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Working document EIOPC/SEG/IM28/2010
DRAFT COMMISSION DOCUMENT ON 
THE NON-LIFE UNDERWRITING RISK MODULE OF THE STANDARD FORMULA 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 Articles 111 thereof,

Whereas:

(1) As the expected profits included in future premiums of existing non-life insurance and reinsurance contracts are recognised in the eligible own funds of insurance and reinsurance undertakings, the non-life underwriting risk module should capture the lapse risk relating to non-life insurance and reinsurance contracts.      
TITLE S
INSURANCE AND REINSURANCE UNDERTAKINGS
CHAPTER SCR
RULES RELATING TO THE SOLVENCY CAPITAL REQUREMENT STANDARD FORMULA
SECTION XX

NON-LIFE UNDERWRITING RISK MODULE 

Article NLUR1

(Art. 105(2) of Directive 2009/138/EC)
Non-life underwriting risk module
1. The non-life underwriting risk module shall consist of the following sub-modules:

(a) the non-life premium and reserve risk sub-module referred to in point (a) of Article 105(2) of Directive 2009/138/EC; 

(b) the non-life catastrophe risk sub-module referred to in point (b) of Article 105(2) of Directive 2009/138/EC;

(c) the non-life lapse risk sub-module.

2. The capital requirement for the non-life underwriting risk module shall be equal to the following: 
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where SCRnon-life denotes the capital requirement for non-life underwriting risk, SCRi and SCRj denote the capital requirements for risk sub-module i and j respectively, and where the sum denotes all possible pairs (i,j) of the sub-modules set out in paragraph 1.
3. The correlation coefficient CorrNL(i,j) referred to in paragraph 1 denotes the item set out in row i and in column j of the following correlation matrix: 
	j

i
	Non-life premium and reserve
	Non-life catastrophe
	Non-life lapse

	Non-life premium and reserve
	1
	0.25
	0

	Non-life catastrophe
	0.25
	1
	0

	Non-life lapse
	0
	0
	1


Article NLUR2
(Art. 105(2) of Directive 2009/138/EC)
Non-life premium and reserve risk sub-module
The capital requirement for the non-life premium and reserve risk sub-module shall be equal to the following:

SCRnl premium and reserve = 3·σ·V
where SCRnl premium and reserve denotes the capital requirement for the non-life premium and reserve risk sub-module, σ denotes the standard deviation for non-life premium and reserve risk and V denotes the volume measure for non-life premium and reserve risk.
Article NLUR3
(Art. 105(2) of Directive 2009/138/EC)
Volume measure for non-life premium and reserve risk
1. The volume measure for non-life premium and reserve risk shall be equal to the sum of the volume measures for premium and reserve risk of the segments set out in Annex NLUR1.
2. For all segments set out in Annex NLUR1, the volume measure of a segment shall be equal to the following: 
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where Vs denotes the volume measure for premium and reserve risk of segment s, V(prem,s) denotes the volume measure for premium risk of segment s, V(res,s) denotes the volume measure for reserve risk of segment s and DIVs denotes the factor for geographical diversification of segment s.
3. For all segments set out in Annex NLUR1, the volume measure for premium risk of a segment shall be equal to the following:
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where EP(written,s) denotes an estimate of the premiums to be written by the insurance or reinsurance undertaking in the segment s during the following year, EP(earned,s) denotes an estimate of the premiums to be earned by the insurance or reinsurance undertaking in the segment s during the following year, P(written,s) denotes the premiums written by the insurance and reinsurance undertaking in the segment s during the last year and Cs denotes the expected present value of claims and expenses which relate to claims incurred by the insurance and reinsurance undertaking in the segment s after the following year and which are covered by existing contracts.
4. Insurance and reinsurance undertakings may calculate the volume measure for premium risk of a segment s in accordance with the formula
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using the terms of the formula as defined  in paragraph 3, provided that the following conditions are met by the insurance or reinsurance undertaking:
(a) the administrative, management or supervisory body of the insurance or reinsurance undertaking has decided that the earned and written premiums of the insurance or reinsurance undertaking in the segment s during the following year should not exceed EP(written,s) and EP(earned,s) respectively;

