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DRAFT COMMISSION DOCUMENT ON 
SPECIAL PURPOSE VEHICLES UNDER THE SOLVENCY II DIRECTIVE 2009/138/EC
Important note: This document is a working document of the Commission services for discussion. 
It does not purport to represent or pre-judge the formal proposals of the Commission
Having regard to the Treaty (…),

Having regard to Directive 2009/138/EC (…), and in particular Articles 211 (2) thereof,

Whereas:

(1)
Where
 the special purpose vehicle which assumes risk from an insurance or reinsurance undertaking is established in a Member State which is not the Member State in which the insurance or reinsurance undertaking is authorised, there should be close co-operation between the supervisory authorities. The supervisory authorities, in which the special purpose vehicle is established, shall consult the other supervisory authorities concerned before taking a decision on authorisation. 
(2)
The use of special purpose vehicles by insurance and reinsurance undertakings should be transparent and the reasons for their use justifiable and apparent from an economic perspective. 
(3) 
The
 exposure of the SPV should always be limited in order to ensure that the special purpose vehicle has assets that exceed its aggregate maximum obligations. 
(4)  
Special
 purpose vehicles should be bankruptcy remote in the sense that they should remain at all times protected from the winding up proceedings of another undertaking.
(5)
Assessments of fit and proper requirements for shareholders or members having a qualifying holding in the special purpose vehicle should where relevant take account of similar requirements in relation to assessments of qualifying holding in insurance or reinsurance undertakings. 
(6)
The
 transfer of risk from the insurance or reinsurance undertaking to the special purpose vehicle and from the special purpose vehicle to the providers of debt or financing who may be or include the original undertaking should be free of encumbrances. Encumbrances may include for example the provision of additional contractual rights to the providers of debt or financing to the special purpose vehicle in the form of additional guarantees or rights of set-off. 
TITLE S
INSURANCE AND REINSURANCE UNDERTAKINGS
CHAPTER [X]
SPECIAL PURPOSE VEHICLES
SECTION 1

AUTHORISATION

Article SPV1
(Article 211(2) (a) of Directive 2009/138/EC)

Scope of Authorisation
1.
Special purpose vehicles, that meet the definition set out in Article 13 (26) of Directive 2009/138/EC, shall be eligible for authorisation by the supervisory authorities in the Member State in which the special purpose vehicle is established, provided that the following conditions are fulfilled:


(a)
the
 special purpose vehicle assumes risk through a reinsurance contract or assumes insurance risk from an insurance or reinsurance undertaking through an equivalent arrangement. 


(b)
the
 solvency of special purpose vehicle cannot be affected by the winding-up proceedings of another undertaking and the requirements in Article SPV10 are met.


(c) 
the
 contractual arrangements relating to the transfer of risk from an insurance or reinsurance undertaking to a special purpose vehicles meet the conditions set out in Article SPV2 to Article SPV5. 


(d) 
the special purpose vehicle has an effective system of governance and meets the conditions set out in Article SPV6 to Article SPV8. 

2. 
The
 authorisation of special purpose vehicles referred to in paragraph 1 by a supervisory authority shall state the uses for which the special purpose vehicle is authorised and where relevant, any terms and conditions, relating to that use. 
3.
Supervisory authorities shall not authorise the use of a special purpose vehicle by more than one insurance or reinsurance undertaking, unless those undertakings are part of the same insurance or reinsurance group as defined in Article 212 (1) (c) of Directive 2009/138/EC. 
SECTION 2

MANDATORY CONTRACT CONDITIONS
Article SPV2
(Article 211(2) (b) of Directive 2009/138/EC)

Fully Funded 
In
 accordance with the definition of a special purpose vehicle set out in Article 13 (26), the contractual arrangements relating to the transfer of risk from an insurance or reinsurance undertaking to the special purpose vehicle shall ensure that the special purpose vehicle is at all times fully funded and that the requirements in Article SPV10 are met. 
Article SPV3

(Article 211(2) (b) of Directive 2009/138/EC)

Effective transfer of risk

The
 contractual arrangements relating to the transfer of risk from the insurance or reinsurance undertaking to the special purpose vehicle and from the special purpose vehicle to the providers of debt or financing who may be or include the original insurance or reinsurance undertaking shall ensure that:
1.
the transfer of risk is effective in all circumstances;
2. 
the extent of risk transfer is clear and cannot be called into question.  

