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Executive Summary

The Solvency Il Directive requires a review of the long -term guarantees (LTG)
measures and the measures on equity risk until 1 January 2021. As part of this

review, EIOPA will annually report on the impact of the application of the LTG
measures and the mea sures on equity risk to the European Parliament, the Council

and the Commission. This report on the LTG measures and the measures on equity

risk is the first annual report.

The LTG measures are the extrapolation of risk -free interest ra tes, the matching
adjustment, the volatility adjustment, the extension recovery period in case of non -
compliance with the Solvency Capital Requirement, the transitional measure on the

risk -free interest rates and the transitional measure on technical provi sions. The
equity risk measures are the application of a symmetric adjustment mechanism to the

equity risk charge and the duration -based equity risk sub  -module.

The use of the matching adjustment, the volatility adjustment, the two transitional
measures a nd the duration -based equity risk sub -module are not mandatory for
undertakings. In the European Economic Area (EEA), 901 insurance and reinsurance
undertakings in 24 countries were on 1 January 2016 using at least one of these
measures.

The aggregated amount of technical provisions for the undertakings using the
matching adjustment, the volatility adjustment, the transitional measure on the risk -
free interest rates, the transitional measure on technical provisions and the duration -
based equity risk sub -module amounts to 69% of the technical provisions in the EEA
insurance and reinsurance market. 852 undertakings representing 61% of the overall

amount of technical provisions at EEA level are using the volatility adjustment. The

transitional on technical p  rovisions is the second most used measure, applied by 154
undertakings representing 24% of the overall amount of technical provisions at EEA

level. The matching adjustment is used by 38 undertakings representing 16% of the

overall amount of technical provi sions in the EEA. The transitional on risk free rate is

used by 6 undertakings and the duration -based equity risk sub -module by 1
undertaking with a negligible market share in technical provisions in both cases.

In 2016, the first year of applic ation of Solvency I, the reporting of insurance and
reinsurance undertakings to national supervisory authorities has been limited. In
particular, the impact of the measures on the financial position will be reported to

national supervisory authorities f or the first time in 2017. EIOPA has collected
information on the impact of the measures matching adjustment, volatility
adjustment, transitional measure on the risk -free interest rates and transitional
measure on technical provisions t hrough EI OP lksuance2streks test. This
information relates to the financial position on 1 January 2016 of a sample of mostly

life insurance undertakings from all EEA countries. For those undertakings in this
sample using these measures , removing the measures would result on average in a
reduction of the Solvency Capital Requirement ratio by 73 percentage points; the ratio
with measures is 1 93 % while the ratio without the measures would be 1 21%. For the
majority of insurance and reinsurance undertakings the impact of t he measures on
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the Solvency Capital Requirement ratio is lower than 50 percentage points. Insurance
and reinsurance undertakings comply with the Solvency Capital Requirement if their

Solvency Capital Requirement ratio is at least 100%. For the stress test sample
removing these measures would de crease the amount of eligible own funds to cover

the Solvency Capital Requirement by 107 billion euro to 466 billion euro and increase
the Solvency Capital Requirement by 50 billion euro to 343 billion euro

The national supervisory authorities of the jurisdictions where the transitional
measure on the risk -free interest rates and the transitional measure on technical
provisions are applied generally expect that the dependency on these measures will
gradually decrease provided that the phasing -in plans for the transitional measures
are fulfiled. This needs to be closely monitored by the national supervisory
authorities. The persistence of low interest rates or future unexpected economic
developments could have an impact on this dependency and could require
undertakings to take additional measures to reduce it.

Removing t he symmetric adjustment mechanism to the equity risk charge and the
duration -based equity risk sub -module would have had no impact on the finan cial
position of undertakings on 1 January 2016. A transitional measure for the calculation

of the capital requirement for equity risk applies during the first six years of Solvency

II, phasing out gradually. Hence, an impact of the equity risk measures is expected
from 2017 onwards.

The feedback from national supervisory authorities indicates that there is no specific
case yet, where undue capital relief was observed for an undertaking due to the
application of the  LTG measures or measures on equity risk. It is not possible to
assess any positive or negative impact of the measures on policyholder protection at
this early stage.

It is also still too early to draw any conclusions about the impact of the measures on
the in vestments of insurance and reinsurance undertakings, either because there is no
observable impact yet or because it is not possible to separate the impact of the
measures from the impact of current market conditions and the introduction of
Solvency Il more generally. Furthermore, a great diversity of the compaosition of
investments of insurance and reinsurance undertakings across countries can be
observed.

No | egal defintéermngoéar dhoego exi sts under
accepted understan di ng of-t @&d mnguaranteeo differs in
mainly linked to the type of guarantees offered or linked to the duration of the
insurance contract. LTG are included in many different types of products, mainly life
insurance products. Products with LTG are available in most of the markets of the
EEA. LTG measures are broadly applied by undertakings selling insurance products
with LTG, but it is still too early to conclude on the impact of the LTG measures on the
availability of these products. So far, the availability of LTG products is mainly stable
or slightly decreasing acros s the EEA. The m ain drivers for the decrease in availability

are the low interest rates and the resulting cost of guarantees, which are reflected in

technical provisions and capital requirements under Solvency Il. For some countries

an increase of the ava ilability of LTG products was reported.
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With respect to the impact of the measures on financial stability, national supervisory
authorities have not reported any concrete observations for 2016. The impact of the
measures in a double hit scenario, affecting interest rates levels and asset prices, and

in a |low yield scenario was analysed in EI OPAOSs
of the double hit scenario, the LTG measures seem to provide a financial stability
cushion. In the absence of the alleviating effect of the LTG measures, insurers may be

induced to force sales and de  -risk reducing their SC R and MCR, possibly pushing
further down asset prices, adding to the market volatility and potentially affecting
financial stability.
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l. Introduction
I.1 Review of the LTG measures and measures on equity risk

The LTG measures were introduced in the Solvency Il Directive ! through the Omnibus
Il Directive 2 in order to ensure an appropriate treatment of insurance products that

include LTG. The measures on equity risk should ensure an appropriate measure of
equity risk in setting the capital requirement for insurance and reinsurance
undertakings in relation to the risk s arising from changes in the level of equity prices.

The Solvency Il Directive requires a review of the LTG measu res and the measures on

equity risk by 1 January 2021. The review consists of the following elements:

1 An annual report from EIOPA on the impact of the application of the LTG measures
and the measures on equity risk to the European Parliament, the Council and the
Commission.

1 An EIOPA opinion on the assessment of the application of the LTG measures and
the measures on equity risk to the Commission.

9 Based on the opinion submitted by EIOPA , a report submitted by the Commission
on the impact of the LTG measures and the measures on equity risk to the
European Parliament and to the Council. The report will be accompanied, if
necessary, by legislative proposals.

The 2016 EIOPA report on the LTG measure s and the measures on equity risk is the
first annual report. This report is structured in three main sections . The first section
captures the overall impact of the LTG and measures on equity risk on the financial

position of the undertakings, impact on po licyholder protection, impact on consumer
protection and availability of products, impact on investments and the impact on

financial stability.

The second section of the report sets out in more detail the impact of each of the
measures.

The third section ¢ onsists of three thematic foci as follows:

1 Approval processes for the use of the measures

9 Technical information on the risk -free interest rates calculated and published by
EIOPA.
9 Technical information on the symmetric adjustment to the equity risk sub -mod ule

calculated and published by EIOPA.

EIOPA will continue to  analyse thematic foci on different aspects of the LTG and the

equity measures in each annual report. The different thematic foci are being chosen in

accordance with relevant available data, supe rvisory practices and other
developments in the use or perceived impact of the measures. The foci will gradually

cover al | aspects which wild/l be required to ev
2020.

EIOPA plans to submit the opinion on the assessment o f the application of the LTG

measures and the measures on equity risk to the Commission in 2020 , based on the

annual reports submitted by then.

! Directive 2009/138/EC of 25 Novem ber 2009 of the European Parliament and of the Council on the taking -up and
pursuit of the business of Insurance and Reinsurance (Solvency II) , OJ L 335,17.12.2009
2 Directive 2014/51/EU of the European Parliament and of the C ouncil of 16 April 2014 amending Directives

2003/71/EC and 2009/138/EC and Regulations (EC) No 1060/2009, (EU) No 1094/2010 and (EU) No 1095/2010 in
respect of the powers of the European Supervisory Authority (European Insurance and Occupational Pensions
Authority) and the Europ ~ ean Supervisory Authority (European Securities and Markets Authority) , OJ L153, 22.05.2014
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.2 Legal background

Article 77(f)( 1) of the Solvency Il Directive requires EIOPA on an annual basis and
until 1 January 2021 to report to the European Parliament, the Council and the
Commission about the impact of the application of Articles 77a to 77e and 106, Article
138(4) and Articles 304, 308c and 308d, including the delegated or implementing acts
adopted pursuant thereto.

