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Solvency II review – Discussion on the main aspects of the EIOPA’s technical Advice

Background
The European Commission intends to finalise a comprehensive review of the Solvency II framework by the third quarter of 2021. For this purpose, DG FISMA sent to EIOPA in February 2019 a Call for Advice setting out the list of areas that as a minimum should be assessed during the review. EIOPA delivered its Opinion on 17 December 2020, accompanied with a holistic assessment of the cumulative impact of all changes proposed. 
In addition to EIOPA’s Opinion on the Solvency II review, DG FISMA is assessing other reports from EIOPA, in particular its Opinion on sustainability risks in Solvency II published in 2019, but also from the European Systemic Risk Board (ESRB), including its report on macroprudential policy for the insurance sector and its feedback to the Commission’s public consultation. 
The aim of this note is to highlight the main policy proposals made by EIOPA and the ESRB, grouped in line with the objectives of the review, as discussed during the Expert Group meeting of 10 November 2020. This note does not include references to recovery, resolution and insurance guarantee schemes, which were subject to dedicated notes and discussions during Expert Group meetings in 2020.
During the forthcoming meeting, Member States will be invited to provide their views on those different policy proposals. Should EIOPA’s advice not be supported, Member States would be invited to present alternative suggestions if any. 
I – Role of the insurance industry in the context of the renewed Capital Markets Union (CMU) Action Plan and the (coming) renewed Sustainable Finance Strategy
In relation to the CMU objectives (i.e. insurers’ capacity to finance the long-term sustainable growth of the European economy), EIOPA takes the view that the current 22% capital charge for long-term equity investments is not supported by quantitative evidence. Still, it advises to amend the eligibility criteria of long-term equity with the aim of facilitating the use of this new asset class, which was introduced in the Commission Delegated Regulation (EU) 2019/981. Those criteria would in particular rely on the concept of “illiquidity” of long-term liabilities for life insurers, and on the concept of “liquidity buffer” for non-life insurers.
In relation to the European Green Deal (i.e. insurers’ contribution to the green transition), EIOPA’s separate  Opinion on sustainability within Solvency II recommends incorporating climate change and sustainability risks in underwriting and risk management requirements of insurers (“Pillar 2”). However, EIOPA concludes that there is no evidence at this stage to introduce differentiated capital treatments depending on the “green” or “brown” nature of insurers’ investments.
	1. Member States are invited to share their views on EIOPA’s proposals on equity.
2. Considering the importance of the topic of insurers’ contribution to the green transition, DG FISMA would like to get the views of the Member States on whether the review should introduce differentiated prudential treatments for green/brown assets and, if so, on which basis (type of assets, calibration).
3. Do Member States have other points to raise on those topics?


II – Risk sensitivity and excessive volatility – review of the long-term guarantee package
1) Risk sensitivity 
In view of the low interest rates environment, EIOPA recommends amending the calibration of the standard formula for interest rate risk so as to better reflect the risk of negative interest rates. However, in order to limit the impact of this change, EIOPA recommends introducing a floor to negative interest rates (-1.25%), and a gradual implementation of the amendment over a five-year transitional period.
EIOPA also recommends adopting an alternative extrapolation approach, which would allow taking into account market information beyond the “last liquid point” (20‑year maturity for the euro). As this change can materially reduce insurers’ solvency ratios, in particular when rates are low, EIOPA proposes a temporary safeguard mechanism[footnoteRef:2], which limits the impact of this amendment when the “first smoothing point” (broadly, when markets are no longer liquid) is below 0.5%. The safeguard mechanism would progressively be phased out until 2032. In addition, EIOPA recommends that the sensitivity of an insurer’s solvency ratio to a change in a key input parameter of the extrapolation method (the so-called convergence parameter or “a”) be disclosed. [2:  The safeguard mechanism makes the parameters for the extrapolation method dependent on the current interest rate level. Where interest rates are very low, the parameters of the extrapolation are chosen such that the resulting regulatory interest rates are closer to the regulatory interest rates as determined with the current extrapolation method.] 

