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Level 2 implementing measures
Preliminary cover note
This note is to be read in conjunction with working documents EIOPC/SEG/IM23/2010, EIOPC/SEG/IM24/2010 and EIOPC/SEG/IM14/2010/Rev1. It presents the scope and the general approach for the drafting of the implementing measures required by Articles 111 and 143 of the Framework Directive. 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. SCR standard formula: Intangibles asset risk 

Scope
The draft level 2 implementing measures cover the design and calibration of a new risk module to be included in the standard formula, as well as the approach for its integration in the Basic Solvency Capital Requirement calculated in accordance with the standard formula. 

The aim of the implementing measure is to ensure that the risks arising from holding intangible assets are specifically addressed as they are not covered by other modules.
General Approach 

The draft implementing measures are based on CEIOPS advice on the classification and eligibility of own funds and therefore these implementing measures should be read in conjunction with the provisions set out for intangible assets under the draft IM7 - own funds classification and eligibility.
Detailed observations
The Commission Services is of the opinion that to ensure consistency with the economic approach set out in the level 1 text, a proper capital requirement is envisaged to address risks arising form intangible assets together with the inclusion of their value in the own funds. 

Based on these arguments, the IM deviates from the CEIOPS advice where the capital requirement is set at 100%, and the intangible assets are included in Tier 3. In our view, this is not line with the level 1 text and therefore we propose that the capital charge is set at 80% (Article IA1) and that the capital item is included in Tier 1.

In line with CEIOPS' advice, the aggregation of the module doesn't allow for any diversification effects with other risk modules (Article SCRx).  

Contact: Alessia Angelilli, Tel: (+32-2) 298.63.39 alessia.angelilli@ec.europa.eu
2. SCR standard formula: Life underwriting risk
Scope
The draft implementing measures cover the specification of the life underwriting risk module of the SCR standard formula. Moreover, it sets outs the approach to scenario-based calculations for the purpose of the calculation of the Basic SCR. The draft measures do not cover the simplifications for the life underwriting risk module. Simplifications for the standard formula will be presented in a separate working paper at a later stage.
General Approach

In drafting these implementing measures, CEIOPS advice has been followed to a significant extent.
Detailed Observations

General provisions

Article BSCRx sets out the general approach to scenario-based calculations for the purpose of the Basic SCR. The approach is in line with CEIOPS' advice. In particular, points (b) and (c) of paragraph 1 are equivalent to the approach set out in CEIOPS' advice on the adjustment for the loss-absorbing capacity of technical provisions and deferred taxes. Paragraph 2 is based on CEIOPS' advice on the life underwriting risk module (see the section on lapse risk).

Calibration
Because of a lack of an appropriate database for most of the risks, the calibration of the life underwriting risk module seems to be particularly challenging. For these draft measures we have tentatively adopted CEIOPS' calibration proposal. We would welcome Member State comments on the calibration.
Reinsurance obligations

In extension of CEIOPS' advice, the draft measures attempt to clarify the application of the life underwriting risk module to life reinsurance obligations in the following manner:

· The mortality, the longevity, the lapse and the life catastrophe sub-module require a determination of the obligations that are stressed in the scenario calculations. The draft measures envisage a look-through onto the insurance obligations underlying the reinsurance obligations in order to determine the scope of the stress.
· The expense risk module should capture the expense risk relating to the expenses incurred in servicing the reinsurance contract. However, where the reinsurance contract transfers the expense risk of the cedent to the reinsurer, this risk should also be taken into account.
· A reinsurance obligation may include two types of lapse risk: the risk that the cedent exercises options included in the reinsurance contract and the risk that the lapse risk of the underlying insurance obligations is transferred to the reinsurer. Based on the assumption that the first type of risk is not material, the lapse risk module in the draft measures captures only the latter type of risk. If this assumption constitutes a significant deviation from the risk profile of the insurance or reinsurance undertaking, supervisors can make use of the additional measures foreseen in the Framework Directive for such a situation (capital add-on, partial internal model).  

