EGBPI meeting, 1 February 2021 – Questions to Member States
Solvency II review – Discussion on the main aspects of the EIOPA’s technical Advice



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

1. Member States are invited to share their views on EIOPA’s proposals on equity.

EIOPA’s proposals require further changes – if accepted as they are, they will not work as intended and so need improving.

It is well recognised that the current criteria for qualifying for the long-term equity category do not work.  The Commission therefore asked EIOPA to consider how the criteria could be made to work. EIOPA have provided some helpful ideas but they need further improvements in order to have a material impact.

When insurers invest, the nature of their business model and asset/liability management allows them to take a long-term perspective. This gives them a great deal of flexibility during market volatility because they can choose if they sell assets, when to sell assets and which assets to sell. This means that the investment risk is usually long-term underperformance of assets like equities, rather than the risk of short-term market volatility. The long-term equity category created under the 2018 SII Review recognises this with a more appropriate calibration of 22% - lower than the standard equity calibrations of 39%/49%.  This category is necessary to allow insurers to invest appropriately and to reflect the risk capacity allowed by their products and risk management requirements.


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).

No, there is no need for a differentiated prudential treatment for green/brown assets.

Introducing artificial incentives/disincentives based on green/brown considerations would not make sense in the context of a risk-based framework such as Solvency II and indeed can create bubbles. Instead, the Solvency II review should focus on fixing the flaws in the current treatment of long-term assets and investments – and from there sustainable asset investments will flow naturally. 
 
Green/sustainable assets are typically long-term and it is because of long-term products that insurers can invest long-term in such assets. The Solvency II review should be used to remove barriers to long-term products and investment, and this in itself will allow insurers to invest more in sustainable/green assets. 

Insurers already have incentives to invest in such sustainable investments and new regulations such as the Sustainable Finance Disclosures Regulation (SFDR) and the Taxonomy Regulation will add significantly to this, so it is removal of barriers that is key for Solvency II.

3.	Do Member States have other points to raise on those topics?

In addition to Solvency II, the lack of supply of sustainable assets is a key issue for insurers and should be prioritized by policymakers.
II – Risk sensitivity and excessive volatility – review of the long-term guarantee package
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.

Interest rate risk 
There are two separate issues on interest rates: 

1) How to calibrate the low interest rate shock for the Solvency Capital Requirement (SCR)?  

This is a risk that interest rates fall even lower than the current very low rates. The current interest rate risk capital charge does not allow for negative interest rates and so this clearly needs to be changed.

Therefore, EIOPA is right to propose changes but two elements of its proposals must be adjusted to avoid significantly exaggerating the new capital charges
a) The long-term (illiquid) part of the shocked risk-free curve must be calculated using the normal SII methodology – EIOPA’s proposed approach creates curves which cannot happen in reality 
b) A different floor is needed.  EIOPA has recognised the need for a floor but has calibrated it so low as to have no useful impact. One reason for EIOPA’s proposed floor being inappropriate is that they used the Swiss Franc market to calibrate it.


2) How to extrapolate the risk-free curves beyond the last liquid point. This impacts the valuation of liabilities, especially long-term liabilities. 

There should be no change to the extrapolation methodology for risk free rates.

EIOPA’s proposals would create more complexity, add to barriers and burdens for long-term products and investment and could increase artificial volatility. EIOPA has recognised the negative impacts of its proposals and so have tried to mitigate some of it by adding even more complexity with a dampening transition mechanism. 

