





Solvency Experts Group 20-21 May 2010
Level 2 implementing measures
Preliminary Cover note
This note is to be read in conjunction with working documents EIOPC/SEG/IM27/2010, EIOPC/SEG/IM28/2010, EIOPC/SEG/IM29/2010, EIOPC/SEG/IM30/2010, EIOPC/SEG/IM31/2010, EIOPC/SEG/IM32/2010, EIOPC/SEG/IM33/2010, and EIOPC/SEG/IM18/2010 Rev1. It presents the scope and the general approach for the drafting of the implementing measures required by Articles 92, 99, 111, 114, 234, and 241 of the Framework Directive. The Commission services would appreciate Member States feedback on highlighted questions, in particular in the form of drafting suggestions. 
The Commission services would also like to point out that the documents tabled for discussion in the Solvency Experts Group are working documents. They shall be considered as such and they do not purport to represent or pre-judge the formal proposals of the Commission.
1. Market Risk (except concentration risk and spread risk)
Scope

The draft implementing measures relates to the market risk module of the standard formula. This covers neither concentration risk nor spread risk which will be presented at a later stage. The draft incorporates revised version of the following draft implementing measures:

IM15: SCR – standard formula: design of symmetric adjustment mechanism for the equity risk sub-module including specifying appropriate period of time (Article 111)/Rev1

IM16: SCR – standard formula: design, parameters and integration of duration based equity risk sub-module (Article 111)/Rev1

IM17: SCR – standard formula: approach for participations (Article 111)/Rev1

Changes to these texts are explained in the respective parts of the cover note.

General Approach

In drafting these implementing measures, CEIOPS advice was used as a starting point. We have taken on board comments received on the draft implementing measures discussed previously in the Solvency Expert Group. We have also taken on board comments raised during the QIS5 stakeholder meeting and the 7 May Solvency Expert Group meeting dedicated to draft QIS5 Technical specifications. 

We therefore have deviated from CEIOPS advice on a few points:

· we have not included specific volatility shocks, neither in the interest rate risk sub-module nor in the equity risk sub-module;

· we have amended the calibration of the equity shock;

· we have amended the calibration of the correlation factors between concentration risk and currency risk sub-modules and other sub-modules. 

Detailed Observations

Several Member States expressed their concerns with regard the practicability of the calculations of specific volatility shocks in the interest rate risk and equity risk sub-modules at the 7 May SEG. Some Member States and stakeholders had also raised this concern in previous written comments. In addition, CEIOPS could not clarify why they had suggested introducing volatility shocks only in relation to interest rates and equity and not in relation to other asset classes.

We have clarified in a recital that the market risk of the Solvency Capital Requirement calculated with the standard formula should be based on the assumption that the sensitivity of assets and liabilities to changes in the volatility of market parameters is not material. 

Question 1 to Member States: 

Do Member States agree with the proposed approach on volatility of the market parameters in the Standard Formula?

We have followed CEIOPS advice with regard the treatment of pegged currencies in the currency risk sub-module even. We would however like to collect Member States views on whether the suggested calibrations properly reflect recent market developments. 

Question 2 to Member States: 

Do Member States agree with the proposed approach on pegged currencies? 

Calibration

We have not adopted the calibration set out in CEIOPS' advice, but have chosen a lower calibration. The proposed calibration is based on alternative calibrations presented by stakeholders. The following tables set out the changes made to the equity risk factors and some of the correlation factors.

	Risk factor
	…proposed by the Commission
	… proposed by CEIOPS

	Global equities
	39%
	45%

	Other equities
	49%
	55%

	Strategic participations (other than financial and credit institutions)
	22%
	55% (listed: 45%)

	Period for symmetric adjustment
	3 years
	1 year


	correlation factor…
	…proposed by the Commission
	… proposed by CEIOPS

	Concentration/IR
	0%
	50%

	Concentration/Equity 
	0%
	50%

	Concentration/Property
	0%
	50%

	Concentration/Spread
	0%
	50%

	Concentration/Currency
	0%
	50%

	Currency/IR
	25%
	50%

	Currency/Equity
	25%
	50%

	Currency/Property
	25%
	50%

	Currency/Spread
	25%
	50%


Contacts: Benoît Hugonin, Telephone: 54616, benoit.hugonin@ec.europa.eu
2. Adjustment for the loss-absorbing capacity of technical provisions and deferred taxes of the SCR standard formula 

Scope
The draft level 2 implementing measures on the non-life underwriting risk specify the adjustment for the loss-absorbing capacity of technical provisions and deferred taxes of the SCR standard formula referred to in Article 103(c) of the Framework Directive.

