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Working document EIOPC/SEG/IM22/2010
DRAFT COMMISSION DOCUMENT ON 
THE OPERATIONAL RISK MODULE 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 Article 107 and 111 thereof,

Whereas:

TITLE S
INSURANCE AND REINSURANCE UNDERTAKINGS
CHAPTER SCR
RULES RELATING TO THE SOLVENCY CAPITAL REQUREMENT STANDARD FORMULA
SECTION XX
OPERATIONAL RISK
Article OR1
(Art. 107 of Directive 2009/138/EC)
Operational risk module

1. The capital requirement for operational risk module shall be equal to the following:
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where 
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 denotes the capital charge for operational risk, BSCR denotes the Basic Solvency Capital Requirement, Op denotes the basic operational risk charge and 
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Exp

denotes the amount of expenses incurred during the last year in respect of life insurance contracts where the risk is borne by policy holders .

2. The
 basic operational risk charge 
shall be equal to the following:
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where 
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Op

 is the risk charge for operational risks based on earned premiums for products other than life insurance contracts where the investment risk is borne by the policyholders and 
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Op

  is the risk charge for operational risks based on technical provisions for products other than life insurance contracts where the investment risk is borne by the policyholders.

The risk charge for operational risks based on earned premiums shall be calculated as follows:
Oppremiums = 0.04 
∙ (  Earnlife  – Earnlife-ul ) +

0.03
  ∙ Earnnon-life +

max (0, 0.04  ∙ ( ∆Earnlife – ∆Earnlife-ul )
) + 

max (0, 0.03  ∙ ∆Earnnon-life ) 
The risk charge for operational risks based on technical provisions shall be calculated as follows:
 Opprovisions = 0.0045  
∙ (  TPlife  – TPlife-ul ) +

           0.03  
∙ TPnon-life +

           max (0, 0.0045  ∙ (∆TPlife – ∆TPlife-ul ))  +

           max (0, 0.03  ∙ ∆TPnon-life) 

where the definitions of the terms are as set out in Annex OR.

On the recognition of operational risk management in the op risk charge. 
3. All values and components mentioned in paragraphs 1 and 2 for calibrating the operational risk should be reviewed on a regular basis. 
ANNEX OR - Definitions
	∆Earn
	=
	Difference between the earned premiums of the last year and the earned premiums of the year before the last year, to the extent the difference exceeds 10% of the earned premium of the year before the last year. For the purpose of this calculation premiums ceded to reinsurance  and special purpose vehicles shall not be deducted. No compensation shall be allowed between life and non-life changes.

	∆TP
	=
	Difference between the current technical provisions and the technical provisions set up one year ago, to the extent the difference exceeds 10% of the technical provisions set up one year ago. For the purpose of this calculation technical provisions shall not include the risk margin and be without deduction of recoverable from reinsurance contracts and special purpose vehicles. No compensation shall be allowed between life and non-life changes.

	Earnlife

	=
	Total earned premium during the last year for life insurance obligations as referred to in Article TP26 and Annex I [of IM13], including life insurance obligations where the investment risk is borne by the policy holders, without deducting premium ceded to reinsurance and special purpose vehicles 

	Earnlife-ul
	=
	Total earned premium during the last year for life insurance obligations where the investment risk is borne by the policy holders as referred to in Article TP26 and Annex I [of IM13] without deducting premium ceded to reinsurance and special purpose vehicles 

	Earnnl

	=
	Total earned non-life premium during the last year for non-life insurance obligations as referred to in Article TP26 Annex I of [IM13], without deducting premiums ceded to reinsurance and special purpose vehicles. 

