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ACAM would like to thank the market for its cooperation

FOURTH QUANTITATIVE IMPACT STUDY (QIS4)

NATIONAL GUIDANCE TO SUPPLEMENT THE TECHNICAL SPECIFICATIONS

CONTENT

1- INTRODUCTION
3
32- CALCULATION OF THE BEST ESTIMATE IN LIFE INSURANCE


2-1 Difference between guaranteed Best Estimate (BE) and Future Discretionary Benefits (FDB)
4
52-2 Future premiums


62-3 Simulation horizon


62-4 Impact of the specificities of French GAAP accounting


62-5 Relationship between surrender experience laws and the target rate (for redeemable euro-denominated policies)


2-6 Impact of the profit-sharing distribution policy for euro-denominated savings policies
7
72-7 Revaluation and loss absorbing capacity of non-redeemable policies


2-8 Unit-linked policies
8
82-9 Miscellaneous


3- CALCULATION OF THE BEST ESTIMATE AND SCR ITEMS IN PERSONAL PROTECTION
9
93-1 Minimum guaranteed Best Estimate


93-2 Total Best Estimate, including Future Discretionary Benefits (FDB)


3-3 Assumption for future revaluations of benefits
10
103-4 Capacity of FDB to partially absorb losses


103-5 Future premiums to be taken into account


104- DISASTER SCENARIO


104-1 Natural catastrophe scenario


104-2 Man-made scenario


115- “EQUITY” RISK SUB-MODEL


116- MARKET DATA TO APPLY PROXIES


137- GROUPS: TREATMENT OF WITH-PROFIT POLICIES


138- OTHER ISSUES


138-1 Capitalisation reserve


8-2 Hedgeable liabilities
14
148-3 Classification of the various lines of business: specific features of the French market


158-4 Ring-fenced funds


158-5 Construction insurance


158-6 Market reinsurance pools


8-7 Assets received as assignment of receivables
15
Annex : dynamic surrender
15


1- Introduction 

With the new solvency rules, Solvency II undertakes an in-depth review and harmonisation at European level of the insurance prudential regulations . 

In order to test the quantitative impact of these rules and form a view of the overall repercussion of the new system, the European Commission asked the Committee of European Insurance and Occupational Pensions Supervisors (CEIOPS) to undertake Quantitative Impact Studies (QIS). These studies enable CEIOPS as well as national supervisors to gather quantitative and qualitative returns from market participants. Their main objective is to test the theoretical options in practice. This is a burden for both insurance firms and supervisors, but it will provide crucial information, particularly on: 

· the feasibility of the various methods proposed under the new system, 

· identification of points requiring further analysis, 

· the impact of each option tested, 

· heightening companies’ awareness of the importance of the challenges ahead. 

Three studies have already been conducted covering an increasingly broader scope: 

· QIS1 was centered on the valuation of technical provisions, 

· QIS2 added to the issue mentioned above, the structure of the SCR standard formula and the MCR, 

· QIS3, more detailed still, was aimed at testing the calibration of the MCR and the SCR standard formula and provided general guidelines for eligible own funds and insurance group aspects. 

QIS4 should enable to fine-tune and  detail the quantitative measures, particularly with regard to eligible own funds and group aspects. It also includes a detailed questionnaire on internal models. 

The previous impact study (QIS3) showed that the specifications were insufficiently precise on some issues. As a result, the analysis of QIS3 was undermined by the responses’ heterogeneity, resulting in low comparability and difficulty in interpreting the results. 
To overcome this pitfall and to facilitate interpretation of the results from QIS4, ACAM decided, in conjunction with the European Commission and after consulting the stakeholders in France, to publish “national guidance” to help insurance firms answer this latest impact study. These guidelines expand substantially on the calculation of best estimate for life insurance, for which the calculation procedures provided in QlS3 were deemed to be too general, thereby causing significant disparity in the responses received. Several issues also warrant more precision.

This “national guidance” does not substitute QIS4 technical specifications1, they merely provide clarification with regard to the specificities of the French market.

