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Solvency 2 – Remaining issues in the final Delegated Acts
  
This memo gives an updated state-of-play regarding our 8 priorities based on the analysis performed on the versions of the Delegated Acts circulated in July (draft) and October 2014 (adopted by the European Commission) and the feedback received from members.

The memo additionally provides amendments outside of the 8 priorities, including those:

Highlighted by the European Commission (Klaus Wiedner) to the Permanent Representatives following publication of the July 2014 draft Delegated Acts;
Noticed by the Secretariat or raised by members as positive or negative changes in July and October 2014 versions.

1. Previously identified priority issues

Following the Secretariat’s analysis on the updated Delegated Acts released on 10 October 2014, the following summarises the changes made in the July and October 2014 versions of the Delegated Acts regarding our 8 priorities, highlighting the positive and negative developments.  

Note that these 8 priorities were discussed in the Solvency II Steering Group of 5 March and raised in the letter to Klaus Wiedner of 6 March 2014. 

To summarize for these 8 priorities, the only significant changes identified so far in the final version of the Delegated Acts adopted by the European Commission on 10 October are related to securitisations and are rather positive. 
[bookmark: _GoBack]Note should also be taken that some flexibility is given to undertakings with regards to the calculation of the SCR operational risk (recital).

Please note these comments are based on a preliminary analysis of the updated Delegated Acts and will change following members’ feedback and further analysis to provide a complete view of the changes.

Long Term Guarantees  

Volatility Adjustment 

July 2014 Changes
No significant change. The Insurance Europe position on this issue remains the same.
Recital 23 added, explicitly stating that the methodology, assumptions and identification of data used by EIOPA to calculate the volatility adjustment should be published quarterly (positive).

October 2014 Changes
Articles 50 and 51: The definition of the risk-corrected spread has been amended with the following rewording: “The portion of the risk-corrected average currency spread […]” and the reference to Article 51 has been removed in Article 50. 
The Secretariat believes the change of wording makes sense, but does not see the reason why the Commission removed the reference to Article 51.
No other change. The Insurance Europe position on this issue remains the same.	Comment by Ecofin: Do members consider that this change can have a negative impact to the definition of the risk-corrected currency spread also with regards to the wording used the Directive? 

Matching Adjustment 

July 2014 Changes
Recital 23 added, explicitly stating that the methodology, assumptions and identification of data used by EIOPA to calculate the matching adjustment should be published quarterly (positive).
Recital 26 added, clarifying that several insurance products can be included together in a single matching adjustment portfolio, provided that the conditions for approval are met on a continuous basis and there are no legal impediments to that business being organised and managed separately from the rest of the business of the undertaking in one portfolio (positive). However, this new recital does not address the whole problem relating to the matching adjustment business. The single matching adjustment portfolio should be considered not only for the purpose of the application process in view of the approval, but also for the recognition of diversification effects in the SCR calculation: diversification should be recognised within the whole single matching adjustment business. (negative)

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

Extrapolation 

July 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

Credit Risk Adjustment 

July 2014 Changes
Recital 23 added, explicitly stating that the methodology, assumptions and identification of data used by EIOPA to calculate the credit risk adjustment should be published quarterly (positive).

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.


Equivalence

July 2014 Changes

Recital 123 added, indicating the need to consider whether relevant third countries are deemed equivalent when deciding on whether the deduction and aggregation method should be used for the calculation of group solvency (positive).

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same. 


Long term investment issues 

Securitisations

July 2014 Changes
According to the Commission, following the interservice consultation, taking into account macroeconomic considerations, it was felt that the gap in spread risk factors between type 1 securitisation positions and the underlying exposures (direct unrated loans referred to in Article 176(4)) was disproportionate, ignoring the significant credit enhancement brought by the most senior tranches compared to the pool of underlying exposures. Thus, the proposed capital charges of type 1 securitisations per year of duration have been reduced compared to the March 2014 version; refer to table below (positive).

