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DRAFT COMMISSION DOCUMENT ON 
CAPITAL ADD-ONS
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 37 thereof,

Whereas:

(1)
The further specification of the circumstances in which capital add-ons may be imposed and the methodologies for their calculation should be flexible enough to ensure that the use of capital add-ons is an effective supervisory tool for the protection of policyholders while balancing the need to develop consistent approaches for similar circumstances. To this end reference percentages and limits are of use but should not detract from the main objective of setting add-ons and their amount and use should be reviewed as supervisory practices in this area develop.

 (2)
There should be a due process for setting capital add-ons which wherever possible allows the insurance or reinsurance undertaking to present its views and any additional information to the supervisory authority within an appropriate timeframe.
(3) 
Because the calculation of the Minimum Capital Requirement for composite undertakings is linked to  the Solvency Capital Requirement and requires a notional split of the Solvency Capital Requirement as between life and non-life activities it is  necessary to make special provision as to how to the apportion any capital add-on as between these activities.
CHAPTER [ ]
Capital add-on
SECTION 1

Circumstances for imposing capital add-on
Article CA1

(Art. 37(1)(a)(b) and (c))
Assessment of significant deviation (general)
For the purposes of Article 37(1) of Directive 2009/138/EC, in concluding that the risk profile of an insurance or reinsurance undertaking deviates significantly from the assumptions underlying the Solvency Capital Requirement calculated using the standard formula
, or that its system of governance deviates significantly from the standards laid down in Chapter IV, Section 2 of Directive 2009/138/EC, supervisory authorities shall take into account all relevant factors  including the following where appropriate: 
(a) the nature scale and complexity of the risks inherent in the business of the insurance or reinsurance undertaking;

(b) the likelihood and severity of any adverse impact on policyholders or beneficiaries ;

(c) the level of sensitivity of any relevant assumptions;

(d) the expected size of the deviation
; 
(e) the anticipated duration and volatility of the deviation; and
(f) findings arising out of any supervisory review process conducted under Article 36 of Directive 2009/138/EC.
For the purpose of setting a capital add-on when the Solvency Capital Requirement is calculated using an internal model, a capital add-on will be required only if there are material changes in the risk profile of the undertaking, or in the general macro environment that the approved internal model fails to capture adequately.  In such cases, undertakings will be required to adapt their internal model to capture this change otherwise a capital add-on will be imposed by supervisory authorities

.

Supervisory authorities will clearly communicate to undertakings their reasons for applying a capital add-on, accompanied by any supporting evidence

.  Undertakings may request that supervisory authorities remove the capital add-on provided they can demonstrate their situation has changed
.
Article CA 2
(Art. 37(1)(a) and (b))
Add-ons in relation to deviations from SCR assumptions

(2) For the purposes of imposing add-ons under sub-paragraphs (a) and (b) of Article 37.1 of Directive 2009/138/EC the risk profile shall be presumed to deviate significantly from the relevant assumptions where the modified SCR as calculated under articles 5 to 8 exceeds the  SCR calculated using the standard formula, or internal model as appropriate by [10]%.
(3) Supervisory authorities may nevertheless conclude, having taken account of all relevant factors including those set out in Article 1, that  risk profile deviations calculated according to paragraph 1 which are less than [10%] are significant or that risk profile deviations which are greater than [10%], subject to paragraph 3, are not significant.  
(4) Risk profile deviations calculated according to paragraph 1 which exceed [15%] shall be regarded as significant