2- Calculation of the Best Estimate in Life Insurance 

2-1 Difference between guaranteed Best Estimate (BE) and Future Discretionary Benefits (FDB)

The insurer’s commitments under a life insurance policy can be split into different categories: 

· provisions intended to cover the contractual commitment of a guaranteed rate (minimum guaranteed rate MGR, technical rate) for the revaluation of the savings or annuity, 

1 The QIS4 technical specifications can be consulted and downloaded from the European Commission’s website at: http://ec.europa.eu/internal_market/insurance/solvency/index_en.htm 
· provisions intended to comply with the regulatory requirement on profit sharing (PS), 

· provisions intended to ensure compliance with a contractual PS clause, 

· provisions intended to cover purely discretionary profit sharing, over and above other thresholds, 

· the existing profit sharing provisions (PSP) at  balance sheet date. 

These commitments must be split between a part representing the guaranteed Best Estimate and a part with the future profit sharing. 

The guaranteed part must be valued on a deterministic basis: 

· the existing PSP on the balance sheet date must be broken down based on the date the provisions were set up; 

· each year’s PSP must be incorporated into the savings or accumulated pension capital no later than eight years after being set up; 

· besides incorporating the PSP, the savings or accumulated capital must be revalued each year according to the commitments (technical rate or MGR) stipulated in the contract; 

· future expenses and loading must be taken into account. 

· In the specific case where an MGR commitment is based on Article A. 132-2 of the French Insurance Code, participants can use the PSP to give the MGR-related part of the profit-sharing. However, this cannot be done for the technical rate-related part of the profit sharing.

Participants must value future cash flows (surrenders, capital payable on death, annuities, etc.) to be paid on the basis of a surrender  law and/or non-stressed mortality tables and changes in the savings or accumulated capital. 

Discounting these future cash flows using the yield curve provided by CEIOPS will give the guaranteed part of the Best Estimate. 

After calculating this guaranteed part, participants must calculate the total Best Estimate. To do this, future cash flows must be calculated by taking into account: 

· surrender assumptions (see below) and/or life expectancy assumptions, 

· future changes in PSP, 

· revaluations of the savings or accumulated capital taking into account, in addition to the rate commitments and regulatory and contractual requirements on profit sharing, all discretionary revaluations, 

· future expenses and loading.

At the end of the simulation, the accumulated savings are assumed to be fully redeemed by the policyholders and the balance of the PSP at this date is incorporated into these surrenders. The policyholders’ share of unrealised capital gains that have materialised because of surrenders at the end of the simulation are also to be included.
Discounting all these future cash flows gives the total best estimate. 

Future Discretionary Benefits are the difference between the total best estimate and the guaranteed part.

Example of the calculation of the guaranteed part of the Best Estimate

Let us take the case of a savings policy for which revaluations at the MGR of 2.5% are performed on 30 December, surrenders can take place only on 31 December and longevity does not influence the result.

The accumulated savings at 1 January 2008 are worth 100, but there is also a PSP of 10 of which a part is to be distributed by 30 December 2008 (1), a part is to be distributed by 30 December 2010 (4) and a part is to be distributed by 30 December 2013 (5). 

The surrender level depends only on the total savings: surrenders are 10% of the accumulated savings at 30 December.

The table below shows the calculation of the future cash flows for the first four years. Participants must continue to make such calculations up to the end of the simulation period. In the final simulation year, all accumulated savings are considered to be redeemed. 

In this example, discounting surrenders will give the guaranteed part of the Best Estimate.

For the sake of simplicity in this example, future charges have not been modelled. Nevertheless, they must be taken into account when calculating the guaranteed Best Estimate.

	Year N
	Accumulated savings at 30/12/N
	Surrenders at 31/12/N

	2008
	100 * 1.025 + 1 = 103.5
	0.1 * 103.5 = 10.35

	2009
	(103.5-10.35) * 1.025 = 95.48
	0.1 * 95.48 = 9.548

	2010
	(95.48-9.548) * 1.025 + 4 = 92.08
	0.1 * 92.08 = 9.208

	2011
	(92.08-9.208) * 1.025 = 84.94
	0.1 * 84.94 = 8.494

	…until the end of the simulation period
	etc.
	etc.


2-2 Future premiums 

For life insurance policies, when valuing their technical provisions, participants must take into account future periodic premiums which policyholders are committed to pay under the existing policy. 

Periodic premium should be taken as meaning premiums that guarantee the overall actuarial equilibrium anticipated initially, in terms of administrative and acquisition loadings and in terms of the level of guarantees granted by the insurer. 

In particular, future premiums are only taken into account when not paying them would reduce the level of the contractual guarantees.
Taking into account future premiums naturally implies taking into account the insurer’s corresponding commitments. 

