Zápis z 2. schůzky pracovní skupiny ČSpA pro aktuárská témata
ze dne 5. 12.2011
dohodnutá probíraná témata
· Křivky (materiály EIOPA a JPM)
· Gender
Okruh diskutovaných témat - křivky
1) tvorba křivky pro hodnocení závazků
2) „přirážky“ k RFR

a. Matching premium
b. Counter-cyclical premium
3) Není lepší změnit ohodnocení aktiv než pasív?

Ad 1) a 2) 

Diskuse se zaměřila na material JPM, kde jsou popsány různé přístupy k tvorbě RFR + připrážek u dvou států Německa a Itálie a jejich následný dopad na změnu kapitálu .

Byl diskutován I návrh (hypotéza) JPM, že by přirážky mohly odrážet rozdíl mezi GWB a SWAP daného státu.

Dále byly diskutovány i připomínky Honzy Kořistky, z materiálů připomínek SAA.

posílám ti pár bodů k diskuzi o výnosových křivkách na zítřejší Pracovní skupině.

•   V dokumentu od J.P.Morgan mi přišlo jako nejzajímavější, že očekávají, že Counter-cyclicality premium (CCP) bude rovno spreadu mezi státními obligacemi a swapovou křivkou (strana 7). Tohle zatím nikdo z EIOPy oficiálně neřekl.

•   Jak je to popsáno v Level 2 textu, tak to efektivně otevírá cestu pro přičtení výše zmíněného spreadu ke swapové křivce, pokud "material part of the spread between the rates of credit risk-free liquid assets and the rates of assets in the representative portfolios of assets can be demonstrably attributed to the illiquidity of those assets or a credit spread that exceeds the credit risk of the issuer." Tj. pokud prohlásíme státní obligace za naprosto bezpečné instrumenty, tak celý jejich spread na swap rates jde na vrub illiquidity a credit spread that exceeds the credit risk of the issuer.

•   Komentáře Group Consulative k CCP a Matching premium (MP) jsou velmi strikně proti CCP ("we disagree with the concept", "this question illustrates why the counter-cyclical premium is not a good idea") a naopak jsou docela smířlivé k MP. Draftoval to myslím Seamus Creedon.

•   Andrew Smith mě nedávno přesvědčil, že v úzce definovaných případech (zejména dobře predikovatelné budoucí cash flowy, nemožnost lapsu ani neplacení pojistného, matchovaná aktiva) je oprávněné uvažovat matching premium.

•   Velmi zajímavé jsou taky komentáře Swiss Association of Actuaries (taky přikládám).
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Ad 3) diskuse byla ohledně toho, zdali by celou situaci v době krize nezměnil přístup k oceňování aktiv, tj. jakýsi direktivní přístup EIOPA k tomu, že příslušná aktiva mají mít konkrétní hodnotu. Tento přístup naráží ale na to, že by podobně musely být aktiva asi ocoňovány i v jiných institucích než pojišťovnách.

Gender
Pouze se na závěr mluvilo ohledně sběru informací k dané problematice a navíc se čeká na cca 15.12.2011, kdy by mělo být zveřejněno více detailů k příslušné implementaci rozhodnutí.
Příští setkání
4.1.2012 v 15:00 

Témata:

· křivka 12/2011
· 3. pilíř body, které zašle pracovní skupina k reportingu

· unisex - diskuse pokud budou materiály
· diskuse nad tématem zaslaným Kamilem Žákem

Zapsal J. Lukášek
V Praze 7. 12.11
_1385363751.pdf
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Comments on European Commission proposals

Comments on ‘3rd written procedure on level 2
iImplementing measures’ dated 19 October

The Groupe Consultatif is pleased to comment on these proposals of the Commission
Services, which cover:

e the look through principle in the Solvency Capital Requirement

o the calibration of the spread risk on securitisation (repackaged loans)
o the extrapolation of the risk free interest rate term structure

e the counter-cyclical premium

e the matching premium

General comments

As will be clear from later comments, the Groupe Consultatif has deep reservations about
various aspects of the Commission Services proposals that appear to have the potential
both to weaken security for consumers and to diminish the potential for insurers to
finance long-term investment. These potential adverse consequences would be likely to
be magnified if similar constraints were imposed on pension fund balance sheets.

