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SIMPLIFIED METHODS AND TECHNIQUES TO CALCULATE TECHNICAL PROVISIONS 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 the Directive 2009/138/EC (…), and in particular Articles 86 thereof,

Whereas:

(1) Undertakings
 should, when calculating technical provisions, apply methods which are sophisticated enough to capture the characteristics of the risks. However, to ensure an appropriate application of the proportionality principle, the degree of sophistication of the methods used should correspond to the nature, scale and complexity of the risks. For instance, where the scale and complexity of risks is low, insurance and reinsurance undertakings should be able to use simplified methods. Conversely where for instance the scale and complexity of risks is high undertakings should use more sophisticated methods.
TITLE S
INSURANCE AND REINSURANCE UNDERTAKINGS
CHAPTER TP
RULES RELATING TO TECHNICAL PROVISIONS
SECTION 6
PROPORTIONALITY AND SIMPLIFICATIONS
Article TPS1

(Art. 77 of Directive 2009/138/EC)
Proportionality
1. Insurance and reinsurance undertakings shall use methods to calculate technical provisions which are proportionate to the nature, scale and complexity of the risks they support.
2. Insurance and reinsurance undertakings shall determine such proportionate calculation methods by carrying out an assessment which shall include:

(a) an assessment of the nature, scale and complexity of the risks that the insurance or reinsurance undertaking supports; and
(b) an
 assessment of the model error of the method.
3. The assessment referred to in point (a) of paragraph 2 shall include all risks which affect the amount, timing or value of the cash in- and out-flows required to settle the insurance and reinsurance obligations over the lifetime thereof. For the purpose of the calculation of the risk margin, the assessment shall include all risks that contribute to the Solvency Capital Requirement necessary to support the insurance and reinsurance obligations over the lifetime thereof referred to in Article 77(5) of Directive 2009/138/EC. The assessment shall be restricted to the risks that are relevant to that part of the calculation of technical provisions to which the method is applied.
4. For the purpose of the assessment referred to in point (b) of paragraph 2 insurance and reinsurance undertakings shall assess, in qualitative or quantitative 
terms, the error introduced in the results of the methods due to the assumptions underlying the method deviating from the results of the assessment referred to in point (a) of paragraph 2.
5. A method shall be considered to be proportionate to the nature, scale and complexity of the risks if the model error is not material
.
Article TPS2
(Art. 81 of Directive 2009/138/EC)
Simplified calculation of recoverables from reinsurance contracts and special purpose vehicles
1. Without prejudice to Article TPS1, insurance and reinsurance undertakings may calculate the amounts recoverable from reinsurance contracts and special purpose vehicles before adjusting for the expected loss due to default of the counterparty, as referred to in Article 81 of Directive 2009/138/EC as the difference between the following amounts:
(a) the gross best estimate as referred to in Article 77(2) of Directive 2009/138/EC;

(b) the net best estimate which deducts the amounts recoverable from reinsurance contracts and special purpose vehicles and is calculated without an adjustment for the expected loss due to default of the counterparty. 
2. Without prejudice to Article TPS1, insurance and reinsurance undertakings may use methods to derive the net best estimate from the gross best estimate without an explicit projection of the cash-flows underlying the amounts recoverable from reinsurance contracts and special purpose vehicles. Where these methods are applied to the calculation of claims provisions for non-life insurance obligations, insurance and reinsurance undertakings shall do the calculation separately for insurance events occurring in different financial years, only if the model error is material.
Article TPS3
(Art. 77 of Directive 2009/138/EC)
Simplified calculation of the risk margin

Without prejudice to Article TPS1, the methods insurance and reinsurance undertakings may use when they calculate the risk margin may include one or more of the following simplified methods:
(a) methods which use approximations of the terms SCR(t) referred to in Article TP20(1);

(b) methods which approximate the discounted sum of the terms SCR(t) as referred to in Article TP20(1) without calculating each of the terms SCR(t) separately.   
Article TPS4

(Art. 77 of Directive 2009/138/EC)
Calculations of technical provisions during the financial year
1. Where insurance and reinsurance undertakings have to calculate technical provisions for dates other than the end of the financial year, the assessment of proportionality referred to in Article TPS1(1) shall take into account the availability of data for these calculations.

2. Without prejudice to Article TPS1, insurance and reinsurance undertakings may derive the risk margin for dates other than the end of the financial year from the result of an earlier calculation of the risk margin without an explicit calculation of the formula referred to in Article TP20(1).
�We agree with these principles. However, the possible simplifications that could be used by undertakings should not be restricted to the simplifications suggested in this consultation paper. Undertakings should be allowed to use simplifications whenever it’s duly justified. Could the EC write clearly that the simplifications suggested in articles TPS 2, 3 and 4 are not a closed list?


�It is important that the undertaking is not required to quantify the degree of model error in precise quantitative terms.


Such assessment should not be the exact difference between the result of the simplification and the result of a perfect model. This process would be counterproductive and in fact would limit severely the use of simplifications by undertakings.


�We suggest to re-draft the sentence to be clear on the point made above too: it is important that the undertaking is not required to quantify the degree of model error in precise quantitative terms.


The new wording should ensure that the model error could be assess qualitatively and/or with simple quantitative analysis.


For instance, when the qualitative analysis shows that the simplification would over-estimate the technical provision, then it should be normally sufficient to allow it.


�A model error should be considered material if it could influence the decision that supervisors and other users would make on the basis of the calculated, for example, technical provisions. Materiality depends on the size and nature of the model error judged in the surrounding circumstances.
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