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THE REQUIREMENTS TO BE MET TO INVEST IN REPACKAGED LOANS INVESTMENTS 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 Directive 2009/138/EC (…), and in particular Article 135 (2) thereof,

Whereas:

(1) Consistent with the prudent person principle set out in Article 132 of Directive 2009/138/EC and to ensure cross-sectoral consistency, the interests of firms that re-package loans into tradable securities and other financial instruments (originators) and the interests of the insurance and reinsurance undertakings investing in those securities or instruments should be aligned. To achieve this, the originator should retain a significant economic interest in the underlying asset.

(2) The requirements to be met by insurance and reinsurance undertakings investing in tradable securities and other financial instruments based on repackaged loans should be commensurate to the nature, scale and complexity of the risk inherent in the financial instrument and should apply on the basis of the principle of substance over form.
(3) Insurance and reinsurance undertakings investing in tradable securities and other financial instruments based on repackaged loans should make their investment decision only after having conducted thorough due diligence, from which they should have adequate information and knowledge about the securitisation including a comprehensive and thorough understanding of the investment and its underlying exposure.
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INVESTMENT IN TRADABLE SECURITIES AND OTHER FINANCIAL INSTRUMENTS BASED ON REPACKAGED LOANS
Article RL1
(Art. 135 (2) of Directive 2009/138/EC)

Definitions
For the purpose of this section the following definitions shall apply:

"tradable securities or other financial instruments based on repackaged loans" means tradable securities or other financial instruments offered by way of a "securitisation" as defined in Article 4 (36) of Directive 2006/48/EC;  

"tranche" has the meaning given in Article 4 (39) of Directive 2006/48/EC; 

"originator" has the meaning given in Article 4 (41) of Directive 2006/48/EC; and

"sponsor" has the meaning given in Article 4 (42) of Directive 2006/48/EC. 
Article RL2

(Art. 135 (2) (a) of Directive 2009/138/EC)
Exposures to transferred credit risk
1. Insurance and reinsurance undertakings shall only invest in tradable securities and other financial instruments based on repackaged loans if the originator or sponsor has explicitly disclosed to the undertaking in the documentation governing the investment that it will retain, on an ongoing basis a net economic interest which, in any event shall not be less than 5%.
For the purpose of this Article, retention of net economic interest means:

(a) retention of no less than 5% of the nominal value of each of the tranches sold or transferred to investors; or

(b) in the case of securitisations of revolving exposures, retention of the originator’s interest of no less than 5% of the nominal value of the securitised exposures; or
(c) retention of randomly selected exposures, equivalent to no less than 5% of the nominal amount of the securitised exposures, where such exposures would otherwise have been securitised in the securitisation, provided that the number of potentially securitised exposures is not less than 100 at origination; or

(d) retention of the first loss tranche and, if necessary, other tranches having the same or a more severe risk profile than those transferred or sold to investors and not maturing earlier than those transferred or sold to investors, so that the retention equals in total no less than 5% of the nominal value of the securitised exposures.
The retained net economic interest shall be measured at the origination and shall be maintained on an on-going basis. The retained net economic interest shall not be subject to any credit risk mitigation or any short positions or any other form of hedge. For the purpose of this Article, “ongoing basis” means that retained positions, interest or exposures are not hedged or sold.
There shall be no multiple applications of the retention requirements for any given securitisation.
2. The insurance or reinsurance undertaking shall conduct adequate due diligence prior to making the investment, which includes an assessment of the commitment of the sponsor and originator to maintain a net economic interest in the securitisation and the matters that could undermine maintaining that interest as disclosed according to point (f) of paragraph 3. 
3. Before investing in tradable securities or other financial instruments based on repackaged loans, insurance and reinsurance undertakings shall ensure that the sponsor and originator meet the following criteria:
(a) The originator or, where appropriate, the sponsor grant credit based on sound and well-defined criteria and clearly establish the process for approving, amending, renewing and refinancing loans to exposures to be securitised as they apply to exposures to be held on its balance sheet;
(b) The originator or, where appropriate, the sponsor and have in place effective systems to manage the ongoing administration and monitoring of its credit risk-bearing portfolios and exposures;
(c) The originator or, where appropriate, the sponsor adequately diversify each credit portfolio based on its target market and overall credit strategy;