3.
there are no connected transactions which could undermine the effective transfer of risk and that the parties to the contractual arrangements have undertaken not to enter into any arrangements that could have such effect. 
Article SPV4
(Article 211(2) (b) of Directive 2009/138/EC)

Rights of the debt or financing providers 
In accordance with the definition of a special purpose vehicle set out in Article 13 (26) of Directive 2009/138/EC, the contractual arrangements relating to the transfer of risk from an insurance or reinsurance undertaking to the special purpose vehicle and from the special purpose vehicle to the providers of debt or financing shall ensure that: 
1.
the providers of debt or financing are at all times subordinated to the reinsurance obligations of the special purpose vehicle to the insurance or reinsurance undertaking; 

2. 
the
 providers of debt or financing to the special purpose vehicle have no rights of recourse to the assets of the insurance or reinsurance undertaking. 

Article SPV5
(Article 211(2) (b) of Directive 2009/138/EC)

Application of the prudent person principle

The contractual arrangements relating to the transfer of risk from an insurance or reinsurance undertaking to the special purpose vehicle and from the special purpose vehicle to the providers of debt or financing shall ensure that the investment in assets and the use of derivative instruments by the special purpose vehicle shall be consistent with the requirements in Article 132 of Directive 2009/138/EC. 
SECTION 3

SYSTEM OF GOVERNANCE
Article SPV6
(Article 211(2) (c) of Directive 2009/138/EC)

Fit and proper requirements of persons who effectively run the special purpose vehicle
1.
All persons who effectively run the special purpose vehicle shall at all times fulfil the requirements set out in Article 42 (1) of Directive 2009/138/EC.  

2.
The
 special purpose vehicle shall notify the supervisory authorities of the identity of the persons who effectively run the special purpose vehicle and demonstrate to the supervisory authorities that those persons meet the requirements in paragraph 1. 

Article SPV7
(Article 211(2) (d) of Directive 2009/138/EC)

Fit and proper requirements for shareholders or members with a qualifying holding
1.
The assessment of whether the shareholders or members having a qualifying holding in the special purpose vehicle are fit and proper shall take into account the following:

(a)
the reputation and integrity of the shareholder or member having a qualifying holding in the special purpose vehicle; 

(b)
the financial soundness of the shareholder or member having a qualifying holding in the special purpose vehicle, in particular in relation to the uses of the special purpose vehicle;
(c)
the level of influence that the shareholder or member having a qualifying holding in the special purpose vehicle will exercise over the special purpose vehicle; and
(d)
whether there are reasonable grounds to suspect that, in connection with the proposed acquisition, money laundering or terrorist financing within the meaning of Article 1 of Directive 2005/60/EC of the European Parliament and of the Council of 26 October 2005 on the prevention of the use of the financial system for the purpose of money laundering and terrorist financing is being or has been committed or attempted, or that the proposed acquisition could increase the risk thereof.

2.
The special purpose vehicle shall notify the supervisory authorities of the identity of the persons who are shareholders or members that have a qualifying holding in the special purpose vehicle.

Article
 SPV8

(Article 211(2) (e) of Directive 2009/138/EC)

Sound administrative and accounting procedures, adequate internal control mechanisms and risk-management requirements
1. 
Special purpose vehicles shall have in place sound administrative and accounting procedures, adequate internal control mechanisms and an effective risk management system proportionate to the nature, scale and complexity of the uses for which the special purpose vehicle is authorised in accordance with Article SPV1 (2). 

2. 
Special purpose vehicles shall have written policies in relation to at least risk management, internal control, administrative and accounting procedures and where relevant, outsourcing. They shall ensure these policies are implemented. 


The written policy shall comprise policies relating to Article 44 (2) (a) to (f) of Directive 2009/138/EC to the extent that these are relevant taking into account the uses of the special purpose vehicle. 

3.
Special purpose vehicles shall have in place internal controls to ensure that the mandatory contract conditions in Section 2 are fulfilled on an ongoing basis and shall provide details of these at the request of the supervisory authorities. 

4. 
Special
 purpose vehicles shall have in place an effective risk-management system comprising processes and reporting procedures necessary to identify, measure, monitor, manage and report, on a continuous on-going basis the risk to which the special purpose vehicle could be exposed.  

5. 
Special purpose vehicles shall maintain adequate and orderly records of the activities and transactions undertaken by the special purpose vehicle.  

