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Insurance Europe first draft response to EIOPA’s consultation paper on the prudential treatment of sustainability risk


1. What are your views regarding the analysis of equity and spread risk?

The paper falls short in demonstrating the adequacy or the necessity of an additional prudential treatment. As mentioned by EIOPA, the data used in certain areas is insufficient and lacking in robustness. EIOPA’s analysis is flawed, therefore a change to Pilar 1 requirements is not justified. 
It is important to follow a risk-based and evidence-based approach to preserve SII’s risk-based nature, relying on high quality and robust data before considering any changes to the calibration of the Solvency II shocks. However, the data used contains a high level of noise, non-linearities, which makes the isolation of the effect of different levels of potential transition impossible.  
The industry highlights the following concerns:
The identification of transition risks in bonds and equities is mainly assumed ex ante by EIOPA in the construction of the portfolios analysed, rather than observed through data. EIOPA attributes additional volatility for fossil fuel assets to transition risks, yet other factors may contribute.
The approaches taken on the forward-looking perspective implies circular reasoning, as stress tests presume a transition risk. Consequently, assumptions made in the context of the stress test would be considered as basis for transition risk assessment. 
SII  approach consists of the use of market values as the best valuation available. Questioning market consistency in specific instances without demonstrating that prices are not derived from efficient markets deviates from the nature of the S2 framework. 
Solvency II capital requirements are determined based on a 99.5% VaR measure over one year. Multi-year forward-looking assessments or scenarios with a different confidence level are part of the ORSA and should remain so. Therefore, the ORSA seems to be the best option to address transition risk concerns. In particular, in the forward-looking analysis the one-year perspective and the multi-year perspective is mixed leading to wrong conclusions. 
Transition risk's reflection in current market prices is generally acknowledged, though disentangling it from other risks is challenging. Market values are the result of the endless interconnections of numerous factors including monetary policies, inflation, geopolitics, technologies, demography, health, productivity not being the least.
The data used in certain areas of EIOPA’s analysis is sparse and not sufficiently standardised. Three time periods are used which do not allow for empirical evidence. For example, using the COVID period as a time series, which, due to its particularity and impact on certain sectors such as transport, implies a sampling bias that does not allow for empirical evidence to support the results. 
The assessment of transition risk should consider that the dynamic economy where companies evolve/transition due to influences from investors, policyholders, and competition. We believe EIOPA's analysis inadequately reflects this dynamism, potentially leading to inappropriate conclusions.
In terms of asset exposures and transition risks, the sectoral/NACE classification overlooks  insurers’ increasing consideration of ESG factors in investment policies. may overestimate transition risk for well-performing companies and underestimate it for worse-performing ones. NACE codes, not designed for identifying transition risks, are often ambiguous.
On bonds, credit quality rankings by rating agencies already encompass all pertinent information on counterparties' debt repayment capacity. Attempting to extract proof of higher risk from insufficient data discredits the entire exercise.
The analysis of the equity shock indicates increased volatility for fossil fuel-based issuers. However, it remains unclear whether this additional volatility is directly linked to transition risk.
Regarding the forward-looking analysis (both equites and bonds):
The analysis relies on numerous assumptions, resulting in high uncertainty. Changing parameters would yield significantly different results.
The probabilities of scenarios are not based on any research or scientific paper - a range between [0,5% and 4,5%] was chosen without any justification.
Forward-looking simulations, based on expert judgment, should not be integrated into Standard Formula SCR calculations (Pillar I). Risk weight assessment should stick to proven quantitative measures from historical realizations. The paper argues for forward-looking simulations due to a lack of robust historical data on environmental impacts. However, their use should be limited and considered a supplementary tool for Pillar II analysis under Solvency II.

2. What are your views regarding the results, and in particular regarding the findings concerning fossil fuel-related stocks and bonds?

