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1. General

	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:

I have query regarding the updated version of the solo spreadsheet in the tab I.General cell D8. It seems confusing where certain types of companies would classify themselves. Would a reinsurance captive company be a reinsurance or captive? Also reinsurance is not classified by life and non-life so would a pure life reinsurance go in as life or reinsurance and would a non-life reinsurance go in as reinsurance or non-life?
	

	
	
	Answer:

The reinsurance directive (2005/68/EC) does not require that the authorisation should be granted only for life reinsurance or for non-life reinsurance. Therefore undertakings could be authorised to carry on business in life and non-life reinsurance activities. For QIS4 purposes, this means that undertaking which accept life or non-life reinsurance with no or only marginal direct business should classify themselves as reinsurance.
(Re)insurance undertaking matching the definition at the beginning of TS.XIII.B.39 should be classified as captive, whether or not they satisfy the criteria for applying the simplification defined in this paragraph.
	27/05/2008

	2
	
	Question:

We keep our accounts in dollars, but dollars cannot be chosen in the spreadsheet. Is it possible to submit the spreadsheet with dollar values filled in or do we have to convert all figures to euro? If we should convert, which exchange rates should be used?
	

	
	
	Answer:

It is up to national supervisors whether they accept submissions using non-Euro values. For them it is probably easier to aggregate the results if all participants use the same currency. If participants want to convert figures into Euro, they are advised to use the historic reference rates published by the European Central Bank (www.ecb.int/stats/exchange/eurofxref/html/index.en.html).
	13/06/2008

	3
	
	Question:

In tab I.Scenarios, column E, there are formulas in some input cells (e.g. E35, E41). Please either delete formula and leave cell format or change cell format to input cell.
	

	
	
	Answer:

The formulae used in these input cells are meant to deliver default values for nSCRs in different sub-modules. A non-life insurance firm which cannot use the risk-mitigating effects of future profit sharing should leave the values calculated in column E for MKTint, MKTeq and others as they are. Life insurance firms which can pass on losses incurred due to the simulated shocks should simply over-write the values in column E.
	19/06/2008

	4
	
	Question:

It is not clear which sign convention should be used in the I.Scenarios tab, cells D253:E253 and P251:P256. Could you please clarify?
	

	
	
	Answer:

Deferred tax liabilities should be entered as negative values, deferred tax assets should be filled in as positive values.
	19/06/2008

	5
	
	Question:

Please provide a solution how one can comment on various input figure in the spreadsheet, e.g. disclosing whether and what guidance from national supervisors has been adopted and what best effort approximations have been used.
	

	
	
	Answer:

Participants should provide such comments when answering the qualitative questionnaire. Comments in the spreadsheet itself should be avoided.
	19/06/2008

	6
	
	
	

	
	
	
	


2. Section 1: Valuation of Assets and Liabilities
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:

Prior to 1 January 2002, there was a monopoly on the Motor Third Party Liability (“MTPL”) insurance line in Slovakia. As from 1 January 2002, seven other insurers entered this market (and some more in subsequent years). The assets and liabilities related to the “old” MTPL business (prior to 1 January 2002) were transferred to Slovak Bureau of insurers (“Bureau”), an institution created (besides other purposes), for that purpose. MTPL-licensed insurers are the members of the Bureau. Already before the transfer, the understanding of the market was that the claim provisions created under the monopoly were not sufficient to cover the ultimate claim costs for claims incurred before the de-monopolization. The new entrants had to include the “deficit” in their business plan and to commit to pay for it to get a license.

Bureau booked the deficit as a technical provision (claim cost provision). It re-measures the value regularly at best estimate.

The Act on MTPL and the statutes of Bureau stipulate that the members will cover all liabilities from the monopoly in proportions equal to their respective market shares. Bureau is financed just by contributions from member insurance companies. There are also contributions to cover operational costs and some other activities of the Bureau, but according to the Act on MTPL, the members have to provide contributions to Bureau in case it lacks sufficient funds to fulfil its obligations under the Deficit.

Most of member companies create technical provision (claim cost provision) for their liability towards the Bureau. As of 31.12.2007 (not audited yet) the share of this provision reached almost 11% of total technical provisions in non-life insurance.

When taking into account the principle “substance over form” we believe that this is a reinsurance relation between Bureau and insurance companies. Problematic part of this system is that contribution amount and also technical provision amount for liabilities to Slovak Bureau of a Member Company depends on its current market share.

According to Paragraph TS.II.A.4 technical provisions are established with respect to all obligations towards policyholders and beneficiaries of insurance contracts. Should obligations towards Bureau be included in the best estimate or other liability?

Accounting statement of the Bureau is set in accordance with IAS/IFRS. On the basis of our analysis and analysis of auditors the Bureau is obliged according IFRS4 to create insurance provisions (technical provisions to claims from MTPL system -reported or not and claims from previous system -only reported). This provision is partly covered by receivables of insurance companies, which are members of the Bureau.
	

	
	
	Answer: 

From the perspective of the insurers this is not a reinsurance arrangement, but rather an impost which would only become payable if the undertaking continues to write more motor business in future years. It should be treated as a cost in the year it arises, or, more precisely, as part of the expenses of the business upon which it is levied. So a provision should be set up as the business is sold. That part of the deficiency that is expected to be met from a levy on future new premiums should not be treated as a liability.

Participants are invited to provide supplementary information about the potential future liabilities of motor insurers based on their projected local market shares
	07/05/2008

	2
	
	Question:

In the cash-flow world of Solvency II, there should be no deposits in the balance sheets. The fact that the ceding insurer has paid for the deposit is allowed for in the liabilities. Can you confirm this view?
	

	
	
	Answer: 

The contract should be regarded as a whole and all the cashflows arising under it should be considered. These may include refunds of deposit to the reinsurer in scenarios where provisions prove to be more than required and interest payments to the reinsurer where the provisions on which the deposit is based are not discounted (these will differ from the Solvency II provisions). 
In practice some firms might find it easier to look at the deposit and the recoverables separately. However, the interest payable on the deposit is unlikely to be the risk-free rate, so the value of the deposit will need to be adjusted for this.
For the purpose of calculating the non-life premium and reserve risk component of the SCR, the net provisions and net earned premiums should be calculated ignoring the existence of any reinsurance deposits. The existence of the deposit does not affect the transfer of insurance risk to the reinsurer. If net provisions are picked up from the balance sheet then reinsurance deposits do need to be shown separately. Cash deposits are deducted from recoverables as far as the counterparty default risk (and the expected losses on reinsurance assets) is concerned.
	07/05/2008

	3
	TS.I.A.6
	Question:

According to TS.I.A.6, the valuation of deferred taxes shall be based on the expected future cash-flows related to taxes. In case the insurer is not in run-off and such a situation is not expected either, shall the future tax cash-flows be projected on the assumption that the insurer is a going concern? Or shall the cash-flows always be projected under the assumption that the insurer goes into run-off after the valuation date?
	

	
	
	Answer: 

Future tax cash-flows should be determined assuming that the undertaking remains a going concern, unless it is already in run-off or run-off is expected. In practice, the assumption as to whether the undertaking remains a going concern or is already in run-off should have little or no impact on the determination of future tax cash-flows. However, in certain Member States, there may be some specific circumstances where the assumption made has an impact. Where this is the case, participants should inform their supervisory authorities in order to ensure that the QIS4 results are comparable and interpreted correctly.
	07/05/2008

	4
	
	Question:

Can I just confirm the term structure given on the CEIOPS’ website has an as at date of 31.12.2007? In other words, if I were to discount the payments to be paid in 2009, I should assume payments are made on average 1.7.2009, and hence interpolate the term structure of 1 and 2 years to get a discount factor to be used for 1.5 years?
	

	
	
	Answer: 

From a theoretical point of view, such an interpolation would be correct, though it is assumed that most firms will simply apply the 2 year interest rate to all cashflows received between 1 - 2 years from the reference date.
	29/05/2008

	5
	
	Question:

What is the difference between “Loans and mortgages” (cell D34) and “Bonds” (cell D28) in tab I.General? Why are loans and mortgages not part of the investments?
	

	
	
	Answer: 

Bonds would necessarily be transferable securities in accordance with Art 1(8) of Directive 85/611/EEC, as opposed to loans and mortgages. Under the heading of loans and mortgages in cell D34 also those instruments might be included which do not form part of the investment portfolio.
	03/06/2008

	6
	
	Question:

In the QIS4 workbook, we need a clarification in spreadsheet I.General, where tables 5.2 – 5.4 do not contain the relevant three columns (current bases figures, Solvency I figures and economic values figures) as in table 5.1, with the result that we do not know which figures to place in that single column. It seems that the right figures to be placed there are those of “economic values”, however this has to be confirmed by the relevant authorities.
	

	
	
	Answer: 

Tables 5.2 to 5.4 should be filled out using QIS4 valuations principles (cf. the check controls in the relevant tables).
	03/06/2008

	7
	TS.I.A.5
	Question:

Further guidance is needed with respect to the meaning of paragraph TS.I.A.5 based on which no value should be assigned for intangibles but for “cashable” items a value can be assigned. We believe that computer software (intangible item) should fall under this category of cashable items.
	

	
	
	Answer: 

According to TS.I.A.5, all intangible assets should be valued at nil for QIS4 purposes, regardless whether they are cashable or non-cashable. Participants are invited to disclose the accounting value of all intangible assets in tab I.General, cells D66:E69 in the solo spreadsheet. For those intangible which are considered to be cashable, also an economic value might be entered in cells F66:F69 of the same tab.
	03/06/2008

	8
	
	Question:

QIS4 spreadsheets ask participants to complete balance sheets according to “current bases” as well as according to “Solvency I valuation principles”. Is “current bases” intended to refer to an accounting balance sheet or to a solvency balance sheet?

According to our local GAAP, the current accounting balance sheet can be considered as equivalent to Solvency I valuation. One participant would wish to fill the current bases inputs on the basis of IFRS accounting, as this is what the parent company would use for completing the group QIS4 exercise. What is your view regarding this request?
	

	
	
	Answer: 

“Current” and “Solvency I” column headers address the situation where an option may exist between IFRS and local GAAP for the financial reporting of companies on a solo basis, but a common reporting framework has to be used for the reporting to supervisors. The “Current” header should then be used for figures from the financial reporting framework and “Solvency I” for figures from the supervisory reporting framework.
When the supervisory returns are based on the same framework than the financial reporting framework, “Current” and “Solvency I” columns should be equal.
	05/06/2008

	9
	
	Question:

Assume a subsidiary that manages the investments in some external OEICS and UCITS. This subsidiary has an “equity value” of X million (i.e. the net value of assets less liabilities on a market consistent basis). However, they say that the “true” market value of their subsidiary would include the economic value (EEV) of the management of these external funds, and this would increase the value of the subsidiary to around 10X million i.e. 10 times higher. 
The latter valuation approach would seem to be consistent with the valuation methodology in TS.III.A, but is of course quite different to the value that would be given, if the subsidiary could be fully consolidated.
What is the intended valuation approach in QIS4 for valuing such subsidiaries (a) for the purpose of a solo firm’s calculation, and (b) for the purpose of the groups calculation?
	

	
	
	Answer: 

For the solo calculation, firms should assess the fair value of subsidiaries in accordance with insurance accounting principles. Participants are invited to comment on this valuation approach when answering the qualitative questionnaire.
	23/06/2008

	10
	
	
	

	
	
	
	


3. Technical provisions
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.II.B.32 – TS.II.B.35
	Question:

We have an issue regarding Future Premiums (para. TS.II.B.32 and following ones) and specifically footnote 14 (on para. TS.II.B.32), because it raises some confusion about whether one should consider future premiums on Annual Renewable Term Insurance or not. There was some explanation given beforehand to follow the CFO Forum wording and, therefore, to adopt an EEV perspective (this would lead to consider future premiums on Annual Renewable Term Insurance). But now we have a footnote stating that tacit renewals should not be considered. What is the meaning of the footnote? We believe there is a clear conflict between the ideas expressed in the different paragraphs as well as with previous explanations and the original concepts underlying the CFO wording.
	

	
	
	Answer: 

Footnote 14 was not meant to affect the meaning of the main text in TS.II.B.32 to TS.II.B.34, which is an exact "copy and paste" of the language suggested by the CFO Forum. Footnote 14 was aiming at bringing some clarification with respect to motor insurance and similar non-life operations, i.e. to make clear that tacit renewals which have already taken place at the reporting date should not be treated as "expected future renewals" (see last sentence of TS.II.B.32) but as "existing ongoing obligations" when calculating technical provisions. Concretely, the footnote should be read in relation to the last sentence of TS.II.B.32: "Contracts with tacit renewals where the cancellation period has already expired at the reporting date (i.e. the contracts are already de facto renewed): even though the renewed contract may enter into force only some time after the reporting date, the renewal has actually taken place when the cancellation expired and is already effective. Therefore those already effective renewals should be duly taken into account, as opposed to expected future renewals that are not included within the current insurance contracts." Consequently, non-life tacit renewals which have already taken place should always be included in the calculation of technical provisions. If footnote 14 brings any confusion, then participants should strictly refer to the main text in TS.II.B.32 to TS.II.B.34. As far as "Annual Renewable Term Insurance" in a specific country is concerned, the approach to future premiums should depend on the technical specificities of those life insurance contracts. Therefore, participants should assess those contracts against the criteria set out in TS.II.B.32 to TS.II.B.34 in order to determine what future premiums should be included in technical provisions.
	16/04/2008

	2
	TS.XVI. E
	Question:

How shall sickness/disability/morbidity/accident products be reported?
	

	
	
	Answer: 

So-called long disability insurance, as provided in life insurance business, shall be reported under Life underwriting, disability. So-called short disability insurance, as provided in non-life insurance business, shall be reported under Accident&HealthST, short-time health. Accident insurance, children’s insurance, medical care insurance, critical illness insurance, etc. shall be reported under Accident&HealthST, accident & others. In some markets, some of these guaranties should instead be reported under the workers' compensation underwriting risk module, as is explained in the relevant national guidances. Also in some markets, contracts may be classified as long-term rather than short-term (or vice versa) depending on the policy terms and conditions. For example, in the UK, some critical illness insurance has been written as a long-term contract with fixed premiums.
	02/05/2008

	3
	
	Question:

What about annuities tied to non-life products?
	

	
	
	Answer:

Annuity obligations tied to non-life products shall be reported under Life underwriting risk, and especially under Liferev revision risk. However, claims which may lead to an annuity obligation shall be reported under the respective Non-life LoB until they become an annuity obligation.
	02/05/2008

	4
	
	Question:

What about insurance products composed of different insurance elements?
	

	
	
	Answer:

The overall principle is that the different insurance elements shall be reported where they belong. This means that items, such as premiums and technical provisions, must be broken down into parts. One example is the liability elements occurring in Household, or Industry insurance. They shall be reported under Non-life LoB no. 5 “Third-party Liability”.
	02/05/2008

	5
	TS.II.B.32-TS.II.B.35
	Question:

How shall future premiums be taken into account?
	

	
	
	Answer: 

As a starting point, firms should apply the instructions/guidance contained in TS.II.B.32-35. TS.II.B.33 means that recurring single premiums on life insurance contracts could be included within the provisions, along with the corresponding obligations to policyholders.
	07/05/2008

	6
	
	Question:

Under which position in the QIS4 spreadsheets (Eligible elements, para. 6.1 in the I.General tab of the core spreadsheet) would you report the equalisation reserve?
	

	
	
	Answer: 

Regarding equalisation reserves, these should be shown as “other reserves” for the Solvency I classification (and they would then be shown as either fully loss absorbent or only available to cover losses for some policyholders as appropriate).

Provided the equalisation reserve is indeed a real reserve (as opposed to a provision, it is included in Tier 1 for QIS4 purposes. They should be recorded in one of the “other reserves” cells F157 or F158 in the spreadsheet, depending on whether the reserves are fully loss absorbent for all policyholders or have restricted loss absorbing capacity.
	07/05/2008

	7
	TS.II.E.1

TS.II.E.3
	Question:

My understanding is that both treaty and facultative reinsurance can be treated on a proportional or a non-proportional basis. Therefore, non-proportional facultative reinsurance would be treated as non-proportional reinsurance (TS.II.E.3.) and proportional facultative reinsurance would be treated as proportional reinsurance (TS.II.E.1). This is slightly different to the QIS3 specification.
	

	
	
	Answer: 

It is indeed correct that non-proportional facultative reinsurance would be treated as non-proportional reinsurance and proportional facultative reinsurance would be treated as proportional reinsurance.
	07/05/2008

	8
	TS.II.B.25

TS.II.B.31
	Question:

Footnote 12 to TS.II.B.25 and the simplification in TS.II.B.31: If we applied the simplification in TS.II.B.31 to the example in footnote 12 to TS.II.B.25 then, assuming Dur=1, I would conclude the following:

LGD% = 50%

BE = 199

PD = 1%

and thus

EL = -1.005 (=-50%*199*1%/(1-1%))

This significantly differs from the result of the footnote which is -50.