General Approach 

CEIOPS' advice presents two approaches to the calculation of the adjustment: the modular approach and the equivalent scenario. CEIOPS has not stated a preference yet and suggests testing both approaches in QIS5 before a decision is made. The industry supports this approach.

The draft QIS5 technical specifications envisage testing both approaches. The outcome of QIS5 will be known by April 2010 before a final decision on the implementing measures is made. However, for the preparation of the Commission's proposal on the implementing measures it is necessary to start the discussion on the calculation of the adjustment before April 2010. This is the purpose of the submitted draft measures. For the working document we have chosen the modular approach. This should not be understood as a preference for this approach. 

Question 3 to Member States: 
Do you already have a preference for either the modular approach or the equivalent scenario? 
In drafting the level 2 measure, CEIOPS advice on the modular approach (see CEIOPS-DOC-49/09) has been followed to a significant extent. 

Some details of the calculation of the adjustment for the loss-absorbing capacity of technical provisions may depend on the specification of the modules or sub-modules of the standard formula. It may therefore be necessary to modify the approach once draft implementing measures on all modules of the standard formula are available (see Article ALAC2(2)).    
As mentioned above, we intend to test two approaches for the calculation of the adjustment in QIS5. All QIS5 participants will be asked to determine their SCR both with the modular approach and the equivalent scenario. However, for reasons of practicability we believe it is necessary to fix a default approach for the calculation of the risk margin of technical provisions and the eligible own funds. (These calculations depend on the SCR.) We suggest using the equivalent scenario as the default approach for these calculations. 

Question 4 to Member States: 
Do you have any views on this approach for QIS5? 
Detailed observations
The calculation of the adjustment for the loss-absorbing capacity of deferred taxes is based on a scenario (Article ALAC3(1)). The adjustment is equal to the reduction in deferred tax liabilities or the increase in deferred tax assets under a specified loss scenario. However, in certain situations the outcome of the scenario may be a decrease in deferred tax assets. The reason for this could be that deferred tax assets that are currently included in the Solvency II balance sheet on the condition that the deferred tax assets are realisable in a reasonable timeframe (Article V7 in IM3rev1), the magnitude of the loss and its effect on the financial situation of the undertaking may result in that condition no longer being met. Consequently the deferred tax assets could not be set up after the scenario. Deferred tax assets would decrease because of the scenario. 

In this case of a decrease of deferred tax assets the adjustment could be understood as measuring the risk connected to the valuation of deferred tax assets. The adjustment would be positive and increase the SCR. This could be considered to be not in line with Article 108 of the Framework Directive, because according to Article 108 the purpose of the adjustment is to reflect a potential compensation of unexpected losses. On the other hand, one could argue that a positive adjustment reflects a risk that the undertaking is exposed to and should therefore be taken into account in the SCR calculation according to Article 101(3) of the Framework Directive. 

Question 5 to Member States: 
Where the scenario set out in Article ALAC3(1) results in a positive adjustment for the loss-absorbing capacity for deferred taxes, should the adjustment be set to zero (and have no influence on the SCR) or be kept (thereby increasing the SCR)? 
As noted in the ring-fenced funds section below, we think it more appropriate to clarify in our draft implementing measures on the loss absorbing capacity of technical provisions and deferred taxes that these profit/ loss sharing arrangements should be appropriately captured in the calculation of the SCR standard formula. 

Question 6 to Member States: 
Does the proposed approach in paragraph 3 of Article ALAC2 ensure that where there is a barrier to profit/ loss sharing within the undertaking that this is appropriately captured in the calculation of the SCR standard formula?
Contact: Lars Dieckhoff, Telephone: 68640, lars.dieckhoff@ec.europa.eu
3. Non-life underwriting risk module of the SCR standard formula 

Scope
The draft level 2 implementing measures on the non-life underwriting risk specify the following:

· the aggregation of the three sub-modules of the non-life underwriting risk module;

· the sub-module for non-life premium and reserve risk;

· the sub-module for non-life lapse risk.

