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Level 2 implementing measures
Cover note
This note is to be read in conjunction with working documents EIOPC/SEG/IM20/Rev.1, EIOPC/SEG/IM34, EIOPC/SEG/IM35, EIOPC/SEG/IM36, EIOPC/SEG/IM37,  EIOPC/SEG/IM38, and EIOPC/SEG/IM39. It presents the scope and the general approach for the drafting of the implementing measures required by Articles 86, 111, 130, 172, 227, 234 and 260 of Directive 2009/138/EC. 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.
1a. Technical provisions (partial revision of IM13)

Scope
The draft implementing measure on technical provisions IM13 discussed at the Solvency Expert Group meeting on 8 March 2010 covered the areas set out in Article 86 of the Framework Directive with the exception of the relevant risk-free interest rate term structure, proportionality and simplified methods. The redraft submitted to the meeting on 14 June is restricted to the following areas of IM13:

· Recognition and derecognition

· Risk margin

· Lines of business
This approach was chosen in order to focus the discussion on the apparently most controversial areas of the working document and to allow the Commission services to draw conclusions on these areas for QIS5.

A revision of the remaining parts of IM13 will be tabled at a later stage. 

General Approach 

The partially revised version of the draft implementing measures on technical provisions has been prepared on the basis of comments from 14 Member States and CEIOPS.   

The Commission services thank all delegations who provided comments on the first version.  We have sought to take these comments on board wherever possible. All comments of a purely drafting nature have 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.  
Detailed observations
Recognition and derecognition
Member States comments indicate a general consent with the approach to contract boundaries that was explained, in particular by means of a list of examples, at the 8 March 2010 meeting. However, several Member States asked for clarification of the approach in the legal text. To this end Recital 1 and paragraphs 2 and 3 of Article TP2 were introduced.

Recital 1 sets out the general approach to the contract boundary definition. Paragraphs 2 and 3 of Article TP2 clarify the interpretation of the term "unlimited ability" that is used to define the contract boundaries in paragraph 1 of Article TP2. Paragraph 2 clarifies that the term "unlimited ability" should be interpreted from an economic and not a formal perspective. For example, where the ability of an insurance undertaking to increase the premium is only restricted by the condition that the new premium is not more than 10 times higher than the old premiums, this should usually not be considered as a limitation. Paragraph 3 clarifies, for example, that a limitation of the premium amendment by an undertaking's premium for new business should not be interpreted as a limitation where the undertaking can freely choose the premium for new business.

Paragraph 3 is not in line with the position of several industry stakeholders. The stakeholders suggest considering an undertaking's ability to amend the premium only as unlimited if the premium can be changed at the level of the individual policyholder, i.e. without a link to the premiums of other policyholders. This approach would result in a wider definition of the contract boundary.

Question 1: 
Do Member States support the interpretation of "unlimited ability" set out in Article TP2(3) or do they prefer the interpretation of the industry stakeholders?
Article TP1 was amended to address concerns of Member States that in some jurisdictions insurance or reinsurance cover can start before the undertaking becomes a party of the insurance or reinsurance contract. As the insurance or reinsurance cover can give rise to obligations that affect the financial position of the undertaking, these obligations should be recognised for the calculation of technical provisions. 

Risk margin - diversification
A majority of the Member States that submitted comments rejected the allowance for diversification between lines of business in the calculation of the risk margin. This was usually based on the rationale that the transfer scenario set out in Article TP18 was considered unrealistic. A minority of Member States supported the allowance for diversification between lines of business in the risk margin. 

Article TP18 describes a scenario where the whole portfolio of the original undertaking is transferred to an empty reference undertaking (*). With regard to the calculation of the risk margin, this scenario is equivalent to a scenario where the original undertaking transfers one line of business to a reference undertakings that is not empty but whose portfolio is (except for the transferred line of business) identical to the portfolio of the original undertaking (**). The approach of Article 18 is more conservative than a scenario where the whole portfolio of the original undertaking is transferred to any non-empty reference undertaking (***).

However, where the calculation of the risk margin ignores diversification between lines of business, the underlying scenario is as follows: one line of business of the original undertaking is transferred to an empty reference undertaking (+).  

We have the impression that the likeliness that one of the scenarios (*), (**) or (***) takes place is much higher than that scenario (+) takes place. CEIOPS has not provided evidence for the realism of scenario (+). However, the CEA has analysed more than 200 transactions of insurance and reinsurance obligations between 2002 and 2009 and has found that 89% of the transfers included the whole portfolio of the original undertaking (i.e. these transfers correspond to scenario (*) or (***)). (See the note of the CEA on risk margin diversification for further information on the analysis.)

Based on this reasoning the revised version of Article TP18 still allows for the diversification between lines of business in the calculation of the risk margin. However, in order to address the concerns of Member States two amendments were made:

· Point (b) of Article TP18 specifies that no diversification between life activities and non-life activities of old composites (Article 73(5) of the Framework Directive) should be taken into account. A transfer of the whole portfolio of an old composite (including life and non-life activities) can only take place with an old composite as reference undertaking. As old composites cannot be established anymore and it cannot be ensured that an existing old composite is available to take over the whole portfolio, the risk margin calculation shall be based on the assumption that life activities and non-life activities are transferred separately.

· Article GTP sets out that in the risk margin at group level is the sum of the risk margins at solo level. This implies that the calculation of the risk margin at group level does not take into account diversification between entities. 

Risk margin – market risk

A majority of Member states supported the inclusion of residual market risk in the risk margin. Article TP18(1) was amended accordingly.

Risk margin – credit risk

A Member State raised the question whether point (h) of Article TP8(1) mentions only the credit risk with respect to reinsurance and SPVs, but not other credit risk that can be expected to be transferred together with the portfolio, for example credit risk towards intermediaries or policyholders. Our understanding of CEIOPS' advice is that these elements of credit risk were not included because they were considered not material.