The table below summarises the LTG and the measures on equity risk subject to the
review and the relevant articles of the Solvency Il Directive.

Articles Name of t he measure Abbreviation
in this report
77a Extrapolation of the risk  -free interest rates -
77b, 77c Matching adjustment MA
77d Volatil ity adjustment VA
106 Symmetric adjustment mechanism to the ED?
equity risk charge
138(4) Extension of the recovery period ERP
304 Duration -based equity risk sub  -module DBER
308c Transitional on the risk  -free rate TRFR
308d Transitional on technical provisions TTP

The review also covers Article 77e of the Solvency Directive on technical information
on the risk -free interest rates produced by EIOPA.

Article 77(f)(1) also requires national supervisory authorities (NSAs) to provide the
following information to EIOPA on an annual basis:

1 the availability of LTG in insurance products in their national markets and the
behaviour of insurance and reinsurance undertakings as long -term investors;

1 the number of insurance and reinsurance undertakings applying the matching
adjustment, the volatility adjustment, the exten sion of the recovery period in

accordance with Article 138(4), the duration -based equity risk sub  -module and

the transitional measures set out in Articles 308c and 308d;

i the impact on the insurance and reinsurance undertakings' financial position of
the m atching adjustment, the volatility adjustment, the symmetric adjustment

mechanism to the equity capital charge, the duration -based equity risk sub

module and the transitional measures set out in Articles 308c and 308d, at
national level and in anonymised w ay for each undertaking;

1 the effect of the matching adjustment, the volatility adjustment, the symmetric

adjustment mechanism to the equity capital charge and the duration -based

equity risk sub -module on the investment behaviour of insurance and
reinsuranc e undertakings and whether they provide undue capital relief;

3 The symmetric adjustment to the equity risk charge is also called equity dampener.
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1 the effect of any extension of the recovery period in accordance with Article
138(4) on the efforts of insurance and reinsurance undertakings to re -establish
the level of eligible own funds cove ring the Solvency Capital Requirement or to
reduce the risk profile in order to ensure compliance with the Solvency Capital
Requirement;

1 where insurance and reinsurance undertakings apply the transitional measures
set out in Articles 308c and 308d, whethe r they comply with the phasing -in
plans referred to in Article 308e of the Solvency Il Directive and the prospects
for a reduced dependency on these transitional measures, including measures
that have been taken or are expected to be taken by the undertaki ngs and
supervisory authorities, taking into account the regulatory environment of the
Member State concerned.

.3 Data

The data used for th is report are taken from the reporting of insurance and

reinsurance undertakings to their NSAs ( Solvency Il opening balance sheet , usually

with reference date 1 January 2016 and information from the first quarterly reporting,

usually with a reference date of 30 March 2016)
stress test.

In particular, t he impact on the financial p osition of the undertakings of using the LTG
measures and the measures on equity risk  was based on the data obtained from the
stress test because this impact is in 2016, the first year of Solvency Il, not included in

the reporting of undertakings to their NSAs. The stress test captures 7 7 per cent of
the EEA life insurance market. This report as a result does not contain the impact of

the measures on all  insurance and reinsurance undertakings. E | OP AR01% report on
the LTG measures and measures on equity r isk will contain the impact of the
measures on the financial position of all undertakings.

EIOPA also carried out a questionnaire to ascertain the experience of NSAs with
regard to the impact of the LTG  measures and the measures on equity risk.

I.4 Intro  duction to Solvency I guantitative requirements

The main objective of Solvency Il is to protect insurance policyholders and
beneficiaries. An essential aspect of policyholder protection is the ability of insurance

and reinsurance undertakings to fulfil their insurance and reinsurance contracts, even

under adverse circumstances, for example in a fina ncial crisis or when a natural
catastrophe occurs. Solvency Il includes quantitative requirements on insurance and
reinsurance undertakings to ensure that their financial position allows them to pay the
expected insurance benefits and also to bear unexpect ed losses that they might incur
under adverse circumstances.

The quantitative requirements include in particular:
1 market -consistent valuation of assets and liabilities,
9 economic determination of own funds,
9 risk -based capital requirements.
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Assets and liabilities

Solvency Il introduced a valuation of assets and liabilities specifically for supervisory
purposes. Assets and liabilities are valued at the amount for which they could be
exchanged between knowledgeabl e willinagtoparties i

The assets of an insurance or reinsurance undertaking consist mainly of the
investments that insurers make with the insurance premiums they receive. Typically
these investments comprise bonds, equities and real estate, held directly or through
inv estment funds.

The liabilities of an insurance or reinsurance undertaking consist mainly of technical
provisions  set up for the insurance and reinsurance obligations of the undertaking.
Insurance and reinsurance obligations can be of long duration.

The LTG measures extrapolation, MA, VA, TRFR and TTP relate to the calculation of
technical provisions, the first four of them specifically to the risk -free interest rates.

Own funds and capital requirements

Insurance and reinsurance undertaki ngs have to hold own funds that cover their
capital requirements. The own funds are based on the difference between assets and
liabilities.

There are two capital requirements in Solvency ll, the Solvency Capital Requirement
(SCR) and the Minimum Capital Re quirement (MCR)

The SCR is a risk -based capital requirement. The SCR corresponds to the amount of

own funds needed to withstand the worst annual loss expected to occur over the next

200 years. If an insurance or reinsurance undertaking is not complying with the SCR,
it has to take measures to meet the SCR again within six months, for example by
increasing its capital or by reducing its risk.

The SCR can be calculated with a standard formula that is specified in the law or with

an internal model that was approved by the NSA. It is also possible to calculate a part
of the SCR with an internal model (partial internal model) and the remaining part with

the standard formula.

The SCR standard formula consists of modules for the different risks that an insurance

and reinsurance undertaking is exposed to (in particular market risks, underwriting

risks, counterparty default risks, operational risks). The risk that relates to the change

of equity prices is captured in the equity risk sub -module of the standard formu la. The
measures on equity risk relate to the calculation of the equity risk sub -module.

The MCR is usually lower than the SCR. It corresponds to the minimum level of
security that is required under Solvency Il. An insurance or reinsurance undertaking

not complying with the MCR would expose policyholders and beneficiaries to an
unacceptable level of risk. If an insurer does not cover the MCR with own funds, its
authorisation will be withdrawn unless the MCR is covered again within 3 months .

Other than the  SCR, the MCR is calculated in a simple manner. The MCR is usually
between 25% and 45% of the SCR.

The existence of t wo capital requirements est al
interventiono. 't all ows NSAs and undeendureekhatn gs t o
the capital requirements are met
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The SCR ratio is the ratio of eligible own funds and SCR. If the SCR ratio is 100% or
higher, then the SCR is complied with, otherwise not. The MCR ratio is the ratio of
eligible own funds and MCR. If the MCR ratio is 100% or higher, then the MCR is
complied with, otherwise not.

The following figure provides a stylised description of the quantitative requirements of
Solvency II.

Free own funds

Own

funds SCR

- MCR
Assets
(mainly T
investments) L|ab|||t|es

(mainly

technical

provisions)

1.5 Overview of the European insurance m  arket

In the European insurance market 3050 insurance and reinsurance undertakings are
under supervision  according to  Solvency Il . The table below shows the number of
undertakings split by type of undertakings °> and by the method of SCR calculation
(standard for mula, partial internal model or full internal model).

Nu mber of undertakings

Standard Partial internal Full i nternal Total
formula model model
Life 626 27 28 681
undertakings
Non -life 1860 35 44 1939
undertakings
Undertakings 395 21 14 430
pursuing b oth
life and non -
life activity
Total 2881 83 86 3050

4 The number of undertakings, the figures on technical provisions and w ritten premiums shown in this section have
been reported to EIOPA by the NSAs as part of the quantitative questionnaire set out in Annex 7 of this report
° The clas sific ation of life undertakings, non -life undertakings and undertakings pursuing both life a nd non -life activity

corresponds to the type of unde rtaking in the  Basic Information template (S.01.02) of the Solvency Il opening balance
sheet reported to NSAs . The classification refers to both insurance and reinsurance undertakings.
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The following diagrams provide an overview of the amount of technical provisions and

gross written premiums for all insurance

and reinsurance

undertakings  subject to

Solvency Il . The amounts are provided separately for life insurance and for non -life
insurance obligations . Additional information with respect to the European insurance
market can be consulted in Annex 1 of this report.
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[I.  Overview of the use and the impact of LTG measures
and measures on equity risk

[1.1 Use of the measures

Some of the LTG measures and measures on equity risk are applied by insurance and
reinsurance undertakings on a n optional basis, while the use of other measures is
mandatory.

