





Solvency Experts Group 15-16 February 2010
Level 2 implementing measures

This note is to be read in conjunction with working documents EIOPC/SEG/IM1/Rev.1, EIOPC/SEG/IM2/Rev.1, EIOPC/SEG/IM3/Rev.1, EIOPC/SEG/IM4/Rev 1, EIOPC/SEG/IM10/2010, EIOPC/SEG/IM11, EIOPC/SEG/IM12 EIOPC/SEG/IM13/2010 . It presents the scope and the general approach for the drafting of the implementing measures required by Articles 37, 41 (1)-(4), 42, 46, 48, 49, 56, 75, 86, 211 (2), 234 and 256(4) 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. Public Disclosure – solo and group levels/Rev 1 

MS will find attached a revised version of the Public Disclosure draft Implementing Measure, which has been prepared on the basis of MS and CEIOPS comments received after the SEG meeting on 2 December.

The Commission services thank all delegations who provided comments on the first version.  We have sought to take these comments on board wherever possible.  Concretely, each comment of a pure drafting nature has been taken on board whenever it was improving 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.  With reference in particular to the main question raised in the cover note tabled for the 2 December meeting (Do MS support the general direction taken in the volume of disclosures ?), we took it from the comments received that the answer was yes.  We have therefore decided to maintain broadly the same level of disclosure as in the first version; however, in an effort to meet the concerns of the few MS which expressed the opposite view, we have decided to delete a limited number of carefully selected disclosure items.

Most of the changes made to the text are self-explanatory.  The Commission services nevertheless stand ready to provide any clarification necessary at the forthcoming meeting.  

Some other changes would appear to require an explanation in writing in advance of the meeting, in order to facilitate the understanding by MS of the modifications proposed by the Commission.  We are pleased to provide here a short explanation on those changes:
·  On Remuneration (Article PDS4 (1)): 

·  On remuneration policies (point e), we have checked consistency with banking rules.  Although the wording used is different, the substance appears to be fairly similar.  We have therefore not modified CEIOPS suggested wording, but have simply added the word "practices" which is present in the banking rules;

·  On remuneration entitlements (point f), we have also checked consistency with banking rules.  No disclosure of remuneration entitlements is required under the CRD, and we have therefore deleted point f;
·  On the Actuarial function (Article PDS4 (6)):

·  On the independence of the actuarial function (point f): several MS appeared to be uncomfortable with such disclosure.  From a careful check of the level 1 text, we observed that independence is actually required only for the internal audit function (and only from other operational functions).  We have therefore deleted point f;
·  On Valuation for solvency purposes (Article PDS6):

·  On the disclosure of the amounts resulting from the solvency valuation, we observed that a majority of those MS which commented on this article was clearly in favour of disclosing such amounts.  We have therefore amended accordingly point a of paragraphs 1, 2 and 3; as a matter of compensation for those MS which did not favour disclosure of such amounts, we have decided to delete point c of §3;
·  On the Review of the SFCR (Article PDS9):

·  This draft article attracted a lot of comments.  A few MS showed support for the idea underlying the article, but many other MS clearly stated their discomfort with this article for several reasons (with some MS pleading for its complete deletion, and some others pleading for a strong weakening of its provisions which actually would come down to about the same).  In view of this, we have decided to delete the article;

·  For reasons of consistency, the same deletion was done in the group part of the text (Articles PDG3 and PDG10);
·  On the language(s) for the group report (Article PDG2):

·  As a compromise between the proposal to delete §2 (power for the group supervisor to require disclosure in another language) and the proposal to always impose the disclosure in another language, we have decided to keep §2 but complement it with a new §3 (mandatory disclosure of the summary in another language);

·  For reasons of consistency, a similar approach was followed in relation to the single report (Article PDG9).
Contact: 
Dominique Thienpont, Telephone: +32(2)295.45.65, dominique.thienpont@ec.europa.eu
2. System of Governance/Rev 1 

