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DRAFT COMMISSION DOCUMENT ON 
RULES RELATING TO TECHNICAL PROVISIONS 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 Articles 86 thereof,

Whereas:

(1) During periods of stressed liquidity in financial markets, the interest rate that can be earned on temporarily illiquid assets in excess of the interest rate that can be earned on credit-risk free liquid assets maybe attributable to sources other than credit risk. Investors capable of holding assets that can become temporarily illiquid, in particular insurance and reinsurance undertakings matching their liabilities with such assets, are therefore earning an illiquidity premium in those periods of stressed liquidity. The inclusion of an illiquidity premium in the risk free interest rate term structure used to calculate the best estimate with respect to the insurance and reinsurance obligations is intended to eliminate the valuation mismatch between the assets and liabilities in periods of stressed liquidity and mitigate potential undue pro-cyclical effects of the financial system.

(2) The illiquidity premium cannot be reliably earned in the financial markets in relation to maturities beyond the data points for which market data is available. Therefore, no illiquidity premium should be applied to the extrapolated part of the relevant risk-free interest rate term structure.
(3) All insurance liabilities are predictable to a certain extent. The illiquidity premium should therefore apply to all insurance liabilities. The portion of the illiquidity premium observed in the financial markets corresponding to insurance or reinsurance obligations shall reflect the predictability of the cash flows of the insurance or reinsurance obligations and the extent to which the cost of forced liquidations of assets can be passed on to policyholders.

(4) In order to avoid market disruption through large numbers of undertakings having to replace the assets they invest in over a short period of time and to allow a smooth transition under Directive 2009/138/EC to a new regime for certain technical provisions calculations, it is necessary to enable a specific determination of the relevant risk-free interest rate term structure. 
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SECTION 4

RELEVANT RISK-FREE INTEREST RATE TERM STRUCTURE 

SUBSECTION 1

General provisions

Article IR1

(Art. 77 (2) of Directive 2009/138/EC)

General provisions
1. The rates of the relevant risk-free interest rate term structure to calculate the best estimate with respect to insurance or reinsurance obligations, as referred to in Article 77 (2) of Directive 2009/138/EC, shall be calculated for each currency and in respect of each maturity as the sum of:

(a) the rates of a basic risk free interest rate term structure, 

(b) where appropriate, an illiquidity premium corresponding to the insurance or reinsurance obligations.

2. For each relevant currency, the European Insurance and Occupational Pensions Authority established by Regulation…/…of the European Parliament and of the Council shall derive and publish:

(c) the basic risk free interest rate term structure referred to in point (a) of paragraph 1, 
(d) the illiquidity premium observed in the financial markets referred to in paragraph 1 of Article IR6, and

(e) the unconditional ultimate forward rate referred to in paragraph 2 of Article IR4.

3. The European Insurance and Occupational Pensions Authority established by Regulation…/…of the European Parliament and of the Council shall at the same time as it publishes the information referred to in paragraph 2, also publish:

(f) 
(g) 
(h) the portfolio of assets used to determine the illiquidity premium observed in the financial markets referred to in paragraph 2 of Article IR6;

(i) the portion of the spread over the rates of the basic risk-free interest rate term structure attributable to expected losses on the assets referred to in paragraph 2 of Article IR6;

(j) the portion of the remainder attributable to unexpected credit risk on the assets referred to in paragraph 2 of Article IR6; and

(k) where necessary, any other adjustment to the spread necessary to determine the illiquidity premium

4. The European Insurance and Occupational Pensions Authority established by Regulation…/…of the European Parliament and of the Council shall publish and, when necessary, update:

(l) the principles and methods used to determine the data points in relation to the longest maturities observed in liquid markets and the mechanism used to ensure a smooth convergence to the unconditional ultimate long term forward rate referred to in paragraph 3 of Article IR4;

(m) the principles and methods used to set out the unconditional ultimate long term forward rate referred to in Article IR5; 

SUBSECTION 2

Basic risk free interest rate term structure

Article IR2

(Art. 77 (2) of Directive 2009/138/EC)

Basic risk free interest rate term structure
1. The rates of the basic risk-free interest rate term structure shall meet all of the following criteria:

(n) they are free of any risk,

(o) insurance and reinsurance undertakings are able to earn the rates in a risk-free manner in practice,

(p) the rates are reliably determined based on financial instruments traded in a market meeting all of the criteria set out in paragraph 3 of Article TP21.

2. For each relevant currency, the basic risk free interest rate term structure referred to in point (a) of paragraph 1 of Article IR1 shall be derived, where appropriate, on the basis of the interest rate swaps rates adjusted to take account of the credit risk and basis risk of the corresponding interest rate swaps. 

3. For each relevant currency, government bond rates adjusted to take account of the credit risk of the corresponding government bonds shall be used, where such rates are available from markets that meet all of the criteria set out in paragraph 3 of Article TP21, to derive the basic risk free interest rate term structure referred to in point (a) of paragraph 1 of Article IR1 for maturities where interest rate swap rates are unavailable or such rates are not available from markets that satisfy the criteria set out in paragraph 3 of Article TP21.

4. For the purpose of paragraph 2, "basis risk" means the risk of loss or of adverse change in the financial situation, resulting from the mismatch between the cash in-flows and the cash out-flows of the interest rate swaps.

Article IR3

(Art. 77 (2) of Directive 2009/138/EC)

Adjustment for credit risk 
1. For each currency, the adjustment for credit risk of the interest rate swaps as referred to in paragraph 1 of Article IR2 shall be assessed at 0.10%, unless there is a reliable basis for an alternative assessment that reflects the current market conditions.