Lines of business – segmentation according to countries
There was no common view among Member States as to the necessity to segment lines of business according to the country where the risk is situated. Some Member States supported the initial draft in this respect while others considered the requirement to be too burdensome. In order to take both views into account the revised version of Article TP26(1) requires the segmentation into countries only for the Member States of the European Union.

Lines of business – health insurance and reinsurance
The Commission services have established a Health Task Force to analyse the risk modelling of health insurance pursued not on a similar technical basis as life insurance for the purpose of the SCR standard formula. See the section on the health underwriting risk module for further information on the work of the task force. 

Based on the discussion of the task force a definition of health insurance was included in the draft implementing measures in Article TP27. The first three lines of business in Annex I, comprising the obligations relating to health insurance pursued not on a similar technical basis as life insurance business, were amended according to the findings of the Health Task Force: The two lines of business accident insurance and sickness insurance were replaced by the lines of business medical expense insurance and income protection insurance. The treatment of workers' compensation insurance remains unchanged.   

Moreover, a separate line of business for non-proportional health reinsurance was introduced (line of business 25) in order to allow the inclusion of this business in the health underwriting risk module. In the initial draft measures non-proportional health reinsurance business was included in the line of business for non-proportional casualty reinsurance.

Lines of business – annuities stemming from non-life contracts
Some Member States have raise concerns that the reporting of technical provisions for annuities stemming from non-life insurance contracts should be possible together with the technical provisions for non-life obligations. In order to facilitate such an approach a separate line of business 41 for these annuities was introduced. In the initial draft measures these obligations were included in lines of business 30 and 38 (according to the numbering of the revised version).

Lines of business – segmentation of life insurance obligations

With regard to the second level of segmentation for life insurance obligations it was clarified in Article TP26(5) that the assignment of obligations should be based on the risk at inception of the contract. This approach ensures that the obligations of a contract stay in the same line of business over their whole lifetime.   

Contacts: Lars Dieckhoff, Telephone: 68640, lars.dieckhoff@ec.europa.eu
1b. Technical provisions: risk free interest rate term structure (Article 86 (b))/Rev1

The draft level 2 implementing measures on the risk free interest rate term structure have been revised on the basis of written comments by sixteen Member States and the insurance industry on the first version of the draft along with the comments by eleven Member States and the insurance industry on the corresponding parts of the draft QIS5 Technical Specifications.

The Commission services thank all delegations and stakeholders 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. 

The measures may be complemented by binding technical standards at level 3. 
Publication of the risk-free rates curves by EIOPA (Article IR1)

As suggested by some delegations, it is set out in IR1(4) that some elements of the calculations do not need to be produced as frequently as the curves. Those elements could actually be elaborated further in a binding technical standard and would therefore not need to be specified here anymore.

As explained previously, the reference to EIOPA cannot be done on the basis of the Framework Directive as it stands now. The Commission services would use the opportunity of the second omnibus Directive to amend the Framework Directive in order to make requirements on regular publication by EIOPA of the components of the discount rate legally possible. The frequency of publication shall be stated at this level along with the currencies that have to be published. The risk-free rates curves should be published at least every quarter in order to permit MCR calculations. A binding technical standard could specify the methods to be followed for currencies that are not published by EIOPA.
Basic risk free interest rate term structure (Article IR2)
The principles for the determination of the basic risk free interest rate term structure set out in Article IR2(1) are reflective of a market consistent valuation of liabilities with a risk free discounting curve as set out in the Level 1 text. In particular, the financial instruments from which the curve is derived should not contain any basis risk.

Along the suggestion of one delegation, IR2(3) was amended to clarify the interlink between the use of interest rate swaps and government bonds. 

Some commentators suggested that the government bonds rates are used as a floor to the determination of the risk-free curve to address situations where interest rate swaps markets are not sufficiently reliable. As set out in Article IR2(3), in those cases, government bonds shall be used for the determination of the basic discount rates. We therefore do not see a need for such a floor mechanism which could potentially undermine the market consistent approach to the valuation of technical provisions.

Credit adjustment (Article IR3)

Some comments were raised with regard the asymmetric treatment among currencies. We therefore deleted paragraph 2 and not isolated specific currencies in paragraph 1. We also clarified that the adjustment should reflect current market conditions. The default value was adjusted to reflect the contribution received from industry stakeholders involved in the working party on discount rate.

Extrapolation (Articles IR4 and IR5)

The working party recommended not going beyond principles in the Level 2 implementing measures. We therefore did not consider comments of a detailed technical nature for this implementing measure and only took onboard a suggestion of a purely drafting nature. As previously explained, the measures might be complemented by binding technical standards at level 3. 
Determination of the illiquidity premium (Article IR6)
The first draft of the implementing measures set out a methodology and criteria for the determination of the illiquidity premium observed in the financial markets but did not prescribe all the calculations. For the purposes of QIS5, draft Technical Specifications include a formula for the derivation of the illiquidity premium observed in the financial markets at the end of 2009.

One delegation and some stakeholders suggested that the formula is included but many other delegations questioned the robustness and reliability of the proposed formula and parameters. We understand that the suggested formula and parameters needs to be further tested and assessed with regard its effectiveness in capturing the illiquidity premium.

Along with the findings of the Task Force, all commentators agreed that the illiquidity premium is meant to be nil when there is no liquidity stress in the financial markets and that EIOPA will derive and publish the value of the illiquidity premium. As suggested by some delegations, we've therefore set out that the illiquidity premium is nil unless EIOPA determines otherwise. 

By way of clarification, this determination of situation of "periods of stressed liquidity" is different from other existing supervisory tools such as Pillar II dampener and will require an additional empowerment of EIOPA. The second omnibus Directive could be used as an appropriate vehicle to effect this change in a similar way to that proposed for the determination of situation of "exceptional falls in the financial markets" with respect Pillar II dampener. Similarly, criteria for doing so could be developed in a binding technical standard. 

