ECO-SLV-10-306







28 April 2010
EN

Brussels, 12.04.2010
EN
Working document EIOPC/SEG/IM25/2010
DRAFT COMMISSION DOCUMENT ON 
RISK-MITGATION TECHNIQUES
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 111 (f) thereof,

Whereas:

(1)
The recognition of risk mitigation techniques in the calculation of the standard formula should reflect the economic substance of the technique used, regardless of its legal form. Recognition in the Solvency Capital Requirement should be restricted to risk mitigation techniques that effectively transfer the risk outside the insurance or reinsurance undertaking.     
(2) 
The assessment of whether there has been an effective transfer of risk should adopt a holistic approach and consider all aspects of the arrangements between the insurance and reinsurance undertaking and the counterparties. In the case of reinsurance the fact that the probability of a significant variation in either the amount or timing of payments by the reinsurer is remote does not mean that the reinsurer has not assumed risk. 

TITLE S
INSURANCE AND REINSURANCE UNDERTAKINGS
CHAPTER [X]
SOLVENCY CAPITAL REQUIREMENT STANDARD FORMULA
SECTION 1

RISK-MITIGATION TECHNIQUES
Article SCRRM1
(Article 101 of Directive 2009/138/EC)

General Provisions
1.
Risk-mitigation techniques used by an insurance or reinsurance undertaking shall be taken into account when calculating the Solvency Capital Requirement where the following conditions are met:

(a)
the arrangement is legally effective and enforceable in all relevant jurisdictions;
(b) 
the insurance or reinsurance undertaking has taken all appropriate steps to ensure the effectiveness of the arrangement and to address related risks and is able to monitor the effectiveness of the arrangement and the related risks on an ongoing basis; and
(c)
there is no double counting of risk-mitigation effects in own funds or in the calculation of the Solvency Capital Requirement
.    

2.
Only risk-mitigation techniques that are in force over the following 12 months 
and beyond and which meet the criteria set out in this Section and where there is a well documented process in place for rolling forward the hedges shall be fully taken into account in the Solvency Capital Requirement. 

Article SCRRM2
(Article 101 of Directive 2009/138/EC)

Effective Transfer of Risk 

1.
The contractual arrangement relating to the transfer of risk shall ensure that:

(a) 
the transfer of risk is effective
; 
(b)
the transfer of risk is clear and cannot be called into question; and
(c)
there are no connected transactions which could undermine the effective transfer of risk.

2.
The contractual arrangement shall ensure that the extent of the cover provided by the risk-mitigation technique is clearly defined. Where the risk exposure that the risk-mitigation technique covers does not coincide with the risk exposure of the insurance or reinsurance undertaking, the risk-mitigation technique shall be 
taken into account on a pro rata basis reflecting the difference between the two exposures. The contractual arrangement shall not result in the creation of new risks, unless these are captured in the Solvency Capital Requirement.  
3.
The arrangement shall not be subject to any condition which could undermine the effective transfer of risk, the fulfilment of which is outside the direct control of the insurance or reinsurance undertaking.

Article SCRRM3

(Article 101 of Directive 2009/138/EC)

Insurance Risk-Mitigation

Where insurance or reinsurance undertakings transfer underwriting risks using reinsurance contracts or special purpose vehicles, then in addition to the requirements set out in Articles SCRRM1 to SCRRM2, the following criteria shall be met in order for the risk-mitigation technique to be taken into account in the Solvency Capital Requirement:  

(1)
Counterparties that are reinsurers shall either: 

(a) 
be insurance or reinsurance undertakings which comply
 with the Solvency Capital Requirement
 – Members are requested to give feedback on the appropriateness of using MCR instead of SCR; 
(b)
be a third-country insurance or reinsurance undertaking, situated in a country whose solvency regime is deemed to be equivalent to that laid down in Directive 2009/138/EC in accordance with Articles 172 or 227 of Directive 2009/138/EC and comply with the solvency requirements of that equivalent third-country; or 

(c)
be a third country insurance or reinsurance undertakings not covered by subparagraph b) with a credit standing which is equal or equivalent to at least [BBB].
 
