Sustainability within Solvency II:
EIOPA Opinion

On 30 September 2019, EIOPA (European Insurance and Occupational Pensions) published its Opinion on Sustainability within Solvency II.
The document was produced at the request of the European Commission, which wanted to know how sustainability, and specifically climaterelated developments, are currently and could in future be integrated into the Solvency II framework. The European Commission was
interested in the potential impact on insurance underwriting as well as the impact on investments.
During the past year, EIOPA has consulted with the insurance industry as well as the scientific community to develop the views it has
expressed in this Opinion. Below, we discuss some of the key points from the Opinion, the responses provided by participants and the
analysis performed by EIOPA.

Valuation of Assets and Investment practices
Solvency II is based on the principle of using fair values for assets –
where possible, observable market prices are used. These prices are
assumed to reflect all relevant risks, including sustainability risks. But
the availability and quality of information on sustainability is currently
limited, which inhibits the transmission into asset valuations.
Insurers as a group are important institutional investors and their
investment practices can impact sustainability factors. EIOPA would
like to see more transparency on sustainability risks, both from
insurers and ESG ratings providers. This will help insurers to better
take into account the longer-term risks in their portfolios and develop
more sustainable investment strategies. Matching portfolios require
specific focus on the insurer’s ability to hold assets to their full term
from a sustainability perspective.

Valuation of Liabilities and Underwriting practices
EIOPA believes that insurers should use the best available science to
calculate best estimate liabilities. As a minimum, this should include
historical loss data combined with scientific literature, and where
appropriate insurers should use forward-looking models. The renewal
cycle is an important driver of the modelling horizon: for business that
renews every year, there is an annual opportunity for repricing and
calibration, which should incorporate more sustainability-related
information as this becomes available. For long-dated business,
insurers should consider the longer-term impact of climate-related
risks in calculating the best estimate. This is then updated
periodically.
1.
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MSCI World Developed (reference index), MSCI World All USD, MSCI
Environmental USD, Dow Jones Sustainability World
The EU has established a Technical expect Group on Sustainable
Finance, which produced a Taxonomy Technical Report in June 2019.
https://ec.europa.eu/info/files/190618-sustainable-finance-teg-reporttaxonomy_en

Insurers can also impact sustainability factors through their
underwriting practices. The pricing of insurance products influences
demand and overall coverage. Including ESG considerations in
insurance pricing may have a positive influence on behaviour, but it
may also render insurance for certain risks unaffordable. Improved
data-gathering and sharing within insurance companies, across the
industry and more widely, can reduce any protection gap.

Capital requirements
EIOPA believes that the key climate-related risk drivers on the market
risk side are property risk, equity risk and spread risk. More granular
data is needed to better quantify the property risk, for example by
having standard and “sustainable only” property total return indices.
For equities, there are “sustainable” versions of a number of large
indices that have a certain history across which they can be
compared to their standard equivalents. EIOPA found no significant
difference in performance in the indices it analysed1, which could be
the result of lack of history, overlaps between standard and
sustainable indices (for comparisons between indices), or the lack of
a uniform taxonomy on sustainability2.
For the calibration of the sustainability component of spread risk,
EIOPA is pinning its hopes on green bonds. If a representative set of
green bonds and a representative set of non-green bonds can be
identified, the spread volatility of the two sets can be compared. The
sets would need to be large enough and cover different industries,
geographies, rating levels and maturity buckets.
On the liability side, the obvious climate related risk is natural
catastrophe risk. To the extent that these risks are regularly recalibrated on a forward-looking basis, insurers could prepare
themselves adequately for climate-related changes to this risk.
Current Solvency II capital requirements have been calibrated to
historical data. EIOPA also recommends further investigation into
whether risks such as drought or wildfires could be better captured in
the natural catastrophe risk module.
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The time horizon issue
One of the key issues insurers and regulators have to deal with when thinking about incorporating sustainability, is a difference in
time horizon. This can be seen in three areas.
1.

Capital requirements in Solvency II are calibrated based on a one-year time horizon, while sustainability risks – especially
climate change risks - are generally considered to be longer-term risks.

2.

The renewal cycle for much of the non-life market is typically 12 months, which creates regular opportunities for the repricing
of risk based on newly accumulated experience.