Inclusion of an illiquidity premium (Article IR7)
We had put a question to delegations on the appropriateness of a bucket approach for the allowance of an illiquidity premium.

Many delegations and stakeholders commented and expressed diverging views on the issue. 

No alternative proposal to a bucket approach was suggested and we therefore stick to this approach and moved the principles previously stated in Article IR7(1) into recital (3). 

For all commentators, the main concerns were:

· the need for certainty around the allocation of different contracts into different buckets;

· the need to avoid any unlevel playing-field in the treatment of different activities and/or markets.

We have received suggestion from the industry on the criteria for definition of the buckets. We have adapted this contribution at the light of two main expectations mentioned above and introduced an approach with three buckets;

· From the contribution received, we concluded that in principle all insurance contracts can be allowed an illiquidity premium and we set up a default bucket at 50% of the illiquidity premium observed in the financial markets;

· Contracts that have features which enable a high predictability with regard their future cash-flows are allowed 100% of the illiquidity premium observed in the financial markets. Criteria have been clarified in light of the comments received;

· In between, life insurance contracts with profit participation that do not meet the criteria for the highest degree of predictability are allowed 75% of the illiquidity premium.

We have foreseen that the definition of the different buckets is reviewed after five years (Article IR9).

Some delegations suggested that the allowance for illiquidity premium is conditional to supervisory approval and submission of a recovery plan. We understand that the intention is that the use of the illiquidity premium is transparent and we therefore amended disclosure requirements with regard technical provision calculations in IM2/Rev1.

Transitional Measures (Article IR8):

We had put a question to delegations on the appropriateness of the scope and transition period in our first draft.

Most of the delegations did not oppose the principle of having transitional measures but mentioned that it was needed to introduce them with further justification. We have therefore added recital (4) to clarify that the intention is to allow for a smooth transition to a new regime and avoid market disruption through large numbers of undertakings having to replace the assets they invest in over a short period of time. 

Such market disruption could in particular occur when undertakings currently value their technical provisions by reference to the assets they hold as is the case for technical provisions calculated using the interest rate referred to in Article 20.B.a.ii of Directive 2002/83/EC. The reference to illiquidity premium seemed superfluous in this respect. It was therefore clarified in Article IR8 that the scope for transitional measures are the obligations arising from the paid-in premiums on the corresponding existing contracts at the date of entry into force of the Solvency II regime. 

Question 1A:

In order to avoid contamination of the overall solvency position of the insurer, it was suggested by one delegation that the contracts might be ring-fenced. What are Member States views around this criteria? Would Member States see other specific criteria needed around the scope of products subject to a transitional treatment?

Some delegations requested that the idea of having a smooth transition is implemented in practice into the provisions to avoid further delaying the risk of market disruption. We therefore set out a more prescriptive mechanism on the setting up of the discount rate during the transition period.

Many delegations expressed concerns that the proposed transition period is too long. As a compromise between the different suggestions received, we have set up a transition period of 7 years and foreseen that the period is reviewed after five years (Article IR9).

Contact: Benoît Hugonin, Telephone: : (+32-2) 295.46.16, benoit.hugonin@ec.europa.eu
2. IM 34 - SCR – standard formula market risk: spread risk and concentration risk (Article 111)

These draft implementing measures on concentration risk and spread risk are complementary to IM27 (market risk except concentration risk and spread risk). 

They have been drafted on the basis of CEIOPS advice and on written comments by Member States and the insurance industry on the corresponding parts of the draft QIS5 Technical Specifications.

General remark

For the sake of consistency with other modules and sub-modules and in order to allow for a proper recognition of the risk mitigating effects of future discretionary benefits and deferred taxes, we have amended the design of the calculations in the spread risk and concentration risk into a scenario-based approach.

External ratings (Articles RECAI1 and RECAI2 and UECAI1 to UECAI3)

In some market risk sub-modules, such as concentration risk and spread risk, the capital requirements depend on the credit quality of the assets held. In CEIOPS advice, this credit quality is measured with direct reference to external ratings provided by credit rating agencies. 

For the sake of cross-sectoral consistency, we have mirrored the provisions of the Capital Requirement Directive with respect the use of external ratings (Articles 78 to 83 and Annex VI of Directive 2006/48/EC). Any future amendments of these provisions in the Capital Requirement Directive will be reflected in the implementing measures.

The use of external ratings by undertakings is conditional to the recognition of external credit assessment institutions (ECAIs) as eligible by the supervisory authorities. This additional empowerment will require an amendment of the Level 1 text that could be envisaged through the second Omnibus Directive.

CEIOPS advice provided for more granular distinction among credit quality steps than that envisaged in the credit quality steps scale foreseen in the Capital Requirement Directive (no distinction between AAA and AA). In order to allow for a more appropriate recognition of the relative risks embedded in the assets held, we've therefore introduced a further distinction in the credit quality steps scale (1A and 1B).    

Specific exposures (Articles SR7 and CO6)

CEIOPS advised for an exemption of any capital charge on exposures to governments and central banks in the concentration risk and spread risk sub-modules. CEIOPS advised for such exceptions on governments and central banks of the OECD. We've catered for such exceptions but in order to avoid any cross-sectoral inconsistency, we have restricted these exceptions to governments and central banks of the Community as foreseen in the Capital Requirement Directive. Any future amendments of these provisions in the Capital Requirement Directive will be reflected in the implementing measures. 

We have also taken onboard exemptions on international organisations and multilateral development banks that are foreseen in the Capital Requirement Directive.

In its final advice, CEIOPS recommended that covered bonds of a certain credit quality (AAA or AA) receives a special treatment in the concentration risk sub-module (threshold for determining the assets subject to a capital requirement at the level of 15% instead of 3%). CEIOPS also provided an additional contribution with evidence that covered bonds of the highest credit quality (AAA) bear a lower risk than other bonds. We received no evidence with regard the covered bonds of a lower credit quality. We have therefore catered for such exceptions both in the concentration risk (for AAA and AA covered bonds) and in the spread risk sub-module (for AAA covered bonds).