The draft level 2 measures on the system of governance have been revised on the basis of MS and CEIOPS written comments received after the SEG meeting on 2 December 2009. Group Consultatif also provided written comments.
The Commission services thank all delegations who provided comments on the first version. We have sought to take these comments on board wherever possible. In  particular, we have taken on board each comment of a pure drafting nature whenever it was improving the readability and drafting of the text. Comments related to the substance have been taken on board where appropriate. Opposing views on the same issues however have required us to propose tentative compromises, which might be further explained by the Commission services during the forthcoming meeting. With regard to the main question raised in the cover note tabled for the 2 December meeting (Do MS agree with the structure proposed, including a definition of the principle of proportionality and provisions on remuneration issues?) we conclude from the comments received that MS do agree.
Against this background we decided to maintain the proposed structure of the first version. 

Most changes made to the text are self-explanatory. The Commission services stand of course ready to provide any clarification necessary at the forthcoming meeting. In order to summarise the main changes and to facilitate the reading of the modifications proposed by the Commission services, please find hereunder brief explanations to the relevant Articles/Recitals:
Recitals:

· Recitals have been introduced to provide further guidance on the "four eye" principle (Article SG 1(4)), the principle of proportionality (Article SG 2), on the European actuarial guidelines (Article SG 10 (1)) and the propriety of a person (Article SG 11 (7)). 
· Further they include guidance on the critical or important operational functions (Article SG 12 (2)).
Article SG 1:

· A number of amendments have been done in an effort to better align the wording with relevant Mifid L2 provisions;

· The new paragraph 3 reflects what has been in Article SG 3 (1) (c) in the first version. A number of MS requested to shift it to Article SG 1 and to align its wording with the relevant provision in Mifid L2;

· The new paragraph 6 has been inserted upon request by MS.
Article SG2:

· Some MS suggested to extending the scope to the whole chapter. Although reference to Article 1 should have captured the whole spectrum of the system of governance, we have adapted this Article accordingly.

Article SG 4:

· Upon request from a number of MS we inserted "written policy" in paragraph 1,4,5,6 and 7  to align the text.

· A number of MS asked for the introduction of the CEIOPS' text in Article 2, which was done by inserting a sub-paragraph a.

· Paragraphs 7 and 8 have been split to better reflect the difference between "reinsurance and similar risk mitigation techniques" from "financial risk mitigation techniques". The last sentence in para 7 has been deleted because its content is reflected in the specific IM on SPV;

Article SG 6:

· In order to make the text of the section on functions more streamlined and concise, we bundled the relevant provisions on organisational provision, objectivity, operational independence (= free of influences) and oversight in the new paragraph 3. Consequently relevant provisions have been deleted in the following Article on the specific functions.
· Similarly the new paragraph 4 reflects the horizontal provision on communication and access to information, instead of repeating it in each Article on functions.

Article SG 10:

· This draft Article attracted a lot of comments. Particularly CEIOPS asked for deletion of the reference to professional and ethical issues, because also non-professional actuaries (without a distinct university degree in this field) are entitled to perform this function. By contrast Group Consultatif pleaded for a broader scope. Our compromise was to propose that relevant guidelines shall only cover technical issues, while existing guidelines at national and international level shall be taken into account when adopting the European actuarial guidelines.
· The new wording shall clarify that CEIOPS shall be entitled to adopt (non-binding) European actuarial guidelines, following a period of public consultation;
Article SG 11:

· A number of MS felt uncomfortable with paragraphs 4 and 5. Our proposed rewording of paragraph 4 has made paragraph 5 redundant. Similarly some MS showed reluctance to the examples of a propriety check in paragraph 7. We therefore propose to delete them;

Article SG 12:

· Relevant changes mostly reflect our ambition to align the text as much as possible with the FSB principles: eg. "variable compensation" instead of "bonuses"

· In paragraph 1(d) we strived to better explain the duties of the remuneration committee

· Few MS proposed to add further paragraphs on specific details. For the reasons of consistency with the CRD principles on remuneration we have decided to not take them on board

Contact: Kathrin Blanck-Putz, Telephone: +32/296.30.65, kathrin.blanck-putz@ec.europa.eu
3. Valuation of assets and liabilities, other than Technical Provisions/Rev 1 

The draft level 2 implementing measures on the valuation of assets and liabilities, other than technical provisions have been revised on the basis of written comments received from MS and CEIOPS after the SEG meeting on 17 December 2009. The CEA has also provided written comments.