Draft implementing measures on the third sub-module for non-life catastrophe risk will be presented at a later stage. CEIOPS has not finished its advice on non-life catastrophe risk yet, but will do so in time for QIS5.

General Approach 

In drafting the level 2 measure, CEIOPS advice (see CEIOPS-DOC-41/09, CEIOPS-DOC-67/10) has been followed to a significant extent. However, some relevant changes to CEIOPS' advice have been made which are set out below. Compared to the draft QIS5 technical specifications two main modifications were made: the position of the non-life lapse risk sub-module in the structure of the module as well as its design was changed and the adjustment for non-proportional reinsurance was limited.   
Detailed observations
Non-life lapse risk
As suggested by CEIOPS the proposed non-life underwriting risk module captures the lapse risk relating to non-life insurance and reinsurance obligations. For that purpose the following structure of the module was envisaged, in CEIOPS' draft QIS5 technical specifications: 

non-life underwriting risk module

· non-life premium and reserve risk and lapse risk sub-module

· non-life premium and reserve risk sub-module

· non-life lapse risk sub-module

· non-life catastrophe sub-module

However, in the draft measures the following structure is included (Article NLUR1):

 non-life underwriting risk module

· non-life premium and reserve risk sub-module

· non-life lapse risk sub-module

· non-life catastrophe sub-module

This structure may be considered to be clearer and more in line with the structure of the other underwriting risk modules. The legal basis for the introduction of an additional sub-module on the same level as the premium and reserve risk sub-module and the lapse risk sub-module is Article 105(2) of the Framework Directive which sets out an open list of sub-modules.

The lapse risk sub-module is specified in Article NLUR5. It follows the design of the life lapse risk sub-module as specified in the working document IM24. The draft implementing measures depart from CEIOPS' advice on non-life lapse risk because the measures do include a component for mass lapse risk of non-life insurance and reinsurance contract. Our tentative view is that this could be a material risk and should be captured in the standard formula.

Question 7 to Member States: 
Should the non-life lapse risk sub-module capture the risk of mass lapse events? 
Overall risk factor for non-life premium and reserve risk

According to Article NLUR2 the capital requirement for non-life premium and reserve risk is calculated as the product 3∙σ∙V. This is a change compared to CEIOPS' advice where volume measure V is multiplied with the 99.5% percentile of a standardised lognormal distribution with standard deviation σ. The approach included in Article NLUR2 is a simplification of the formula in CEIOPS' advice that produces a very similar outcome.

Geographical diversification

Article NLUR3(2) includes a factor for geographical diversification in the calculation of the non-life premium and reserve risk sub-module. The allowance for geographical diversification is based on Article 104(4) of the Framework Directive. The factor is specified in Annex NLUR2. The calculation follows a suggestion of Lloyd's of London that has broad support in the industry. (See separate meeting documents for a description and justification of Lloyd's proposal.) 

According to Article NLUR3(7) the calculation of the factor for geographical diversification is optional.

Annex NLUR2 includes a table of regions that should be used to calculate the factor for geographical diversification. The list of territories is taken from Lloyd's proposal and is included for illustrative purposes only. A legal draft of the list will be presented at a later stage.  

Allowance for the risk-mitigating effect of reinsurance

In line with Article 101(5) of the Framework Directive Article NLUR4(3) includes an adjustment factor for the risk-mitigating effect of non-proportional reinsurance. We have replaced the adjustment factor that was proposed in CEIOPS advice by a factor suggested by AMICE (and supported by CEA and CRO Forum) because we believe that it better reflects the risk transfer of non-proportional reinsurance. (See separate meeting documents for a description and justification of AMICE's proposal.)