As a matter of fact, the footnote's result should not be approximately 50 but exactly 50, based on the following argument:

EL = ER - BE

where

ER is the expected recovery and

ER = Pr(Recoverable=100)*100 + Pr(Recoverable=10000)*50%*10000 = 99%*100 + 1%*50%*10000 = 99 + 50 = 149 Therefore EL = 149 - 199 = -50

Do you think that the above reasoning is correct? If you think so, then would you deem the simplification as a proper one if it fails in such a simple example?
	

	
	
	Answer:

The proposed simplification in paragraph TS.II.B.31 of the specification would only be suitable for relatively simple risks, as indicated in the second bullet point of that paragraph. The example given in footnote 12 is of a very skewed distribution that would reflect a more complex set of risks for which the simplification would not be suitable.
	20/05/2008

	9
	TS.II.C.18
	Question:

TS.II.C.18: The 30% limit in terms of the BSCR applies to the total operational risk capital charge. How should one take the limit into account for individual segments?

Suppose the BSCR=100 and there are two segments. The risk charges of the segments are 50 and 70 and the operational risk charges are 15 and 21, respectively.

In this case no operational risk charge reduction is possible for the individual segments but on an overall level, the reduction should be 6 (=15+21-30).
	

	
	
	Answer:

The risk margins are intended to be calculated for each line of business with no allowance for potential diversification of risks between each line of business, as indicated in paragraphs TS.II.C.10-13 of the specification. Accordingly, no operational risk charge reduction is possible for the individual segments when calculating the risk margins.
	20/05/2008

	10
	
	Question:

Inclusion of investment income into the calculation of best estimate life provisions: The Technical Specifications state that in the best estimate calculation all cash flows associated with the current insurance contract shall be taken into account. Does this mean that the investment income should be included as well? We think that it should not be included but we would like to hear your opinion.
For illustration, assume a simple example: The policyholder gives the company 1 EUR. The company will repay the deposit + investment income in one year. Assume the company invests in risk-free assets. Risk-free rate is 5% p.a. Assume there are any expenses and taxes. The BE technical provision immediately after the receiving of deposit is
Benefit (time 1) = 1.05
Investment income (1) = 0.05
BE technical provisions (0) = 1.05 / 1.05 = 1 (without inclusion of investment income)
When we would include the investment income, then BE technical provisions (0) = (1.05 – 0.05) / 1.05 = 0.95. Holding the technical provision in the amount of 0.95 would result in one year in 0.95*1.05 = 1. But the benefit to be paid is 1.05.
	

	
	
	Answer: 

Investment returns should not be included in the cashflows for the liabilities. The best estimate shall be equal to the probability-weighted average of future cashflows, taking account of the time value of money (expected present value of future cash-flows), using the relevant risk-free interest rate term structure.

The cash-flow projection used in the calculation of the best estimate shall take account of all the cash in-flows (premiums) and out-flows required to settle the insurance and reinsurance obligations over the lifetime thereof. Cashflows related to the liabilities, e.g. payments of benefits to policyholders or related expenses (including investment expenses), are to be included in the assessment of the liabilities.

The use of risk-adjusted discount rates (so-called deflators) may also be possible (see TS.II.B.14.)

     

In your example we have

Cashflow In

Cashflow Out

Time 0

Time 1

1.05

BE technical provisions (0) = 1.05 / 1.05 = 1 (discounting with the risk free rate, takes into account the time value of money)
Some more very simple examples:

Cashflow In

Cashflow Out

Time 0

Time 1

1

Time 2

2.1525

BE technical provisions (0) = 2.1525/ 1.05^2 – 1 / 1.05 = 1 
Cashflow In

Cashflow Out

Time 0

Time 1

1

Time 2

3

BE technical provisions (0) = 3 / 1.05 ^ 2 – 1 / 1.05 = 1.7687 
Cashflow In

Cashflow Out

Time 0

Time 1

1

Time 2

2

BE technical provisions (0) = 2 / 1.05 ^ 2 – 1 / 1.05 = 0.8617 
	29/05/2008

	11
	TS.II.D.16

TS.VII.B.6
	Question:

According to TS.II.D.16 future actions that management would reasonably expect to carry out in the circumstances of each scenario, such as changes in asset allocation, may be reflected in the projected cash-flows such that the mitigating effects of the management actions are not overstated.

According to TS.VII.B.6 the allowance for risk mitigating effects in the standard formula SCR is restricted to instruments and excludes processes and controls the firm has in place to manage the investment risk. Specifically, the firm should calculate the capital charge assuming that they continue to hold their current assets during the change in financial conditions.

It is not particularly clear as the possibility of changing asset allocation allowed according to TS.II.D.16 is consistent with the request of maintaining the current assets during the change in financial conditions. We consider really useful a clarification on this issue.
	

	
	
	Answer: 

TS.II.D.16 defines that you are allowed to take into account future management actions in the projection of future cash-flows for the purpose to calculate insurance liabilities. The TS.VII.B.6 restricts use of risk mitigation and defines how risk mitigation should be taken into account in the standard formula for the SCR. Regarding the calculations of insurance liabilities, the TS.II.D.16 overrules TS.VII.B.6.
	05/06/2008

	12
	
	Question:

Market value margin: As far as I see in the helper tab for the MVM calculation the cost for holding the SCR at t=0 is not included in the MVM. Is this correct?
	

	
	
	Answer: 

In the Helper tab H.RM Non-Life, cell D109:D158, there is a mistake. Instead of being linked to E49:E98, it should refer to cells E48:E97. This bug will be fixed with the next version of the Helper tabs to be released on 09/06/2008.
	05/06/2008

	13
	
	Question:

We received a question from our industry on dynamic lapses: During the Public Hearing organised by the European Commission on 28 January 2008 it was explicitly mentioned that dynamic policyholder behaviour (dynamic lapses) in the best estimate should not be considered when calculating interest rate and equity shocks. The reasoning provided was that the calibration of the interest rate, equity and lapse risks are derived independently and dynamic behaviour is considered within the correlation matrix. Considering dynamic behaviour in the best estimate would thus result in double-counting of the lapse risk.

On the other hand, national guidance issued by ACAM in its section 2.5 requires usage of dynamic policyholder behaviour. (“Conjunctural surrenders depend on the gap between the rate of return on the life insurance product and the return expected by the policyholder. Participants must take into account these conjunctural surrenders when valuing technical provisions.”) Should dynamic policyholder behaviour be taken into account in any part of QIS4? If yes, in which parts/modules?
	

	
	
	Answer: 

Stochastic modelling is needed to realistically assess the best estimate of some life policies including complex options and guarantees that are quite common in the French market. This stochastic modelling usually relies on dynamic policyholder behaviour for which ACAM has published national guidance.
Discarding the tail of the underlying risk distribution from a stochastic valuation would result in best estimates that would underestimate the best estimate (possibly slightly: possible outcomes are weighted with their probability of occurrence).
In order to have a coherent VaR risk assessment on top of this best estimate, the same policyholder behaviour as the one used to valuate the best estimate should then be retained.
	05/06/2008

	14
	TS.II.A.38
	Question:

Further clarifications are required with respect to the determination of the materiality criteria for the use of simplified actuarial methodologies as the existing is not clearly understandable (TS.II.A.38 – last bullet point).
	

	
	
	Answer: 

As laid out in TS.II.A.35, simplified methods can only be used with a limited scope, i.e. if their overall effect in the valuation of the (re)insurance liabilities is not material. Besides some other thresholds set out in TS.II.A.38, the last bullet point basically limits this overall effect. If a firm uses simplifications in order to determine the best estimate (e.g. those described in TS.II.D.76, TS.II.E.17 or TS.II.E.22), the sum of all these best estimates must be less than 30% of the total gross best estimate derived for the firm’s (re)insurance business. In order to perform this comparison, the total gross best estimate does not have to be calculated based on a more complex actuarial approach.
	06/06/2008

	15
	TS.II.C.14
	Question:

TS.II.C.14: Could the cost of capital rate be modified (upwards or downwards) to reflect the level of sophistication of internal controls in place and the specific cost of capital of the insurance company under consideration, or is the 6% mandatory?
	

	
	
	Answer: 

The Directive Proposal assumes that the Cost of Capital rate should be the same for all undertakings, whether they use an internal model or the standard formula to calculate their SCR.  In QIS4, that cost of capital rate has been set equal to 6%. However, participants are invited to provide CEIOPS with their own views on the appropriate level for the cost of capital rate, when answering the qualitative questionnaire (QS4b).
	06/06/2008

	16
	TS.II.D.3
	Question:

Regarding the segmentation of life business: Are unit-linked products that carry a minimum guaranteed return classified as with profit or as policies where the policyholder bears the investment risk? What about unit-linked products that carry an additional discretionary return based on profit sharing? Finally, what about a savings product in which the policyholder bears the investment risk? Note that the classification affects the MCR calculation.
	

	
	
	Answer: 

Generally, unit-linked products that carry a minimum guaranteed return are classified as policies where the policyholder bears the investment risk (embedded options in unit linked products).
Unit-linked products that carry an additional discretionary return based on profit sharing are classified as unit linked (the investment risk is not beard by the insurer and has not be penalised in market risk).
Savings products in which the policyholder bears the investment risk are classified as unit-linked or index-linked funds (hedgeable insurance obligations).
	06/06/2008

	17
	
	Question:

This question concerns non-life bonuses and rebates. Typically, such bonuses and rebates are paid for claims-free policies following contractual terms. In our current local regulation there is also a special type of technical provision for future bonuses and rebates. Regarding QIS4:

(a) Should future cashflows arising from such bonuses taken into account as part of premium provisions or as part of claims provisions (in the latter case, treating claims-free status as a special type of claim)?

(b) When calculating historical loss ratios, should historical earned premiums be adjusted for the change of provisions for bonuses and rebates (i.e. for the change in expected bonuses and rebates)?
(c) Do participants have a choice depending on their accounting policies?
	

	
	
	Answer: 

(a) If it is a rebate, it should be included in the premium provisions.
(b) If rebates are included in the premium provisions, such an adjustment should be made.
(c) In principal yes, but any double counting should be avoided.
	11/06/2008

	18
	
	Question:

The helper tab RM Non-life is misleading in the headlines. Following the procedure on pages 26 and 27 in the QIS4 Technical Specifications, you would use the undiscounted technical provisions for the CoC calculation, and then as a last step - just before summing up the total risk margin – the amounts are discounted. But in the helper tab the input asked for is the BE liabilities, which are “the expected present value of all future potential cashflows”, and would therefore be expected to have been discounted all ready. One also uses the net provision for claims outstanding, which is probably also an already discounted figure.

As far as I can see, the Risk Margin should be calculated using undiscounted input, and then the discounting should take place in the very end. Otherwise there might be some double counting – or maybe more correctly double rebate – when calculating the risk margin.
	

	
	
	Answer: 

There is actually no double discounting. When deriving the best estimate liability of e.g. the year 2020, future cashflows are discounted to that particular date. After having calculated the capital charges based on the best estimate liabilities, the present value of future capital charges in the year 2007 is calculated.
	11/06/2008

	19
	TS.II.C.26
	Question:

According to the Technical Specifications, paragraph TS.II.C.26 Life Insurance (relevant tab: S.Risk Margin Life, cell D31): CoCM = CoC * Durmod.lob * SCRlob

What is the definition of the modified duration of best estimate provision in each segment (net of reinsurance) e.g. mortality? How do we calculate the modified duration, i.e. what is the modified duration of a unit-linked whole life contract?
	

	
	
	Answer: 

The modified duration can be calculated through the use of the Helper Tabs called H.Value of Liabilities and H.Value of FI assets, which apply the formula that can be found in paragraph 5.45 on page 27 of the QIS2 Technical Specifications, i.e. 
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where:

MV(C) = market value of future cash flows

r = annualized interest rate

d(t) = the discount factor corresponding to the annualized interest rate for maturity t
	19/06/2008

	20
	
	Question:

In the case of unit-linked products, do the unit reserve and the sterling reserve classify as hedgeable insurance obligations?
	

	
	
	Answer: 

The unit reserve would be regarded as hedgeable if there are no guarantees of investment performance, otherwise it would probably be non-hedgeable. The non-unit reserve would normally be regarded as non-hedgeable.
	19/06/2008

	21
	
	Question:

Can you tell us, in the risk margin instructions (pg 116) in L13 to L27 in tab “H.Risk Margin Non-life” when they say “reinsurance share of claim provisions”, that means we have to include estimation analysis figures or simply the figures as stated in accounts as claim outstanding provisions (i.e. outstanding amounts as set-given by the claims manager)?
	

	
	
	Answer: 

The reinsurance claim provision figures should be the corresponding QIS4 figures for each line of business shown in Tab.I Health and Non-life. These should therefore be assessed in accordance with the QIS4 Technical Specifications. However, if these figures cannot easily be derived, then it would be possible to use the corresponding figures from the company accounts.
	19/06/2008

	22
	TS.II.B.32
	Question:

Should renewals of existing policies in the portfolio of a non-life insurance company be included or not?
	

	
	
	Answer: 

For QIS4, it may be helpful to clarify the treatment of future renewal premiums by reference to the broader narrative included within the CFO Forum Elaborated Principles (“EP”, the relevant extract is included in an annex to this Q&A document for your information) which sought to distinguish recurring premiums (future premiums which form part of the existing contract) and renewal premiums (premiums paid for a new contract). It is the intention to include the former and exclude the later.

According to CFO Forum Elaborated Principles the expected cash flows from a contract should be taken into account beyond the first year if the insurer does not have the ability to freely and independently re-price and re-underwrite this contract on an annual basis. However, in the case of a contract that is re-priced and re-underwritten annually, no future renewal premiums would be taken into account since there is no stand ready obligation beyond 1 year in respect of this particular contract with a term of only 1 year.

For further details on the treatment of future premiums, please refer to annex 1 of this document.
	26/06/2008

	23
	
	Question:

The component of best estimate of life technical provisions includes, as future outflows, the foreseeable dividends to be attributed to thirds parties in a similar way as policyholder dividends.

When a profit sharing – discretionary participation contract - foresees annual yields high enough to bear the minimum guaranteed, then the residual amount of investment income will be attributed to the policyholders and to third parties. Third parties could be:

1. sales network

2. entities involved to manage the relevant assets

3. parties having financed the initial commission paid to the sales agencies.

In case of shock of interest rates or of equity prices that reduce the segregated fund future investment yields, the third parties have to give up to their dividends. If and only if this reduction/annulment is not enough, then the entity absorbs the discretionary policyholder dividends. This means that the dividends attributable to third parties are the most powerful instrument to absorb future losses due to changes in economic assumptions.

Question: Are the entities allowed for using the third parties dividends in a similar way as policyholder dividends in the consideration of RPS factor? If so, is there a limitation for case 1 or case 2 or case 3?
	

	
	
	Answer: 

When expenses that will be incurred in servicing insurance and reinsurance obligations are expected to decrease materially following the occurrence of one of the SCR scenarios, this should be reflected in the RPS adjustment. This seems to be the case of the externalized expenses described.
	01/07/2008

	24
	
	Question:

It is not clear to us if the Non Workers’ compensations annuities are to be put under sheet “I.Health and Non-Life” (in row 33) or sheet “I.Life”.
If you do the former they will be included correctly under sheet “TS.XV MCR” in cell D37 but in the calculation of operational risk in sheet “TS.VIII.A-C SCR OpRisk BSCR” they will be treated as non-life business and get a charge of 2% instead of 0.3% as Life gross technical provisions.
If you do the latter they will not be included under “TS.XV MCR” in cell D37 but in the calculation of operational risk in sheet “TS.VIII.A-C SCR OpRisk BSCR” they will be correctly treated as life provisions.
You however still have the problem that Workers’ compensations annuities will still be treated as non-life business and get a charge of 2% instead of 0.3%.
	

	
	
	Answer: 

The relevant provisions should be included in Row 33 in Tab I.Health and Non-Life, so that the MCR is calculated correctly. In addition, they would be included in the calculation of SCR life underwriting in Tab I.Scenarios, but excluded from Section 5, i.e. Rows 164-233 in Tab I.Health and Non-Life and hence from SCR non-life underwriting. 
For operational risk, the provisions for non-WC annuities are indeed subject to a 2% operational risk factor (while workers’ compensation annuities have a 0.2% factor) in the Technical Specifications.
	01/07/2008

	25
	
	Question:

Spreadsheet: Simplification: S.Risk margin Non-Life, cells: D54:D65 (P^existing_lob)- Do the words from TS.II.C.25 “the net earned premium in the individual LoB during the forthcoming year relating to contracts closed before the valuation date” mean that it is in principle the reserve premium or it is just the earned premium from plans for year 2008?
	

	
	
	Answer: 

It is intended to be a reference to that part of the unearned premium provisions held on the balance sheet that is expected to become earned in the next 12 months.
	01/07/2008

	26
	
	Question:

Could you please clarify which column from the helper tab, Sheet H.RM Non-life will have to be transferred to the solo spreadsheet sheet I.Health and Non-Life (cell E101...)?
	

