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Brussels, 9 February 2006
CEA’s Comments on the CEIOPS’ Draft Answers to the ‘Third Wave’ of Calls for Advice 
General comment

CEIOPS has released its draft answers on the third Wave of calls for advice. This, together with the response on Wave I and Wave II represent an important piece of work on a complex range of issues that will certainly require further debate.
Overall Framework:
The CEA comments to the draft answers to the third wave of calls for advise follow the line of arguments also put forward in connection with wave one and two: The CEA favours a truly risk-based Solvency II system. In our view this necessitates an economic approach to Solvency II having as key elements
:

· Pillar I Solvency Capital Requirements should be based on a total balance sheet, market-consistent value based approach.  This means that:

· All assets and liabilities are valued based on a market value where one exists and, where not, on projected best estimate cash flows valued using market-consistent techniques.
· Available Solvency Capital is defined as Market Value of Assets minus Market Value of Liabilities (MVL)

· Solvency Capital Required (SCR) is defined as the value at risk over one year to a 1 in 200 confidence level, taking into account diversification across the risks and risk mitigation in place. In other words, it represents  the amount of assets needed on top of technical provisions calculated on a market-consistent basis (and therefore including Best estimate + Market Value Margin (MVM))  to ensure that there will be sufficient assets to cover projected technical provisions (BEL + MVM) in one year's time in 99.5% of the cases.
· The valuation of assets and liabilities and the SCR can be determined either by approved internal models or by a Standard Approach, in either case the core principles above are the same but clearly the Standard Approach will be more approximate and therefore more conservative.
· While Pillar I and the SCR will be based on a one-year value based approach, any risks not taken into account in Pillar I should as a separate requirement be taken into account in Pillar II
.
· All three Pillars should be sufficiently harmonised so that it is the nature of the business and the risks that determines solvency and reporting requirements and not the location of the company.
· There should be no prudence included on top of the market value of liabilities to cover the risk that the actual values over time vary from the current market value estimates – it is the purpose of the solvency capital requirement to cover this risk – a mixed approach where some risk is put within the valuation of liabilities or assets and some within the solvency requirement will not work for an industry as complex and varied as the insurance industry and is likely to have a range of unintended and inappropriate consequences including reducing transparency, creating excess capital burden and encouraging solvency arbitrage. 

· We recognise that for regulatory intervention in extreme situations there is a need for absolute legal certainty and prudence. However, we believe these issues are covered by the role of the Minimum Capital Requirement, MCR, rather than impacting the valuation of economic liabilities.  

· While it is important that the accounting definition of liabilities and that used for solvency are consistent and reconcilable it should be recognised that  they may not be the same – accounting considerations should not affect the definitions used for solvency calculations.
This constitutes a coherent package. As such, significant deviations from key aspects of our suggested approach might affect the remainder of our comments. 

In addition, these are CEA’s views at the current stage of the project. As our work develops, some of these views may evolve.
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1 Executive Summary

We would like to draw your attention to some key elements of our comments on the CEIOPS’ draft answers on the “third wave” of Calls for Advice:

· The eligible elements to cover the capital requirements must be consistent with an economic approach in which the capital requirements are calculated based on a total balance sheet market-consistent value based approach.

· There should be no artificial limits on the eligible elements of capital unless these can be  economically justified.
· It must be recognised that diversification benefits are fundamental to insurance operations and all forms of diversification including group diversification should be included as part of the Solvency II framework.
· Co-operation between supervisory authorities should result in convergence of national supervisory working methods. In addition, CEA strongly believes that for insurance groups a single lead supervisor should form the cornerstone of the supervisory system. CEA supports the appointment of a lead supervisor in each co-ordination committee at inception. This appointment should be on a systematic basis for any group which is not a pure local player.
· The risk of procyclicality in the new system might be reduced by using a two tier approach (with the MCR and SCR) and a range of regulatory proportionate intervention between these tiers.