The application of MA, VA, TRFR, TTP and DBER is optional for undertakings, subject
to conditions laid down in the Solvency Il Directive and Regulations :

All other measures are an integral part of the Solvency Il framework and hen ce of
mandatory application . In particular, the extrapolation of risk -free interest rates is
applicable to all undertakings for the calculation of their technical provisions. The

symmetric adjustment mechanism is applicable to all undertakings that use the
standard formula to calculate the equity risk sub -module of the SCR, including all
undertaking using  a partial internal model not covering th at sub-module.

Finally, the ERP in exceptional adverse situations is only applica ble to undertakings
breaching the SCR after a declaration of such a situation by EIOPA. So far , EIOPA has
not declared an exceptional adverse situation.

All information on the use of the measures set out in this section relate s to the
situation as known on 1 January 2016.

Use of MA, VA, TRFR, TTP and DBER

In the EEA, 901 insurance and reinsurance undertakings in 24 countries are using at

least one of the optional measures MA, VA, TRFR, TTP or DBER. The aggregated
amount of technical provisions for thos e undertakings is 69.4 % of the technical
provisions in the European market.

2149 undertakings, representing 30.6 % of the technical provisions in the European
market are not using any of the measures MA, VA, TRFR, TTP or DBER. In particular,
there are 8 cou ntries where th ose measures are not applied by any of the national
undertakings ( EE, HR, IS, LT, LV, MT, PL and S | 1 see section lll for further
explanation ).
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Use of MA, VA, TRFR, TTP and DBER
Number of undertakings

2500

2000

1500

1000

500

Undertakings not applying any of the Undertakings applying at least one
measures measure

mlife mnon-life wmboth life and non-life

CIelENINES el Undertakings applying at
elplpllyg) ey ez least one measure

measures

[ | bot_h life and 219 213

non -life

M non-life 1570 367

M life 360 321

Total 2149 901

Use of MA, VA, TRFR, TTP and DBER
Technical provisions
7,000

Billions EUR

6,000
5,000
4,000
3,000
2,000
1,000
0

Undertakings not applying any of the  Undertakings applying at least one measure
measures

m life W non-life
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Technical provisions in EUR billions

;Jndleirrt]akgngsor;c;the Undertakings applying at
pplyIng any least one measure
measures
M non -life 459 279
M life 2,205 5,759
Total 2,664 6,038

852 undertakings  located in 23 countries are using VA. The TTP is used
undertakings in 12 countries. The MA is used by 38 undertakings in Spain and
United Kingdom. The TRFR is used by 5 undertakings in 4 countries.
undertaking , in France, is using the DBER sub-module.

Number of undertakings using the measures

900
800
700
600
500
400
300
200
- -

0 —

Volatility Transitional on Matching Transitional on risk Duration Based
adjustment technical adjustment free interest rate Equity
provisions
H Life ® Non-life = Both life and non-life
VA TTP MA TRFR DBER

both life 195 34 16 1 0
and non -life
M non -life 359 14 0 0 0
M life 298 106 22 4 1
Total 852 154 38 5 1
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Use of ac ombination of

EEA market share in technical provisions of

undertakings using the measures

70.0%
60.0%
50.0%
40.0%
30.0%
20.0%
=~ 1 0 =
0.0% —
Volatility Transitional on  Matching Transitional on  Duration
adjustment technical adjustment risk free based equity
provisions interest rate
Hlife Enon-ife
VA TTP MA TRFR DBER
M non -life 3.1% 0.1% 0% 0% 0%
M life 57.7% 24% 15.8% 0.2% 0%
Total 60.8% 24.1% 15.8% 0.2% 0%

the measures

MA, VA, TRFR, TTP and DBER

According to the Solvency Il Directive it is admissible

to apply several

measures at the same time

for an insurance or reinsurance
. Certain combinations of

undertaking

measures , however, are explicitly excluded:

1 Undertakings that apply the TTP cannot apply the TRFR (see Articles 308c(4)(b)
and 308d(5)(a) of the Solvency Il Directive).

1 Undertakings that apply the TRFR cannot apply the MA to the same insurance and
reinsurance obligations (see Article 308c(3) of the Solvency Il Directive).

1 Undertakings that apply the MA to a portfolio of insurance or reinsurance
obligations cannot apply the VA to those obligations (see Artic les 77b(3) and
77d(5) of the Solvency Il Directive).

152 undertakings are applying simultaneously one of the transitional measures and
either MA or VA to the same liabilities.
The following table shows the cases where the simultaneous application of two

measures with respect to the same liabilities is allowed by the Directive and the
number and market share of undertakings at  EEA level applying such combinations:
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Combination of Number of Market share
measures undertakings (technical provisions)
Use of TTP and MA 29 14.4%

Use of TTP and VA 118 14.1%

Use of TRFR and VA 5 0.2%

Total 152 28.7%

[1.2 Impact of the measures on the financial position of undertakings

Background  on the impact of the measures MA, VA, TRFR and TTP

The LTG measures MA, VA, TRFR and TTP relate to the calculation of technical
provisions. But the impact of these measures on the financial position of insurance
and reinsurance undertakings is not restricted to a change in the amount of technical

provision s. The change in technical provisions itself can also have an impact on other
items of the balance sheet and o n the capital requirements and own funds.

Hereunder is an explanation of how these LTG measures impact the financial position
of insurance and reinsurance undertakings. The description is based on the typical
effects and may not be applicable to all undertakings.

Impact on technical provisions

Removing MA, VA and TRFR usually decrease of the relevant risk  -free interes t rates
used to calculate the technical provisions ® and consequently in most cases increase
the technical provisions by means of higher discounting effects ", Apart from the
discounting effect the measures may also impact some assumptions made in the

calcul ation of technical provisions, for example about the amount of future
discretionary benefits of insurance with profit participation.

The TTP directly impacts the amount of technical provisions. Removing it t ypically
increases the amount of technical provi sions.

Impact on assets and liabilities other than technical provisions

Where removing the measures increase the amount of technical provisions this

increase in liabilities may often be accompanied by a decrease of net deferred tax
liabilities.

6 Removing M A, VA and TRFR will in most instances reduce the relevant risk -free term structures. However, under
certain circumstances, the adjustments through these measures can turn negative. In that situation, removing the

adjustment would increase the relevant risk -free i nterest rates.

! It is possible under Solvency Il that the part of technical provisions to which the measures are applied is negative

(for example when the value of expected insurance premiums exceeds the value of expected insurance payments). In
that spe cific case, lower discount rates result in lower technical provisions.
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Impact on SCR and MCR

The measures can impact parts of the SCR and MCR calculation in different direction S.
Some parts may not at all be affected by the use of the measures, for others an

increase or a decrease of the capital requirements can occur. A n increase of the
capital requirement  after removing the measures may in particular  happen where the
technical provisions are used as guantity for the si ze of risk that the capital
requirements aim to capture. The capital requirements may also be increased through
a higher loss -absorbing capacity of technical provisions where the removal of the
measures decreased the amount of future discretionary benefits in technical
provisions. A similar effect is the increase of the capital requirements through a higher

loss -abso rbing capacity of deferred taxes where deferred taxes are decreased by the

removal of the measures.

Typically the measures will decrease SCR and MCR.

Impact on own funds

The increase in technical provisions leads to a decrease of own funds. A slight relat ive
increase of technical provisions may lead to a significant relative reduction of own
funds, in particular for life insurance undertakings. For a typical life insur ance
undertaking the ratio of own funds and technical provisions is 1/10 . Therefore an
increase of technical provisions by 1% would leadtoa reduction of own funds of 10%.
This comparison is only based on the direct impact of changes in technical provisions

on the amount of own funds. The impact may be mitigated by indirect effects, for

example a reduction in deferred tax liabilities

Also the changes to the SCR and MCR caused by the removal of the measures can
have an impact on the eligible own funds to cover these capital requirements because
there are limits to these own funds that depen d on the capital requirements.

