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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. 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 consider all aspects of the risk mitigation technique and 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, of itself, mean that the reinsurer has not assumed risk. 
(3)
The scenario-based calculations of the Solvency Capital Requirement are based on the impact of instantaneous shocks and insurance and reinsurance undertakings should not take into account risk mitigation techniques that rely on insurance or reinsurance undertakings taking action, such as dynamic hedging or future management actions, at the time that the shock occurs.  
(4)
The calculation of the non-premium and reserve risk module assumes that the ratios of net to gross premium or reserve risk is not materially higher than the ratio of these premiums to policy holder premiums or the ratio of recoverables to the best estimate without deduction for recoverables respectively. It is therefore not appropriate to allow for finite reinsurance or comparable arrangements in the calculation of the non-life and health premium and reserve risk sub-module.
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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, in addition to the requirements set out in Article 101(5) of Directive 2009/138/EC, 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; 
(c)
the insurance or reinsurance undertaking has, in the event of the default, insolvency or bankruptcy of a counterparty or other credit event, a direct claim on that counterparty; and
(d)
there is no double counting of risk-mitigation effects.    

2.
Only risk-mitigation techniques that are in force over the following 12 months and which meet the criteria set out in this Section shall be fully taken into account in the Solvency Capital Requirement, unless the contractual arrangements governing the risk-mitigation techniques are in force and the insurance or reinsurance undertaking intends to replace that risk mitigation technique at its expiry with a similar arrangement and the conditions set out in paragraph 3 are met. 
In all other cases, the risk-mitigation effect of risk-mitigation techniques that are in force for a period shorter than 12 months and which meet the criteria set out in this Section shall be taken into account in the Solvency Capital Requirement pro rata temporis for the shorter of the full term of the risk exposure or 12 months. 
3.
The conditions to be met in relation to a risk-mitigation technique referred to in the first subparagraph of paragraph 2 are: 

(a) 
the insurance or reinsurance undertaking has a written policy on the replacement of that risk mitigation technique; 

(b)
the replacement of the risk mitigation technique is not conditional on any future events, which are outside of the control of the insurance or reinsurance undertaking. Where the replacement of the risk mitigation technique is conditional on any future events, that are within the control of the insurance or reinsurance undertaking then this should be clearly documented in the written policy;

(c)
the replacement of the risk mitigation technique shall be realistic and consistent with the insurance or reinsurance undertaking’s current business practice and business strategy. Insurance and reinsurance undertakings shall be able to verify that the replacement is realistic through a comparison of the assumed replacements with replacements taken previously by the insurance or reinsurance undertaking;
(d)
the risk that the risk-mitigation technique can not be replaced due to an absence of liquidity in the market is not material; 

(e)
the costs of replacing the risk mitigation technique over a one year period are reflected in the SCR calculation by reducing the level of risk mitigation effect taken into account in the SCR; and 

(f)
the replacement of the risk-mitigation technique would not be contrary to obligations towards policy holders and beneficiaries or to legal provisions applicable to the insurance and reinsurance undertaking. It shall take account of any public indications by the insurance or reinsurance undertaking as to the actions that it would expect to take, or not take in the circumstances being considered. 

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

Effective Transfer of Risk 

1.
Risk-mitigation techniques used by an insurance or reinsurance undertaking that meet the requirements in Article SCRRM1 shall be taken into account when calculating the Solvency Capital Requirement to the extent that, contractual arrangements relating to the transfer of risk ensure that:

(a) 
the transfer of risk is effective in all circumstances; and
(b)
the transfer of risk is clearly defined and incontrovertible. 

2.
The contractual arrangement shall ensure that the extent of the cover provided by the risk-mitigation technique is clearly defined. The contractual arrangement shall not result in the creation of new risks, unless these are captured in the Solvency Capital Requirement.  
Where basis risk, being the risk that the exposure that the risk-mitigation technique covers does not correspond to the risk exposure of the insurance or reinsurance undertaking, is material the insurance or reinsurance undertaking shall not take that risk mitigation technique into account unless that basis risk is captured in the calculation of the Solvency Capital Requirement. 
3.
The determination that the transfer of risk is effective in all circumstances in accordance with paragraph 1 (a) shall take into account: 

(a) 
whether the contractual arrangement is subject to any conditions which could undermine the effective transfer of risk, the fulfilment of which is outside the direct control of the insurance or reinsurance undertaking; and

(b)
whether there are any connected transactions which could undermine the effective transfer of risk.
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 on a ongoing basis in order for the risk-mitigation technique to be taken into account in the Solvency Capital Requirement:  