· In order to make the mass lapse component of the lapse risk sub-module applicable to reinsurance obligations the factor-based approach of CEIOPS' advice was changed to an equivalent scenario-based approach. 

Contact: Lars Dieckhoff, Telephone: 68640, lars.dieckhoff@ec.europa.eu
3. Undertakings in difficulty or in an irregular situation - Factors to be taken into account when allowing an extension of the recovery period and the maximum appropriate period of time (Article 143)/Rev1
The draft level 2 measures on undertakings in difficulty or in an irregular situation have been revised on the basis of MS and industry (CEA and AMICE) written comments received after the SEG meeting on 8 March 2010. 

The Commission services thank all delegations who provided comments on the first version. We have sought to take these comments on board wherever possible. In particular we have taken on board each comment of a pure drafting nature whenever it was improving the readability and drafting of the text. Comments related to the substance have been taken on board where appropriate. 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 majority of Member States agree with the proposed approach. Against this background we decided to keep the proposed structure of the first version.

However, a number of delegations (FR, LUX, HU, LIT and the CEA) explicitly or implicitly asked for a definition of the concept of "exceptional fall in financial markets", while another delegation (NL) suggested that EIOPA shall decide whether there is a trigger event for the extension of the recovery period with regard to the various business lines (life, non-life, reinsurance etc.). Two delegations (GE, PT) suggested that further guidance should be provided at level 3.

Based on these comments and given that the mandate for implementing measures contained in Article 143 first subparagraph does not provide sufficient scope for a definition of the term "exceptional fall in financial markets" the Commission services are investigating the possibility of proposing an amendment to the level 1 text by means of the draft Omnibus II Directive. This amendment would  propose that in order to ensure a harmonised approach to determining when there has been "an exceptional fall in the financial markets" which triggers an extension to the recovery period allowed for breaches of the SCR, EIOPA should be made responsible for making this determination upon request from the supervisor concerned. In addition EIOPA shall regularly review this decision and determine the discontinuation of the exceptional fall in financial markets as soon as appropriate. 

Against this background most other changes made to the text are self-explanatory. The Commission services stand of course ready to provide any clarification necessary at the forthcoming meeting. In order to summarise the main changes and to facilitate the reading of the modifications proposed by the Commission services, please find hereunder brief explanations to the relevant Articles/Recitals:
Recitals:

· Recital 1 has been reworded in order to make clear that the maximum period of time of the extension period is 21 months and not 30 months, the latter being the cumulative timeframe under Article 138 (3) and (4).

· Following the proposal of a Member State the Commission services inserted "potential procyclical effects, the developments of the financial markets" and "the existence of a reliable recovery plan".

Article ERP1:

· As set out above, the Commission services are investigating the possibility of using  the Omnibus II Directive to suggest that EIOPA shall determine the exceptional fall in financial markets. A supervisory authority may only extend the recovery period under Article 138 (4) following a respective determination by EIOPA at the request of the supervisory authority concerned. 

· As spelt out in Article 138 (4) second subparagraph the extension shall be subject to the existence of a reliable recovery plan. Moreover CEA suggested setting out the maximum time period for supervisors to notify  their decision.

Article ERP2:

· Following suggestions by delegations the wording has been streamlined.

· At the request of one delegation a specific paragraph has been inserted which requires supervisory authorities to also take into consideration the availability and appropriateness of guarantee funds. 

Article ERP3:

· The (new) paragraphs 1 and 2 mirror relevant references in Recital 2.

· The (new) paragraph 8 has been deleted because its content is expressed more clearly in the new paragraph 2 now.

New Article ERP4:

· As suggested by the CEA a new Article has been inserted allowing for adjustments of the recovery period. 

Contact: Kathrin Blanck-Putz, Tel: (+32-2) 29.63.065, kathrin.blanck-putz@ec.europa.eu
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