Typically removing the measures will reduce the amount of own funds.

Summary of the impacts on the financial _position

The following table summarises the typical impact on different items of the financial

position. The arro ws are upward (resp. downward) if it is more likely than unlikely

that the items concerned will increase (resp. decrease) when the measures are
removed .

Typical impact of
ltems removing MA, VA,
TRFR and TTP

Technical provisions u
Net d eferred tax liabilities w
Eligible own funds w
SCR and MCR v
Loss-absorbing capacity of ~ future

discretionary benefits  and deferred tax w
liabilities
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Data availability and reliability for assessing the i mpact of the measures in
2016

In 2016, the first year of the application of Solvency I, the reporting of insurance and

reinsurance undertakings to NSAs is limited. In particular, the impact of the measures

on the financial position will be reported to NSAs for the first time in 2017. Therefore
also the information available to EIOPA about the impact of the measures on the

financial position of undertakings is limited.

EIOPA has collected information about the impact of the measures extrapolation, MA,
VA, TRFR, TTP and ED on 1 January 2016 through EI OPAG6s 2016 insur
Mainly life insurance undertakings participated in that stress test.

Only for the measures MA, VA, TRFR and TTP the information collected allows a
consistent analysis of their impact. For this reason, the r emainder of this section deals
with these four measures, but not any of the other measures.

On the extrapolation, the available data related to the impact of changes to the
assumptions underlying that measure under insurer -specific scenario calculationst  hat
were collected in the stress test. An overview of these scenarios and the related

impact is provided in section Ill.1.

Removing t he ED should have no impact on the capital requirements on 1 January
2016 because of a transitional measure on the equity risk submodule. 8

The ERP has by definition no impact on the financial position of undertakings.

At the beginning of 2016 only 1 insurance undertaking was using the DBER. That
undertaking did not participate in the str ess test. EIOPA has therefore currently no
information about the impact of the DBER.

The i mpact results presented in this section are
insurance stress tests. 236 undertakings with a market share of 7 7 per cent of the

EEA life insurance market participated in that test. Despite the high overall

coverage of the stress test, the impacts derived at national level may only be

based on a small number of undertakings that apply the measures. The

observations made in this section m ay therefore not be fully representative of

the impact of the measures in the different markets and at EEA level

In particular it should be noted that mainly life insurance undertakings participated
in the stress test. The presented results may therefore not be representative
for non -life and reinsurance undertakings.

The presented results relate to the reference date of 1 January 2016.

Impact of the measures MA, VA, TRFR and TTP

The absolute impact of the measures MA, VA, TRFR and TTP on the whole stress test

sample is set out in the following table. Removing the measures would increase the
amount of technical provisions by 1 44 billion euro. Eligible own funds to cover the SCR

wou Ild reduce by 107 billion euro. The SCR would increase by 50 billion euro.

8 See Article 308b(13) of the Solvency Il Directive.
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) . Amount
Amount Impact of  removing  the measures (billion euro) with out
with MA,

MA, VA,
VA, TRFR
TRFR, and
and TTP All TTP
(billion MA VA TRFR TTP o
measures (billion
euro)
euro)

Technical provisions 5,194 36 33 0.7 74 144 5,338

Eligible own funds

1o cover the SCR 573 -29 -23 -04 -55 -107 466

SCR 293 22 24 0.1 5 50 343

Eligible own funds

to cover the MCR 545 -28 -23 -04 -57 -109 437

MCR 102 4 7 0.0 1 13 114

The following graph display s the average impact of the measures MA, VA, TRFR and
TTP with regard to the SCR ratio for the whole stress test sample (including both
undertakings using and not using the measures). The impact is shown at EEA and at
country level. The graph shows the SCR ratio with (dark blue) and without (light blue)

these measures. No results at country level are shown for Croatia, Estonia, Latvia,
Lithuania, Malta, Poland , Romania, Slovenia and Sweden because the stress test
participant from these countries do not apply the measures MA, VA, TRFRand TTP.

No results at country level are shown for Bulgaria, Cyprus and Slovakia, due to
confidentiality reasons; for the three countries the national average impact of the
measures is below the EEA average impact.

At EEA level, removing the measuresresult s onaverageina decrease of the SCR ratio
by 60 percentage points. The impact goes up to 12 7 percentage points at country
level. For several countries the average solvency ratios without the use of the
measure s are below 100%. Throughout this report averag e ratios are weighted
averages, where the denominator of the ratios w as used as weights.
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Average impact of the measures MA, VA, TRFR and TTP on
the SCR ratio of the whole stress test sample
‘ | 136% Ratio w/o MA, VA,
EEA 196% TRFR and TTP
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BE 144%
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110%
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FR 196%
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IE 159%
224%
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137%
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153%
LU 158%
115%
NL 161%
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NO 212%
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PT 112%
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UK 142%
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The following graphs display the impact of removing the measures MA, VA, TRFR and
TTP on the SCR ratio of every undertaking using at least one of th ose measure s. Each

dot in the diagram represents one undertaking.

The horizontal axis relates to the SCR ratio without the measures MA, VA, TRFR and
TTP. The solvency ratios with all these measures that undertakings actually apply
(current SCR ratio) are shown onthe vertical axis.

The axes cross at 100%, the SCR ratio that undertakings are required to have under
Solvency Il. There are no undertakings below the horizontal axis because all stress

test participants  that apply at least one of the measures have a n SCR rat io of at least
100%. The dots left of the vertical axis show that there are undertakings that do not

meet their SCR without application of the measures. Three undertakings have a n SCR
ratio below 0% without the measures i they have negative own funds.

The black diagonal line corresponds to undertakings without an impact of the
measures. Undertakings located on this line have the same SCR ratios with and
without measures. The more an undertaking is located away from the diagonal line,

the bigger the impact  of the measures.

The dark gr ey line corresponds to an impact of 50 percentage points on the SCR ratio.
Impacts of points located below this line are lower than 50 basis points. The medium
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grey line corresponds to an impact of 100 percentage points and the light gr ey line
corresponds to an impact of 200 percentage points on the SCR ratio.

For the majority of the undertaking the impact of removing the measures onthe  SCR
ratio is lower than 50 percentage points.

Impact of MA, VA, TRFR and TTP on the SCR ratio of undertakings using
at least one of those measures
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The following graph shows the impact of removing the measures MA, VA, TRFR and
TTP on the MCR ratio of every undertaking using at least one of those measures. The
axes cross at 100%, the MCR ratio that undertakings are required to have under

Solvency Il.  All undertakings that participated in the stress test have an MCR above
100%. Similar to the SCR ratio, the application of the measures increases the MCR

ratio while there is a broad variety in the size of that increase across the participants.
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The following graph
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The following graph shows the impact of removing the measures on the SCR (
blue) and on the eligible own funds to cover the SCR (

the EEA level.
24%, while the SCR

On average , eligible own funds to cover the SCR

would in creases by 22%

light
dark blue). The red bars are for
would de crease by
if the measures were removed

Average impact of removing MA, VA, TRFR and TTP on eligible
own funds to cover the SCR (EoF SCR ) and SCR of undertakings
using at least one of those measures
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Similar graphs show the impact on the MCR ratio, the

to cover the MCR.
At the EEA level,

removing

the measures

would

percentage points with regard to the MCR ratio. The
points at country level.

At EEA level,

removing the measures
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result in a n average

loss of 180

average impactgoesupto3 25%

would decrease eligible own funds to cover the

MCR 26 %, while the MCR  would increase by 16%.
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Average impact of removing MA, VA, TRFR and TTP on
eligible own funds to cover the MCR (EoF MCR) and MCR of
undertakings using at least one of those measures
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The following graphs show the impact of removing the measures MA, VA, TRFR and
TTP on technical provisions , eligible own funds to cover the SCR and the SCR per
undertaking. The impact is measure d relative to the amount with the measures. Each

bar corresponds to one undertaking. The bars are ordered by size in each graph. The
graph s demonstrate that there is a wide disparity  of the impact.
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[1.3 Impact on policyholder protection

The review analyse s the effect of the LTG measures and measures on equity risk on
policyholder protection. For this purpose, EIOPA has asked NSAs to report
observations on the impact o f the measures on policyholder protection and in
particular on  cases of revocation of the approval to apply one of the measures ,
undertakings subject to reorganization or winding -up proceedings and cases of undue
capital relief by the LTG measures or measures on equity risk. The reports covered
the period until the end of the first quarter of 2016.