In concluding whether a risk profile deviation is significant, if certain aspects of the risk profile deviation suggest a lower SCR these aspects may be netted against other aspects which suggest a higher SCR.  The insurance or reinsurance undertaking must demonstrate  to the supervisory authority that the [overall] SCR complies with Article 101(3) of Directive 2009/138/EC
. 
Article CA 3
(Art. 37(1)(a))
Assessment of  requirement to use  model   
For the purposes of Article 37(1)(a)(i) of Directive 2009/138/EC the circumstances in which the requirement to use an internal model is inappropriate include those where the financial and other resources required to develop the internal model are disproportionate as compared to the deviation of the risk profile. 
The requirement to use the internal model is ineffective 
where the required internal model fails to meet the general provisions for the approval of full and partial internal models as set out by or under Chapter VI Section 4 subsection 3 of Directive 2009/138/EC.     
Article CA4
(Article 37(1)(c))
Appropriate timeframe for improving governance deficiencies
For the purposes of Article 37(1)(c) of Directive 2009/138/EC, in concluding that the application of other measures is unlikely to improve deficiencies supervisory authorities shall take account of all relevant factors, including own funds, in determining what is an appropriate timeframe including the likelihood and severity of any adverse impact on policyholders
. 

SECTION 2
Methodologies for calculating Capital add-ons

Article CA5

(Article 37(1)(a) and (b))
General principles

For the purposes of capital add-ons set under Articles 37(1)(a) and (b) of Directive 2009/138/EC, the capital add-on shall be calculated as the difference between:

(5)  the amount of the Solvency Capital Requirement of the insurance and reinsurance undertaking; and


(6) the amount of the Solvency Capital Requirement that would be calculated if the standard formula or internal model, as appropriate, were modified so as to better reflect the risk profile of the undertaking and to enable the undertaking to comply with Article 101(3) of Directive 2009/138/EC
.
Article CA6 

(Article 37(1)(a) and (b))
Scope and approach of Modifications
(7) In calculating Article 5(2) supervisory authorities shall, with assistance from the insurance or reinsurance undertaking as appropriate
, consider the aspects which give rise to the deviation of the risk profile from the standard formula or internal model including, where relevant, quantifiable risks not taken account of by the standard formula or internal model, the structure of the formula or model, aggregation structures, risk modules, risk sub-modules, parameters, and assumptions.

(8) Where possible the relevant aspect shall be modified to address the deviation by making such changes to parameters, or assumptions as are appropriate.
(9) Where the modifications referred to in sub-paragraph (2) would be insufficient or inappropriate, alternative designs, structures or methodologies may be used
.

(10) The modifications must have an appropriate empirical, statistical, [or other  objective, transparent and justifiable basis] [ CEIOPS refer to "expert judgement" but wording here should therefore ultimately  track any elaboration of that term  context of model standards draft]  and be based on suitable data relating to the undertaking or if that is not available data  derived from data in relation to undertakings with a similar risk profile.

(11) 
.
Article CA7
Article 37(1)(c)
Calculation of governance add-ons
For the purposes of calculating capital add-ons under Article 37(1)(c) of Directive 2009/138/EC supervisory authorities shall take into account all relevant factors including where appropriate the following

:
(12) the nature scale and complexity of the risks inherent in the business of the insurance or reinsurance undertaking;

(13) the likelihood and severity of any adverse impact on policyholders or beneficiaries;

(14) the nature and duration and likely future duration of the deviation from the system of governance standards 

(15) 
(16) 

Article CA8
(Article 37 (1) )
Apportionment of add-ons for composites 
(17) For the purpose of calculating a notional life Minimum Capital Requirement and a notional non-life Minimum Capital Requirement as referred to in Article 74 of Directive 2009/138/EC supervisory authorities shall, when calculating a capital add-on  calculate a notional life capital add-on and a notional non-life capital add-on. 

(18) If, the causes of the relevant deviations can be objectively apportioned as between the life insurance activity and the non-life insurance activity supervisory authorities shall calculate the notional life capital add-on and notional non-life capital add-on according to the same apportionment. 
(19) However, if paragraph (2) does not apply, supervisory authorities shall calculate the notional life capital add-on and notional non-life capital add-on according to the apportionment as between the notional life Minimum Capital Requirement and a notional non-life Minimum Capital Requirement as referred to in Article 74 of Directive 2009/138/EC. 
Article CA9
(Article 37) 
Review 
No later than 5 years after the date referred to in Article 309 of Directive 2009/138/EC, the Commission shall after consulting CEIOPS make an assessment of the application of this Chapter as regards the supervisory practices concerning setting capital add-ons and in particular whether the percentage amounts referred to in Article 2 are appropriate. The Commission shall where appropriate propose amendments for the amendment of this [Regulation].
�The CEA suggests that a differentiated approach be applied between calculation of SCR using the Standard Formula and using an Internal Model.  This point is explained in further detail below.