EIOPA’s backward/forward analysis of equity risk and spread risk suggests that the selection made of fossil fuel equities and bonds present a differentiated risk profile compared with other economic activities. 
EIOPA’s analysis has several flaws:
It relies on a  small sample analysis,
EIOPA’s data fails to clearly isolate the impact of transition risks on spread movements or equity prices, as these risks are intertwined with broader trends. Additionally, transition risks are temporary and will diminish as the climate transition progresses. 
Specifically regarding the forward-looking analysis (both equites and bonds):
EIOPA assumes, rather than observes, the identification of transition risks in bonds and equities in the construction of the portfolios analysed. Additional volatility for fossil fuel assets is attributed to transition risks, though other factors may be involved. Higher marker risk measures might be just a characteristic of these assets (high sensitivity to macroeconomic events) and might have no connection with transitional risk. 
The analysis is based on numerous assumptions, leading to high uncertainty. Changing parameters both in the chosen scenarios and probability of occurrence would yield vastly different results.
The probabilities of the scenarios are not based on any research or scientific paper - a range between [0,5 and 4,5%] was chosen without any justification.
VaR parameters in equity portfolios show discrepancies between transition risk levels, indicating a lack of connection between market risk and transition risk.  In Table 1. VaR parameters of three equity portfolios of different transition risk (NACE code selection; low, medium, high) are shown. VaR of ‘medium sample’ is larger than the VaR of the ‘high sample’. Further in the consultation paper, the VaR of several sectors showing that Energy/Fossil Fuels had elevated market risk between 2010-2021 is computed. There are however empirical uncertainties, such as a limited sample size and as such, high market risk associated with fossil fuels might be just an idiosyncratic feature of given instruments. 
Similar uncertainties apply to bond portfolio and spread analysis. While low transition risk activities show the lowest levels of spread risk across the different rating categories assessed, the portfolios comprising bonds associated with a medium level of transition risks and those with a high level of transition risks alternate in their risk profiles across ratings relative to each other.  
Forward-looking simulations assume eight disorderly transition shock scenarios created by authors with 1/8 probability attributed to each. Under this assumption, the market risk of “brown” sectors is greater than “green” alternatives for each instrument class. It is important to note that the findings in the forward-looking analysis have limitations as sustainable finance is an emerging area for quantitative-based risk analysis.
Specifically regarding the backward-looking analysis (equities):
The analysis states that the overall equity risk decreased compared to the standard formula shock of 39% (VaR 99.5 estimated as equal to 14.5% - Table 1 on page 30). Based on this analysis the Type 1 Equity Shock should be revised (decreased).

3. What is your view on the proposed policy options on introducing a dedicated prudential treatment regarding equity risk?
The industry prefers Option I no change, given the previously mentioned shortcomings of the EIOPA-analysis, the adequacy of the policy options is questionable and not substantiated enough to satisfy the evidence and risk-based nature of Solvency II. 
In addition, the industry notes the following:
The consequences for Internal Model users are unclear. 
Additional shocks could encourage buyers to turn away from these securities issued by companies linked to fossil fuels.
If EIOPA suggests increasing the capital requirement for fossil fuel issuers, a corresponding decrease should be considered for other types of issuers. Otherwise, the proposed overall market risk calibration may not align consistently with the one-year horizon 99.5% VaR.

4. What is your view on the proposed policy options on introducing a dedicated prudential treatment regarding spread risk?

The industry prefers option I no change, given the previously mentioned shortcomings of the EIOPA-analysis, the adequacy of the policy options is questionable and not substantiated enough to satisfy the evidence and risk-based nature of Solvency II. The industry did not find evidence in the study to demonstrate the implementation of options 2 and 3.
The perspective on spread risk aligns with the reasoning applied to equity risk, with heightened concern due to even less compelling evidence. As mentioned in the consultation paper, future developments in the area of credit ratings may capture transition risk exposure of an u/taking/sector and there is no need to special adjustments to spread risk models. Moreover, there is no additional complexity and costs of implementing Option I. Finaly we note that, on average, the market risk of bonds is significantly lower than equity instruments, thus extraordinary measures may not be adequate.

In addition, the industry highlights the following:

Despite the limited impact of the proposed policy options on the solvency ratio, the introduction of a differentiated prudential treatment may impact the transition efforts of affected fossil fuel-related companies.
The introduction of additional shocks may discourage buyers from securities issued by companies linked to fossil fuels.
Specifically concerning the proposal to downgrade fossil fuel issuers, it is noted that rating agencies consistently consider probabilities of default across industries, leading to potential transition risks. In case an additional downgrade would be added for fossil fuel issuers this might result in double counting of the same transition risk. 