NSAs did not report any concrete observations of positive or negative impact s of the
measures on policyholder protection . Most NSAs referr ed to the limited experience
with the measures  to explain their lack of observations

None of the NSAs reported revocation s of the approval s to apply MA, VA , TRFR, TTP or
DBER. None of those undertakings subject to reorganization measures or winding -up
proceedings applies any  optional LTG measure or measures on equity risk.

An undue capital relief  would be an unduly low amount of technical provisions or
capital requirement negatively impact ing policyholder protection. In order to support
NSAs in identifying cases of undue capital relief and facilitate comparability among
NSAsO assessments, a |ist of reliefduedatheappleationofr
the MA, the VA, the ED or the DBER was proposed °® None of the NSAs has identified
any concrete case of undue capital relief for an undertaking applying the se measures.
Consequently, no NSA imposed yet a capital add -on base d on observed cases of
undue capital relief.

NSAs were asked about the existence of insurance guarantee schemes in the ir
jurisdiction  that cover insurance products with LTG and their scope and functioning.
The implement ation of such additional safeguards with respect to products with LTG
could be an indicator for concerns with respect to policyholder protection. None of the
NSAs has reported the establishment of dedicated gu arantee fund s specifically
oriented to ¢ over insurance with LTG as a reaction to the LTG and equity measures
being implemented. However, a number of NSAs have reported national  guarantee
schemes which are in place and cover policyholders with LTG. The nature, scope and
financing of those schemes are  quite diverse; in particular with respect to the scope,
some national guarantee funds cover only life and /or health insuranc e products but
some others are also  applicable to long -term non -life insurance cont racts *°.

The feedback from NSAs indicates that there is no specific case yet, where undue

capital relief was observed for an undertaking due to the application of the LTG
measures or measures on equity risk. It is not possible to assess a ny positive or
negative impact of the LTG and measures on equity risk on policyholder protection

at this early stage.

9 See Question 5 of the qualitative questionnaire included in Annex 7.

lOAn overview of the existing insurance guar anEIGRAS DiscussiomePaperiom
Recovery and Resolution (Nov 2016) 0, aniowerview dfithe groducts which are cover ed by the insurance
guarantee schemes.
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[I.4 Impact on under t ak invegtraedts

Investment allocation of insurers using the measures MA, VA, TRFR or TTP

According to Article 77f (1)(a) and (3) of the Solvency Il Directive, the review should
analyse the effect of the LTG measures and measures on equity risk on long t erm
investment strategies. T 0 assess the impact of the measures MA, VA, TRFR or TTP on
the investment s of insurance and reinsurance undertakings, EIOPA has analysed the
investment allocation of undertakings as reported to NSAs under Solvency Il . The
data on assets classes were derived from the opening balance sheet for Solvency Il

The data on credit quality and durations of bonds stem from the list of assets reported
to NSAs at the end of the first quarter of 2016.

The following graph describes the investment allocation of insurance and reinsurance
undertakings on 1  January 2016. The graph shows the average allocation to seven
asset class es' at EEA level and for each country. A great diversity of the allocations at

country level can be observe d. These countr y specificities should be taken into
account when analysing the investments of undertakings that apply the LTG measures

and equity risk measures, in particular where the use of a measure is not equally
common in all countries.

Average investment portfolio for all undertakings
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0% -
EUAT BEBGHRCY CZDK EE FI FRDEGRHU IS IE IT LV LI LT LUMTNLNO PL PTROSK SI ES SEUK

1 Other Assets m Participations

m Assets held for index-linked and unit-linked products m Property

m Equities m Corporate debt

B Government debt
The following graph shows the average in vestment allocation  on 1 January 2016  of

the undertakings that appl y the measures MA, VA, TRFR or TTP in comparison with
the average allocation of all EEA undertakings. The undertakings that apply the VA

have on average a higher proportion of government de bt and a lower proportion of
assets held for unit -linked and index -linked products than the whole market. In

" Forafulld escriptiono feach asset class, refer to Annex 3
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contrast, the users of the TTP show on average a lower proportion of government debt
and a higher proportion of assets held for unit -linked and index -linked products than
the whole market.

Undertakings applying the MA have a higher proportion of equities and assets held for
unit -linked and index -linked products than the whole market. Their inve stments in
government debt are significantly lower than that of the whole market.

The investments of undertakings that apply the TRFR show a higher proportion of
participations and lower proportion of debt and assets held for index -linked and unit -
linked p roducts. In particular with regard to this result it is important to note that the

number of undertakings applying the TRFR is very small and that the average
investment portfolio is not representative  for each undertaking using that measure.

Average investment portfolio of undertakings applying the measures

100% Other Assets
90% — L
m Participations
80% 1— I
70% = Assets held for index-
linked and unit-linked
60% roducts
m Property
50%
40% m Equities
30%
m Corporate debt
20%
10% m Government debt
0% T T T T
VA TTP TRFR MA All

undertakings

The follow ing graph illustrates the credit quality of the bond portfolio of the
undertakings applying  the measures MA, VA, TRFR or TTP  as at 30 March 2016 . Credit
quality is measured in credit quality steps (CQS). CQS 0 denotes the best credit

quality. Investment gr ade bonds have a CQS between 0 and 3. The undertakings
applying the MA  have on average alow er percentage of non -rated assetsanda higher
proportion of assets with CQS 1 and 3. In contrast, the undertakings applying the VA

have a credit quality distributi on that is on average very similar to the whole market
For th is measure the most remarkable difference is the higher proportion of CQS 3
assets.

It should be noted that the non -rated class comprehends all assets for which a credit
assessment of a credit rating agency is not available to the insurance or reinsurance
undertaking. However, the undertaking s might have derived an internal rating for
these assets .

Undertakings applying the MA have on average a higher bond duration ** than the
market. Furthermore, undertakings that apply TTP have an slightly higher average

12 Modified duration
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bond duration and undertakings that apply the VA a slightly lower average bond
duration than the whole market

The graph does not include information on the investments of undertaki ngs that apply
the TRFR because the database was incomplete with regard to that measure.

Credit quality and duration for undertakings applying the measures
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10% 2 & Average
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Supervisory observation s on the investment behaviour
To collect information about the impact of the LTG measures and measures on equity
risk on the investment behaviour of undertakings, EIOPA has addressed four

qualitative questions to all NSAs.

When a sked about any observable changes in the asset allocation of undertakings
during the preparatory phase of Solvency |l , more than half of the NSAs reported that
their market did not experience significant changes in the asset allocation. From the
remaining countries, half of them observed an increasing investment in corporate

bonds.

Where changes in the asset allocation had been be observed, the iden tification of
triggers or drivers for such changes was not straightforward since changes in asset
allocation visible in the balance sheet do not onl vy depend on the

investment decisions, but also on changes of market prices.

Moreover, accordi ng to the statistics  of the European Central Bank on the investments
of insurance corporations in the euro area ** there has been a steady increase of
investments in funds and bonds between 2008 and 2015 , with became steeper in
2011.

NSAs were also asked whether they had  observed any relationship between the LTG
measures and measures on equity risk and the investment behaviour of undertakings.

The general view among NSAs was that it is still too early to draw any conclusions

since experience with the measu res is limited and it is almost impossible to
differentiate the impact of the measures from the introduction of Solvency Il and the
current market conditions.

13 . . . ) .
Aggregated balance sheet of euro area insurance corporations . The balance sheetis  based on national accounting
standards .
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Withregardto undertakingsd curr en tterrhiaviestiorsi @lmost ad SSA$4 o n g
mentioned t hat they did not observe any significant changes in their markets,

whereas, two NSAs reported a slight decrease in long -term investments due to the

low yield environment and the need for asset -liability matching and one  NSA reported
anincrease inlong -ter minvestments due to a growing search for yield.

It is still too early to draw any conclusions about the impact of the LTG measures
and measures on equity risk on the investments of insurance and reinsurance
undertakings, either because there is no observable impact yet or because it is not

possible to separate the impact of the measures from the impact of current market
conditions and the introduction of Solven cy Il. Furthermore, a great diversity of
the composition of  investments of insurance and reinsurance undertakings across
countries can be observed.

At this stage, the average VA user shows a very similar asset mix to the entire

market, the most significant difference being a higher proportion of government
bonds and a slightly lower credit quality. In turn, the set of undertakings applying

the TTP reported a higher proportion of assets held for unit -linked and index -linked
products, a lower proportion of go vernment bonds and a higher credit quality than

the whole market

Finally, the MA and the TRFR are the measures more significantly connected to a
different structure of the asset portfolio, which may be mainly caused by the small
number of undertakings app lying the measures  or that they are applied in only few
countries .

