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EIOPA-FinReq-11/024
Pre-consultation on SCR related Level 3 Implementing Technical Standards and Guidelines & Recommendations
Dear Stakeholders,

EIOPA invites you to comment on these draft proposals on:

- Implementing Technical Standard on Undertaking Specific Parameters “Methods” in the context of solo undertakings;

- Guidelines & Recommendations on Undertaking Specific Parameters “Approval Process and Data Quality” in the context of both solo undertakings and groups;

- Guidelines & Recommendations on Loss Absorbing Capacity of Deferred Taxes and Technical Provisions in the context of solo undertakings;

- Guidelines & Recommendations on Health SCR in the context of solo undertakings.

***

In line with EIOPA practice on the pre-consultation, we kindly remind stakeholders that this material is being shared on a confidential basis.  The selected stakeholders may share the draft proposals with their members in order to collect views; EIOPA supports receiving concrete comments which help in further developing the proposals and as such welcomes the effort of stakeholders to summarise the key comments at European level. Nevertheless, no public debate should be started on the proposals: stakeholders are reminded not to distribute the documents more widely in the public domain, either in its entirety or in part.  It should therefore not be quoted in any publicly available material, whether hard copy material or electronic documents placed on publicly accessible areas of your website. 

Please note that whilst the Implementing Technical Standards and Guidelines and Recommendations refer in some instances to the working documents for (Level 2) delegated acts, we would be grateful if your comments were confined to the content of this draft proposal as this is the purpose of this pre-consultation.
***

This draft proposal is split into individual sections covering the guidelines themselves, explanatory text and a technical annex. The status of each of these sections is different: the explanatory text will be included in the consultation paper and the final report only, but not in the final Implementing Technical Standard and Guidelines and Recommendations of EIOPA.  It is therefore important that comments are received on the whole paper, and any views you may have on the split of content between the different sections would be useful.

EIOPA would also welcome your input to a number of questions which are set out below and in the papers. These questions are aimed at collecting views on whether this draft proposal meets its objectives. EIOPA welcomes a concrete rationale, examples, concrete illustrations and methodological tests focussed on this draft proposal approach when you do not agree, or alternative suggestions to meet the objectives in a more efficient and effective manner.

***

Please use the relevant template provided for your comments by 10th of February 2012.
An introductory meeting (by telephone conference) is planned on the 11th of January 2012 from 2:00 pm to 3:30 pm and should allow EIOPA to remind you the process of the pre-consultation and collect your first views on the papers.

A restitution meeting (physical meeting) is provisionally (the final date will be agreed during the teleconference on 11 January) planned on the 20th of February 2012 at EIOPA premises with the experts of the EIOPA FinReq SCR subgroup who have participated to the drafting of these draft papers. 
Thanks in advance for your engagement.

1. Implementing Technical Standard on Undertaking Specific Parameters “Methods”

The purpose of this draft proposal on Undertaking Specific Parameters Methods is to provide clarity, practical interpretation and guidance on the standardised methods for the calculation of undertaking specific parameters as outlined in Article 104.(7) of the Solvency II Directive. 

This draft proposal on Undertaking Specific Parameters Methods is detailing the standardised methods available for the replacement of a parameter of the Standard Formula by an undertaking specific parameter as well as their conditions of utilisation. 

At this stage, this draft proposal does not include (see also question 4) specific methods to be used in the context of Group calculations. 