In addition to the negative impacts, the changes are not necessary because 
· The current risk-free curves already allow for the very low rates and negative rates (e.g. Euro rates used for Solvency II at year-end 2020 were as low as -0.4%, -0.1% and 1.4% at 10yr, 20yr and 40yr points respectively). 
· The UFR (ultimate forward rate) methodology means that if rates really do stay low then the required amount of assets insurers will have to hold against their very long-term liabilities will increase. (The UFR is a parameter used to calculate long-term rates).
· Changes to the interest rate capital charges (see point 1 above) will require insurers to hold additional capital in case of even lower interest rates. 
· There are a range of other ways long-term liabilities are monitored by the insurer and its supervisor and so customers protected
· A great deal of information is reported in the SII reporting (QRTs etc). 
· The insurer’s Own Risk and Solvency Assessment (ORSA) requires insurers to make a forward-looking assessment of their solvency needs. 
· EIOPA’s EU-wide stress testing exercises provide supervisors with further information on low for long scenarios and the possible impact of low and negative interest rates.


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.

Volatility adjustment
While EIOPA’s proposed changes to the VA do contain a number of important improvements, they are undermined by two elements which should be rejected. There should be:
1. no change to the risk correction and 
2. no liquidity factor  

As well as undermining the other improvements, these changes would increase volatility/procyclicality and add unnecessary complexity. 

The other elements of EIOPAs proposed improvements should be supported but the general application ratio should be increased to 100% instead of 85%.


Symmetric adjustment
The application of the symmetric equity adjustment should be made optional. Increasing the corridor as proposed by EIOPA could actually lead to higher volatility in the capital requirement for equities that will, among others, result in unwarranted disincentives to invest in equity holdings as well as negative implications for the policyholders. For example, this can be the case for insurance companies where there is little commonality between their holdings of equities and those which are used by EIOPA to calculate the symmetric adjustment.

Risk Margin
While EIOPA’s proposed changes are a step in the right direction, they do not go far enough to address the flaws and concerns around the risk margin.  

The following changes are needed in the risk margin:
· A lower cost of capital (CoC). The 6% cost of capital is exaggerated and should be reduced to an appropriate level. A 3% CoC would be appropriate.
· Improve EIOPA’s current proposal (by lowering the lambda and the floor) 
· Allowing for diversification at group level (between life and non-life business lines within the same entity, or between different entities within a group)

The Risk Margin (RM) is excessively high (more than €190bn), especially for long-term business and its sensitivity to interest rates creates artificial volatility. These issues are particularly problematic for long-term products. There are a range of technical arguments which, taken together, support a significant reduction in the RM. 


6. Do Member States have other points to raise on those topics?

Property risk

The EIOPA proposal to not change the calibration is inappropriate and sufficient evidence exists that the property risk charge should be reduced to 15%. This would better reflect the real risk insurers face when investing in property.

Under the current framework, the calibration is based on UK commercial property market, which is exceptionally volatile and not representative of a typical European insurer’s real estate investment. In addition, available data for the pan-European real estate market shows that the calibration should be at 15% at most. 

III – Proportionality
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.

The proposals included in EIOPA’s opinion are a very welcome step in the right direction, but the following improvements are needed:
· It needs to be clarified in the Directive, not only that NSAs are able to deviate from requirements on the basis of proportionality, but that they have a duty to do so
· Improvements needed to the definition of Low Risk Undertaking (LRU) 
· Size alone must not exclude companies from automatic application of proportionality - larger companies must also be able to qualify for automatic application of certain proportionality measures where they do not have material exposure to a risk or activity.  

Thresholds for the exclusion from the scope of Solvency II should be raised to preserve a diversified market and exclude very small companies from SII requirements:
· raise the premium threshold to €50m as proposed by EIOPA 
· allow member states to increase the technical provisions threshold, in line with EIOPA’s proposals, but with a range of €10-€25m rather than €5m- €25m.

The two options of excluding more very small companies from the SII scope or improving the application of proportionality are not mutually exclusive.

Due to Solvency II being a highly sophisticated framework, the thresholds should be raised to exclude more very small companies and EIOPA has recognised it and has taken steps into that direction. But this alone does not solve the issue of overly burdensome requirements.

The ambition to improve the application of proportionality in Solvency II is welcome. Today, there is little application of proportionality in practice. In some cases, NSAs do not feel legally allowed to deviate from the standard text of Solvency II. In other cases, the complex and lengthy processes required to apply proportionality, with no legal guarantee, discourage insurers.