· The risks of procyclicality can increase if the solvency framework would not be based on an economic approach.
· CEA believes that differential treatment of companies should be based on levels of risk. For companies which can demonstrate lower risk the principle of proportionality should  apply (‘same principles, different execution’).   

These comments are discussed further in the following sections. We however note that it is difficult to comment on the proposed structure until the details of the framework are better defined.

2 CFA 19: Eligible elements to cover the capital requirements
· Eligible elements of capital cannot be considered in isolation and must be considered in the context of the overall Solvency framework as described in the introduction. Furthermore the following elements should also be mentioned:
· Under an economic approach, the capital requirements are calculated based on a total balance sheet, market-consistent value based approach taking into account the risks of the assets and liabilities and their interactions.
· In such a system, prudence in the technical provisions will have no impact as the capital requirement targets economic liabilities without allowance for prudence and any prudence is recognised as part of the available capital.
· The assessment of financial risks, as described in § 19.11, should only be part of the assessment of capital requirements, not of the assessment of eligible capital. Otherwise such an approach could potentially lead to double counting as it would lead to  a capital charge and restrictions on eligibility at the same time. 

· The eligible elements to cover the capital requirements must be consistent with the economic approach described above. The eligibility of capital for solvency purposes should therefore be based on the underlying economic characteristics:
· The underlying principle for qualifying eligible capital elements should foremost be the economic ability to absorb risk when required (as indicated in the SCR calculation).
· Other criteria as described by CEIOPS in § 19.14 and § 19.16 should be discussed. 

· For example, unrealised gains and hidden reserves should be treated consistently in the value of assets, liabilities and available capital.
· CEA recognises that for accounting purposes the valuation of assets and liabilities may be different from an economic approach. In such a case, adjustments may be needed to the accounting balance sheet in order to make it suitable for prudential purposes (§ 19.138). 

· The details of the mechanism to be used to derive the eligible elements (e.g. prudential filters based on the accounting framework as in §19.22 and §19.139) is still to be decided but we note that any such mechanism must be fundamentally consistent with the underlying economic approach.
· We would expect any such mechanism to be applied consistently across jurisdictions. 

· CEA supports the alignment of banking and insurance principles where the principles are economically justified and appropriate for insurance (§19.143). This should include:
· Recognition of recent financial innovations like hybrid capital and deeply subordinated debt with financial features (junior ranking, permanence of capital, discretionary payment of interest, loss absorption mechanism) for eligibility purposes
· Clarification on types of instruments included under denominator “innovative financial instruments”

· We note that onerous limitations on the structure of hybrid capital (for example the elimination of step ups discussed in §19.45) would compromise the ability of the company to raise capital at favourable prices.
· However, we challenge the concept of limits and tiers which leads to arbitrary thresholds and rules contradicting the economic principle.

· There should only be limits on the eligible elements where these can be economically justified (although the needs and details of any such limits are still to be discussed).
· Limits should not be based on arbitrary levels, e.g. fixed percentages.
· We challenge the assumption that there necessarily needs to be a difference between the company and supervisory assessment of eligible capital (§19.167) as both should be based on an economic approach and risk absorption capacity and permanence of capital.
· In relation to the Suggested Categorisation of capital elements (§19.46 to §19.60) we make the following observations:
· Under an economic approach, the value of the policyholder liabilities will allow for future profit sharing and the cost of any embedded options and guarantees
· This approach has implications for calculating for the capital requirements:

· In deriving the capital requirements, the ability for the future profit sharing to absorb potential risks in adverse circumstance must systematically be taken into account This would include the management discretion to realise gains as part of the future profit sharing.
· In such a case, we would expect that any unallocated policyholder assets will be eligible to meet the capital requirements of the fund.
· In many profit sharing products , shareholders are entitled to a share of the distributed surplus. This shareholder share should be included as an eligible element of capital providing that it can be explicitly quantified, independently of existing practices under national law (§19.35).
· The following is a simple example to illustrate some of the points discussed:
	