5. What is your view on the current potential of credit ratings to capture transition risk?

ESG Ratings Regulation will have an impact on the market and, if done properly, will be an important step towards improving market confidence and strengthening investor protection. European ESG Rating Regulation will enhance credit transparency at the European level, so we consider it appropriate to await the implementation of this Regulation.
In their assessment process, rating agencies are including all relevant information on companies, including their medium- and long-term strategies. This includes assessing probabilities of default consistently across industries, considering potential transition risks.
Major credit rating providers recognize the increasing necessity of incorporating ESG characteristics into their products. For instance, in 2021, S&P Global Ratings began publishing alphanumeric ESG credit indicators for publicly rated entities in certain sectors and asset classes. Although the current methodology may not fully capture an entity's transition risk, credit rating providers are moving towards more accurate representation, making the artificial downgrade of assets in the Standard Formula redundant.

6. What is your view on the analysis of property risk and EIOPA's recommendation?

The industry supports EIOPA’s recommendation to have no changes in Pillar I treatment of property risk in context of energy efficiency. Both backward- and forward-looking analysis of the real estate market and the influence of emissivity of buildings on their price do not clearly identify property risk. The studied subject exhibits a high level of complexity. Moreover, VaR analysis shows that very energy efficient buildings with labels A/B have similar loss potential in terms of Value at Risk as energy inefficient properties labelled E, G or H. Forward-looking risk differentials were found only in case of two least energy-efficient classes of buildings. Mixed results provide a rationale for no change of current prudential treatment of property risk.
It is noted that real estate is mainly impacted by physical risk.
Regarding the backward-looking analysis: the absence of a correlation between price volatility and energy labels may be due to its assimilation by property markets, suggesting it is no longer a significant factor compared to other price setting mechanisms, or the possibility that energy considerations are at the bottom of buyers’ criteria that so far, they have had no material impact on volatility.


7. What is your view on the analysis of underwriting risk and EIOPA's recommendation?

Insurance Europe supports EIOPA’s approach to the analysis and the proposed strategy for drawing conclusions and taking policy actions concerning adaptation measures and the prudential treatment of non-life underwriting risks.

In particular, using the Undertaking Specific Parameter (USP) methodology to assess the potential for recalibrating non-life SCR parameters for premium risk in the Standard Formula (SF) appears to be a reasonable approach.

According to EIOPA's analysis, incorporating climate-related adaptations into the model may result in a lower standard deviation of the loss ratio, thereby reducing premium risk. We broadly agree that adaptation measures could impact the SCR. Insurers' climate adaptation initiatives (e.g., through advice, incentives, and other services to policyholders) or measures taken by policyholders, such as concrete construction to enhance resilience against natural catastrophes, have the potential to reduce risks.

At the same time, we support EIOPA’s call for caution in drawing conclusions from the results of the conducted analysis, as at this stage the data collected is insufficient to draw such conclusions. Therefore, we agree with EIOPA’s recommendation not to change the prudential treatment and advocate for further analysis when more data becomes available. If relevant and substantiated, an adapted prudential treatment may be considered for specific types of business lines.

8. What is your view on EIOPA's proposed recommendation with regard to the prudential treatment of social risks and impacts?

The industry agrees with EIOPA’s proposal not to recommend a Pillar I treatment and to work on providing guidance. 
For the time being, the analysis of social risks should remain at a prospective/identification stage, as a meaningful quantification is not feasible due to limited (standardised) data availability and studies on social risk and objectives. Therefore, the assessment of social risks should be of a qualitative nature.
From a governance perspective, it is important to ensure that social risks are adequately managed. The SII requirements (ie internal controls, independent key functions) are considered important and sufficient. 
EIOPA emphasizes the interconnectedness of social and environmental risk, and recommends for prudential policy to consider them jointly. This aligns with Solvency II Prudent Person Principle which requires inclusion of sustainability factors in long-term investment strategy. However, the specificity of each insurer's investment exposure, a global Solvency II adjustment focusing on social objectives is deemed unnecessary. Instead, EIOPA could conduct an information campaign to guide insurers on detecting social risks.
Comparing climate change impact to social risks seems to suggest that a transition would similarly exist in both cases. However looking at historical evolutions, social risks have always been present and are implicitly embedded in different risk measures used for prudential purposes. While not explicitly isolated in formulas, there is no need to do so as there is sufficient capitalization to cover them.
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