[1.5 Impact on consumers and products

According to Article 77f(1  )(a) of the Solvency Il Directive, the review should analyse
the effect of the  LTG measures and measures  on equity risk  on the availability of LTG

in insurance products. As the legal framework for Solvency Il does not include a
definition of "long -term guarantee” , NSAs were asked to report any definition  or
common use of the term at national level.

Moreover, in order to get an overview about the main types of insurance products
with LTG sold in the EEA , NSAs were asked to describe the main characteristics of

such products in terms of guarantees, line of busines s, duration, number of
undertakings offering the products and LTG measures applied. Also enquiry was made

as to the current trend regarding the availability of LTG products at national level.

Definition of "long -term guarantee”
The Solvency Il regulatory framework does not include a legal definition of "long  -term
guarantee”. NSA reported that also at national level no legal definition of the term was
given . The common use of the term is mainly linked to the type of guarantee offered
or the duration of the contract.
NSAs quoted the following types of products as examples of insurance products
including LTG that are currently available in  their national markets:
9 Traditional life insurance (e.g. with profit contracts, saving products, whole life,
endowments policies, annuities, Auni ver sal
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9 Unit -linked policies with guaranteed investment yield or capital protection
I Variable annuities
1 Some types of health insurance (e.g. annuities stemming from protection
contracts that offer the policyholder the maintenance of their wages in case of
severe illness)
1 Non-life annuities (e.g. stemming from third party liabilit y insurance )
1 Specific non-I i f e i nsurance product s (e. g. constru
insurance)
The Solvency Il Delegated Regulation ** defines lines of business for insurance and
reinsurance obligations (Annex | of the Delegated Regulation). LTG occur both in life
and non -life insurance obligations . They mainly fall into all the lines of business for life

insurance obligations ', but there are also specific products offering LTG (e.g.
construction risk and Bhatrfal mtekEessobbusiness farr a nnore- life
insurance obligations like ffi r e and ot her damage to penergderty
liability anhmicardeé@neous financial | osso.

The most common types of guarantees included in the long -term products
mentioned by NSAs are:

1 Minimum guaranteed interest every year or on every paid premium, usually
fixed at the inception of the contract

1 Guarantee on the sum assured at maturity

1 Guarantee on the surrender value during the life of the policy

The duration  of such guarantees is mainly lifelong or a fixed durati on. Among NSAs
that provided specific information on this respect, fixed duration s not shorterthan6 -8
years w ere mentioned.

LTG products are widespread in most of the national markets , in some cases being
offered by that all the life insurance undertakings of the market. Only five NSAs (IS,
PL, IE, LI, MT) reported that LTG products are a minority of the products offered
(usually these market s are dominated by unit -linked products with no guarantees),

are offered only in non  -life motor insurance or are not offered atall .
The tables below show an indicative distribution of the number of undertakings in
the different countries  selling products wit h LTG. Different buckets were set up

according to the share of undertakings in relation to

T the number of life insurance and composite undertakings,

1 the number of all insurance and reinsurance undertakings (life, non  -life and
composite) in the market.
Please note that figures are based on NSAs own definition of LTG (which may vary
across the national markets), thus the following tables give s only an indicative
overview.
The total number of undertaking selling these products in the EEA is estimated to
exceed 700.
14 Commission Delegated Regulation (EU) 2015/35 of 10 October 2 014 supplementing Directive 2009/138/EC of the
European Parliament and of the Council on the taking -up and pursuit of the business of insurance and reinsurance
(Solvency 1)
15TmHmsdbmW%sMﬂkamme%MMmswe Afheal th iemfiumasme aneper oWwiitth participat
fii ndlekedandunit -l i nked i n,siwrtehrecced i fe i nsurancebo, 0 a n-fife insuraneesconsacte mmi ng f r
and relating to health insurance obl i gat ilieemnsutancecodntracts and tefatingte s st e mmi
insurance obligations other than health insurance obligationso.
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Life insurance and composite undertakings

% of undertakings
selling LTG products

Number of countries

0-25%

2(EE, IE)

25% -50%

2 (FI, LIy

50% -75%

6 (CY, CZ, LU, NL, NO, SI)

75-100% 12 (AT, BE, HR,DE, ES, FR, GR, HU, IT,
LV, LT, RO)
For all these countries together, between 50% and 75% of undertakings offer LTG
products.

All undertakings (life, non

-life and composite)

% of undertakings

Number of countries

selling LTG products
0-25%

25% -50%

50% -75%

75-100%

9 (CY, EE, FI, IE, LV, LU, NL,NO , UK)

10 (BE, CZ,DE, ES, FR,GR, IT, LI, RO, SE)
5 (AT, HR, HU, LT, SI)

1 (PT)

For all these countries

products.

together, between 25% and 50% of undertakings sell LTG

Trend regarding availability of products including LTG

Approximately one third of NSAs interviewed did not observe any significant change
regarding the availability of LT G products in their national market. In some cases the
reason is that the shift toward other types of product (mainly unit -linked policies) took
already place in the past.

Almost the same number of countries observed a slightly decreasing trend of
availabi lity in terms of number of undertakings offering such products. Only one
country (Norway) observed a rapid decrease of such products, not sold any longer in
its national market.

In general, both in case of stable and decreasing trend
was observed by a number of NSAs:

s, the following phenomenon

1 ashifttounit -linked or pure protection products :

1 a decreasing level of financial guarantee included in the contracts or a change
in the type of guarantee offered (i.e. no guarantee in case of surrender, review
of the minimum guaranteed rate annually every year) ,

1 adecreasing duration of the guarantees.

The main drivers identified for the decreasing trend regarding the availability of LTG

products are:

1 thelow interestrate e  nvironment (mentioned by 14 NSASs);
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1 the increased cost of guarantees caused by the low interest rate environment

and the reflection of the cost in the Solvency Il requirements  , in particular in
the calculation of the technical provisions and the SCR (menti oned by 7 NSAS).
In contrast, an increase of LTG products was observed in 3 countries for the following
main reason:
9 the search for yield by consumers (mentioned by 2 NSASs),
1 higher degree of freedom for companies offering market -based products
(mentioned by one NSA),
9 the overall economic recovery (mentioned by one NSA).

In the EEA countries no legal definition o f Adtcergn guaranteed exi st
common ly accepted understanding of Al o-hg@r m g u ar differs énetle EEA

countries and is mainly linked to the type of guarantees offered or to the duration

of the insurance contract.

LTG are included in many different types of products, mainly life insurance
products . Products with LTG are available i n most of the markets of the EEA . Only
5 NSAs (IS, PL, IE, LI, MT) reported that products with LTG are not present or

constitute a minority in their national market.

LTG measures are broadly applied by undertakings selling products with LTG, but
it is still too early to conclude on the impact of the LTG measures on these
products.

Availability of LTG products is mainly stable or slightly decreasing across the EEA .

Main drivers for the decreas e in availability are the low interest rates, the resulting
cost of guarantees , which are reflected in technical provisions and -capital
requirements under Solvency I
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I1.6 Impact on financial stability

According to Article 77f(  3)(j ) of the Solvency Il Directive, the review should analyse

the effect of the  LTG measures and measures on equity risk on financial stability. For
that purpose EIOPA  has asked the NSAs to report any concrete impact of the
measures on the financial stability. NSAs have not reported concrete observations  in
that respect in 2016

16

In its report on systemic risks in the European insurance sector of December 2015,
the European Systemic Risk Board (ESRB) identified the LTG measures , in particular
the volatility  adjustment, the matching adjustment and the ERP, and the symmetric
adjustment to the equity risk charge as available measures to address the common
vulnerability of life insurance to a double hit (i.e. prolonged low risk -free rates and
suddenly falling asset prices) and pro -cyclicality in asset allocation.

The impact of the measures in a double hit scenario and in a low yield scenario was
analysed in EI OPAG6s 2016 Intmesase odthecdeubls Hitscemsr®, t est .
the LTG measures seem to provide a financial stability cushion. In the absence of the

alleviating effect of the LTG measures, insurers may be induced to force sales and de -
risk in order to  lower their SCR and MCR, possibly pushing further down asset prices,
adding to the market volatility and potentially affecting financial stability. Also in a low

yield scenario the LTG measures provide a financial stability cushion, potentially acting

in a counter cyclical manner, but supervisory vigilance is requi red in order to avoid
misestimating of risks due to the longer -term type of concerns implied by the
scenario .