There is however a more general point that may even be the most important. Capital
markets have in the last five years proved highly unpredictable as corporate and
government bond vyields and rates on swaps of various durations have varied
considerably, and as the price/value of liquidity has moved between historically low and
historically high levels. In our view, it is foolhardy to create detailed legislation which is
highly likely to be invalidated quickly by events — it would be infinitely better to allow
EIOPA to respond flexibly to markets making use of its growing technical and
stakeholder consultation capability. We urge the Commission Services and Member
States to think again having regard to the arguments set out below.

The look through principle in the Solvency Capital Requirement

Although we are in favour of look-through as a matter of principle, it has the potential to
introduce considerable complexity if every pooled fund is to be decomposed into its
underlying assets at any given time with separate stresses being applied to each element.
We would encourage simplified approaches whereby firms may apply a single stress
having prudent regard to the mandated asset mix of any particular fund.

So far as specialised assets such as catastrophe bonds are concerned, we agree that unique
risks should be taken into account but there should also be taken into account that such
bonds may have less or no market risk. Spread risk on bonds reflects principally changes
in market assessment of and confidence in prospects for a particular issuer, which will be
much less relevant for most specialised assets.
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Comments on European Commission proposals

Question 1 to Member States:

Do Member States agree that, following the look through principle, all the risks captured
in the Solvency Capital Requirement, and not only the market risk, shall be captured on
indirect exposures?

Groupe Consultatif agrees that all the risks relevant to the SCR should indeed be taken
into account and that this may include a reduction in the assumed market risk exposure.

The calibration of the spread risk on securitisation (repackaged
loans)

It is foolhardy to imagine that it is possible to make a scientific and objective assessment
of the 1-in-200 risk associated with securitisations going forward. We acknowledge that
there are grounds for challenging the AFME arguments but it still seems likely that the
risk associated with these products should bear a closer relationship with the framework
as applying to corporate bonds as opposed to that applying to ‘other equities’. It seems to
us likely that the table of calibrations set out within the Commission note and reproduced
below is likely to be relatively neutral in terms of asset allocation choices by firms.

Credit 0 1 2 3 4 5 6

Quality Step

Securitisation | 4% | 16% | 19% | 20% | 82% 100% 100%
(including (rounded) | (unchanged) | (unchanged)
'US Agency')

Question 2 to Member States:

Are Member States of the view that the calibration of spread risk on securitisations should
include the 'US Agency' index or not?

As an example, for a "typical™ AAA 3 year duration product, the shock would be 12% if
'US Agency' index is retained and 21% if 'US Agency' index is excluded.

Although we do not argue for including the US Agency effects as such, we believe the
resulting calibration strikes about the right balance relative to other asset classes.

The extrapolation of the risk free interest rate term structure

In a market-consistent framework, extrapolation of the interest rate term structure can be
thought of as estimation of the terms on which a hypothetical security might be issued. In
our view a hypothetical issuer contemplating new borrowing at a duration beyond that for
which markets are liquid would have regard to a variety of factors including:

e  The shape of the yield curve in any markets which may be liquid at longer durations;
o Comparable transactions such as private placements at long durations;

e An assessment of investor demand (for example the demand on the part of pension
funds and insurers to hedge long-term guarantees).
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The effect of combining a starting point for extrapolation at duration 20 years with an
extrapolation period of only 40 years is broadly the same as saying that a European issuer
of 50-year debt would pay three times as much regard to a conceptual
macroeconomically-derived ultimate forward rate as to current market yields. We are
sceptical.

This prescriptive approach to extrapolation will likely result in lower provisions (at least
in highly rated countries such as UK and Germany) as compared with a more market-
consistent approach, and may impair policyholder security.

It is essentially a gamble on a reversion to some ‘normality’. If the current economic
difficulties are overcome, it seems likely that the gap between current and likely ultimate
rates will close significantly and no harm may have been done. If on the other hand
Europe’s economy emulates that of Japan since 1990 — probably leading to insurer
failures over time — then the prescription of a rapid pace of extrapolation will be seen with
hindsight to have been an early mistake.

Question 3 to Member States:

What are Member States' views on the amendment to recital (3)?

Although we would prefer it were deleted as an attribute of present conditions, we do not
strongly disagree with the amendment. We do however have reservations about the rapid
extrapolation prescribed in Article 39 IR4 Para 4.

Question 4 to Member States:

Do Member States agree with the introduction of this Article?