	
	Base
	
	Stressed
	
	Impact

	Market value of assets
	
	1000
	
	800
	
	-200

	
	
	
	
	
	
	

	Policyholder Guaranteed Benefits
	500
	
	500
	
	
	0

	Policyholder Future Profit sharing (Variable)
	450
	
	320
	
	
	-130

	Total
	
	950
	
	820
	
	-130

	
	
	
	
	
	
	

	Net Economic Value
	
	50
	
	-20
	
	-70


· In this simple example, the reduction in the value of assets of 200 is transmitted to both the liabilities (130) and the net economic value (70).
· In calculating the risk absorbing ability of the liabilities in stressed circumstances we would take into account any reinsurance hedge or other risk mitigation that might be in place, including both traditional and non-traditional forms of risk transfer on both assets and liabilities regardless of the legal or accounting form.
· The reduction in net economic value of 70 only requires an additional 20 to cover the capital requirements as the starting net economic value is 50.
· The additional 20 may be met by a combination of pure equity, quasi or hybrid equity and other approved instruments.
· Further consideration is also required on the “tier” structure described (§19.49 to §19.59, § 19.144 to § 19.149). However we note:
· Any separation of eligible capital into different categories must be based on the economic ability to absorb risk when required (although any such categorisation is still to be discussed).
· A “cut and paste” of the banking requirements will not be acceptable in the context of a truly risk-based approach. The banking requirements in general are not appropriate for the future solvency regulation of the insurance sector, since those requirements are not economically founded and are not truly risk oriented.
· There should be a process  for items which may require prior supervisory approval (“so called tier 3”). This process needs to be open, transparent and consistent across Europe.
· Supervisors should not consider such discretionary powers as a means to override other elements of the Solvency framework.
· CEA believes that diversification of risk is a key component of risk management of an insurance company and all forms of diversification including group level diversification should be included as part of a Solvency II framework.
· CEA supports the work performed by the CRO Forum in developing its core principles in relation to diversification in its document “A framework for incorporating diversification in the solvency assessment of insurers”. One possible mechanism for group level diversification is to increase the available group capital support at the solo entity level (§19.109):
· This option requires further investigation but appears to have certain desirable features and provides a workable, pragmatic and supervisable solution.
· We note that in the current directives, uncalled capital is already allowed and so, the downstreaming of the group support to the individual entities (§19.160) simply represents a refinement to current practice.
· CEIOPS suggests that  contingent capital, like letters of credit, members’ calls by a mutual non-life insurer and the unpaid element of a partly-paid equity or foundation fund should be categorised as “Tier 3” (§19.57). 
· To the extent that such capital requires supervisory approval, the supervisory approval process should be transparent, economically based and consistent across Europe.
· We also believe that this capital support should reflect a higher quality if certain criteria can be met, for example, formalised agreements for capital support from a highly rated financially robust parent company. Likewise, certain criteria could be met to ensure that mutual companies can raise capital from members.
· As the method for calculating capital requirements has not yet been defined (see also § 18.45). it is difficult to comment on the  proposed ‘transferability of capital’ requirement (§ 19.85)
. 
· While recognising that regulatory arbitrage should be avoided (§ 19.143) it is important that the eligible elements reflect the underlying nature of the business and that various ownership structures are not hindered by restrictions on eligible capital elements.

· We believe the Lead Supervisor is better placed to handle issues relating to eligible elements for groups. See our response to Call for Advice 20.
3 CFA 20: Co-operation between supervisory authorities
· In general, CEA supports the concept of co-operation between supervisory authorities as well as the intended resulting convergence of national supervisory working methods.
· CEA strongly believes that for insurance groups the lead supervisor should form the cornerstone of the supervisory system. 
· CEA supports the view that for every insurance group a single lead supervisor is systematically appointed. This lead supervisor represents a single point of contact for the insurance group and will be responsible for amongst other things, supervising group solvency, approval of internal models and assessing group level diversification benefits and potential reallocation to the solo entities.
Further information on the role of the lead supervisor is provided in the CEA position paper on CEIOPS Consultation Paper No. 6 – Possible Need for Amendments to the Insurance Groups Directive (available from www.cea.assur.org).

