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DRAFT COMMISSION DOCUMENT ON 
THE CLASSIFICATION AND ELIGIBILITY OF OWN FUNDS
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 Articles 97 and 99 (a) thereof,

Whereas:

(1)

Where the economic effect of a transaction, or a group of connected transactions, is equivalent to the holding by an insurance or reinsurance undertaking of its own shares, then the excess of assets over liabilities should be reduced to reflect the economic substance of the transaction. 

(2) 
The assessment of whether an own-fund item is of sufficient duration should be based on the original maturity of that item and the average duration of an insurance or reinsurance undertaking's eligible own funds should not be significantly lower than the average duration of an insurance or reinsurance undertaking's liabilities. Insurance and reinsurance undertakings should assess whether own-fund items and total eligible own funds are of a sufficient duration as part of their own risk and solvency assessment. 
(3)

The assessment of whether basic own-fund items possess the characteristics set out in Article 93 should be in line with the economic approach laid down in Directive 2009/138/EC and should assume that insurance and reinsurance liabilities are transferred and not fully run-off by the insurance or reinsurance undertaking. 
(4)
The amount of the excess of assets over liabilities that relates to expected future profits arising from the inclusion future premiums in the calculation of technical provisions should be included in Tier 1. 
(5)
Incentives to redeem are features that increase the likelihood of an insurance or reinsurance undertaking repaying or redeeming a basic own-fund item where it has the option to do so. Examples include increases in the dividend or interest rate combined with a call option. These features may only be included in Tier 2 or Tier 3 capital and should be limited to ensure that the objective of stopping cash-outflows in the form of repayment or redemption of own-funds at a breach of the Solvency Capital Requirement is not undermined. 
(6)
Where reserves are established by an insurance or reinsurance undertaking for certain purposes and are only available to cover specific risks, those reserves should only be eligible for inclusion in own funds in relation to the risks they cover. Where the value of the reserve exceeds the estimate of the related risk the excess amount should be classified in Tier 2 provided it is available to absorb losses in a winding-up. 
TITLE S
INSURANCE AND REINSURANCE UNDERTAKINGS
CHAPTER [X]
OWN FUNDS
SECTION 1

CLASSIFICATION OF OWN FUNDS
Article COF1
(Article 94(1) of Directive 2009/138/EC)

Tier 1 – List of own-fund items 
The following basic own-fund items shall be classified as Tier 1 provided that they meet the criteria set out in Article COF2:
(1) 
The excess of assets over liabilities, valued in accordance with Article 75 and Section 2 of Chapter VI of Directive 2009/138/EC, comprising:

(a) Paid-in equity instruments, defined as any contract that evidences a residual interest in the assets of an insurance or reinsurance undertaking after deducting all of its liabilities;
(b)
Paid-in initial funds, members' contributions or the equivalent basic own-fund item for mutual and mutual-type undertakings;
(c) Share premium account;


(d) Paid-in subordinated mutual member accounts;




(e) Surplus funds that fall under Article 91 (2) of Directive 2009/138/EC;
(f)  An amount equal to the sum of deferred tax assets that the insurance or reinsurance undertaking shall use within the following 12 months or that the insurance or reinsurance undertaking could legally transfer to another entity within the next 12 months; and
(g) Reserves, being:

(i) retained earnings, as measured in the insurance or reinsurance undertaking's financial statements, net of foreseeable dividends; 
(ii) other reserves, other than reserves mentioned in point (d) of paragraph 1 of Article COF3, included in an insurance or reinsurance undertaking's financial statements; and
(ii) a reconciliation reserve, which shall comprise the amount that represents the total excess of assets over liabilities reduced by the basic own-fund items included in points (a) to (g) (ii) of this Article, paragraph 1 of Article COF3 and paragraph 1 of Article COF7. 
(2) 
Paid-in subordinated liabilities. 