3.

Many insurance investors believe that since climate change risk is still (and slowly) emerging, they will have time to adapt their
investment strategy over a number of years.

EIOPA believes that this difference in time horizon should not stop insurers from analysing the risks and getting prepared. Solvency
II will continue to operate on a one year horizon, but insurers can complement the SCR calculation with scenario analysis and
stress testing. The Own Risk and Solvency Assessment (ORSA) is the natural place for this. Whilst EIOPA acknowledges that
different insurers can have very different risk profiles, it believes that the industry would benefit from a consistent set of quantitative
parameters to apply in these analyses. EIOPA supports the idea of mandatory public disclosure of sustainability risks.

Some insights from participant responses
Overall, European institutional investors are known to be leaders in ESG integration, but judging from the responses to EIOPA’s
consultation, European insurers do not appear to be consistent contributors to this leadership. Whilst 70% of respondents to the
consultation state they have implemented sustainability in their investment practices or are planning to do so in the next few years,
over 75% of respondents say they are currently not explicitly taking climate risk into account in their best estimate liability
calculations. There are also significant differences across types of insurers. According to a survey by the French prudential
regulator ACPR in 20181, 93% of insurers with natural catastrophe risk on the liability side of their balance sheet also take physical
climate related risks into account on the asset side, whilst for all surveyed insurers the percentage is only 38%. Whilst this is not
surprising, it does point to significant room for improvement.

Practical implications for insurance companies
Whilst this Opinion does not contain any impending changes to the regulatory framework of Solvency II, there is a clear direction of
travel: insurance companies should expect increasing regulatory scrutiny of the extent to which they incorporate sustainability
factors into their investment and underwriting policies and practices. Given the time horizon issues and the lack of hard quantitative
evidence to support the calibration of sustainability factors in the SCR calculations, EIOPA guides insurers towards scenario
analysis and stress testing to be executed and published as part of the ORSA. There is no reason why insurers cannot start with
this work now, although EIOPA acknowledges the possible difficulties in comparing results across insurers given the lack of a
uniform taxonomy for sustainability factors.
EIOPA also makes the point that there is no excuse for incorporating sustainability analysis on one side of the balance sheet but
not the other. Again this is an area where insurers can take steps now, in the knowledge that their regulator will start focusing on it
in the future.
In terms of investment strategy, the preponderance of available sustainable investment products stands in stark contrast to the lack
of consensus on taxonomy and the lack of “open source” sustainability information. Insurers will need to develop their own ESG
policies and develop or amend their investment strategies to bring them in line with these policies. When the taxonomy and data
work starts resulting in a degree of convergence, it should become easier to select appropriate investment strategies.
Fixed income is the dominant asset class for most insurance companies, and EIOPA has not provided the results of any
quantitative analysis for this asset class in its Opinion. It gives some guidance on how green bonds could be used for calibration,
but it is unclear how the results of such calibration would translate to the ever-increasing proportion of illiquid credit assets (e.g.
residential mortgages, credit cards or trade finance) on the balance sheets of many insurers. Another issue not addressed in this
Opinion is the impact on buy-and-hold portfolios such as Matching Adjustment portfolios.
For equities, the lack of differentiation between the risk/return profiles of the main indices and their sustainable equivalents has
complicated EIOPA’s efforts to identify a sustainability risk premium or risk factor. But it does not stop insurance investors from
making sensible investment decisions around sustainable equities. Insurance investors are not tied to indices in the way EIOPA is,
and this creates an opportunity to escape the vagaries of their rules of constitution. For example, an insurer could invest in a
multifactor equity strategy that is benchmarked to the MSCI World or a similar global index, but achieves 40%-60% reduction in
carbon intensity using only a fraction of the benchmark index universe. Whether such a strategy should be benchmarked to the
standard MSCI World or its sustainable equivalent with the same return distribution remains a point for discussion for now.
1.

