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DRAFT

DRAFT 03 June 09


To:
[CEIOPS]

CC:

[EC]

Reference: 
ECO-SLV-09-239
Subject: 
CEA key comments on the consultation papers CP26 to CP37 
Brussels, 3 June 2009
Dear [ ],
Thank you for giving the CEA the opportunity to comment on your Consultation Papers 26 to 37 for the Level 2 Implementing measures for Solvency II. The industry appreciates the high quality of the work done to date on Solvency II and the constructive dialogue it has had with CEIOPS.
The industry also welcomed the opportunities to discuss some of the issues included in this first wave of 2009 draft advices before the formal consultation period was launched. This was an efficient way to identify and address concerns in advance which is particularly crucial given the tight deadlines stakeholders have to work with to ensure that the scheduled implementation date for Solvency II is maintained. The CEA would like to encourage CEIOPS to work closely with the industry now and over the next important phases to help ensure that the final implementing measures are appropriate. 

This letter provides an overview of some general comments, which are applicable for the first wave of Consultation Papers. Key comments that are specific to each Consultation Paper are included in Annexe A.
It should be noted that the comments in this document should be considered in the context of other publications by the CEA listed in Appendix B. These documents together constitute a coherent package. As such, the rejection of certain elements of our positions is likely to affect the remainder of our comments.

In addition, these are CEA’s views at the current stage of the project. As our work develops, these views may evolve depending in particular, on other elements of the framework which are not yet fixed.  

The CEA looks forward to continuing its constructive dialogue with CEIOPS and we are happy to discuss the details of our response with you at your earliest convenience.

Yours sincerely, 

Alberto Corinti

CEA Deputy Director General / Director Economics & Finance

General comments
Harmonisation is a key objective of Solvency II
Harmonisation of the treatment of (re)insurers across the EU is a key objective of Solvency II. It will reduce duplication of effort, increase competition and product innovation. This will to a great extent be dependent upon how Solvency II is implemented and in particular on what is and what is not included in the level 2 and 3 implementing measures.  

In the regard, we believe it is critical to strike a balance between: 

(a) A principle based approach which allows for the flexibility to ensure that it does not create inappropriate restrictions on the way insurers run their business and it can allow for innovations to the industry, and 

(b) The harmonisation needed to ensure that a level playing field is established across the EU as well as ensuring that cross-border insurers can most efficiently operate.
We feel, the division between what is to be included in level 2 and what is intended for Level 3 has been left unclear in many draft advices so far. In many cases we have taken the opportunity to express the industry’s position in this area on the first wave of CPs. Going forward, we would like to further contribute to the debate of what is best for striking the right balance between a principle based approach and the enhanced harmonisation Solvency II should achieve. 

We are concerned that the advices are driven by an excessive reaction to the recent turmoil
The CEA is strongly convinced that in the field of insurance prudential regulation the best reaction to the recent turmoil is to complete and put in place the Solvency II regime as expected.

The CEA is aware that some lessons should be drawn from the recent turmoil but at the same time is concerned that the draft advices from CEIOPS are driven by an excessive reaction to contingent market issues and lead to solutions which are not necessarily in line with the fundaments of the new regime and the principles crystallized in the Framework Directive. This is the case for many of the concerns expressed in our detailed comments and highlighted in Annexe A to this paper.
On the other hand, we believe that recent events have demonstrated how essential it is to deal with the issue of pro-cyclicality appropriately. The potential pro-cyclical effects of prudential regulation need to be carefully considered before requiring from undertakings to take forced actions where capital markets are impaired. We believe Solvency II and notably the supervisory ladder of intervention between the MCR and SCR have been designed for that purpose and should allow supervisors to carefully assess the impact of distressed market conditions on the eligibility of own funds and counterparty default risk as explained in our responses to CP28 and 29. Indeed, as much as forced sales of assets or hedge positions in illiquid markets should not be imposed by the regulator, also reduced available capital due to distressed asset prices within an impaired liquidity environment should also not require immediate regulatory intervention.
Proportionality should be sufficiently considered
We note that the application of the proportionality principle has not been sufficiently taken on board this first wave of CPs on level 2 implementing measures. Instead, we understood that the application of the proportionality principle across Pillar I, II and III will be left to the third wave of CPs expected to run after the summer 2009.