	
	
	Answer: 

The risk margin for each non-life line of business, other than health (long-term) is shown in Row 223 – the figure to be transferred to the “I.Health and Non-Life” tab is the sum of the market value margins for premiums provisions and claims provisions of each line of business. If the simplified approach has been applied, the relevant values for each LoB can be found in row 225. The aggregated risk margin is shown in cell D228 (simplified in cell D229).
	01/07/2008

	27
	
	Question:

According to spreadsheet instructions we should fill the cells B255:F256 of tab I.General with Non-Life technical provisions only. However, in cell D257, a check is made between the sum of gross Non-life premiums and claims provisions with the total amount of insurance liabilities in balance sheet (cell F48). In the particular case of composites (or even in Non-life insurers with some business valued as Life according with the Principle of substance over form), this check is not correct.
A second related question is: B255:F256 gives us information on the disaggregation of Non-life technical provisions between hedgeable and non-hedgeable liabilities. Shouldn’t we ask this information also for Life insurance (note that hedgeable liabilities is more likely to appear in life business than in non-life business)? I can’t find an area of the spreadsheet where this information is collected...
	

	
	
	Answer: 

· Cells B255:F256 in the I.General tab should be filled with liabilities for both life and non-life business. The spreadsheet instructions on these cells are incorrect.

· The detailed life data is collected in Rows 40-51 of Tab I.Life. Non-life data is collected in rows 51:54 in the I.Health and Non-Life tab.
	04/07/2008

	28
	
	
	

	
	
	
	


4. Annex 1: IFRS-Accounting/Solvency adjustments for the valuation of assets and other liabilities under QIS4/ and Annex 2: Proxies
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.IV.G
	Question:

The proxy for the premium best estimate in TS.IV.G uses unearned premium + unexpired risk as the basis. Doesn’t this include, in a proxy approach, expected profit at the level of the deferred acquisition costs that appears as assets in the balance sheet? Those deferred acquisition costs being set to nil in the QIS4 balance sheet, a coherent proxy would be instead: BE = (Provision for unearned premiums + Provision for unexpired risks - deferred acquisition costs)/(1+i/3)
	

	
	
	Answer:

The premium-based proxy described in TS.IV.G uses the provision of unearned premiums (plus, if applicable, the provision for unexpired risks) as a proxy for future claims costs that will be incurred under existing contracts. It is true that, where acquisition costs have been incurred upfront, these costs would not be part of these future cash flows, and should therefore not be taken into account for the valuation. However, in order to decide how this can be achieved for the use of the premium-based proxy, one has to bear in mind that the accounting directive allows for three different options with respect to treating acquisition expenses (cf. Article 18 of Directive 91/674/EEG):
· Option 1: Acquisition Costs are deferred in accordance with Article 18 of Directive 78/660/EEC, and a corresponding asset (DAC) is shown in the balance sheet 

· Option 2: Unearned premium provisions are shown with acquisition costs implicitly deducted 

· Option 3: Unearned premium provisions are not adjusted for acquisition costs and acquisition costs are not booked as assets
The treatment of acquisition costs for the premium-based proxy would need to distinguish between those cases:
· under option 1, the DAC may indeed be deducted from the provision of unearned premiums as indicated in the formula proposed in the question 

· under option 2, the formula in the QIS4 specifications (cf. TS.IV.G.4) would already automatically take into account acquisition costs, so no further adjustment would be needed
· under option 3, a deduction could be made if the amount of upfront acquisition costs would be known
However, overall it is important to note that the premium-based proxy is the most simple valuation method for premium provisions described in the QIS4 and is based on statutory accounting figures. As is pointed out in the specifications using the provision for unearned premiums as a volume measure may only inadequately reflect the need to incorporate all expected cash flows under the economic-based valuation of premium provisions envisaged in Solvency II (compare TS.I.A.2 (iv), TS.I.B.12). Therefore, this method should rather be seen as a practical solution for the purposes of QIS4, and participants are encouraged to move to valuation methods that are closer in line with the Solvency II principles.
	23/06/2008

	2
	
	Question:
	

	
	
	Answer: 
	

	3
	
	Question:
	

	
	
	Answer: 
	

	4
	
	Question:
	

	
	
	Answer: 
	

	5
	
	Question:
	

	
	
	Answer: 
	


5. Section 2: Own Funds
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:

One of the rules that has to be met for an instrument to be included in Tier 1 is that it has to have a maturity of at least 10 years from the issue date (or reporting date). How is this rule affected by a call option? Let us assume that an issuer issues a deeply subordinated perpetual with a call option after 5 years but without a coupon step-up. Does this still apply as Tier 1? I would think so since the regulator still has the right to stop the call from happening and the issuer will never get an extra incentive to redeem.
	

	
	
	Answer:

An instrument that is perpetual with a call at 5 years can be included in Tier 1 for the purposes of QIS4, providing that the call is not coupled with an incentive to redeem and the instruments fulfils all the other criteria for inclusion in Tier 1. Where an instrument is either dated or has an incentive to redeem the terms of that instrument must not allow for redemption before year 10.
	24/04/2008

	2
	
	Question:

Regarding own funds in the QIS4 spreadsheet, may I ask you the following question:

1) Where should net profit or loss for the year be included in basic own funds? Should basic own funds be calculated after proposed treatment of the unappropriated earnings? Should dividends be excluded from basic own funds? If yes, from which item/items?

2) Do the QIS4 valuation principles require an equalisation reserve for credit insurance?

3) Are the budgeted supplementary calls (that are included in basic own funds) unpaid calls that have been made?

4) Does the QIS4 valuation principles decide if deferred acquisition costs should be calculated as a part of the technical provisions or as an asset?
	

	
	
	Answer:

1) The net profit/loss would be shown in row 150 of the 'own funds' matrix, and row 44 of the balance sheet, in Tab I.General of the core spreadsheet. Any tax payment or tax liability should be deducted from the profit/loss amount, and any dividend payment in respect of this profit/loss that has been announced or made should also be deducted from the profit/loss amount.
2) The QIS4 valuation principles do not require any equalisation reserve for credit insurance. If national law requires equalisation reserves to be set up, then these should be shown in rows 157 or 158, as appropriate, of the 'own funds' matrix, and cell F44 of the QIS4 balance sheet, in Tab I.General of the core spreadsheet.
3) As an example, calls for P&I Clubs may include calls that are planned but have not yet been made.
4) Under the QIS4 valuation principles, there are no deferred acquisition costs in the balance sheet, as all expenses should be recognised in earnings as they fall due.
	07/05/2008

	3
	
	Question:

In the Q&A document, the answer to question 3.6 (equalisation reserve) mentions a difference between “real reserves” and provisions. What is meant by this? Do you mean by “real reserves” reserves like the legal reserve, or like the claims reserve?
	

	
	
	Answer:

“Real reserves” refers to legal reserves as opposed to some equalisation reserves that are contractual obligations and acts as a “reduction for profit sharing” in some non-life, life and health group contracts. As contractual obligations, these latter reserves, more accurately referred to as provisions, should already be included in the Solvency II insurance obligations. In other words, any amount remaining on the balance sheet should be released to retained earnings in tier 1 capital in order to avoid recognising the contractual obligations twice.
	11/06/2008

	4
	TS.V.K.4
	Question:

Regarding Own Funds and the technical specifications and which items might be included in Tier 3: Article 94 (3) in the Solvency II Directive Proposal says that “Any basic and ancillary own fund items, which do not fall under paragraphs 1 and 2 shall be classified in Tier 3.” 
In the Technical Specifications, TS.V.K.4, it is specified that any basic own funds must satisfy the criteria of full subordination in winding up (“Assets less liabilities and subordinated debt not meeting characteristics of Tier 1 or 2 but full subordination on winding up”). This seems to be more restrictive than the directive.

As IFRS 4 prohibits provisions for possible claims under contracts that are not in existence at the end of the reporting period (such as catastrophe and equalisation provisions), these provisions are now included in equity (separate funds) in the accounts. In a winding up situation, the funds are subordinated to policyholders claims, but they are not subordinated to other claims and as such do not satisfy the criteria (full subordination) laid down in the Technical Specifications. Is it correct for QIS4 not to include these funds in the own funds (Tier 3)?
	

	
	
	Answer:

The Directive Proposal does not explicitly state that the excess of assets less liabilities must be subordinated. Paragraph TS.V.K.4 in the Technical Specifications is based on articles 87 (liabilities must be subordinated for inclusion in own funds) and 93 (own fund items - not just subordinated liabilities - are assessed against the characteristics set forth in that article for tiering purposes).
For QIS4 purposes, catastrophe and equalisation reserves should, in principle, be reported in Tier 1 as other reserves with restricted loss-absorbency. Participants should identify, quantify and describe any restrictions on loss-absorbency when answering the qualitative questionnaire.
If participants consider that such reserves are more appropriately included in Tier 2 capital, they may do so. Also in this case, the reserves should reported as other reserves with restricted loss absorbency; and participants should identify, quantify and describe any restrictions on loss-absorbency when answering the qualitative questionnaire.
For QIS4 purposes, the primary objective is to collect sufficiently granular information to allow a thorough analysis in preparation for formulating implementing measures. Therefore, it is essential that catastrophe and equalisation reserves are separately identified and quantified and any restrictions on their use clearly reported.
For further information on equalisation reserves, please do also refer to question 3.6 in this Q&A document.
	13/06/2008

	5
	
	Question:

Some questions on unpaid capital:

a) In the general sheet it is possible to enter unpaid capital on the balance sheet asset side (D22). Is unpaid capital by definition the difference between issued capital and paid-in capital?

b) Should in all cases unpaid capital be entered in D22 (clearly if there is a difference between issued and paid-in)? If yes, where should the off-setting amount be reported on the liability side? Or should this only be done in case a request is outstanding for this unpaid amount there is just a timing issue as the money has not yet been received?
c) Our company (subsidiary) has X EUR as unpaid capital (difference between issued and paid-in capital). Does this automatically mean this amount can be entered in D/G171 as callable common equity capital?
d) Currently our company has a written (signed) agreement that our mother company will provide the X EUR when the local regulator makes this request. Does this influence where to report the unpaid capital for QIS4?
e) Solvency I does allow including a maximum of 50% of this unpaid capital (as long minimally 25% of the total issued capital is paid-in) in the available solvency calculation. Is it correct that QIS4 allows including this unpaid capital for 100% as tier 2 for the available solvency calculation?
	

	
	
	Answer:

a) Not necessarily. To report an asset, the issued capital must be called up. If capital is issued but will only be called up at a later stage, it is considered as contingent capital and should be reported as such is tier 2 or tier 3 capital as appropriate, on the basis of its qualitative characteristics. In this case, no asset is recognised.

b) No. See also response to (a).
c) No. The reporting depends on the type of capital involved. If it is callable capital is common equity, the amount can be reported on line 171. Based on the information provided in the question, the callable capital may be group support. In this case, it should be reported on line 184 as tier 2 or tier 3 capital as appropriate, on the basis of its qualitative characteristics.

d) If receipt of the callable capital is considered to be certain, it is reported as tier 2 capital. Participants should provide a description of the callable capital and the reason for reporting it in tier 2 capital rather than in tier 3 capital in the group qualitative questionnaire in the section on group support.
e) Yes, provided receipt of the callable capital is considered to be certain. Otherwise it is reported as tier 3 capital. QIS4 is not seeking to test eligibility limits. Rather it is just collecting information on the items falling into each category/tier for further analysis in view of formulating implementing measures.
	19/06/2008

	6
	
	Question:

Should composite entities treat the long-term fund as a ring-fenced fund for the purposes of ring-fenced structures in QIS4? We write only conventional non-profit term and disability insurance in the long-term fund.
	

	
	
	Answer:

The ring-fenced fund information request in QIS4 would only apply to funds containing ring-fenced policies (refer to TS.V.C for the definition of ring-fenced funds). For a composite insurer writing no ring-fenced business, it is envisaged that a combined calculation for the SCR would be made as described in TS.XVII.L.3. However, the insurance companies should carry out three MCR calculations: two notional MCR separately for the life and non-life business and the usual MCR which covers both life and non-life business as described in TS.XVII.L.4.
	04/07/2008


6. Section 3: Solvency Capital requirement: the standard formula/ SCR general remarks
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:

Section 3, SCR: We couldn’t find anything in the modular structure that would cover a stress to take-up rates on options – it isn’t included in the lapse module and we couldn’t find it elsewhere, apart from assumptions allowing for affects of market changes, but we may have missed something. Can you confirm that a general stress on take-up rates isn’t required?
	

	
	
	Answer:

There is no general stress for take-up rates on options within the standard approach SCR in the QIS4 specification. However, further thought may be given to this topic following QIS4.
	15/05/2008

	2
	
	Question:

If during the projected 12 months period ceded reinsurance treaties are expiring before the end of this 12 months period (for example when the SCR is calculated at 31/03, 30/06, etc.), can we assume:

· that these treaties will be renewed “as expiring”, or

· should we take into account a potential change in the conditions, or

should we calculate a capital charge as if there will be no ceded reinsurance anymore after the expiration date?
	

	
	
	Answer:

Since under QIS4 there is no capital charge taking into account a potential change in the conditions so far, it will be difficult to accept those renewals as they are. On the other hand, if there is already a cover note for the renewal, the treaty will probably be renewed, back to the potential change in conditions.
	06/06/2008

	3
	
	Question:

TS.VI.A.1: Is the adjustment for the risk mitigating effect of future profit sharing applicable only for Life companies, or can it be considered for Non-Life as well?
	

	
	
	Answer:

The current structure of the formula does not take into account risk mitigation of future profit sharing for the non life insurance “underwriting risk” as mentioned in the technical specifications. That effect might already be considered when, for example, using entity specific parameters. Risks beared by non-life companies that may be mitigated by future profit sharing are included in the “accident and health” or “life” underwriting risk modules.
	06/06/2008

	4
	TS.VI.A.4
	Question:

Paragraph TS.VI.A.4 in the Technical Specifications states: “…to avoid any circularity in the calculation, any reference to technical provisions within the calculations for the individual SCR modules is to be understood to exclude the cost-of-capital risk margin”. Thus, when calculating the change in the net value of assets minus liabilities following (say the mortality shock scenario, we ignore the risk margin e.g. for a 10yr non-linked endowment: Technical Provision (TP) = Best Estimate (BE) + Risk margin (RM). Under (say) the mortality shock scenario: TP = altered BE (10% increase in the mortality assumption). Is that correct?
	

	
	
	Answer:

Yes, that is the correct interpretation. Only the effect of the relevant scenarios on the best estimate provisions would be included in the SCR.
	19/06/2008

	5
	
	Question:

How should off balance sheet commitments (e.g. to provide, if needed, a subordinated loan to another insurance company) be treated in SCR calculations?
	

	
	
	Answer:

The issue of off-balance sheet commitments has not been specifically addressed in QIS4. CEIOPS would welcome information from firms about the nature and quantity of these off-balance sheet commitments or guarantees and any comments from firms about the most appropriate treatment of them.
	04/07/2008


7. SCR Risk Mitigation
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.VII.H
	Question: 

As with equities, index hedging will be necessity encompass some basis risk i.e. will not be a perfect hedge, since the names referenced in the hedge will not be exactly the same as those in the portfolio. Does this mean that it would not qualify as a recognised risk mitigation policy under TS.VII.H? (The basis risk itself is captured separately under TS.VII.C.2.)
	

	
	
	Answer: 

Such instruments could still be taken into account, subject, as correctly stated, to the recognition of the basis risk within the SCR.
	18/04/2008

	2
	TS.VII.H
TS.VII.A.3
	Question:

If index hedging does qualify as a recognised risk mitigation policy under TS.VII.H, then per TS.VII.A.3, “The SCR should allow for the effects of risk mitigation through a reduction in requirements commensurate with the extent of risk transfer”. For tranche hedging, does this imply revaluation of the hedge in the scenario consistent with the spread risk module? As discussed above, this is complicated by the fact that the spread risk is not specified in terms of an economic scenario.
	

	
	
	Answer: 

The relevant corresponding scenario might be a widening of credit spreads by 70% for standard non-structured bonds (see the document “QIS3 – Calibration of the credit risk”, CEIOPS-FS-23/07), and by 300% for structured bonds.
	18/04/2008

	3
	
	Question: 

How should risk mitigation instruments be taken into consideration, given that they run less than one year? Recalling that the QIS4 shock scenarios assume market conditions to change instantly, the maturity of those instruments should not play an essential role. As the Technical Specifications do not elaborate on this, however, I would be very pleased if you comment on this issue.
	

	
	
	Answer: 

The SCR is intended to provide capital to cover losses (e.g. from substantial changes in market conditions) that may occur at any time over the next 12 months. In line with the risk mitigating principles in TS.VII (including TS.VII.B.6) and the principle set out in TS.IX.C.6, risk mitigating instruments should therefore only be allowed with the average protection level over the next year. For example, where an option provides protection only for the next 6 months, then as a simplification, firms should assume that the option only covers half of the current exposure.
	27/05/2008

	4
	
	Question:
	

	
	
	Answer: 
	


8. SCR Calculation Structure
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:

How would the risk absorbing properties of future profit sharing be recognised when using simplified SCR calculations?
	

