidity is more likely than not to result in undertakings selling a large and substantial part of their fixed income securities portfolio”, a task which cannot, in our view, be undertaken in an objective manner and which seems impossible to implement in practice in a credible and transparent way. There is no transparent and available metric to measure this proposal and it seems counter-intuitive that we would need to prove that undertakings are already selling large parts of their portfolios in order to be able to apply the mechanism that, properly applied, should avoid this outcome in the first place. How can we measure something that we want to avoid in the first place?
Regarding the conditions of application, the wording is misleading in some parts. If we understand it correctly, the text only refers to conditions of stressed liquidity of fixed income markets, while it has been evidenced in the recent sovereign debt crisis that liquidity is not the only cause of distressed market conditions. It is unclear what type of risk the adjustment intends to reflect if it should not be attributable to "any other risk" - in any case, this seems to potentially exclude adjustments for stressed credit spreads in Government bonds. Ruling out all other situations, other than illiquidity, cannot be acceptable for a mechanism that attempts to resolve issues around procyclicality and hence to avoid insurers from becoming forced sellers. We believe this is not adequate as it is likely to result in a Solvency II framework that leads to fire sales of governments bonds in periods similar to the recent and on-going government debt crisis.
We note that the proposals in these compromise amendments might be inconsistent with the principles stated in new articles 75-77 (EP compromise proposals from 29 Feb), according to which valuation of liabilities shall not take into account information on assets held by undertakings. 
We note that the monthly disclosure of the relevant risk-free interest rate term structure based is not sufficient, as companies need to know the adjustment on a continuous basis in order to run their daily business and react accordingly to market dislocations. 
Finally, the requirement to disclose publicly the monetary effect of the adaptation to the relevant risk-free rate is excessive. While disclosure to the group supervisor might be useful, public disclosure would be misleading as this is a valuation issue and its complexity would only be more confusing than helpful for other stakeholders.

·  Article 77b – In general, we welcome this wording but more clarification would be helpful in the determination of the starting point of extrapolation.

The article should clarify that “relevant financial markets” refer to bond markets rather than swap markets. Also it would be helpful to clarify that the starting point for extrapolation for the Euro is 20 years under current market conditions.
· Article 106a(4) – The combination of the newly proposed tools does not resolve the issues around procyclicality and artificial volatility. This article should be amended together with article 77a.
We reiterate that the symmetric adjustment mechanism cannot entirely replace the proper resolution of the issue with the volatility of own funds, as the spread capital charge would have to be adjusted by a huge and unworkable amounts in order to cope with the artificial volatility in own funds.

Cancelling out the symmetric adjustment mechanism for spread risk in crisis situations leads to the counter-intuitive result of higher SCR requirements in periods of severe stress. These interdependencies created between partly unpredictable mechanisms and the unnecessary mixing up of SCR and valuation issues is hard to predict and makes it hard to explain to other stakeholders. This should not be the aim of a risk-based and transparent framework.
Also, as already stressed in our comments on article 77a(2), the lack of predictability in a mechanism which aims to eliminate procyclicality makes it ineffective. Hence, even the combined application with the symmetric adjustment mechanism, does neither address the issue of volatility in own funds (in all situations) neither procyclical behaviour (in stressed situations). 

· Article 138.4 – The combination of the newly proposed tools do not resolve the issues around procyclicality and artificial volatility. This article should be amended together with article 77a.

If the intention is to align article 138(4) with article 77a, then, similar to our comments for article 77a, we would have strong concerns with the resulting highly unpredictable application of the possibility for supervisors to grant an extension to recovery periods. 

In relation to the proposal to use duration of technical provisions, we believe that the period should be linked to the average duration of contracts (at inception) as opposed to the average duration of remaining liabilities.
We support the intention of introducing a dispute resolution mechanism in the case of groups. However we believe the 1+2 months is much too long for supervisors to notify groups of the decision to grant an extension to their recovery period: this should be at maximum one month. As this provision aims at reacting to a breach of the SCR in a situation when financial markets are seriously disrupted, it is very important to act without undue delay. 

Also, we believe that if predictability is ensured in article 77a – which is currently not the case, paragraph 7 on the interaction between EIOPA and the supervisory colleges, requiring additional efforts and unclear responsibilities would not be necessary.

Finally, we would like to recall that the draft Level 2 text sets out criteria which EIOPA and supervisors must assess when determining an exceptional fall in financial markets and whether an extension of the recovery period should apply to undertakings. We understand that in order to provide alignment with article 77a, technical provisions must be considered in the context of Level 1; however we would like to note that the decision to grant an extension to the recovery period will not be based on technical provisions only.
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