In relation to market risks other than interest rate risk, EIOPA concludes that the available evidence is not sufficient to justify a change. In particular, EIOPA does not support a change to the property risk calibration. EIOPA does not propose a review of the treatment of securitisation investments either.
In relation to non-proportional reinsurance, EIOPA advises to allow the recognition of “adverse development covers”[footnoteRef:3] within the standard formula provided that some prudent conditions are met. In addition, EIOPA suggests explicitly specifying that financial instruments convertible into insurers’ new shares upon the occurrence of specific events cannot be used to reduce the solvency capital requirements, both in the standard formula and in internal models.  [3:  Adverse Development Covers are a form of retrospective reinsurance in which the insurer cedes the claims development risk associated with policies from past underwriting periods. ] 

2) Excessive volatility 
EIOPA recommends several amendments to the current volatility adjustment:
· the general application ratio used to derive the volatility adjustment from the risk-corrected spread would be increased from 65% to 85%;
· the level of the volatility adjustment would be modulated depending on the extent to which each insurer’s liabilities are deemed “illiquid”[footnoteRef:4]; [4:  Three “buckets” of liabilities would be defined. The combination of the new general application ratio and the adjustment for illiquidity would lead to an application ratio of 85% for “bucket 1” liabilities (most illiquid liabilities), of 64% for “bucket 2” liabilities (moderately illiquid liabilities), and of 51% for “bucket 3” liabilities (most liquid liabilities). Those values have to be compared with the uniform application ratio of 65% under current rules.] 

· in order to address the “over-shooting” issue, the application ratio would be adjusted downward when the duration of assets is lower than the duration of liabilities;
· in order to address the “under-shooting” issue, to mitigate any cliff-edge effect and to make the volatility adjustment more responsive to country-specific spread crises, the country volatility adjustment would be amended.
In relation to the dynamic volatility adjustment, EIOPA recommends not allowing it within the standard formula. With regard to its use in the context of internal models, EIOPA proposes to introduce a safeguard, which ensures that the benefit of the recognition of the dynamic volatility adjustment is not excessive.
EIOPA also proposes some amendments to the matching adjustment, in particular the recognition of diversification benefits between the matching adjustment portfolio and other assets and liabilities.
As regards the symmetric adjustment, EIOPA proposes to extend the “corridor” (from +10 percentage points to +17 percentage points) in order to increase the countercyclical effect of the tool.
Finally, in relation to the risk margin, EIOPA proposes to amend the calculation formula (introduction of a “lambda factor” when calculating future projected solvency capital requirements) aiming to take into account the dependence of risks over time and reduce the volatility of the risk margin, in particular for long-term insurance products. However, EIOPA recommends limiting the impact of that change by flooring the reduction factor, which is applied to future projected capital requirements. In addition, EIOPA confirmed its previous advice that the cost-of-capital rate used to derive the risk margin should remain 6%.
	4. Member States are invited to share their views on EIOPA’s approach to improve risk sensitivity, in particular in relation to interest rate risk and extrapolation, including the temporary safeguard mechanism.
5. Member States are invited to share their views on EIOPA’s proposals on the review of the volatility adjustment, the matching adjustment, the symmetric adjustment and the risk margin.
6. Do Member States have other points to raise on those topics?


III – Proportionality
EIOPA recommends extending the exclusion thresholds from Solvency II as follows:
· doubling the threshold on technical provisions: from € 25 million to € 50 million
· leaving the discretion for Member States to set the threshold on gross written premiums between € 5 million (current threshold) and € 25 million[footnoteRef:5]. [5:  Member States have full flexibility regarding the supervisory regime applicable to insurers below the thresholds set out in the Solvency II Directive. Therefore, they can apply Solvency II at national level beyond the minimum scope defined by the Directive. As a result, the discretion proposed by EIOPA in relation to the gross-written premium threshold would also concern insurers with gross written premiums of less than € 5 million. Therefore, in practice, EIOPA’s recommendation is equivalent to simply setting the gross written premium threshold to the highest boundary of € 25 million (multiplication by 5 of this threshold).] 