SECTION 4

SUPERVISORY REPORTING
Article
 SPV9

(Article 211(2) (f) of Directive 2009/138/EC)

1.
Supervisory authorities may request such information from the special purpose vehicle as is necessary in order to be satisfied that the requirements in Articles SPV1 to SPV10 have been met. 

2.
Special
 purpose vehicles shall report the following information to the supervisory authorities in the Member State in which the special purpose vehicle is established and the supervisory authorities in the Member State in which the insurance or reinsurance undertaking is authorised: 

(a)
the value of the assets and liabilities in accordance with Article SPV10 (1) (a); and

(b)
material conflicts of interest between the special purpose vehicle, the insurance or reinsurance undertaking and the providers of debt or financing. 
(c)
significant transactions entered into by the special purpose vehicle over the preceding year.
3.
The
 report referred to in paragraph 2 shall be submitted annually by the persons which effectively run the SPV at the same time that the insurance or reinsurance undertaking who has transferred its risk to the special purpose vehicle submits its annual quantitative templates to the supervisory authorities in accordance with Article 35 of Directive 2009/138/EC.  

SECTION 5

SOLVENCY REQUIREMENTS
Article
 SPV10
(Article 211(2) (g) of Directive 2009/138/EC)

1.
Special purpose vehicles shall be fully funded and satisfy the following conditions: 

(a)
the
 assets and liabilities of the special purpose vehicle are valued in accordance with Article 75 and Articles 76 to 86 of Directive 2009/138/EC. 

(b)
the
 special purpose vehicle has at all times assets that exceed the aggregate maximum limit of its obligations and is able to meet these obligations as they fall due. 

(c)
the
 proceeds of the debt issuance or other financing mechanism are fully paid-in and available to the special purpose vehicle. 

2.
The assessment by supervisory authorities of whether a special purpose vehicle is fully funded should take into account, where appropriate:

(a)
the risks associated with the investment and liquidity strategy of the special purpose vehicle;

(b)
the strategy of the special purpose vehicle in relation to credit, market, underwriting and operational risks;
(c)
the legal arrangements for holding assets in the special purpose vehicle; and

(d)
the
 extent to which expected future cash-flows have been stress tested. 

3.
By
 way of derogation from paragraph (1) (c), the inclusion of contractually due future premium or investment income relating to future fees and expenses by the special purpose vehicle shall be permitted, provided that the results of stress tests undertaken by the special purpose vehicle evidence that future fee and expenses can be met out of future premium or investment income.   
4.
Supervisory authorities shall not subject special purpose vehicles to a Solvency Capital Requirement, a Minimum Capital Requirement or other capital requirement. 

�This creates a dual approval process which will be very burdensome and will discourage the domiciliation of the vehicle in a different state than that of the undertaking. There should be a clear distinction of responsibilities between the regulator of the vehicle and of the undertaking. As is the case of traditional reinsurance companies, the regulator of the country of the vehicle should be sole responsible for granting the authorisation and the regulator of the undertaking should recognise the vehicle and risk transfer accordingly.


1) the undertaking’s regulator is responsible for assessing the effectiveness of the risk transfer and ensuring the benefits taken by the undertaking do not exceed the effectiveness of the risk transfer;


2) the SPV’s regulator is responsible for the initial authorisation of the SPV, including that the SPV is fully funded with respect to benefits being taken by the undertaking, and for monitoring that the SPV is not insolvent over the course of the transaction;


3) the close co-operation between the supervisory authorities should have a clear segregation of duties also with regard to coordinating reporting required from the SPV and the undertaking with regard to the transaction. It is essential that supervision especially during set up works in an efficient and speedy manner.


�“assets that are equal to or exceed its” aggregate maximum obligations liabilities.


Our proposed change enables the SPV to limit its exposure under its reinsurance contract to the amount of assets it has available rather than needing to specify a fixed limit to the liability.  We feel this additional flexibility may be administratively helpful without adding to the risk of the contract from the perspective of the insurer/reinsurer.


�As it currently is the case for some instruments in some markets, it would be preferable in particular to state that once the insurance risk is transferred effectively, it cannot be challenged by an administrator following the insolvency of the cedant so that  there cannot be any claw back of, for example, collateral.