The Commission services thank all delegations who provided comments on the first version. We have sought to take these comments on board wherever possible. We have taken on board comments of a purely drafting nature whenever this has improved the readability and drafting of the text and has not altered the substance. Comments relating to issues of substance have been taken on board where appropriate taking into account the views of other Member States. Opposing views on the same issues however have required us to propose tentative compromises, which might be further explained by the Commission services during the forthcoming meeting. 

In relation to the question raised in the cover note tabled for the 17 December meeting on the use of local GAAP in certain circumstance (Do Member States consider that a specific provision in an article or in a recital should be included to allow undertakings to use local GAAP where either i) the quantitative difference between valuation according to Solvency II requirements and valuation using local GAAP is not material? or ii) the balance sheet item is not significant to reflect the financial position or performance?) we received few written responses from Member States on this issue. However, from the comments received and the discussion during the meeting, we consider that the use of IFRS as the reference point is considered by most to be appropriate. 
In relation to the other question on contingent liabilities (Do MS agree with the proposed treatment of contingent liabilities?), we conclude from the Member States are generally supportive of the Commission's proposed approach, although we acknowledge that further analysis is needed to test the impact of these proposals.

In order to summarise the main changes and to facilitate the reading of the modifications proposed by the Commission services, we have set out below brief explanations to accompany the revised Articles/Recitals:

Recitals:

· Both recitals have been deleted. 

· Recital 1 was initially drafted to provide a rationale for the treatment of goodwill and the departure from the IFRS approach which allows only externally generated and not internally generated goodwill to be valued. This is no longer considered necessary due to the changes to Article V5 which now state that goodwill will be valued at zero. 

· Some Member States considered Recital 2 to be unclear given the requirements for deferred tax in the articles themselves and hence it was felt that this should also be deleted. 

Article V1:

· The assumption that assets and liabilities should be separately sold or separately transferred was meant to reinforce our position on intangibles, particularly goodwill. However, we recognise that this may have caused confusion in relation to deferred tax. The position in relation to goodwill is now clear and we have included a reference to "separately sold" in Article V5 (1) (c) on other intangibles. Therefore, we have deleted the second assumption. 

Article V2:

· A number of MS criticised the use of "components of" in Article V2 (3) and felt this could require a bifurcation of certain instruments. This was not the Commissions intention and we have therefore amended this paragraph to "Individual assets and liabilities".

Article V3:

· At the request of several MS we have deleted the reference to "deep, liquid and transparent markets" and indicated that the quoted market prices must be on active markets. Active markets are defined by IFRS as meeting the following conditions "(a) the items traded within the market are homogeneous, (b) willing buyers and sellers can normally be found at any time; and (c) prices are available to the public."
· In paragraph (3) a couple of MS proposed to change this from "may" to "shall", which we agree with. 

· A couple of MS proposed drafting suggestions on "entity-specific inputs". We have not taken these on board. However, we have aligned the wording more closely with IFRS. 

Article V4:

· This article has been deleted. 

· We had thought that it would be helpful to indicate where level 2 implementing measures might be usefully complemented with binding technical standards at level 3. However, we recognise that it is too early to anticipate the discussions that will take place on Omnibus 2. 

Article V5 (new Article V4)
· As noted above, the majority of MS were supportive of our proposals on contingent liabilities. We acknowledge that the impacts of these changes will need to be given further consideration and that the views of other stakeholders, including the industry, will need to be taken into account. 

· We have moved the definition of material to this Article to improve readability and to help clarify that only material contingent liabilities need to be included on the Solvency II balance sheet. 

Article V6 (new Article V5)
· The drafting on the valuation of participations has been amended to improve readability, but we have retained the approach previously tabled. 