Article COF2

(Article 94(1) of Directive 2009/138/EC)

Tier 1 – Criteria for classification

1.
Basic own-fund items are deemed to fulfil the criteria set out in Article 94(1) of Directive 2009/138/EC where those items possess the following features and, where relevant, the criterion set out in paragraph 2 are met: 

(a)
The basic own-fund item shall rank after all other obligations in the event of winding-up proceedings regarding the insurance or reinsurance undertaking, except that basic own-fund items referred to in paragraph (1) (a), other than ordinary shares, and paragraph (2) of Article COF1 may rank ahead of other Tier 1 basic own-fund items.  

(b)
The basic own-fund item shall not display features which may cause or accelerate the insolvency of the insurance or reinsurance undertaking. 


(c)
The basic own-fund item shall absorb losses at least once there is non-compliance with the Solvency Capital Requirement and shall not hinder the recapitalisation of the insurance or reinsurance undertaking.
(e)
The basic own-fund item shall be undated or have an original maturity of at least 10 years. The maturity date shall be deemed to be the first contractual opportunity to repay or redeem the basic own-fund item. The exchange or conversion of a basic own-fund item into another Tier 1 basic own-fund item  of at least the same quality shall not be deemed to be a repayment or redemption. The exchange or conversion shall be subject to the approval of the supervisory authority.
(f) 
The basic own-fund item shall only be repayable or redeemable at the option of the insurance or reinsurance undertaking and shall not include any incentives to repay or redeem that item. The repayment or redemption of the basic own-fund item shall be subject to prior supervisory approval. 

(g)
The basic own-fund item shall provide for the suspension of repayment or redemption of that item in the event that there is non-compliance with the Solvency Capital Requirement or repayment or redemption would lead to such non-compliance until the undertaking complies with the Solvency Capital Requirement and the repayment or redemption would not lead to non-compliance with the Solvency Capital Requirement. In such a situation, the supervisory authority may exceptionally waive the suspension of repayment or redemption of the basic own-fund item, provided that the basic own-fund item is exchanged for or converted into another Tier 1 own-fund item of at least the same quality and the Minimum Capital Requirement is complied even after the repayment or redemption. 

(h)
Notwithstanding point (i), the insurance or reinsurance undertaking shall have full flexibility over the payment of interest or dividends on basic own-fund items. 

(i) 
The basic own-fund item shall provide for the cancellation of the payment of interest or dividends in relation to that item in the event that there is non-compliance with the Solvency Capital Requirement or the payment of interest or dividends would lead to such non-compliance until the undertaking complies with the Solvency Capital Requirement and the payment of interest or dividends would not lead to non-compliance with the Solvency Capital Requirement. In such a situation, the supervisory authority may exceptionally waive the cancellation of the payment of interest or dividend, provided that the payment does not further weaken the solvency position of the insurance or reinsurance undertaking and the Minimum Capital Requirement is complied with even after the payment of interest or dividend is made. 


(j) 
The basic own-fund item shall be free from encumbrances and shall not be connected with any other transaction, which when considered with the basic own-fund item, could result in that basic own-fund item not satisfying the requirements set out in Article 94 (1) of Directive 2009/138/EC. 


2.
Where the basic own-fund item is a basic own-fund items referred to in paragraph (1) (a), other than ordinary shares, or paragraph (2) of Article COF1,then that item shall provide for one of the following principal loss absorbency mechanisms to be triggered at the trigger event specified in paragraph 3: 

(a)
the basic own-fund item automatically converts into ordinary shares or a basic own-fund item listed in (1) (b) of Article COF1; 
(b)
the principal amount of the basic own-fund item is written down pari passu with ordinary shares or a basic own-fund item listed in (1) (b) of Article COF1. In this case any future write-up of the principal amount of that basic own-fund item shall only occur once the undertaking complies with the Solvency Capital Requirement; or 

(c) 
a principal loss absorbency mechanism that achieves an equivalent outcome to the principal loss absorbency mechanisms set out in points (a) and (b).
3.
The trigger event referred to in paragraph 2 is a significant breach of the Solvency Capital Requirement, defined for the purposes of this Article as the earlier of the following events: 

(a) 
Eligible own funds covering the Solvency Capital Requirement are equal to or less than the 75% of the Solvency Capital Requirement.

(b)
A breach of the Solvency Capital Requirement is not resolved within two months.