(2)
Where the insurance risk-mitigation technique uses a special purpose vehicle, as defined in Article 13 (26) the requirements set out in Article 211 of Directive 2009/138/EC shall be met for the risk-mitigation technique to be taken into account in the Solvency Capital Requirement. 
In the event, that the requirements are not fully met the protection offered by the insurance risk-mitigation technique may be partially recognised, provided that the insurance or reinsurance undertaking demonstrates that compliance with the requirements in Article 211 of Directive 2009/138/EC will be restored within a reasonable period of time.  For this purpose, the recognised risk-mitigation effect of the technique shall be reduced by the percentage of the aggregated maximum liabilities of the special purpose vehicle, referred to in Article SPV10, not covered by the assets of the special purpose vehicle.    
(3)
Where the insurance risk-mitigation technique uses a special purpose vehicle, other than a special purpose vehicle defined in Article 13 (26) of Directive 2009/138/EC, the risk-mitigation technique shall only be fully taken into account in the Solvency Capital Requirement where the insurance or reinsurance undertaking has demonstrated to the satisfaction of the supervisory authority that requirements equivalent to those set out in Article 211 of Directive 2009/138/EC are fully met. 

(4)
Recoverables
 for reinsurance and special purpose vehicles shall only be taken into account in the non-life and health premium and reserve risk sub-modules where the ratio of transferred reserve risk to gross reserve risk is materially lower than the ratio of recoverables to the best estimate without recoverables. Premiums
 for reinsurance and special purpose vehicles shall only be taken into account in the non-life and health premium and reserve risk sub-modules where the ratio of transferred premium risk to gross premium risk is materially lower than the ratio of these premiums to policy holder premiums. In particular, no allowance for finite reinsurance
 or comparable arrangements with special purpose vehicles in the non-life and health premium and reserve risk sub-module shall be made. 

Article SCRRM4
(Article 101 of Directive 2009/138/EC)

Financial Risk-Mitigation

Where insurance or reinsurance undertakings transfer risk, other than those risks referred to in Article SCRRM3, to the financial markets through the purchase or issuance of financial instruments then in addition to the requirements set out in Articles SCRRM1 to SCRRM2 the following criteria shall be met in order for the risk-mitigation technique to be taken into account in the Solvency Capital Requirement:  

(1)
The arrangement 
meets the requirements of the insurance or reinsurance undertaking's written liquidity and concentration risk management policy, as referred to in Article 44 (2) of Directive 2009/138/EC. 
(2)
Where there are no collateral arrangements in place or those collateral arrangements do not meet the requirements in Article SCRRM7, the counterparties to the arrangement shall have a credit standing which is equal or equivalent to at least [BBB]. 

In the event that the credit quality of the counterparties deteriorates below [BBB], then the arrangement shall continue to be taken into account in the Solvency Capital Requirement provided the insurance or reinsurance undertaking demonstrates that the credit standing of the counterparty will be restored within a reasonable period of time. 
(3) 
The insurance or reinsurance undertaking shall, in the event of the default, insolvency or bankruptcy of the counterparty or other credit event set out in the transaction documentation to the arrangement have a direct claim on the counterparty. 

(4)
The
 contractual arrangements governing the financial risk-mitigation techniques are in force and the associated process and procedures are in place. Arrangements that will be entered into in the future will only be taken into account to the extent that the insurance or reinsurance undertaking has the right to renew the existing contractual arrangement and has fully met any associated condition for renewal and that any costs of renewal are appropriately reflected in the Solvency Capital Requirement. 

Article SCRRM5
(Article 101 of Directive 2009/138/EC)

Use of Credit Derivatives

1.
For a credit derivative to be taken into account as a financial risk-mitigation technique the following conditions shall also be met:

(a) 
The credit events specified under the credit derivative shall at least include:

(i) 
the failure to pay the amounts due under the terms of the underlying obligation that are in effect at the time of such failure (with a grace period that is closely in line with or shorter than the grace period in the underlying obligation);

(ii) 
the bankruptcy, insolvency or inability of the counterparty to pay its debts, or its failure or admission in writing of its inability generally to pay its debts as they become due, and analogous events; and

(iii) 
the restructuring of the underlying obligation involving forgiveness or postponement of principal, interest or fees that results in a credit loss event.

(b) 
In the event that the credit events specified under the credit derivative do not include restructuring of the underlying obligation as described in point (a) (iii), the protection offered by the risk-mitigation technique may be partially recognised as follows:
(i) 
where
 the amount that the protection provider has undertaken to pay is not higher than the exposure value, the value of the credit protection shall be reduced by 40%; or

(ii) 
where the amount that the protection provider has undertaken to pay is higher than the exposure value, the value of the credit protection shall be no higher than 60% of the exposure value.

(c) 
In the event that the credit derivative allows for cash settlement, a robust valuation process shall be in place in order to estimate loss reliably. There shall be a clearly specified period for obtaining post-credit-event valuations of the underlying obligation.