The adjustment factor is specified in Annex NLUR4. We have identified an inconsistency of AMICE's adjustment factor and modelling of gross premium risk as follows: The modelled gross volatility which is used to determine the risk-mitigation of the reinsurance cover may exceed the volatility captured in the fixed standard deviation for non-life gross premium risk. This may lead to situations where the risk mitigation and the gross risk are inconsistent. Undertakings may profit from a high risk mitigation adjustment although their gross insurance risk is not reflected in the standard formula. This may lead to significant underestimations of risk.    

In order to avoid this effect we have restricted the recognition of the risk-mitigating effect by the introduction of a scaling factor S that is applied both to the average claim size and the standard deviation of the claim size (see paragraphs 4 and 8 of Annex NLUR4). The scaling factor ensures that the gross standard deviation of the collective model that underlies the adjustment factor does not exceed the standard deviation reflected in the standard deviation σ(prem,gross,s). The mathematical rationale is as follows:

The collective model is based on the assumption that the claim number follows a Poisson distribution with parameter λ. Hence, the standard deviation of the annual loss is 
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 where X is the distribution of the claim size. Using the terminology of Annex NLUR4 this standard deviation can be estimated as follows: 
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The resulting standard deviation of the annual loss is as follows:
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At the QIS5 stakeholder meeting the following concern in relation to the allowance of reinsurance in the premium and reserve risk sub-module was raised: The difference between the gross and net premiums is not purely used for the claims benefits of the protection, but also used to fund the reinsurance expenses (such as broker commissions, underwriting costs, etc) and also to give the reinsurer an appropriate level of recompense for the level of risk they are accepting (risk loading, profit loading, etc). Therefore, the use of net premiums as volume measure (Article NLUR4(5)) may distort the risk measurement. 

A possible improvement could be the use of gross premiums with an adjustment for proportional reinsurance instead of net premiums:

V(prem,s)  = r∙V(prem,gross,s)
where r is the percentage of the undertaking's claim retention of the proportional reinsurance cover (for example r = 80%  if 20% of the claims are paid by the reinsurer).

Question 8 to Member States: 
Do you agree with the use of net premiums as volume measure for premium risk? 
Volume measure for premium risk and future premiums
CEIOPS has raised concerns that the volume measure for premium risk defined in Article NLUR3 does not capture all the risk relating to future premiums. 

Question 9 to Member States: 
Do you have any views on the volume measure for premium risk? 
Calibration of non-life premium and reserve risk sub-module

We have not adopted the calibration set out in CEIOPS' advice, but have chosen a lower calibration. The proposed calibration is based on the average of the factor used in QIS4 and the factor proposed by CEIOPS. However, where CEIOPS has proposed a lower factor than used in QIS4 this suggestion was adopted. The following tables set out the changes made to the risk factors the non-life premium and reserve risk sub-module.
Standard deviations for premium risk
	Line of business
	Risk factor proposed by the Commission
	Risk factor proposed by CEIOPS

	Motor ( 3rd-party)
	10%
	11.5%

	Motor ( other) 
	8.5%
	8.5%

	MAT
	18%
	23%

	Fire 
	12.5%
	15%

	3rd-party liability
	15%
	17%

	Credit
	21.5%
	28%

	Legal expenses
	6.5%
	8%

	Assistance
	5%
	5%

	Miscellaneous
	13%
	15.5%

	Non-prop. reins. (property)  
	17.5%
	20%

	Non-prop. reins.  (casualty)
	17%
	18.5%

	Non-prop. reins.  (MAT)
	16%
	16.5%


Standard deviations for reserve risk

	Line of business
	Risk factor proposed by the Commission
	Risk factor proposed by CEIOPS

	Motor, 3rd-party
	9.5%
	9.5%

	Motor, other 
	10%
	12.5%

	MAT
	14%
	17.5%

	Fire 
	11%
	12%

	3rd-party liability
	15.5%
	16%

	Credit
	20%
	25%

	Legal expenses
	9%
	9%

	Assistance
	11%
	12.5%

	Miscellaneous
	15%
	20%

	Non-prop. reins. (property)  
	20%
	25.5%

	Non-prop. reins.  (casualty)
	20%
	25%

	Non-prop. reins.  (MAT)
	20%
	25%


We acknowledge the considerable progress that CEIOPS has made in its calibration exercise. However, the new factors would lead to a drastic increase in the SCR for premium and reserve risk. We think that the database is not representative enough and the methodology used in the calibration exercise is not robust enough to justify calibration increases as suggested by CEIOPS.  