	
	
	Answer:

In a simplified calculation the net SCR and the gross SCR do not inevitably coincide. The main concern is usually that the simplification for the calculation of the gross SCR applies a factor-based approach while the net SCR needs to be calculated under a scenario-based approach. However, that obstacle can be met by interpreting the outcome of the gross SCR as a scenario. For instance, let the simplification of the mortality risk sub-module produce a gross SCR of 100. The scenario-like interpretation of this outcome is as follows: An adjustment of the assumptions on mortality leads to an increase of the technical provisions for guaranteed benefits by 100. In order to calculate the net SCR, the effect of this scenario to the whole technical provisions (including future discretionary bonuses, FDB) is analysed (in short: how much do the FDB decrease if the guaranteed benefits rise by 100 due to mortality risk).
	22/04/2008

	2
	TS.VIII.C
	Question:

Section TS.VIII.C, deferred taxes: This part defines AdjDT as the change in deferred tax on loss of own funds equal to BSCR-AdjFDB+SCROP. Two points on this:
a) In QIS3 we determined BSCR (and all the individual stresses) after taking credit for changes in deferred tax whereas the new definition implies BSCR (and the individual stresses) are to exclude such credit.
b) The deferred tax impact from a loss of own funds depends on the cause of loss (for example a loss due to a fall in market equity prices affects deferred tax differently to a loss due to increased longevity) and accordingly to calculate AdjDT we need to breakdown BSCR-AdjFDB into components from individual stresses. In QIS3 we didn’t need to do this as allowance for deferred tax changes was implicit in the individual stress results and aggregation was dealt with through the correlation matrix. 

We believe the treatment of deferred tax as we did in QIS3 is more appropriate than using a notional split of BSCR-AdjFDB and propose to use the same method for QIS4, albeit we will try and show BSCR (and individual stresses) excluding deferred tax changes and show the combined effect of deferred tax as AdjDT. We presume this is acceptable, and note that the results for individual stresses will not be comparable with those for our internal model (or for QIS3) because these are after allowance for deferred tax changes.
	

	
	
	Answer:

In principle, we would agree that the stresses could be calculated after taking account of the effect on tax liabilities. However, there would presumably still need to be some overall check on the appropriateness of the overall adjustment for taxation (i.e. the combination of the individual tax adjustments through the correlation matrix). Your proposed method of presentation for QIS4 would therefore be very helpful.
	15/05/2008

	3
	TS.VIII.C.6

TS.VI.I
	Question:

We have a question regarding the treatment of deferred taxes in QIS4: Following TS.VI.I and TS.VIII.C.6, participants will calculate an adjustment (reduction in the value of deferred taxes) following a loss of basic own funds equal to the SCR.
Linking to article 107 of the framework directive, we know that the adjustment for deferred taxes “shall reflect potential compensation of unexpected losses through a (...) decrease in (...) deferred taxes”.
However, in QIS4, there is no clear limit imposed to the adjustment (the decrease) on deferred taxes, which means that the adjustment can be sufficiently high as to consume all existing tax liabilities and even generate an asset for the remaining value. Taking the text of the framework directive into account, shouldn't a lower bound be imposed to the adjustment for the loss absorbing capacity of deferred taxes (the adjustment cannot exceed the current value of deferred tax liabilities)?
This would approach the treatment of deferred taxes to the treatment of future profit sharing. Without it, in a limit situation, even an undertaking without any deferred tax liabilities can adjust its SCR by an amount equal to (SCR shock * tax rate) and generate a new asset in the process. Is this what is intended?
	

	
	
	Answer:

We agree that the treatment of deferred tax liabilities should be similar to what we do with respect to future discretionary bonuses: The adjustment for the loss-absorbing capacity of deferred taxes cannot exceed the current value of deferred tax liabilities, nor generate a negative SCR.
	06/06/2008

	4
	
	Question:

On ring-fenced structures at solo and group level (consolidated method) for the SCR, can you add positive and negative deltaNAV from different with-profit funds or entities for sub-module calculations or do you have to put the negative ones at zero?
	

	
	
	Answer:

Positive and negative deltaNAV can be added provided that a capital surplus in one part of the business would be available to cover a loss elsewhere in the business. For the purposes of QIS4, participants are invited to elaborate on any transferability constraints when answering the qualitative questionnaire.
	25/06/2008


9. SCR Market risk module
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.IX.F.16
TS.IX.F.12
	Question:

A corporate bond and the combination of a risk-free bond and a long CDS on the same name are essentially equivalent. And a combination of a corporate bond and a short CDS on the same name is essentially not exposed to credit risk (other than counterparty). However, it would appear that very different capital charges would apply to each due to the different scenario specified for credit derivatives in TS.IX.F.16 versus the stresses applied to bonds in TS.IX.F.12. Is this intended?
	

	
	
	Answer: 

As a justification for the different treatment, it should be considered that there may be both a lack of transparency with a credit derivative (including a CDS) and possible gearing effects, depending on how this derivative is constructed, so that a more conservative stance has been taken to a structure where an insurance firm has written a credit derivative.
	18/04/2008

	2
	TS.IX.F.16
TS.IX.F.2
	Question:

For credit derivatives, it is not clear if the most prudent of a widening or narrowing of spreads is applied, independent of the scenario applied to bonds, or if the overall most prudent scenario is applied consistently. In TS.IX.F.16 there is a reference to TS.IX.F.2 which leads one to the comment that “it is not required to assume different directional movements in credit spreads when determining the different components of the spread risk sub-module”, which suggests that the most overall prudent scenario of spread widening or narrowing for credit risk overall should be applied to cash bonds and credit derivatives consistently. But the final two sentences in TS.IX.F.16 imply that the most onerous scenario for credit derivatives alone should be applied to derivatives, irrespective of whether this is the most onerous overall scenario.
	

	
	
	Answer: 

The principle in TS.IX.F.2 should apply when selecting the more onerous scenario, and therefore the second sentence in the question reflects the intention of the Technical Specifications.
	18/04/2008

	3
	
	Question:

Would buying protection on a tranche of credit be treated as structured credit (as this satisfies the definition of TS.IX.F.4 of a tranched pool of exposures) or a credit derivative (since it is a derivative)? And if treated as structured credit would this be subject to the higher spread shock that applies for structured credit, which would lead to a higher benefit in this case?
	

	
	
	Answer: 

Any protection bought should be treated in line with the principles in TS.VII, so the relevant scenario to consider when evaluating the risk mitigating effect of the derivative would then be as described in question 7.2.
	18/04/2008

	4
	
	Question:

Regarding the three alternatives for equity risk in the I.Scenarios tab, I got the impression that the difference between the default option in 1.2 and option 1 is that in the default option, participations in subsidiaries are not to be included. However, in Annex SCR1 (TS.XVII.C) participations are included in the default option, but with a differentiated stress. Is it TS.XVII.C.4 that defines the default option for equities (item 1.2) in the I.Scenarios tab?
	

	
	
	Answer: 

TS.XVII.C.4 does indeed define the default option (i.e. Option 1, differentiated equity stress) to be applied to participations in the equity risk module.
	15/05/2008

	5
	
	Question:

We have been asked here what treatment should be applied in the market risk module of the SCR for investments that do not appear to fall within the current scope of the various sub-modules e.g. commodity funds, works of art etc.
	

	
	
	Answer: 

Since there is no generally accepted definition of "alternative investments", any equity-type exposures or alternative investments that fall within the definitions in TS.IX.C.13 or TS.IX.C.14 would come within the scope of the equity risk sub-module for the purpose of completing QIS4. 
Further work will be undertaken following QIS4 to identify a suitable approach to cover the risks associated with assets (such as "works of art") that do not fall naturally within one of the current modules or sub-modules, and firms are invited to provide relevant comments on how such assets should be treated in their response to QIS4: in case of doubt, it is meanwhile suggested to apply a 100% capital charge on such assets for QIS4.
	15/05/2008

	6
	TS.IX.B
	Question:

Section TS.IX.B, using term structure for interest rates in interest rate stress: This section includes a paragraph (the 2nd) saying the defined term structure for interest rates can be used to value assets in the stress scenario. This is non trivial as, for example, discounting future receipts using the term structure will not reproduce current market values (because of credit risk and different risk free yield curves). We presume it acceptable to continue using our existing methods – but some more guidance in this area would be helpful at a future stage.
	

	
	
	Answer: 

There is a Helper Tab available now on the CEIOPS website (called H.Value of FI Assets) to assist with these calculations of the change in value of assets following an interest rate shock (along with a calculation of the weighted durations that are applied in the credit spread risk module).
	15/05/2008

	7
	TS.IX.G.4
	Question:

Concentration risk: On the bank deposits, the deposits with the relevant bank(s) can be omitted where

1) Bank is AA rated or higher

2) Term is less than 3 months

3) Amount is less than 3 million.  

My question is if the amount exceeds the 3 million threshold above, does the risk apply to the full amount or just the amount in excess of the 3 million?
	

	
	
	Answer: 

If a bank deposit exceeds the 3 million EUR threshold, the full deposit would be taken as input in the calculation of the concentration risk. For an insurance firm with 60 million assets, the threshold of 3 million EUR would exactly equal the 5% threshold for AA rated assets, so any excess exposure would feed in the calculations of Conci.
	22/05/2008

	8
	
	Question:

How shall participations in real estate companies be taken into account in the market risk module? Is their risk covered by the property sub-module or by the equity sub-module?
	

	
	
	Answer: 

Participations in real estate companies shall be treated as property, if they only give rise to property risk. Usually, this is only the case if the business of the real estate company is restricted to the direct or indirect holding of property. Otherwise, if the company engages also in real estate management, project development or similar activities, the participation shall be treated as equity. Further, if the real estate company takes out loans in order to leverage its investments in properties, the participation should be treated as equity.
	22/05/2008

	9
	TS.IX.C.14

TS.IX.F.4
	Question:

“Credit funds - fund focused on credit instruments and credit derivatives”: Should these funds be allocated to spread risk on the base of underlying assets due to TS.IX.F.4 or should they be allocated to “equity risk – other” due to TS.IX.C.14? How should we treat “credit funds” if we don't know all required information (for spread risk) about underlying assets?
	

	
	
	Answer: 

If a reasonable portfolio diversification of the credit fund can be assumed, it should be allocated to the "other" index of the equity risk submodule. If, however, the fund is heavily concentrated in either low-rated assets or equity tranches of structured credit products and not diversified with respect to type and location of the claims underlying the credit instruments, those parts which cannot be allocated to specific rating classes should be allocated to the unrated class of the spread risk submodule.
	29/05/2008

	10
	TS.IX.A.2

TS.IX.F.10

TS.IX.G.12
	Question:

I have a question to the unit-linked adjustment in the spread risk submodule (as well as in the concentration risk submodule) in QIS4: My understanding of the UL adjustment is that the liability side (only for unit-linked products with embedded options and guarantees) will be replicated by an asset portfolio. The SCR is then the spread risk calculated based on this replicating asset portfolio. Is my understanding correct?
	

	
	
	Answer: 

Following paragraph TS.IX.A.2, the unit-linked adjustment regarding spread risk will be derived by calculating ∆NAV (commissions – expenses) that will occur in the case of a spread widening on the asset portfolio covering the unit linked products.

Regarding concentration risk, assets covering unit linked products should be taken into consideration when there are embedded options and guarantees that make the insurer bear a portion of the market loss.
	03/06/2008

	11
	TS.IX.G.6
	Question:

According to TS.IX.G.6, all entities which belong to the same group should be considered as a single counterparty for the purposes of the concentration risk sub-module. Can this specification be applied in the case where participant and counterparty belong to the same group?
	

	
	
	Answer: 

For the purpose of QIS4, TS.IX.G.6 also applies to intragroup transactions and the group rating should be applied. Participants are invited to comment on this approach and present possible alternatives when answering the qualitative questionnaire.
	03/06/2008

	12
	TS.IX.F.4
	Question:

In the tab I. General, table 5.4, line 118 has a caption: fixed interest “tranched securitisations”. In TS.IX.F.4 you find the wording “All tranches of structured credit products like asset backed securities and collaterised debt obligations”. Is this the same set of securities as “tranched securitisations” or is the latter a subset of the former? When it comes to the definition in TS.IX.F.4 we assume that it covers collaterised debt obligations and similar securities and schemes but not traditional asset backed bonds (covered bonds) such as mortgage backed securities or residential mortgage backed securities. Is this a correct interpretation?
	

	
	
	Answer: 

Both terms are meant to include the same kinds of structured credit instruments. The definition in TS.IX.F.4 would include all kinds of asset backed securities which are sliced in tranches including residential and commercial mortgage backed securities. Traditional covered mortgage bonds like e.g. “Pfandbriefe” which are not sliced in tranches are not covered by this definition.
	03/06/2008

	13
	
	Question:

In the helper tab Concentration Risk, it is possible to fill in for one particular counterparty an equity exposure, a fixed-income exposure and an exposure related to specifically protected debt instruments. For the latter category a different threshold applies (40% instead of 3% or 5%). Currently, the helper tab sums up all exposures and would apply the 40% threshold to the sum of exposures if any exposure in specifically protected debt instruments of a counterparty is entered. Is this intended or should the higher threshold only apply to the specifically protected debt instruments while not affecting the 3% or 5% threshold for an equity exposure to the same counterparty?
	

	
	
	Answer: 

A new version of this spreadsheet to be released on 09/06/2008 will contain a modified formula which would deliver correct results for the concentration risk if both kinds of exposure are filled in one row.
	03/06/2008

	14
	
	Question:

Under option 1 for the equity risk, can an entity be considered as participation if the solo entity holds 7% of it but the whole group holds 21%?
	

	
	
	Answer: 

The answer is yes according to the wording of the Technical Specifications which mention the inclusion in the scope of supplementary or consolidated supervision.
	19/06/2008

	15
	TS.IX.G.5
	Question:

In paragraph TS.IX.G.5, Assetsxl is defined as the amount of total assets excluding those where the policyholder bears the investment risk. Since government bonds are once again excluded from the application of the concentration risk the total assets here should exclude government bonds or the figure should be all assets other than those where policyholder bears the investment risk that is, including government bonds? The same question applies to those bank deposits falling under the definition of the second paragraph of TS.IX.G.4.

Given the definition of assets above, can we say that where we have unit-linked business, but with a guaranteed cash value then the assets supporting such business would be included under the definition above?
	

	
	
	Answer: 

Government bonds and bank deposits would be excluded from both the numerator and the denominator when calculating the excess exposure. However, the definition in TS.IX.G.4 should not be extended according to the ambiguous formula “a guaranteed cash value”, without knowing anything about the underlying risk of the guarantor, whereas government bonds and deposits rated at least AA have a clear underlying credit risk.
In this context, participants should also pay particular attention to the final sentence in TS.IX.G.1: “… as these policies may have embedded options and guarantees, an adjustment (calculated using a scenario-based approach) is added to the formula to take into account the part of the risk that is effectively borne by the insurer.”
	23/06/2008

	16
	
	Question:

Can the reduced shock apply to participations in non-financial undertakings (and non-regulated sometimes), e.g. brokers or motor companies?
	

	
	
	Answer: 

The reduced shock could also be applied to participations in non-financial undertakings provided that these are included in the consolidated account and taken into account for the group calculation.
	23/06/2008

	17
	TS.IX.G.13
	Question:

Unrated reinsurers subject to Solvency II regulation would be treated as rating class 3 (BBB) within the counterparty default risk module. Could you specify if this can also be applied for unrated insurers and reinsurers for Mktconc market risk concentration (TS.IX.G.13)?
	

	
	
	Answer: 

Only in the counterparty default risk module an explicit exception is made for unrated (re)insurers subject to Solvency II regulation. Within the market concentration risk sub-module, unrated (re)insurers would be treated as other unrated “names”.
	23/06/2008

	18
	
	Question:

I have the following question concerning the solo spreadsheet, I.Scenarios, cell E33: According to the Spreadsheet Instructions, this cell above should contain the value of assets other than unit-linked assets. The question is: where should participants account for unit-linked assets? This does have significance since a change in the value of the unit-linked assets may have higher/lower an effect in the value of the corresponding unit-linked liabilities because the change's potential effect on future expense loadings.
	

	
	
	Answer: 

The effect of an equity fall on the net asset value of all business, including unit-linked business, should still be shown in Cells E35:I35 etc. in the I.Scenarios tab. However, for comparative purposes only, the value of equities matching linked business is to be excluded from Cell E33 in the I.Scenarios tab.
	23/06/2008

	19
	
	Question:

The interest rate shock can be applied straightforwardly to fixed income assets. On the other hand, how do you apply, in practical terms, the interest rate shock to an asset that does not have fixed cash flows but whose value is sensitive to the change of the term structure of interest rates; e.g. a security whose cash flows are linked to an interest rate index (LIBOR, BUBOR etc.)?
	

	
	
	Answer: 

Participants should assume that the value of such assets remains unchanged in each of the interest rate scenarios envisaged in the interest rate risk module of the SCR. The calculation in this module would then allow for the potential mismatch between the value of this asset and the value of liabilities that depend on the level of fixed interest rates.