Questions to Stakeholders
Q1. Are the description of the standardised methods clear and will they help the user understand what they need to do?  Are there any aspects which could be made clearer? In particular, are the assumptions and data requirements that shall be met sufficiently clear?
Q2.  Are there any practical or operational issues with the described methods? In particular, do you have any concern regarding the implementation of the described methods?  If so, what are your concerns and how could they be addressed? (Please kindly note we would appreciate some concrete examples as illustrations of your concerns)
Q3. With regard to the two alternative methods for reserve risk, is the information on assumptions and data requirements sufficient for a conclusive selection of the method providing the most accurate result in accordance with USP3 (2)? 
Q4.  Are you satisfied that the revision risk calculation method is appropriate? If not, what are your concerns and how could they be addressed? (Please kindly note we would appreciate some concrete examples as illustrations of your concerns)
Q5.  In the context of further developments, would the described methods be suitable for group specific parameters calculation? Would you have any concern for their utilisation and applicability in this context? If so, what are your concerns and how could they be addressed?
Q6. Are you satisfied that the new credibility factors are appropriate? If not, what are your concerns and how could they be addressed?
Q7. Are there any other areas in the scope of the paper where guidance would be useful?
Q8. How do you assess the potential costs deriving from the implementation of these implementing technical standards (high, medium, low)? Can you provide a rough quantitative assessment of such costs (either in isolation or, for example, a relative assessment such as a percentage of total Solvency II compliance costs)? 
2. Guidelines & Recommendations on Undertaking Specific Parameters “Approval Process and Data Quality”

During the first quarter of 2011, these Guidelines & Recommendations were already put into pre-consultation by EIOPA and we thank again all the stakeholders for the valuable comments that were made. In annex of this cover note, you will find the main conclusions and the answers of EIOPA FinReq SCR subgroup to the main comments received.

After this first pre-consultation, EIOPA amended its first draft based on the comments received and to accommodate the changes of the Level 2 proposals concerning USP. Additionally, specific guidelines concerning the Group Specific Parameters were added (approval process, data quality requirements), based on the new articles 326 and 326a of the (Level 2) delegated acts.

EIOPA is thus particularly interested in the comments related to those new guidelines.

Questions to stakeholders

Q1. Are the main conclusions from feedback of the previous pre-consultation explicit enough? Does any choice made by EIOPA remain unclear or not satisfactorily explained?

Q2. Do you consider these guidelines are relevant in order to ensure a proper harmonization of relevant issues related to Data Quality and the Approval Process of USP, or do you believe that there is no room for multiple interpretations of the Level 2 text requirements in these areas, and such objectives could be achieved without these guidelines? Please provide examples to support your view.

Q3. Are the new guidelines related to approval process of Group Specific Parameters (GSP) useful? Are further guidance needed to ensure an harmonized way to approve the GSP (responsibility of group supervisor, role of colleges...)?

Q4. Are further guidelines and recommendations needed concerning the data quality requirements in the specific case of GSP? 

Q5. Do you see other areas (except GSP calculation methods) where the harmonized application of the “mutatis mutandis” principle to Group Specific Parameters requires further guidance?

Q6. Are the guidelines clear and will they help the user understand what they need to do?  Are there any aspects which could be made clearer?

Q7. Are there any other areas in the scope of the paper where guidance would be useful?

Q8. Do you identify cases where the guidelines introduce material deviations from what you would see as a best practice? How do you assess the potential costs deriving from the implementation of these guidelines (high, medium, low)? Can you provide a rough quantitative assessment of such costs (either in isolation or, for example, a relative assessment such as a percentage of total Solvency II compliance costs)? 

3. Guidelines & Recommendations on Loss Absorbing Capacity of Deferred Taxes and Technical Provisions

We are happy to send you our first draft proposal on Level 3 Guidelines for the Loss-absorbing Capacity for Technical Provisions and Deferred Taxes. The guidelines are intended to establish an appropriate level of convergence on the calculation of the adjustments for the loss-absorbing capacity of technical provisions and deferred taxes to the standard formula SCR. They are also aiming at ensuring consistency of the calculation with the Solvency-II-Valuation framework. They hence reference in various aspects to the Draft Technical standard on the Valuation of assets and liabilities other than TP that has been shared with you previously. 
In these draft guidelines, we took great care to leave the set of applicable methods as open as possible, aiming at allowing for practical approaches for the calculation of the adjustment within the frame set by the current Level 2 text and the Solvency-II-Valuation-Standards. 

