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Working documents EIOPC/SEG/IM34/2010, 
DRAFT COMMISSION DOCUMENT ON 
RULES RELATING TO THE CONCENTRATION RISK AND SPREAD RISK SUB-MODULES OF THE STANDARD FORMULA UNDER THE SOLVENCY II DIRECTIVE 2009/138/EC

Important note: This document is a working document of the Commission services for discussion. 

It does not purport to represent or pre-judge the formal proposals of the Commission
Having regard to the Treaty (…),

Having regard to the Directive 2009/138/EC (…), and in particular Article 111 thereof,

Whereas:

(1) The market concentration risk sub-module of the Solvency Capital Requirement calculated with the standard formula should be based on the assumption that the geographical or sector concentration of the assets held by the undertaking is not material. Where the risk profile of the insurance and reinsurance undertaking deviates significantly from this assumption, supervisory authorities should be able to take additional measures such as requiring the undertaking concerned to use an internal model or imposing capital add-ons.

TITLE S

INSURANCE AND REINSURANCE UNDERTAKINGS

CHAPTER SCR

RULES RELATING TO THE SOLVENCY CAPITAL REQUIREMENT STANDARD FORMULA

SECTION 1

GENERAL PROVISIONS 

SUBSECTION RECAI

Recognition of ECAIs and mapping of their credit assessments

Article RECAI1

(Art. 105 of Directive 2009/138/EC)

General provisions
1. Where insurance and reinsurance undertakings determine credit quality by reference to the credit assessments of External Credit Assessment Institutions (‘ECAIs’) the ECAIs shall comply with requirements set out in this subsection.

2. An external credit assessment shall be used to determine the capital requirements only if the ECAI which provides it has been recognised as eligible for those purposes by the supervisory authorities (‘an eligible ECAI’).

3. Supervisory authorities shall recognise an ECAI as eligible only if they are satisfied that its assessment methodology complies with the requirements of objectivity, independence, ongoing review and transparency, and that the resulting credit assessments meet the requirements of credibility and transparency. For those purposes, the supervisory authorities shall take into account the technical criteria set out in Annex VI, Part 2 of Directive 2006/48/EC where “credit institutions” shall be replaced by “insurance or reinsurance undertakings”. Where an ECAI is registered as a credit rating agency in accordance with Regulation (EC) No 1060/2009 of 16 September 2009 of the European Parliament and of the Council on credit rating agencies, the supervisory authorities shall consider the requirements of objectivity, independence, ongoing review and transparency with respect to its assessment methodology to be satisfied. 

4. If an ECAI has been recognised as eligible by the supervisory authorities of a Member State, the supervisory authorities of other Member States may recognise that ECAI as eligible without carrying out their own evaluation process.

5. Supervisory authorities shall make publicly available an explanation of the recognition process, and a list of eligible ECAIs.

Article RECAI2

(Art. 105 of Directive 2009/138/EC)

Association of credit assessments to credit quality steps
1. The supervisory authorities shall determine, taking into account the technical criteria set out in Annex VI, Part 2 of Directive 2006/48/EC where “credit institutions” shall be replaced by “insurance or reinsurance undertakings”, with which of the credit quality steps set out in this Chapter the relevant credit assessments of an eligible ECAI are to be associated. Those determinations shall be objective and consistent.

2. When the supervisory authorities of a Member State have made a determination under paragraph 1, the supervisory authorities of other Member States may recognise that determination without carrying out their own determination process. 

SUBSECTION UECAI

Use of ECAIs’ credit assessments for the determination of capital requirements

Article UECAI1

(Art. 105 of Directive 2009/138/EC)

General provisions
3. The use of ECAI credit assessments shall be consistent. Credit assessments shall not be used selectively.

4. Insurance and reinsurance undertakings shall use solicited credit assessments. However, with the permission of the relevant supervisory authority, they may use unsolicited assessments. 