�The ECdraft seemed to assume that there will be at least 3 parties in the transaction – an insurer, an SPV and provider(s) of capital.  It is potentially desirable that the original insurer wishes to provide some or all of the financing to the SPV and therefore we suggest the wording here is amended to clarify this.


This could suggests that any additional guarantees to a transaction structure are not allowed, e.g. if a TRS on collateral was to be considered a guarantee this could not be used to enhance a structure.  This must be avoided to allow for flexibility in structuring an optimal transaction. We agree that anything that limits the non recourse nature of a structure should be prohibited, but this should only relate to the sponsor and not any other provisions.  Thus we suggest to delete the second sentence.


�Although it is rather an issue for the ceding insurance undertaking implementing measures with regard to SPV’s should ensure that there is no arbitrage advantage as a result of the creation of a SPV. This means that capital requirements on ceding insurance undertakings should be basically the same independent from the utilization of a SPV or “traditional” reinsurance undertakings.


Moreover, the proposals solely address SPV’s with residence in a member state. It should be considered that an SPV might be established under a third country jurisdiction. Thus it seems to be useful to state principles for this case as well.


�The scope of this regulation should only apply to insurance or indemnity arrangements, and not to parametric/modeled loss arrangements which most often are derivatives and therefore do not need an insurance SPV to be realised. Thus we support the wording set out in SPV 1, 1(a), as this focus on all indemnity deals and excludes non-indemnity. If the EC has a different interpretation to ours above, this should be made clear.


�As it currently is the case for some instruments in some markets, it would be preferable in particular to state that once the insurance risk is transferred effectively, it cannot be challenged by an administrator following the insolvency of the cedant so that  there cannot be any claw back of, for example, collateral.


�The CEA believes that the onus should be on undertakings to demonstrate effective risk transfer. 


Also, according to the CEIOPS final advice, (§3.53) " The onus is on the undertaking to ensure that effective risk transfer has taken place and to demonstrate this to the supervisory authority where the SPV is established who should assess that effective risk transfer has taken place and that this has been fully documented by the undertaking". The CEA expresses the need for supervisory assessments of risk transfers effectiveness to move into a harmonized and transparent direction over time.


�The wording used seems to indicate that multiple, subsequent uses of the SPV may be covered by one authorisation. In order to limit the administrative burden, it should be clarified that no re-approval is necessary provided the reuse was indicated and the circumstances and objectives remain the same.





�1 We propose that this paragraph is changed and expanded as follows: 


“the SPV has at all times assets that are equal to or exceeds its liabilities and is able to meet these obligations as they fall due; in assessing the fully funded requirement the value of any contingent and contractual rights, e.g. the right to receive a future payment under a contract, should be included.”  


This change ensures that a transaction can be structured with an optimal composition of assets to cover the liabilities of the SPV, which links into the zero solvency requirement.  The change also allows for taking into account the impact on collateral of protection mechanisms such as Total Return Swaps and Deferred Acquisition Cost, to allow for a fully funded balance between assets and liabilities.


2 The payments from the SPV to the ceding undertaking can never exceed the assets of the SPV. We are looking at how this is expressed in the Directive/L2. For now we note that it is important that it should not lead to a situation where assets falling below the potential claim on the SPV result in removal of authorization or de-recognition of the risk mitigation while it is still providing some reduced benefit. Also, in case the review proves unsatisfactory there should be a cure period. The regulatory benefit should be reassessed in case the problem is not cured (but not necessarily fully cancelled). We would expect that the measures taken by any relevant regulator with respect to an SPV no longer maintaining its fully funded status would be proportionate to the circumstances and amount by which the SPV become less than fully funded.


We consider that an “escalation” process could be introduced, with a defined letter from the supervisor, a precise period for the SPV / Undertaking to provide with a response, and deadline for the SPV or undertaking to find a solution to repair the breach.


�As above, the EC draft seemed to assume there will be at least 3 parties in the transaction – an insurer, an SPV and provider(s) of capital.  It is potentially desirable that the original insurer may wish to provide some or all of the financing to the SPV and therefore we suggest the wording here is amended to clarify this.


“1. the transfer of risk is effective in all circumstances;”


 “all circumstances” is confusing and alludes to removal of all basis risk which is unlikely in structuring terms. The meaning of the next section SPV 3, 2: “the extent of risk transfer is clear and cannot be called into question”, would suffices in terms of clarifying the risk transfer requirement and the extent to which risk has been transferred under which circumstances.