2. .

Article IR4

(Art. 77 (2) of Directive 2009/138/EC)

Extrapolation 
1. For each currency, the basic risk free interest rate term structure shall be determined on the basis of all relevant observed market data. Where the markets for the relevant financial instruments do not meet all of the criteria set out in paragraph 3 of Article TP21 for longer maturities, the basic risk free interest rate term structure for these maturities shall be extrapolated according to the requirements set out in paragraph 2 and 3.

2. For each currency, the extrapolated part of the basic risk free interest rate term structure shall be based on forward rates converging smoothly from one or a set of data points in relation to the longest maturities observed in a  liquid market  to an unconditional ultimate long term forward rate. 

3. The principles applied when extrapolating the basic risk free interest rate term structure shall be the same for all currencies, in particular as regards the determination of the data points in relation to the longest  maturities observed in a  liquid market  and the mechanism to ensure a smooth convergence to the unconditional ultimate long term forward rate. 

Article IR5

(Art. 77 (2) of Directive 2009/138/EC)

Unconditional ultimate long-term forward rate
1. For each relevant currency, the unconditional ultimate long term forward rate referred to in paragraph 2 of Article IR4 shall be stable over time and only change due to fundamental changes in long term expectations. 

SUBSECTION 3

Illiquidity premium

Article IR6

(Art. 77 (2) of Directive 2009/138/EC)

Illiquidity premium observed in the financial markets
1. The illiquidity premium corresponding to the insurance or reinsurance obligations referred to in point (b) of paragraph 1 of Article IR1 shall be determined as a portion of the illiquidity premium observed in the financial markets.

2. For each relevant currency, the illiquidity premium observed in the financial markets referred to in paragraph 1 shall be calculated in a prudent, reliable and objective manner as the portion of the spread between the interest rate that could be earned from a specified portfolio of assets over the rates of the basic reference risk-free interest rate term structure that is not attributable to expected losses, unexpected credit risk on the assets or any other source other than illiquidity. For this purpose, the assets of the specified portfolio shall be valued in accordance with Article paragraph 1 of Article V3 [of IM3/rev1] and shall be traded in markets that in normal market conditions meet all of the criteria set out in paragraph 3 of Article TP21. The use of financial instruments traded in markets that temporarily cease to meet the criteria set out in paragraph 3 shall be permitted, provided that market is expected to restore its compliance with the criteria within a reasonable period of time. Insurance and reinsurance undertakings shall be able to earn the illiquidity rates these assets provide in a risk-free manner in practice. 

3. No illiquidity premium shall be applied to the extrapolated part of the basic risk-free interest rate term structure.

4. The illiquidity premium shall be zero except during periods of stressed liquidity in financial markets. as determined by the European Insurance and Occupational Pensions Authority established by Regulation…/…of the European Parliament and of the Council.. 
5. The principles applied when deriving the illiquidity premium observed in the financial markets shall be the same for all currencies.

Article IR7

(Art. 77 (2) of Directive 2009/138/EC)

Portion of the observed illiquidity premium corresponding to insurance or reinsurance obligations
1. 
2. The portion shall, subject to paragraph 3, be set at 100% for contracts which meet all of the following criteria:

(q) the only underwriting risks connected to the contracts are longevity risk and expense risk; 

(r) 
(s) the insurance or reinsurance undertaking does not bear any risk in case of any form of surrender;

(t) the premium has already been paid and no incoming cash-flows are allowed for in the technical provisions of the contracts;

3. 
4. The portion shall be set at 75% for life insurance contracts with profit participation other than those specified in paragraph 1.
5. The portion shall be set at 50% for contracts other than those specified in paragraphs 1 and 2.

SUBSECTION 4

Transitional provisions

Article IR8

(Art. 77 (2) of Directive 2009/138/EC)

Transitional provisions
1. Notwithstanding Articles IR1 to IR7, the rates of the relevant risk-free interest rate term structure to calculate the best estimate with respect to insurance or reinsurance obligations, as referred to in Article 77 (2) of Directive 2009/138/EC, and corresponding to paid-in premiums for existing contracts

(u) 
(v) for which, by the date referred to in Article 309 of Directive 2009/138/EC and according to national law, technical provisions were calculated using the interest rate referred to in Article 20.B.a.ii of Directive 2002/83/EC; and
(w) where the insurance or reinsurance undertaking complies with the conditions required by the national law for the use of the interest rate referred to in Article 20.B.a.ii of Directive 2002/83/EC.

shall be calculated for each currency and in respect of each maturity as the weighted average of: 

(x) the interest rate referred to in Article 20.B.a.ii of Directive 2002/83/EC as measured at the date referred to in Article 309 of Directive 2009/138/EC, and 
(y) the rate for that maturity of the relevant risk-free interest rate term structure as measured in accordance with Articles IR1 to IR7

where the weight for the rate expressed in (b) increases linearly at the end of each year from 0% during the first year following the date referred to in Article 309 to 100% as of 7 years after the date referred to in Article 309 of Directive 2009/138/EC. 
Article IR9

(Art. 77 (2) of Directive 2009/138/EC)

Review
1. No later than 5 years after the date referred to in Article 309 of Directive 2009/138/EC, the Commission shall after consulting EIOPA make an assessment of this section and in particular whether the assessment of portions of the illiquidity premium observed in the financial markets corresponding to insurance or reinsurance obligations in Article IR7 and the period referred in Article IR8 are appropriate. The Commission shall where appropriate propose amendments to this [Regulation].
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