16 https://lwww.esrb.europa.eu/pub/pdf/other/2015 -12-16-esrb_report_systemic_risks_EU_insurance_

sector.en.pdf
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lll.  Specific analysis for each of the measures

[1l.1 Extrapolation of the risk -free interest rate s

Recital 30 of the Omnibus Il Directive 17 states thatt he relevant risk -free interest rate

term structure should avoid artificial volatility of technical provisions and eligible own

funds and provide an incentive for good risk management. Furthermore, the choice of
the starting point of the extrapolation of risk -free interest rates should allow
undertakings to match with bonds the cash flows which are discounted with non -
extrapolated interest rates in the calculation of the best estimate.

Article 77a of the Solvency Il Directive requires  that the determination of the relevant
risk -free interest rate term structure shall make use of, and be consistent with,
information derived from relevant financial instruments. According to Article 44 of the
Delegated R egulation on Solvency Il the relevant financial instruments are interest
rate swaps and government bonds.

According to Article 77a of the Solvency Il Directive the determination of the risk -free
interest rate term structure shall take into account relevant financial instruments of

those maturities where the markets for those financial instruments as well as fo r
bonds are deep, liquid and transparent. The highest of those maturities is called last

liquid point (LLP).

For maturities where the markets for the relevant financial instruments or for bonds

are no longer deep, liquid and transparent, the relevant risk -free interest rate term
structure shall be extrapolated. The extrapolated part of the relevant risk -free interest
rate term structure shall be based on forward rates converging smoothly from one or

a set of forward rates in relation to the longest maturit ies for which the relevant
financial instrument and the bonds can be observed in a deep, liquid and transparent

market to an ultimate forward rate (UFR) .

Use of the extrapolation

The extrapolation of risk  -free interest rates is not an optional measure. It is applicable
to all insurance and reinsurance undertakings for the calculation of their technical
provisions.

Impact on the financial position of undertakings

As part of their asset -liability management insurance and reinsurance undertakings

need to re gularly assess the sensitivity of their technical provisions and eligible own

funds to the assumptions underlying the extrapolation of the relevant risk -free
interest rate term structure (Article 44(2a)(a) of the Solvency Il Directive).

For th is report EIOPA requested the participants of the 2016 insurance stress test to
provide the results of their  sensitivity assessment s, in particular  with regard to  the
LLP, the speed of convergence to the UFR and the UFR itself.

With respect to each scenario, the following information was requested: currency,
reference date of the calculation, LLP, UFR, speed of convergence to the UFR,
extrapolation technique, impact on eligible own funds and the impact on technical

provisions.

! Directive 2014/51/EU of the European Parliament and of the C ouncil of 16 April 2014 amending Directives
2003/71/EC and 2009/138/EC and Regulations (EC) No 1060/2009, (EU) No 1094/2010 and (EU) No 1095/2010 in
respect of the powers of the European Supervisory Authority (European Insurance and Occupational Pensions

Authority) and the European Supervisory Authority (European Securities and Markets Authority) ,0J L 153, 22.5.2014
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Since undertakings were asked to submit the results of their individual sensitivity
analysis on extrapolation, reported scenarios differ , in particular on the assumptions
regarding the LLP, level of the UFR and convergence period .

Most of the reported scenarios refer to the euro; however , some undertakings have
reported scenarios regarding other currencies (CHF, CZK, DKK, GBP, HRK, HUF, NOK
and RON).

The reference date  most widely applied for undertakings in the reported scenarios is
31 December 2015 or 1 January 2016; other reference dat es used for the calculations
include 31 December 2014 and 31 March, 29 April and 31 May 2016.

With respect to the UFR, the following levels have been tested by undertakings in the
reported scenarios:  -2%, 1%, 1.5%, 2%, 2.2%, 3%, 3.2%, 3.5%, 3.6%, 3.7%, 4%,
4.2%, 5.2%, 5% and 6%.

With respect to the LLP, the following assumptions have been tested: 5, 7, 10, 15, 20,
25, 30, 40, 50, 60 and 100 years. LLPs higher than 20 years were mainly analysed
with regard to liabilities denoted in euro.

With respectto  the convergence period , being the time spa n between the LLP and the
maturity where the forward rate is approximately equal to the UFR, the following
assumptions have been tested: 10, 20, 30, 40, 50, 53, 60, 65, 70, 80, 85 and 115

years .

The following table be low summarises the result from the sensitivity assessments with

regard to the risk -free interest rates for the euro. Because of the small number of
undertakings  within the stress test sample that reported the scenarios shown below,
the impact calculations only cover a very limited amount of tec hnical provisions
compared to the total amount of technical provisions for the European market ;in

particular, none of the scenarios covers technical provisions with a market share  of
more than 0 .01% . The results may therefore not be representative for the whole

market.
) Impact on Impact on Impact on Impact on
Number b Coe“r‘]’fé technical technical eligible eligible
of UFR == d provisions provisions own funds own funds
under - (years) perio (increase '
takings (years) ’ (increase, (decrease , (decrease,
range) median) range) median)
2% - 0.21% to 2.31% to
0, 0,
15 2.2% 20 40 7.56% 1.32% 29.36% 6.04%
0.01% to 0.06% to
0, 0, 0,
10 3% 20 40 1.4% 0.57% 11.32% 4.60%
0% to 0% to
0, 0, 0,
22 3.2% 20 40 4.4% 0.47% 22 7504 2.40%
0% to 0.02% to
0, 0, 0,
10 3.5% 20 40 0.75% 0.33% 591% 2.70%
0.01% to 0.09% to
0, 0, 0,
14 3.7% 20 40 1.09% 0.14% 8.20% 0.79%
0.02% to 0% to
0, 0, 0,
10 4.0% 20 40 0.26% 0.09% 2.80% 0.64%
0.28% to 0.63% to
0, 0, 0,
9 4.2% 30 30 8.60% 0.68% 16.46% 4.93%
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[11.2 Matching adjustment

According to recital 31 of the Omnibus Directive, where insurance and reinsurance
undertakings hold bonds or other assets with similar cash -flow characteristics to
maturity, they are not exposed to the risk of changing spreads on those assets. In

order to avoid changes of asset s preads from impacting on the amount of own funds

of those undertakings, they should be allowed to adjust the relevant risk -free interest
rate term structure in line with the spread movements of their assets.

Insurance and reinsurance undertakings may there fore apply a matching adjustment
(MA) to the relevant risk  -free interest rate term structure when they value their life
insurance or reinsurance obligations, including annuities stemming from non -life
insurance.

The MA can only be applied where specific r equirements on the insurance and

reinsurance obligations, the assets covering the obligations and the management of

these obligations and assets are met (Article 77c of the Solvency Il Directive). In
particular, the expected asset cash flows must replicate each of the expected cash
flows of the insurance or reinsurance obligations (cash -flow matching, Article
77c(1)(c) of that Directive).

The use of the matching adjustment under the Solvency Il regime is subject to prior
supervisory approval.

The matching adjustment is derived from the spreads between the interest rate that

could be earned from the wundert akifregibterestaates.et s

The matching adjustment is reduced by a fundamental spread that allows for expected
lossfromdefaul t and downgrade of the undertakingds

Undertakings calculate the MA themselves, based on their own portfolios of assets.
The fundamental spreads are specified in implementing acts.

Use of the  m atching adjustment

38 insurance undertakings from Spa in (15 undertakings) and the UK (23
undertakings) apply the MA.

Number of undertakings using the MA

25
20
15

10

; ]

ES UK

m Life  m Non-life Both life and non-life
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Number of undertakings using

the MA

Country ancti)?lt:n“f-elife M non -life M life Total
ES 12 0 3 15
UK 4 0 19 23
EEA 16 0 22 38

The technical provisions of undertakings applying the MA represent 15.8% of the total
amount of technical provisions in the EEA. The technical provisions of undertakings
applying the MA in Spain represent 1.2% and in the United Kingdom 14.6% of the

overall technical provisions inthe EEA . No non -life undertaking is applying the MA.

EEA market share in technical provisions of
undertakings using the MA

16%
14%
12%
10%
8%
6%
4%
2%
0% I

ES UK

m Life m Non-life

The following graph displays

national level for undertakings
54.9% of t he national market
53.9% of the  national market

the market share in terms of technical provisions at

using the MA. In the UK, undertakings representing
are using the MA. In Spain, undertakings representing
are using the MA.
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National market share in technical provisions of
undertakings using MA

0% 10% 20% 30% 40% 50% 60%

H Life H Non-life

According to the Solvency Il Directive it is possible to apply simultaneously TTP and

MA to the same liabilities. 8 of 15 undertakin gs in Spain are using simultaneously TTP
and MA to the same liabilities. In UK, 21 of 23 undertakings are using both TTP and
MA to the same liabilities.