Article UECAI2

(Art. 105 of Directive 2009/138/EC)

Treatment
5. An insurance or reinsurance undertaking may nominate one or more eligible ECAIs to be used for the determination of the different parameters to derive the capital requirements of the modules of the Standard Formula.

6. An insurance or reinsurance undertaking which decides to use the credit assessments produced by an eligible ECAI for a certain class of items must use those credit assessments consistently for all exposures belonging to that class.

7. An insurance or reinsurance undertaking which decides to use the credit assessments produced by an eligible ECAI must use them in a continuous and consistent way over time.

8. An insurance or reinsurance undertaking can only use ECAIs credit assessments that take into account all amounts both in principal and in interest owed to it.

9. If only one credit assessment is available from the nominated ECAIs for an item, that credit assessment shall be used to determine the parameters to derive the capital requirements for that item.

10. If two credit assessments are available from nominated ECAIs and the two correspond to different parameters for a rated item, the assessment generating the higher capital requirement shall be assigned.

11. If more than two credit assessments are available from nominated ECAIs for a rated item, the two assessments generating the two lowest capital requirements shall be referred to. If the two lowest capital requirements are different, the assessment generating the higher capital requirement shall be assigned. If the two lowest capital requirements are the same, the assessment generating that capital requirement shall be assigned.

Article UECAI3

(Art. 105 of Directive 2009/138/EC)

Issuer and issue credit assessment
12. Where a credit assessment exists for a specific issuing program or facility to which the item constituting the exposure belongs, this credit assessment shall be used to determine the capital requirement to be assigned to that item.

13. Where no directly applicable credit assessment exists for a certain item, but a credit assessment exists for a specific issuing program or facility to which the item constituting the exposure does not belong or a general credit assessment exists for the issuer, then that credit assessment shall be used if it produces a higher capital requirement than would other wise be the case or if it produces a lower capital requirement and the exposure in question ranks pari passu or senior in all respects to the specific issuing program or facility or to senior unsecured exposures of that issuer, as relevant.

14.  Credit assessments for issuers within a corporate group cannot be used as credit assessment of another issuer within the same corporate group.

SECTION XX

MARKET RISK MODULE 

SUBSECTION SR

Spread risk sub-module

Article SR1

(Art. 105(4)(d) of Directive 2009/138/EC)

Scope
1. The capital requirement for spread risk shall be equal to the following: 
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where SCRspread denotes the capital requirement for spread risk, SCRbonds denotes the capital requirement for spread risk on bonds, SCRstruct denotes the capital requirement for spread risk on structured finance instruments and SCRcd denotes the capital requirement for spread risk on credit derivatives. ‘Structured finance instruments’ are assets resulting from a securitisation transaction or scheme referred to in Article 4(36) of Directive 2006/48/EC.

Article SR2
(Art. 105(4)(d) of Directive 2009/138/EC)

Bonds
1. The capital requirement for spread risk on bonds shall be equal to the loss in the basic own funds that would result from an instantaneous decrease of durationi.FUPi in the value of each bond i. 

2. Durationi shall be the modified duration of the bond denominated in years. It shall never be lower than 1 or higher than a maximum duration specified in paragraph 3. For variable interest rate bonds, Durationi shall be equivalent to the modified duration of a fixed income bond of the same maturity and with coupon payments equal to the forward interest rate. 

3. Single name exposures for which a credit assessment by a nominated ECAI is available shall be assigned a risk factor for the increase in spreads of bonds and a maximum duration according to the following table in accordance with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale.

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

	Risk factor FUPi
	1.2%
	1.4%
	1.9%
	3%
	8.75%
	12.05%
	12.05%

	Maximum duration (in years)
	26
	23
	17
	11
	5
	5
	5


4. Single name exposures for which such a credit assessment is not available shall be assigned a risk factor for the increase in spread of bonds of 3% and a maximum duration of 12 years.