(b) the insurance or reinsurance undertaking has established effective control mechanisms to ensure that the restriction of earned and written premiums referred to in point (a) will be met;

(c) the insurance or reinsurance undertaking has informed its supervisory authority about the decision referred to in point (a).  
5. For the purpose of the calculations set out in paragraphs 3 and 4, premiums shall be net, after deduction of premiums for reinsurance contracts. However,  the following premiums for reinsurance contracts shall not be deducted:

(a) premiums for per risk excess of loss reinsurance as referred to in Annex NLUR4;

(b) premiums that cannot be taken into account in the calculation of  amounts recoverable from reinsurance contracts and special purpose vehicles in accordance with paragraphs 3 and 5 of Article TP22;
(c) premiums for reinsurance contracts that do not meet the requirements set out in [reference to implementing measures on risk mitigation techniques].
6. For the purpose of the calculation set out in paragraphs 3 and 4, claims shall be net, after deduction of payments in compensation of these claims from reinsurance contracts and special purpose vehicles. However, compensation payments of per risk excess of loss reinsurance contracts and arrangements with special purpose vehicles that provide equivalent risk transfer shall not be deducted.
7. For all segments set out in Annex NLUR1, the default factor for geographical diversification of a segment shall be 1. However, for any of the segments set out in Annex NLUR1 insurance and reinsurance undertakings may calculate the factor for geographical diversification according to Annex NLUR2. 
8. For all segments set out in Annex NLUR1, the volume measure for reserve risk of a segment shall be equal to the best estimate for the provision for claims outstanding for the segment, after deduction of the amounts recoverable from reinsurance contracts and special purpose vehicles provided that the reinsurance contracts or special purpose vehicles meet the requirements set out in [reference to implementing measures on risk mitigation techniques]. 
Article NLUR4
(Art. 105(2) of Directive 2009/138/EC)
Standard deviation for non-life premium and reserve risk
1. The standard deviation for non-life premium and reserve risk shall be equal to the following:
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where the sum covers all possible pairs (s,t) of the segments set out in Annex NLUR1, CorrS(s,t) denotes the correlation coefficient for non-life premium and reserve risk for segment s and segment t set out in Annex NLUR3, σs and σt denote standard deviations for non-life premium and reserve risk of segments s and t respectively, and Vs and Vt denote volume measures for premium and reserve risk of segments s and t, referred to in Article NLUR3, respectively.
2. For all segments set out in Annex NLUR1, the standard deviation for non-life premium and reserve risk of a segment shall be equal to the following:
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where σs denotes the standard deviation for non-life premium and reserve risk of segments s, Vs denotes the volume measures for premium and reserve risk of segment s referred to in Article NLUR3, σ(prem,s) denotes the standard deviation for non-life premium risk of segments s, σ(res,s) denotes the standard deviation for non-life reserve risk of segments s as set out in Annex NLUR1, V(prem,s) denotes the volume measure for premium risk of segment s referred to in Article NLUR3 and V(res,s) denotes the volume measure for reserve risk of segment s referred to in Article NLUR3.
3. For all segments set out in Annex NLUR1, the standard deviation for non-life premium risk of a segment is equal to the product of the standard deviation for non-life gross premium risk of the segment set out in Annex NLUR1 and the adjustment factor for non-proportional reinsurance of the segment set out in Annex NLUR4.
Article NLUR5
(Art. 105(2) of Directive 2009/138/EC)
Non-life lapse risk sub-module
1. The capital requirement for the non-life lapse risk sub-module referred to in Article NLUR2 shall be equal to the larger of the following capital requirements:

(a) the capital requirement for the risk of a permanent increase in non-life lapse rates;

(b) the capital requirement for the risk of a permanent decrease in non-life lapse rates; 
(c) the capital requirement for non-life mass lapse risk.
2. The capital requirement for the risk of a permanent increase in non-life lapse rates shall be equal to the loss in basic own funds of insurance and reinsurance undertakings that would result from an instantaneous permanent increase of 50 % in the relevant option exercise rates that have been assumed by the undertaking in the calculation of its technical provisions. The increased option exercise rates shall not be assumed to exceed 100 %. The increase in option exercise rates shall only apply to those options for which the exercise of the option would result in an increase of technical provisions without the risk margin. 