(1)
Counterparties to reinsurance contracts shall be: 

(a) 
an insurance or reinsurance undertaking which complies with the Solvency Capital Requirement; 
(b)
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 which complies with the solvency requirements of that equivalent third-country; or 

(c)
a third country insurance or reinsurance undertakings not 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 with a credit quality associated with at least the third credit quality step. 
(2)
Where risk is transferred to a special purpose vehicle, as defined in Article 13 (26), the requirements established under Article 211(2) or where applicable the Member State law referred to in Article 211(3) 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 set out in Article SPV10 for the special purpose vehicle to be fully-funded are at any time not fully met, the protection offered by the insurance risk-mitigation technique may be partially recognised, provided that the insurance or reinsurance undertaking can demonstrate that compliance with the fully-funded requirement will be restored within 3 months. 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 risk is transferred to 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 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 by the special purpose vehicle. 

(4)
Finite reinsurance and comparable arrangements shall not be deemed to meet the requirement for effective risk transfer in Article SCRRM2 and shall not be recognised in the calculation of the non-life and health premium and reserve risk sub-module. 
Article SCRRM4
(Article 101 of Directive 2009/138/EC)

Financial Risk-Mitigation

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

(1)
The risk mitigation technique meets the requirements of the insurance or reinsurance undertaking's risk management policies, as referred to in Article 44 (2) of Directive 2009/138/EC. 
(2)
The counterparties to the risk mitigation technique or, in the case of a risk mitigation technique that is a financial instrument the financial instrument, shall have a credit quality which has been assigned to at least step 3 in accordance with Subsection UECAI and with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale. 




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 risk-mitigation technique the following conditions shall be met in addition to the requirements in Articles SCRRM1, SCRRM2 and SCRRM4:

(a) 
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 of the insurance or reinsurance undertaking and the reference obligation under the credit derivative or between the underlying obligation of the insurance or reinsurance undertaking 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 Articles SCRRM3 (1) and SCRRM4 (2), the risk mitigation technique shall be taken into account when calculating the Solvency Capital Requirement where, in addition to the requirements set out in Articles SCRRM1 and SCRRM2, the following requirements are met: 

(a)
collateral arrangements exist that meet the requirements in Article SCRRM7 and, where relevant, the segregated assets meet the requirements in Article SCRRM8; or 

(b)
the risk mitigation technique is fully supported by another risk mitigation technique, where the further technique, whether viewed separately or in combination with the first technique meets Articles SCRRM1 and SCRRM2 and where the counterparties to the further technique meet the requirements in Articles SCRRM3 (1) and SCRRM4 (2). 
2.
Where the value of the collateral is less than the risk exposure, the collateral arrangement shall only be taken into account to the extent of the value of the assets held as collateral cover the risk exposure. 
Article SCRRM7
(Article 101 of Directive 2009/138/EC)

Collateral Arrangements

The recognition of collateral arrangements in the calculation of the Solvency Capital Requirement shall be subject to the following criteria being met in addition to the requirements in Articles SCRRM1 and SCRRM2:
(1)
The insurance or reinsurance undertaking shall have the right to directly liquidate or retain, in a timely manner, the assets that are held as collateral in the event of the default, insolvency or bankruptcy or other credit event of the counterparty; and
(2)
Assets held as collateral shall be sufficiently liquid and sufficiently stable in value to provide appropriate certainty as to the protection achieved. 
Article SCRRM8

(Article 101 of Directive 2009/138/EC)

Segregation of Assets

Where the liability of the counterparties under a risk mitigation technique is covered by segregated assets, then, in addition to the requirements in Articles SCRRM1 and SCRRM2, the following criteria shall be met in order for the segregation of assets to be taken into account:
(1)
The segregated assets are held with a deposit-taking institution with a credit quality which has been assigned to at least step 3 in accordance with Subsection UECAI and with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale;
(2)
The segregated assets are individually identifiable and shall only be changed or substituted with the consent of the insurance or reinsurance undertaking; 
(3)
The insurance or reinsurance undertaking shall have a right in rem over the segregated assets and an immediate right to obtain, upon demand, 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;  

(4)
The segregated assets shall be sufficiently liquid and sufficiently stable in value to provide appropriate certainty as to the protection achieved; and 
(5)
The segregated assets shall not be used to pay, or to provide collateral in favour of, any person other than the insurance or reinsurance undertaking or as directed by the insurance or reinsurance undertaking. 
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