Contact: Lars Dieckhoff, Telephone: 68640, lars.dieckhoff@ec.europa.eu
4. Investments in packaged loans - Rev1 (Article 135)

Member States will find attached a revised version of the draft Implementing Measure on investments in repackaged loans, which has been prepared on the basis of comments received from Member States. Comments were also received from CEA and CRO/ CFO Forum.  

The Commission services thank all delegations who provided comments on the first version.  We have sought to take these comments on board wherever possible.  All comments of a purely drafting nature have been taken on board whenever this was felt to improve the drafting.  Comments related to the substance have been carefully analysed and taken on board wherever appropriate in the form of compromises between different positions where necessary.

Brief explanations of the main changes are set out below. The Commission services stand of course ready to provide any further clarification necessary at the forthcoming meeting.

Several Member States are of the view that the breaches of the requirements should be tackled or at least mentioned in this draft IM. The Commission services do not disagree with this proposal, nevertheless we decided not to include it as we consider there to be no vires in the Level 1 text to allow at this stage for the inclusion of breaches of the requirements. Therefore, the Commission services will propose amendments to the level 2 empowerment under the Omnibus II Directive to also specify the consequences of breaching the requirements. Moreover, this would also be necessary to ensure cross-sectoral consistency.

CEIOPS and few Member States are of the view that exemptions from the requirements on a case-by-case basis should be granted. For reasons of cross-sector consistency we decided to stick to the same exemptions as those granted to banks. Moreover, we are of the opinion that a closed list ensures a higher level of certainty and harmonization.  

Recitals

According to a suggestion from few Member States, Recital 3 has been amended to make sure that the insurance undertakings do not blindly invest in what they do not really understand.

Article RL1

Following suggestions from some delegations, the definitions have been slightly redrafted. We kept the reference to the CRD definitions as we see no merits to depart from well known and robust definitions. We believe that the definition of net economic interest, which some MS asked to be explicitly included, is better placed in Article RL2.

Article RL2

Paragraph 1 was amended to include the definition of "net economic interest". Following the request by some delegations, clarification has been made on the meaning of "on-going basis".

A new paragraph 2 has been added, following the suggestion to include explicit reference to how the insurance undertaking should apply its due diligence prior to making the investment.

In paragraph 3 the wording has been amended to clarify that, in principle, the originator should satisfy the requirements here laid down. Nevertheless, the word "originator" referred to in the Article 135(2) of the level 1 text should be interpreted widely to include cases where the instrument based on repackaged loans is offered by a sponsor rather than by an originator.

Article RL3

Reference to "paragraph 1" added as this Article lists exemptions which, consistently with the CRD, should only be referred to the retention requirement and not also to the due diligence and other requirements listed in paragraph 2 and 3.

Paragraph 2.b) – which stems from the CRD - was deleted as we agreed with remarks from some Member States who questioned its appropriateness and purpose. The mention of syndicated loans, purchased receivables and credit default swaps indeed doesn't constitute an exemption but rather clarifies the obvious that these types of instruments do not constitute per se a securitisation and therefore do not fall under the retention requirement. 

Article RL4

On the requirement to perform regular stress tests (paragraph 2), whereas few Member States explicitly expressed their support to this provisions, others asked for clarifications on how the undertakings should undertake the stress test. A new sentence was added to clarify that the requirement shall be proportionate to the risk inherent in the instrument. The Article appears to be clear enough clear that the stress tests referred to shall not be performed only for investments in repackaged loans or in isolation from the general requirement for undertakings to perform stress tests.

Annex 

The Annex was deleted as Multilateral Development banks can be better specified at level 3 due to the fact that they may change over time.
Contacts: Alessia Angelilli, Tel: (+32-2) 298.63.39 alessia.angelilli@ec.europa.eu
5. Procedure to be followed for the approval of an internal model for the group solvency calculation (Article 234)

Scope

The draft level 2 implementing measure covers the procedure to be followed for the approval of an internal model to be used for the calculation of the group Solvency Capital Requirement according to Article 234 of the Directive 2009/138/EC. It's worth noting that it doesn't cover Article 231, which deals with the different situation where the internal model is used for the calculation of the groups solvency and, in addition, for the calculation of the Solvency Capital Requirement of at least some subsidiaries. 