3. The capital requirement for the risk of a permanent decrease in non-life lapse rates shall be equal to the loss in basic own funds of insurance and reinsurance undertakings that would result from an instantaneous permanent decrease of 50 % in the relevant option exercise rates that have been assumed by the undertaking in the calculation of its technical provisions. The decreased option exercise rates shall not be assumed to decrease by more than 20 percentage points. The decrease in option exercise rates shall only apply to those options for which the exercise of the option would result in an increase of technical provisions without the risk margin.

4. The relevant option exercise rates for the purposes of paragraph 2 and 3 shall consist of all legal or contractual policy holder options to fully or partly terminate, decrease, restrict or suspend the insurance or reinsurance cover. Where an option allows the full or partial establishment, renewal, increase, extension or resumption of insurance or reinsurance cover, the change in the option exercise rate referred to in paragraphs 2 and 3 shall be applied to the rate of the option  not being taken up. 
5. The capital requirement for non-life mass lapse risk shall be equal to the loss in basic own funds of insurance and reinsurance undertakings that would result from the instantaneous surrender of 30 % of the insurance policies with a negative best estimate for premium provisions.
Article NLUR6

(Art. 105(2) of Directive 2009/138/EC)
Non-life catastrophe risk sub-module
[Draft implementing measures on the non-life catastrophe risk sub-module will be tabled at a later stage.]

Annex NLUR1

Segmentation of non-life insurance and reinsurance obligations for the non-life premium and reserve risk sub-module
	
	Segment
	Lines of business, as set out in Annex I of IM13, that the segment consists of
	Standard deviation for gross premium risk of the segment 
	Standard deviation for reserve risk of the segment

	1
	Motor vehicle liability insurance and proportional reinsurance 
	4 and 16
	10%
	9.5%

	2
	Other motor insurance and proportional reinsurance
	5 and 17
	8.5%
	10%

	3
	Marine, aviation and transport insurance and proportional reinsurance and proportional reinsurance
	6 and 18
	18%
	14%

	4
	Fire and other damage to property insurance and proportional reinsurance
	7 and 19
	12.5%
	11%

	5
	General liability insurance and proportional reinsurance
	8 and 20
	15%
	15.5%

	6
	Credit and suretyship insurance and proportional reinsurance
	9 and 21
	21.5%
	20%

	7
	Legal expenses insurance and proportional reinsurance
	10 and 22
	6.5%
	9%

	8
	Assistance and its proportional reinsurance
	11 and 23
	5%
	11%

	9
	Miscellaneous financial loss insurance and proportional reinsurance
	12 and 24
	13%
	15%

	10
	Non-proportional casualty reinsurance
	25
	17%
	20%

	11
	Non-proportional marine, aviation and transport reinsurance
	26
	16%
	20%

	12
	Non-proportional property reinsurance
	27
	17.5%
	20%


Annex NLUR2

Factor for geographical diversification of premium and reserve risk
1. The factor for geographical diversification of a segment referred to in Article NLUR3(1) shall be equal to the following:
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where each of the sums cover all the geographical regions set out in paragraph 7, DIVs is the factor for geographical diversification of segment s, V(prem,j,lob) denotes the volume measure for non-life premium risk of the segment s and the region r, V(res,j,lob) denotes volume measure for non-life reserve risk of the segment s and the region r.

2. The volume measure for non-life premium risk of the segment s and the region r shall be calculated in the same way as the volume measure for non-life premium risk of the segment s as referred to in Article NLUR3, but taking into account only the insurance and reinsurance obligations where the underlying risk is situated in the region r.   

3. The volume measure for non-life reserve risk of the segment s and the region r shall be calculated in the same way as the volume measure for non-life reserve risk of the segment s as referred to in Article NLUR3, but taking into account only the insurance and reinsurance obligations where the underlying risk is situated in the region r.