As regards proportionality within Solvency II, EIOPA has developed a set of seven criteria that would trigger more automatic application of proportionality measures for insurers that are deemed of low risk profile, and has also specified what those proportionate measures should be[footnoteRef:6]. According to EIOPA’s impact assessment, the criteria selected would allow classifying 16% of EEA undertakings as at end-2019 as low-risk profiles (assuming that no change to the exclusion thresholds is made). Different combinations of criteria and thresholds have been considered, capturing from 10% to 23% of insurance firms. On top of this automatic application of the principle of proportionality, EIOPA proposes that supervisory authorities carry out a case-by-case assessment for insurance companies that do not meet the criteria to be classified as of “low risk profile”, which could result in an overall higher number of firms applying proportionality. [6:  For instance, combination of key functions, biannual submission of the ORSA report to the supervisor, submission of the regular supervisory report every three years] 

Finally, EIOPA proposes to clarify that each Member State may waive quarterly reporting for up to 20% of its national market, prioritizing insurers that are classified as low risk profile. In addition, EIOPA considered another proposal where Member States would be required to waive quarterly reporting for at least 5% of their national market, provided that they are low risk profile insurers. However, this proposal was not consensual and is therefore presented as an “option” for consideration by the Commission services. Finally, EIOPA recommends granting the power for supervisory authorities to define new proportionality measures that are not foreseen in the framework, under certain "safeguards" (i.e. this power should not lead to a complete exemption from requirements and the proportionality measures should be in line with the general and overarching principle of Solvency II). 
	7. Member States are invited to share their views on EIOPA’s proposals on the scope of application of Solvency II, and on the new approach to proportionality. In particular, should the focus be more on exclusions from Solvency II or on the effective application of proportionate rules for insurers applying Solvency II.
8. Member States are invited to express their views on the possibility of an automatic waiver of quarterly reporting.
9. Do Member States have other points to raise on those topics?


IV – Quality of supervision and financial stability
1) Quality of supervision
EIOPA makes a series of proposals aiming to strengthen the coordination and efficiency of the supervision of cross-border insurance business. Those proposals include in particular:
· more requirements on exchange of information between Home and Host Member States, in particular in cases of a material change in the business model for cross-border activities, or about past rejections of authorisation requests in other Member States;
· a stronger coordination role for EIOPA in the context of coordination platforms, by granting the possibility for EIOPA to issue a recommendation subject to a “comply or explain” procedure in case of disagreement between Home and Host authorities. 
In addition, the French and Italian supervisory authorities shared with the Commission services a non-paper putting forward additional proposals, in particular on the possibility for Host supervisors to:
· have regular prudential information, at least on the SCR and MCR ratios;
· have the possibility to request a joint on-site inspection where the conclusions would be jointly adopted by the Home and Host authorities, with EIOPA having a mediation role in case of disagreement between authorities.
In order to improve the consistency and level-playing field, EIOPA proposes to:
· clarify and amend the framework for group supervision, so as to ensure that supervisory authorities have the appropriate powers to exercise effective supervision, regardless of the group structure, the nature and head office of the parent company, but also to improve the level-playing field by clarifying how group solvency and governance requirements should be applied; 
· require that each Member State should introduce an audit requirement of the Solvency II balance sheet;
· introduce limited changes to rules governing remuneration and fit & proper requirements.

2) Financial stability[footnoteRef:7] [7:  NB: some of EIOPA’s proposals aim to align Solvency II with the “Holistic Framework for Systemic risk in the insurance sector” adopted by the International Association of Insurance Supervisors in November 2019.] 

