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THE REQUIREMENTS TO BE MET TO INVEST IN REPACKAGED LOANS INVESTMENTS 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 Article 135 (2) thereof,

Whereas:

(1) Consistent with the prudent person principle set out in Article 132 of Directive 2009/138/EC and to ensure cross-sectoral consistency
, the interests of firms that re-package loans into tradable securities and other financial instruments (originators) and the interests of the insurance and reinsurance undertakings investing in these securities or instruments should be aligned. To achieve this, the originator should retain a significant 
economic interest in the underlying asset.

(2) The requirements to be met by insurance and reinsurance undertakings investing in tradable securities and other financial instruments based on repackaged loans should be commensurate to the nature, scale and complexity of the risk inherent in the financial instrument and should apply on the basis of the principle of substance over form.
(3) Insurance
 and reinsurance undertakings investing in tradable securities and other financial instruments based on repackaged loans should make their investment decision only after having conducted thorough due diligence, for which they should have adequate information about the securitisation.
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INVESTMENT IN TRADABLE SECURTITIES AND OTHER FINANCIAL INSTRUMENTS BASED ON REPACKAGED LOANS
Article RL1
(Art. 135 (2) of Directive 2009/138/EC)

Definitions
For the purpose of this section the following definitions shall apply:

"Tradable securities and other financial instruments based on repackaged loans" means a transaction or scheme as set out in Article 4 (36) of Directive 2006/48/EC;  

"Tranche" means a contractually established segment of the credit risk associated with an exposure or number of exposures as set out in Article 4 (39) of Directive 2006/48/EC; 

"Originator" means an entity as set out in Article 4 (41) of Directive 2006/48/EC; and

"Sponsor" means a credit institution as set out in Article 4 (42) of Directive 2006/48/EC. 
Article RL2

(Art. 135 (2) (a) of Directive 2009/138/EC)
Exposures to transferred credit risk
1. Insurance and reinsurance undertakings shall only invest in tradable securities and other financial instruments based on repackaged loans if the originator or sponsor has explicitly disclosed to the undertaking in the documentation governing the investment that it will retain, on an ongoing basis
 a net economic interest 
which, in any event shall not be less than 5%.
The net economic interest shall be measured at the origination and, if later, at the date of investment by the undertaking. Any breaches
 of the retained position should be assessed by the issuer and the competent supervisor on a case by case basis taking into account the materiality of the breach.
There shall be no multiple applications of the retention requirements for any given securitisation.

2. Before
 investing in tradable securities and other financial instruments based on repackaged loans, insurance and reinsurance undertakings shall ensure that the sponsor and originator meet the following criteria:
(a) The sponsor and originator grant credit based on sound and well-defined criteria and clearly establish the process for approving, amending, renewing and refinancing loans to the exposures to be securitised as they apply to exposures they hold;
(b) The sponsor and originator operate effective systems to manage the ongoing administration and monitoring of its credit risk-bearing portfolios and exposures;
(c) The sponsor and originator adequately diversify each credit portfolio based on its target market and overall credit strategy;

(d) The sponsor and originator ensure that prospective investors have readily available access to all relevant data necessary for the insurance or reinsurance undertaking to comply with the requirements set in Article RL4;
(e) The sponsor and originator have a written policy on credit risk that includes its risk appetite and provisioning policy and how it measures, monitors and controls that risk;
(f) The sponsor and originator disclose to the undertaking the level of commitment as referred to in paragraph 1 to maintain a net economic interest in the securitisation as well as any features of the holding that would undermine the maintenance of its net economic interest.

3. If the originator is subject to supervision based on the CRD / Basel II regulations the criteria as presented in section 2 are deemed to be met.
Article RL3

(Art. 135 (2) (a) of Directive 2009/138/EC)
Exemptions
1. Article RL2 shall not apply when securitised exposures are claims or contingent claims on or fully, unconditionally and irrevocably guaranteed by:

(a) central governments or central banks
; 
(b) regional governments, local authorities and public sector entities, within the meaning of Article 4 (18) of Directive 2006/48/EC, of Members States;

(c) institutions to which a 50% risk weight or less is assigned under Articles 78 to 83 of Directive 2006/48/EC; or 
(d) multilateral development banks as listed in the Annex. 

2. Article RL2 shall not apply to:

(g) transactions based on a clear, transparent and accessible index, where the underlying reference entities are identical to those that make up an index of entities that is widely traded, or are other tradable securities other than securitisation position;

(e) syndicated loans, purchased receivables or credit default swaps where these instruments are not used to package or hedge a securitisation that is covered by Article RL2.

Article RL4
(Art. 135 (2) (b) of Directive 2009/138/EC)

Qualitative requirements

1. Without prejudice to the general requirements set out in Article 132 of the Directive 2009/138/EC, insurance and reinsurance undertakings investing in tradable securities and other financial instruments based on repackaged loans shall meet the following requirements:
(f) the
 undertaking shall pay particular attention to assessing the asset and liability management risk, the concentration risk and investment risk arising from the investments in tradable securities and other financial instruments based on repackaged loans;
(g) the
 undertaking shall establish formal monitoring procedures commensurate with the risk profile of their investments in tradable securities and other financial instruments based on repackaged loans to monitor on an ongoing basis and in a timely manner performance information on the exposures underlying their securitisation positions;
(h) the undertaking shall ensure that there is an adequate level of internal reporting to administrative or management body so that they are aware of material investments made in repackaged loans and that the risks from these products are adequately managed; and
(i) the
 undertakings shall include appropriate information on their investments in these products, and their risk management procedures in this area, in complying with their supervisory reporting and public disclosure requirements.

