





Solvency Experts Group 14 June 2010
Level 2 implementing measures
Preliminary Cover note
This note is to be read in conjunction with working documents EIOPC/SEG/IMx/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.
1. 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 []: 
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
6. 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 
7. 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 []: 
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 []: 
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 []: 
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[ ]


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





Question [ ]


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








Page 1/8
2
2

