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Change in the volatility adjustment (VA) as a central element of the review
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[ Aims of the redesign |

» Improved functionality of the
VA

« Improved risk correction of
credit spreads

« Taking the illiquidity of the
obligations into account

« Limiting overshooting
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—{ Definition of ‘overshooting’ ]\

‘An  “overshooting” effect occurs
particularly when, in a scenario of
widening credit spreads, the VA's
cushioning effect exceeds the effect of
a loss in the market value of fixed-
interest assets. This leads to an
increase in own funds under Solvency
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Effects of recalculating the VA

* Effective dates calculated as at 31 Dec 2024

[

Old calculation )

VA = 65% - RCScur
= 65% - 35,38 bps

~ 23 bps

RCS = Risk-Corrected Spread

Va,e, > Va,q for CSSR,,,, > 0.47
Va, e, < Vagq for CSSR, < 0.47
Va,ew = Vagq for CSSR, = 0.47

( New calculation )

VA = 85% - RCScur - CSSReur

=(85% - 67,92 bps- CSSRcy,)

T~

[ Flat-rate factor } [

New derivation
of the RCS

CSSR = Credit-Spread Sensitivity Ratio

] Individual overshoot
factor (0 < CSSR = 1)

Conclusion )

+ |Initially, the increased flat-rate factor and new
derivation of RCS,, lead to a higher VA
* Problem: High level of dependence on the CSSR

factor

* CSSR: Relation between spread sensitivity of

capital investments with interest rate sensitivity
of underwriting provisions - Leads to low CSSR
and slim VA for life insurers with ‘legacy liabilities’
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The role of the Sl review in calculating volatility
adjustments

Adrian Hamm, M.Sc.

Adrian Hamm is a member of academic staff at the
Institute of Insurance Studies Cologne (ivwKaIn) and has
been working for the Cologne Research Centre for
Reinsurance since October 2024. In addition to these two
roles, he is completing his doctorate at the University of
Cologne under the supervision of Prof. Schradin
(University of Cologne) and Prof. Wolf (Cologne
University of Applied Sciences). His research focusses
on the management of life insurance firms in the HGB
(German Commercial Code), IFRS 9/17 and Solvency I
accounting systems. The lattermost of these forms the basis for the topic of his paper.

The aim of this paper is to examine the implications of the latest amendments to the
methodology used to calculate volatility adjustments (VA) in the German life
insurance sector. The VA essentially represents one of five so-called ‘Long-Term
Guarantee’ (LTG) metrics introduced under Solvency Il to ensure adequate treatment
of insurance products featuring long-term guarantees. The VA is the LTG metric used
most widely at the European level. In any case, insurers’ application of LTG metrics
is subject to the prior approval of the national supervisory authority (cf. EIOPA, 2018,
p. 9et seq.).

The purpose of the VA is to cushion temporary market distortions brought about by
widening credit spreads in the bond markets. Such fluctuations in market are the
result not of changes in the probability of default, but of unfavourable changes in
perceived market risk. Under Solvency IlI, a scenario like this would lead to a
reduction in the market value of the assets while leaving liabilities unchanged. The
resulting decline in own funds (OF) and the associated short-term balance-sheet
volatility are at odds with insurers’ long-term business models. Insurers are permitted
to avoid such effects by applying the VA, which serves as a surcharge on the risk-
free interest curve used to assess the technical provisions (cf. Directive 2025/2 (EU),



2024, Recital 45). Under the calculation methodology still in effect until 30 January
2027, the VA is determined as follows:’

VAur = 65% - RCS,y,

The risk-corrected spread (RCS) is derived from the fixed-income instruments of the
reference portfolio defined by EIOPA, which reflects the average asset allocation of
all European insurance and reinsurance undertakings (cf. Directive 2009/138/EC
(EU), 2025, Article 77d). Consequently, a widening of credit spreads leads to an
increase in VA, which in turn causes a stronger discounting of Best Estimate
Liabilities (BEL) and thus cushions the depreciation of the assets involved.

