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	Association / Stakeholder:

	
Insurance Europe


	
	Summary of Comments on 
EIOPA Technical Specification (Part II) for Preparatory Phase

	

Deadline 28th March

	Insurance Europe welcomes the technical specifications (TS) provided to undertakings for performing their reporting during the preparatory phase, and the opportunity to comment on these.

We want to stress that the TS should be strictly aligned with the foreseen provisions for Solvency II and should not go beyond the Framework Directive or the current draft DAs. 

We have a number of very strong concerns on several areas relating to Long Term Guarantees which we have already disclosed in our letter to the EC on DAs (which focused on our 8 priority issues). However, where these arise from the current draft Delegated Acts we have not raised them again in our comments here since we understand it is not in the power of EIOPA to amend those. On the other hand, where these issues have been further compounded by the TS, we have made this clear in our comments below.  

In a number of cases, the supporting spreadsheets and Appendices have not been included in the informal consultation.  As such, we have been unable to comment on the calibration and values of the following:
•	Credit risk adjustment (CRA)
•	The Basic risk-free interest rate term structure 
•	The extrapolation of the risk-free interest rate term structure 
•	Volatility adjustment (including details of the values, reference portfolios used for each major currency)
[bookmark: _GoBack]•	Matching adjustment (including the backing spreadsheets for the fundamental spreads for corporate and government bonds).






	Ref in TS (II)
	Topic
	Comment
	Resolution

	1.2.1
	Basic risk-free interest rate term structure – reference instruments and LLP
	EIOPA states that they are using the "swap mid rate" for the determination of the basic risk-free interest rate term structure. However, in practice many companies will use the bid price when calculating exit values.  This risks creating an inconsistency between the liability valuation and the firm’s operational practices. In order to minimise the impact of this inconsistency, the "mid' should only be used if the bid-offer spread is small. Where this is not the case, the bid price should be used.
	

	1.2.2.1
	Credit Risk Adjustment
	There is limited information on how the CRA is to be calculated.
We acknowledge that the approach to be taken when determining the CRA is still under consideration as part of the discussions relating to the draft Delegated Acts.  However, where aspects of the calculation of the CRA have been finalised these should be included at this stage. This includes clarification that the CRA should only capture the default risk embedded in the determination of the floating rate leg of the swap deal (same principle as for VA or MA).
Furthermore, it is important that the wording of the technical specifications is updated once an approach to the calculation of the CRA has been finalised in the delegated acts.
	

	1.2.2.2
	Credit Risk Adjustment 
	We note that EIOPA has included a CRA for government bond-derived risk free interest rate curves. This appears to be inconsistent with assumption that gov bonds are risk free and so should not be included.
	

	1.3.1
	Volatility adjustment 
	Article needs to be updated to reflect the inclusion of the county-specific VA as well as the currency-specific adjustment.
	

	1.3.1
	Volatility adjustment 
	The VA is added to spot rates up to the LLP. Technically incorrect as will result in negative forward rates after the LLP. The VA should be added to forward rates
	

	Appendix VA1: Formula to calculate the spread underlying the volatility adjustment 
	Volatility adjustment 
	The formula for the calculation of the VA, as set out in Appendix VA1, is different than the one included in the DAs and has been expanded to specify a deduction for risk correction (RC).  The accompanying text specifies that the RC should cover: “...the portion of that spread that is attributable to a realistic assessment of expected losses, unexpected credit risk or any other risks…”  
As no further details have been provided on the scope of these other risks and how allowance for these will be calibrated, this risks making a deduction to spreads in excess of the fundamental spreads used for the calibration of the matching adjustment and hence risks further diluting the impact of the VA beyond what was envisaged in the Omnibus II Directive.
The purpose of the RC is to ensure that the default risks that the firm is exposed to are not incorporated within the VA. For that reason, the RC used in the VA should be made consistent with the risk correction used for the Matching Adjustment.  This should be done by using the fundamental spread already provided for the Matching Adjustment to risk-correct the spreads for corporate bonds.  As government bonds are considered risk free under Solvency II no RC should be incorporated in respect of these assets.
Furthermore, it is also important to get clarity on the construction of the reference portfolios, including the various asset classes.  As things stand, should assets such as equities and property be included in the reference portfolios, there will be no uplift for these asset classes, further diluting the impact of the VA.
	

	1.4.2
	Transitional measures – Transitional discount curve
	The construction of the transitional discount curve requires firms to use the Solvency I interest rate as at the last day that the Solvency I Directive is in force.  As this date is currently in the future, it is not clear what interest rate should be used for the purpose of applying this transitional measure.
	