�If the actual size of the deviation needs to be known (i.e. the difference between the SCR and the modified SCR) before the requirement to calculate the modified SCR then the requirements are circular.


�Deviation from the risk profile of an undertaking is part of the Internal Model approval process.  The CEA suggests that any resolution should first be sought through amendment of the Internal Model, this supports the Commission intention that a capital add-on is used as a last resort.


�Note for CEA members:  Ceiops has previously commented that the Internal Model will change following the approval process.  The decision to impose a capital add-on will be based on a supervisory assessment which is separate from the ongoing Supervisory Review Process.  Undertakings may ask the supervisory authority to review the capital add-on decision provided supporting evidence shows the situation has changed.


�To help undertakings rectify the situation, the CEA suggests that supervisory authorities provide their reasoning when applying capital add-ons.


�Note for members: Ceiops disagreed with this approach and believe burden of proof should lie with the undertaking.


�Ceiops allowed for undertakings to request a review.  The CEA supports this.


�Question to members: this is a slightly different calculation than ‘Option 3’ of Ceiops advice which the CEA members supported.  Do you agree with this calculation?


�The CEA supports netting against areas with higher capital.  


�The CEA would like to seek clarification on the meaning of this point.


�The CEA believes that the insurer will need time to assess, design and implement any changes.  Changes must then be endorsed by supervisory authorities.  We propose either no maximum timeframe or a longer timeframe between 9-12 months. The level of own funds should also be taken into account when setting a timeframe to remedy any deficiencies.


Appropriate timeframe will depend on the specific circumstances of the undertaking.


�Note for CEA members: Ceiops disagreed with our comment saying that the length of time required by the undertaking to remedy the situation is irrelevant. “Additional material risks resulting from significant governance deficiencies require an add-on unless the deficiencies can be remedied in a timeframe that is acceptably short in view of the risk that could crystalise on account of the deficiencies.


�Question to CEA members: this introduces the concept of using a modified SCR. Do members agree with this process for calculating the capital add-on?


�A capital add-on should be a last resort measure. If it is possible to calculate the modified SCR then this should in turn be the undertaking’s SCR. The CEA sees no reason why the undertaking should report its original SCR plus a capital add-on.


�The burden of proof should remain with the supervisor, the CEA believes it is possible for the supervisor to calculate the modified SCR without assistance from the undertaking.  If not, then it would appear that the undertaking needs to calculate its modified SCR. If this is possible then this modified SCR should be the undertaking’s capital requirement, rather than the original number plus a capital add-on. This enforces the Commission intention that the capital add-on should be a last resort measure.


�Question to CEA members: should the nature of such alternatives be elaborated in Level 2 and if so, can any suggestions be made?


�The CEA would like to seek clarification on this point.


�The CEA expresses concern about using comparative analyses as it would not be possible for the supervisory authority to disclose the underlying information to the undertaking.  The CEA suggests that a peer group mechanism for comparative analyses be developed at Level 3.  This would allow comparison of a sufficient number of undertakings with similar risk profiles and characteristics operating in the same markets as the undertaking.


�Question to members: in the past CEA members have thought there is not enough clarity around this decision making process.  Are there specific suggestions on how this list could be developed to provide more clarity? 


�Note to members: Ceiops commented that it would not be possible to achieve a high level of harmonisation on the calculation of governance add-ons as it would narrow flexibility around the assessment process.  They suggest this list could be expanded under Level 3.


�The CEA proposes to delete as we do not believe these are a suitable reason to apply a capital add-on.
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