CEIOPS advice on concentration risk referred to CEIOPS advice on participations with regard a potential specific treatment for participations but CEIOPS advice on participations contained no mention of the treatment of participations in the concentration risk sub-module. In order to avoid duplication between group supervision and solo supervision, we therefore introduced such a specific treatment: participations are not subject to any capital requirement for concentration risk but other assets have to be sufficiently diversified (participations are not accounted for in the total amount of assets subject to a concentration risk capital requirement). An alternative would be to align the treatment of participations on the treatment of covered bonds.

CEIOPS advice on spread risk provided for a specific treatment on exposures secured by real estate (mortgage loans) with the intention to align the capital requirements with the capital requirement for such exposures in the Capital Requirement Directive. The Commission is well aware of the need for cross-sectoral consistency. Mortgage loans are however not supposed to be at the core of insurance business. Moreover, CEIOPS did not provide any evidence that the calibration foreseen in the Capital Requirement Directive complies with Article 104(4) (VaR with a 99,5% confidence level over a one year horizon at the level of modules).

CEIOPS advice on concentration risk provided for a specific treatment on exposures in the form of UCITS. This specific treatment is in contradiction with the general look-through principle that applies in the market risk module (see IM27 on market risk except spread risk and concentration risk) and we have therefore not retained it.

Other changes in the spread risk module (Article SR1 to SR6)

Following CEIOPS late suggestion, draft QIS5 technical specifications contain a shock on the illiquidity premium within the spread risk sub-module. This shock is based on the proxy formula used for the derivation of the illiquidity premium observed in the financial markets (not retained in the implementing measure IM20/Rev1 on discount rate) and applies only with respect the exposures to bonds. This part of the draft technical specifications was commented upon frequently. Commentators questioned the relevance, practicability, clarity and consistency of these calculations. The inclusion of this shock also lead to double the number of calculations necessary to derive spread risk on bonds (and double the risk factors to calibrate). We therefore chose not to introduce this shock on the illiquidity premium in the SCR. The design of the spread risk module on bonds is therefore similar to that recommended by CEIOPS in its final advice.

The calibration of the spread risk module on bonds is however different from those recommended by CEIOPS in its final advice or in its proposal for the draft QIS5 Technical Specifications. Comments received on the draft QIS5 technical specifications from some delegations and stakeholders showed that they were concerns with respect the proposed calibration on the spread risk sub-module (as mentioned previously, the Commission had not made any change on this part of the draft Technical Specifications delivered by CEIOPS). The calibration of risk factors is based on a contribution from a stakeholder other than CEIOPS.

The capital requirement on a bond is measured by multiplying the corresponding risk factor by the duration of the bond. CEIOPS recommended to set caps (maximum durations) to the duration of the bonds in this multiplication for certain rating classes. CEIOPS did not provide explanations on the proposed values for these caps. It would not have been meaningful to keep the caps unchanged if risk factors are changed. We therefore set caps at levels such as the maximum capital charge on a bond of a given credit quality remains the same as under CEIOPS calibration as provided for in the draft QIS5 Technical Specifications:

	Credit quality step
	1A
	1B
	2
	3
	4
	5
	6
	unrated

	Maximum capital charge
	32%
	32%
	32%
	32%
	44%
	60%
	60%
	36%


CEIOPS did not provide for any cap on credit quality lower than 3. We therefore retained the same cap as for credit quality step 3 when CEIOPS did not specify anything.

On structured products, to avoid regulatory arbitrage between holding in the structured products and direct holdings, we included both CEIOPS proposal (capital requirement based on the ratings of the underlying assets) and CRO/CFO Forum proposal (based on ratings of the structured products). The capital requirement is the larger of the two amounts derived by the two calculations. We also adjusted provisions on repackaged loans (100% charge if less than 5% retained, grandfathering) to be consistent with the corresponding implementing measures. 

We followed CEIOPS advice on credit derivatives.

As mentioned above, we did not follow CEIOPS on mortgage loans.

Other changes in the concentration risk module (Articles CO1 to CO5)

For the sake of simplicity, we did not distinguish between properties and financial concentrations but only specified that properties have a higher threshold (10% of the total amount of assets) and a risk factor corresponding to a AA rating (both parameters as advised by CEIOPS). CEIOPS advice does not justify the proposed alternative design and calibration for properties. 

The concentration risk module only refers to idiosyncratic risks. On this account, it would be unreasonable to assume any type of correlation between different concentration exposures. All the correlations are therefore set out at zero. In accordance with CEIOPS approach (as reflected in recital (1)), potential correlations among different exposures belonging to the same sector or geographical sector are not captured in the standard formula.

Apart from correlations, calibration in the concentration risk sub-module is aligned with CEIOPS advice both with respect the thresholds for determining the assets subject to a concentration risk capital requirement and the corresponding risk factors.

Contact: Benoît Hugonin, Telephone: : (+32-2) 295.46.16, benoit.hugonin@ec.europa.eu
3. IM 35 SCR standard formula: Health underwriting risk module 
Scope
The draft level 2 implementing measures on the non-life underwriting risk specify the health underwriting risk module of the SCR standard formula with the exception of the health catastrophe risk sub-module. 

Draft implementing measures on the sub-module for health catastrophe risk will be presented at a later stage. CEIOPS has not finished its advice on non-life catastrophe risk yet, but will do so in time for QIS5.

General Approach 

In drafting the level 2 measures, CEIOPS' advice (see CEIOPS-DOC-43/09, CEIOPS-DOC-68/10) has been followed to a large extent. However, some relevant changes to CEIOPS' advice have been made which are set out below. With regard to non-life health premium and reserve risk, the measures are also based on the discussions in the Health Task Force that the Commission services have established in April.

