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Insurance Europe key positions on long-term business ahead of the EGBPI meeting on 3 February. 

Key messages to convey

Extrapolation of risk-free rates
The EC’s proposals for changing the extrapolation methodology need a significantly different calibration than the one proposed by EIOPA to avoid increasing the cost of providing long-term and guaranteed products to policyholders and increasing volatility.

The key “speed of convergence” parameter must be significantly increased to least 15% for the EURO and to around 70% for SEK to avoid excessive increases in the valuation of long-term liabilities and magnification of the artificial volatility to interest rate movements.

The main extrapolation parameters including the convergence parameter, should be included in the Directive. 


Volatility adjustment (VA) 
The EC has proposed several important and necessary changes to the design and calibration of the VA. 
Increasing the general application ratio (GAR) to 85%
Using an undiluted European reference portfolio
The Macro-VA component
Inclusion of an overshooting ratio adjustment (CSSR).

However, there should be no change the risk correction methodology. EIOPA’s recommendation (which the EC has noted it intends to follow) is not justified on a theoretical basis nor supported by the actual data, which shows the current calibrations are already conservative. Most importantly, EIOPA’s proposed change would also undermine the improvements from the above changes, particularly in extreme market environments when the VA is most needed resulting in increased procyclicality and barriers for long-term products and investments.

There should be no adjustments for illiquidity of liabilities in the VA. EIOPA’s recommendations were not proposed by the EC for good reasons but there is still some discussion from certain other parties. EIOPA’s proposal should not be taken forward because it: 
Is unnecessary: The risks relating to potential illiquidity concerns are already covered by the capital charges for scenarios, such as mass-lapse. Note that EIOPA’s proposal would have very little impact during “normal” times and would not be effective or needed to prevent insurers offering unsustainable guarantees – there are many other aspects of the SII framework to prevent this already.
Would reduce effectiveness of VA because it would lower the VA that is applied during a crisis – when it is most needed to prevent procyclicality and artificial volatility.  
Is ill-conceived/designed – EIOPA’s proposed ratio only considers the need for liquidity from the liabilities and ignores the available liquidity. This does not give a valid or useful measure of illiquidity. All of EIOPA’s work on liquidity measurement and reporting (eg on their ad hoc reporting with NSAs and their technical specifications for the liquidity stress test) recognises the importance of including both liquidity needs and liquidity sources in any liquidity measurement – as does also all the IAIS work on this topic.
Adds complexity



Risk Margin
The EC’s proposals to introduce a lambda parameter and reduce the cost of capital are welcome and needed because they help reduce the unnecessarily high costs of long-term liabilities and reduce volatility. 
Further improvements would also be technically justified and can be achieved through an appropriate combination of reducing the cost of capital rate, recalibration of the proposed lambda parameter and allowing for group diversification.




Interest Rate Risk
The industry supports a change to the calculation of the interest rate risk submodule to reflect the reality of low and negative interest rate environments.
The EC proposal use the agreed Solvency II extrapolation approach to determine the illiquid part of the shocked interest rate curve is necessary and welcome to make the SCR calculation consistent with how long-term interest rates (beyond the liquid part of the curve) will change under extreme downward interest-rate scenarios.
A change is needed to EIOPA’s proposed methodology/calibration to avoid excessive impacts on the liquid part of the curve in very low interest rate environments. 



Long-Term Equity Criteria

Insurance Europe welcomes the EC’s stated intention to revise the eligibility criteria for the LTE asset class.
The key aspects which need to be addressed are:
Removal of quasi ring-fencing requirements 
Extension of the application to OECD equities
Extension of application to all investment funds
Providing the appropriate options for insurers to demonstrate that they have the ability to avoid being forced to sell their long-term equity holdings – this should include the options put forward by EIOPA as well as a liquidity test approach. 
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