What are Member States' views about the criteria listed in Article 40bis that have to be
met in order to be able to derive the extrapolation of curves in currencies pegged to the
euro from financial instruments denominated in euro instead of the domestic currency?
Although it might be better at Level 3 than at Level 2, Groupe Consultatif has no
particular difficulty with the substance of this Article.

The counter-cyclical premium

In the opinion of Groupe Consultatif, the counter-cyclical premium is a bad idea, which
would inappropriately weaken policyholder security. We do not believe it should form
part of the Solvency Il framework. Accepted actuarial pricing practices make no
allowance for any such adjustment to risk-free rates.

While no clear rationale for a counter-cyclical premium has been offered it appears that it
may be intended to counteract potential procyclicality resulting from either or both of:

o  Generalised liquidity stress such as prevailed in markets in late 2008; or

o ‘Over-selling’ of sovereign bonds of particular EU countries such as may have
occurred during 2011.
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As a general principle it seems inappropriate to respond to asset stresses by weakening of
provisions in respect of policies generally — this seems to have the potential to increase
the systemic risks associated with potential mass withdrawal by policyholders. We do
acknowledge procyclicality as a justifiable concern in rare instances but would prefer that
this be dealt with by adjustment to asset values if necessary. We can see that there might
have been justification for EIOPA (in concert with the European Systemic Risk Board) to
consider adjustment to the value of certain sovereign debt securities at certain points
during 2011. Apart from this we believe the Solvency Il framework already includes
ample tools for dealing with the risk of procyclicality.

Question 5 to Member States:

How could the criteria set out in Article 41(4) be amended in order to reduce EIOPA's
discretion in determining stressed financial markets while keeping the principle-based
approach (i.e. without introducing an automatically triggered formula)? Please provide
drafting suggestions, for instance additional indicators that could be used to determine
that stressed market conditions exist.

This question illustrates the considerable practical difficulties associated with this idea.

Question 6 to Member States:

Do Member States agree to exclude intangibles and reinsurance recoverables from the
representative portfolio of assets?

We do not accept the concept of a counter-cyclical premium but in any event agree that
these types of asset are irrelevant and should not be considered.

Question 7 to Member States:

Would Member States favour an approach whereby correlations between the counter-
cyclical premium sub-modules and other sub-modules in the market risk module would
remain at 0% but the shock on the counter-cyclical premium in the counter-cyclical
premium risk sub-module would be lower than 100%?

We disagree with the concept and would prefer to regard it as uncorrelated with other
risks.

Question 8 to Member States:

Are Member States of the view that several different portfolios of assets can be used to
determine the different situations for which a counter-cyclical premium could be
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triggered? Should each of these portfolios represent the assets that would be under stress
in the respective situations?

Do Member States agree that the aggregation of these portfolios would need to be
specified at Level 2 and which aggregation would they see as appropriate?

Aagain this question illustrates why the counter-cyclical premium is not a good idea.

Question 9 to Member States:

Which solutions would Member States recommend in order to avoid the risk of setting
wrong investment incentives?

Are Member States of the view that the portfolio of assets used to determine the counter-
cyclical premium should represent:

- the assets that each insurance or reinsurance undertaking is actually invested in?

- or the portfolio of assets of an "average" European insurance or reinsurance
undertaking?

- or be independent from the assets held by the undertaking and from the assets held by an
"average" European undertaking?

In exceptional circumstances adjustment of the values of specified assets would overcome
this difficulty and is a much better ‘solution’.

Question 10 to Member States:

Would Member States favour the introduction of an 'opt-out' clause to the counter-
cyclical premium?

While we think the counter-cyclical premium is a bad idea, we are generally receptive to
options for firms to err on the side of prudence and simplicity.

Question 11 to Member States:

Are Member States of the view that the draft implementing measures should further
specify the calculation of the amount of premium to be applied?

If yes, what approach would Member States suggest in order to ensure flexibility to react
swiftly to market developments?

In our view the concept of a counter-cyclical premium has no place in actuarial
management and should be abandoned.

The matching premium

It has always been a recognised element of actuarial practice that certain elements of
long-term liabilities both of life insurers and of pension funds may safely allow
investment in less liquid long-term assets which earn additional yield as compared with
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more liquid assets. Benefits payable to policyholders are determined having regard to
such additional yield potential and it is appropriate — subject to clear constraints - to allow
for such additional yield in calculation of technical provisions. The constraints boil down
to:

e That there should be no option for the policyholder to require settlement in cash in
any circumstances; and

e That the cash-flow pattern associated with the liabilities should be demonstrably
substantially predictable as to amount and timing even in the event of
biometric/expense stress.