· On the adjusted equity method set out in paragraph 2 we have clarified that where applicable (i.e. where the participation is a (re) insurer) the valuation of the related undertaking's assets and liabilities must be consistent with Articles 76 to 86 of Directive 2009/138/EC, as well as Article 75. 

· Goodwill is explicitly valued at zero. Other intangibles will also be valued at zero, unless there is an active market in the same or similar assets. It was not our intention to permit mark to model approaches for intangible assets. 

Article V7 (new Article V6)
· There were mixed views from Member States on the treatment of liabilities, other than technical provisions. We have retained our proposal that liabilities should be valued in accordance with IFRS at initial recognition, but that there should be no subsequent adjustments for changes in own credit standing. 

· Several MS suggested making the article clearer that the focus is on financial liabilities. Our intention was to include senior liabilities and subordinated liabilities and to exclude certain other liabilities such as contingent liabilities, liabilities to pay tax, suppliers etc. It was our original intention not to catch these other items, so we consider the use of financial liabilities to be helpful. However, "financial liabilities" is not defined and we would be grateful for MS views as to whether this is sufficiently clear.  

Article V8 (new Article V7)

· We did not take on board a number of drafting suggestions in relation to the first paragraph as we considered these to be altering the meaning of the text. A reference to IFRS in all cases would not be consistent with our position that the measurement of temporary differences should be the difference between the tax balance sheet and the Solvency II balance sheet.
· We have deleted the paragraph on deferred tax liabilities as many MS felt that these should always be recognised. Consequently, deferred tax liabilities recognised under IFRS will always be on the Solvency II balance sheet. 

System of Governance 

Article x1

· Several Member States would favour the use of administrative, management or supervisory body rather than senior management and we have taken this comment on board.
· One MS questioned the vires for the proposed power to allow supervisors to require an external, independent valuation. We agree with this comment, however we think that, in accordance with CEIOPS advice, there are several assets and liabilities that external, independent valuation or verification should take place and so we have stated this in the revised level 2 implementing measures. 
Article x2
· We have included a requirement that the use of mark to model should be "back-tested" i.e. compared against experience in line with the comments from one Member State. 

· We have widened the application of paragraph 3 to apply this in all cases and not just when mark to model is used. 

Contacts:

Charlotte Russell, Telephone: 63460, charlotte.russell@ec.europa.eu
4.  Procedure to be followed for the approval of the use of an internal model for the calculation of the SCR/ Rev1

We present for this meeting a revised version of the Draft Implementing Measure on the Procedure to be followed for the approval of the use of an internal model to calculate the Solvency Capital Requirement. 

The initial version was presented in the meeting in 17 December 2009. We appreciate the effort made by Member States to understand and comment this proposal. Our intention for the drafting of this revised version was to consider all the comments that improve the understanding of the text and try to get a compromise in the few points where Member States have a different perspective. 
To summarise the main changes in order to facilitate the understanding of the text, we include here a brief explanation on the amendments of this revised text:

Recitals:
· We have introduced a new recital that clarifies the framework of the approval of an internal model under specific terms and conditions.
Article IM1
· We have clarified the wording of first paragraph on the language to be used in an application allowing supervisors and undertakings to have full flexibility on the possibility to use a language different to that of the Member State of the supervisory authorities.. The wording used reflects that used in other European legislation (Article 39 of Directive 2009/65/EC on UCITS).
· In the cover letter, we have amended the text to use a wording better aligned with that of Directive 2009/138/EC and to include a description of the coverage of the model as this includes not only risks covered but also major business units. 

· In the documents to be included in the application, we have deleted the requirement to provide a description of the organisation and an explanation of the adequacy of the system of internal controls as we think, according to Member States comments, that this information is already required for all undertakings. 

Article IM2
· The reference to the simplified procedure for the approval of the policy for changing the internal model was deleted according to Member States' comments. 