Article COF3

(Article 94(2) of Directive 2009/138/EC)

Tier 2 Basic own-funds – List of own-fund items 
The following basic own-fund items shall be classified as Tier 2 provided that they meet the criteria set out in Article COF4:
(1) 
The excess of assets over liabilities, valued in accordance with Article 75 and Section 2 of Chapter VI of Directive 2009/138/EC, comprising: 

(a) 
Equity instruments, defined as any contract that evidences a residual interest in the assets of an insurance or reinsurance undertaking after deducting all of its liabilities;

(b)
Initial funds, members' contributions or the equivalent basic own-fund item for mutual and mutual-type undertakings;

(c) 
Subordinated mutual member accounts; and

(d)
Reserves, the use of which is limited to the coverage of specific risks, to the extent that the value of the reserve exceeds the estimate of the risk being covered.  







(2)
Subordinated liabilities. 


Article COF4
(Article 94(2) of Directive 2009/138/EC)

Tier 2 Basic own-funds – Criteria for Classification
Basic own-fund items are deemed to fulfil the criteria set out in the first paragraph of Article 94(2) of Directive 2009/138/EC where those items possess the following features:
(1) 
The basic own-fund item shall rank after the obligations of all policyholders and beneficiaries and non-subordinated creditors. 
(2)
The basic own-fund item shall not display features which may cause or accelerate the insolvency of the insurance or reinsurance undertaking. 

(3)
The basic own-fund item shall be undated or have an original maturity of at least 5 years. The maturity date shall be deemed to be the first contractual opportunity to repay or redeem the basic own-fund item. The exchange or conversion of a basic own-fund item into another Tier 1 or Tier 2 basic own-fund item of at least the same quality shall not be deemed to be a repayment or redemption. The exchange or conversion shall be subject to the approval of the supervisory authority.
(4) 
The basic own-fund item shall only be repayable or redeemable at the option of the insurance or reinsurance undertaking and may include limited incentives to repay or redeem that basic own-fund item. The repayment or redemption of the basic own-fund item shall be subject to prior supervisory approval. 

(5)
The basic own-fund item shall provide for the suspension of repayment or redemption of that item in the event that there is non-compliance with the Solvency Capital Requirement or repayment or redemption would lead to such non-compliance until the undertaking complies with the Solvency Capital Requirement and the repayment or redemption would not lead to non-compliance with the Solvency Capital Requirement. In such a situation, the supervisory authority may exceptionally waive the suspension of repayment or redemption of the basic own-fund item, provided that the basic own-fund item is exchanged for or converted into another Tier 1 or Tier 2 basic own-fund item of at least the same quality and the Minimum Capital Requirement is complied with even after the repayment or redemption. 


(6)
The basic own-fund item shall provide for the deferral of the payment of interest or dividends in relation to that item in the event that there is non-compliance with the Solvency Capital Requirement or the payment of interest or dividends would lead to such non-compliance until the undertaking complies with the Solvency Capital Requirement and the payment of interest or dividends would not lead to non-compliance with the Solvency Capital Requirement . In such a situation, the supervisory authority may exceptionally waive the deferral of the payment of interest or dividend provided that the payment does not further weaken the solvency position of the insurance or reinsurance undertaking and the Minimum Capital Requirement is complied with even after the payment of interest or dividend is made.


(7) 
The basic own-fund item shall be free from encumbrances and shall not be connected with any other transaction, which when considered with the basic own-fund item, could result in that basic own-fund item not satisfying the requirements set out in first paragraph of Article 94(2) of Directive 2009/138/EC.

Article COF5

(Article 94(2) of Directive 2009/138/EC)

Tier 2 Ancillary own-funds – List of own-fund items 
The following ancillary own-fund items shall be classified as Tier 2 provided that they meet the criteria set out in Article COF6: 

(1)
Unpaid equity instruments, defined as any contract that evidences a residual interest in the assets of an insurance or reinsurance undertaking after deducting all of its liabilities, where there is a commitment to provide or subscribe for the own-fund item on demand; 

(2)
Unpaid initial funds, members' contributions or the equivalent basic own-fund item for mutual and mutual-type undertakings, where there is a commitment to provide or subscribe for the own-fund item on demand; 
(3) 
Unpaid s
ubordinated liabilities, where there is a commitment to provide or subscribe for the own-fund item on demand;