The complete absence of any cash liquidation option for the policyholder is a necessary
but not a sufficient condition for eligibility for the matching premium (liabilities which
may be discharged in specie also could qualify). It is also necessary to be able to show
that adverse stress (such as increased longevity for annuities) would not require material
realisation of the replicating portfolio. These twin constraints typically have the effect
that when such liabilities are transferred between one insurer and another, the
corresponding assets also are transferred at an agreed valuation.

Because the potential to earn additional yield stems from the fact that liabilities of this
nature may be replicated with a portfolio of relatively illiquid assets, the matching
premium is independent of the assets actually held by the particular insurer. The ‘full
matching premium’ may be calculated by reference to the yields on assets of stipulated
levels of quality and of stipulated (il)liquidity comprising a representative portfolio such
as might reasonably be held by a typical insurer. Such yields, especially in respect of
unguoted debt assets, should be measured consistently with the Article 75 valuation of the
assets. Firms (or pension funds) may justify using a proportion (always less than 100%)
of the full matching premium in respect of elements of liabilities meeting the above
criteria depending on the degree of predictability.

The representative portfolio should be stable and should be published. In our view the
average quality should be borderline AA/A and no regard should be had to assets of less
than BBB quality. Regard should be had both to yields on traded assets and to the terms
of private placements of equivalent quality. There is an ample literature on techniques for
decomposition of spreads into credit-related and liquidity-related elements. Since the
literature suggests that the liquidity-related element of spreads increases only slowly with
outstanding duration, the representative portfolio may be of short to medium duration. We
do not favour a legislated formula, although based on a stable representative portfolio
EIOPA may well be able to publish an algorithm that should change only rarely.

Normally firms and pension funds with liabilities replicable by illiquid assets will invest
in such assets. However a firm may choose not to do so (perhaps in anticipation that the
matching premium will increase) and may thus expose itself to the risk of a fall in the
premium. A stress corresponding to a substantial fall in the matching premium should
form part of standard formula for the Solvency Capital Requirement. Because illiquid
assets always yield more than otherwise similar liquid assets, the matching premium is
never zero or negative. Ample data exists to allow stress calibration.
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This proposal differs from that put forward by the Commission Services principally in the
much narrower scope of insurer liabilities to which the matching premium is relevant (it
is likely to be relevant to a much greater proportion of pension provisions) and in the
much simpler basis of calculation. The advantages of the proposal are several:

e It is consistent with well-established actuarial and asset-liability management
practices;

e |t is neutral in its impact on asset allocation, particularly as regards funding for
medium- and long-term loans for various purposes;

o It allows insurers to continue to offer relatively attractive terms on contracts in
respect of which policyholders forgo any cash settlement option.
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A S A Association Suisse des Actuaires
Schweizerische Aktuarvereinigung
S A A Swiss Association of Actuaries

Zurich, 26 October 2011

Mr. Emmanuel Sokal
EUROPEAN COMMISSION

DG Internal Market and Services
Insurance and Pensions Unit
1049 Brussels, Belgium

Comments on Level 2 implementing measures

Dear Sir

We realize that Switzerland is neither an EU member state, nor even situated in the EEA.
However, the Swiss Association of Actuaries (SAA) nevertheless would like to comment since
Solvency Il already has a large impact on the Swiss insurance market, an impact that will grow
when Solvency Il will be implemented.

The SAA would like to comment in particular on two elements of the valuation proposed by
Solvency Il: The Counter Cyclical Premium (CCP) and the Matching Premium (MP). We consider
both elements to be at variance with a market-consistent valuation standard that is the basis of
Solvency Il (see for example Art. 76 of the Directive). We are concerned by the incentives both
the CCP and the MP are giving for investment into assets. It is likely that investments will be
geared to such assets that will increase the insurance undertakings’ exposures to risk, in
particular in situations of financial stress. Insurance undertakings using an economic valuation
standard and risk management based on economic principles will find it difficult to compete with
undertakings using the CCP and MP as the latter will be able to outperform them by investing in
more risk assets with higher expected returns without incurring the required additional capital
costs. More insidious, both the CCP and the MP will lead to lower technical provisions, directly
impacting the safety of policyholders.