	Draft DA 
	AAA
	AA
	A
	BBB

	Mar-14
	2.1
	4.2
	7.4
	8.5

	Jul-14
	2.1
	3
	4
	5



However, for AAA securitisations for instance, the 2.1% capital charge is still deemed too high and risks making triple-A securitisations unattractive from a return/SCR perspective.
Besides, junior tranches, non-SME ABS and commercial Mortgage Backed Securities (CMBS) are still not included as part of type 1. (negative).
Article 177(2)(h)(i): The introduction of a 80% loan-to-value threshold for securitised residential loans risks forcing a large number of RMBS out of the type 1 category into the type 2 category, with extremely high capital charges (negative).
Article 180(10): there is now a risk factor stress of 0% for type 1 securitisations which are fully guaranteed by the EIF or the EIB. (positive)

October 2014 Changes

Type 1 securitisations now also include those admitted to trading in an organised trading venue providing for an active and sizeable market for outright sales, not just those listed in an EEA or OECD country. (positive)
The charges for Type 1 securitisations have been capped at 3% per year of duration for A and BBB.  There are no distinctions between AA, A and BBB securitisations from a capital charge perspective (positive)
	Draft DA
	AAA
	AA
	A
	BBB

	Mar-14
	2.1
	4.2
	7.4
	8.5

	Jul-14
	2.1
	3
	4
	5

	Oct-14
	2.1
	3
	3
	3








The inconsistency between underlying mortgage loans and securitisations (RMBS) remains in place. A mortgage loan with a LTV lower than 80% would be charged at 0%, while a securitisation would get a minimum 2.1% charge per year of duration. (negative).
CMBS and junior tranches remain in the Type 2 category. (negative).
Recital 93 – new addition introducing a cap of 3% on the spread risk factors for Type A securitisations, at a level of the spread risk factor that would be applicable to unrated loans in the spread risk module. While the change is positive, it still doesn’t fully address the inconsistency between securitisations and underlying loans (see point above on RMBS). 

New provisions for RMBS have been introduced in Article 177(2), (4) and (5):

The 80% LTV limit remains in place and a new limit has been introduced, referring to a maximum 45% loan to income limit (defined in national laws of member states). In order for a RMBS to qualify as a Type 1 securitisation at least one of the 2 conditions above would have to be met (ie loan to value or loan to income).  The 2 tests would not apply to securitisations issued before entry into force of this Regulation.
Securitisations issued after the entry into force of this regulation comprising of residential loans granted before application of a national law prescribing a loan to income ratio will qualify as Type 1 until 31 December 2025, even in cases where the test for the two ratios would not be passed by the loans in the pool. (positive)

SME loans

July 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.
 
Infrastructure

July 2014 Changes
There is now an explicit reference being made to infrastructure, as part of Recital 49 which regards the review of the standard formula, namely: “…including a review of the standard parameters for fixed income securities and long-term infrastructure”. (positive)
No change however on the current capital treatment of infrastructure investments and therefore the Insurance Europe position on this issue remains the same.

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

SME equity

July 2014 Changes
For some funds related to AIFM the previous inclusion in type 1 equities could have led to higher shocks compared to shocks derived by using a look-through approach (e.g. if underlying exposure is property). This seems to have now been addressed in Article 168(3) and (6) (positive).
No other change since March 2014.

October 2014 Changes
Article 168: the removal of European Long-term Investment Funds (ELTIF) from Type 1 equities, due to ELTIFs still being developed (not adopted yet by the European Parliament). (negative)
No other change.

Transitionals for equity risk

July 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.


Other SCR related issues

Interest rate risk

July 2014 Changes
Article 167(2) now states that for negative basic risk-free interest rates, the decrease shall be nil (positive).

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

Currency risk

July 2014 Changes
No change. The Insurance Europe position on this issue remains the same.

October 2014 Changes
No change. The Insurance Europe position on this issue remains the same.


Own funds

July 2014 Changes
Article 98(2) and (4) of the Directive spelled out that the MCR could be covered only by Tier 1 and Tier 2 Basic Own Funds meanwhile the July version of the DAs allows the MCR to be covered by Tier 3. Although positive this statement contradicts the Level 1 text.
Article 73(4) is new and creates additional requirements for the incentives to redeem for Tier 2 items (negative) 
Step-up should be lower than the max of 
· 100 basis points, less the swap spread between the initial index basis and the stepped-up index basis; 
· 50% of the initial credit spread, less the swap spread between the initial index basis and the stepped-up index basis. 
It is new to subtract the swap spread and it has never been tested in previous Impact Assessments (It first appeared in the Technical Specifications for the Preparatory Phase). 