The CEA strongly believes that the appropriate application of the proportionality principle is key for the successful implementation of Solvency II. We would expect that a large number of the insurance companies would want to apply this principle by using simplifications, for their business or parts of their business. This is because, we expect that many low risk profile companies do not need to carry systematically sophisticated calculations and to this end it is crucial that this principle is addressed accurately. It is crucial that with the application of the proportionality principles Solvency II does not become an overly burdensome administrative task for SMEs and undertakings with less complex businesses.
We are concerned that there will not be enough consideration given to the application of the proportionality principle if this is all left to the third wave of CPs. We strongly encourage CEIOPS to provide more opportunities to address the application of the proportionality principles in each relevant CP going forward and invite regulators and the European Commission to consider the industry’s recommendations with respect to the application of the proportionality principle on the first set of CPs as set out in our detailed comments.
ANNEXE A
Specific comments to CP 26 to 37
CP26 – Best estimate methodologies

· The selection of the appropriate model to use should consider the nature, scale and complexity of the risks
Stochastic models should not by default be required to calculate life or non-life technical provisions. It is important to apply the principle of proportionality to the decision of what method to use, which includes consideration of not only the nature and the complexity of the risk but also the scale. We note that Para 3.14 considers only the nature and complexity of risks and there appears to be no mention of the scale criteria.

It may be that stochastic models or simulation approaches are the most relevant for determining the Best Estimate when policyholder options and guarantees exist. However, in the majority of other cases, stochastic methods may not add accuracy to the calculation of the expected value needed for the Best Estimate.

· The insurer should be in the best position to choose the most appropriate method 

It is the responsibility of the insurer to determine the most appropriate methods for the calculation of the Best Estimate. The insurer will disclose and justify their choice of method. 

As a result we do not believe there should be excessive restrictions on the methodology the insurer can use.

· Current best practices should not be considered as simplifications
CP26 as it currently stands would lead to a preference for the use of stochastic models, implying that companies will have to justify the use of deterministic methods. We would be concerned if the deterministic approaches which are currently considered best practice for non-life insurers were to be considered simplifications or proxies under Solvency II. As a result, we request that the paper considers life non-life and health business separately and that the paper should not attempt to find one technique which would be appropriate for all types of business.

For the section on non-life business, we suggest that a more suitable starting point would be the report by the Group Consultatif: "Valuation of Best Estimate under Solvency II for Non-life Insurance" Interim Report 11 November 2008.

CP26 – Segmentation
· [to be completed]
CP28 – Counterparty default risk

· The calculations are too complex
We are concerned that the calculations need substantial simplification, particularly in relation to the LGD where there are a large number of counterparties. 

The CEA response to the CEIOPS paper on LGD [reference/date] outlined several suggested simplifications for the calculation of the LGD which we understood that CEIOPS accepted, however they were not included in this advice.  We would encourage CEIOPS to include these simplifications in further advice on this topic. 
· Clarification is requested on the thresholds between type 1 and type 2 risks
The segmentation into type 1 and type 2 risks is good step forward, however, we request further clarification of the thresholds to apply to split counterparties between type 1 and type 2 exposures.
· Deterioration in credit standing (or downgrade) is only implicitly considered
We understand that deterioration in credit standing (or downgrade) is implicitly considered, but there is no implicit consideration of this issue. We have assumed that this risk has been implicitly allowed for in the illustrative calibration parameters.  However, it is not clear that this risk could be rigorously allowed for in the calibration of the proposed “ter Berg” model, as this is driven by default rather than downgrade probabilities.  
CP29 – Ancillary own funds

· An arbitrarily limited approval period is not appropriate
We strongly believe that an arbitrarily limited approval period for the recognition of ancilliary own funds (??) is not appropriate. Continuous re-approval will introduce volatility. We believe that in cases where there have been no material changes in circumstances since the previous supervisory approval of Ancillary Own Funds, then these should remain approved. Only when the supervisory authority is informed (or observes) that the ability of the counterparty to pay has altered, should the approval of the Ancillary Own Funds be subject to review.
· Capital should not be required for off-balance sheet items
We are strongly opposed to capital requirements for off-balance sheet assets recognised as ancillary own funds. We agree with the interpretation that the Level 1 text keeps ancillary own funds off the solvency balance sheet until they are paid in or called up.
Ancillary own funds should be valued on economic basis which recognises risks such as counterparty default risk on an expected value basis. Further allowance for counterparty default risk or any other risks bared by these instruments, above the one already made on an expected value basis, is made by limiting the amount of AOF that can be used as eligible elements of capital to cover the SCR through the tiering system as defined in Level 1.

CP30 – Future premiums

· The CEA supports the “Insurance Contract Boundaries” concept
As stated in our correspondence with the IASB
, the CEA’s position on future premiums is as follows: 
“The boundary of a given contract is defined by the cash in-flows that are expected to fall within the contract’s term. For these purposes the term of a contract is the shorter of the contract’s life and the point, if any, at which the policy can be freely re-priced by the insurer at the individual policyholder level ,( i.e. up until the point at which the insurer has the ability both to reassess the risk profile of the individual policyholder and change the price for an individual without contractual constraint.) Once the contract boundary has been established then the measurement of the insurance liability should take into account the expected value of the cash in-flows to be received within the contract’s term. The claims and costs associated with the contract as defined should also be reflected in the liability valuation on an expected value basis.”
· The treatment of options and guarantees for contract renewal should be symmetric
The CEA strongly disagrees with the proposal by CEIOPS to include only the expected future cash flows from those options and guarantees for contract renewal that are expected to produce losses and ignore those that are expected to produce a profit. The reasons for this are as follows:

· The assumption contracts Article 76 (2) of the Level 1 text, to require inclusion of all future expected cash in-flows and out-flows.