We structure our comments into five parts:
¢ Incentives given by the CCP and the MP
e Our understanding of market consistent valuation
A rational why the use of the CCP and the MP leads to a valuation that is not market
consistent and why they will likely lead to increased exposures to risks
A proposal on how to reduce pro-cyclical effects without having to resort to the CCP
Suggestions on how to limit the potential damage, if the CCP and the MP have to be
introduced
e Answers to the questions

Incentives given by the CCP and the MP

Both the CCP and the Matching Premium contain a hold-to-maturity argument. In the case of the
Matching Premium, this is explicit in (Article 42bis.1 (a): the insurance undertaking has
assigned a portfolio of assets, consisting of bonds and other assets with similar cash-flow
characteristics, to cover the best estimate of the portfolio of insurance obligations and intends to
maintain this assignment over the lifetime of the obligations, except for the purpose of

ASA Centre Opérationnel, c/o Swiss Re, Boite postale, 8022 Zurich, Tél. 043 285 26 81, Fax 043 285 47 54
SAV Geschéftsstelle, c/o Swiss Re, Postfach, 8022 Zirich, Tel. 043 285 26 81, Fax 043 285 47 54
Secretariat SAA, c/o Swiss Re, P.O. Box, 8022 Zurich, Tel. 043 285 26 81, Fax 043 285 47 54
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maintaining the replication of cash-flows between assets and liabilities where the expected cash-
flows have materially changed such as the default of a bond;

In case of the CCP, this assumption is more implicit but the basis for the arguments for the
introduction of the Liguidity Premium in the Report of the Task Force on the llliquidity Premium,
710 March 2010.

The CCP gives the incentive to invest in illiquid assets, since this would be consistent with the
arguments brought forward for its introduction. The Matching Premium in addition gives an
incentive to invest in risky assets, since the spread depends explicitly on the assets held by the
undertaking. We are aware that European regulators are clear of these incentives, and there are
rules and regulations trying to minimize this risk. However, we would argue that rather than
imposing further investment restrictions that are arbitrary and easily to arbitrage against, it
would be more natural to use a valuation standard that does not introduce such incentives.

In case illiquid assets become permanently impaired, a hold-to-maturity view point is particularly
dangerous. It leads to undertaking holding badly performing assets and selling those that have
kept their value and that are liquid. Asset portfolios then tend to deteriorate quickly.

The MP gives the incentive to invest in an asset portfolio with as high as possible expected
return, as this would maximally reduce the technical liabilities. It gives the incentive in particular
for undertaking with deteriorating solvency ratio to gamble on resurrection, by investing in high
yielding assets with high risk.

Undertakings not wanting to use the CCP and the MP for their own risk management will find it
more difficult to compete with those competitors who will make use of the CCP and the MP and
will tend to be invested in riskier and higher yielding asset portfolios. Those investing most in
illiquid and risky assets will likely be undertakings with a financially strained situation. More
prudent insurers might leave entire business lines since competing would be economically
irrationally.

Already now, risk managers at undertakings are coming under pressure to allow increased
investments into more illiquid assets. At the same time, there is lobbying that insurers are taking
on more banking debt to support banks achieving their liquidity requirements under Basel Illl. We
consider this a dangerous tendency as it will expose the insurance industry to increased risk, in
particular during times of financial crises.

Our Understanding of Market Consistent Valuation

The Directive states in Art. 76.3: The calculation of technical provisions shall make use of and
be consistent with information provided by the financial markets and generally available data on
underwriting risks (market consistency).

Market consistent valuation relies on using information provided by market prices of financial
instruments that are traded in deep, liquid and public markets. Insurance liabilities give rise to
future cash flows that are uncertain. These cash flows can be decomposed into two
components: One component that can be replicated with financial instruments from deep, liquid
and public markets and one component that cannot be replicated.

The market consistent value of the insurance liabilities is then the sum of the market value of the
portfolio of financial instruments replicating the first component of the insurance liability cash
flows and a risk margin that depends on the second component.
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The second component gives rise to the risk margin that covers the expected cost of the
insurance undertaking having to hold capital to buffer the risks of the insurance liabilities that
cannot be replicated.