2. Where
 an undertaking holds a material amount of tradable securities and other financial instruments based on repackaged loans the insurance or reinsurance undertaking shall regularly perform stress tests in relation to its securitisation positions. Any stress test should be commensurate with the nature, scale and the complexity of the risk inherent in the financial instrument.
3. When
 investing in tradable securities and other financial instruments based on repackaged loans, and as appropriate thereafter, any insurance or reinsurance undertaking investing in tradable securities and other financial instruments based on repackaged loans shall be able to demonstrate to its competent supervisory authorities that for each of its individual securitisation positions it has a comprehensive and thorough understanding of and has implemented formal policies and procedures appropriate to its investment portfolio. These formal policies and procedure shall be proportionate to the risk profile of their investments in securitised positions. 

Article RL5
(Art. 135 (2) of Directive 2009/138/EC)
Transitional arrangements
In relation to insurance and reinsurance undertakings investing in tradable securities and other financial instruments based on repackaged loans that were issued before 1 January 2011, the requirements set in Articles RL1 to RL4 shall apply from 31 December 2014, where new underlying exposures are added or substituted after that date, unless they were anticipated in the prospectus or improve the credit quality of the product
 
ANNEX RL: Multilateral Development Banks

Multi-lateral development banks

a. African Development Bank; 

b. Asian Development Bank;

c. Caribbean Development Bank;

d. Council of Europe Development Bank;

e. European Bank for Reconstruction & Development;

f. European Investment Bank;

g. European Investment Fund;

h. Inter-American Development Bank;

i. International Bank for Reconstruction and Development;

j. International Finance Corporation;

k. International Finance Facility for Immunisation;

l. Islamic Development Bank;

m. Multilateral Investment Guarantee Agency; and

n. Nordic Investment Bank.

�Consistency should be ensured with the forthcoming CRD versions as long as they are not in breach of the Directive 2009/138/EC for insurance and reinsurance undertakings. A recital could be added to cater for this.


�5% may be better described as a material interest than as a significant interest


�We believe that the investment in such repackaged loan investments should be mainly guided by the prudent person principle stated by the Directive. 


These investments are an important component of the current economy, and the present restrictions/rules could severely limit the asset management of insurance company. 


We believe that the effect of tougher capital requirements, in connection with additional qualitative requirements for investments in repackaged loans, is harmful for the construction of a diversified portfolio. From our perspective, the entirety of new requirements directed towards investments will most certainly have a significant effect on the possibilities for insurance companies to take on market risk. The asset allocation will undoubtedly be pushed away from a diversified portfolio structure towards a concentration on certain low yield products, in particular government bonds. For these reason, we disagree with restrictions on investments, which are considered to be a direct intervention of the supervisor in the management of the undertaking.


�Although we support the fundamental view that the originator retains a net economic interest of not less than 5%, we want to draw attention to the fact that it is out of control of the investor to control on an ongoing basis, whether the originator, sponsor or original lender sticks to this requirement. The CEA expects the retention of this minimum economic interest to be checked by the competent regulators. Insurance undertakings should be able to take credit for the activity of these regulators and not be expected to duplicate their role.


�A definition of the net economic interest would be very helpful in the corresponding article RL1.


�In order to avoid distressed sales even in cases of minor breaches we suggest the wording inserted in the paragraph.


�The CEA expects that the requirements listed under this section will be checked by the competent authority for regulated products. Insurance undertakings should be able to take credit for the activity of these regulators and not be expected to duplicate their role.


For the case of non regulated instruments, the requirements are burdensome; it must be considered that undertakings are not in the position to control and to manage risks which are associated with the respective underlying assets in all situations. 


�All such institutions or only from OECD/EEA?


�We agree that repackaged loan investments are also subject to Art. 132 of the level 1 text - the prudent person principle. The principle of proportionality, as stated in the preamble, is important in the implementation of this requirement in order to avoid putting an unneeded burden on undertakings.


�The CEA agrees that monitoring procedures should be commensurate with the risk profile. It’s important that insurers understand the sensitivity of their investment to factors that affect the underlying exposures and the liquidity of their investments.


�We recommend that the public information required by this paragraph to be in line with and not exceed current accounting disclosure under IFRS – IFRS 7.


�Performing stress tests is generally the role of the originator or sponsor, and undertakings normally do not have resources and procedures to do so. We do not recognise the necessity to undertake specific stress tests given that stricter requirements are placed on the assessment of these securities and that the enforcement of adequate and effective risk management by the insurance undertaking are essential prerequisites for their acquisition. 





Further, securitisations are subject to individual sub-modules of the market risk (i.e. spread risk) and therefore individual stress assumptions; we strongly question the requirement that undertakings would have to perform additional stress tests with respect to securitisation positions.





In case that the requirement of a stress test should be maintained we suggest to add the following wording (in alignment with recital 2).


�The requirement to demonstrate for individual securitisation positions that the company has a comprehensive and thorough understanding is likely to be disproportionate and burdensome.


The reporting to the supervisor envisaged by this section seems to overlap with the monitoring and reporting procedures asked in the first section of Article RL4.


�Since for some securitized products, such as collateralised debt obligations, the underlying credit exposure is actively managed (to ensure that credit quality is maintained through additions or substitutions) we strongly suggest that exposure anticipated in the original specification should not revoke the transitional arrangements. We suggest to add the following wording.
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