This implementing measure should be read in conjunction with the requirements set for the approval of a full or partial internal model in relation to individual insurance or reinsurance undertakings.  

General approach 

In drafting this level 2 measure, CEIOPS advice has been followed to a significant extent.  In particular, this implementing measure builds upon the provisions applicable to the approval of a full or partial internal model to be used for the solvency calculation of individual insurance and reinsurance undertakings and only addresses the additional specificities that arise in relation to the use of an internal model for the calculation of the group solvency. 

The implementing measure clarifies that the final decision regarding the approval of an internal model to be used for the calculation of the group Solvency Capital Requirement shall only be made by the group supervisor. In line with the aim of other requirements in the level 1 text, this implementing measure requires the group supervisor to consult the supervisory authorities of undertakings included in the scope of the internal model during the assessment phase. Supervisory authorities within the college of supervisors shall also be involved in this consultation process under certain circumstances. 

Detailed observations

The structure of the implementing measure mirrors the draft IM4 and sets the additional requirements to be met for the purpose of the approval an internal model for the calculation of the group solvency:

· Article GIM1 deals with the application stage (additional documentation to be provided) and with the decision to withdraw the application 

· Article GIM2 covers the additional requirements prescribed to take to take into account possible future changes in the internal model 

· Article GIM3 is related to the assessment of the application and it expands on the consultation process with the supervisory authorities of the undertakings included in the scope of the internal model

· Article GIM4 elaborates on the decision on the application which, after the consultation stage, shall ultimately be made by the group supervisor. 

Contacts: Alessia Angelilli, Tel: (+32-2) 298.63.39 alessia.angelilli@ec.europa.eu
6. Groups with centralised risk management (Articles 241 and 243)

Scope

The draft level 2 measure on Groups with centralised risk management (Articles 241 and 243 of the Framework Directive) covers the criteria and procedures to be applied by supervisory authorities in relation to subsidiaries for which the parent undertaking decides to submit an application for those subsidiaries to be subject to the specific rules on supervisory cooperation set out in Articles 238 and 239.

General approach 

In drafting this level 2 measure, CEIOPS advice has been followed to some extent.  However, the following should be noted:

A) on the criteria to be applied when assessing whether the conditions stated in Article 236 are satisfied: the draft IM is focusing on the condition set out in point b of Article 236, in line with CEIOPS observation that other conditions set out in Article 236 do not require further elaboration at level 2.  The text addresses the two parts of the condition set out in point b.  This is in line with CEIOPS advice; however, the draft IM is significantly shorter than CEIOPS Advice, because it seeks to focus on what is really specific to groups with centralised risk management in accordance with the precise wording of the level 1 text;

B)  on the criteria to be applied when assessing what should be considered as an emergency situation under Article 239(2): CEIOPS Advice on this is fully silent, and the draft IM consequently does not address that point (at least at this stage);

C) on the procedures to be followed by supervisory authorities when exchanging information, exercising their rights and fulfilling their duties in accordance with Articles 237 to 240: the draft IM focuses on provisions related to the implementation of Article 237, which is the article for which CEIOPS Advice is proposing some recommendations going beyond the level 1 text.

Questions 10 to Member States: 

A) Do MS share the Commission's view that the entry criteria should be kept to a limited number of simple items?

B) Do MS have concrete suggestions on the criteria to be applied when assessing what should be considered as an emergency situation?

C) Do MS consider that there is a need to develop procedural provisions on the implementation of other Articles than Article 237?

Contact: Dominique Thienpont, Tel.: +32(2)295.45.65, dominique.thienpont@ec.europa.eu

7. Partial internal models

Scope

This draft implementing measures relates to the adaptations to be made to the standards set out in Articles 120 to 125 in order to take account of the limited scope of the partial internal model. 

For this reason articles included in IM5 Test and Standards for internal models, already discussed in this group, were amended to include partial internal model specificities

General Approach

In drafting these implementing measures, CEIOPS' advice has been followed to a significant extent. 