Changes to the legal texts are needed to ensure the principle of proportionality is embedded in insurance supervision. This will help avoid unnecessary costs for all and support preserve a diversified insurance market, with small, medium and large players. 


8. Member States are invited to express their views on the possibility of an automatic waiver of quarterly reporting.

Option 1 is preferred, but it should be made mandatory to grant waivers up to the 20% threshold. 

     9. 	Do Member States have other points to raise on those topics?

Introducing some automaticity in the application of proportionality aims at increasing legal certainty, and lowering the burden of application processes for both companies and NSAs to better focus resources on the actual risks an insurer faces. This does not aim at removing the existing flexibility in supervisory dialogue.


IV – Quality of supervision and financial stability
10. 	Member States are invited to share their views on the proposals presented in this note on quality of supervision.

On cross border related issues EIOPA’s recommendations should be supported
This includes to enhance the supervision of insurance companies operating cross-border through the freedom to provide services (FOS) and the freedom of establishment (FOE), in order to prevent their failures and properly assess the fit and proper requirements.

Care however must be taken to ensure the principles of subsidiarity and of the “home Member State” are not diluted.


11.	Member States are invited to express their views on EIOPA’s and ESRB’s proposals on macroprudential policy.

EIOPAs proposals that go beyond those specifically referenced in the European Commission’s CfA should be rejected. In particular, its recommendations on capital surcharge for systemic risk, concentration thresholds and dividend controls are not needed and should not be followed.  

Solvency II already provides very significant customer protections and also already covers aspects of macroprudential risk.  Going beyond the EC CfA would add unnecessary extra costs and burdens and also would mean going beyond the internationally agreed holistic framework and place Europe at an unnecessary competitive disadvantage compared to other jurisdictions. 


12. 	Do Member States have other points to raise on those topics?

Insurance Guarantee Schemes (IGS)
There is no need for minimum harmonisation of IGS. 

Solvency II, when implemented appropriately, offers sufficiently high protection. The focus should be on ensuring Solvency II is calibrated and applied appropriately and on cooperation and coordination between supervisory and/or resolution authorities. The IGS currently in place vary significantly across Europe but generally work well in their local context and laws. The requirements and legal structures of IGS should continue to be decided by member states.

Group supervision
EIOPA’s proposals on group supervision are many, there is not sufficient justification for legislative changes and they should not be included in the SII review.

Most of EIOPA’s proposed changes aim at improving convergence of supervisory practices. While there may be a need for improvement in this respect, this should be achieved by making full use of EIOPA convergence tools (supervisory handbook, workshops, colleges of supervisors, etc).

Due to the various and unique complex structure of groups, and the diverging legal forms of companies in the EEA, the EC should ensure that Solvency II remains principles-based in this area. Supervisory convergence tools are more appropriate to address the current challenges without the risk of creating problems in the future.

As EIOPA failed to deliver an appropriate impact assessment of its proposals, there is no satisfactory evidence that the cost/benefit ratio of these proposed changes is acceptable.


V – Overall impact of the review
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.

EIOPA’s overall opinion is not balanced. 

Overall impact is significant and negative – increasing both overall capital and volatility: 
· E.g. Their quantified proposals would reduce risk-taking capacity of the industry about by €60bn (based on EIOPA’s own figures at 30 June 2020 and excluding transitional measures)– to illustrate: In order to offset this, the industry would have to:
· reduce equity investments by €170bn 
· or, reduce corporate bond investment by €680 billion 
· Not all potential impacts on capital have been quantified (eg on proposals on group supervision) and costs of implementing and ongoing compliance to new reporting and other requirements have been quantified to a very limited extent 
· Impact for certain products (long-term especially) would be significantly negative
· Impact on investments (long-term especially) would be significantly negative
· Impact on across different markets not balanced
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