· The assumption is not in line with the economic reality - which is thus against an economic approach and is not in line with the assumptions would be used by a 3rd party when pricing the insurer’s business.

· The SCR takes account of uncertainty in the Best Estimate – extra prudence should not be taken into account within the Best Estimate. 

· Experience shows that policyholders cannot be assumed not to take-up profit-making options - this should be taken into account in the BE.

· This requirement may cause practical difficulties for insurers.
CP31 – Financial mitigation techniques

· There should not be a restrictive application of the “prudent person principle”
The philosophy behind Solvency II is not to restrict eligibility of assets. We are concerned that there appears to be a more restrictive application of the “prudent person” investment principle in the treatment of assets considered when being used as “financial mitigation techniques”. Such an approach could lead to inconsistencies between the treatments of different instruments. 

· Instruments should be appropriately recognised in the SCR
All financial mitigation techniques should be fully allowed for on an economic basis. The consultation paper implies that instruments which do not meet the five principles (which?) in full will not generate reductions in capital requirements. We strongly believe that the effect of all financial mitigation techniques should be recognised in the SCR (as well as in the Best Estimate). Correspondingly, all restrictions in the risk mitigation effects provided by these instruments should also be taken into account in the SCR (as well as in the Best Estimate). 
Furthermore, we have concerns with CEIOPS proposals that financial mitigation techniques are completely ruled out of the SCR if there is a material basis risk (in what?), or if the assets do not perfectly match the exposures of the undertaking.
CP32 – Future management actions

· Flexibility and judgment is essential in the modelling of management
For the purposes of calculating Best Estimates and the SCR it is important to have an understanding of the management actions that the insurer is expecting to use, however these should not overwrite the reactions of the insurer under exact scenarios where the protection of the policyholder and the ongoing viability of the insurer are important considerations. The insurer may have to react to each situation in an ad-hoc manner and this should not be restricted by the assumptions that it has used in determining its Best Estimates. 

Furthermore, it is important that management actions are defined in terms of principles only. Algorithms can be useful in terms of modelling but an over-reliance could be dangerous. Algorithms should be under regular review and it should be possible to amend these without excessive controls. It is also essential that insurers are able to apply proportionality in the use of management actions. In particular, the modelling of management actions should be weighed against the expense of setting up systems and the effect on capital requirements. Finally, it may not be appropriate to require the Board to sign off all management actions used in the best estimate calculations and particularly not the case that the Board should approve mathematical algorithms.
CP33 – The System of Governance
· The consultation paper should have more content on groups. 

Being part of a group has implications on the system of governance and we would like CEIOPS to reflect the economic reality of groups in its advice on governance.
· We strongly support the use of proportionality principle in the consultation paper.  

It is important that any requirements on the system of governance are sufficiently flexible to consider the particularities of different undertakings. However, in our view proportionality could be elaborated on further in the consultation paper. 
· Requirements on the system of governance should not lead to duplication of work and excessive administrative burden. 
Reporting requirements should not be duplicated and other requirements, for example fit and proper and written policies for all staff, should not cause excessive administrative costs. 
· Our preferred policy options on the actuarial function are:
· Paragraph 3.253 (option 2) We believe that the actuarial function should rely on technical standards that are widely accepted in the industry and the profession. 

· Paragraph 3.262 (option 1) In our view it should be left to the undertakings to decide the scope of the tasks individually. 

· Paragraph 3.283 (option 2) It should be up to the undertakings to decide the structure and content of the reporting. 

 
CP34 – Transparency and Accountability

· Article 30 and implementing measures relating to it should not lead to additional burden on supervised undertakings. 
The information disclosed by supervisory authorities should be based on existing information. 

· In our view in some areas more detail should be given in the advice at Level 2. 

Article 30 is essential for ensuring supervisory convergence. At present most of the detail is left to Level 3. In our view this is not always appropriate. In particular, we feel that section 3.33 (advice on the Supervisory Review Process) should be more detailed. The SRP is an area where there is considerable supervisory discretion and it would be helpful to have further details at Level 2. We agree with CEIOPS that the precise detail of aggregate statistical data should be left to Level 3. At the same time minimum requirements on the aggregate statistical data should be in the advice at Level 2. In the annex we have suggested a number of additional areas that should be included in the statistical data. 