Policies with scheduled or unscheduled payments, as well as supplementary retirement products are excluded from this scope. 

Notwithstanding the above, future premiums under mortgage insurance must always be taken into account, even in the case of an annual policy. 

2-3 Simulation horizon
The simulation horizon selected must be specific to the portfolio modelled. It must be long enough for the difference between the amount of provisions calculated using this horizon and those calculated until full run-off to be negligible. 

The simulation horizon is intentionally shorter than the horizon for total run-off of the portfolio so as to limit the calculation burden, but this assumption does not mean the firm stops its business. 
Therefore, the revaluation assumptions for the final simulation year must be the same as for previous years. 

2-4 Impact of the specificities of French GAAP accounting 

 Some of the regulatory technical provisions should not be kept in an economic balance sheet, as for example, the provision for financial contingencies, the global expense provision, the provision for interest rate risk or the provision for liquidity risk. However, in line with the profit sharing constraints that govern future revaluations, participants may have to take them into account in their simulation, as they do for the capitalisation reserve2. 

In such a case, these provisions must be valued at each future point in time to determine the basis for the profit sharing. As they play only an indirect role in calculating commitments, they may be valued using simplified methods. 

2-5 Relationship between surrender laws and the target rate (for redeemable euro-denominated policies)

In addition to the structural surrenders that the insurer may observe in a “normal” economic situation on savings policies, the insurer must take into account conjunctural surrenders. These occur in specific economic circumstances under which the policyholder prefers to redeem his policy and invest in another product (insurance, banking or even real estate). 
To model structural surrenders, participants must use experience laws if these comply with past observations, or, when these are not available, market data. 

These surrender laws may depend on a number of parameters (policyholder age, minimum holding period for tax deduction, financial environment, etc.). However, for QIS4, participants are invited to select a modelling method that is appropriate considering the constraints relating to portfolio granularity, feasibility of the calculations and validation of the assumptions. 

For QIS4 purposes, a possible proxy would be to considerthat structural surrender rates are independent of all these parameters and that a single average rate can be applied to all policies. 

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. 

These surrenders are commonly modelled by a function that depends solely on the gap between the rate paid and a rate linked to the economic environment. 

In order to harmonise the treatment of these conjunctural surrenders, ACAM will provide this function (Cf annex). Participants must use it to model policyholder behaviour. However, if participants have already modelled these behaviour patterns using a different function, they must adjust their calibration to ensure better consistency with the ACAM curve. They may also propose the results obtained from their own modelling.

2-6 Impact of the profit-sharing distribution policy for euro-denominated savings policies 

The PS distribution policy plays a crucial role in calculating the BE, as well as in measuring the loss absorbing capacity through a change in this policy. 

Participants must first determine a target PS rate for each of their policies. In parallel, they calculate the rate of return on assets (RRA) according to their investment policy.
 2 See §8-1 below, capitalisation reserve 

Example of a PS policy used for simulations 

If the RRA > target rate, then the participant may pay out the target rate and may also establish a PSP depending on the regulatory requirement. 

If the RRA < target rate, the participant will initially use the PSP to improve the rate paid out. If this is not sufficient to reach the target rate, the firm may also increase the level of unrealised capital gains than foreseen by the firm’s financial policy (up to a certain limit). If this is still insufficient, then the dilemma is the following: 

-
either pay the target rate anyway even if it means having less own funds;

-
or pay the rate thus calculated, which will initiate a series of  conjunctural surrenders.

Participants must be reminded that the PSP can only be used to improve the revaluations over and above any other regulatory or contractual requirement.

The PS distribution policy lies at the heart of the principle of the possibility to absorb future losses. Once again, in the event of a crisis, participants will have a choice between allocating a minimum amount to policyholders (no amendment to the PS rates paid) and a maximum amount (distribution of at least a minimum level of PS). Policyholders’ reaction to the change in PS distribution policy must be measured with the help of the conjunctural surrender curve. 

For the net SCR calculation, participants must ensure that the consequence of the shock is consistent with their likely behaviour.

Conversely for the calculation of the “lower boundary SCR” (cf. TS.VI.H.8), it is proposed that this be calculated based on an extreme scenario, i.e. policyholders bear the maximum impact of the shock.

In practice, participants that do not have the tools to value this lower boundary SCR may consider that they will distribute for each of the subsequent years the maximum between the guaranteed rate, 
the regulatory minimum and the contractual minimum, by modifying their surrender assumptions based on the gap between the target rate and the rate paid out. 