The importance of using financial instruments with reliable market prices cannot be overstated.
Using financial instruments with less reliable market prices — e.g. less liquid ones or ones not
publicly traded — will then require judgment and lead to a less objective valuation.

We formulate our understanding of market consistency using a replication approach as this is
also the basis of the Solvency Il approach for valuation as described in the Directive (e.g. Art.
78.4).

This formulation also makes transparent the interrelationship between the financial instrument
used for replication, the discount rate and the risk margin. It is not possible to change one of
these elements without considering the impact on the others for the valuation standard to stay
consistent.

If for example replication is done by credit risk free government bonds that are traded in a deep,
liquid and public market, this implies a risk-free discount rate. The risk margin is then determined
by the risk that is remaining when the insurance liability cash flows are replicated with credit
risk-free government bonds. Specifically, this would imply that the risk margin would not contain
liquidity or credit risk emanating from the replicating instruments.

If replication were done — to go to another extreme — with illiquid corporate bonds, then the
discount rates would be implied by the spread of the replicating instruments, i.e. it would be
higher than the risk-free rate. The risk margin, being a function of non-replicable risk, would then
contain the liquidity and credit risk of the replicating instruments. The risk margin in this case
would then compensate the higher discount-rate by being higher than the risk margin in a
situation of replication with credit risk free government bonds.

Why the CCP and the Matching Premium are not Market Consistent

There are two main reasons why the use of the CCP and the Matching Premium lead to a
valuation standard that is not market consistent and therefore not in-line with the Directive.

They lead to technical provisions that are not necessarily reliable (Directive, Art. 76.4: 4.
Technical provisions shall be calculated in a prudent, reliable and objective manner.).

Market consistent valuation requires the use of financial instruments that are traded in deep,
liquid and public markets for replication, since these instruments have reliable market prices.
They allow the measurement of the cost of insurance liabilities in a reliable and objective
manner. Per definition, less liquid financial instruments are traded less deeply and their market
prices are therefore less reliable. Both the CCP and the Matching Premium imply the use of
financial instruments for replication that are illiquid and therefore do not have reliable market
prices.

They lead to a systematic underestimation of technical provisions. This violates in particular
Directive, Art 76.2: The value of technical provisions shall correspond to the current amount
insurance and reinsurance undertakings would have to pay if they were to transfer their
insurance and reinsurance obligations immediately to another insurance or reinsurance
undertaking.

The risk margin depends on the risk that is remaining after replication with financial instruments.
In case of replication with financial instruments that are credit risky and contain liquidity risk, the
risk margin consequently contains a component for the expected cost of capital that the
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undertaking has to hold to buffer these credit and liquidity risks. In the CCP and Matching
Premium proposals, this interaction with the risk margin is not considered. While the credit risk is
taken implicitly into account by reducing the spread by a component for credit risk, the liquidity
risk is not included in the risk margin.

Arguing that insurers are well suited to hold illiquid assets is not convincing. This basically
assumes that the illiquidity spread is purely due to the lack of liquidity. In reality it is also a
function of the lack of transparency, valuation uncertainty and other factors. The CCP and the
Matching Premium both implicitly assume that illiquid instruments eventually recover but the
credit crisis has shown that this is not necessarily the case. llliquid assets can and actually did
become permanently impaired.

This risk is not captured in the risk margin, thereby leading to a market wide underestimation of
technical provisions.

A proposal on how to reduce pro-cyclical effects

Irrespective of our proposal below do we believe that regulators have sufficient tools to counter
pro-cyclical effects during financial crises without resorting to CCP or changing valuation
standards.

The credit crunch has shown that in times of freezing markets, spreads observed in financial
markets can increase. We would find it most natural that in these exceptional situations, the
problem is tackled where it actually emerges, namely on the asset side of the balance sheet. In
times of market seizures, EIOPA might limit the movements of spreads that are used for the
valuation of assets until such a time that markets are functioning again. This would have several
advantages:

e The valuation of insurance liabilities would remain market consistent, in accordance to the
requirements of the Directive.

e The valuation of assets would remain market consistent too, except in times of market
seizures, where market consistency makes less sense anyway.

e The counter-cyclical measures would be targeted. By limiting the spreads only on these
financial instruments for which markets do not function anymore, the counter-measures
would be much more effective. There are easily situations imaginable, where only specific
markets cease to function. If an insurer were heavily exposed to assets in such a freezing
market, then an “averaged” liquidity premium might not be sufficient to compensate the
effects of the spread widening. In contrast, a targeted approach on the asset side would
be effective also in such a situation.