Article SR3
(Art. 105(4)(d) of Directive 2009/138/EC)

Structured finance instruments
6. The capital requirement for spread risk on structured finance instruments shall be equal to the higher of the following capital requirements:

(a) The capital requirement for the risk of an increase in spreads of structured finance instruments as set out in Article SR4;

(b) The capital requirement for the risk of an increase in spreads of the assets underlying the structured finance instruments as set out in Article SR5.

Article SR4
(Art. 105(4)(d) of Directive 2009/138/EC)

Increase in spreads of structured finance instruments
1. The capital requirement for the risk of an increase in spread of structured finance instruments shall be equal to the loss in the basic own funds that would result from an instantaneous relative decrease of durationi.FUP’i in the value of each structured finance instrument i. 

2. durationi shall be the modified duration of the structured finance instrument  denominated in years. 

3. Single name exposures for which a credit assessment by a nominated ECAI is available shall be assigned a risk factor for the increase in spreads of structured finance instruments and a maximum duration according to the following table in accordance with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale.

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

	Risk factor FUP’i
	1.3%
	1.5%
	1.8%
	2.5%
	6.75%
	11.25%
	11.25%

	Maximum duration (in years)
	24
	21
	17
	12.6
	6
	5
	5


4. Single name exposures for which such a credit assessment is not available shall be assigned a risk factor for the increase in spread of structured finance instruments of 3% and a maximum duration of 14 years.

Article SR5
(Art. 105(4)(d) of Directive 2009/138/EC)

Increase in spreads of the assets underlying the structured finance instruments
1. The capital requirement for the risk of an increase in spread of the assets underlying the structured finance instruments shall be equal to the loss in the basic own funds that would result from an instantaneous relative decrease of FUP’’i in the value of each asset i underlying each structured finance instrument j. The instantaneous decrease shall be equal to the following:
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where FUP’’i is positive, Gi denotes a risk factor on the asset underlying a structured finance instrument, Attachi and Detachi denote respectively the attachment point and detachment point of the tranche held in the structured instrument.

2. Single name exposures for which a credit assessment by a nominated ECAI is available shall be assigned a risk factor on the asset underlying a finance instrument according to the following table in accordance with the average tenure of the assets securitised denominated in years and the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale.

	Credit quality step
Average tenure of the assets securitised
	1A
	1B
	2
	3
	4
	5
	6

	[0;2[
	0.4%
	0.9%
	2.8%
	5.3%
	14.6%
	31.1%
	52.7%

	[2;4[
	0.8%
	1.7%
	4.9%
	9.6%
	23.9%
	44.8%
	66.6%

	[4;6[
	1.2%
	2.8%
	6.5%
	13.1%
	30.1%
	51.2%
	70.7%

	[6;8[
	1.8%
	4.1%
	8.4%
	16.4%
	35.3%
	55.0%
	72.6%

	More than 8 years
	2.4%
	5.3%
	10.3%
	19.6%
	39.3%
	57.8%
	73.5%


3. Single name exposures for which such a credit assessment is not available shall be assigned a risk factor on the asset underlying a finance instrument according to the following table in accordance with the average tenure of the assets securitised denominated in years.

	Average tenure of the assets securitised
	Risk factor

	[0;2[
	6.3%

	[2;4[
	11.4%

	[4;6[
	15.7%

	[6;8[
	19.6%

	More than 8 years
	23.5%


Article SR6
(Art. 105(4)(d) of Directive 2009/138/EC)

Credit derivatives
7. The capital requirement for spread risk on credit derivatives other than those specified in paragraph 2 shall be equal to the higher of the following capital requirements:

(a) the loss in the basic own funds that would result from an instantaneous increase of credit spreads underlying the credit derivatives by 600%, 

(b) the loss in the basic own funds that would result from an instantaneous decrease of credit spreads underlying the credit derivatives by 75%. 

8. Credit derivatives which are part of the undertaking’s risk mitigation policy shall not be subject to a capital requirement for spread risk unless the undertaking does not hold the underlying instrument or another exposure where the basis risk between that exposure and the underlying instrument is immaterial in all circumstances.