In each case, the net SCR would thus be the SCR based on the PS distribution policy taking into account the shock. 
2-7 Revaluation and loss absorbing capacity of non-redeemable policies

Annuities in payment must, as a minimum, be revalued in accordance with the contractual and/or regulatory requirements. Discretionary revaluations over and above these thresholds must be consistent with past practices, for example, indexation on the AGIRC-ARCCO points and/or on inflation and/or at a fixed rate, etc. 

Given that the policies cannot be redeemed, if there is no contractual revaluation, technical provisions may be calculated based on a deterministic simulation. 

The loss absorbing capacity must be calculated based on the likely reaction of participants to a shock.

In the case of non-redeemable policies, this loss absorbing capacity could be calculated, for the lower boundary SCR, based on a minimum revaluation3, e.g. zero if there is no contractual revaluation mechanism. 

For pension policies in the building-up phase, if the policy cannot be redeemed, a transfer risk may well exist. If the transfer for this policy is stipulated contractually or by the regulations, then the company must use a transfer law based on the policy’s rate of return in the same way as for redeemable policies. 

3 The distribution of the minimum amount of benefits is not always the policy that guarantees the lowest net SCR because of the risk of conjunctural surrenders. 
2-8 Unit-linked policies 

Under QIS4, the following principle must be applied: all life insurance policies are a priori non hedgeable4, except possibly for unit-linked policies that have no minimum guarantees, and provided that the administration expenses are adequately covered by the loadings. 

With regard to unit-linked policies, the calculation of future cash flows is easier as the surrender value is directly linked to the performance of the assets in question. The difficulty essentially lies in determining the surrender law, which includes a structural part and a conjunctural part, that,
in this case, is directly linked to the performance of the assets. This surrender law must be valued on the basis of past experience, due account taken of the appropriate financial and non-financial variables.

Once this surrender law has been estimated, the modelling involves only the changes in the assets, from which the surrender rates can be directly calculated, and the future expenses (linked to future loadings), and thus the Best Estimate is obtained. 

Policies with minimum guarantees are taken into account when calculating the amount of the technical provisions. Special attention needs to be paid when a policyholder has the option of exercising these minimum guarantees at any time.

2-9 Miscellaneous 

· Multi-support policies 

In the case of a multi-support policy, there is the risk of euro-denominated funds being arbitraged into risky supports or vice versa. Participants must take into account this arbitrage risk, even if it means assimilating future arbitrages to surrenders. 

These arbitrages can be valued on the basis of the firm’s own past experience.

· Risk-neutral probability and historical probability

Non-hedgeable risks must be calculated as the sum of the BE and the risk margin. 
For QIS4, this margin is calculated as the cost of capital SCR to be held to face these risks. The SCR to be held to cover these risks involve the following risks: operational, underwriting and counterparty (TS.II.C.7). Market risk is thus excluded.

Excluding market risk goes hand in hand with taking directly into account financial risk in the Best Estimate. 

Consequently, as discounting of future cash-flows must be done on the basis of the relevant risk-free rate, financial risk must be taken into account using a risk-neutral probability. However, if a participant chooses to use scenarios based on historical probabilities, the appropriate deflators must be used. 

· Deterministic or stochastic model 

The most appropriate method for valuing the Best Estimate is to use a stochastic model. When life insurance policies include options and guarantees (generally in the form of minimum rate guarantees or allowing policyholders to surrender at all time), use of such a model means that the time value of these options and guarantees is captured. 

The stochastic model can also be essential for modelling non-proportional reinsurance.
When a participant uses a deterministic model, he must also explain how this time value is calculated. When the life insurance product has neither options nor complex guarantees, participants may, following the proportionality principle, use deterministic modelling techniques if the difference is immaterial. 

· Portfolio segmentation 

For asset/liability simulation purposes, and in order to avoid excessive calculation burden, it is suggested logically that certain policies be grouped together. This grouping must be consistent with each of the modelling assumptions (e.g. if the estimated surrender rate depends on how long ago the policy was taken out, all policies grouped together must be of the same age), but must also take into account regulatory and contractual constraints (ring-fencing, etc.). 
4 See 8-2, The concept of hedgeable liabilities 

For the purpose of valuing options and guarantees, certain groupings are largely forbidden, e.g. two policies that are not subject to the same guaranteed rate cannot be grouped together. Grouping policies with different contractual clauses can only be exceptional and justified by the proportionality principle.
· Modelling of future expenses
Participants must model future expenses relating to the management of their commitments to their policyholders. These expenses must include policy administration expenses, investment management expenses and acquisition expenses relating to the future premiums taken into account. The modelling of these expenses must be as accurate as possible, meaning that fixed components must be handled separately from variable components. Inflation must also be taken into account by ensuring that each component is linked to an appropriate future inflation rate. 