The health underwriting risk module applies to health insurance business "pursued on a similar technical basis to that of life insurance" and to health insurance "pursued not on a similar technical basis to that of life insurance" (see Article 105(4) of the Framework Directive). CEIOPS has used the terms "SLT health" and NSLT health" to abbreviate these long definitions. The draft measures use the terms "life health" and "non-life health" instead. Member States are invited to comment on the clarity and practicability of this choice.   

According to CEIOPS' advice, the calculations of the sub-module for non-life health underwriting risk should be to a large extent identical to the calculations of the non-life underwriting risk module. Similarly, the sub-module for life health underwriting risk should be to a large extent identical to the calculations of the life underwriting risk module.  Where the draft measures follow this approach they are based on the articles used in working documents IM25 (life underwriting risk module) and IM28 (non-life underwriting risk module). Member States have already submitted comments on these working documents. But as it was not possible to discuss revised versions of IM25 or IM28 yet, the draft measures strictly follow the wording used in these working documents. Otherwise it would not be possible to recognise where the health underwriting risk module follows the same and where it follows a different approach than the life and non-life underwriting risk modules. This approach does not mean that the Commission services have ignored the Member State comments. The Commission services will update IM25 and IM28 in due course and will make corresponding changes in the draft measures on the health underwriting risk module. Member States do not need to repeat the comments they have submitted on IM25 and IM28 where they equally apply to these measures.     
Detailed observations
Sub-module structure and aggregation

Article HUR1 sets out the sub-modules of the health underwriting risk module and their aggregation. The draft measures do not follow the sub-module structure set out in CEIOPS' advice but the structure that CEIOPS included in the draft QIS5 technical specifications. Consequently there is a catastrophe risk sub-module that applies both to non-life health insurance and life health insurance. We understand that this is the latest position of CEIOPS and is based on CEIOPS' recent analysis of health catastrophe risk.

Article HUR1(3) specifies the correlation matrix for the aggregation of the sub-modules. The correlation coefficients follow CEIOPS draft QIS5 technical specifications. However, it was noted that the coefficient for non-life health and life health underwriting risk of 0.75 was an outlier and higher than any other correlation coefficient for underwriting risk in the standard formula. As neither CEIOPS' advice nor CEIOPS' calibration paper for QIS5 provided a rationale for the coefficient it was reduced to 0.5 in order to align it with the other correlation coefficients of the standard formula.

Non-life health premium and reserve risk
Because of the diversity of social systems and health insurance products in Europe, the modelling of non health premium and reserve risk has turned out to be particularly challenging. The approaches which have been proposed so far were criticised for lacking risk-sensitivity and not taking into account the risk characteristics of several important health insurance products. In order to improve the non-life health premium and reserve risk sub-module the Commission services have established a Health Task Force. 

The Health Task Force consists of representatives of CEA, AMICE, the CRO Forum, the Groupe Consultatif and CEIOPS. CEIOPS was represented by five supervisors from France, Germany, Ireland, the Netherlands and the United Kingdom. The task force has met three times during the last two months and has discussed the following issues:

· the definition of health insurance;

· the segmentation of non-life health insurance and reinsurance obligations;

· the calibration of the standard deviations of the non-life health premium and reserve risk sub-module;

· the treatment of risk equalisation systems in the non-life health premium and reserve risk sub-module;

· the use of undertaking-specific parameters in the non-life health premium and reserve risk sub-module.

The tentative conclusions that the Commission services have drawn from the task force discussions with regard to the definition of health insurance and the segmentation of non-life health insurance and reinsurance obligations are reflected in the draft implementing measures on technical provisions (revised version of working document IM13). 

In particular, non-life health insurance was split into the following three lines of business:

· medical expense insurance;

· income protection insurance;

· workers' compensation insurance.

In addition a separate line of business for non-proportional health reinsurance was introduced. This allows including the risk of this business in the health underwriting risk module. (According to CEIOPS' advice non-proportional health reinsurance is part of non-proportional casualty reinsurance and its risk is covered by the non-life underwriting risk module). 

In line with the definition of the lines of business, the non-life health premium and reserve risk sub-module is based on the following segments:

· medical expense insurance and proportional reinsurance;

· income protection insurance and proportional reinsurance;

· workers' compensation insurance and proportional reinsurance;

· non-proportional health reinsurance.

The new segmentation requires a recalibration of the non-life health premium and reserve risk sub-module. The task force has asked CEIOPS to carry out this calibration. CEIOPS has submitted interim results of the calibration to the last meeting of the Task Force. CEIOPS will finalise the calibration in June, but we understand that the impact of any changes in the results will be limited. The calibration included in the draft measures is based on the interim results.

For medical expense premium risk CEIOPS has analysed data from the markets listed in the following table:

	Member State 
	Standard deviation
	Market premium (€bn)

	
	
	

	
	
	

	
	
	

	France 
	3.5%
	29.1

	Germany 
	10.4%
	1.1

	Ireland 
	4.7%
	1.7

	Poland
	10.1%
	0.4

	Portugal 
	5.4%
	0.5

	Slovenia
	0.9%
	0.4

	Spain 
	2.8%
	4.9

	UK 
	3.7%
	4.6

	Weighted average
	3.96%
	


From the overall sample for all markets, CEIOPS has derived an average standard deviation of 5.5%. However there are concerns that this estimate is biased because not all markets are represented in the sample according to their size. For example, the French market represented one third of the sample (in terms of premiums), although the relative size of the market is larger. In order to remove the bias the Commission services have calculated an average standard deviation from a weighted average of the variances for the national markets. Gross market premiums were used as weights as set out in the above table. The market premium estimates were provided by CEA and AMICE with the exception of the German market where the estimates are based on BaFin's 2008 annual report.
 Based on the weighted average, a standard deviation for medical expense premium risk of 4% was included in Annex HUR1 of the draft measures.   