(d) The originator or, where appropriate, the sponsor make readily available access to all relevant data necessary for the insurance or reinsurance undertaking to comply with the requirements set in Article RL4;
(e) The originator or, where appropriate, the sponsor have a written policy on credit risk that includes its risk appetite and provisioning policy and how it measures, monitors and controls that risk;
(f) The originator or, where appropriate, the sponsor disclose the level of its retained net economic interest as referred to in paragraph 1 as well as any matters that could undermine the maintenance of the minimum required net economic interest as set out in that paragraph.

Article RL3

(Art. 135 (2) (a) of Directive 2009/138/EC)
Exemptions
1. Article RL2, paragraph 1 shall not apply when the securitised exposures in respect of tradable securities or other financial instruments based on repackaged loans are claims or contingent claims on or fully, unconditionally and irrevocably guaranteed by:

(e) central governments or central banks; 
(f) regional governments, local authorities and "public sector entities" - within the meaning of Article 4 (18) of Directive 2006/48/EC - of Member States;

(g) institutions to which a 50% risk weight or less is assigned under Articles 78 to 83 of Directive 2006/48/EC; or 
(h) multilateral development banks. 

2. Article RL2, paragraph 1 shall not apply to
3.  transactions based on a clear, transparent and accessible index, where the underlying reference entities are identical to those that make up an index of entities that is widely traded, or are other tradable securities other than securitisation position.
(i) 
Article RL4
(Art. 135 (2) (b) of Directive 2009/138/EC)

Qualitative requirements

1. Insurance and reinsurance undertakings investing in tradable securities or other financial instruments based on repackaged loans shall meet the following requirements:
(j) the undertaking shall assess the asset and liability management risk, the concentration risk and investment risk arising from the investments in tradable securities or other financial instruments based on repackaged loans;
(k) the undertaking shall establish formal monitoring procedures commensurate with the risk profile of their investments in tradable securities or other financial instruments based on repackaged loans to monitor on an ongoing basis and in a timely manner performance information on the exposures underlying those investments;
(l) the undertaking shall ensure that there is an adequate level of internal reporting to its administrative, management or supervisory body so that they are aware of material investments made in tradable securities or other financial instruments based on repackaged loans and that the risks from these investments are adequately managed; and
(m) the undertakings shall include appropriate information on their investments in these instruments, and their risk management procedures in this area, in complying with their supervisory reporting and public disclosure requirements.

2. Where an undertaking holds a material amount of tradable securities or other financial instruments based on repackaged loans the insurance or reinsurance undertaking shall regularly perform stress tests in relation to its securitisation positions. Any stress test shall be commensurate with the nature, scale and the complexity of the risk inherent in the financial instrument.
3. Insurance and reinsurance undertaking investing in tradable securities and other financial instruments based on repackaged loans shall be able to demonstrate to their competent supervisory authorities that for each investment in tradable securities or other financial instruments based on repackaged loans they have a comprehensive and thorough understanding of the investment and its underlying exposure and has implemented written policies and procedures appropriate to its investment portfolio. These written policies and procedure shall be proportionate to the risk profile of their investments in securitised positions. 

Article RL5
(Art. 135 (2) of Directive 2009/138/EC)
Transitional arrangements
In relation to insurance and reinsurance undertakings investing in tradable securities and other financial instruments based on repackaged loans that were issued before 1 January 2011, the requirements set in Articles RL2 to RL4 shall apply from 31 December 2014, but only where new underlying exposures are added or substituted after 31 December 2014.
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