Question to stakeholders

Q1. Do you believe that the standards are non-restrictive in respect to best-practice methods applicable within the frame set by the current Level 2 text and the Solvency-II-Valuation-Standards? If not, please explain which parts you believe should be re-drafted?

The guidelines apply to solo undertakings using the standard formula. Guidelines for groups using the standard formula are scheduled for a second pre-consultation. However, we are happy to receive your proposals at this stage.
Question to stakeholders

Q2. Which areas of the group calculation need guidance in order to ensure an appropriate level of convergence? 

EIOPA is aiming at developing guidelines that are clear, concise and helpful. 
Questions to stakeholders

Q3. Are the guidelines clear and will they help the user understand what they need to do?  Are there any aspects which could be made clearer?
Q4. Are there any other areas in the scope of the paper where guidelines would be useful?
Q5. How do you assess the potential costs deriving from the implementation of these guidelines (high, medium, low)? Can you provide a rough quantitative assessment of such costs (either in isolation or, for example, a relative assessment such as a percentage of total Solvency II compliance costs)? 

4. Guidelines & Recommendations on Health SCR
The guidelines and recommendations on Health issues were initially intended to cover 4 main themes:

· Segmentation of Health business

· Health NSLT lapse risk

· Health SLT issues

· Health CAT issues

However:

· no particular issue concerning health SLT has been identified so far

· the issues on NSLT lapse, if any, should be common with the Non Life business

· the issues on segmentation will be dealt with in the “Actuarial Guidelines” paper.

Therefore, the guidelines and recommendations on Health issues are currently reduced to the application of CAT scenarios.

Questions to stakeholders

Q1. Do stakeholders think there is a need for clarification with respect to the NL and Health NSLT lapse risk modules? If so, do stakeholders agree that NL and Health NSLT lapse risk issues are the same, and should therefore be addressed in common guidelines?

Q2. Do stakeholders see any particular issues about the Health SLT SCR calculation, for which guidelines and recommendations would be needed?

The following paper aims at giving practical advice and hints for the calculation of capital requirements in the three Health catastrophe scenarios presented in the L2 text:

· the “mass accident” scenario

· the “accident concentration” scenario

· the “pandemic” scenario

For the mass accident scenario (guidelines 1 to 4), clarification are provided concerning the calculation of benefits in the different sub-scenarios (death, disability,...).

Questions to stakeholders

Q3. Do stakeholders think that the proposed guidelines need further clarification? If so, on which issues?

Q4. Do stakeholders think that other issues related to the “mass accident” scenario should be clarified in the guidelines? Which ones?

For the accident scenario, it is mainly dealt with the identification of a building, and the way to aggregate exposures (guideline 5). The benefits are addressed in the same way as for the mass accident scenario (guideline 6).

Questions to stakeholders

Q5. Do stakeholders think that other issues related to the “accident concentration” scenario should be clarified in the guidelines? Which ones?

Q6. Do stakeholders think that the guidelines relating to the identification of “the largest exposure” are clear and practicable? If not, what are the stakeholders’ suggestions for improvement?

For the pandemic scenario, the income protection part is addressed the same way as for the mass accident scenario (guideline 7). The main part of the guidelines deals with the calculation of medical expense claim costs (guideline 8). With respect to this last point, a split between unit claim costs and expected number of costs has been proposed. The government arrangements, which are likely to have an impact on the claim costs, have also been introduced.

Questions to stakeholders

Q7. Do stakeholders think they will generally be in a position to derive their own estimation of the expected number of uses of each healthcare treatment h?

Q8. What are the stakeholders’ views about the allowance made in guideline 8 for legally enforceable commitments of governments? In particular, do stakeholders think about other binding commitments provided by governments, which would not be captured by the current wording?

Q9. Do stakeholders think that the proposed guidelines need further clarification? If so, on which issues?

Q10. Do stakeholders think that other issues related to the “pandemic” scenario should be clarified in the guidelines? Which ones?