· It is clarified that where a combination of minor changes is considered a major change, the procedure laid down in Article IM3 for major changes shall apply.
Article IM3
· The reference to the simplified procedure for the approval of the major changes to the internal model was also deleted.

· The possibility to grant a prior conditional approval of major changes was deleted as it is not clear the vires to this implementing measure.  

Article IM4

· It is specified that all the electronic form of the documentation should be made available for the assessment of the internal model

Article IM5

· The revised version clarifies that the withdrawal of the application by the insurance or reinsurance undertakings is possible only before the application is decided, by written notification, to the supervisory authorities. 

Article IM6

· It is clarified that supervisory authorities shall refuse the application for an internal model if they are not satisfied that the internal model fulfils the requirements of the Directive 2009/138/EC.

· The text clarifying that a failure to make a decision by the supervisory authority within the relevant time limit cannot be considered to be an approval remains. Strictly speaking this clarification is not necessary as it follows from the Framework Directive that supervisory authorities cannot give approval where the required standards are not met, and similar clarifications do not appear elsewhere in relation to e.g. banking models or authorisations. Also in terms of consistency it is to be noted that Article 25 of the Framework Directive which recasts provisions on authorisation clarifies that undertakings have a right to apply to the courts where supervisory authorities do not deal with the application within the time limit.
Question 1 to Member States: 
Do Member States think a similar provision to that in Article 25 would be useful here?
· It is specified that the disclosure of the application shall be on the website of the supervisory authorities. 

Article IM7

· It is included a requirement for insurance and reinsurance undertakings to notify any failure or likely failure to comply with the terms and conditions.

Contacts:

Ramón Carrasco, Telephone: 86820, ramon.carrasco@ec.europa.eu
5. Special Purpose Vehicles 

Scope
The draft level 2 implementing measures relate to the requirements for prudential supervision of the special purpose vehicles defined in Article 13 (26) of Directive 2009/138/EC. Consequently, these articles only apply to an undertaking that assumes risks from an insurer or reinsurer whose exposure is fully funded through debt issuance or other financing mechanism. 

CEIOPS has in its paper on special purpose vehicles also provided proposals that relate to the requirements on undertakings that use special purpose vehicles.  We note that this is not within the scope of the level 2 implementing measures set out in Article 211. It is the implementing measures in Article 111 (e) and (f) that relate to the requirements surrounding the use of risk-mitigation techniques, including special purpose vehicles, by insurance and reinsurance undertakings. CEIOPS has provided separate advice on risk-mitigation techniques. We will draft implementing measures based on this advice in due course. However, in doing so, we will ensure that relevant parts of the advice on special purpose vehicles that have not been included in the implementing measure being tabled are taken into account as appropriate.  This applies equally to CEIOPS advice on intra-group SPVs.  

General approach 

The structure of the articles can be split into five sections 1) Scope of authorisation (Article SPV1); 2) Mandatory Contract Conditions (Articles SPV2 to SPV5); 3) System of Governance (Articles SPV6 to SPV8); 4) Supervisory Reporting (Article SPV9) and 5) Solvency Requirements (Article SPV10). 

We have taken on board CEIOPS advice in a large number of areas. The areas where we have departed from CEIOPS are largely those areas where we consider there to be no vires for what is being proposed under Article 211. For example, the CEIOPS advice refers in several places to the need for co-operation between supervisors during the authorisation process. While we do not necessarily disagree with this proposal, Article 211 refers to "the scope of authorisation" and not the authorisation process. As such, we have only referred to the need to have effective supervisory co-ordination in the recital. 

Similarly we did not consider that "the scope of authorisation" gives legal powers to prescribe a list of documents that should be provided to the supervisory authorities at the time of authorisation because again this is more to do with the process of authorisation. However, we have included within the article on supervisory reporting (Article SPV9(1)) a general power for supervisory authorities to be able to request information, provided that it is needed to ensure the requirements on SPVs have been met.

The requirements set out in Articles SPV2 are ongoing requirements that the SPV must be met at all times. We have sought to reinforce this in Article SPV8 on governance of the SPV. 