October 2014 Changes
No change. The Insurance Europe position on this range of issues remains the same.


2. July and October Versions: other new issues or positive changes

The below additional amendments are taken from those highlighted by the European Commission (Klaus Wiedner) to the Permanent Representatives, following the circulation of the draft Delegated Acts in July 2014, as well as other issues or positive changes which members or the Secretariat have identified.
Where applicable, we have also updated the issues following the October version of the DAs. Where no change has occurred, we do not include additional comments.

Additional amendments following comments at the meeting of the Expert Group on Banking, Payments and Insurance:

Articles 9(4), 271(2): proportionate application of requirements relating to valuation and the internal audit function. The use of accounting methods other than IFRS would only be possible where those methods are based on standards used by undertakings to draw their own financial statements. The persons carrying out the internal audit function may only carry out other key functions if this does not give rise to conflicts of interests. In both cases, the undertaking would have to demonstrate that the use of IFRS or the strict separation of the internal audit function would impose costs that would be disproportionate to the undertaking's total administrative expenses, as part of the regular supervisory report (see articles 308(6)(d) and 310(4)).

Articles 180(2) and 187(3): explicit recognition of guarantees provided by the ECB, Member States central governments and central banks, multilateral development banks and international organisation (for the purpose of spread risk on bonds and loans, and concentration risk) (positive).

Article 253(2) and (3): proportionate calculation of the absolute floor of the MCR for composite undertakings, e.g. life (resp. non-life) undertakings carrying out only a minor part of their business in the non-life (resp. life) segment (positive).	Comment by APS: The intention seems positive but there appears to be a typo as in either case, the amount related to Life is always applied (even when life premiums are <10%)

Amendments targeting consistency with rules in the banking sector:

Article 177(2)(h)(i): the criteria to identify type 1 residential loans securitisations” are amended to mirror the criteria in the banking Capital Requirements Regulation (CRR). It appears that in the CRR case the 80% loan-to-value threshold is defined in the context of banks' liquidity coverage ratio and is meant to address the liquidity characteristic of a residential loan securitisation. The banking context is therefore not relevant and not linked in scope with the Solvency II delegated acts.
Solvency II is based on economic valuation, not on an accounting basis like CRD IV/CRR. 
If the loan-to-value requirement is not met, the SCR is greatly increased under Solvency II vs. CRD IV. 
80% restriction will result in securitisations of a high quality being categorised as Type 2. 

Article 215: new set of criteria that guarantees must meet, inspired from Articles 213 and 215 of Regulation (EU) No 575/2013 (CRR).

Article 254: addition of more detailed risk retention rules for investments in securitisation (all types), in particular when there are multiple originators, sponsors or original lenders. These provisions are copied from Commission Delegated Regulation (EU) No 625/2014 of 13 March 2014 supplementing Regulation (EU) No 575/2013 (CRR), which is based on a technical standard proposed by EBA. Recital 88 is amended to reflect this addition and explains the change in vocabulary compared to the Directive for the sake of cross-sectoral consistency (using the term "securitisation" instead of "tradable securities and other financial instruments based on repackaged loans").

Amendments made on the basis of the interservice consultation within the Commission (including in particular the legal review):

Article 352: the empowerment in Article 241(c) of the Directive did not cover the first two paragraphs of this article, about the content of an application to submit a subsidiary to the centralised risk management regime. Therefore, these paragraphs are deleted but they could be recycled by EIOPA in an ITS based on Article 237(4).

Article 354(2): the empowerment in article 248(8) of the Directive covers only the definition of a "significant branch", whereas the notion of related undertaking is already defined in the Directive and is not the object of the empowerment. Therefore, the list of related undertakings the supervisors of which can be invited to participate in the college had to be deleted in Article 354(2) for lack of legal basis and risks of conflict with Level 1.

