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SCR review project
Mandate to the SCR review Project Group’s work stream on the catastrophe risk module (CAT WS) – Proposals for simplifications

As part of its 18 July 2016 Call for Advice, the European Commission (EC) requested EIOPA to provide input on the “Proportionate and simplified application of the requirements” of the Commission Delegated Regulation (EU) 2015/35 with respect to the catastrophe risk module. This mandate sets out which simplifications within the sub-modules for
· Natural catastrophe risk
· Health catastrophe risk and
· Man-made catastrophe risk 
should be examined in the Catastrophe risk Work Stream (CAT WS) in order to provide input to the SCR review Project Group. Expert knowledge in the CAT WS shall be used to ensure that the envisaged simplification of the calculation is still compliant with the definition of the Solvency Capital Requirement (SCR) and is prudent enough. 
Building on responses to the Public Consultation on the SCR review launched in December 2016, potential items for discussion in the CAT WS were considered within the SCR Review Project Group and the collection presented in this note was assessed to be relevant for supervisors and industry. The proposed simplifications will help to increase proportionality of implementation of the Solvency II regulatory framework.


Simplifications within the Natural Catastrophes Risk module:
In the discussion paper, EIOPA has asked for stakeholders’ feedback on a possible simplification to reduce the granularity of the calculation of the natural catastrophe risk.
The feedback from stakeholders reveals that simplifying the granularity of the standard formula is not always interpreted as a must. 
The main motives sustaining such position seem to be:
· The complexity of these risks needs to be tackled by a relatively complex/granular approach, in order to ensure appropriate risk descriptiveness;
· The burden of computing the SCR for Nat CAT is likely to decrease through time, as undertakings have already invested resources to fit into the Standard Formula approach to natural catastrophe risks as it stands;
· There also seems to exist the concern that simplifying/reducing the granularity would be paired with prudence (e.g. merging risk zones and take the most aggravated coefficient for the corresponding aggregate expose), hence increasing the SCR (since granularity creates more diversification effect).
These comments are helpful to respond to the EC’s request to EIOPA to assess the complexity of the natural catastrophe risk sub-module (namely proportionality to the nature, scale and complexity of the risks), as they address the issue particularly for small or medium-sized undertakings (at least from the catastrophe exposure angle). In broad terms, stakeholders express in the comments received that simplification should be considered by the SCR review Project Group and within the CAT WS as an option for a proportionate application of the requirements for undertakings with lower natural catastrophes risk exposures. The motivation behind the proposal to reduce granularity of the calculation is assessed to be the reduction of computational burden, which would simplify the calculation. 
The most common suggestion to materialize this optional and proportional simplification is to aggregate risk zones, potentially up to the country-level, and taking the most severe coefficient for the merged territory, or a global coefficient for the country as a whole. There are also suggestions on possible aggregation of all exposures for non-EEA countries, provided such combined exposures are small enough (e.g. less than 10% of premium income).
Relating to merge of risk zone, it was raised that grouping risk zones is, technically, more viable for some perils than others. For instance while earthquakes tend to generate losses in vaster regions, for  flood, or hail, damages can be much more confined, causing zone-grouping less adequate to the profile of the peril itself, as neighbour territories are more likely to be impacted by an event in dramatically different ways. Although technically sound, it is possible that the necessary loss of details generated by the simplification would be counterbalanced through prudence.
Oppositely, there are also circumstances where merged risk zones would be technically beneficial, for instance when exposure involves a large dimension structure as a pipeline, a road or a powerline, that are problematics to assign to different risk zones.
Mandate for the CAT WS:
The CAT WS shall investigate, whether a less granular approach could be provided as a “simplified calculation”, where the assignment of exposures across risk zones (e.g. ZIP or CRESTA) is not proportionate.
It is likely that this less granular approach modifies the level of the SCR as it currently stands. As it cannot be predicted, whether this results in an increase or decrease of the SCR, if need be, priority should be given to prudency (i.e. resulting in higher SCR due to applying more severe coefficients to larger portions of the exposure, and possibly also due to less diversification). This would be in line with Article 88 (2) of the Delegated Regulation. The CAT WS is asked to provide different options how this less granular approach could be calculated.
This option for a simplified calculation would enter into framework developed by article 88 of the Delegated Regulation, which requires undertakings to perform a proportionality assessment. This allows undertakings to choose between a higher granularity burden and more risk-sensitive calculation vs. a simplification that would be on the prudent side according to their risk profile. It has the following features as well:
· Capitalizes on previous work/regulation, which has not been proved wrong, inappropriate or outdated.
· It ensures a superior level of regulatory stability in a material and complex component of a freshly in-force regime.
Outlook of the way forward and the role of the CAT WS:
The CAT WS should further explore the possibility for an optional (prudent) simplification, ideally through merging risk zones and affecting the combined exposure by the most aggravated coefficient.
The members of the CAT WS may also be in a more suitable position to further elaborate on if the mentioned option for simplification may present unintended, or undesired, effects in data collection by insurance undertakings, or in the reinsurance scope.
This endeavour should be prioritised, in order to settle simplification before contemplating possible areas of refinement. This would avoid continuing to split efforts in opposite directions, on one side trimming down the regulation as it stands (i.e. contemplating simplification in a compulsory manner), while concurrently devoting efforts to expansion where further risk sensitivity has been seen as desirable.

