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Hot topic 
Dynamic Volatility Adjustment: 
Balance Sheet Protection Under Stress

On 11 April 2018 the PRA published the consultation paper (CP) 9/18 on the modelling 
of the volatility adjustment (VA) for Internal Model (IM) firms. The PRA proposes a new 
Supervisory Statement (SS) related to the application of a dynamic VA (DVA) under 
stress. 

The VA is part of the SII long-term guarantees (LTG) measures “to ensure appropriate 
treatment of insurance products with long-term guarantees” as stated by EIOPA1. The 
aim of the VA is to stabilise the firm’s SII balance sheet during periods of increased 
market volatility. This is achieved through the addition of a spread component (the VA) 
to the discount curve used for calculating the best estimate of liabilities (BEL). 

Previously, the PRA stated its view that an IM firm should not assume the VA might 
change under stress2. The DVA is simply a VA moving with the modelled credit spreads 
in the own funds projection over one year. The draft SS is thus relevant to insurance firms 
using a full or partial IM and now addresses the possibility to include a DVA in the 
calculation of the SCR. The CP and draft SS outline what firms need to consider when 
seeking for approval to use the DVA in their IM change applications. 

EIOPA published its “Opinion on the supervisory assessment of internal models 
including a dynamic volatility adjustment” in December 2017. The consideration of 
the DVA by the PRA aligns the UK regime with the wider European regulators, as the 
DVA is already permitted in Europe, mainly in Germany and France3. Therefore, the 
proposed approach may lead to a more consistent and comparable approach of asset-
liability management as well as capital optimisation techniques across Europe. 

The PRA has asked for responses to the CP by 11 July 2018. In this paper we summarise 
the content of the CP and its potential implications for UK insurance firms. 

 

 

 

 

1 See EIOPA LTG report, 2017. 

2 See PRA SS17/16, chapter 5. 

3 See EIOPA LTG report, p. 63, 2017. 

 

Stand out for the right reasons 

Financial Services Risk and Regulation 

 

Highlights 

On 11 April 2018 the PRA 
published the consultation 
paper 9/18 on the 
modelling of the volatility 
adjustment (VA) for 
internal model (IM) 
firms. The PRA proposes 
a new supervisory 
statement related to the 
application of a dynamic 
VA in the modelling of 
Solvency II (SII) market 
risk stresses. 

The VA is a stabilising 
measure intended to 
avoid excessive short 
term volatility of own 
funds under SII. The 
dynamic application of 
this measure may extend 
an IM and generate 
benefits in terms of 
Solvency Capital 
Requirements and 
available own funds. 
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Summary of CP9/18 

With EIOPA’s issued opinion, the European insurance 
supervisor accepts the application of a DVA within an 
IM and, thus, different levels of VA for credit spreads 
and other market scenarios over one year. Following 
this, the PRA is considering applications that include a 
DVA within an IM. 

The SS implies that the PRA will treat the DVA as a new 
element to existing IM’s and, hence, firms would 
require PRA approval to implement the DVA in the 
SCR under stress. 

Application and approval process 

Firms applying for the DVA within the SCR calculation 
need to demonstrate continuing compliance with the 
requirements set out in PRA’s SS23/15 “Solvency II: 
supervisory approval for the volatility adjustment”. In 
particular, the firms must be able to demonstrate that 
the three statutory approval conditions for using the 
VA can also be met under stress, namely: 

1 
The VA is correctly applied to the relevant 
risk-free interest rate term structure; 
 

  

2 
The application of the VA does not breach 
a SII regulatory requirement; and 
 

  

3 
The application of the VA does not create an 
incentive for firms to engage in pro-cyclical 
investment behavior. 

 
Additionally to the VA expectations as per SS23/15, in 
order to apply the DVA within their SCR calculations a 
firm will need to demonstrate to the PRA amongst 
others: 

 No inappropriate constraint by the 
parameters used to calculate the BEL;  

 Adjustments to EIOPA’s VA methodology 
when modelling the DVA will not result in a 
lower SCR vs. if no adjustments being used; 

 Dependency between risks when changing the 
discount rate methodology as part of the DVA; 

 No excessive capital relief in relation to costs 
of any liability guarantees or options. 

 
The PRA is willing to consider applications of the DVA 
and MA in parallel if insurers are intending to use the 
DVA if the MA application fails. 

Potential implications for insurers 

The VA is by far the most widely used LTG measure 
across the European insurance industry (including life 
and non-life insurance). In the sample of the last 
EIOPA Stress Test Report (2016), 64% of undertakings 
have reported the use of the VA. The VA is calculated 

by taking 65% of the risk-corrected spread between the 
yield earned on a reference portfolio defined by EIOPA 
and the reference risk-free rate. The reference portfolio 
contains both corporate and sovereign bonds 
and is defined at currency and national level.  

In recent years, European insurers have started 
adopting the DVA within their IMs. IMs use projected 
interest rates, credit spreads and other market factors 
over one year, which has lead firms to conclude that 
projecting the VA is consistent (i.e. DVA). Note that for 
the SCR calculation under SII standard formula (SF), 
the VA is kept constant. 