· Care should be taken to ensure that there is no duplication of effort between group and local supervisors and that there are systems in place to resolve any disputes arising arising between the companies and their supervisors or between supervisors for group matters.

· We do not agree that the capital eligibility at group level should be constrained by the local supervisory authorities as described in §19.157. The lead supervisor is in a better position to analyse the group solvency position. 

· Areas that are likely to require supervisory co-operation include approval of internal models, allowance for diversification and capital allocation within a group. To this end:
· CEIOPS members should be encouraged to start working with their industry as soon as possible to acclimatise and prepare for supervision with internal models
· Supervisors develop a central resource of European expertise so as to facilitate an efficient model approval process.
· This might include a database of “pre approved” modelling techniques and methods which could be fast tracked for approval.
· This should also include a team of European technical experts which would assist local supervisors in analysing internal models of large groups. This team must be in place before establishment of Solvency II legislation. At least the enacted directive should grant the possibility to assess the benefits of internal models before national transposition.
· This would be particularly helpful for jurisdictions where modelling techniques and supervisory knowledge are not yet well developed.
· The framework Directive should include principles on information-sharing and co-operation with supervisors from third countries. (§ 20.6). Special attention must be paid to the role of third country supervisors in relation to group issues. 
· It must be possible to extend the mechanisma of co-operation between group supervisors and local supervisors under Solvency II to third countries having an equivalent solvency system.
· In line with existing EU insurance directives (e.g. article 50 in the Reinsurance Directive) agreements with third countries must be possible under Solvency II. 
· Care is required to ensure that the co-ordination of input from local supervisors is efficiently organised and does not impede an efficient process for model approval.
· It would not be acceptable if decisions approved by the lead supervisor are de facto overridden by local regulators in the form of additional capital requirements under Pillar 2 or even the request for the use of a Standard Formula or a separate internal model (§ 20.62/§ 20.116). We expect that Pillar II add-ons will not be applied extensively, i.e. they should be used as an exception, not as a rule. This requires that standards for good governance and risk management are well defined and achievable. Capital add-ons under Pillar II should be limited to very specific cases, after a reasonable delay left to the companies to take corrective measures. Decisions on add-ons should be taken at the group level, under the responsibility of the lead supervisor and only after discussions with the company.
· We will provide comments on the guidelines to facilitate co-operation between group and solo supervisors when these become available.

4 CFA 21: Supervisory Reporting and Public Disclosure
· The details of supervisory reporting and public disclosure are still to be considered. We have therefore limited our response to high level comments:
· For insurance groups we support a common supervisory format at the European level. CEA considers that a common format for reporting would avoid extra reporting costs. Moreover, for insurance groups lead supervisors should have a key role in gathering and co-ordinating supervisory reporting at group level.

· There could be a difference between the economic value of assets and liabilities used for Solvency purposes and the accounting values

· In such a case, management should be able to reconcile the values of assets and liabilities used for solvency purposes to those used for accounting purposes.
· The supervisory reporting regime should allow for a smooth evolution as companies move from a standard approach to partial models and finally to internal models.
· In terms of public disclosure:

· We expect public disclosure will be at a suitably aggregate level and based on IFRS requirements if possible.
· Disclosure requirements would exclude commercially sensitive information.
· We expect the confidentiality of interaction between supervisor and insurance entity to be respected.

5 CFA 22: Procyclicality
· In many countries, the insurance industry comprises a sufficiently influential position in both the financial services sector and the wider economy so that the impact of procyclicality will be a concern.
· However we believe that there are some mechanisms within the new solvency framework which can help mitigate the potential impact:
· An economic risk sensitive approach for Solvency II will take into account a number of risks (plus associated risk mitigation and diversification impacts) which are not currently part of Solvency I.
· A solvency framework based on an economic approach will encourage good risk management.