Simplifications within the Health Catastrophe Risk module
1. On mass accident and terror risk
In light of stakeholders’ feedback, the SCR review PG agrees this is not a priority. Hence the CAT WS will not be asked to further develop the framework on that matter

2. Simplifying mass-accident risk
The main difficulty is linked to the estimation of benefits payable in all the scenarios and especially for the scenario “disability that lasts 10 years”. In some countries, disability is temporary for a certain period of time before being permanent. If this period is shorter than 10 years, should the application of this scenario leads to a permanent disability? 
Mandate for the CAT WS:
The CAT WS should provide explanations on how to apply the different scenarios. In providing these explanations, the CAT WS may assess whether it is necessary to have a “permanent disability” scenario and a “disability that lasts 10 years” scenario.
Another difficulty lies in the estimation of benefits payable per country. The CAT WS is asked to investigate whether one coefficient for all countries would be appropriate.

3. Simplifying accident concentration risk
The main difficulty lies in collecting the information whether policyholders are located in the same building or not.
Mandate for the CAT WS:
The CAT WS is asked to envisage other ways to calculate the SCR for this risk. Two possibilities that were mentioned as example:
•	Taking the largest policy (i.e. that covers the highest number of people) and assuming all policyholders are working in the same building.
•	Performing the calculation on an event that hits the headquarters of the undertaking.

4. Simplifying the pandemic risk
The main difficulties relate to the medical expenses pandemic exposure. The benefits payable in all countries and in all scenarios are sometimes difficult to estimate. 
Mandate for the CAT WS: 
The CAT WS is asked to assess simplifications:
•	A first simplification could be to allow for grouping the countries where the exposure is assessed as not proportionate.
•	A second possibility could be to provide maximal unit claim costs per scenario and country. This would allow undertakings for which the risk is not proportionate to take these maximal costs.

Simplifications within the Man-made Catastrophe Risk module
1. Fire risk sub-module
The priority for the CAT WS within the Man-made Catastrophe Risk module should be to work on the fire risk. There are two different aspects that need to be considered.
The first one is the complexity of calculating the SCR for fire risk in an appropriate manner. Most of the stakeholders report that determining the gross exposure within the 200 meters radius is extremely difficult and sometimes even impossible.
The second one is the outcome of the calculation and the level of the SCR for fire risk. Some stakeholders argue that it is overestimated because the 200 meters radius is too large.
Mandate for the CAT WS:
Based on these considerations, the CAT WS is asked to develop an alternative calculation for the fire risk sub-module.
This alternative calculation should be easier to perform by insurance undertakings.
Suggestions for simplification were:
(a) Taking another exposure measure, for instance the largest exposure with an adjustment to reflect the possibility of conflagration
(b) Taking the simplification of the QIS5 (refer to paras 3.1108 to 3.1116 on pages 300 to 302 of https://eiopa.europa.eu/Publications/QIS/CEIOPS-Calibration-paper-Solvency-II.pdf for more details on this solution)
Alternative calculations proposed are:
a) Retaining the largest single exposure of the portfolio of the company to which is added a fixed part (to be calibrated) of the whole portfolio in order to take into account possible cumulative losses in a scenario of conflagration. 


With:
(c) 	=	the (re)insurer largest single exposure 
(d) 		=	the (re)insurer’s total exposure in the postal 
				code, where the largest single exposure is
				 located
(e) 			=	a damage rate of the (re)insurer’s total 
					exposure , depending of postal code 
					density level. This rate would be obviously lower 
					for a lower density level (three categories could 
					be defined : large, medium sized and small
					towns)
b) 			
in which: 
(f) 	=	% market share in premiums of the insurer in Fire business
(g) 	=	% density of buildings in the circle area (DS = 60% in 
		Luxembourg city)
(h) 	=	Radius of circle 
(i) 	=	Average number of floors per building ( in Luxembourg 
		city // 6 positive floors, 2 basements)
(j) 	=	Average cost of reconstruction (2000 in Luxembourg city)
The discussion paper also described alternatives that could be considered, such as reducing the radius, using a percentage of the sum insured or replacing the sum insured by PML or EML.
The responses confirmed that using PML or EML has strong disadvantages: there is no common definition across Europe and these are subjective measures. 
Mandate for the CAT WS:
Therefore the CAT WS is asked to base its scenario on the sum insured as a first step, taking into account the comments that the SCR is currently overestimated.