· Supervisory authorities need to ensure that they do not disclose confidential information.
We agree with CEIOPS that aggregate statistical data can only be disclosed insofar as entity-specific data cannot be derived from it. However, this may be difficult in practice in smaller member states. Practical issues relating to confidentiality should be addressed and additional guidance should be given at Level 3 if necessary. 
CP35 – Valuation of assets and “other liabilities”

· IFRS should not be considered as the only possible set of valuation principles for solvency purposes 

CEIOPS recommends the adaptation of IFRS as reference framework for building an economic balance sheet under solvency II principles (coherent framework). We support this view. Nonetheless, IFRS is one but not the only possible set of valuation principles for solvency purposes. In particular for small and medium-sized companies it is necessary to consider the use of local reporting requirements if these can be recognised as equivalent to market consistent valuation. The objective is to ensure that the valuation meets economic principles and we cannot exclude that local GAAP may provide an appropriate proxy.

· More guidance is requested in relation to adjusting accounting figures to achieve an economic valuation

 It would be helpful if more guidance could be provided about cases when accounting figures do not provide an appropriate reference to adjust the accounting numbers to reflect an economic valuation.  In practice, it is unlikely in most cases that the company will have this information so it is not clear how the company would know that it needed to make an adjustment.  Secondly, it is not clear how significant the difference should be before an adjustment is required.  We would support the usage (albeit in a modified form) of the guidance on materiality from IFRS.

· Additional external verification should not be required on top of an auditor’s verification

We encourage CEIOPS to rely on audited financial statements, rather than imposing additional tests. The auditor’s confirmation of accounts should be sufficient for the external verification requirement in this context.
· Internal economic capital models should be fully used

Valuation should be generally based on the application of appropriate market measures.  For example, a life insurer may use its internal economic capital model to measure the defined benefit pension liabilities of its employees which may give a better market value of these liabilities than IAS 19. 
· It is important to consider how ongoing changes in IFRS will be taken into account

CEIOPS should give more guidance on how to deal with ongoing changes in IFRS and we would encourage CEIOPS to be wary of linking to the current IFRS without establishing a procedure to deal with any change in IFRS going forward. It would be important to ensure that if any change in IFRS standards (which currently appear suitable for solvency purposes) which moves away from alignment with economic principles would not mean that the principles used for Solvency II would also move away from economic principles.
CP36 – SPV

· The regulatory requirements should primarily aim at fostering an adequate risk assessment and management.

The current requirements should not needlessly complicate the establishment of SPV. As in the banking sector, it is more efficient to regulate the sponsor’s treatment taken under the risk transfer, rather than regulate the ‘form’ of the instruments used to realise the risk transfer.

We are concerned that the proposed documentation requirements are excessive when compared to the requirements for the banking sector within the CRD and to the already extensive documentation created to support a securitization.
CP37 – Approval of Internal Models

· The harmonisation of supervisory processes should be achieved without the use of prescriptive requirements
The approval process needs to be harmonised leading to a common standard of protection for all consumers in Europe regardless of the insurers‟ legal form, size or location. At the same time these processes should be as flexible as possible in order to correspond to companies‟ specific needs and the inherent dynamic nature of model development.
We agree that transparency and standardisation of processes will help to ensure supervisory convergence. In this regard, it is essential that supervisors commit to report overall statistics, minor and major changes rules during the year, best practices, approval time periods.

However, we feel that additional mechanisms should also be considered as ways to increase the degree of harmonisation of supervisory practices. These may include: 

· peer reviews and/or a mediation role for CEIOPS, e.g. in case of limited approvals or rejections

· expert exchange with the industry and other independent third-parties, e.g. consultants, auditors and scientific institutions

· Guidance on reasonable timeframes for each key phase of the approval process should be provided in Level 2 

We are concerned that in some cases the approval of internal models may take too long. The Level 1 text defines the overall timeframe for the approval process in Article 110 (4): “supervisory authorities shall decide on the application within six months from the receipt of the complete application”. We note that the proposed Level 2 text does not define further timelines. In particular, we believe that the options “stop the clock” and “restart the clock” for modifications done during the approval phase are not in line with the Level 1 text as they may unduly delay the process if no guidance on time limits is provided. It would help if supervisors could commit to reasonable timeframes for at least the key phases of the approval process.
· The approval of internal models for groups have to involve all relevant authorities under the coordination and leadership of the Group supervisor

We understand that this CP deals with the model approval process for solo companies and that specificities related to the approval of group internal models as set out in Article 229 of the Level 1 text will be provided in an addendum to CP37. We would like to point out that in this context it is not only relevant how the overall group model will be approved by the lead supervisor, but also in which way model of individual legal entities belonging to the group will be treated and how the collaboration between potentially various supervisors will be managed eg. how the approved group Internal Model will be used to calculate the solo SCRs. For groups it essential that the responsibilities between supervisors for the approval of an internal model are clearly defined.
ANNEXE B
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