Detailed observations

In relation to the Solvency Requirements for special purpose vehicles, we have required that the special purpose vehicle is fully funded. We have also, in accordance with CEIOPS advice, included contractually due future premium or investment income relating to future fees and expenses subject to these amounts being stress tested. We understand that in these cases that if the premiums do not arise, then neither do the associated obligations. Consequently, we are satisfied that this is consistent with the fully-funded requirement.  
Question 2 to Member States: 
Do Member States agree with the proposed approach to contractually due future premium or investment income relating to future fees and expenses? 

Contacts:

Charlotte Russell, Telephone: 63460, charlotte.russell@ec.europa.eu
6. Group Solvency

Scope
The draft level 2 measure on group solvency (Article 256 of the Framework Directive) covers the technical principles and methods set out in Articles 220 to 229 and the application of Articles 230 to 233.

General approach 

In drafting this level 2 measure, CEIOPS advice has been followed to a significant extent.  However, it should be observed that, in view of the difficulty inherent to the supervision of group solvency and of the sensitivity of many related issues, a number of statements included in CEIOPS advice are actually to be understood as explanations on the operation of the level 1 text, provided for the benefit of both supervisors and the industry.  In that context, and in line with the agreement in the Solvency Experts Group not to reproduce at level 2 those rules which are already clearly stated at level 1, these “educational statements” have not been incorporated into the draft level 2 measure. 

Question 3 to Member States: 
The level 1 text provides that eligible own funds of a related undertaking which would not be available for the rest of the group can be included in the group solvency calculation  only in so far as they are eligible for covering the SCR of the related undertaking concerned.  CEIOPS advice includes the idea that, where method 1 (consolidation) is used, the inclusion of such own funds should be limited to the contribution of the related undertaking to the consolidated group SCR.  Do MS support the approach developed in that respect in the draft article SCG3(4)?   If not, do MS have alternative concrete suggestions?
Contact:

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

7. Capital Add-ons
The draft text further specifies the circumstances in which the add-on can be set and the methodologies for calculating it. The draft largely follows the spirit of the CEIOPS advice in seeking to balance flexibility vs. supervisory convergence and seeks to consolidate similar concepts wherever possible. The draft only covers solo add-ons. Add-ons for groups will be considered where appropriate in the context of the relevant groups texts. 

The main point in CEIOPS advice that was not adopted in the operative provisions was that there should be specification of due process around the setting of the add-on. It is not clear that this falls under the "circumstances" or "calculation methodology" vires for these implementing measures. In any event there is already a requirement to provide reasons in Article 37 and a general right to apply to the courts in Article 297 of the Level 1 text (Directive 2009/138/EC). However due process is mentioned in the recitals.
General

The concept of risk profile deviating significantly from assumptions underlying the SCR appears in several articles of the level 1 text e.g. article 45 (ORSA) article 110 (entity specific parameters) article 102 (triggers recalculation of SCR) and article 119 (requirement to use model).  The use of the terms "For the purposes of Article 37…" in the draft assumes that the further specification of what is meant by "deviates significantly" only applies in this context and should not automatically be read across to those other areas.
Article CA2


Percentage limits for assessing significance
Basis for percentages and review clause 
The draft follows the CEIOPS advice that there should be specified reference percentages and that deviations over 15% should be regarded as significant. No objective basis is provided for the particular percentage figures. In practice this could mean that undertakings can be undercapitalised up to a specified percentage and argue against an add-on because it is not significant. Therefore, it is clear that the higher the bar is set the greater the effective erosion of the 95% over 1 year standard. CEIOPS suggest there should be a review of limits after 5 years. This appears at Article 8. It should be noted though that the review of the groups title in Article 242 of the Level 1 text which also mentions add-ons but in the groups context provides for a review by 31 October 2014. 
Question 4 to Member States:
What are Member States' views on whether to set reference and maximum percentages, how they should be determined, and when they should be reviewed?
Comparison with overall SCR or more granular basis? - In determining whether the risk profile deviates significantly CEIOPS suggests a comparison is made between the current SCR and the SCR that would be calculated if the formula/ model were better aligned to the risk profile. They are clear the comparison should be done on the overall SCR not a particular component of it.  The case of partial internal models is not specifically considered but comparison with overall SCR means that e.g. if some of the business is subject to a partial internal model and some to the standard formula it will not matter that the standard formula part is significantly deficient if the effect on overall SCR is not viewed as being significant. 
Question 5 to Member States:
What are Member States' views on making the comparison with overall SCR? If the comparison is more granular do Member States have suggestions on how the netting provisions should work?
Article CA4