Article SR7
(Art. 105(4)(d) of Directive 2009/138/EC)

Specific exposures
9. Notwithstanding Article SR2, exposures in the form of covered bonds as defined in Article 22(4) of Directive 85/611/EEC shall be assigned a risk factor for the increase in spreads of bonds of 0.6% provided the credit assessment of the corresponding assets has been assigned to the step 1A in accordance with Subsection UECAI and with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale. 

10. Notwithstanding Articles SR4 and SR5, exposures on structured finance instruments where the originator or sponsor does not retain 5% of net economic interest as referred to in RL2 [of IM18Rev1] shall be assigned a risk factor for the increase in spreads of structured finance instruments of 100%, a risk factor for the increase in spreads of the assets underlying the structured finance instruments of 100% and a duration of 1 year. This paragraph shall not apply to repackaged loans that were issued before 1 January 2011 except if new underlying exposures are added or substituted after 31 December 2014.

11. Notwithstanding paragraph 2 and Article SR2, exposure to the European Central Bank shall be assigned a risk factor for the increase in spreads of bonds of 0%.

12. Notwithstanding paragraph 2 and Article SR2, exposures to Member States' central government and central banks denominated and funded in the domestic currency of that central government and central bank shall be assigned a risk factor for the increase in spreads of bonds of 0%.

13. Notwithstanding paragraph 2 and Article SR2, exposures to multilateral development banks shall be assigned a capital charge for the increase in spreads of bonds of 0%.

14. Notwithstanding paragraph 2 and Article SR2, exposures to international organisations listed in Annex VI Part I of Directive 2006/48/EC shall be assigned a capital charge for the increase in spreads of bonds of 0%.
SUBSECTION CO

Concentration risk sub-module

Article CO1

(Art. 105(4)(f) of Directive 2009/138/EC)

Single name exposure
1. For the calculation of the capital requirement for market risk concentrations, exposures which belong to the same group, as defined in Article 212 of Directive 2009/138/EC or to the same financial conglomerate as defined in Article 2(14) of Directive 2002/87/EC shall be treated as a single name exposure. Similarly, properties which are located in the same building or sufficiently nearby shall be considered as a single property.

2. The net exposure at default to a counterparty is the sum of the exposures at default to this counterparty considered as a single name exposure. 

3. The weighted average credit quality step on a single name exposure shall be equal to the average of the credit quality steps of the individual exposures to the counterparty, weigthed by the net exposure at default in respect of that exposure to that counterparty.

Article CO2

(Art. 105(4)(f) of Directive 2009/138/EC)

Calculation of the capital requirement for concentration risk
1. The capital requirement for concentration risk shall be equal to the following: 
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where SCRconc denotes the capital requirement for concentration risk and Conci denotes the capital requirements for concentration risk on the single name exposure i.

2. The capital requirement for concentration risk on a single name exposure i Conci shall be equal to the loss in the basic own funds that would result from an instantaneous decrease of XSi.gi in the value of the assets corresponding to the single name exposure i, except the assets referred to in point (c) of paragraph 2 of Article CO3 and the assets referred to in subparagraphs (a) and (b) of Article MR1, where:

(a) XSi is the excess exposure referred to in Article CO3; 

(b) gi is the risk factor for concentration risk referred to in Articles CO5 and CO6.

Article CO3

(Art. 105(4)(f) of Directive 2009/138/EC)

Excess exposure
1. The excess exposure on a single name exposure i shall be equal to the following: 
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where XSi denotes the excess exposure on the single name exposure i, Ei denotes the net exposure at default to the counterparty i, Assets denotes the total amount of  assets considered in the concentration risk sub-module and CTi denotes the threshold to derive the excess exposure referred to in Article CO4.