For income protection premium risk CEIOPS has analysed data from the markets listed in the following table
:
	Member State 
	Standard deviation
	Market premium (€bn)

	
	
	

	
	
	

	
	
	

	France 
	8.9%
	11.60

	Germany 
	8.2%
	5.14

	Slovenia
	14.2%
	0.01

	UK 
	8.1%
	0.45

	Weighted average
	8.68%
	


From the overall sample for all markets (not including the German data), CEIOPS has derived an average standard deviation of 10.2%. However there are again concerns that this estimate is biased because not all markets are represented in the sample according to their size. In order to remove the bias the Commission services have calculated an average standard deviation from a weighted average of the variances for the national markets. Gross market premiums were used as weights as set out in the above table. The market premium estimates were provided by CEA and AMICE with the exception of the German market where the estimates are based on BaFin's 2008 annual report.
 Based on the weighted average, a standard deviation for income protection premium risk of 8.5% was included in Annex HUR1 of the draft measures.
For income protection reserve risk CEIOPS has analysed data from France and Germany
:

	Member State 
	Standard deviation
	Market premium (€bn)

	
	
	

	
	
	

	
	
	

	France 
	17,2%
	11,6

	Germany 
	13,9%
	5,1

	Weighted average
	16,26%
	


In the same way as for premium risk, an average standard deviation from a weighted average of the variances for the national markets was calculated. As reserve data were not available, gross market premiums were used as weights as set out in the above table. Based on the weighted average, a standard deviation for income protection premium risk of 16% was included in Annex HUR1 of the draft measures.
For medical care reserve risk, workers' compensation premium risk and workers' compensation reserve risk CEIOPS has not recalibrated the standard deviations. For the draft measures, the standard deviations for these risks were determine in the same way as the standard deviations of the non-life premium and reserve risk sub module (see working document IM28) as the average of the QIS4 calibration and CEIOPS' advice.

For non-proportional health reinsurance, the same standard deviations as for non-proportional casualty insurance (see working document IM28) were selected. 

For the aggregation of the standard deviations for premium and reserve risk a correlation matrix needs to be specified. CEIOPS' advice is silent on the choice of the correlation coefficients. The draft measures are therefore based on the correlation matrix that CEIOPS has included in the draft QIS5 technical specifications (see Annex HUR2). The introduction of the segment for non-proportional health reinsurance made it necessary to specify additional correlation coefficients. For this purpose coefficients of 0.5 were selected. This choice is in line with CEIOPS' approach to the dependence between insurance standard deviations and the corresponding non-proportional reinsurance standard deviations in the non-life premium and reserve risk sub-module.  

The Health Task Force also analysed health risk equalisation systems (HRES) and how their risk-mitigating effect could be taken into account in the non-life health premium and reserve risk sub-module. The discussion showed that it is difficult to capture the complexity of these systems in the standard formula. It also became apparent that the risk-mitigation provided by HRES, at least in one market, can be substantial. Therefore Article HUR6 includes special provisions for health insurance that is subject to a HRES. Under specific requirements, including a high social importance of the health insurance concerned, EIOPA may determine a standard deviation for health insurance business that is subject to a HRES. This standard deviation can be used instead of the standard deviation specified in the draft measures (i.e. in Annex HUR1) to calculate the capital requirement for non-life health premium and reserve risk. Article HUR6 sets out requirements for the calculation of the standard deviation which are consistent with the statistical quality standards for internal models. The sub-delegation of the determination of the standard deviation for the purposes of the standard formula for health insurance subject to a HRES to EIOPA would likely require an amendment to the Framework Directive.
Life health revision risk

With regard to the calibration of the life health revision risk sub-module CEIOPS' advice recommends a shock of 4%. However, in the draft QIS5 technical specifications that CEIOPS has submitted the shock is 3%, being the value that is also used in the life revision risk sub-module. Based on the understanding that the increased calibration of 4% should capture inflation risk and that this risk is of particular importance in health insurance the calibration of 4% was included in Article HUR15.   

Contact: Lars Dieckhoff, Telephone: 68640, lars.dieckhoff@ec.europa.eu
4. IM36 SCR- standard formula: simplified calculations

Scope

The draft implementing measures relates to the simplified calculations of the Solvency Capital Requirement as referred to in Article 111.1.(l). Simplifications applicable on ceding undertakings to captive reinsurance are not included in the paper as the draft Implementing Measure on counterparty default risk was not presented in this group. 

General Approach

In drafting these implementing measures, CEIOPS advice was used as a starting point. We have also amended the formulae for consistency with other implementing measures. 

Detailed Observations
In this draft implementing measure all the simplifications proposed by CEIOPS are included. Nevertheless, industry requires simplifications in other areas.

Question 2: 
Do you think that other simplifications should be included? 
In Article SCRS1 we have included an assessment of the proportionality with the same two steps included in IM19 Simplified methods and techniques to calculate technical provisions. The quantitative or qualitative assessment is required for all insurance or reinsurance undertakings intending to use the simplified calculations. In contrast to the assessment in technical provisions, the assumptions underlying the simplified calculations are not published and so undertakings will have to assess the error introduced in the results of the calculations due to some assumptions that are not known by them. One alternative could be to require an overall qualitative assessment of the appropriateness of the calculations. The other alternative could be to define in the implementing measure the assumptions underlying the simplified calculations and require a quantitative or qualitative assessment similar to what is required for technical provisions simplifications.

Question 3: 
Do you have any preferred approach? 
In Articles SCRS2 to SCRS4 the requirement on the assumption on the 10% increase in the projected mortality rates was not included. Depending on the answer to the question above all assumptions will be included. 

In Article SCRS3 and in line with CEIOPS' advice the best estimate of the obligations subject to longevity risk is used as a proxy. According to IM13 Technical provisions, there could be circumstances where the best estimate is negative so that the outcome of the simplified calculation will not be considered as proportionate. This situation limits the scope of the simplified calculation. 