https://acpr.banque-france.fr/sites/default/files/medias/documents/as_102_climate_change_insurers_en.pdf
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Important information
For Professional Clients and intermediaries within countries and territories set out below; and for Institutional Investors and Financial Advisors in
Canada and the US. This document should not be distributed to or relied upon by Retail clients/investors.
The value of investments and the income from them can go down as well as up and investors may not get back the amount originally invested. Past
performance contained in this document is not a reliable indicator of future performance whilst any forecasts, projections and simulations contained
herein should not be relied upon as an indication of future results. Where overseas investments are held the rate of currency exchange may cause the
value of such investments to go down as well as up. Investments in emerging markets are by their nature higher risk and potentially more volatile than
those inherent in some established markets. Economies in Emerging Markets generally are heavily dependent upon international trade and, accordingly,
have been and may continue to be affected adversely by trade barriers, exchange controls, managed adjustments in relative currency values and other
protectionist measures imposed or negotiated by the countries and territories with which they trade. These economies also have been and may
continue to be affected adversely by economic conditions in the countries and territories in which they trade. Mutual fund investments are subject to
market risks, read all scheme related documents carefully.
The contents of this document may not be reproduced or further distributed to any person or entity, whether in whole or in part, for any purpose. All non-authorised
reproduction or use of this document will be the responsibility of the user and may lead to legal proceedings. The material contained in this document is for general
information purposes only and does not constitute advice or a recommendation to buy or sell investments. Some of the statements contained in this document may
be considered forward looking statements which provide current expectations or forecasts of future events. Such forward looking statements are not guarantees of
future performance or events and involve risks and uncertainties. Actual results may differ materially from those described in such forward-looking statements as a
result of various factors. We do not undertake any obligation to update the forward-looking statements contained herein, or to update the reasons why actual
results could differ from those projected in the forward-looking statements. This document has no contractual value and is not by any means intended as a
solicitation, nor a recommendation for the purchase or sale of any financial instrument in any jurisdiction in which such an offer is not lawful. The views and opinions
expressed herein are those of HSBC Global Asset Management at the time of preparation, and are subject to change at any time. These views may not necessarily
indicate current portfolios' composition. Individual portfolios managed by HSBC Global Asset Management primarily reflect individual clients' objectives, risk
preferences, time horizon, and market liquidity. Foreign and emerging markets. Investments in foreign markets involve risks such as currency rate fluctuations,
potential differences in accounting and taxation policies, as well as possible political, economic, and market risks. These risks are heightened for investments in
emerging markets which are also subject to greater illiquidity and volatility than developed foreign markets. This commentary is for information purposes only. It is a
marketing communication and does not constitute investment advice or a recommendation to any reader of this content to buy or sell investments nor should it be
regarded as investment research. It has not been prepared in accordance with legal requirements designed to promote the independence of investment research
and is not subject to any prohibition on dealing ahead of its dissemination. We accept no responsibility for the accuracy and/or completeness of any third party
information obtained from sources we believe to be reliable but which have not been independently verified.
HSBC Global Asset Management is a group of companies in many countries and territories throughout the world that are engaged in investment advisory and fund
management activities, which are ultimately owned by HSBC Holdings Plc. (HSBC Group). HSBC Global Asset Management is the brand name for the asset
management business of HSBC Group. The above communication is distributed by the following entities:

In Argentina by HSBC Administradora de Inversiones S.A.S.G.F.C.I., Sociedad Gerente de Fondos Comunes de Inversión, registered with the Comisión
Nacional de Valores (CNV) under N° [1];

In Australia, this document is issued by HSBC Bank Australia Limited ABN 48 006 434 162, AFSL 232595, for HSBC Global Asset Management (Hong Kong)
Limited ARBN 132 834 149 and HSBC Global Asset Management (UK) Limited ARBN 633 929 718. This document is for institutional investors only, and is
not available for distribution to retail clients (as defined under the Corporations Act). HSBC Global Asset Management (Hong Kong) Limited and HSBC Global
Asset Management (UK) Limited are exempt from the requirement to hold an Australian financial services license under the Corporations Act in respect of the
financial services they provide. HSBC Global Asset Management (Hong Kong) Limited is regulated by the Securities and Futures Commission of Hong Kong
under the Hong Kong laws, which differ from Australian laws. HSBC Global Asset Management (UK) Limited is regulated by the Financial Conduct Authority
of the United Kingdom and, for the avoidance of doubt, includes the Financial Services Authority of the United Kingdom as it was previously known before 1
April 2013, under the laws of the United Kingdom, which differ from Australian laws.