EIOPA is aiming at limiting implementation costs when developing its guidelines. 
Questions to stakeholders

Q11. How do you assess the potential costs deriving from the implementation of these guidelines (high, medium, low)? Can you provide a rough quantitative assessment of such costs (either in isolation or, for example, a relative assessment such as a percentage of total Solvency II compliance costs)? 

Annex : Main conclusions concerning the feedback from stakeholders received in first quarter of 2011 in the pre consultation exercise of the draft proposal for Level 3 Guidelines on the supervisory approval process for undertaking-specific parameters (version dated 17.12.2010)

General remarks:

· All stakeholders spoke in one voice concerning the predefined set of standardized methods to calculate the USP. All agreed that there should be no closed list of methods to be used for calculating the undertakings-specific parameters. (compare current Guideline 13 – Justification of the appropriateness of the calculation, Guideline 16 – Supervisory authority’s assessment of the choice of the method to calculate the parameters, Guideline 17 – Changes in the standardised methods)

· Stakeholder1: There should not be restrictions on the methodologies used for the calculation of USP. We are in favour of defining general principles for applying “undertaking specific parameters” in accordance with the principles applied to the standard formula.

· Stakeholder2: However, we do not see any valid reason why their use should be restricted to pre-defined lists of methods to be used and risks to be modelled. Alternative methods should be tested during the consultation process for USP methods.

· Stakeholder3: Stakeholder3 favours an open approach to methods in the interests of scientific progress. The work done to identify methods is valuable but these should be treated as good examples rather than as standards.

Answer: According to Solvency II Directive art. 104(7), undertaking-specific parameters should be calibrated using standardized methods, According to Solvency II Directive art. 111(1k) and updated by the Omnibus II Directive (under discussions in the Council and Parliament), the standardized methods shall be provided in implementing technical standards adopted by the EC. Therefore it is not allowed to use other methods than provided in forthcoming implementing technical standards. In accordance to the draft consolidated level 2 text of Implementing Measures, art. 198 USP 3 and Omnibus II Directive (under discussions in the Council and Parliament), EIOPA is currently working on the standardized methods for calculating the USP, which are currently in the pre-consultations.

· All stakeholders agreed that six month period for approval for the use of the undertaking-specific parameters is an extraordinary long time. They unanimously proposed three months time frame to take a decision of the approval for the USP. (compare current Guideline 18 – Supervisory approval process)

· Stakeholder1: Applications should be resolved within three months of the receipt of a complete application.

· Stakeholder2: Six months appear an excessive period for the approval of a proposal to use a USP relative to the approval period for an entire internal model of six months. Paragraph 3.13 says that the workload for approving a USP is similar to that for the approval of a very simple partial internal model, which is way short of the workload for approving a full internal model. USP approval should take a significantly shorter period, such as 3 months.
· Stakeholder3: We think six months is inordinately long in order for supervisors to grant approval of use of an underwriting specific parameter, which is a lesser order task than approval of a model. Supervisors should require sufficiently comprehensive information from firms to allow a decision within three months.

· Stakeholder3: (…) With respect to the extension of the application period as referred to in 3.17 we believe it should be limited to a fixed period instead of leaving companies in uncertainty for an undefined period of time. 

Answer: (L3 Guidelines Explanatory Text 3.9.2.) EIOPA is of the opinion that the undertaking-specific parameters approval process can involve, from the supervisory authority side, a workload similar to an approval of a very simple partial internal model. The technicalities involved in the methodologies and data quality checking are substantially more time consuming than those for approval of ancillary own funds, therefore the six months time period has been established. EIOPA withdrew possibility to extend the approval time-limits if for example the approval process contains complex issues in comparison with an average application (compare former par. 3.17).

· All stakeholders consider calculating the USP using all standardized methods to compare the result, as well as discussing model error arising from the chosen method overburdensome (compare current Guideline 13 – Justification of the appropriateness of the calculation)

· Stakeholder1: After explaining which method has been used to calculate USPs and the reasons behind this selection, it should not be necessary to discuss the model error arising from this method. It appears it would be quite difficult to estimate the model error induced by using the chosen method and additional guidelines on methodologies to evaluate model errors for these methods would be necessary. In practice it may only be possible to give a qualitative analysis. Furthermore, this requirement to discuss model error appears inconsistent with the requirements surrounding the standard formula which do not require discussion of the model error. 