· This focus on risk management should in the longer term result in companies adjusting their product offering / risk retention where the value added is inconsistent with the capital required.
· Not all companies will operate at the minimum required capital level. 

· Companies may have own internal objectives for example targeting a particular rating. As a result, not all companies will necessarily be in danger of regulatory breach at the same point. 
· Other mechanism that might reduce the impact of procyclicality in the new system include:
· Using a two tier approach (with the MCR and SCR) and a range of regulatory intervention between these tiers
· The difference between the SCR and MCR should be sufficient to allow a scale of intervention.

· The intervention should be proportionate to the level of control level breach and might range from soft principles based intervention, for minor breaches of the SCR, to a harder rules based approach as the MCR is approached.

· Sufficient time should be given to allow companies to restore its position if it falls below the SCR.

· The rules should steer the company to reduce its risk exposure as the MCR is approached.

· This avoids “cliff edge” requirements while allowing timely supervisory interaction commensurate to the situation.
· We do not however support any intervention level in excess of the SCR (§22.46).

· For the system to function sufficiently well, a certain level of flexibility  will be required by supervisors when intervening between the SCR and MCR
· Guidelines as to the intended supervisory actions is helpful for companies to understand the consequences of supervisory breach. However, it is equally important for supervisors to understand the reason for the breach.
· This requires dialogue with the companies and should allow supervisors to identify one-time rare events or short-lived fluctuations that require special consideration.
· Supervisors should be sufficiently flexible to recognise events which cause difficulties across the entire insurance sector and adapt their response accordingly.
· The risks of procyclicality can increase if the solvency framework would not be based on an economic approach (for example companies may be forced to de-risk much earlier than economically justified if forced to target arbitrary levels of prudence).
6 CFA 23: Small undertakings
· CEA believes that differential treatment of companies should be based on levels of risk (§ 23.35).
· We would support the current exemption regime to the extent that this is based on underlying risk factors, for example, undertakings which can demonstrate no risk such as pooling organisations should be exempted from the Directive.
· For other lower risk businesses, lighter requirements in the context of a risk based approach may be appropriate.
· We do not believe that smaller companies should be exempted from the Directive based solely on premium income (§ 23.35).
· Premium income by itself is not necessarily an indicator of the risk profile
· Exempting companies from the directive in favour of domestic standards is not consistent with the aim of European harmonisation. We note that the exemptions in the current legislation are not applied consistently across Europe (§ 23.37). 
· As a result, CEA believe the Solvency II framework should be applicable for all market segments, including small undertakings (with appropriate lighter requirements for companies which can demonstrate lower risk).
· With regard to the lighter requirements previously discussed:
· We refer to the principle of proportionality where companies with lower risk would be subject to ‘same principles, different execution’ (§ 23.38/§ 23.39). 

· To this end, some high level principles elaborating on the concept of proportionate regulation would be welcome.
· Process of demonstrating that lighter requirements are appropriate should be kept as simple as possible.
· Lighter requirements should ensure that the recognition of risk transfer is not compromised as this is often very important to smaller companies (§ 23.51).
· Risk reporting based on an economic approach should be aligned with good management practices and therefore should not create undue administrative burden (§ 23.42).

*

*      *
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� We refer to the document “Solutions to major issues for Solvency II, joint submission by the CRO Forum and CEA”, issued 10 January 2006, which includes a concept of cost of capital as one solution for a Market Value Margin.


� Note that failure to meet such requirements (should they be necessary), should be tackled firstly by requiring adequate action by the company.  Any capital add-ons within Pillar II will need careful design and implementation in European legislation to ensure adequate harmonisation





� To this end it could be encouraged for CEIOPS to evaluate the method proposed in the Swiss Solvency Test to allow for capital within subsidiaries when assessing group solvency.
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