(d) 
Where the insurance or reinsurance undertaking's right and ability to transfer the underlying obligation to the counterparty is required for settlement, the terms of the underlying obligation shall provide that any required consent to such transfer may not be unreasonably withheld; and

(e) 
The identity of the parties responsible for determining whether a credit event has occurred shall be clearly defined. This determination shall not be the sole responsibility of the counterparty. The insurance or reinsurance undertaking shall have the right to inform the counterparty of the occurrence of a credit event.

2. 
A mismatch between the underlying obligation and the reference obligation under the credit derivative or between the underlying obligation and the obligation used for purposes of determining whether a credit event has occurred is permissible only if the following conditions are met:

(a) 
the reference obligation or the obligation used for purposes of determining whether a credit event has occurred, as the case may be, ranks pari passu with or is junior to the underlying obligation; and

(b) 
the underlying obligation and the reference obligation or the obligation used for purposes of determining whether a credit event has occurred, as the case may be, share the same obligor (i.e. the same legal entity) and there are in place legally enforceable cross-default or cross-acceleration clauses.
Article SCRRM6

(Article 101 of Directive 2009/138/EC)

Status of the counterparties

1.
Notwithstanding the requirements in Article SCRRM3 (1) and Article SCRRM4 (2), the risk mitigation technique shall be taken into account where: 

(a)
collateral arrangements exist
, provided that any associated risks are appropriately captured in the counterparty default risk module and provided in the case of financial risk-mitigation techniques, as referred to in Article SCRRM5
, the requirements in Article SCRRM7 are met. Where the value of the collateral is smaller than the risk exposure, then the collateral arrangement shall only be taken into account to the extent of the risk exposure the value of the collateral covers; and
(b)
in the case of financial risk-mitigation techniques, as referred to in Article SCRRM5, the liabilities of the counterparty to the insurance or reinsurance undertaking are covered by segregated assets, provided that the requirements in Article SCRRM8 are met in relation to those assets.  

Article SCRRM7
(Article 101 of Directive 2009/138/EC)

Collateral Arrangements

The recognition of collateral shall be subject to the following criteria being met:
(1)
The insurance or reinsurance undertaking shall have the right to liquidate or retain directly or via a security trustee, in a timely manner, the assets from which the protection derives in the event of the default, insolvency or bankruptcy of the counterparty or other credit event set out in the transaction documentation.

(2)
The collateral shall be sufficiently liquid and its value sufficiently stable to provide appropriate certainty as to the protection achieved. 
Article SCRRM8

(Article 101 of Directive 2009/138/EC)

Segregation of Assets

Where a financial risk-mitigation technique involves an arrangement whereby the liability of the counterparties are covered by segregated assets, then the following criteria shall be met in order for the segregation of assets to be taken into account in determining the credit quality of the counterparty:
(1)
The segregated assets are held with a deposit-taking institution with a credit standing which is equal or equivalent to at least [BBB]; 
(2)
The segregated assets are individually identifiable and shall only be changed subject to the consent of the insurance or reinsurance undertaking or subject to a pre-agreed methodology; and 
(3)
The insurance or reinsurance undertaking shall have a right in rem on the segregated assets and the right to directly or via a trustee obtain ownership of the assets without any restriction, delay or impediment in the event of the default, insolvency or bankruptcy of the counterparty or other credit event set out in the transaction documentation. 
�The current wording may not allow undertakings to take into account their risk-mitigation instruments in the calculation of Best Estimate for the purpose of the Balance Sheet and for the purpose of the SCR. We suggest the EC to consider the following wording:”Risk-mitigation effects are properly modelled for both SCR calculation and Own funds calculation.”


�Very often, risk mitigation techniques consist of “rolling” short term contracts, replacing one with another when the first expires. Reinsurance protection is commonly bought for one year and then renewed, often with some modifications, shortly before it expires. Hence, the paragraph would mean that the risk mitigation contracts used by the insurance industry would normally not be fully taken into account, although they are rolled over, ensuring that the protection is there at all times. 


We can’t agree to the assumption that there is a 0% probability of success in renewing the hedge. This is not in line with the 99.5% percentile from the Directive, if a company has a well-documented and established process in place for the rolling forward of liquid hedges.


We believe instead that the protection should be fully accounted for as long as there is a valid contract providing risk mitigation. If the contract expires without renewal / without a similar contract entered into, there is no protection to account for. If this means the risk profile has changed significantly, a new SCR calculation must be performed without delay - and then without any decrease of the capital requirement otherwise provided from such risk mitigation.