Moreover, we think that a requirement to compare all methods would be burdensome. Undertakings should be allowed to only focus on the chosen methodology and explain qualitatively why other methods would be less appropriate and should not be considered a priori as cherry-pickers.

· Stakeholder2: Undertakings will be requested to submit the “calculated values” of undertaking-specific parameters according to more than one method if possible; We do not understand why this should be a criteria to assess the appropriateness of undertaking specific parameters. We suggest this requirement be deleted.

· Stakeholder3: The guideline appear to suggest that the USP should be calculated for all the alternative methods, which we believe is not an appropriate requirement

We would suggest that a firm rather makes their assessment of the most appropriate method to use, justify the choice, the steps undertaken and the parameterization – and the supervisors then have the rights to challenge this (through Guideline 3 Request for information by the supervisor) or alternatively require calculation by an additional method (what we suggest as the potential new Guideline under our high-level comments)

Answer: According to stakeholders comments, EIOPA limited the requirement to calculate undertaking-specific parameters by all available methods only to methods which could be reasonably and appropriately applied. It is also reflected in current Guideline 12 “Application for the use of undertaking-specific parameters” – undertakings shall provide to the supervisory authority only final values of undertaking-specific parameters and not the results of all available methods. However the undertaking should first compare all available methods and choose the methods which meet the criteria and are considered appropriate. Undertaking should also provide explanations with regard to the methods which were considered in its analysis and what are the conclusions and the results of the assessment of these methods. Discussion on model error should be considered as part of assessment of appropriateness of the method and estimate of parameter (for example deviations from the assumptions, measure of impact, error sof estimation).

· One stakeholder protest against the treatment of the undertaking-specific parameters in the similar manner to the partial internal model. (compare current Guideline 17 – Changes in the standardised methods)
· Stakeholder1: There is a general tendency to treat USPs in the same manner as partial internals models. Guideline 6 refers to various articles of the Level 1 Directive applicable to (partial) internal models, in particular a Model Change Policy according to article 113 the Directive is required for USPs. In our opinion, these requirements go far beyond the Level 1 text which encourages the use of USPs under certain circumstances, cf. section (65) of preamble of the Directive: “…Where the use of undertaking-specific parameters allows for the true underwriting risk profile of the undertaking to be better reflected, this should be allowed, provided such parameters are derived using a standardised methodology.” It is our belief that USPs should not be treated in the same way as (partial) internal models, and that the articles mentioned in guideline 6 should not apply to USPs.

Answer: EIOPA does not want to create a possibility to by-pass the approval process of a (partial) internal model to avoid an unjustified privilege in comparison to undertakings which use a (partial) internal model. A clear border between undertaking-specific parameters and (partial) internal models is necessary, which could be jeopardised by allowing modification in the standardised methodology. Therefore if undertaking introduces any change to standardized method, this modified method should be treated as (partial) internal model and no longer as undertaking-specific parameters.

· One stakeholder suggested to enhance the set of the parameters allowed to be replaced with the undertaking specific parameters.

· Stakeholder1: The set of standard parameters that are allowed to be replaced under the Implementing Measures by undertaking-specific parameters should be enhanced. At the very least, lapse, longevity and expense risk as covered in the life underwriting risk module should be included. In particular for longevity risk, we would expect that USPs should be available for those insurers for whom this risk is material. In this case it will be important for them to reflect the real nature of longevity risk, which would be a change in the future mortality assumption or the trend of mortality improvements over time, affecting longer-term policies to a much greater degree. 

The Directive has forbidden the use of USP only for market risks. So excluding life underwriting risks and others would not be due to requirements of the Level 1 text. For those risks, as we do not yet have credibility factors to implement, we suggest to let them be determined with a Level 3 Binding Technical Standards. 

