





Solvency Experts Group 8 March 2010
Level 2 implementing measures

This note is to be read in conjunction with working documents EIOPC/SEG/IM13/2010, EIOPC/SEG/IM14/2010, EIOPC/SEG/IM15/2010 and EIOPC/SEG/IM16/2010. It presents the scope and the general approach for the drafting of the implementing measures required by Articles 86, 111 and 143 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. 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 1 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 2 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
2. Undertakings in difficulty or in an irregular situation – Factors to be taken into account when allowing an extension of the recovery period and the maximum appropriate period of time (Article 143)

General Approach

The draft level 2 implementing measures relate to the extension of the recovery period by the supervisory authority, in the event of an exceptional fall in financial markets, in cases where the Solvency Capital Requirement of an undertaking is no longer complied with, as required in Article 143 in conjunction with Article 138 of Directive 2009/138/EC.  According to Article 218 (4) of Directive 2009/138/EC the latter also applies mutatis mutandis to groups.

CEIOPS in its advice included a proposal for the maximum period of time, expressed in total numbers of months, which supervisors might grant under Article 138, for an undertaking to solve its non-compliance with the SCR. In addition CEIOPS provided advice on relevant factors to be taken into account by supervisors.

Detailed Observations

We have taken on board the general approach proposed by CEIOPS and largely followed its advice. The structure of the Implementing Measures is split into three articles: 1) the maximum possible extension period, which is set at 21 months; 2) relevant external factors; and 3) relevant entity specific factors to be taken into account.

In our view the maximum extension period should not be as long as possible but be limited to what is considered strictly necessary to solve non-compliance with the Solvency Capital Requirement of one or a number of undertakings, in order to avoid significant adverse effects on an already stressed market situation. We agree with CEIOPS' argument that a maximum recovery period of 21 month represents a realistic and suitable time horizon in order to provide sufficient flexibility for supervisors while avoiding devaluation of the SCR by permitting overly long lasting breaches of regulatory requirements. This would allow a maximum period of non-compliance with the SCR of 30 months (e.g. 6+3+21 months), during which the undertaking is however required to prove suitable effort and success in remedying the situation.

We followed CEIOPS advice to leave the list of factors to be taken into account open. This may allow supervisors to consider additional relevant factors and thus to consider each case on its specific merits. We are aware that the flexibility granted to supervisors by an open list implies the risk of an uneven level playing field. In order to meet this concern further harmonisation through Level 3 guidance may be useful.

	Question 3 to Member States:

Do Member States agree with the proposed approach to undertakings in difficulty or in an irregular situation with regard to factors to be taken into account when allowing an extension of the recovery period and the maximum appropriate period of time?


Contact: 
Kathrin Blanck-Putz, Tel: (+32-2) 29.63.065, kathrin.blanck-putz@ec.europa.eu
3. Symmetric adjustment mechanism for the equity risk sub-module

Scope

The draft level 2 implementing measures relates to the symmetric adjustment mechanism for the equity risk sub-module referred to in Article 106 of the Framework Directive. It specifies the calculation of the symmetric adjustment that should be applied to the equity risk stress scenario. It does not cover other details of the calculation of the equity risk sub-module. Drafts for the complete calculation of the equity risk sub-module will be presented at a later stage. 

General approach 

The draft implementing measures are based on CEIOPS' advice on the symmetric adjustment. 

The equity sub-module will be based on the analysis of several stress scenarios. According to CEIOPS' advice there should be several different stresses for the level of equity prices depending, inter alia, on whether the equity is listed in a developed market or depending on whether it relates to a holding in a related undertaking. Moreover, CEIOPS recommends the inclusion of upward and downward stresses for the volatility of equity prices in the equity risk sub-module. The stresses for level and volatility are specified in relative terms as a percentage of the value of the equity investment or, in the case of the volatility shock, as a percentage of a volatility parameter.

The symmetric adjustment defined in Article SA would be applied to each of the stresses on the level of equity prices in the equity sub-module. The Commission services have yet to form a view on the overall application of the symmetric adjustment to the treatment of holdings in related undertakings.   

The adjustment would not be applied to the duration approach referred to in Article 304 of the Framework Directive. 

The adjustment would be applied directly to the stress scenario and before the effect of risk-mitigating techniques or the loss-absorbing capacity of technical provisions or deferred taxes would be taken into account.

Example: Let the unadjusted stress scenario for a class of equity be a decrease of equity prices by x percent. Let the current level of the equity index be 950 and the average index over the last year 1000. Then the adjustment is -5 percent and the adjusted equity stress is a decrease of equity prices by x-5 percent.    
Question 4 to Member States:

The proposed symmetric adjustment mechanism mitigates pro-cyclical effects in relation to the capital requirement for the level of equity prices. Provided that the equity risk-sub-module includes also stresses on equity volatility, do Member States think that these stresses could also have a material pro-cyclical effect? Should the equity risk sub-module include a mechanism to mitigate any such effects?

Detailed observations

Appropriate equity index

The draft measures are based on the objective that the symmetric adjustment is the same for all insurance and reinsurance undertakings. Paragraph 1 of Article SA selects the MSCI World index as the appropriate equity index for the calculation of the symmetric adjustment. Paragraph 2 sets out some general requirements that the MSCI World index must continue to meet in order to be considered appropriate. In the event that this index is no longer available or ceases to meet these requirements, the same requirements must be used to select a new index in order to ensure a harmonised approach.

Provided that level 3 binding technical standards on the standard formula can be introduced, the selection of the equity index could be shifted to these standards. In this case, paragraph 1 of Article SA could be deleted and the general criteria in paragraph 2 could be complemented by the requirement that the same equity index needs to be used by all insurance and reinsurance undertakings.

Time period

The selection of the time period for the calculation of the average equity index is one of the items from the list of policy issues for the level 2 impact assessment. The draft implementing measures follow CEIOPS' advice and choose a time period of 12 months (option 4 in the list of policy issues). According to CEIOPS' analysis, this choice strikes the right balance between the pro-cyclical objectives of the adjustment mechanism and the risk-sensitivity of the equity sub-module. A detailed analysis for several time periods can be found in CEIOPS' advice on the equity risk sub-module.

Contact: 
Lars Dieckhoff, Telephone: 68640, lars.dieckhoff@ec.europa.eu
4. Duration-based equity risk

Scope

The draft level 2 implementing measures cover the calculation of the duration-based method referred to in Article 304 of Directive 2009/138/EC as well as the approach for its integration in the Solvency Capital Requirement calculated in accordance with the standard formula. 

General approach 

The draft implementing measures are based on CEIOPS advice on the duration approach.

Detailed observations

Article ER1 clarifies the integration of the equity charge derived from the investments referred to in point (i) in paragraph 1 (b) in Article 304 of Directive 2009/1358/EC within the equity risk sub-module. 

Article ER2 determines the instantaneous shock that should be applied in the scenario-based calculation of the equity capital charge for the assets and liabilities which are ring-fenced under Article 304. 

To avoid circularity in the calculation of the capital requirements for these assets and liabilities, it is necessary to specify that this calculation should be based on the assumption that the risk margin of the technical provisions remains unchained. 

Contact:

Benoît Hugonin, Telephone: 54616, benoit.hugonin@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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