	TPlife
	=
	Total life insurance obligations including life insurance obligations where the investment risk is borne by the policy holders and obligations of health insurance pursued on a similar technical basis to that of life insurance as referred to in Article TP26 and Annex I [of IM13]. For the purpose of this calculation technical provisions shall not include the risk margin, shall be without deduction of recoverable from reinsurance contracts and special purpose vehicles and have a floor equal to zero 

	TPlife-ul
	=
	Total life insurance obligations for life insurance obligations where the investment risk is borne by the policy holders as referred to in Article TP26 and Annex I [of IM13]. For the purpose of this calculation technical provisions shall not include the risk margin, shall be without deduction of recoverable from reinsurance contracts and special purpose vehicles and have a floor equal to zero

	TPnl
	=
	Total non-life insurance obligations including obligations of health insurance pursued on a similar technical basis to that of non-life insurance and excluding obligations similar to life on non-life contracts such as annuities as referred to in Article TP26 and Annex I [of IM13]. For the purpose of this calculation technical provisions shall not include the risk margin, shall be without deduction of recoverable from reinsurance contracts and special purpose vehicles and have a floor equal to zero 


�The CEA interpretation of Article 103 of the Directive is that the simplicity of the SCR formula makes no reference as to whether or not to include implicit average levels of diversification in the calibration. The spirit of the Directive is that diversification should be allowed in line with an economic approach. Allowing for average levels of diversification would mean that there is little justification to significantly increase the factors from those applied in QIS4.


Further, we acknowledge that the connection between mgmt and measurement of op risk is difficult. But by not including an allowance for the risk control in place within a company the proposed formulae do not reward and encourage sound risk mgmt and are not consistent with the framework for other financial services as banks; for them the CRD (annex 10) allows a reduction in the standard factors depending on the control environment.


�Preliminary calculations performed by undertakings in Germany and France indicate an expected increase in the op risk capital of 50%. The factors attached to the growth in premiums/TP drive in many cases this significant surge in capital charge. 


The CEA believes that the calibration of operational charge is too conservative.


�The treatment of health insurance within this module in unclear. The cover note explicitly says that “…the non-life and life terms … include the relevant health obligations according to the nature of the risks underlying the obligation”. The definitions in the annex do not follow suit though.


Further, there are no explanations for the calibration of the health factors.


�The formula taking the higher of the two results introduces an un-quantified level of conservatism and may lead to not respecting the one year VaR criterion.


�This figure is +33% higher compared to QIS4.


�This figure is +50% higher compared to QIS4. For the French market the two increases in premium factors are expected to lead to a jump from 4.8bln euro to 6.6bln euro in op prem capital charge.


�We don’t agree that growth over 10% means directly increased op risk and we suggest removing it out of the formulae. We would like to mention also that there is no such charge in the banking sector.





For the French market, from 1999 to 2009 the amount of life premiums increased by more than 10% in 5 out of 10 years. For the same market, from 2001 to 2009 the local gaap provisions increased on average by 8.2% per year. With solvency II expected to introduce more volatility in the tech provisions, there are expectations that the 10% threshold will be reached much more often.





We believe there are other factors (economic inflation and market movements, in particular discount rates) that cause the increases in premiums and technical provisions. These movements would be unduly penalised under the suggested formula.





The inadequacy of the op risk charge should be treated under pillar 2 assessments, possibly within ORSA. Supervisory measures would be available following such assessments.


�This figure is +50% higher compared to QIS 4.


�This figure is +50% higher compared to QIS 4. For the French market these two increases in TP factors are expected to lead to a jump from 5.8bln euro to 8.7bln euro in op tp capital charge.


�In order to encourage best practices in operational risk management and to avoid comparison grievances with the banking sector (BCBS June 2006, International Convergence of Capital Measurement and Capital Standards A Revised Framework, 665. (ii) Qualitative standards), we suggest to the EC to consider a change in the calculation of the standard formula capital charge (Pillar I) by including a factor, that depends on the adequacy and quality of undertaking’s operational risk management procedures.


An� additional X% reduction of the operational risk charge shall be allowed to the (re)insurance undertaking that meets the following qualitative standards:


(a) The undertaking must have an independent operational risk management function that is responsible for the design and implementation of the undertaking’s operational risk management framework. 


(b) The undertaking’s internal operational risk measurement system must be closely integrated into the day-to-day risk management processes of the undertaking. 


(c) There must be regular reporting of operational risk exposures and loss experience to business unit management, senior management, and to the board of directors.


(d) The undertaking’s operational risk management system must be well documented and perform regular reviews of the operational risk management processes and measurement systems.


�SLT health premium is not included in this definition though it exists in the TP life definition.


�Non SLT health premium is not included in this definition though it exists in the TP non life definition.
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