In Austria by HSBC Global Asset Management (Österreich) GmbH which is regulated by the Financial Market Supervision in Austria (FMA);

In Bermuda by HSBC Global Asset Management (Bermuda) Limited, of 37 Front Street, Hamilton, Bermuda which is licensed to conduct investment business
by the Bermuda Monetary Authority;

In Canada by HSBC Global Asset Management (Canada) Limited which provides its services as a dealer in all provinces of Canada except Prince Edward
Island and also provides services in Northwest Territories. HSBC Global Asset Management (Canada) Limited provides its services as an advisor in all
provinces of Canada except Prince Edward Island;

In Chile: Operations by HSBC's headquarters or other offices of this bank located abroad are not subject to Chilean inspections or regulations and are not
covered by warranty of the Chilean state. Further information may be obtained about the state guarantee to deposits at your bank or on www.sbif.cl;

In Colombia: HSBC Bank USA NA has an authorized representative by the Superintendencia Financiera de Colombia (SFC) whereby its activities conform to
the General Legal Financial System. SFC has not reviewed the information provided to the investor. This document is for the exclusive use of institutional
investors in Colombia and is not for public distribution;

In Finland, Norway, Denmark and Sweden by HSBC Global Asset Management (France), a Portfolio Management Company authorised by the French
regulatory authority AMF (no. GP99026) and through the Stockholm branch of HSBC Global Asset Management (France), regulated by the Swedish Financial
Supervisory Authority (Finansinspektionen);

In France, Belgium, Netherlands, Luxembourg, Portugal, Greece by HSBC Global Asset Management (France), a Portfolio Management Company
authorised by the French regulatory authority AMF (no. GP99026);

In Germany by HSBC Global Asset Management (Deutschland) GmbH which is regulated by BaFin;

In Hong Kong by HSBC Global Asset Management (Hong Kong) Limited, which is regulated by the Securities and Futures Commission;

In India by HSBC Asset Management (India) Pvt Ltd. which is regulated by the Securities and Exchange Board of India;

In Italy and Spain by HSBC Global Asset Management (France), a Portfolio Management Company authorised by the French regulatory authority AMF (no.
GP99026) and through the Italian and Spanish branches of HSBC Global Asset Management (France), regulated respectively by Banca d’Italia and
Commissione Nazionale per le Società e la Borsa (Consob) in Italy, and the Comisión Nacional del Mercado de Valores (CNMV) in Spain;

In Mexico by HSBC Global Asset Management (Mexico), SA de CV, Sociedad Operadora de Fondos de Inversión, Grupo Financiero HSBC which is
regulated by Comisión Nacional Bancaria y de Valores;

In the United Arab Emirates, Qatar, Bahrain & Kuwait by HSBC Bank Middle East Limited which are regulated by relevant local Central Banks for the
purpose of this promotion and lead regulated by the Dubai Financial Services Authority.

In Oman by HSBC Bank Oman S.A.O.G regulated by Central Bank of Oman and Capital Market Authority of Oman;

In Peru: HSBC Bank USA NA has an authorized representative by the Superintendencia de Banca y Seguros in Perú whereby its activities conform to the
General Legal Financial System - Law No. 26702. Funds have not been registered before the Superintendencia del Mercado de Valores (SMV) and are being
placed by means of a private offer. SMV has not reviewed the information provided to the investor. This document is for the exclusive use of institutional
investors in Perú and is not for public distribution;

In Singapore by HSBC Global Asset Management (Singapore) Limited, which is regulated by the Monetary Authority of Singapore;

In Switzerland by HSBC Global Asset Management (Switzerland) AG whose activities are regulated in Switzerland and which activities are, where applicable,
duly authorised by the Swiss Financial Market Supervisory Authority. Intended exclusively towards qualified investors in the meaning of Art. 10 para 3, 3bis
and 3ter of the Federal Collective Investment Schemes Act (CISA);

In Taiwan by HSBC Global Asset Management (Taiwan) Limited which is regulated by the Financial Supervisory Commission R.O.C. (Taiwan);
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In the US by HSBC Global Asset Management (USA) Inc. which is an investment adviser registered with the US Securities and Exchange Commission.
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