4. For the purpose of the calculations set out in paragraphs 2 and 3, the criteria set out in Article 13(13) of Directive 2009/138/EC in the case of non-life insurance and the criteria set out in Article 13(14) of Directive 2009/138/EC in the case of life insurance shall be applied as if references in those criteria to Member States extended to third countries also.
5. Notwithstanding paragraph 1, the factor for geographical diversification shall be equal to 1 for the following segments set out in Annex NLUR1:
(a) segment 6;

(b) segment 12, provided that obligations for non-proportional reinsurance of credit and suretyship insurance are a material part of the segment.
6. Notwithstanding paragraph 1, the factor for geographical diversification for a segment shall be equal to 1 if insurance and reinsurance undertakings use an undertaking-specific parameter for the standard deviation for non-life premium risk of the segment to calculate the non-life premium and reserve risk sub-module.
7. Regions for the calculation of the factor for geographical diversification
[Please note that the current list of territories is of illustrative nature only. Legal drafting of the list will be provided at a later stage.]

	
	Region
	Territories that the region consists of

	1
	Northern Europe 
	[Åland Islands, Channel Islands, Denmark, Estonia, Faeroe Islands, Finland, Guernsey, Iceland, Republic of Ireland, Isle of Man, Jersey, Latvia, Lithuania, Norway, Svalbard, Jan Mayen, Sweden, United Kingdom]

	2
	Western Europe
	[Austria
, Belgium, France, Germany, Liechtenstein, Luxembourg, Monaco, Netherlands, Switzerland]

	3
	Eastern Europe 
	[Belarus, Bulgaria, Czech Republic, Hungary, Moldova, Poland, Romania, Russian Federation, Slovakia, Ukraine]

	4
	Southern Europe
	[Albania, Andorra, Bosnia, Croatia, Cyprus, Gibraltar, Greece, Italy, former Yugoslav Republic of Macedonia, Malta, Montenegro, Portugal, San Marino, Serbia, Slovenia, Spain, Vatican City]

	5
	Central and Western Asia
	[Armenia, Azerbaijan, Bahrain, Georgia, Iraq, Israel, Jordan, Kazakhstan, Kuwait, Kyrgyzstan, Lebanon, Oman, Palestinian Territories, Qatar, Saudi Arabia, Syrian Arab Republic, Tajikistan, Turkey, Turkmenistan, United Arab Emirates, Uzbekistan, Yemen]

	6
	Eastern Asia
	[China, Hong Kong, Japan, Macao, Mongolia, North Korea, South Korea, Taiwan]

	7
	South and South-Eastern Asia
	Afghanistan,
Bangladesh, Bhutan, Brunei Darussalam, Cambodia, India, Indonesia, Iran, Lao PDR, Malaysia, Maldives, Myanmar, Nepal, Pakistan, Philippines, Singapore, Sri Lanka, Thailand, Timor-Leste, Vietnam]

	8
	Oceania
	[American Samoa, Australia, Cook Islands, Fiji, French Polynesia, Guam, Kiribati, Marshall Islands, Micronesia, Nauru, New Caledonia, New Zealand, Niue, Norfolk Island, N. Mariana Islands, Palau, Papua New Guinea, Pitcairn, Samoa, Solomon Islands, Tokelau, Tonga, Tuvalu, Vanuatu, Wallis & Futuna Islands]

	9
	Northern Africa
	[Algeria, Benin, Burkina Faso, Cameroon, Cape Verde,
Central African Rep.,
Chad, Cote d’Ivoire, Egypt,
Gambia, Ghana, Guinea, Guinea-Bissau, Liberia, Libya, Mali, Mauritania, Morocco, Niger, Nigeria, Saint Helena, Senegal, Sierra Leone, Sudan, Togo, Tunisia]

	10
	Southern Africa
	[Angola, Botswana, Burundi, Comoros, Dem Rep of Congo, Djibouti, Equatorial Guinea, Eritrea, Ethiopia, Gabon, Kenya, Lesotho, Madagascar, Malawi, Mauritius, Mayotte, Mozambique, Namibia, Rep of the Congo, Reunion, Rwanda, Sao Tome & Principe, Seychelles, Somalia, South Africa, Swaziland, Uganda, United Rep. of Tanzania, Zambia, Zimbabwe]