2. The total amount of assets considered in the concentration risk sub-module shall not include:

(c) assets held in respect of life insurance contracts where the investment risk is borne by the policy holders;

(d) exposures of an insurance or reinsurance undertaking to a counterparty which belongs to the same group as defined in Article 212 of Directive 2009/138/EC, provided that the following conditions are met:

· the counterparty is an insurance or reinsurance undertaking or a financial holding company, asset management company or ancillary services undertaking subject to appropriate prudential requirements;

· the counterparty is included in the same consolidation as the undertaking on a full basis;

· the counterparty is subject to the same risk evaluation, measurement and control procedures as the undertaking;

· the counterparty is established in the Community; and

· there is no current or foreseen material practical or legal impediment to the prompt transfer of own funds or repayment of liabilities from the counterparty to the undertaking.;

(e) assets covered in the counterparty default risk module such as:

· reinsurance arrangements,

· receivables from intermediaries,

· policyholder debtors,

· cash at bank,

· deposits with ceding institutions,

· capital, initial funds, letters of credit as well as any other commitments received by the undertaking which have been called up but are unpaid.

Article CO4

(Art. 105(4)(f) of Directive 2009/138/EC)

Thresholds to derive the excess exposure
1. Single name exposures for which a credit assessment by a nominated ECAI is available shall be assigned a threshold to derive the excess exposure according to the following table in accordance with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale.

	Credit quality step
	1
	2
	3
	4
	5
	6

	Threshold to derive the excess exposure Cti
	3%
	3%
	3%
	1.5%
	1.5%
	1.5%


2. Single name exposures for which such a credit assessment is not available shall be assigned a threshold to derive the excess exposure of 1.5%.

Article CO5

(Art. 105(4)(f) of Directive 2009/138/EC)

Capital charge for concentration risk
1. Single name exposures for which a credit assessment by a nominated ECAI is available shall be assigned a capital charge according to the following table in accordance with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale.

	Credit quality step
	1
	2
	3
	4
	5
	6

	Capital charge gi
	12%
	21%
	27%
	73%
	73%
	73%


2. Single name exposures for which such a credit assessment is not available shall be assigned a risk factor of 73%.

Article CO6

(Art. 105(4)(f) of Directive 2009/138/EC)

Specific exposures
1. Notwithstanding Article CO4, exposures in the form of covered bonds as defined in Article 22(4) of Directive 85/611/EEC shall be assigned a threshold to derive the excess exposure of 15% , provided the credit assessment of the corresponding assets has been assigned to the step 1A or 1B in accordance with Subsection UECAI and with the assignment by the supervisory authorities of the credit assessments of eligible ECAIs to seven steps in a credit quality assessment scale.
2. Notwithstanding Article CO4 and CO5, exposures to a single property shall be assigned a threshold to derive the excess exposure of 10% and a risk factor of 12%. 

3. Notwithstanding Article CO5, exposure to the European Central Bank shall be assigned a risk factor of 0%.

4. Notwithstanding Article CO5, exposures to Member States' central government and central banks denominated and funded in the domestic currency of that central government and central bank shall be assigned a risk factor of 0%.

5. Notwithstanding Article CO5, exposures in the form of bank deposits shall be assigned a risk factor of 0%, provided the meet the following requirements:

(f) the full value of the exposure is covered by a government guarantee scheme in the Community;

(g) the guarantee is applicable to the insurance or reinsurance undertaking without any restriction;

(h) there is no double counting of such guarantee with any other element of the SCR calculation.  

6. Notwithstanding Article CO5, exposures to multilateral development banks shall be assigned a risk factor of 0%.

7. Notwithstanding Article CO5, exposures to international organisations listed in Annex VI Part I of Directive 2006/48/EC shall be assigned a risk factor of 0%.

8. Notwithstanding Article CO5, exposures of an insurance or reinsurance undertaking to a counterparty which belongs to the same group as referred to in subparagraph (b) of paragraph 3 of Article CO3 shall be assigned a risk factor of 0%.
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