2. Motor vehicle liability risk sub-module
Several stakeholders expressed some doubts as regards the specifications of this sub-module on limited and unlimited liability. It seems apparently difficult to apply in practice this distinction in some cases.
Mandate for the CAT WS:
The CAT WS is asked to specify the scenarios and which input parameters are required.

3. Marine risk sub-module
Currently, the scenarios are ‘tanker collision’, and ‘platform explosion’.
Since Article 130 of regulation EU/2015/35 refers to ‘tankers/platforms insured by the undertaking’, it can happen that there is no CAT charge at all for companies active in the Marine LoB: i.e. a particular undertaking has marine exposure by providing cover for other vessels than ‘tankers’ or ‘platforms’ or for other types of events than ‘collision’ or ‘explosion’. For such undertakings, there is clearly a risk (cf. Costa Concordia for instance) although the scenarios given in the Delegated Regulation EU/2015/35 would falsely result in zero claims according to the modelled SCR.
Specifically in relation to P&I Clubs, there might be some of them which do not insure ‘tankers’ or ‘platforms’, but only cargo ships for instance, or Cruise ships.
Mandate for the CAT WS:
The CAT WS is asked to provide the basis for an assessment, whether it would be an option to consider other scenarios in addition to ‘tanker collision’ and ‘platform explosion’?
Text proposal:
Article 130
Marine risk sub-module

1. The capital requirement for marine risk shall be equal to the following: 
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where: 
(a)  is the capital requirement for the risk of a tanker collision; 
(b)  is the capital requirement for the risk of a platform explosion. 
2.	The capital requirement for the risk of a tanker collision shall be equal to the loss in basic own funds of insurance and reinsurance undertakings that would result from an instantaneous loss of an amount that, without deduction of the amounts recoverable from reinsurance contracts and special purpose vehicles, is equal to the following: 

where: 
(a) the maximum relates to all oil and gas tankers insured by the insurance or reinsurance undertaking in respect of tanker collision in lines of business 6, 18 and 27 set out in Annex I; 
(b)  is the sum insured by the insurance or reinsurance undertaking for marine hull insurance and reinsurance in relation to tanker ;
(c)  is the sum insured by the insurance or reinsurance undertaking for marine liability insurance and reinsurance in relation to tanker ; 
(d)  is the sum insured by the insurance or reinsurance undertaking for oil pollution insurance and reinsurance in relation to tanker . 
3.	The capital requirement for the risk of a platform explosion shall be equal to the loss in basic own funds of insurance and reinsurance undertakings that would result from an instantaneous loss of an amount that, without deduction of the amounts recoverable from reinsurance contracts and special purpose vehicles, is equal to the following: 

where: 
(a)	the maximum relates to all oil and gas offshore platforms insured by the insurance or reinsurance undertaking in respect of platform explosion in lines of business 6, 18 and 27 set out in Annex I; 
(b)	 is the accumulated sum insured by the insurance or reinsurance undertaking for the following insurance and reinsurance obligations in relation to platform : 
(i)	obligations to compensate for property damage; 
(ii)	obligations to compensate for the expenses for the removal of wreckage; 
(iii)	obligations to compensate for loss of production income; 
(iv)		obligations to compensate for the expenses for capping of the well or making the well secure; 
(v)	liability insurance and reinsurance obligations.

Additional to  and , another submodule could be included in Article 130 of the Delegated Regulation, which does not diversify with the other two:
4. 	
where
(a) 	=	the maximum sum (re) insured for vessel  by the insurance or
			reinsurance undertaking for marine liability insurance and 
			reinsurance, for all kind of liability which could arise by 
			operating a vessel or cruise ship (examples: damage caused to 
			other ships or property, liability for workers compensation 
			following the revision of the marine labour convention – 
			asbestos or Mesothelioma or Benzene etc, pollution, failure of 
			all kind of systems or people operating the ship, liability for 
			damage caused to the passengers of a cruise ship etc)

(b)  	=	the maximum sum (re) insured by the insurance or reinsurance 
			undertaking for marine hull insurance and reinsurance in 
			relation to vessel  

 would then be integrated in the first formula of article 130.1 of the regulation UE/2015/35.
Additional information on revision of marine labour convention:
http://ilo.org/global/standards/maritime-labour-convention/lang--en/index.htm
The revision includes the following risks:
· Crew repatriation as well as up to four months contractually entitled arrears of wages and entitlements following abandonment (MLC Regulation 2.5.2, as amended), and
· Liabilities for contractual claims arising from seafarer personal injury, disability or death (MLC Standard A4.2, as amended)
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