· Negative technical provisions

Taking into account future premiums may result in a negative valuation being derived for the best estimate for certain activities. In an economic framework, this valuation must not be adjusted. The fact that the Best Estimate is negative should not prevent participants from calculating the risk margin. This margin cannot be negative, as, even if the Best Estimate is negative, doing business requires immobilizing capital that the participants must value. 

3- Calculation of the Best Estimate and SCR items in Personal protection 

In personal protection, the insurer’s commitments can be split according to the following categories: 

· the minimum contractual commitment to service the benefits, for incurred claims known or unknown or future claims in respect of the current insurance period, and to maintain certain guarantees or premium reductions. In general, this minimum contractual commitment concerns the level reached. 

· the commitment to revalue these benefits: even when the personal protection policy includes a revaluation objective without specifying the term, the term of the personal protection policy is one year, renewable, and the revaluation commitment is in fact limited by the resources that may be allocated to it, year after year, according to the results of the policy and/or according to a revaluation fund potentially fed by specific contributions. 

3-1 Minimum guaranteed Best Estimate
Participants must value the future benefits-related cash flows arising from the minimum contractual commitment based on the data at their disposal and the most suitable actuarial methods given the experience-based statistics available to them. 

Discounting these future cash flows using the yield curve provided in the QIS4 technical specifications will give the guaranteed part of the best estimate. 

3-2 Total Best Estimate, including Future Discretionary Benefits (FDB) 

Having calculated this minimum guaranteed part of the best estimate, participants must calculate the total best estimate, including the discounted value of additional future benefits that will be paid on a discretionary basis within the meaning of Solvency Il (FDB: Future Discretionary Benefits), if the technical and financial assumptions that form the basis for the calculations are verified and, in particular, in the absence of “stress” situations. 

The difference between the total Best Estimate and the minimum guaranteed best estimate provision represents the present value of the FDB.

3-3 Assumption for future revaluations of benefits 

As a minimum, annuities in payment must be revalued in compliance with the contractual and/or regulatory requirements. Discretionary revaluations above and beyond these thresholds must be consistent with past practices, particularly when an external reference is used. 

When assessing revaluations, participants must also check that the revaluation assumptions used are compatible with the future financial income generated by their asset portfolio. As for the life insurance best estimate calculation, modelling should be led in a risk neutral environment (see 2.9).
3-4 Capacity of FDB to partially absorb losses 

In stress scenarios, FDB components that are not specifically and irreversibly allocated to future commitments can be used to mitigate the risks for the activities concerned. In particular, insofar as contractual revaluation funds are allocated explicitly and irreversibly to future revaluations, these funds thus cannot serve as a mitigating factor. 

3-5 Future premiums to be taken into account 

In accordance with paragraph 2.2, for annual personal protection policies with tacit renewal, participants must not take into account future premiums when the premium or guarantees can be revised annually. 

Conversely, for annuity policies with an evenly spread premium(e.g. for long-term disability or health), participants must model their future premiums and benefits. Taking into account these cash flows allows to value the fact that these portfolios face a risk that grows over time.

4- Catastrophe scenario 

Participants should recognise the fact that several lines of business may be impacted. 

4-1 Natural catastrophe scenario

· A major flood in the Paris area from the Seine, resulting in an estimated insurance industry loss of €5bn; 

· Two windstorms (Lothar and Martin storms in 1999) resulting in a market loss of €14 bn; 

· An earthquake on the south-east coast of France (could be regarded as a trans-national scenario) resulting in a market loss of €15 bn. 