Question 4: 
Do you think that the best estimate of the obligations is the appropriate proxy for the longevity risk? 
In Article SCRSC1 the requirement on direct insurance does not relate to any third party liability insurance is limited to any compulsory third party liability.

In Article SCRSC2 the calibration was reduced according to the reduced calibration included in IM28 Non-life underwriting risk. 

In Article SCRSC3 the formulae included were amended to reflect the change in value of other liabilities in the first term of the formulae. 

Contact: Ramón Carrasco, Telephone: 86820, ramon.carrasco@ec.europa.eu
5. IM 37 - SCR – standard formula: procedure for updating parameters 

Article 111(f) of Directive 2009/138/EC calls for implementing measures on the procedures for the updating of the correlation parameters in the SCR standard formula. CEIOPS has provided advice to the Commission in this area at paragraphs 3.125-126 of its paper on SCR standard formula correlations of 29.01.10 (former CP74).

The high level procedure for updating the parameters specified in level 2 implementing measures will be the same as for that which is used for revising level 2 implementing measures for generally i.e. further implementing measures would need to adopted by the Commission under the Lamfalussy arrangements (on the assumption that Solvency II is "Lisbonised" these would be adopted as delegated acts under Article 290 of the Treaty on the functioning of the European Union.)

This IM lays the foundation for that process by ensuring that EIOPA is in a position to deliver relevant empirically based advice when required by the Commission on updating of correlation parameters.

Amendment to IM9Rev1 – paragraph 6 of SRS5

The implementing measures take account of CEIOPS' recommendations that appropriate data be collected to support the revision of the correlations. This is done by way of an amendment to Article SRS5 of IM 9 Rev1 to include certain information in the supervisory reporting requirements. Annual quantitative templates referred to in Article SRS1 of IM9 Rev1 would further specify the required information and it is envisaged that these templates would take the form of Binding Technical Standards under Omnibus II.  The annual frequency seeks to strike a balance between getting timely information and not being unduly burdensome. The reporting is not restricted to standard formula users as it is possible that internal model user data may also be relevant. Further details on this could be provided in formulating the template or by level 3 guidance.

Articles PCR1 and PCR2

 Supervisory authorities are required to provide the above quantitative data to EIOPA annually and EIOPA is required to analyse this and any other appropriate information at least every three years in order to be able to advise the Commission on correlation parameter updates. It should be noted that Article 56 of the Proposal for Regulation establishing EIOPA envisages confidentiality protections in relation to information received by EIOPA. EIOPA is in addition required to consider certain matters in preparing its analysis (these are explained in the CEIOPS advice). Further detail around the analysis task can be developed by Binding Technical Standards / Level 3.


 

Contact: Swami Raghavan, Telephone: +32/297.73.59, swami.raghavan@ec.europa.eu 

6. IM 38 Minimum Capital Requirement

Scope
The draft implementing measures set out the approach for calculating the Minimum Capital Requirement (MCR) in accordance with Article 129 of Directive 2009/138/EC. 

The draft implementing measures set out the overall MCR, which is calculated as the higher of the combined MCR and the absolute floor for the MCR (Article MCR1). The combined MCR applies the 25 – 45% Solvency Capital Requirement (SCR) corridor referred to in Article 129 (3) to the linear calculation of the MCR referred to in Article 129 (2) (Article MCR1). The overall linear MCR (Article MCR2) is the sum of the linear calculation for non-life obligations (Article MCR3) and the linear calculation of the life obligations (Article MCR4). 

An alternative calculation is proposed for composites to ensure consistency with Article 74 of Directive (Article MCR6). 
General Approach 

CEIOPS advice has been followed to a large extent. Following discussions with CEIOPS we understand that the proposed calibrations for the MCR, which are set out in annexes 2 and 3, were based on the previous life and non-life calibrations proposed by CEIOPS in the final advice. To the extent that the Commission has proposed to deviate from these calibrations in its draft implementing measures on the life, non-life and health underwriting risk modules, changes will also be required to the calibration to the MCR. We have asked CEIOPS to provide these updates and for the purposes of the discussion have included the numbers in brackets to indicate that they are subject to change.  

Detailed observations
CEIOPS advice on the calculation of the MCR included a proposal for a simplified quarterly calculation of the SCR for the purposes of determining the corridor for the MCR. We have not included this within the draft implementing measures as we do not consider such an approach to be in line with the Directive. Article 102 of Directive 2009/138/EC is clear that the SCR needs to be calculated at least once a year and upon significant changes to risk profile. It would be inconsistent with this Article to require a more frequent calculation. The MCR corridor should therefore be based on the last SCR figure produced according to the requirements of Article 102 and does not require a quarterly calculation. 
The Minimum capital requirements are subject to the absolute floors as set out in Article 129 1 (d) of Directive 2009/138/EC. The Directive however does not prescribe an absolute floor for new composites (those undertakings referred to in Article 73 (2)).  CEIOPS proposal was for the absolute floor for these undertakings to be the floor for life insurance undertakings, with the rationale being that currently most new composites are life undertakings. We have doubts about this rationale and have proposed a floor that is line with the floor required for old composites (those undertakings referred to in Article 73 (5)), namely the sum of the life and non-life floors. We consider this approach to be more in line with the calculation of the notional life MCR and the notional non-life MCR in Article 74 and the requirement to clearly identify the eligible basic own-funds covering each notional requirement. However, we also acknowledge that the restrictions imposed on new composites may be sufficient justification to apply a lower floor.  We are therefore seeking Member States views on the appropriate floor.   
Question 7:

Do Member States support a floor for new composites that is the same as for old composites and set as the sum of the floors for the life and non-life undertakings? 
We have followed CEIOPS proposal for the calculation of the linear MCR for life insurance or reinsurance obligations. The calculation includes different parameters for unit-linked and index-linked business depending on whether the contract includes guarantees. In our implementing measures on technical provisions we require that unit-linked and index-linked business be unbundled into the appropriate segment (Article TP26 (5)). Given this approach the distinction between contracts with and without guarantees may no longer be appropriate. An alternative approach would be to include contracts without guarantees within the formula and to assign those contracts with guarantees to the other life insurance activities (c.3 in annex 3).  