	11
	Northern America excluding the United States of America
	[Bermuda, Canada, Greenland, St Pierre & Miquelon]

	12
	Caribbean and Central America
	[Anguilla, Antigua & Barbuda, Aruba, Bahamas, Barbados, Belize, British Virgin Islands, Cayman Islands, Costa Rica, Cuba, Dominica, Dominican Republic, El Salvador, Grenada, Guadeloupe, Guatemala, Haiti, Honduras, Jamaica, Martinique, Mexico, Montserrat, Netherlands Antilles, Nicaragua, Panama, Puerto Rico, St-Barthelemy, St Kitts & Nevis, St Lucia, St Martin, St Vincent, Trinidad & Tobago, Turks & Caicos Islands, US Virgin Islands]

	13
	Eastern South America
	[Brazil,
Falkland Islands, French Guiana, Guyana, Paraguay, Suriname, Uruguay]

	14
	Northern, southern and western South America
	[Argentina, Bolivia, Chile, Colombia, Ecuador, Peru, Venezuela]

	15
	North-east United States of America
	[Connecticut, Delaware, District of Columbia, Maine, Maryland, Massachusetts, New Hampshire, New Jersey, New York, Pennsylvania, Rhode Island, Vermont]

	16
	South-east United States of America
	[Alabama, Arkansas, Florida, Georgia, Kentucky, Louisiana, Mississippi, North Carolina, Puerto Rico, South Carolina, Tennessee, Virginia, W. Virginia]

	17
	Mid-west United States of America
	[Illinois, Indiana, Iowa, Kansas, Michigan, Minnesota, Missouri,
Nebraska, North Dakota, Ohio, Oklahoma, South Dakota, Wisconsin]

	18
	Western United States of America
	[Alaska, Arizona, California, Colorado, Hawaii, Idaho, Montana, Nevada, New Mexico, Oregon, Texas, Utah, Washington, Wyoming]


Annex NLUR3

Correlation matrix for non-life premium and reserve risk
The correlation coefficient CorrS(s,t) referred to in Article NLUR4(1) denotes the item set out in row s and in column t of the following correlation matrix. The headings of the rows and columns denote the numbers of the segments set out Annex NLUR1: 
	 t
s
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10
	11
	12

	1
	1
	0.5
	0.5
	0.25
	0.5
	0.25
	0.5
	0.25
	0.5
	0.25
	0.25
	0.25

	2
	0.5
	1
	0.25
	0.25
	0.25
	0.25
	0.5
	0.5
	0.5
	0.25
	0.25
	0.25

	3
	0.5
	0.25
	1
	0.25
	0.25
	0.25
	0.25
	0.5
	0.5
	0.25
	0.5
	0.25

	4
	0.25
	0.25
	0.25
	1
	0.25
	0.25
	0.25
	0.5
	0.5
	0.25
	0.5
	0.5

	5
	0.5
	0.25
	0.25
	0.25
	1
	0.5
	0.5
	0.25
	0.5
	0.25
	0.25
	0.25

	6
	0.25
	0.25
	0.25
	0.25
	0.5
	1
	0.5
	0.25
	0.5
	0.5
	0.25
	0.25

	7
	0.5
	0.5
	0.25
	0.25
	0.5
	0.5
	1
	0.25
	0.5
	0.5
	0.25
	0.25

	8
	0.25
	0.5
	0.5
	0.5
	0.25
	0.25
	0.25
	1
	0.5
	0.25
	0.25
	0.5

	9
	0.5
	0.5
	0.5
	0.5
	0.5
	0.5
	0.5
	0.5
	1
	0.25
	0.25
	0.25

	10
	0,25
	0.25
	0.25
	0.25
	0.25
	0.5
	0.5
	0.25
	0.25
	1
	0.25
	0.25

	11
	0.25
	0.25
	0.5
	0.5
	0.25
	0.25
	0.25
	0.25
	0.25
	0.25
	1
	0.25

	12
	0.25
	0.25
	0.25
	0.5
	0.25
	0.25
	0.25
	0.5
	0.25
	0.25
	0.25
	1


Annex NLUR4

Adjustment factor for non-proportional reinsurance
1. For the purpose of this annex "excess of loss reinsurance contract" shall also denote arrangements with special purpose vehicles that provide equivalent risk transfer.