Fig. 1: Risk-free rate (RFR) for the Eurozone (Current as at: December 2024)
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Source: Own presentation based on EIOPA, 2025

The method of operation of the VA has been the topic of intense discussions in the
past. Already in 2020, the European Insurance and Occupational Pensions Authority
(EIOPA) published proposals revising the calculation of the VA in an effort to bring it
into closer alignment with the intended objectives. Besides a more realistic depiction
of illiquidity characteristics on the liabilities side, the focus specifically targets the
avoidance of what are referred to as ‘overshooting’ effects (cf. EIOPA, 2020, p. 8).
The supervisory authority defines this term as follows: ‘An “overshooting” effect

' In addition to the currency component, the VA also comprises a theoretical country
constant. For this to be taken into account, however, the risk-adjusted currency
spread must exceed a threshold of 85 basis points. As this has never been the case
for Germany the introduction of Solvency II, a more in-depth presentation is
dispensed with here. For further information, please refer to Directive (EU)
2009/138/EC.



occurs in particular where, under a scenario of widening credit spreads, the
dampening effect of the VA exceeds the effect of a loss in the market value of fixed-
income assets. This leads to an increase in own funds under Solvency II' (cf. EIOPA,
2019, p. 83 et seq.). In principle, the occurrence of such an effect depends
significantly on the balance-sheet structure of an insurance company. Specifically,
the phenomenon of overshooting was observed among life insurers with a
pronounced duration gap. As the occurrence of overshooting triggers an increase in
own funds, the current VA mechanism creates incentives for a deliberate widening of
the duration gap (cf. Barucci, Marazzina & Rroji, 2023, p. 26). For German life
insurers, this presents a significant disincentive potential with regard to their asset
liability management (ALM). This is mainly due to the fact that many German life
insurers hold a high proportion of fixed-income securities. Particularly in an
environment characterised by low interest rates, higher duration gaps have a
negative effect on financial stability under Solvency Il (cf. Berdin & Grundl, 2015,
pp. 411-413). Recalculation of the VA to effectively prevent overshooting would thus
appear to be justified. The current version of the Solvency Il review, which will enter
into force from 30 January 2027, takes the following methodology for calculating the
VA into account:?

VAyr = 85% " RCSeyr., .. * CSSReyy

where:
RCScyr,,, = risk-adjusted spread for the respective currency;
CSSR.y = company-specific indicator of credit-spread sensitivity.

With regard to RCS,,,. .., it should be recalled that, by contrast to the calculation of
the risk-adjusted spread under the regulatory framework currently in force, under the
reformed approach this will gradually be derived from a hypothetical portfolio
consisting entirely of fixed-income securities. This leads to an increase in RCS (cf.
Directive (EU) 2025/2, Art. 77a). With regard to CSSR.,,,, it should be noted that its
value lies between 0 and 1. A value of less than 1 results if the sensitivity to a
widening of credit spreads on the part of the fixed-income securities denominated in
the respective currency is inferior to the sensitivity of the undertaking’s underwriting
provisions to changes in interest rates. To measure this sensitivity, the present value

2 As under the current calculation of the VA, recalculation also includes a country-
specific component. As this component carries no deeper significance for the
German market (cf. Barucci/Marazzina/Rroji, 2023, p. 25), deeper consideration is
also dispensed with here. For further information, please refer to Directive (EU)
2025/2.



of a basis point must first be determined for both the Fl and the underwriting
provisions. In a second step, these values are expressed as a ratio:

PVBP;,

CSSR . = PVBP..
BEL

Finally, to measure the impact of the recalculation on the level of the VA, the available
data for December 2024 can be referenced. Under the current methodology:

VAq = 65% - 35,38 bps = 23 bps

Under the terms of the new calculation method, it is assumed that the asset allocation
will remain unchanged within the reference portfolio. Accordingly:

VAgur = 85% - 57,92 bps - CSSRcyy

By implication, if the new methodology is employed, the VA will always exceed the
‘old’ VA if CSSR.,,» > 0,47. In summary, it can be seen that the level of the future VA
is largely a function of CSSR_,,.. Under certain circumstances, this aspect can prove
problematic for life insurers that have written substantial, interest-sensitive policies in
the past. In light of the high sensitivity of underwriting provisions to interest rates, it
can be expected that CSSR,,- will be low, resulting in a low VA.

Discussion

e How do you assess the overall impact of the Sll review on the insurance industry,
particularly in terms of the effort involved?

The fundamental expectation is that there will be an increased administrative
burden, particularly throughout the first periods following the entry-into-force of
the review. Changes in quantitative requirements can also be expected to present
new questions in corporate governance. Certain statements in the context of the
review still cannot be considered final, but no sweeping amendments by the
European Union or EIOPA are anticipated.

Please contact Adrian Hamm (adrian.hamm@th-koeln.de) with any questions or
comments
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