(4) 
Letters of credit and guarantees which are held in trust for the benefit of insurance creditors by an independent trustee and provided by credit institutions authorised in accordance with Directive 2006/48/EC;
(5) 
Letters of credit and guarantees provided that the items can be called up on demand and are clear of encumbrances;
(6)
Any future claims which mutual or mutual-type associations of shipowners with variable contributions solely insuring risks listed in classes 6, 12 and 17 in Part A of Annex 1 of Directive 2009/138/EC may have against their members by way of a call for supplementary contributions, within the following 12 months; 
(7)
Any future claims which mutual or mutual-type associations may have against their members by way of a call for supplementary contributions, within the following 12 months, provided that a call can be made on demand and is clear of encumbrances; and 
(8)
Other legally binding commitments received by the insurance or reinsurance undertaking, provided that the item can be called up on demand and is clear of encumbrances. 
Article COF6
(Article 94(2) of Directive 2009/138/EC)

Tier 2 Ancillary own-funds – Criteria for classification 
Without prejudice to Article 96 of Directive 2009/138/EC, ancillary own-fund items are deemed to fulfil the criteria set out in the second paragraph of Article 94 (2) of Directive 2009/138/EC, where those items once called up and paid in would meet the criteria set out in Article COF2 and would be included in the list of own-fund items set out in Article COF1.
Article COF7

(Article 94(3) of Directive 2009/138/EC)

Tier 3 Basic own-funds– List of own-fund items 
The following basic own-fund items shall be classified as Tier 3 provided that they meet the criteria set out in Article COF8: 




(1)
The excess of assets over liabilities, valued in accordance with Article 75 and Section 2 of Chapter VI of Directive 2009/138/EC, comprising: 
(a) 
Equity instruments, defined as any contract that evidences a residual interest in the assets of an insurance or reinsurance undertaking after deducting all of its liabilities;

(b)
Initial funds, members' contributions or the equivalent basic own-fund item for mutual and mutual-type undertakings;

(c) 
Subordinated mutual member accounts; and 
(d) 
An amount equal to the sum of deferred tax assets that the insurance or reinsurance undertaking shall not use within the following 12 months or that the insurance or reinsurance undertaking could not legally transfer to another entity within the next 12 months.
(2)
Subordinated liabilities. 

Article COF8
(Article 94(3) of Directive 2009/138/EC)

Tier 3 Basic own-funds– Criteria for classification
Basic own-fund items included in Tier 3 shall possess the following features:
(1) 
The basic own-fund item shall rank after the obligations of all policyholders and beneficiaries and non-subordinated creditors. 

(2)
The basic own-fund item shall not display features which may cause or accelerate the insolvency of the insurance or reinsurance undertaking. 

(3)
The basic own-fund item shall be undated or have an original maturity of at least 3 years. The maturity date shall be the first contractual opportunity to repay or redeem the basic own-fund item.  


(4) 
The basic own-fund item shall provide for the suspension of repayment or redemption in the event that there is non-compliance with the Solvency Capital Requirement or repayment or redemption would lead to such non-compliance until the undertaking complies with the Solvency Capital Requirement and the repayment or redemption would not lead to non-compliance with the Solvency Capital Requirement. In such a situation, the supervisory authority may exceptionally waive the suspension of repayment or redemption of the basic own-fund item, provided that the basic own-fund item is exchanged for or converted into another Tier 1 or Tier 2 basic own-fund item of at least the same quality and the Minimum Capital Requirement is complied with even after the repayment or redemption. 

(5)
The basic own-fund item shall provide for the deferral of the payment of interest or dividends in the event that there is non-compliance with the Minimum Capital Requirement or the payment of interest or dividends would lead to such non-compliance until the undertaking complies with the Minimum Capital Requirement and the payment of interest or dividends would not lead to non-compliance with the Minimum Capital Requirement. 

(6)
The basic own-fund item shall be free from encumbrances and shall not be connected with any other transaction, which when considered with the subordinated liability, could undermine the features that the item is required to possess in accordance with this Article. 