�We suggest this to be redrafted as it is not possible for it to be true where the original insurance or reinsurance undertaking has provided financing to the SPV.


�The SPV has a defined purpose. The requirements must relate to the particular function of the SPV. 


The fit and proper requirements for the persons running the SPV should be set with a view to the nature, scale and complexity of the risk transfer into the SPV. In most of the cases, we would expect such features to generate a proportionately less stringent need for fitness and propriety compared to the case of reinsurers.


�The governance requirements set out in this article are overly burdensome. Unless “proportionate to the nature, scale and complexity” is added to SPV 8 (2)-(5) as currently stated in clause 1, this requirement is extremely burdensome for SPVs and will most likely prevent many undertakings from establishing SPVs within the EU.  All that should be required is to ensure a SPV has sound administrative and accounting procedures, adequate internal control mechanisms and risk management requirements is set out in (1), (4) and (5), we therefore propose to delete (2) and (3).


�In several sections the document traces parallels between SPVs and traditional reinsurance undertakings rather than laying out specificities. In particular it indicates that an SPV should have similar risk management capabilities to a reinsurance undertaking. It should be noted that an SPV is not necessarily meant to be actively managed. It is designed to follow the guidelines of the transaction documentation. The documentation acts as risk mitigant. The careful review of the documentation by sponsors, regulators, rating agencies and investors provides the necessary comfort around the risk management. Any ongoing risk assessment if required is usually provided by third parties or directly by the undertaking. Requiring risk management capabilities from an SPV would make it an actively managed entity and very much alike a traditional reinsurance undertaking. It would lose its predictable nature (passive entity with actions limited to those described in the transaction documentation) which is an essential feature both for sponsors and investors and the cost of this would be equally prohibitive.


�IFRS regarding consolidation versus off balance sheet reporting and risk transfer could be a good source of check for this reporting article.


�The Solvency II reporting requirements set forth in this article will likely exclude non-EU undertakings from establishing SPVs in the EU, as they are unlikely to be reporting according to Solvency II.  A range of insurance SPVs currently established within the EU consist of business sourced from non-EU countries.


Dual reporting appears unduly burdensome for the supervisors.  It would make more sense to provide all information to one supervisor as the lead, for sharing with the other supervisor as and when required.


�We support the annual frequency of reporting as this is proportionate to the activities envisaged for the SPV.


�We stress the fact that the use of SPV leads to burdensome work of two valuations: the prudential valuation according to Solvency 2 and the accounting valuation in local GAAP.


�This article states that the valuation of assets and liabilities has to be performed according to SII principles.  This could imply that a risk margin would be required.  However as the SCR is zero according to SPV10, 4, the risk margin would also be zero. This needs to be clarified.


�The requirement that “assets exceed the aggregate maximum limit of its obligations” is not necessary. The EC should be careful to avoid a situation where a shortfall in funding leads to automatic de authorisation and instant loss of risk mitigation for the ceding undertaking. The response to breach of fully funding needs to be proportionate.


�We suggest to delete “and available to the special purpose vehicle” as this confuses how funds can be moved in various transactions.  All proceeds should be fully paid-in, but might only be available to the SPV for a short amount of time, as e.g. in an EV securitisation, part of the funds raised in the transaction are kept in a reserve fund (capital account) and the remainder is passed on to the undertaking as ceding commission in exchange for the business taken on by the SPV.


�According to CEIOPS' comments #94 on Industry's comments on CP: "Stress tests and scenario tests are not necessary because of the fully funded principle (...). Stress tests and scenario tests should demonstrate that future fees and expenses can be met out of future investment income."


We consider that the regular independent mark to market and minimum collateral ratings (and over-collateralization in certain cases) should provide sufficient comfort to avoid having stress tests. In addition, the pertinence of stress tests is too subjective and making an approval subject to receiving stress tests could seriously jeopardise the alternative risk transfer route. If scenario and stress tests were considered indispensable, the main assumptions / methods should be defined, in order to facilitate the harmonization across the countries.


�With regard to the proposed treatment of future premiums/investment income and future fees/expenses set out in Para. 3 it appears to be contradictory to require stress tests given the fact that SPVs are not subject to special capital requirements. Moreover, it remains unclear to us which kind of relation between future premiums/investment income and future expenses fees is addressed by this proposal.
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