4-2 Man-made catastrophe scenario

Participants should select their most severe man-made CAT scenario, either from the list below, or by specifying an individual man-made CAT scenario corresponding to a 1 in  200-year event: 

· The two insured aircraft, most costly for the  insurer, colliding over a major city with the highest exposure for the insurer; 

· Extreme motor accident, such as a level crossing accident causing a train crash with numerous deaths or a chemical spill resulting in contamination and poisoning; 

· Total loss of the largest single property risk, including PML failure and resulting loss to other policies; 

· Terrorist attack or aircraft crash at a sporting or musical event, involving a high number of people and seriously affecting the premises and its surroundings; 

· Third-party liability: major consumer product (including pharmaceutical) withdrawal with extensive health damage claims; 

· Third-party liability: major drinking water pollution disaster. 

5- Equity risk submodule: support to calculate the duration of the liabilities (equity dampener option) 

To calculate the equity risk using the "Dampener" option, a simplified calculation may be performed to determine the duration of the liabilities. 

The weighted average duration of the liabilities can be valued as the average of the proxies as indicated in the technical specifications for this simplification. The calculation must be performed using the following reference duration by line of business. 

	Line of business
	Average settlement duration 
(in years)

	Motor, vehicle damage
	0.76 

	Motor, third-party liability
	2.88

	Personal property 
(Homeowners’ comprehensive)
	1.47

	Commercial property
	1.88

	Natural disaster
	2.70

	Third-party liability
	7.99

	Credit and suretyship
	5.36

	MAT
	2.75

	Legal expenses, assistance, other
	1.29

	Bodily injury
	3.00

	Construction (DO and RC)
	14.85


6- Market data to apply proxies 

To apply certain proxies described in the technical specifications requires using market data. The able below indicates the data applicable to the French market. 

	Proxy
	Data type
	Line of business 
	N
	N+1
	N+2
	N+3
	N+4
	Tail factor

	Market development pattern proxy
	Average development pattern of claims based on cumulative payments, including claims administration expenses and net of recoveries
	Health – personal
	100% 
	119% 
	121% 
	121% 
	122% 
	123% 

	
	
	Health – collective
	100% 
	133% 
	133% 
	134% 
	133% 
	134% 

	
	
	Incapacity / invalidity - personal
	100%
	167%
	191%
	204%
	214%
	231%

	
	
	Incapacity / invalidity - collective
	100%
	157%
	192%
	232%
	258%
	292%

	
	
	Motor, liability, bodily injuries
	100% 
	277% 
	382% 
	449% 
	499% 
	758% 

	
	
	Motor, liability, damages
	100% 
	154% 
	159% 
	162% 
	165% 
	168% 

	
	
	Motor, vehicle damage
	100% 
	122% 
	122% 
	123% 
	123% 
	124% 

	
	
	General liability
	100% 
	257% 
	365% 
	450% 
	523% 
	1,180% 

	Bornhuetter-Ferguson-based proxy
	Average claims to payments ratio at the outset
	Health – personal
	77% 
	
	
	
	
	

	
	
	Health – collective
	84% 
	
	
	
	
	

	
	
	Incapacity / invalidity - personal
	54%
	
	
	
	
	

	
	
	Incapacity / invalidity - collective
	78%
	
	
	
	
	

	
	
	Motor, third-party liability
	104% 
	
	
	
	
	

	
	
	Motor, damage
	77% 
	
	
	
	
	

	
	
	General liability
	99% 
	
	
	
	
	

	Discounting proxy
	Average duration of commitments
	Health – personal
	0.77 
	
	
	
	
	

	
	
	Health – collective
	0.79 
	
	
	
	
	

	
	
	Incapacity / invalidity - personal
	1.82
	
	
	
	
	

	
	
	Incapacity / invalidity - collective
	2.46
	
	
	
	
	

	
	
	Motor, third-party liability
	2.88 
	
	
	
	
	

	
	
	Motor, damage
	0.76 
	
	
	
	
	

	
	
	Marine, aviation, transport
	2.75 
	
	
	
	
	

	
	
	Fire and other property damage - personal lines
	1.47 
	
	
	
	
	

	
	
	Fire and other property damage - commercial lines
	1.88 
	
	
	
	
	

	
	
	General liability
	7.99
	
	
	
	
	

	
	
	Credit and suretyship
	5.36
	
	
	
	
	


7- Groups: treatment of with-profit policies 

For with-profit policies, certain eligible own funds items as well as profit sharing mechanisms within technical provisions are available only to cover losses relating to a limited set of policyholders. 
It is particularly important to identify these items at group level as the consolidated accounts of a group may contain policies with discretionary profit sharing from different countries, each with their own specific features. Consequently, direct application of the standard formula to the consolidated accounts may prove to be complex and difficult to interpret. 