It should be noted that in relation to the 6 month time limit the level 1 text gives supervisory authorities the discretion not to impose an add-on even if the specified circumstances are fulfilled so specifying a maximum time limit is arguably of limited relevance. By definition the governance deficiencies in issue are likely to give rise to "unknown unknowns" as they will be about the undertaking's ability to assess and identify risks.

Article CA5

The CEIOPS advice presented slightly different methodologies depending on what particular attribute was in issue but the underlying principles to the methodologies appeared the same and  this draft seeks to therefore rationalise those different approaches. The draft provides a hierarchy of trying to fix parameters/assumptions first, then moving onto fixing design/ structure and then doing a comparison with other undertakings. 
Question 6 to Member States:
Do Member States agree with such an approach or do they prefer more flexibility?

Contact: Swami Raghavan, Telephone 77359, swami.raghavan@ec.europa.eu
8. Technical provisions 

Scope
The draft implementing measure on technical provisions cover the areas set out in Article 86 of the Framework Directive with the exception of point (b) on the relevant risk-free interest rate term structure and point (h) on simplified methods and techniques. On both points draft implementing measures will be presented at a later stage.   
General Approach 

In drafting these implementing measures, CEIOPS advice
 has been followed to a significant extent. Relevant deviations are explained in the detailed observations below. 

The draft implementing measures are structured as follows:

1. General provisions

2. Data quality

3. Methodologies to calculate technical provisions

4. Relevant risk-free interest rate term structure (not yet included)

5. Lines of business

6. Simplifications (not yet included)

The measures might be complemented by binding technical standards at level 3. 
Detailed observations
Recognition and derecognition
The principles for recognition and derecognition of insurance and reinsurance obligations in Articles TP1 and TP2 are in line with CEIOPS' advice and the state of discussion in the IASB as reflected in their Discussion Paper Preliminary Views on Insurance Contracts. However, in relation to the treatment of future premiums from renewal options the draft measures deviate from CEIOPS' advice.

Under the approach set out in the draft measures, all future premiums that would determine the transfer value of the obligation are taken into account, irrespective of whether they are profitable for the insurance or reinsurance undertaking or not. According to CEIOPS' advice a distinction between future premiums that increase the best estimate and those that decrease it should be made and only future premiums that decrease the best estimate should be taken into account in its calculation. This asymmetrical approach contradicts the transfer value approach for insurance and reinsurance obligations set out in Article 76 of the Framework Directive.    

Data quality
Articles TP3 and TP4 reflect the principles set out in CEIOPS' advice. They are drafted consistently with Article TSIM10 of the draft implementing measure on internal model test and standards, taking on board comments received from Member States. In particular, the criteria of appropriateness, completeness and accurateness are separately specified. In order to have a consistent approach on data quality, the requirement to have a data policy is introduced whereas it was mentioned in CEIOPS' advice on data quality for internal models but not on CEIOPS advice on data quality for technical provisions. Reference is made to expert judgment.
Assumptions
Articles TP5 to TP8 reflect CEIOPS' advice on the methodology to calculate the best estimate and on future management actions. We adopted a comprehensive approach and extended the requirements on assumptions to assumptions on data, calculation of technical provisions as a whole or calculation of the risk margin. It is clarified that the transfer value approach on the calculation of the technical provisions implies the use of entity-specific information only where it better reflects the characteristics of the portfolio or it is needed to achieve the calculation in a prudent, reliable and objective manner. Exceptions to this principle are assumptions on future management actions.