In addition, firms would allow for the potential variation in spreads over LIBOR in the credit spread risk module.

This may not allow for all the possible interest rate risks or risk mitigants, e.g. if this asset is linked to some interest rate derivative, so participants are invited to comment on this approach when answering the qualitative questionnaire.
	23/06/2008

	20
	
	Question:

We have a pending question since QIS3 on the treatment of Brazilian government bonds in the SCR solo calculation of a Brazilian subsidiary. Could such a bond, from the perspective of this particular solo firm, be considered as a risk-free asset?
	

	
	
	Answer: 

The QIS4 Technical Specifications do not foresee any preferential treatments for government bonds other than those issued by EEA or OECD countries, denominated in the local currency. As Brazil is not an OECD member as of now, those government bonds should be treated as any other bonds within the spread risk and concentration risk sub-module.
	25/06/2008

	21
	TS.IX.G
	Question:

Do we have to take into account cash to determine the concentration risk?
	

	
	
	Answer: 

According to TS.IX.G.4, cash has to be taken into account, excluding bank deposits with a term of less than 3 months, up to 3 Millions of euros in a bank that has a minimum credit rating of AA.
	01/07/2008

	22
	TS.IX.G
	Question:

In case of an equity fund, do we have to consider it as one counterparty or can we split the fund by its representative societies? To give you an example, we invest in a US equity fund and we consider that the counterparties are Exxon Mobil, General Electric, …
	

	
	
	Answer: 

According to TS.IX.G.9 exposure via investment funds needs to be considered on a look-through basis.
	01/07/2008

	23
	TS.IX.F.16
	Question:

Are interest rate derivative instruments that have swap rates as underlying risk factor excluded from the spread risk module since swap rates are considered to be the risk free rate and the spread risk is defined to be the volatility of credit spread over the risk free interest rate? If they are not excluded from the spread risk, should their spread risk be calculated according to TS.IX.F16?
	

	
	
	Answer: 

In principle, there is likely to be an element of the swap rate that relates to credit risk (though no allowance was made for this in the derivation of the risk-free rates for QIS4), and some adjustment for variation in the level of this spread should be made. In practice, though, it is likely that a firm holding such an interest rate swap also has some matching asset that yields a floating rate (equivalent to the rate payable under the swap), so that it would be covered against at least some of the potential variation in this spread. As the asset providing the floating rate is likely to have a capital risk charge applied to it under the credit spread risk module, then it is unlikely to be necessary to apply an additional credit risk charge in respect of the interest rate swap.
	01/07/2008

	24
	TS.IX.G.5
	Question:

For concentration risk, the Technical Specifications in TS.IX.G.5 define Assetsxl = Amount of total assets excluding those where the policyholder bears the investment risk.
The spreadsheet instructions for this item in Helper tab concentration risk cell C9 says:
Please provide the total amount of assets to be considered for the market risk charge (total assets minus those where policyholder bears the investment risk).
Please confirm what is meant by “total assets”. Does it include all assets included in the balance sheet (e.g. including the reinsurance asset) or should it only be based on investments which are themselves subject to some other market risk stress (other than the exclusions listed in TS.IX.G.4)?
	

	
	
	Answer: 

The definition of the market risk concentration sub-module in TS.IX.G.1-2 (“accumulation of exposures with the same counterparty”) clarifies that only assets subject to market risks should be included when calculating the capital charge.

With respect to reinsurance assets, the following holds: The treatment in QIS4 of assets belonging to a reinsurer varies according to whether or not there is a mechanism for adjusting margins on asset impairments. For QIS4 purposes, as the reinsurer usually adjusts the amount of collateral to the receivables owed, the reinsured firm can exclude these assets from its assets subject to market risk.
The “reinsurance share of provision” considered as an asset is submitted to the counterparty default risk, which in itself includes a measure of the concentration risk through the Herfindahl index, therefore its inclusion in the concentration module would be a double counting.
Without a provision under which the reinsurer usually adjusts the amount of collateral to the receivables owed the collateralised assets should be subject to market risk for the reinsured undertaking.
	02/07/2008

	25
	
	Question:

What is the main difference between the standard method and the simplification method for calculation of market risk for equities? Is it the treatment of the effect on liabilities from the equity shock?
	

	
	
	Answer: 

The main difference is indeed the treatment of the effect on liabilities. While in the standard method the shock is applied to the total balance sheet, in the simplification both effects are treated independently.
	02/07/2008

	26
	
	Question:

Could you please give me an indication of what content needs to be inserted in cells D/E 95 ff. (tab I.General)? Why is there only one cell that must be filled out if one follows option 1 or 2?
	

	
	
	Answer: 

If a firm follows option 1 or 2 for participations, then the difference between the “fair value” included in the balance sheet for QIS4 and the Solvency I balance sheet value should be included in cell D98 in Tab I.General.

If firm has applied option 3, then the own fund elements of the participation(s) should be shown in Cells E97:E113.
	04/07/2008

	27
	
	Question:

Treatment of cash held in a cash account: I believe this may be subject to the concentration or counterparty SCR charge. I am not sure which risk charge this should be exposed to. I have had a look through the technical specifications and I believe it suggests that it may be concentration risk. However when I use the helper tabs provided by CEIOPS, I do not believe there is an appropriate category to classify cash held in a cash account (i.e. there is “equity exposure”, “fixed income exposure” and “specifically protected debt instruments”).   
When I classified cash as a fixed income exposure, there is a €1.4m SCR charge for €16.9m of cash held in a cash account. Although this represents 11% of our assets with a AA rated bank, this seems excessive. When I use the counterparty helper tab, the SCR charge for cash seems more sensible. Can you please confirm which approach I should use in the treatment of cash held in a cash account, concentration risk or counterparty risk?
	

	
	
	Answer: 

It is intended that cash deposits would come within the scope of the concentration risk module in QIS4, unless they fall under the exemption within TS.IX.G.4.; within the concentration helper tab, cash deposits should be classified as fixed income exposure.

Similarly, cash deposits would also fall within the scope of the credit spread risk module.

Any views expressed by participants on potential anomalies between the operation of these modules and the counterparty risk module will feed the discussions following QIS4.
	04/07/2008

	
	
	
	

	
	
	
	


 10. SCR Counterparty risk module
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.X.A.16
	Question:

I have a question regarding the calculation of the counterparty default risk calculation. Specifically, I am looking at the definition of LGD in TS.X.A.3. I am trying to think through the mechanics of calculating SCRu/w gross and the same net. The definition cites that it should be calculated according to the standard formula. Is that referring effectively to SCRnl in the case of non-life reinsurance, but on both a gross and net basis? If so, then I am unclear on how to go about calculating this on a counterparty-by-counterparty basis.
	

	
	
	Answer:

The Technical Specifications are indeed referring to the calculation of SCRnl on a counterparty by counterparty basis, both gross and net, where gross means disregarding the reinsurance effected with that counterparty.
A possible approximation for the counterparty risk calculations for non-life reinsurance could be to calculate LGD as follows 

LGD = 50% Max(Recoverables + NLpr/V * (Recoverables + gross earned premiums – net earned premiums) + Additional capital charge relating to reinsurance recovery in event of CAT losses – Collateral; 0)
where NLpr is the normal risk capital charge for premium and reserve risk for all non-life business (net of reinsurance) and V is the corresponding volume measure for all non-life business net of reinsurance. Recoverables and premiums each refer to the counterparty in question. The 'Additional capital charge relating to the reinsurance recovery in event of CAT losses' would be the notional capital charge calculated (by the formulae in TS.XII.C.6 or TS.II.C.10 as appropriate) in respect of the potential recoveries from that reinsurer that would arise in the event of the CAT losses envisaged in the calculation of NLCAT .

This would avoid the need to make multiple calculations of the SCR component for underwriting risk.
	20/05/2008

	2
	TS.X.A.16
	Question:

In TS.X.A.16 (Counterparty Default Risk), the formula for the calculation of Default of counterparty "i", regarding an implicit correlation R=1, is:
Def(i)=LGD(i)*min(100*PD(i),1) 

This means that the probability of default applied for counterparty "i" is equal to min(100*PD(i),1). For the different solvency ratios described in page 158, using the formula described above means applying the following default probability (Probability Used):
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I understand that for R=1 (meaning a Herfindahl coefficient =1, which is possible when there is only 1 counterparty), we should be using the probability of Default that corresponds to that unique counterparty. I would like to know why the probability of default is increased by 100 times when it is less or equal than 0.24%.
	

	
	
	Answer:

Given the 99.5% calibration of the SCR, a 1-in-200-years event is assumed in the counterparty default risk module. Expected default probabilities (related to rating) are shocked in such a scenario: In stressed circumstances the rating goes down and therefore the probability of default increases. Putting the factor at 100 translates the assessment of the downgrading of the counterparty and is a calibration element which you might want to comment when answering the qualitative questionnaire.
	20/05/2008

	3
	TS.X.A.18,

TS.X.A.19
	Question:

I have a question concerning the SCR counterparty default risk module (paragraph TS.X.A.18 and 19): Paragraph 18 defines the approach for internal reinsurance in cases where the reinsurer is unrated. In this case it is allowed to use kind of a look-through approach, i.e. using the PD for the retrocession part from the reinsurer outside the group. The text does not say anything about cases where the reinsurer (within the group, i) has a rating. Thus, I would not be allowed to use such a look-through approach whenever the reinsurer has a rating (that means having a rating would in most cases raise my capital requirement and would therefore be a disadvantage). Is this interpretation correct?

Second question: How should I understand paragraph 19? It refers to requirements mentioned in the previous paragraph. Do you have any idea what kind of "requirements" are meant in paragraph 19? The only possible requirement in paragraph 18 would be that it is only applicable for "unrated" reinsurers, so in para. 19 the internal reinsurers might be rated. But when I do have a rating, why to use this artificial regulatory rating?
	

	
	
	Answer:

Both paragraphs TS.X.A.18 and 19 deal with unrated reinsurers which are part of the same group. While TS.X.A.18 determines that for the share of reinsurance that is retroceded outside the group to a counterparty k, the probability of default of counterparty k should be used. TS.X.A.19 assumes that there is no such retroceding, therefore a probability of default based on the solvency ratio of the group reinsurer is used.

If the group reinsurer for the first firm has an external rating, then this is likely to be relevant to the assessment of counterparty risk. This rating would be especially relevant if the intermediate reinsurer is carrying on other business as well, since the risk to the first firm is not just the failure of the ultimate reinsurer, but also the possible failure of the intermediate reinsurer while the final reinsurer remains solvent. In other words, it would indeed be feasible for the group reinsurer to have a lower rating that is relevant to the assessment of counterparty risk.

Of course, the position under group assessment would be rather different, since any intra-group reinsurance would disappear in the consolidation, and only the reinsurance external to the group would need to be considered.
	22/05/2008

	4
	TS.X.A.19
	Question:

For internal reinsurance we use a Bermuda based entity. It is an unrated entity with a solvency ratio of 297%, based on Bermudan solvency rules. Is it possible to assume a AAA rating for the entity as it suggests in the QIS4 guidance? The Solvency margin calculation is not risk based and is almost the same as the current Solvency I basis that we currently use. The guidance is slightly unclear as the ratio table does not say whether it should be on a Solvency II basis or the local basis. The entity is used solely for internal reinsurance throughout the world.
	

	
	
	Answer:

For QIS4 purposes, participants are requested to assess the solvency ratios based on Solvency II rules.
	27/05/2008

	5
	
	Question:

Is it correct that mortgage loan portfolios, aside from the interest rate module, also have to be considered under the counterparty default module and treated as an unrated exposure? This treatment is considered disproportionate as the stress factor that has to be used is rather high given the possible risk selection. Could you please confirm this point of view and comment the rather severe treatment under counterparty default.
	

	
	
	Answer:

It is correct that mortgage loans should be considered under counterparty default risk as other credit exposure. Concerning disproportionate treatment, this might be alleviated by considering the collateral effect of a mortgage. Contrary to exposures to reinsurers or in financial derivatives, the counterparty default risk does not explicitly takes into account collateral for exposures to intermediaries or for other credit exposures. Instead participants might include the collateral implicitly as a risk mitigation instrument in the calculation of the best estimate of the credit exposure, given that the risk mitigation principles outlined in TS.VII apply. Especially with respect to mortgage loans it might usually be assumed that the principles are fulfilled.
	03/06/2008

	6
	TS.X.A.19
	Question:

We do not think that we can perform a Solvency II calculation for our unrated non-EEA reinsurer which we use for internal reinsurance only, so we will not be able to apply the method in TS.X.A.19. How should we then assess the counterparty default risk for this firm?
	

	
	
	Answer:

For QIS4 purposes, a treatment according to TS.X.A.19 requires the calculation of an SCR of the intragroup reinsurer following the methodology laid out in the Technical Specifications. If such a calculation is not possible, TS.X.A.11 applies in order to determine the probability of default of the reinsurer (probability of default for an unrated reinsurer not subject to Solvency II regulation: 30.41%). Participants are invited to comment on this approach when answering the qualitative questionnaire.
	03/06/2008

	7
	
	Question:

Are outstanding debts with policyholders supposed to be included, when calculating the credit exposure in counterparty risk module? And if so, how should they be treated? As “unrated other credit exposures”?
	

	
	
	Answer:

In principle, such an exposure should be included within the unrated other credit exposures, but also taking into account any potential risk mitigant, e.g. a reduction in the policy benefits (hence, the liabilities against the policyholder) in the case of non-payment of premiums.
	13/06/2008

	8
	
	Question:

In cases where a counterparty reinsures both health and non-life lines of business, how should the formula of LGD in TS.X.A.3 be used? 
Should the correlation of 0.25 between health and non-life be applied or should the two be directly added up – i.e. correlation=1?
	

	
	
	Answer:

There is no reason to deviate from a linear combination of the exposures mentioned for such a case, as the loss given default of a defaulting counterparty is independent from whether this counterparty is reinsuring a single line of business or several lines of business.
	13/06/2008

	9
	TS.X.A.18
	Question:

Consider the SCR counterparty default risk under the following scenario. A mutual M1 is supposed to operate in the following manner. Together with some other mutuals M2, M3, …, MN the mutual M1 participates in a loss participating pool network. Each participant in the pool is considered to be small on its own, in an EEA context, but together they have established a countrywide market leading position. Also they operate independently of each other. The risk exchange covers all losses excess a fixed retention Ri, unique to each company, on a per risk as well as on a per event basis. The pool is operated through a rated, by the N mutuals fully owned, (re)insu​rance company, S, to which each mutual transfer all losses above its retention point Ri and from which each mutual suffering a loss, also collects its full recovery, (X – Ri)+, where X is the total loss from ground up. In turn the “subsidiary” S, retrocede all losses to the pool in excess of the pool retention point R, R > max(R1, …, RN), to a subset of K, say K > 100, (re)insurance companies, C1, C2, …, CK, operating on the external international reinsurance market. The recovery to the pool, on an original mutual loss X from ground up, is (X – R)+, and the loss shared by the mutuals within the pool, is the net loss to the pool, ((X – Ri)+ - (X - R)+)+, which is distributed among the participants on a risk based scale. Thus, the counterparty risk of M1 has two sources; for losses equal to or below the retention point R, the counterparty risk is concentrated to the “subsidiary” S, the only contractual reinsurer of M1, while for losses above R, the counterparty risk is divided by the “subsidiary” S and the external (re)insurance companies, C1, C2, …, CK, where there is no contractual obligations between M1 and the latter. As the loss grows to infinity the external (re)insurance companies’ share of the counterparty risk grows to one. 

According to a scenario like this, we are asking for a CEIOPS guideline how the SCR counterparty default risk of M1 fits in, and shall be accounted for, in the standard formula, as stated in QIS4, section TS.X.A, of the technical specification.

In addition, we also put forward some related items, and - at last - our preferred view on the matter.

(a) In the QIS4 technical specification the “part of the same group”, “internal reinsurance” and “intragroup reinsurance” concepts are used in different contexts, e.g. TS.X.A.18 and TS.X.A.19, respectively. Are these all connected to the “group” concept as understood in the “group solvency” context, or are any of these three concepts applicable on the type of risk exchange which is built into the cited scenario?

(b) If “no” on a), we have a non intra group situation, where the standard formula does not seem to hold for the cited scenario. M1 would then have only one reinsurer, the “subsidiary” S, which as a consequence, given the scenario to be used in QIS4 for the NLcat Cat risk, would end up with a default of M1 at the end of the day, due to a non existent risk mitigation concentration risk, since in such a case almost all of the risk mitigation would be distributed to the K external (re)insurance companies, C1, C2, …, CK. 

(c) If “yes” on a), i.e. mutual network could be viewed upon as a “group”, we would land in a situation close to TS.X.A.18, where there is an internal reinsurance to start with, which in a second step is partly retroceded outside the “group”. But again the standard formula does not seem to hold for the cited scenario, since in that scenario the intermediate “subsidiary” S is a rated company.       

Our preferred view in QIS4: In a scenario as the cited, we think that, if the ceded business to the “subsidiary” S could be looked upon as intra group reinsurance in the standard formula, and that the paragraph TS.X.A.18 at the same time would be valid also for a rated reinsurer, that would be a fair assessment of the SCR counterparty default risk for M1.
	