We agree on CEIOPS' proposal on the different steps to select the appropriate integration technique. Article TSIM16 bis includes very general objectives of the integration techniques. We believe this is an area where binding Level 3 measures are needed. Our intention is to use the Omnibus 2 to amend the Level 1 text to allow it. 

Detailed Observations

Article TSIM7 is amended to capture the situation where a partial internal model has different models at the highest level of aggregation. In this case a probability distribution forecast should be generated for each of the modules. 

We agree on CEIOPS' proposal on the different steps to select the appropriate integration technique. Article TSIM16 bis includes very general objectives of the integration techniques. We anticipate that EIOPA will be interested in developing binding technical standards to determine the specific techniques that could be used. Our intention is to use the Omnibus 2 Directive to provide for allowance of binding technical standards in this area. . 

Article TSIM17 is amended to include a definition of major business unit. Undertakings can provide a different definition subject to supervisory approval.   

Articles TSIM18 and TSIM20 are also amended to include the adaptations needed in the areas of validation and documentation

Contacts: Ramón Carrasco, Telephone: 86820, ramon.carrasco@ec.europa.eu
8. Ring Fenced Funds
Scope

The draft implementing measures relates to the adjustments required due to the existence of ring-fenced funds. 

The first adjustment is required by Article 99 (b) of Directive 2009/138/EC and relates to the adjustment that should be made to eligible own funds to reflect the lack of transferability of own funds contained within a ring-fenced fund. The situation in which an adjustment to own funds should be made and the corresponding adjustment is set out in the attached draft implementing measures in Articles RFFOF1 and RFFOF2. The definition of the notional Solvency Capital Requirement, which is needed in order to make the own fund adjustment in RFFOF2, is set out in paragraph 6 of Article RFFSCR2. 

The second adjustment is required by Article 111 1 (h) of Directive 2009/138/EC and relates to the adjustment that should be made to the Solvency Capital Requirement standard formula calculation to reflect the reduced scope for risk diversification. The situation in which an adjustment to the SCR standard formula should be made and the corresponding adjustment is set out in the attached draft implementing measures in Articles RFFSCR1 and RFFSCR2. 

General Approach

In drafting these implementing measures, CEIOPS advice has been followed to a significant extent. 

We have also taken on board comments raised during the QIS5 stakeholder meeting, indicating a preference for assessing whether an adjustment for ring-fenced funds is needed on a going concern basis, have been reflected in the draft implementing measures.  This is, however, a departure from CEIOPS advice. 
Detailed Observations

We have not incorporated the existence of profit/ loss sharing arrangements in the determination of when adjustments for ring-fenced funds should be made. Our understanding of CEIOPS advice is that the existence of profit/ loss sharing arrangements alone, where these do not effect the transferability or fungibility of own funds and there is no scope for a reduction in risk diversification in the SCR, do not require an adjustment for ring-fenced funds.

We have clarified in our draft implementing measures on the loss absorbing capacity of technical provisions and deferred taxes that these profit/ loss sharing arrangements should be appropriately captured in the calculation of the SCR standard formula. 
Question 11 to Member States: 

Do Member States agree that adjustments for ring-fenced funds in own funds and in the SCR should only result where there is a lack of transferability/ fungibility of own funds?

We have followed CEIOPS advice by requiring ring-fenced fund adjustments where own funds are restricted because they can only be used to cover losses in relation to certain risks. However, there would appear to be an overlap here with restricted reserves, the treatment of which is covered by IM7/ Rev 1. On restricted reserves we had followed CEIOPS advice in IM7/ Rev 1 and stated that restricted reserves that exceed the estimate of the risk being covered should be included in Tier 2 provided they absorb losses in a winding-up. Our proposal to address this overlap would be to delete from IM7/ Rev 1 the requirement on restricted reserves and have this solely covered by the adjustments required because of ring-fenced funds. 

Question 12 to Member States: 

Do Member States agree that where own-fund items only cover losses arising from certain risks that this should be captured by the ring-fenced fund adjustments? 

Contacts: Charlotte Russell, Telephone: 63460, charlotte.russell@ec.europa.eu
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