Answer: Set of parameters that are allowed to be replaced by undertaking-specific parameters is established in the article 196 USP1 of draft level 2 text of Implementing Measures, thus it is not possible to enhance the parameter list in Level 3 Guidelines.

· One stakeholder suggested the absence of decision by the supervisory authority to be considered as a temporary approval.

· Stakeholder1: In addition, when the time line for approvals has elapsed, the company should be allowed to consider the use of USPs as approved. In such a case, there is no justification to leave an undertaking in a situation of uncertainty when the application is complete and receipt has been received. The approval process should be clearly defined and certainly not be perceived as a possible never-ending process as this will discourage undertakings to take that route.

Answer: In absence of the explicit supervisory approval, undertakings are not allowed to use undertaking-specific parameters in the calculation of the Solvency Capital Requirement and shall calculate it using the standard formula parameters. Approval would only be effective when directly and explicitly confirmed in writing to the undertaking by the supervisory authority. This approach for approval of undertaking-specific parameters is consistent with approach for approval of internal model described in art. 208 (2) of draft consolidated level 2 text of Implementing Measures.

· Application for the use of USPs. (Compare current Guideline 12 – Application for the use of undertaking-specific parameters)
· Stakeholder3: In the case of a group it is unclear if the application package should be provided only to the group supervisor or also to the individual supervisory authorities of the member states.
Linked to this - is it possible to apply for USP at an underlying entity level (subsidiary level) through a group application? Furthermore would it be possible for subsidiaries to apply for USPs where the group might not (from a consistency perspective)?

Answer: In opinion on EIOPA, guidelines seems to be clear on that. If the USP are used to calculate the SCR on solo level the application package should be directed to the appropriate local supervisory authority. In case of usage of the USP to calculate SCR on the group level the application package need to be send only to the group supervisor. No special process (similar to internal models approval process for models used by the group and solo undertakings) is foreseen if both group and solo undertakings would like to use undertaking-specific parameters.

Other issues:

· Stakeholders suggested to add examples to the explanatory text.

· Stakeholder3: The guidelines are fairly principle based. This may be appropriate but it would be useful if the explanatory text can provide examples

· Stakeholder1: In general, it would be useful to have examples for all topics, especially for the qualitative aspects.
Answer: According to EC and EIOPA guidelines concerning writing of Level 3 guidelines, guidelines should not include examples.
· One stakeholder suggest that requirements set out in guidelines are too strict.
· Stakeholder1: We continue to have concerns that the requirements and guidelines around USPs are so strict as to make their use unappealing, contrary to the intentions of the Solvency II Directive, as set out in Recital 20.
Answer: The supervisory approval process should be standardized among countries, therefore guidelines seem to be strict as they provide additional rules with aim to standardize the approval process.
· One stakeholder suggest introduction of transitional mechanism.
· Stakeholder1: We believe there will be many cases where companies will not have sufficient data in order to comply with the proposed requirements set out in the draft implementing measures when Solvency II comes into force and will therefore not be able to use entity specific parameters, which by definition better reflect their business. Therefore, we propose that a sliding transitional mechanism could be put in place in order to ensure a smooth transitioning to Solvency II.

Answer: Use of undertaking-specific parameters is on voluntary basis. So if undertaking does not meet criteria from the beginning, it can still use standard formula parameters.

· One stakeholder suggest introduction of pre-application process.
· Stakeholder1: Companies may wish to have USPs approved for the start of Solvency II. The guidance should include provision for a pre-application process for USPs (in the same way as there is a pre-application process for Internal Models).

Answer: EIOPA is of the opinion, that approval process of internal models would normally last longer than 6 months, and due to time limits included in Solvency II Directive EIOPA proposed pre-application process for internal models. Approval process of undertaking-specific parameters should usually meet proposed 6 months time limit, therefore EIOPA does not propose pre-application process for undertaking-specific parameters.
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