	
	
	Answer:

The methodology proposed is not compatible with the QIS4 specification. The mutuals are not part of a group and the reinsurer is not in the same group as any of the mutuals.
The proposal made is not precise but it seems to treat different mutuals differently depending on the nature of their claims against the pool reinsurer. This is not considered appropriate.

In order to inform future discussions on this issue, following QIS4, participants might want to take account of their rating of S in an own-initiative calculation, additional to the normal QIS4 calculation of applying the reinsurance counterparty default risk module. Such an additional calculation could be performed in aggregate as follows:
The exposure of mutual Mi to the pool reinsurer is the sum of the (X - Ri)+ = SUMx(X - Ri)+ = Si. The total exposure of all the mutuals to the pool reinsurer is SUMx,i(X - Ri)+ = S. The latter can be regarded as a combination of exposures Ej to the retrocessionaires Cj and an exposure to the pool of SUMx,i((X - Ri)+ - (X - R)+)+ = E0.
Then the single exposure Si of Mi to the pool could be replaced by exposures Si/S * Ej to the retrocessionaires and an exposure to the pool of Si/S x E0.
In addition (assuming pass-through), participants should of course allow for the insurance risk arising out of each mutual’s participation as a retrocessionaire in the pool.
	23/06/2008

	10
	TS.X.A.11
	Question:

Unrated reinsurers subject to Solvency II regulation would be treated as rating class 3 (BBB) within the counterparty default risk module. Could you specify if this can also be applied for unrated insurers for SCRdef counterparty default risk?
	

	
	
	Answer:

Yes, “reinsurers” in this context should be understood as “(re)insurers”.
	23/06/2008

	11
	
	Question:

Intermediaries fall under counterparty default risk, under the category “intermediaries”. Since the large majority of intermediaries with which the insurers deal are unrated, they are subject to the 30.41% probability of default estimate. Is this correct?
	

	
	
	Answer:

The interpretation is correct. Of course, participants are invited to comment on the suitability of this approach when answering the qualitative questionnaire.
	23/06/2008

	12
	TS.X.A.11
	Question:

Health insurers in the Netherlands have a continuous exposure on all hospitals they deal with. These exposures are treated as counterparty default risk, under the category “other”. However, since the hospitals have no rating they would be subject to the unrated PD of 30.41%. Since the hospitals are supervised by another body, we have informed the health insurers to apply the rule from TS.X.A.11, which allows unrated EEA reinsurers to use a BBB rating. Therefore, the PD for these exposures would be 0.24%. Do you agree with this approach?
	

	
	
	Answer:

The Technical Specifications are rather strict when applying pro forma rating classes for unrated entities: TS.X.A.11 explicitly requires a Solvency II regulation. Only a comparable regulatory regime (incl. some kind of solvency requirements, maybe in combination with a state liability) would enable participants to apply the proposed BBB rating.
	01/07/2008

	13
	TS.X.A.8
	Question:

TS.X.A.8 states that in relation to the intermediary risk and any other credit exposures, the loss given default is the best estimate of the credit to intermediaries and any other credit exposures respectively.

The adoption of this criterion for estimating the default risk charge for intermediaries leads to an unrealistic requirement with regard to own insurance agents. It can be shown that the requirement could be very close to the 100% of the exposure with own agents. 

We would like to point out the following aspects:

1. credit losses on intermediaries (more specifically insurance agents) are minimal (usually 0);

2. generally the outstanding amount of these credits at year end is collected in 2-3 months;

3. the exposure is partially (sometimes totally) guaranteed by insurance policies that agents are required to have;

4. the nature of these credits is structurally very different from banks loans (from which the LGD concept is derived);

5. generally losses on intermediaries exposures come from fraud. High risk of double counting with the operational risk.

On the basis of the above considerations, we propose to allow for intermediaries exposures and any other credit exposures:

· companies to make their own estimate of the LGD of their intermediaries exposures (based on historical data) or to adopt Basel II ratio (8% capital requirement for unrated and not guaranteed exposures with companies, assuming a LGD=100%). For credits towards natural person a 75% LGD and an 8% capital ratio (as for the retail business in Basel II);
· to mitigate the LGD considering the collateral in force.
	

	
	
	Answer:

For the purpose of QIS4, firms are allowed to take account of relevant risk mitigants (including collateral) that meet the principles in TS.VII. Own estimates of the LGD might however be in conflict with Article 104(7) of the Directive Proposal which allows undertaking-specific parameters only for the life, non-life and health underwriting risk modules.
Any new methodology and information on both the rationale and the effect of application of the QIS4 methodology that may be provided by the industry could be useful for further the further development of this specific module.
	04/07/2008

	14
	
	
	

	
	
	
	


11. SCR Life underwriting risk module
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.XI.C.9,

TS.XI.F.6
	Question:

How were the simplifications for longevity risk and expense risk derived?
	

	
	
	Answer:

The starting point in the derivation of the longevity simplification is the analysis of a simple model treaty which has a technical provision as follows:
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Ak 
= benefit in case of survival of year k

q 
= mortality rate of insured person (for reasons of simplicity, not depending on age)
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= interest rate

The change of technical provision caused by the decrease of mortality rates is approximated linearly as follows:
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In reality, the mortality depends on age; therefore q is replaced by an average mortality over the run-off of the liability, based on the assumption that mortality of the insured person increases by 10% if he/she becomes one year older:  
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As to the expense simplification the approach is rather simple: 
10%*n*expenses takes care of the 10% increase of expenses. The 1% increase in inflation is covered by the term 0.005*n^2*expenses. In model calculations, this formula was found to be an appropriate approximation of the non-linear behaviour of the inflation increase.
	07/05/2008

	2
	TS.XI.B
	Question:

Section TS.XI.B, mortality risk: This section refers to a “floor of zero” applying “at the level of contract”. Is this intended to mean individual contract level (i.e. individual policy) or contract type level (i.e. in aggregate at product level)? We are not able to provide results for QIS4 on the former (will make an approximation if need be).
	

	
	
	Answer:

In principle, a floor of 'zero' should be applied for each contract, but an approximation will suffice. It would also be helpful to have some indication of the type and volume of contracts for which a negative value may arise.
	15/05/2008

	3
	TS.XI.D.8
	Question:

Life disability risk simplification – Could you give some background information on calibration of this simplification? In particular, we would be interested, why the calibration is based on multiplying the sum at risk by duration.
	

	
	
	Answer:

The product (disability sum at risk * i * 0.35) is the expected increase due to the disability shock of the part of the technical provisions which is set up for the payments of the following year. In order to allow for all years until run-off, this figure is multiplied by the duration of the liabilities. The factor "Projected Disability Increase" takes into account that i is likely to increase during the run-off period of the portfolio.
	27/05/2008

	4
	TS.XI.G.3
	Question:

TS.XI.G.3: The Technical Specifications specify the RevShock as follows: “Increase of 3% in the annual amount payable for annuities exposed to revision risk. The impact should be assessed considering the remaining run-off period”. Based on this wording, it is not clear that the increase should be understood as
· a one time 3% increase (of the annual amount throughout the remaining run-off period), or

· a 3% increase each year (of the annual amount throughout the remaining run-off period).
	

	
	
	Answer:

The revision shock should be interpreted as a one-time 3% increase in the annual amount payable for annuities exposed to revision risk.
	27/05/2008

	5
	TS.XI.E.1
	Question:

In lapse risk specification (TS.XI.E.1) it is stated: Lapse risk relates to the loss, or adverse change in the value of insurance liabilities, resulting from changes in the level or volatility of the rates of policy lapses, terminations, changes to paid-up status (cessation of premium payment) and surrenders. It doesn't clearly mention how the continuous premiums should be lapsed. It is clear that their paid-up intensities should be increased by 50% but should also the amount of the remaining premiums be decreased by 50%?
	

	
	
	Answer:

For policies with contractual premiums that are assumed to be paid-up (and that fall within the scope of TS.II.B.32), then the associated premiums would of course then discontinue. In addition, firms should also allow for a 50% increase or decrease (as appropriate) to the rate of change in future recurring premiums for policies falling within the scope of TS.II.B.33.
	27/05/2008

	6
	TS.XI.H
	Question:

Section TS.XI.H, life catastrophe risk: This section does not mention any “floor” on the application of a 1.5 per mille mortality “spike” and so presumably we should take credit for the beneficial effect on contracts with negative death strains (e.g. annuities). Is this intended?
	

	
	
	Answer:

The description of the Life CAT event in paragraph TS.XI.H.3 would encompass all types of policies, and could therefore include credit for releases on annuities. However, the total capital charge for Life CAT risk must still be non-negative.

We propose to revisit this topic following QIS4, when we shall also look further at the consistency between the scenario approach and the simplified factor-based approach.
	27/05/2008

	7
	TS.XI.B.3

TS.XI.C.3
	Question:

Regarding the (un)bundling of longevity and mortality risk: We have a question regarding the manner in which the calculations should be performed when longevity and mortality are insured in a similar contract. QIS4 does give some options. Especially option 1 (not to unbundle contracts when benefits are provided both in case of death and survival) gives rise to various interpretations. 
Consider the following possible interpretations (for example a pension contract):

· Approach 1: The main risk driver for a pension contract is deemed to be longevity risk. The insurer is calculating the longevity shock of 25% within the identified homogenous risk group. The net effect of this calculation is taken as the outcome to be included for Solvency Capital requirement related to the longevity shock. The mortality risk is set at zero.

· Approach 2: The main risk driver for a pension contract is deemed to be longevity risk. The insurer is calculating the longevity shock of 25% within the identified homogenous risk group. The net effect of this calculation is taken as the outcome to be included for Solvency Capital requirement related to the longevity shock. However individual net effects which are deemed to be positive for the insurer are set at zero. The mortality risk is set at zero.

· Approach 3: The calculation for the Solvency capital requirement for mortality risk is also calculated on the whole homogenous risk group whereby the positive outcome for the insurer (e.g. lowering effect on the SCR) is set at zero. The resulting outcome is the capital requirement for the mortality risk. The same calculation is performed for the longevity shock.

Which approach should be followed?
	

	
	
	Answer:

In TS.XI.B.3 and TS.XI.C.3, option 1 states that “contracts where the death and survival benefits are contingent on the life of the same insured person(s) should not be unbundled”.

In an unbundled situation there would be 4 different capital charges:

1 and 2: Longevity and mortality risks for the death benefit part of the unbundled contract

3 and 4: Longevity and mortality risks for the survival benefit part of the unbundled contract

In option 1 (“not” unbundled situation) there are only 2 capital charges: Longevity and mortality risks for the unbundled (death benefit and survival benefit together) contract.

That means that the “natural” hedge is fully taken into account for the calculation of the longevity risk, and the mortality risk respectively, calculated as the difference between the actual longevity effect, reduced by the mortality effect for the longevity risk, and the difference between the actual mortality effect, reduced by the longevity effect for the mortality risk (note that a floor of zero applies at the level of contract if the net result of the scenario is favourable to the (re)insurer).
	11/06/2008

	8
	TS.XI.F.3
	Question:

TS.XI.F.3: Please find in the table below a possible outcome for the shock to be tested. Is it correct and if not how should the shock be calculated?

Baseline

 

 

Shock

 

 

 

 

expenses 

+10,0%

inflation

2,0%

 

inflation

3,0%

 

 

 

 

 

year 

expenses

 

year 

expenses

1

100,00

 

1

110,00

2

102,00

 

2

113,30

3

104,04

 

3

116,70

4

106,12

 

4

120,20

5

108,24

 

5

123,81

6

110,41

 

6

127,52

7

112,62

 

7

131,35

8

114,87

 

8

135,29

9

117,17

 

9

139,34

10

119,51

 

10

143,53

11

121,90

 

11

147,83

12

124,34

 

12

152,27

13

126,82

 

13

156,83

14

129,36

 

14

161,54

15

131,95

 

15

166,38


	

	
	
	Answer:

The scenario outlined in the table mirrors the intentions of CEIOPS when designing the life expenses sub-module.
	23/06/2008

	12
	TS.XI.F
	Question:

On the Life expense risk, can you specify what should be the exposure measure? For instance, expenses due to management of contracts and, to the extent future premiums are allowed, future acquisition expenses? What about future commissions? Should these be included? In particular, if we have commissions that are given by a fixed percentage of premiums or of the value of the fund, should these be included? Note that these latter commissions will vary as a result of premium variation or fund value volatility - thus, is this variation qualified as expense risk?
	

	
	
	Answer:

Only those elements of expenses that are subject to “inflation” risk should be included here. Therefore, commissions that vary with premiums, or with the size of funds, would not be included in the expense risk module (the former may though be covered by the lapse risk module, and the latter should be covered by the market risk module).
	01/07/2008

	13
	TS.XI.H
	Question:

We have some questions on paragraph TS.XI.H Life Catastrophe Risk: How should risk mitigation instruments relating to catastrophe risk be taken into consideration? Do we take into account the reinsurance catastrophe cover when calculating SCRcat? When the simplified method is used: Is the capital at risk net or gross of reinsurance?
	

	
	
	Answer:

The calculation should take account of the impact of the Cat, net of any relevant reinsurance protection or other risk mitigating instruments. The associated reinsurance counterparty risk would then be covered by the calculation in TS.X.
	04/07/2008


12. SCR Health underwriting risk module
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:

In Belgium long-term health products are sold with similar characteristics to the German ones (life long coverage, leveled premiums depending on the entry age and calculated with life insurance techniques, obligation to set up aging reserves, possibility to annually adjust premiums in order to maintain profitability, solvency margin calculated according to Life,...): should the underwriting risk for these products consequently be treated in the long-term health module, or in the life module? 
And what about guaranteed income (disability) and long-term care insurance, where we have leveled premiums and aging reserves as well? In what module should these be treated?
	

	
	
	Answer:

Firms should place these contracts in the most suitable module for the nature of the risks borne by the insurer in respect of these products, and explain their selection. Comments would also be welcome on the suitability of the approach described in Annex SCR6, or any other approach that firms may wish to propose.
	15/05/2008

	2
	
	Question:

Supplementary accident and health insurance – Where should the cash flows associated with accident and health insurance, which is supplementary to life contracts, be reported? Should it be in the best estimate calculation for Life or A&H (short term)? According to TS.II.E.7 such liabilities should be reported separately, i.e. sheet I.Life, part 3. In case the supplementary insurance is included in life TP, do these products appear in the SCR calculation only as a capital charge for Life disability risk? And what about the supplementary insurance that is not related to disability?
	

	
	
	Answer:

In principle, the SCR calculation for short-term non-life policies should be applied. However, as a practical simplification, firms might choose to apply the factor-based approach in the long-term disability module.
	27/05/2008

	3
	TS.XII.B.28
	Question:

In paragraph TS.XII.B.28, “claims expenditure” is mentioned. Is this payments only or does it also include the change in the technical provisions?
	

	
	
	Answer:

It is not intended that “claims expenditure” in the health epidemic and accumulation risk covers any allocations to the technical provisions. Included, however, is any profit or loss resulting from the run-off of claims provisions. Additionally, any expenses incurred with the settlement of claims should be included.
	23/06/2008

	4
	
	
	

	
	
	
	


13. SCR Non-Life underwriting risk module 

	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.XIII.B
	Question:

TS.XIII.B (in particular TS.XIII.B.11 and TS.XIII.B.30 versus TS.XIII.B.17,

TS.XIII.B.20): There seems to me confusion whether the loss ratios or the combined ratios should be applied in the calculations. TS.XIII.B.11 requires the usage of the loss ratios and this is supported by the formula in TS.XIII.B.30 where the standard deviation figure is calculated using the loss ratios (rather than combined ratios). This handling, however, seems to contradict to the definition of sigma in TS.XIII.B.17 where it is said to be the standard deviation for the combined ratio of the overall portfolio for the combined ratio.

Shouldn't the definition of the sigma in TS.XIII.B.17 read like: "standard deviation for the loss ratio of the overall portfolio"? If so, the corresponding footnote and TS.XIII.B.20 should also be changed accordingly.
	

	
	
	Answer:

Yes, we agree that is intended that the calculations would be made by reference to loss ratios, rather than combined ratios. The wording of paragraphs TS.XIII.B.17 and TS.XIII.B.20 will be changed accordingly through the published errata.
	20/05/2008

	2
	TS.XIII.B.12
	Question:

TS.XIII.B.12: The Technical Specifications specify LR(y,lob) as follows: “the ratio for year y of incurred claims in a given LoB over earned premiums, determined at the end of year y. The earned premiums should exclude prior year adjustments, and incurred claims should exclude the run-off result, that is they should be the total for losses occurring in year y of the claims paid (including claims expenses) during the year and the provisions established at the end of the year”.
From the definition above it follows that an insurer may, practically, opt for two alternatives in determining past provisions for outstanding claims reserves:

1. Use the provisions according to local GAAP. This, however, would not be compatible with Solvency II and QIS4 principles.