For QIS4 purposes, the capital charge for the various groupings of with-profit policies must thus be identified. This will clarify, within the context of the group SCR calculation, to what extent the future discretionary benefits (FDB) of each group of policies can absorb losses elsewhere in the group as well as form the basis for valuing, where applicable, the excess own funds that may not be transferred to the rest of the group. 

Comparison of this method (TS.XVI.D) and the method applicable to consolidated accounts (TS.XVI.B) allows to measure the diversification between these products and the rest of the group’s business and makes it possible to analyse the fungibility of the capital items that cover these groups of policies. 

The procedures for calculating the group SCR for French with-profit policies in the context of QIS4 are described below. These procedures do not prejudge the final Solvency Il provisions and must not be considered as an acceptable calculation method in the context of the current regulation. 

French groups that have with profits policies in other EEA countries should refer to the background paper for the treatment of with profits businesses under QIS4 within cross-border insurance groups that write with-profits businesses in different countries available on the CEIOPS website.

While the assets covering with-profit policies belong to the insurer, the policyholders have rights and interests in these policies, including the future distribution of unrealised gains. Consequently, when an entity has with-profit policies, the bulk of the entity’s future profits will be able to absorb only those losses relating to these with-profit policies and only a small part will be able to absorb losses elsewhere in the group. This may be due to contractual or commercial obligations, or to the minimum regulatory profit sharing (Articles A. 331-3 to A. 331-8 of the French Insurance Code) applicable to French entities. 

The SCR and own funds at group level must be calculated according to two methods:

· based on the consolidated accounts; 

· by ring-fencing the with-profit policies in order to understand the diversification and issues of transferability linked to these policies. 

Under the second method (TS.XVI.D), groups must estimate the required capital for each group of with-profit policies and that of  the rest of the business. The group SCR is the sum of the SCR for the rest of the business and for each of the with-profit policies. Under the first method (i.e. based on the consolidated accounts), the standard formula applies to the consolidated accounts as if the group consisted of only one entity (TS.XVI.B). 

8- Other issues 
8-1 Capitalisation reserve 

For QIS4, the treatment of the capitalisation reserve varies according to the participant’s business: the role of this capitalisation reserve is in fact different for life insurance and non-life insurance business. 

For non-life insurance firms, the capitalisation reserve does not interfere in valuing technical provisions. In effect, it has no impact on the value of future cash flows to policyholders. The capitalisation reserve is included in the net balance sheet assets for QIS4. 

For life insurance firms and, more generally, with-profit insurance, the capitalisation reserve has a role to play in valuing future cash flows to policyholders. The financial income used to value the minimum amount of the profit sharing under regulatory or contractual arrangements takes into account the capacity of the capitalisation reserve to absorb losses on bonds. Participants must therefore value in their projections the movements on the capitalisation reserve and their impact on future cash flows. At the end of the simulation period, the balance on the capitalisation reserve is not due to the policyholders. 

8-2 Hedgeable liabilities 

The concept of hedgeable liabilities applies uniformly across a given type of commitments as the hedge must be perfect. Consequently, very few products should be considered as hedgeable under QIS4. 

For example, the following could be considered as hedgeable: 

· the mathematical provisions of unit-linked policies for which the management loading exactly covers the administration costs and which contain no option or minimum guarantee, 

· the mathematical provisions for products called ‘bons de capitalisation’ with no surrender option. 

In the case of unit-linked policies, if the difference between the management loadings and the administration expenses is not exactly zero but can nevertheless be considered as immaterial in relation to the actual market risk, by virtue of the principle of proportionality, the liability may be estimated as if it were hedgeable. 

By contrast, the demographic risk attached to minimum guarantee options would not be considered as immaterial in relation to the market risk. Therefore, the mathematical provisions for unit-linked policies with a minimum guarantee option cannot be considered as hedgeable liabilities. 

8-3 Classification of the various lines of business: specific features of the French market 

Business must be classified according to the categories specified by the European Accounting Directive of 1991 with a further refinement, namely: 

· accident and health - workers' compensation (which is not confined to professional insurance) 

· accident and health – health insurance 

· accident and health – others, not included under the first two items 

· motor, third-party liability, 

· motor, other classes, 

· marine, aviation and transport, 

· fire and other property damage, 

· third-party liability, 

· credit and suretyship, 

· legal expenses, 

· assistance, 

· miscellaneous non-life insurance.