Article COF9
(Article 94(3) of Directive 2009/138/EC)

Tier 3 Ancillary own-funds– List of own-funds items
All ancillary own-fund items that have been approved by the supervisory authority in accordance with Article 90 of Directive 2009/138/EC shall be classified as Tier 3 ancillary own funds where they have not been classified as Tier 2 ancillary own funds.  
Article COF10
(Article 97(1) (b) of Directive 2009/138/EC)

Supervisory Authorities approval of the assessment and classification of own-fund items 
1.
Where an own-fund item is not included in the list of own-funds set out in Articles COF1, COF3, COF5 and COF7 and COF9, insurance or reinsurance undertakings shall submit a request for approval of its assessment and classification to the supervisory authority before considering that item as own funds. 





2.
The supervisory authority shall assesses the following, when approving the assessment and classification of own-fund items not included in the list of own-fund items set out in Articles COF1, COF3, COF5, COF7 and COF9: 
(a)
the appropriateness of the proposed classification, based on the requirements set out in Articles 93 and 94 of Directive 2009/138/EC and the criteria for classification set out in Articles COF2, COF4, COF6 and COF8; and
(b)
the legal enforceability of the contractual terms of the own-fund item.
3.
The inclusion of own-fund items approved by the supervisory authority in accordance with this Article shall be subject to quantitative limits defined in Article EOF1.



Article COF11

(Article 97(1) of Directive 2009/138/EC)
Use of Own-Fund items
1.
Once an amount of an own-fund item has been included in a tier of own funds, this amount shall not be included in another tier simultaneously.  

2.
An insurance or reinsurance undertaking may include in a lower tier of own-funds items which are eligible for inclusion in a higher tier of own-funds, but which cannot be included solely on the basis of the limits set out in Article EOF1, provided that the inclusion in a lower tier does not breach the other limits set out in Article EOF1. 
SECTION 2
ELIGIBILITY OF OWN FUNDS
Article EOF1
(Article 98 of Directive 2009/138/EC)

Eligibility and limits applicable to Tiers 1, 2 and 3
1. 
As far as compliance with the Solvency Capital Requirement is concerned:

(a)
the proportion of Tier 1 items in eligible own funds is at least one half of the total amount of eligible own funds.

(b)
the eligible amount of Tier 3 items is less than 15% of the total amount of eligible own funds. 
2.
As far as compliance with the Minimum Capital Requirement is concerned the proportion of Tier 1 items in the eligible basic own funds shall be at least 80% of the total amount of eligible basic own funds.  

3.
Within the limit referred to in paragraphs (1) (a) and (2), the following eligible basic own-fund items shall not exceed a maximum of 20% of total Tier 1 own funds:


(a) 
items referred to in paragraph (1) (a) of Article COF1, other than ordinary shares and preference shares provided that the level of dividends is not linked to the amount paid at issuance or subject to a cap and there is no preference as to distribution of income or capital; and  
(b) 
items referred to in paragraph (2) of Article COF1. 
SECTION 3
TRANSITIONAL PROVISIONS 

Article TOF1

Tier 1 – Transitional Arrangements
Without prejudice to Article EOF1 and notwithstanding Articles COF1 to COF8, basic own-fund items that were issued prior to the date of adoption of this [Regulation] and which by the date referred to in Article 309 of Directive 2009/138/EC, according to the Directives referred to in Article 310 of Directive 2009/138/EC could be used to meet the available solvency margin to an unlimited extent shall be included in Tier 1 basic own funds for up to 15 years after the date referred to in Article 309 of Directive 2009/138/EC.


Article TOF2

Tier 2 basic own-funds – Transitional Arrangements
Without prejudice to Article EOF1 and notwithstanding Articles COF1 to COF8, basic own-fund items that were issued prior to the date of adoption of this [Regulation] and which by the date referred to in Article 309 of Directive 2009/138/EC, according to the Directives referred to in Article 310 of Directive 2009/138/EC could be used to meet the available solvency margin to a limited extent shall be included in Tier 2 basic own funds for up to 15 years after the date referred to in Article 309 of Directive 2009/138/EC

.

EN

 
EN