2. Determine the provisions based on the information available at the end of each year y based on QIS4 principles.

In the latter case, we have two questions:

· What term structures should be used for years before 2006? (2006 and 2007 are provided by CEIOPS)

· Does “the provisions established at the end of the year” mean the QIS4 provision (BE+RM) or the best estimate only?
	

	
	
	Answer:

In principle, Option 2 should be followed. As CEIOPS wants to assess the volatility of the NL risk, historical data valuated following QIS4 principles would be needed from a theoretical point of view. However, asking all firms to re-evaluate a number of historical data has been seen as too burdensome for most of the firms (and would also assume that premiums rates would not have been impacted by this risk based approach for needed capital).

Some simplifications may be needed for the purpose of QIS4. For example, the risk margin might be excluded when assessing the volatility of the loss ratio. Also, firms may need to use their own judgement to assess the appropriate risk-free interest rates for each year y.

For the premium risk, we made the assumption that the volatility of loss ratios computed on historical local GAAP data may be a possible proxy of the QIS4 principle for the volatility of loss ratios.
We didn't find a similar proxy for the reserve risk volatility, which explain that the credibility mix between market data and entity historic experience is only defined for premium risk in TS.XIII.
At the same time, we expect that firms with enough time, resources and data will apply the principles set in annex TS.XVII.D and provide us also with entity specific volatility assessed following Solvency II / QIS4 principles, both for premium and reserve risk.
	27/05/2008

	3
	TS.XIII.B.11
	Question:

TS.XIII.B.11: The Technical Specifications specify PCO(j,lob) as follows: “best estimate for claims outstanding in geographical area j in each of the LoBs”. It is not clear, though, whether PCO(j,lob) is to be understood gross or net of reinsurance. The rest input data are all net amounts.
	

	
	
	Answer:

The best estimate for claims outstanding PCO(j,lob) should be calculated net of reinsurance.
	27/05/2008

	4
	TS.XIII.B.9
	Question:

When allocating premiums and provisions to the different country buckets defined in TS.XIII.B.9, I was wondering whether Russia and Turkey would fall under “Rest of Europe” or under “Asia (excl. Japan and China)”. Could you provide some clarification?
	

	
	
	Answer:

Both Russia and Turkey should be included in the area “Rest of Europe”.
	27/05/2008

	5
	
	Question:

We ask for more explanations about the standardized method for the calculation of the entity specific standard deviation for reserve risk:

· We need an explicit definition of the RunOffy, which is the “absolute run-off result of the undiscounted net best estimate provision PCOy”: Is it the difference between the ultimate cost estimated at year 2006 and the ultimate cost estimated at year 2007?

· What is the year y: Is it the occurrence year (or underwriting year for decennial insurance) or the accounting year? Indeed in the AISAM/ACME study it was the accounting year, and the run-off result of year y was calculated for the whole provision (booked at year y for all occurrence years). It was calculated for many accounting years y, and the entity specific standard deviation was equal to the standard deviation of the run-off results calculated for years y (See page 15 of the AISAM/ACME study). In QIS4 it seems y is the occurrence (or underwriting) year?
	

	
	
	Answer:

RunOffy is meant to be the difference between 
· the best estimate claims provision (or estimated ultimate) at the beginning of year y
· the sum of the best estimate claims provision at the end of year y and the payments made during year y which correspond to the claims provision at the beginning of the year (i.e. payments which are not subject to premium but reserve risk).
RunOffy relates to the risk of a run-off loss of the whole technical provisions during a one year time horizon. In that sense, y is the end point of an observed one year time horizon. To increase clarity, the notation RunOffy might be replaced by RunOffy,y+1. Accordingly, PCOy means “PCO at the beginning of year y” in TS.XVII.D.9.

As laid out in TS.XIII.B.37, non-life risk assessment is still a work in progress, in particular for long tailed business. Accordingly, the methodology in TS.XVII.D will need to be reviewed thoroughly following QIS4.
	27/05/2008

	6
	TS.XIII.B.37

TS.XVII.D.2
	Question:

Regarding non-life underwriting risk and the use of undertaking-specific estimates of the standard deviation for reserve risk: Reading the paragraphs TS.XIII.B.37 and 38, we get the impression that calculations based on these estimates can be reported as additional information. However, TS.XVII.D.2 in Annex SCR 2 states that “Participants may substitute all or any subset of the replaceable parameters”, which might indicate that the use of undertaking-specific estimates can replace the estimates given in TS.XIII.B.25. Our understanding is, however, that any calculations based on undertaking-specific estimates of the standard deviation for reserve risk should only be reported in addition to the calculations based on the estimates given in TS.XIII.B.25. Could you please clarify if our understanding is correct?
	

	
	
	Answer:

If the Technical Specifications foresee different options or alternatives to generate certain results, participants are in general encouraged to provide all alternative results. In this specific case, the reserve risk based on the standard deviations outlined in TS.XIII.B.25 will feed into the calculations by default since the input is limited to the net best estimate of claims provisions. If participants additionally want to provide results based on own estimates of standard deviations, they are invited to fill these in line 109 of the “I.Health and Non-Life” tab. In order to assess the validity of input data, also the length of the time series used to determine the standard deviations should be disclosed in line 110. To substitute the default standard deviations by the undertaking-specific ones, choose “TRUE” in line 111.
	29/05/2008

	7
	TS.XIII.B.12
	Question:

Loss ratio is defined in TS.XIII.B.12 as follows: “The loss ratio is defined as the ratio for year y of incurred claims in a given LoB over earned premiums.” The question is whether the earned premium is defined in terms of written or received premium. In some accounting systems, written premium is the premium the insurer expects to receive assuming that the contractual provisions are met by the policyholder. I.e. written premium is defined on a premium due basis. Some policyholders, however, will never pay the premium due. The balance is the received premium, or rather, the premium that is expected to be received, taking into account policyholders’ behaviour on late payments.

If the loss ratios were defined in terms of the due premiums, then the calculated capital charge would not express (actually, it would rather under-estimate) the true premium/reserve risk the insurer is exposed to.
	

	
	
	Answer:

When the claims are considered, participants are supposed to take into account the PCOy that was estimated at the end of year y. So old premiums should be taken into account as estimated at each year-end. The estimate of the standard deviation can be applied to current data since these data incorporate a similar level of uncertainty as the old claim/premiums data at each year end.
	23/06/2008

	8
	TS.XIII.B.9
	Question:

With reference to the geographical diversification on non-life underwriting, kindly indicate the principle being applied in choosing the territory for marine cargo business in the case of transit between two countries.
	

	
	
	Answer:

As the relevant territory that country should be chosen where the original policy is issued.
	25/06/2008

	9
	TS.XIII.B.2
	Question:

In TS.XIII.B.2 of the QIS4 Technical Specifications the premium risk is defined as follows: “Premium risk is understood to relate to future claims arising during and after the period until the time horizon for the solvency assessment. The risk is that expenses plus the volume of losses (incurred and to be incurred) for these claims (comprising both amounts paid during the period and provisions made at its end) is higher than the premiums received (or if allowance is made elsewhere for the expected profits or losses on the business, that the profitability will be less than expected).” 
If one wants to report the premium risk, using an internal model (which models + premiums - costs - losses), should the required capital (that will be compared with the QIS4 SCR) then be calculated as the difference between the 99,5% VaR and the expected value (and hence the expected profit should be included somewhere in available capital), or should the required capital rather be defined as the difference between the 99,5% VaR and zero (and hence expected profit is used as first cushion for risk)?

For practical reasons it is better to focus only on premium risk (although in QIS4 premium and reserve risk are combined). So assume you have a start-up company with no outstanding claims liabilities and hence no reserve risk on its balance sheet. The company is expected to write a volume of earned premium and based on this volume the risk is defined. In this case, the risk is then defined as the difference between the 99.5% VaR and the premium volume which matches with the definition given in TS.XIII.B.2 “The risk is that expenses plus the volume of losses for these claims is higher than the premiums received (...)”.
One year of expected premium is expected (which acts as a positive value and hence increases value), costs and commissions are being paid (which acts negative), and insured losses are being paid (which also acts negative). On top of that some of the claims are covered by reinsurance, other ones are not. The value which is created (doing 1 year of business) is topped to the right (if no claims are reported) but is unlimited to the left (if dramatic claims are being reported).
In the example given, doing 1 year of underwriting will create a value of 10 (for instance: 100 premiums - 30 costs/commissions - 60 losses). In a 99.5% VaR they could end up with a decrease in value of 60 (=100 premiums - 30 costs/commissions - 130 losses).
Two options can then be taken to define the risk (=required capital):
Method 1: The required capital is defined as the difference between the mean and the 99.5% Var => 70
Method 2: The required capital is defined as the difference between zero and the 99.5% Var => 60
These 2 options are - in my understanding - suggested by TS.XIII.B.2 in the wording between brackets “(or if allowance is made elsewhere for the expected profits of losses on the business, that the profitability will be less then expected)”.
If one chooses for method 1, the available should be increased with the volume of the expected profits. If one chooses for method 2, no adjustment should be made. Both methods have no impact on the definition of surplus capital.
In my understanding - although TS.XIII.B.2 suggests the company can decide themselves - it should be better to formulate that the risk is defined conforming the “idea” behind TS.XIII.B.17 (losses above the premium) and hence include the profit as a first buffer. I have put the word “idea” as a remark because in reality when one is using the QIS4 standard approach, the profit included in the premium is not really used (two companies writing the same risk for a different price, will end up with a different capital loading since the standard approach is based on the volume of premium excl. the profit embedded in this).
Given this uncertainty, the question remains: Which capital definition should be used for internal model results, Method 1 or Method 2, and should the wording in TS.XIII.B.2 not be adjusted in order to reduce confusion?
	

	
	
	Answer:

The second method should apply, i.e. the required capital is defined as the difference between zero and the 99.5% value at risk.
	01/07/2008

	10
	TS.XIII.B.9
	Question:

As a captive, all our risks are covered in US; it means, by applying the Technical Specifications, we do not apply any geographical diversification. As you know, due to the large area of US, we can consider that there is one important diversification if your risks are spread over the different states of US. How can we introduce this geographical diversification?
	

	
	
	Answer:

The Technical Specifications give a fixed list of geographical areas to consider in the calculation of geographical diversification. At the same time, paragraph TS.XIII.B.34 (included as QS37 in the qualitative questionnaire) welcomes comments on this first attempt to model the geographical diversification in non-life.
Please also note that firms are encouraged to provide the result of their own determination of the premium and reserve standard deviations, following the methodology described in annex TS.XVII.D. This methodology already embeds the effect of geographical diversification at a more granular level than the one defined in the QIS4 Technical Specifications.
	01/07/2008

	11
	
	
	

	
	
	
	


14. Section 4: Solvency capital requirement: Internal models
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:
	

	
	
	Answer: 
	

	2
	
	Question:
	

	
	
	Answer: 
	

	3
	
	Question:
	

	
	
	Answer: 
	

	4
	
	Question:
	

	
	
	Answer: 
	

	5
	
	Question:
	

	
	
	Answer: 
	


15. Section 5: Minimum Capital requirement
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	
	Question:

The MCRnl calculation (TS.XV MCR, cell D13) seems to include the MCR*nl calculation, since the best estimate used includes the 'life principles need to be used' component (I. Health & non-life, row 37). Therefore, there is a double count of the best estimate for non-life with life principles when the MCRnl is based on the net technical provisions (there should be no problem if it is based on P).
	

	
	
	Answer:

Indeed the formula currently gives room for a double counting of risks. This is fixed by the spreadsheet patch to be released on 30/05/2008.
	29/05/2008

	2
	TS.XV.E.1
	Question:

I have the following question in relation to TS.XV.E.1: According to the definition of CARj, the “capital at risk (i.e. the sum of the amounts currently payable on death or disability and the present value of annuities payable on death or disability less the technical provision held for each policy that gives rise to a financial strain on immediate death or disability of the insured) calculated net of reinsurance for each segment j”. Does it mean that the CAR is calculated for each segment and not for policy by policy?

If it is calculated for each segment then the calculation should be carried out by first adding up all amounts payable on immediate death then subtracting the technical provision for the segment, shouldn’t it? In conventional, policy by policy terms, it could mean the inclusion of negative CAR, eventually the total CAR could be negative in special cases.

E.g. if one of your segments contain endowment policies where the death sum insured is half of the maturity sum insured and all policies are close to maturity then the sum payable on immediate death will be less than the total technical provision thus the difference will be negative. Or should one take the positive part of the above difference? If, however, you wanted to calculate the CAR policy by policy as the positive part of the difference between the sum payable on immediate death and the technical provision of the policy then you first have to define the technical provision of a policy which is not a self-evident task. What is your position in the matter?
	

	
	
	Answer:

The granularity of capital at risk referred to in TS.XV.E.1 refers to the three segments according to the outstanding term of contract, as defined in TS.XV.E.8. 

According to the definition of CARj in TS.XV.E.1, non-negative differences (between the death or disability benefit and the technical provision) should be taken into account on a policy by policy basis.

Regarding the technical provision on an individual policy basis, we suggest the following interpretation: best estimate valuation should be used, in accordance with the principles set out in TS.II.D.9 (“As a starting point, the valuation should be based on policy-by-policy data, but reasonable actuarial methods and approximations may be used. In particular the projection of future cash-flows based on suitable specimen policies can be permitted.”). This also means that the grouping of contracts is permitted for determining the capital at risk inputs of the MCR.
	06/06/2008

	3
	TS.XV.E.3
	Question:

I have a few questions regarding the MCRlife formula under point TS.XV.E.3 of the Technical Specifications.

(a) The term Exp*ul should only take into account the net administrative expenses of non-retail unit-linked business and management of group pension funds. What exactly is the meaning of the word “non-retail” in this context?
(b) In this same formula the TPi includes all unit-linked business. Isn’t there some sort of “double counting” of the “non-retail unit-linked business and management of group pension funds” because these contracts are (sort of) included twice (in the Exp*ul and in the TPi)? In case this is done on purpose, could you just confirm that?
	

	
	
	Answer:

The reference to unit-linked in the table in TS.XV.E.5 should be replaced by “unit-linked (retail)”. This change would remove the potential double count. “Retail business” is not defined in the specification, but it refers to policies that are sold to individual natural persons, as distinct from policies that are written for other corporate persons, such as contracts for the management of funds for pension schemes or other undertakings.
	25/06/2008

	4
	
	
	

	
	
	
	


16. Section 6: Groups
	No Q. 
	No paragr. (if provided)
	
	Date (answer)

	1
	TS.XVI.A.7
TS.XVI.E TS.XVII.C.5
	Question:

It appears to us that the deduction and aggregation method laid out in the QIS4 Technical Specifications does not exactly match the description of the method in the Framework Directive. Given our understanding outlined below, could you confirm this view?

The deduction and aggregation method is one of the two mandatory methods to calculate the group capital requirement and the group own funds (cf. TS.XVI.A.7). It is furthermore one of the two mandatory methods to calculate the solo capital requirement and the solo own funds under certain conditions determined in TS.XVII.C.5.

According to the Draft Framework Directive, Article 231, this method is an alternative to the default method, the ‘Accounting Consolidated-based Method’ (cf. Article 228 and TS.XVI.B). The Deduction and Aggregation Method therefore should be calibrated consistent to the default method in order to yield results similar to the standard method.

According to the Deduction and Aggregation Method in the Draft Framework Directive, the capital requirement is calculated by

a) eliminating the participations from the parent’s own funds and the parent’s capital requirement calculation (esp. by setting the value of the participation to nil in the equity risk module) and

b) adding the participation’s own funds resp. capital requirements to the adjusted own funds resp. capital requirements of the parent undertaking according to a) to the corresponding proportional share of participation.

The only adjustments are

a) the risk of the 'participation asset' of the parent undertaking has to be valued at nil as this risk is already captured in the capital requirement of the participation and

b) the counterparty default risk of the participation has to be valued at nil as this risk is already captured in the capital requirement of the parent undertaking.

This method is a simple alternative to the default method being also conservative as diversification benefits between the parent undertaking and the participations are not recognized.

According to the QIS4 Technical Specifications, the Deduction and Aggregation Method is defined in a different way. Additional to the adjustments mentioned above, some parts of TS.XVI.E go beyond Article 231 of the Framework Directive Proposal. In TS.XVI.E.3, an elimination of intra-group transactions on the SCR-side is requested including elimination of intra-group reinsurance, as we understand it. Concerning own funds, a removal of intra-group arrangements (cf. TS.XVI.E.6) is also requested, again all intra-group transactions including intra-group reinsurance should be eliminated to our understanding. However, if all intra-group transactions were eliminated there would not be any counterparty default risk making explicit references to adjustments to this risk class e.g. in TS.XVI.E.4 obsolete.