Final article: it was legally impossible to keep the review clause in an article as it would impinge on the Commission's prerogative to adopt (and amend) such Delegated Acts which take the form of a Commission act. Therefore, the review clause had to be moved to Recital 148 (150 in the October version). Also, the date of entry into force (which was not set yet) is now set in the final article to the day following the publication in the Official Journal. A corresponding recital (151 in the October version) has been added, to insist on the need for legal certainty during the phasing-in period starting on 1 April 2015.

Other amendments identified by members or the Secretariat:
Market Risk Module
Article 168(3): For equity risk, now type 2 equities include “all assets” not already covered under other market risk modules, whereas previously reference was made to “all investments”. This could lead to e.g. tangible assets being shocked at 49% (plus the symmetric adjustment) (negative).
Recital 42: when setting up lists of regional governments and local authorities, EIOPA should respect the requirement that there is no difference in risk between exposures to these and exposures to the central government in whose jurisdiction they are established. Therefore,  their treatment should be the same for the market risk module and the counterparty default risk module of the standard formula (positive).

Counterparty Default Risk
Article 189(1): Special Purpose Vehicles are now included in type 1 exposures (positive)
Article 192(2): (Change done back in March, but not included in our list at that time) introduction of a 50% factor for the risk mitigating effect of reinsurance or securitisations,  “taking account of the simultaneous occurrence of underwriting events in counterparty risk” –justification of the EC-. (negative)
Article 192(4): The risk-adjusted value of a mortgage is reduced to 80%. This reduction was part of the 2011 version but had been removed in the January and March versions (negative).

 Operational risk (negative)
Article 204(1): in the March version, the acquisition expenses for unit-linked business had been removed from the calculation of operational risk. They have been re-introduced.
This seems to have a significant impact for UK, Ireland, Italy (tbc).
The Directive (Article 107(2)) states that the calculation should “take into account annual expenses” related to these contracts.
October 2014 Changes
Recital 67 – new addition stating that for the operational risk module, acquisition expenses for unit-linked business should not be taken into account for the expenses incurred during the previous 12 months. (positive). However, as a recital is not legally binding it would have been better if the change had been introduced in Article 204 itself to have legal certainty (negative).

Transitionals (negative)
Article 204(4): according to this article, the SCR for operational risk based on TPs should be done with Technical Provisions which do not include the adjustments following Articles 308c or 308d of the Directive [transitionals].
Article 251(1): the same concern has appeared for the calculation of the MCR: the TPs should not be adjusted for the relevant risk free-rate structure following Articles 308c and 308d of the Directive.
Article 260: EPIFPs shall be calculated also without taking into account those adjustments.

Internal Audit function
Article 271(2): The possibility for the internal audit function to carry out other key functions taking the principle of proportionality into consideration was introduced in March but was not added to our list at the time.
Further conditions to be met in order for the internal audit function to be able to carry out other key functions have been introduced. They entail managing conflicts of interest within the function and that the costs of having a fully independent internal audit function would be disproportionate to the operations of the undertaking.
However, The Delegated Acts do not bring clarity to as to how undertakings not having an independent internal audit function can ensure three lines of defence.

Public disclosure (negative)
Article 296: The text used to limit itself to stating that the quantification of the impact on the undertaking’s financial position of not applying the MA (Article 77b of the Directive), the VA (Article 77d of the Directive), the Transitional risk-free interest rate-term structure (Article 308c of the Directive) or the Transitional deduction (Article 308d of the Directive), should be reported. It has been elaborated by appending that the quantification of the impact on the undertaking’s financial position should include the amount of Technical Provisions, Solvency Capital Requirement (SCR), Minimum Capital Requirement (MCR), Basic Own Funds, Eligible Own Funds covering the MCR and the SCR.

High-level remarks in the updated draft Delegated Acts of July 2014 are as follows:
When criteria are listed in the Delegated Acts in order to fulfil a particular requirement, the Commission appears to have changed the wording to provide greater clarity and certainty to undertakings as to what is required resulting in more stringent requirements.  For instance, changing “meets the following criteria” to “meets all of the following criteria”.
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