With regard to the specific features of the French market, the following categories must be reclassified for the purposes of QlS4 as follows: 

· "Construction – third-party liability" in "Third-party liability" 

· "Natural disasters" and "Construction –damage" in "Fire and other property damage" 

· Note that Motor annuities pending judgement are to be classified in “Motor” , when the final amount is fixed, annuities are to be classified in "Workers Comp annuities".
· For Accident and health: 

· “Accidental death” to be classified in “Life” 

· If “Accidental death” is an ancillary guarantee5, it should be classified in “Accident and health – health insurance”,
· “Long term disability” in “Life” 

· “Health” (medical costs) in “Accident and health – health insurance” 

· Short-term, small, lump-sum claims (of less than 3 months) in “Accident and health – health insurance” 

· “Incapacity/invalidity” in “Accident and health - workers' compensation”

· “Mortgage insurance” in “Accident and health - workers' compensation”
8-4 Ring-fenced funds 

The QlS4 technical specifications refer to "ring-fenced funds". This should be taken as meaning all funds that are ring-fenced, whether for regulatory or contractual reasons, that have been recognised separately for accounting purposes. Ring-fenced assets available to cover a fund’s SCR are eligible up to the proportion of the fund’s SCR in the entity’s total SCR. 

8-5 Construction insurance 

To determine the underwriting risk, the provision for claims not yet reported (PCNYR) is included in the claims provision. 

Rationale: In the QIS4 technical specifications, the factors governing changes in the PCNYR are to be found in the list provided for claims provisions rather than in the list of premium provisions. In principle, the claim occurs when it is caused, i.e. during the construction, and not when it is reported, which may be much later6. 

8-6 Market reinsurance pools 

By convention, for the purposes of calculating the SCR, market reinsurance pools are considered as having a BBB rating. 

8-7 Assets received as collateral of receivables 

The treatment in QIS4 of assets received as collateral of receivables by a ceding firm and 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, collateral should be treated in the following way:
· for the reinsured firm: 

The reinsured firm can exclude these assets from its assets subject to market risk. 

· for the reinsurer: 

The reinsurer must consider that these assets enter into the scope of his assets subject to market risk. 

6 Likewise for surgical or transfusion-related civil liability.  

Annex : dynamic surrender

As stated in paragraph 2.5, ACAM decided to provide, for the purposes of the QIS4 exercise, a set of standardized parameters to be used for the treatment of dynamic surrenders when calculating best estimates or SCRs for life business.
The model specifications laid down here are not intended to be a standard for the treatment of dynamic surrenders under the Solvency II regime. 
This annex presents the parameters that have to be used for every life with-profit contract where the policyholder has the possibility to surrender.

Participants are requested to use these parameters for QIS4, even if they currently have another calibration at their disposal. In this case, participants are invited to comment on the impact of the two calibrations on their results.
The dynamic surrender rate 
[image: image1.wmf]RC

 must be added to the structural surrender rate 
[image: image2.wmf]RS

that is calibrated on the basis of the participant’s own experience.
If the actual bonus rate is lower than the one expected by the policyholder, the surrender rate is expected to be higher than the structural surrender rate. Conversely, if policyholders obtain higher bonus rates than expected, the surrender rate will probably be lower than the structural surrender rate.
The dynamic surrender rate is a function of the gap between the actual bonus rate and the average 10-year government bond yield observed in the market: 
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The different parameters can be interpreted in the following way:

- 
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 is the threshold under which dynamic surrenders are constant and equal to 
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RC

. Policyholders’ behaviour is not explained by the gap between the actual and the expected bonus rates.
- 
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 and 
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 are the upper and lower limits of an interval where policyholders’ behaviour is independent of the gap. 

- 
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 is the threshold over which dynamic surrenders are constant and equal to
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. Policyholders’ behaviour is not explained by the gap between the actual and the expected bonus rates.
The curve is logically asymmetric.
The total surrender rate is then given by: 
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For QIS4, the calibration for the parameters is given by:
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Participants who have already built their own model for dynamic surrenders, may, if it is not given by a linear function, rescale their curve in order to aim at matching it with the proposed model. 

�








5 What is at stake in the notion of "ancillary guarantee" here are indemnities like "accidental death capital", or analogous short term indemnities such as "funeral guarantees", etc, and not comprehensive annuities.
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