The calculation of solo’s and group’s own funds and capital requirement according to the Deduction and Aggregation Method as defined in the QIS4 Technical Specifications bears some issues:

a) The elimination of intra-group transactions can significantly impact the market and underwriting risks of every entity of the group such that effectively two QIS4 Spreadsheets have to be filled for each entity instead of just one, whereas the method as outlined in the draft directive would effectively mean an adjustment of only a few entries.

b) Risk mitigation is done whenever economically justified irrespective of whether the considered entity belongs to a group or not. The Deduction and Aggregation Method as to the QIS4 Technical Specifications therefore could result in unreasonably high capital requirements for the solo entities involved due to generating high concentrations of underwriting risks by eliminating intra-group transactions even if the risk would be ceded externally if the entity would not belong to the group.

c) Assets covering transferred liabilities might not be earmarked such that there is some arbitrariness of which assets have to be transferred back to the cedent when unwinding intra-group transactions. An unwind therefore cannot always be done in a straightforward way.

d) Local statutory requirements for non-EEA entities would also need to be updated when eliminating intra-group transactions. Issues as outlined above apply here, as well.
	02-05-08

	
	
	Answer:

It is correct that the deduction - aggregation provided for in the Directive Proposal does not require the elimination of intra-group transactions from the solo SCR calculations, as laid out in the question.

However, for impact assessment purposes, this information has been requested in the QIS4 specifications (see introduction of the group section, TS.XVI.A.7, where it is mentioned) in order to analyse the difference between the sum of the solo (non-adjusted) SCRs and the consolidated group SCR and split it into two components: 

1) the "pure" incremental diversification benefits related to the fact that the various entities form part of a group;
2) the net impact on the consolidated group SCR of the elimination of intra-group transactions. 

To assess the second item, there is no choice but calculate the net impact on the consolidated group SCR of these intra-group transactions explicitly. This is where the QIS4 specifications introduce the idea of solo "adjusted" SCRs, trying to capture this net impact. 

The first point is then calculated by difference: "pure" incremental diversification benefits = sum of solo SCRs - group SCR - net impact of intra-group transactions. 

It is therefore necessary to eliminate from the solo SCRs the effect that the elimination of intra-group transactions will have on the consolidated group SCR. Concretely, this means that you should strip out from the sum of the solo SCRs risk exposures arising from intra-group transactions which will not cancel each other out in the consolidated group SCR calculation, because they don't simply move risk from one part of the group to another, but rather create a new internal exposure (and therefore a "stand-alone" internal SCR capital charge). 

For instance, in the case of internal reinsurance arrangements: 

- we do not need to strip out the decrease in the SCR underwriting charge of the cedant and the increase in the SCR underwriting charge of the cessionnaire, because this underwriting risk transfer from the cedant to the cessionnaire has no impact on the consolidated group SCR, 

- but we do need to strip out the increase in the SCR counterparty default charge of the cedant, because it is not mirrored in the SCR charge of the cessionaire, and consequently simply comparing the sum of the solo SCRs with the consolidated group SCR in this case would not give an accurate picture of the "pure" incremental diversification benefits. 

Consequently, the QIS4 specifications focus participants' attention on two risk types for which it is likely that there will be some stand-alone internal capital charges: 

- market risk (e.g. in the case of participations and subsidiaries, in the solo SCR of the parent company) and

- counterparty default risk (e.g. in the case of internal reinsurance, in the solo SCR of the cedant). 

In addition, it is acknowledged in the specifications that eliminating all intra-group transactions can be very burdensome and complex. That's why QIS4 specifications allow participants to make some simplifications and approximations when eliminating the intra-group transactions (see TS.XVI.E.5), for instance by focussing on major transactions with a large net impact on the group SCR, or by calculating an overall intra-group adjustment to the sum of solo SCRs covering several entities. This should allow for reasonable flexibility.
	

	2
	TS.XVI
	Question:

We would like to calculate SCRww including consolidation of other financial services. Would it be possible to submit these results in QIS4 as well?
	

	
	
	Answer:

Groups may provide the cross-sectoral "variation" numbers as well, provided they have first tested the three official QIS4 "variations", i.e. the default worldwide accounting consolidation method (TS.XVI.B), the accounting consolidation method without worldwide diversification benefits (TS.XVI.C), and the accounting consolidation-based method without diversification benefits arising from with-profit businesses for the EEA entities (TS.XVI.D).
	

	3
	
	Question:

1) How do we treat parts of a group that is neither insurance nor finance related? Skip completely (our preference) or put under OFS or NCP? 

2) For example, we have many pension fund companies in Central Europe. The local regulators in these countries regulate this business as pension fund business and not as insurance business. So for our local units, this pension fund business is out of scope for QIS4. However, for our Group response, this business is part of the insurance group balance sheet. How do we treat these situations in our Group response? What would be the required capital for the standard model?
We believe that these pension fund businesses would be considered as 'other financial sectors' in the Group response and the SCR would be the local capital requirement.
	

	
	
	Answer:

1) This is not explicitly covered by the QIS4 specifications for groups, so firms should not consolidate such activities, but instead apply an equity risk charge to the relevant participations as suggested in TS.XCVI.A.8, unless these are insurance or finance related and therefore fall within the scope of OFS or NCP.

2) For a definition of "insurance and financial undertaking" refer to Q&A 17.1.; according to the definition laid out therein, pension funds would usually not fall under the scope of the “other financial sector”.
	20/05/2008

	4
	
	Question:

Following the interpretation in answer 16.1 of the Q&A document, we would calculate own funds, in order to avoid double counting, by
a) eliminating the value of group internal participations from the parent’s own funds and by

b) adding the participation’s own funds to the adjusted own funds of the parent undertaking according to a) to the corresponding proportional share of participation.
Is our understanding correct?
	

	
	
	Answer:

The understanding is correct. However, participants are requested – for comparison purposes in the QIS4 exercise – to include 100% of the own funds of participations with a controlling majority (plus a treatment for the excess of own funds that belongs to the minority interests).
	20/05/2008

	5
	
	Question:

Many activities of a group or subgroup are structured in such a manner that various funding and investing activities are organised in a (insurance) holding company. These holding companies are not included in the solo supervision, but are subject to group supervision (either via a national group or an international group). 
These activities also generate various risk and risk mitigation effects. When assessing the group spreadsheet, these activities cannot be included anywhere. Does this imply that these activities performed by the group do not need to be assessed / stressed with the appropriate shocks? Or should we should we include as solo submission an artificial, virtual holding company in which the shocks can be applied? 
For example we have a holding entity with a participation which are providing various loans towards customers and have subsequent funding activities. Currently they are not subject to any supervision based on the current directives (either banking or insurance). Another example, a holding is managing some investments (less than 20%) in various other entities and performs the funding activities for other entities. When calculating any shock there will be additional impacts due to the activities of these entities or activities.
	

	
	
	Answer:

The solo virtual firm is the right answer for the deduction aggregation method for the risk beard by the holding. The following paragraph was in QIS3 and has been deleted at some point for QIS4. 

“Non-regulated group entities - I.6.23 Participants should provide information on the treatment of non-regulated group members which are included in the consolidated balance sheet. These may include entities which provide services which are either ancillary to their insurance activities or which are non-regulated financial services (e.g. holding companies, service companies, SPVs used either for capital raising or securitisation, financial institutions such as leasing companies). Information on pension fund activity should also be provided including whether it is undertaken on behalf of members of the group or managed for third parties. Participants should provide information on the size of risks from such companies and how they are quantified. Any material external market and default risk in holding companies should be addressed. Participants should explain how transactions between the consolidated part of the group and other parts of the group are treated and how potential contagion or reputational risks are addressed.”

For the consolidated method, those entities should be included in the consolidated accounts and therefore be chocked with principles consistent with the standard formula. That solo virtual entity should be put like a bank in the group spreadsheets for example.

However, it should be noted that QIS4 should be performed on a best effort basis.
	11/06/2008

	6
	
	Question:

How should a solo entity which is a composite insurer be included in the group aggregation tabs? Composite insurers could provide separate spreadsheets for life and non-life business or the “consolidated” spreadsheet which shows the solo legal entity.
	

	
	
	Answer:

In the group SCR calculation, only one dataset for the composite insurer as a solo entity should be included.
	02/07/2008

	7
	
	Question:

We still do not understand the meaning of “Net revenues” in tab I.Group Coverage, cell C13 and other, especially when it comes to life insurance products where the major part of the premiums is saving. In life insurance with guarantees it is possible to get the total result as the sum of three partial results:  

· financial result as the difference between actual yield from investments and guaranteed yield 

· risk result as the difference between risk premiums and death payments 

· expense result as the difference between sum of fees and actual costs  

Is this what is asked for? 
	

	
	
	Answer:

Net revenues are meant to be premium income receivable in the last financial year for insurance activities, net of reinsurance.
	04/07/2008

	8
	
	Question:

As a consulting firm we are performing the SCR calculation for an insurance group. However, we have no consolidated data but only the separate solo calculations. Based on this we would like to know whether it is possible to calculate a consolidated SCR by adding each solo risk module up, e.g. adding up all equity risk capital charges for the solo companies and using correlations on the sums of each risk module.
	

	
	
	Answer:

The QIS4 Technical Specifications do not foresee a method to “combine” solo results as described in the question; further, such a method would not be in line with the Directive Proposal. So for QIS4 purposes, a full consolidation approach has to be followed.

Participants are invited to elaborate on the practicability of the prescribed methodology and to describe alternative methods when answering the qualitative questionnaire.
	08/07/2008


17. Annexes
	No Q. 
	No Annex, paragraph (if provided)
	
	Date (answer)

	1
	TS.XVII.C.4
	Question:

How is the term "insurance and financial undertaking" in TS.XVII.C.4 defined? Does it coincide with the term "financial undertaking" used in the proposed directive?
	

	
	
	Answer:

For a definition of "financial undertaking" see Article 13(21) of the amended proposed directive. Concretely, it means any of the following entities:
a) a credit institution, a financial institution or an ancillary banking services undertaking within the meaning of Article 4(5) and (21) of Directive 2006/48/EC;
b) an insurance undertaking or a reinsurance undertaking or an insurance holding company within the meaning of point (e) of Article 210(1) of the Directive Proposal;
c) an investment firm or a financial institution within the meaning of point 1 of Article 4(1) of Directive 2004/39/EC;
d) a mixed financial holding company within the meaning of Article 2(15) of Directive 2002/87/EC.
	22/04/2008

	2
	TS.XVII.C.4
	Question:

How is the term "consolidated or supplementary supervision" in TS.XVII.C.4 defined? Does it coincide with group supervision as specified in the proposed directive?
	

	
	
	Answer:

The term consolidated supervision coincides with group supervision as specified in the Directive Proposal (Art. 228). The term supplementary supervision refers to conglomerate supervision for those cases where an undertaking is part of a financial conglomerate subject to supplementary supervision but is not part of an insurance group subject to consolidated supervision.
	22/04/2008

	3
	
	Question:

Are there non-financial undertakings which are subject to consolidated or supplementary supervision?
	

	
	
	Answer:

There are no such undertakings directly supervised, but they are taken into consideration within the consolidated or supplementary supervision.
	22/04/2008

	4
	TS.XVII.C.5
	Question:

Could you give an example for the deduction and aggregation method referred to in TS.XVII.C.5?
	

	
	
	Answer:

There are some very rare cases of undertakings that are not included within the scope of the Directive Proposal (Art. 212) and that are taken into account in QIS4, using the deduction and aggregation method. Basically, this method means adding solo capital requirements which have been adjusted by group-intern transactions (e.g. reinsurance). As an example, consider two insurance firms within a group: The solo capital requirements for these two firms, A and B, are 20 and 25 respectively. A is reinsured by B. Assume that applying no charge on this intragroup exposure would result in an adjusted SCR of 15 for insurer A. The deduction and aggregation method will give an SCR of 40 = 15 + 25 (instead of 45 = 20 + 25).
	22/04/2008

	5
	TS.XVII.C.4
	Question:

Could participations in German pension funds (“Pensionskassen”) be exposed to reduced equity shocks (i.e. 16 or 22.5%) as stated in TS.XVII.C.4? As the term "insurance and financial undertaking" is somewhat ambiguous it is asked whether the definitions of the Financial Conglomerates Directive (2002/87/EC) should be applied – “Pensionskassen” are not subject to this directive.
	

	
	
	Answer:

For a definition of "insurance and financial undertaking" refer to Q&A 17.1.; according to the definition laid out therein, “Pensionskassen” are not subject to the lowered equity shock for participations as defined in TS.XVII.C.4.
	15/05/2008

	6
	TS.XVII.C
	Question:

According to TS.XVII.C Annex SCR 1 “Treatment of participations and subsidiaries at solo level”, in option 1 we can reduce shocks for the participations and subsidiaries which fulfil one from the three conditions prescribed on page 250. Due to this fact for the participations which do not fulfil any of those conditions (also condition according to TS.XVII.C.5) we cannot reduce the shocks. 
My question is about the spreadsheet: in sheet I.Scenarios in cells K35:R38 we do not have option to test shocks 32% and 45%, so where they should be showed: in cell M35 or P36?
	

	
	
	Answer:

Participants should include the relevant SCR component for participations to which under option 1 a 32% or 45% equity charge is applied in cells M37:O38 of the I.Scenarios tab (and M43:R44 for option 2) in order to achieve some comparability of the numbers.
If the concerned participations are not material, applying either the standard stress or the reduced one would not have a material impact on the overall result. If they are material, some additional narrative explanation of the presentation adopted by firms, and any other comments on the suitability of this approach, would be appreciated for further developing the Solvency II rules.
	23/06/2008

	7
	
	
	

	
	
	
	


Annex to the QIS4 Questions and Answer Document

Annex 1: Extract from CFO Forum Elaborated Principles


D. Policyholder behaviour, including recurring premiums and lapses, should be reflected in the measurement of liabilities. Renewal options or provisions that obligate the insurer to continue to provide coverage should be recognised to the extent they are included in the contract. 
BC45) There are two different types of ‘renewal premiums’. Future premiums that form part of a contract (recurring premiums) and premiums paid for a new contract (renewal premiums e.g. on a motor policy). In addition, renewal options occur where the insured has the right to renew the current contract with or without underwriting or re-pricing. 
BC46) Both renewal options and recurring premiums need to be reflected in the measurement of liabilities. However, renewal premiums for a new contract, which can be underwritten and re-priced, should not. 
BC47) The occurrence and amount of different payments (claim, maturity, surrender, paid up) are contingent on the payment of premiums. Equally, the payment of recurring premiums is contingent on the non-occurrence or occurrence of insured events or policyholder lapses. It is not possible to consider one element of the cash flows without considering the impact on all other elements. 
BC48) Further, for some risks, notably life and health cover, the risk of a claim increases over time, while the recurring annual premium is usually kept level throughout the term. As a result, in the later stages of a contract, the policyholder continues to renew because it would not be possible to obtain the same cover for the same premium under a new contract. In this manner, the payment of recurring premiums is related to the level of cover yet to be provided. 


Recurring premiums 
EP35) The cash flows included in the estimate of the insurance liability should only include cash flows associated with the current insurance contract and any existing ongoing obligation to service policyholders. This should not include expected renewals that are not included within the current insurance contract
EP36) Recurring premiums should be included in the determination of future cash flows, with an assessment of the future persistency based on actual experience and anticipated future experience. 
BC49) Policyholders’ decisions to lapse policies or take renewal options are based on a wide range of factors, such as personal circumstances and preferences, or institutional factors (e.g. changes in tax treatment, changes in regulations and legal changes) and the financial consequences of the decision being taken. Although it may be in all policyholders’ financial interest, under certain economic conditions, to lapse their policy and purchase a new one, in practice many policyholders will continue with their existing policies, perhaps because they would not be able to obtain a similar policy on the same or better terms, for example, due to impaired health. Similarly, policyholders’ decisions on whether to take up a guaranteed renewal option will depend on not only the financial aspects of the guarantee but also on their personal circumstances, for example, whether they need that type of policy and whether they would be able to obtain an alternative policy. 
BC50) Most current insurance accounting approaches include all cash flows from the current contract in the measurement of the liability. As a contractual relationship exists between the insurer and the policyholder, the contract will normally be amended if premiums are not paid, so it is appropriate to include all future cash flows expected to arise during the current contract term.


Renewal options 
EP37) Where a contract includes options or guarantees that provide rights under which the policyholder can obtain a further contract on favourable terms (for example, renewal with restrictions on re-pricing or further underwriting) then the value of these guarantees and options should be included in the evaluation of the insurance liability arising under the existing contract. Where no such restrictions on re-pricing or underwriting exist, there is no ongoing obligation to service policyholders. 
BC51) Insurers issue some contracts that include the option to increase or renew insurance coverage. Under these contracts, the value of the option varies in line with the insurer’s ability to re-underwrite the risk or change the premium. Under other contracts, the insurer is constrained in its ability to adjust the terms of the option. Where an insurer has the ability to re-underwrite risks fully, on a policy-by-policy basis, it is likely that the option will have zero value. Where there is limited ability to re-price, for example, the current rate for new business must be charged for renewals, there will be some potential cost. Options to effect additional insurance on fixed terms are likely to give rise to the most onerous additional cost. 
BC52) Such renewal options should be valued as a cost arising during the term of the current contract and included in the measurement of the liability. The valuation approach may involve projecting the additional future cash flow arising from the option. However, this projection is aiming to establish a cost, not bring forward cash flows from future contracts.

http://www.cfoforum.nl/elaborated_principles.pdf
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