2. An excess of loss reinsurance contract for a segment shall be considered recognisable if it meets the following conditions:

(a) it provides, to the extent that losses of the ceding undertaking that relate either to single insurance claims or all insurance claims under the same policy during a specified time period are larger than a specified retention, complete compensation for such losses up to a specified limit or without limit, (per risk excess of loss reinsurance);

(b) it covers all insurance claims that the insurance or reinsurance undertaking may incur in the segment during the following year;

(c) it allows for unlimited reinstatements;

(d) it applies to the gross claims, without deduction of recoverables from other reinsurance contracts or special purpose vehicles; 

(e) it meets the requirements set out in [reference to implementing measures on risk mitigation techniques].

3. For the segments 1 to 9 set out in Annex NLUR1 the adjustment factor for non-proportional reinsurance of a segment shall be calculated as set out in paragraphs 4 to 12. 

4. Where insurance and reinsurance undertakings have concluded a recognisable excess of loss reinsurance contract for a segment, the adjustment factor for non-proportional reinsurance of the segment shall be equal to the following:
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where
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5. The terms referred to in paragraph 4 denote the following:
	NPs
	the adjustment factor for non-proportional reinsurance of segment s
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	average gross claim amount of segment s 
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	standard deviation of the gross claim amounts of segment s

	S
	scaling factor for segment s

	a
	retention of the recognised excess of loss reinsurance contract of segment s

	b
	limit of the recognised excess of loss reinsurance contract of segment s

	
[image: image17.wmf]s

,

m

F


	cumulative distribution function of the lognormal distribution with parameters 
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	cumulative distribution function of the lognormal distribution with parameters 
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	cumulative distribution function of the lognormal distribution with parameters 
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	ln
	natural logarithm function


6. The gross claim amount of segment s referred to in paragraph 5 shall be equal to the following:
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where N denotes the number of insurance claims that were reported to the insurance or reinsurance undertaking in segment s during the last three years and M(gross,s,1) to M(gross,s,N) denote the claim amounts as estimated in the year they were reported. The claim amounts shall be gross, without deduction of the amounts receivable from reinsurance contracts and special purpose vehicles. Where according to the conditions of the recognised excess of loss reinsurance contract several of those insurance claims would have been considered together in order to assess whether the amount of claims are larger than the retention of the excess of loss reinsurance contract these claims shall be considered as one claim.   
7. The standard deviation of the gross claim amounts of segment s referred to in paragraph 5  shall be equal to the following:
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where the terminology is defined as set out in paragraph 6. 
8. The scaling factor for segment s referred to in paragraph 5 shall be equal to the following:
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where σ(prem,gross,s) denotes the standard deviation for non-life gross premium risk of the segment s as set out in Annex NLUR1. V(prem,gross,s) denotes the non-life gross volume measure for non-life premium risk of segment s that is calculated like the volume measure for non-life premium risk of the segment s as referred to in Article NLUR3, but with the following changes:

(a) premiums are gross, without the deduction of premiums for reinsurance contracts;

(b) claims are gross, without the deduction of payments in compensation from reinsurance contracts and special purpose vehicles. 
9. "Lognormal distribution with parameters (u,v)" referred to in paragraph 5 means the distribution with the following probability density function:
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where x is a positive real number.
10. Where the recognised excess of loss reinsurance contract has no limit the adjustment factor for non-proportional reinsurance of the segment shall be calculated as set out in paragraphs 3 to 9, but with the following changes:
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11. Where insurance and reinsurance undertakings have not concluded a recognisable excess of loss reinsurance contract for a segment, the adjustment factor for non-proportional reinsurance of the segment shall be equal to 1.

12. Irrespective of paragraph 3, insurance and reinsurance undertakings may use an adjustment factor for non-proportional reinsurance of 1 for any of the segments 1 to 9 set out in Annex NLUR1 to calculate the non-life premium and reserve risk sub-module.
13. For the segments 10 to 12 set out in Annex NLUR1, the adjustment factor for non-proportional reinsurance of a segment shall be equal to 1.
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