EIOPA reported in its 2017 LTG report that the overall 
SCR derived with a dynamic VA may be in the range of 
69% to 94% of the SCR calculated with a constant VA. 
As such, IM firms may be better off vs. SF firms when 
applying a DVA in the overall SCR calculation incl. 
further SCR diversification benefits. The following case 
study will demonstrate the potential impact on SCR. 

Case study 

To demonstrate the impact of the application of DVA 
for a UK insurer, we have calculated the estimated 
impact using a UK insurer with an initial 
Asset/Liability ratio of 150%, with asset and liability 
duration-matched (10 years) as well as the asset 
allocation shown in the chart below. 

 

 

 Value Duration 

Assets £150m 10 years 

BEL £100m 10 years 

VA impact on BEL -£1.9m  

 

Starting from a VA level of 19 basis points (UK VA as at 
March 2018), we have estimated the change in the VA 
corresponding to a set of simplistic spread-widening 
scenarios for both UK Gilts and Sterling Corporates 
simultaneously and incorporated the effect of the 
spread widening on the fundamental spread under 
stress. 
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Unlike the Matching Adjustment, changes in the 
VA corresponding to different stresses would not be 
derived based on the characteristics of the actual 
asset holdings, but would rather depend on the 
representative portfolio specified by EIOPA.  
By following EIOPA’s methodology to recalculate VA 
under the spread widening scenario1, we can assume a 
new level of VA amounting to 41 basis points. Thus, the 
application of DVA to the firm’s balance sheet allows a 
reduction of the SII spread SCR of c. 30%, which is in 
the range of the SCR reductions that EIOPA has 
recorded across Europe where the DVA is applied. 

 

Scenario SII Spread Risk SCR 

SCR (No DVA) £7.4m 

SCR (With DVA) £5.2m 

DVA Benefit -£2.2m (c. -30%) 

 

Given the investment-related aspects associated with 
this LTG measure, investment strategy considerations 
may also arise: pro-cyclical investment strategies 
in stress scenarios or replicating the EIOPA 
representative portfolios with the sole aim of lowering 
SCR may likely lead to material regulatory challenges 
during the VA application process. 

The DVA may be particularly relevant for firms backing 
non-life, with-profit and long-term health liabilities, 
which are ineligible for the Matching Adjustment. 
Insurers may also feel they have a freer hand to take 
credit and government spread risk in backing liabilities 
under the DVA than currently, opening up new 
investment strategies. 

 

How PwC can help you understand the implications for your business 

 Conduct high level impact analyses to help you understand potential SCR benefits with 
the DVA and the impact on overall SII balance sheet. 

 Help you build a dynamic VA model, or provide an independent review and help you 
enhance your existing VA models. 

 Review your existing LTG models (e.g., MA models) and compare to VA/DVA 
requirements. 

 Either complete or provide assurance over your regulatory VA application and approval 
process, including the communication with the regulator. 

 Assess the materiality of basis risk in your credit risk calibration and DVA model. 

 Help you monitor and control required liquidity and risk management frameworks 
including potential lack of compliance with governance, the ORSA and Prudent 
Person Principles. 

Contacts

Shazia Azim, Partner 

ALM and Asset Advisory 

T: +44 (0)7213 2096 

E: shazia.azim@pwc.com 

 William Gibbons 

T: +44 (0)7804 4140 

E: william.gibbons@pwc.com 

 Matteo Ricciarelli 

T: +44 (0)7706 284343 

E: matteo.ricciarelli@pwc.com 

     

Jan Furrer 

T: +44 (0)0741 071844 

E: jan.furrer@pwc.com 

 Wei Hou 

T: +44 (0)7841 803531 

E: wei.hou@pwc.com 

 Rod Bryn-Hussey 

T:+44 (0)7725 068267 

E: rod.bryn-hussey@pwc.com 

 

                                                             
1 This analytical approach does not seem to constitute a methodological departure from what EIOPA has prescribed in terms of 

VA calculations. 
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Financial services risk and regulation is an opportunity 

At PwC we work with you to embrace change in a way that delivers value to your 
customers, and long-term growth and profits for your business. With our help, 
you won’t just avoid potential problems, you’ll also get ahead. 

We support you in four key areas: 

 By alerting you to financial and regulatory risks we help you to understand the 
position you’re in and how to comply with regulations. You can then turn risk and 
regulation to your advantage. 

 We help you to prepare for issues such as technical difficulties, operational failure 
or cyber attacks. By working with you to develop the systems and processes that 
protect your business you can become more resilient, reliable and effective. 

 Adapting your business to achieve cultural change is right for your customers and 
your people. By equipping you with the insights and tools you need, we will help 
transform your business and turn uncertainty into opportunity. 

 Even the best processes or products sometimes fail. We help repair any damage 
swiftly to build even greater levels of trust and confidence. 

Working with PwC brings a clearer understanding of where you are and where you want 
to be. Together, we can develop transparent and compelling business strategies for 
customers, regulators, employees and stakeholders. By adding our skills, experience 
and expertise to yours, your business can stand out for the right reasons. 

For more information on how we can help you to stand out visit www.pwc.co.uk. 
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