Question 8:
 Do Member States support the approach proposed in the draft implementing measures or would Member States prefer this to be aligned to the segmentation articles in technical provisions? 
Contact: Charlotte Russell, Telephone: 63460, charlotte.russell@ec.europa.eu
7. IM39 Third Country Equivalence

Scope
The draft implementing measures relate to the criteria to be used to assess third country equivalence under Directive 2009/138/EC.

There are three articles in Directive 2009/138/EC that refer to equivalence assessments: 

1) Article 172 (reinsurance undertakings with their head office in the third country); 

2) Article 227 (group solvency of participating undertakings in third country (re) insurers where deduction and aggregation is used); and

3) Article 260 (third country group supervision).

In the case of Article 172, the draft implementing measures (Articles RTCE1 to RTCE7) set out the criteria to assess whether the solvency regime of a third country applied to reinsurance activities of undertakings with their head office in that third country is equivalent to that laid down in Title I (general rules on the taking-up and pursuit of direct insurance and reinsurance activities). 

In the case of Article 227, the draft implementing measures (Article GTCE1) set out the criteria to assess whether the solvency regime in a third country is equivalent to that laid down in Title I, Chapter VI (rules relating to the valuation of assets and liabilities, technical provisions, own funds, solvency capital requirements, minimum capital requirements and investment rules). The criteria are therefore much narrower than those used to assess equivalence in relation to Article 172 and Article 260.

In the case of Article 260, the draft implementing measures (Articles GSTCE1 to GSTCE8)  set out the criteria to assess whether the prudential regime in a third country for the supervision of groups is equivalent to that laid down in Title III (supervision of insurance and reinsurance undertakings in a group). 
General Approach 

The Commission Services consider that the equivalence assessment should be outcome focused. We have taken on board comments made by stakeholders during the CEIOPS consultation process that the indicators are too prescriptive and have, therefore, opted to draft the criteria primarily using the principles and objectives identified by CEIOPS. While we have incorporated aspects of the indicators where we consider these to be most relevant, we have not included all indicators. We understand that CEIOPS intention was for the indicators to only be seen as factors which provide guidance in determining whether principles and objectives have been observed.  As such we consider that the criteria for the assessment as set out in Level 2 implementing measures should be the principles and the objectives, which must be met by the third country's supervisory regime.  

The equivalence assessments should focus on the substantive issue of whether the third country supervisory regime is risk-based, adopts an economic approach and most importantly whether it ensures a similar level of policy holder and beneficiary protection as the one provided in Solvency II.
Question 9: 

Do Member States agree with the level of prescription set out in the criteria? 

Detailed observations
1) Transitional Measures 

It is likely that not all third countries for which an equivalence finding is material to EU insurance and reinsurance undertakings or for which an equivalence finding is important to the insurance market in that third country will be in a position to satisfy all of the criteria set out in the draft level 2 implementing measures by June/ July 2012 when decisions on equivalence of first wave third countries will be taken. 

In order to allow for a flexible approach and to give third countries time to develop solvency regimes that are equivalent to Solvency II, it may be necessary to introduce transitional measures for those first wave third countries that meet certain basic criteria, but that do not fully satisfy the equivalence criteria. 

There are two precedents for where a similar approach has been adopted in other Directives. The first is Article 4 Commission Regulation (EC) No 1567/2007 of 21 December 2007, which introduces a three year transitional period for the use of financial statements drawn up in line with the accounting standards of a third country provided that there is a public commitment to converge to IFRS, a convergence programme is in place, that convergence programme can be completed by a certain date and will be effectively implemented. The second is the Commission Decision 2008/627/EC on auditing activities which introduced a two year transitional period for audit reports in relation to a defined list of third countries. 

One of the key objectives of the equivalence assessment should be achieving international convergence on a risk-based solvency regime for insurance and reinsurance undertakings and transitional measures may be a useful and pragmatic approach to achieving this convergence within a reasonable timeframe. 

It is not clear that it is possible to introduce transitional measures at level 2, absent a change in the level 1 text. However, depending on whether Member States are in principle supportive of introducing transitional measures for equivalence we can consider further the possibilities for introducing these. 

Question 10: 

Do Member States agree that transitional measures may be needed to ensure the smooth transition to Solvency II for third countries to allow equivalence to be achieved within a set period of time? 
2) Article 227 – application of Solvency II to non-EU operations of EU based groups
Initial discussions with the insurance industry have indicated that there is a concern amongst internationally active insurance groups that there will be a significant difference in the solvency regime adopted at solo level by a third country and that adopted at group level under Solvency II. The difference in the two requirements may lead to an unlevel playing field between EU insurers and their international counterparts. While it is clear that such a situation should be avoided, it is also clear that this must be done in a way that ensures a level playing field between EU insurers.  

Question 11: 

Do Member States have any initial views about how to address these level playing field issues? 
Contact: Charlotte Russell, Telephone: 63460, charlotte.russell@ec.europa.eu
Question 6:


Do Member States have any further suggestions for matters which EIOPA should consider in advising on the correlation parameter updates?





Question 5:


 Do Member States agree with the timing and manner in which future data is collected?








� The estimates refer to the year 2008 with the exception of Portugal and Slovenia where 2009 figures were used. 


� The standard deviation for the German market was estimated by the German insurance association GDV.


� The estimates refer to the year 2008 with the exception of Slovenia where 2009 figures were used. 


� The standard deviation for the German market was estimated by the German insurance association GDV.
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