In order to prevent and address financial stability risks stemming from risk-taking activities by insurance companies, the following proposals are put forward by EIOPA and/or the ESRB:
· integrating  macroprudential consideration in insurers’ investment (prudent person principle) and risk-management (ORSA) activities;
· granting supervisory authorities the power to impose a capital surcharge for systemic risk as a supplement to the currently existing microprudential capital add-on;
· granting supervisors with the power to define soft thresholds  for action at market level if a certain exposure increases dramatically (e.g. on equity, government or corporate bonds), and this creates concerns from a financial stability perspective;
· the possibility for supervisory authorities to require systemic risk management plans by insurance companies and groups, more likely to create and/or amplify systemic risk through an entity, activity or behavioural channel;
· making the volatility adjustment “symmetric”, so as to ensure that when credit spreads are compressed compared to their long-term average, supervisory authorities can require a countercyclical buffer (proposal by the ESRB, but discarded by EIOPA);
· in order to better align rules with those applicable to the banking sector on loan-origination activities, setting a floor to the loss-given defaults for the calculation of counterparty default risk capital requirements (proposal by the ESRB).
In addition, in order to better address liquidity risks, EIOPA advises to introduce liquidity risk management planning and reporting requirements for insurers. It is proposed to grant supervisory authorities the power to impose mitigating measures to incentivise insurers to reinforce their liquidity position (e.g. via reduction in exposures more prone to liquidity risk and/or incentivise insurers to increase the availability liquidity). Similarly, the ESRB recommends that supervisors should have the power to require individual firms with a vulnerable liquidity profile to hold a “liquidity buffer” based on common liquidity metrics. EIOPA is also of the view that supervisors should have the power to allow a temporary freeze of redemption rights on life insurance policies in exceptional circumstances.
More generally, in order to safeguard the capital position of insurers, EIOPA recommends granting the power to restrict or suspend dividend distributions or other payments to shareholders at sectoral or individual level for financial stability reasons. Moreover, EIOPA proposes that dividend distribution bans may also be envisaged in other circumstances, for instance when a supervisor is of the view that an insurer, which is currently meeting its capital requirements, may be at risk of a SCR breach over the medium term, or when a temporary freeze of redemption rights is applied.
	10. Member States are invited to share their views on the proposals presented in this note on quality of supervision.
11. Member States are invited to express their views on EIOPA’s and ESRB’s proposals on macroprudential policy.
12. Do Member States have other points to raise on those topics?


V – Overall impact of the review
EIOPA conducted two holistic impact assessments with reference dates end of 2019 and mid-2020. The below table provides information on:
· the baseline scenario (“Base case”) – application of current rules;
· the cumulative impact of all recommendations excluding both the proposed amendments on the standard formula interest rate risk and the temporary safeguard mechanism on extrapolation (“Partial impact”);
· the cumulative impact of all recommendations including the proposed amendment on interest rate risk change but excluding the temporary safeguard mechanism on extrapolation – i.e. the total impact at the end of the transitional periods (“Total impact”).
Note that in EIOPA’s proposal, the interest rate risk change would be gradually implemented over a five-year period following the entry into application of the revised framework, and the safeguard mechanism on extrapolation would be progressively phased out until 2032.
	
	Reference date: 31-12-2019
	Reference date: 30-06-2020

	
	Base case
	Partial Impact[footnoteRef:8]  [8:  NB: the safety mechanism on the alternative extrapolation is calibrated so that it would not have been triggered at the end of 2019.] 

	Total impact
	Base case
	Partial Impact[footnoteRef:9] [9:  NB: the safety mechanism on the alternative extrapolation would have allowed maintaining the same level of surplus own funds over capital requirements (excluding the amendment on the interest rate risk submodule) as in the baseline.] 

	Total impact

	SCR ratio
	Total
	247%
	248%
	234%
	226%
	216%
	204%

	
	Life
	252%
	252%
	228%
	223%
	205%
	188%

	
	Non-life and reinsurance
	240%
	243%
	242%
	229%
	231%
	231%

	Change in excess own funds over SCR for the sample (in EUR)
	Total
	/
	+7 bn
	-15 bn
	/
	-21 bn
	-40 bn

	
	Life
	/
	+2 bn
	-20 bn
	/
	-24 bn
	-43 bn

	
	Non-life and reinsurance
	/
	+5 bn
	+5 bn
	/
	+3 bn
	+3 bn

	Estimated change in excess own funds over SCR for the whole market (in EUR)
	/
	+11 bn
	-18 bn
	
	
	


EIOPA considers that, overall, the proposed amendments to the Solvency II framework remain balanced in terms of the second objective above, as they do not increase capital requirements imposed on insurers (not taking into account impact of the interest rate risk standard formula change).
13. Member States are invited to share their views on whether EIOPA’s proposals lead to a “balanced outcome” in terms of quantitative impact. If this is not the case, Member States are requested to take into account how a balanced review could be achieved during the discussions on the different topics.
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