	1.4.3
	Transitional measures - Technical provisions
	This needs to include a reference to the requirements set out in a more detailed wording in Section 2.
	

	1.4.3
	Transitional measures - Technical provisions 
	If a transitional measure is applied, then, according to Article 20 of the latest draft DAs, we understand that the term structure including the transitional adjustment is the relevant one for determining future returns of the assets. This could be further clarified.
	

	1.5
	Matching Adjustment
	The technical specifications provide that in the context of the preparatory phase, the Matching Adjustment is to be applied as a parallel shift to the entire basic risk-free term structure.
It should be clarified that this assumption will not only apply during the preparatory phase. For this reason, “in the context of the preparatory phase” should be deleted
	

	1.5
	Matching adjustment
	It is stated that "different Matching Adjustment amounts might apply to different portfolios of liabilities“. 
We assume this refers to the fact that the Matching Adjustment is entity-specific, in line with Article 77c(1) of the Framework Directive. However, the sentence is somehow confusing whereas the Directive can only be understood as considering all the products to which the matching adjustment is to be applied as a single portfolio of (re)insurance obligations for a given undertaking. This should be clarified in the TS.
	

	1.5.4
	Matching Adjustment  - Adjustments to Own Funds & SCR
	The paragraph presumes that is reduced transferability and scope for diversification between the assigned portfolio for the Matching Adjustment and the remainder of the undertaking.
The wording should be amended by insertion of “where relevant”
	

	1.5.5.3
	Matching adjustment - Calculation

	Paragraph 1.5.5.3 specifies that asset cashflows used for the purpose of the calculation set out in paragraph 1.5.5.1(a)(i) should be risk corrected in line with the fundamental spread including a 30% recovery rate.  However, as the calculation in 1.5.5.1(a)(i) is based on liability cashflows it is not immediately clear what this adjustment is used for.  
	

	1.5.5.3
	Matching adjustment - Calculation

	This should be further clarified and aligned with the last version of the draft DAs, where Article 42ter states that “The 'expected cash-flow' of an asset means the cash-flow of the asset adjusted to allow for the probability of default of the asset that corresponds to the element of the fundamental spread […] or, where no reliable credit spread can be derived from the default statistics, the portion of the long term average of the spread over the risk-free interest rate […].”
Then, to avoid a double-counting of the fundamental spread, this article adds that the “deduction of the fundamental spread, referred to in Article 77c(1)(b), from the result of the calculation set out in Article 77c(1)(a), shall include only the portion of the fundamental spread that has not already been allowed for by adjusting the cash-flows of the assigned portfolio of assets, as set out [above].”
	

	1.5.6.2 

	Matching adjustment – Interaction with the SCR calculation
 
	The application of the risk factor stresses to the fundamental spread to partially mitigate the impact of the Spread risk sub-module on portfolios applying the Matching Adjustment is inconsistent with the nature of the risk factor stresses.  These factors are determined as changes in spreads (and hence applied to the market value of assets in spread risk sub-module to determine the impact of the shocks on own funds).  As such, using the same factors to apply to the Fundamental Spreads in a multiplicative way is not appropriate.
	

	2.2
	Transitional measures – Transitional deduction
	This requires some further clarification since we assume that for the stress test, information on the Volatility Adjustment will also be provided.
	

	Appendix MA2: Fundamental spreads provided by EIOPA
	Matching Adjustment - Fundamental spreads
	The calibration of the FS includes cost of downgrade of assets.  However, in order to align this with the MA requirements set out in the Omnibus II Directive this should be restricted to just downgrade to sub-investment grade assets.
	

	Appendix MA2: Fundamental spreads provided by EIOPA
	Matching Adjustment - Fundamental spreads
	This Appendix mentions: “It should also be noted that for all currencies apart from GBP, the EUR fundamental spreads should be applied for corporate bonds.” The implications of this are not clear. We assume that when the spreadsheets are available the treatment for GBP and other types of assets will be clearer.
	

	Appendix DC1: Summary of data sources and input parameters for all currencies.
	Appendix
	The LLP is set to 10 years for both Norway and Sweden, which is positive. However, while the convergence for Sweden is set to 10 years as well, it is 40 years for Norway. This does not reflect the specifics of the market in Norway which is similar to the Swedish market. The convergence should therefore be set to 10 years for Norway as well.
	

	Appendix DC1: Summary of data sources and input parameters for all currencies.
	Appendix
	It is unclear whether same criteria have been applied to all currencies in determining the LLP. EIOPA should publish the evidence to support the choice of LLP and convergence period for each currency.
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