Question 5 to Member States:

How could the criteria set out in Article 41(4) be amended in order to reduce EIOPA’'s discretion
in determining stressed financial markets while keeping the principle-based approach (i.e. without
introducing an automatically triggered formula)? Please provide drafting suggestions, for instance
additional indicators that could be used to determine that stressed market conditions exist.

We do not believe in the validity of the CCP. If the CCP were to be introduced, then the
mechanism should be consistent with the underlying idea of the illiquidity premium or CCP. As is
argued by the proponents, the CCP is to be used only in situations of freezing markets. We
propose that this should be defining criteria of using the CCP. The use of the CCP could be
triggered by exceptionally high bid ask spreads and massively reduced volume transactions. The
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threshold should be set so high that the CCP would be expected to be used very rarely in
exceptional situation.

Question 6 to Member States:

Do Member States agree to exclude intangibles and reinsurance recoverables from the
representative portfolio of assets?

Yes

Question 7 to Member States:

Would Member States favour an approach whereby correlations between the counter-cyclical
premium sub-modules and other sub-modules in the market risk module would remain at 0% but
the shock on the counter-cyclical premium in the counter-cyclical premium risk sub-module
would be lower than 100%?

We do not believe in the validity of the CCP. We also do not believe that there is a theoretical or
economic basis for it. In particular, we do not believe that there is any theoretical or empirical
basis for setting correlations to other sub-modules in the market risk module.

Question 8 to Member States:

Are Member States of the view that several different portfolios of assets can be used to
determine the different situations for which a counter-cyclical premium could be triggered?
Should each of these portfolios represent the assets that would be under stress in the respective
situations?

Do Member States agree that the aggregation of these portfolios would need to be specified at
Level 2 and which aggregation would they see as appropriate?

We do not believe in the validity of the CCP. If the CCP were to be introduced, then it should be
invoked only in exceptional situation as for example during the credit crunch where markets
cease to function. If many portfolios were to be used — any one of which could potentially
invoke the CCP - it is likely that the CCP would be used often, completely contrary to its spirit.
In our view, the lack of clarity of when to invoke the CCP is a further sign of its lack of
economic basis.

Question 9 to Member States:

Which solutions would Member States recommend in order to avoid the risk of setting wrong
investment incentives?

Are Member States of the view that the portfolio of assets used to determine the counter-
cyclical premium should represent:

- the assets that each insurance or reinsurance undertaking is actually invested in?

- or the portfolio of assets of an "average” European insurance or reinsurance undertaking?

- or be independent from the assets held by the undertaking and from the assets held by an
"average" European undertaking?

We do not believe in the validity of the CCP, one of the main reasons being that it gives wrong
investment incentives. The easiest way of avoiding the risk of setting wrong investment
incentives would be to not introduce the CCP. Using the actual assets that insurance
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undertakings are invested in to set the CCP would give perverse incentives to invest in assets
that are risky and have the potential to become illiquid in particular during times of market crises.
All the arguments for the CCP and the MP are assuming that the values of illiquid assets will
eventually recover and not be permanently impaired. The CCP then is in essence a free put
supplied by tax payers. This might go well or it might play out as in Ireland. We would like to
advise to follow a prudent course and not introduce the CCP.

Question 10 to Member States:

Would Member States favour the introduction of an 'opt-out' clause to the counter-cyclical
premium?

We consider this highly hypothetical. If the illiquidity premium were introduced, it is difficult to
imagine any undertaking giving up the substantial advantages it thereby gains.

Question 11 to Member States:

Are Member States of the view that the draft implementing measures should further specify the
calculation of the amount of premium to be applied?

If yes, what approach would Member States suggest in order to ensure flexibility to react swiftly
to market developments?

We do not believe in the validity of the CCP. We suggest to not specify since regulators already
have sufficient tools to react to market developments. Any mechanical specification will limit the
flexibility of regulators. The ability to have a CCP defined in such a way that it reacts
automatically counter-cyclical implies to us the ability to predict the form and shape of future
financial crises. We do not believe that this assumption is realistic.

In case of any questions, please feel free to contact us.

Best Regards

Swiss Association of Actuaries
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Dr. Philipp Keller
Member of the SAA Board
President of the SAA- SST/Solvency Working Group