The EC itself gives appropriate recognition in article SCRRM4.4 to financial techniques. We suggest to broaden the scope to all risk mitigation techniques with the proposed rewording.


 


The proposed paragraph could force a change in the structure of reinsurance contracts. The present practice of rolling over reinsurance once a year has worked well. The risk is that, if the full protection can be accounted for only when the contract has recently been entered into, that would force contracts to become multi-year, with hard-to-foresee consequences.


�A financial derivative must be recognised with the mitigation effect it has at the time of the SCR calculation, not pro rata temporis with its remaining maturity. Then, when it has expired, there is no mitigation effect, and if the SCR due to this has changed significantly, a new SCR calculation needs to be made.


Further in the case of, for example, an interest rate future with physical delivery of the underlying bond at maturity, there is virtually no risk (apart from possibly some funding liquidity risk) that the company will not be able to keep the hedging effect after the maturity of the future. 


In order to cater for such practical issues we suggest removing the last sentence.


�'In all circumstances' should be deleted as it is confusing and alludes to removal of all basis risk, which is unlikely for certain types of risk transfers, though these risk transfers can still be effective provided basis risks is not material. Assessment of the effectiveness of the risk transfer should be linked to the economic substance of the technique use, not the term 'in all circumstances'.


There also seems to be redundancy between (a) and (b).


�Contractual arrangements resulting in effective risk transfer should receive appropriate credit even if they contain basis risk as long as they appropriately capture all material risks in the standard formula capital requirements calculations.


�We support adequate supervision of SPVs but would like to draw attention to the fact that specific organisational requirements required by Art. 211 of the Directive seem too burdensome for an SPV business model.


�At the moment of entering into the transaction it may not possible to know exactly whether the counterparty complies with the SCR or not; only later in time, when new figures are released by the counterparty, updated knowledge could be formed.


�. The FFSA believes this requirement could lead to dangerous procyclical and systemic effects. If one reinsurer does not covers its SCR, the solvency position of all of its clients would be lower, which could lead to in-chain insolvencies. The FFSA strongly suggest to base the requirement on the MCR not the SCR. Another possible wording would be that the reinsurer does not cover its SCR and does not have a recovery plan validated by its supervisor.


�The CEA believes that all risk mitigation techniques should be allowed for according to their genuine risk transfer capacity. We ask the EC not to introduce clauses that could discourage the use of effective risk mitigation techniques, as the restriction to minimum BBB rating, as it is opposed to the spirit of the Directive. 


A more economical approach, like the rating of the company being reflected in SCR on a continuous scale, with lower rating gives less risk-reducing effect, should be considered. Rating would also be reflected in the default risk module correspondingly.


�The ratio of recoverables to the best estimate without recoverables does not necessarily reflect the risk reducing effect of reinsurance arrangements at all. For example one can have an aggregate cover that covers all losses above X. If you have estimated your losses to X – Y, where Y is say 20% of X, the ratio of recoverables to the best estimate without recoverables will be null. The risk mitigating effect of this reinsurance arrangement can still, depending of the volatility in the business, be very large, giving a ratio far greater than null. Not being able to take this reinsurance arrangement into account is inappropriate.


�Similar logic as in [CEA9] applies for the second sentence, premium risk. The ratio of transferred premium risk to gross premium risk could very well be greater than the ratio of ceded premiums to gross premiums whilst being a significant risk-mitigator.


�The CEA disagrees with this statement which excludes so-called finite reinsurance or comparable SPV without checking whether such structure has true risk transfer features. Any reinsurance technique should be allowed for and considered in calculating the SCR standard formula, at least for its economic value.


�


Based on all comments above we suggest: “Reinsurance or comparable arrangements with special purpose vehicles should be recognised in case an effective transfer of risk can be demonstrated. “


�It should be possible for �the transaction document to include references to policy information already provided to the supervisors (instead of copy/paste existing documents).


�We welcome the current drafting as it allows the recognition of “Dynamic Hedging” as an effective risk mitigation, as long as it’s well documented and automatic procedures are in place.


�We ask the EC to provide more information on the calibration of the rates in (i) and (ii). We suggest the percentage rates to be reviewed based on the QIS5 results.


�The CEA find that the imposition of collateral arrangements is a constraint not in line with the economical spirit of the Directive. If no collateral exists, then the SCR for counterparty risk would be higher, but in no case collateral arrangements should be compulsory.


�Typo? Perhaps SCCRM4 is needed in here?


�This paragraph is very restrictive and is not necessary. We suggest it is deleted.
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