Cash flow projections

Articles TP9 to TP17 specifies the projection of future cash flows in relation to particular elements of cash-flows and the methodology to apply in the projection. The Articles reflect CEIOPS' advice on the methodology to calculate the best estimate and relate to point (a) in Article 86 of the Framework Directive. 
Risk margin

The methods and assumptions for the calculation of the risk margin set out in Articles TP18 to TP20 are based on CEIOPS' advice. 
Article TP18 specifies the transfer scenario and the reference undertaking underlying the calculation. In this respect, the list of policy issues for the level 2 impact assessment includes three options which correspond to three different levels of diversification that are taken into account in the risk margin: 

· only the diversification within each line of business of the insurance or reinsurance undertaking;

· the diversification of the whole insurance and reinsurance portfolio of the insurance or reinsurance undertaking;

· the diversification of a well-diversified insurance or reinsurance undertaking.

According to CEIOPS' advice no diversification between lines of business should be taken into account because each line of business is run off in isolation after being transferred to an empty reference undertaking. The scenario specification in the draft measure allows insurance and reinsurance undertakings to reflect the diversification of their whole portfolio in the risk margin. This approach appears to be more realistic. 

CEIOPS suggests including market risk in the risk margin where it cannot be avoided during the run-off of the insurance and reinsurance obligations. The insurance and reinsurance industry has raised conceptual and practicability concerns in relation to the inclusion of this residual market risk. Article TP18 is currently drafted in an open manner setting out both possible approaches (see square brackets in point (f) and (g) in Article TP18(1)).  

On the basis of CEIOPS' analysis, the Cost-of-Capital rate for the calculation of the risk margin is set to 6 %. 

Question 7 to Member States: 
Do Member States support the inclusion of residual market risk in the risk margin or its exclusion from the risk margin? Please explain your preference.
Calculation of technical provisions as a whole
Article TP21 reflects CEIOPS advice on the circumstances in which technical provisions shall be calculated as a whole and covers letter (c) of Article 86 of the Framework Directive. CEIOPS advice sets out two sets of requirements to recognise that reliable replication using financial instruments for which a reliable market value is observable is possible: one on the matching of the cash flows to be replicated and one on the markets where those instruments are traded. The requirements for the values of financial instruments to be used to reliably replicate the cash flows of insurance and reinsurance obligations to be observed from markets that are deep, liquid and transparent diverge from the criteria currently used in our revised version of the implementing measure on valuation of assets and liabilities where we have required asset and liability values (other than technical provisions) to be sourced from active markets (with reference to IFRS criteria).

Question 8 to Member States: 
Do Member States support the use of deep, liquid and transparent markets when considering circumstances in which technical provisions shall be calculated as a whole or would an approach using active markets as defined by IFRS be preferred? 
Recoverables
Articles TP22 and TP23 reflect CEIOPS advice on the methodology to calculate the best estimate and on the counterparty default adjustment. They cover letter (g) of Article 86 of the Framework Directive. 
Validation and documentation
Articles TP24 and TP25 reflect CEIOPS advice on the methodology to calculate the best estimate. They cover letter (g) of Article 86 of the Framework Directive. We adopted a comprehensive approach and extended the requirements on validation and documentation beyond the calculation of the best estimate to calculation of technical provisions in general.

Lines of business

Article 26 and Annex I cover point (e) in Article 86 of the Framework Directive and reflect CEIOPS  Advice on lines of business. 

Contacts:

Benoît Hugonin, Telephone: 54616, benoit.hugonin@ec.europa.eu
Lars Dieckhoff, Telephone: 68640, lars.dieckhoff@ec.europa.eu



















� See CEIOPS-DOC-21/09, CEIOPS-DOC-22/09, CEIOPS-DOC-25/09, CEIOPS-DOC-27/09, CEIOPS-DOC-33/09, CEIOPS-DOC-35/09, CEIOPS-DOC-36/09, CEIOPS-DOC-37/09 and CEIOPS-DOC-38/09.
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