Undertakings applying simultaneously TTP and MA to the same
liabilities
Number of undertakings %TP EEA %TP national market

ES 8 0.4% 18.9%

UK 21 14.0% 52.6%

EEA 29 14.4% -
NSAs reported different reasons why the MA is not applied in their national market
yet. Six NSAs reported that there is no sufficient exposure to LTG in their national

market for the MA to have an impact

Another reason mentioned is that fulfilling the conditions for MA for small companies
is quite a challenge. 15 NSAs reported that  currently no products match the legal
requirements for MA set out in Article 77b of the Solvency Il Directive.

2 NSAs explicitly mentioned that in the future it may be possible that undertakings
will consider using the MA, in particular for new policies issued after the entry of
Solvency Il.

One NSA reported that the ir insurers invest a large part of their assets in government
bonds with low or negative spreads relative to the basic risk free interest rate term

the MA is not beneficial. Applying the MA with mortgage loans would be beneficial
form a spread perspective, but m ortgage loans do not meet the requirements of the
MA as the cash flows are not completely fixed due to the prepayment option.

For another county i t was reported that the asset allocation made previous to
Solvency Il included assets which are not eligible for the MA portfolio. Application of
MA would therefore require changes to the asset allocation.
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Impact on the financial position of undertakings

The i mpact results presented in this section

insurance stress tests. On the representativeness of the data see section 11.2.

As the MAis used in  two countries , Spain and United Kingdom , the impact atthe E EA
level is being driven by the impactinthese two countries .

The following graphs show the overall quantitat ive impact of the use of the MA
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Average impact of the MA on the SCR ratio of undertakings
using that measure

" Ratio w/o MA

M Ratio with MA

EEA

ES

200%

UK

0% 50% 100% 150% 200% 250%
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Average impact of removing the MA on the SCR ratio of
undertakings using that measure in %pts

80

100

441145




Average impact of removing the MA on eligible own funds to
cover the SCR (EoF SCR) and SCR of undertakings using that
measure

34%

W SCR MEoFSCR

36%

-50% -40% -30% -20% -10% 0% 10% 20% 30% 40%
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The following graph shows the overall impact of the use of the MA on the SCR ratio for
the whole stress test sample of the countries where the MA is used. That sample

includes both undertakings from those countries using and not using the MA. For this
sample, the MA results on average in an increase of the SCR ratio by 23 percentage
points.

Average impact of MA at the national level on SCR ratio of the
whole stress test sample

Ratio w/o MA
M Ratio with MA

173%

EEA

196%

142%

ES

192%

7%

UK

142%

0% 50% 100% 150% 200% 250%

The average increase in technical provisions without the MA for those undertakings
applying the measure  would be around 3 % at EEA level.
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Average impact of removing the MA on the technical
provisions of undertakings using that measure

EEA

ES

UK

0% 1% 2% 3% 4% 5% 6%
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The following graph shows the impact of the MA on the MCR ratio at country and at
EEA level for undertakings using that measure. Without the MA the MCR ratio would
decrease on average by 22 7 percentage points.

Average impact of the MA on the MCR ratio of undertakings
using that measure

- = Ratio w/o MA

M Ratio with MA
EEA

505%

ES

UK

511%

0% 100% 200% 300% 400% 500% 600%
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Average impact of removing MA on eligible own funds to
cover the MCR (EoF MCR) and MCR of undertakings using
MCR the MA

W EoF MCR

24%

-32%

8%

ES

-41%

26%

-31%

-50% -40% -30% -20% -10% 0% 10% 20% 30%

The following graphs show the impact of removing the MA on technical provisions,
eligible own funds to cover the SCR and the SCR per undertaking. The impact is
measured relative to the amount with the measures. Each bar corresponds to one
undertaking. The  bars are ordered by size in each graph. The graphs demonstrate
that there is a wide disparity of the impact.

12%

8%

4%

0%

Impact of removing the MA on the technical provisions per
undertaking

49/145



0%
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-80%

-120%

Impact of removing the MA on the eligible own funds to cover the
SCR per undertaking

120% -

80%

40%

0%

-40%

Impact of removing the MA on the SCR per undertaking
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Impacton under t ak investeedts

The following graphs compare the average asset portfolio of undertakings applying the

MA. The first graph is based on the opening b alance sheet for Solvency Il on 1
January 2016'®. The second graph is based on information from to the list of assets
that undertakings reported to NSAs for the first quarter 2016. Both graphs show that
the undertakings from Spain and from the United Kingdom that use the MA have on
average a different average asset portfolio.

120%
m Other Assets
100%
m Participations
80% M Assets held for index-linked
and unit-linked products
60% m Property
0% m Equities
B Corporate debt
20%
B Government debt
0% | | 1
EU ES UK
120%
E Non
100% Rated
BCQS>3
80%
BCQS3
60%
mCQs2
40%
ECQS1
20%
ECQS0
0% | | 1
EU ES UK

18 For a descriptio n of the asset class es used in the graphs please referto Annex 3.
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Impact on consumers and products

With respect to the  insurance products offered by  insurance undertakings applying the
MA in Spain, the following characteristics have been reported by the NSA:
9 the purpose of the  products is saving for retirement

1 the insurance obligations for the products fall in the Solvency Il line of business
fother | ife insuranceo
9 the product s guarantee life annuities or a lump sum payment,
1 the products offera guaranteed interest rate.
In the U nited Kingdom , MA-el i gi bl e I iabilities primarily con:
and O-puicchake 8 annuiti es. At a basic |l evel an annui t

income to the policyholder in return for an upfront premium, although as with any

contract there are variants on this core theme (for example, in some cases the income

stream increases in | i ne with an inflation index). An Oin
i ndividual policyhol der s, vpurthygsald arnuirteimeqntar
that are gene rally sold to pension funds, wh ich purchase an annuity -style asset to

cover some or all o f the liabilities of the pension fund. These products fall under the

Solvency |1 I|ine of business Aother | ife insuranc

[11.3 Volatility adjustment

Recital 32 of the Omnibus Il Directive states that in order to prevent pro -cyclical
investment behaviour, insurance and reinsurance undertakings should be allowed to

adjust the relevant risk  -free interest rate term structure to mitigate the effect of
exaggerations of bond spreads.

For that purpose insurance and reinsurance undertakings can apply a volatility
adjustment (VA) to the risk -free interest rate term structure. The VA is based on 65%

of the risk -corrected spread between the interest rate that could be earned from a
reference portfolio of assets and the risk -free interest rates  without any ad justment .
The reference portfolio is representative for the assets which insurance and
reinsurance undertakings are invested in to cover their insurance and reinsurance
obligations.

Member States may require prior approval by supervisory authorities for in surance
and reinsurance undertakings to apply a VA.

The VA is derived per currency. It is the same for all insurance and reinsurance
obligations of a currency unless a country specific increase applies.

Undertakings that apply a VA to a portfolio of insura nce or reinsurance obligations
shall not apply a MA to those obligations.

Article 77d(6) of the Solvency Directive states that by way of derogation from Article
101, the SCR shall not cover the risk of loss of basic own funds resulting from changes
of the VA.

Use of the volatility adjustment

The VA is used by 852 undertakings in 23 countries (AT, BE, BG, CY, CZ, DK, FI, FR,
DE, GR, HU, IE, IT, LI, LU, NL, NO, PT, RO, SK, ES, SE and UK).
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Number of undertakings using the VA
Country both Iif_e M non-life M life Total
and non -life
AT 10 5 4 19
BE 14 16 10 40
BG 6 6 0 12
CcYy 0 0 2 2
Cz 7 2 1 10
DE 0 25 58 83
DK 0 3 12 15
ES 34 30 22 86
Fl 2 3 5 10
FR 69 97 51 217
GR 16 8 2 26
HU 6 1 1 8
IE 0 2 4 6
IT 12 42 38 92
LI 0 2 3 5
LU 4 75 32 111
NL 1 25 27 53
NO 4 3 0 7
PT 0 8 8 16
RO 1 0 0 1
SE 0 0 1 1
SK 3 0 1 4
UK 4 8 16 28
EEA 195 359 298 852
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