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2.
2.1.

2.1.1

Introduction

EIOPA’s advice

This document is EIOPA’s advice to the European Commission on the review of
Directive 2003/41/EC (the IORP directive).

Coverage of the advice

2.1.2

Advice is sought on the scope of the IORP directive, on certain cross-border
aspects and on three other areas. Firstly, what quantitative requirements
should apply to IORPs and how should these be measured. Secondly, what
should be the qualitative requirements, particularly in respect of the
governance of IORPs and their supervision. Thirdly, what information should
be provided in respect of IORPs to members and beneficiaries.

Timetable

2.1.3

In April 2011 the European Commission asked EIOPA for advice by mid-
December 2011 on the EU-wide legislative framework for IORPs. While the
deadline was later extended to mid-February 2012, EIOPA’s view is that this
was an extremely demanding deadline for advice on the European legislative
framework for the entire occupational pensions sector and that it also imposed
demands on those who wished to respond to consultation.

Structure of the advice

2.1.4

2.1.5

2.2,

2.2.1

The Commission’s call for advice covered 23 parts. Each part is considered
under the following headings:

Extract from the call for advice
Background

Explanatory text

Impact assessment

EIOPA advice

The advice on each part is summarised in a blue box at the end of each
chapter. Of necessity many important aspects of EIOPA’s advice are in the
body of the chapter and not in the blue box.

The scope of EIOPA’s advice

EIOPA seeks to be European and ambitious in its advice. It also seeks to
provide where possible concrete advice rather than for example a list of
options.

Limits to scope

2.2.2

It must be emphasised however that there are limits to the scope of EIOPA’s
advice.

5/515
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Technical

2.2.3 Firstly, EIOPA’s advice is of a technical rather than political nature. EIOPA is a
European Supervisory Authority. Its governing body comprises the national
public authorities competent for the supervision of financial institutions. As is
the case within many member states, the supervisory authority is not the
body which takes decisions on political issues.

EIOPA’s remit

2.2.4 Secondly, the scope of EIOPA’s advice is limited to its remit as set out in
legislation: broadly speaking, regulation, supervision, consumer protection,
financial stability and international relations. EIOPA’s governing legislation
requires it to act, in respect of IORPs, without prejudice to national social and
labour law?.

2.2.5 EIOPA’s technical role and its remit place limits on the subjects it should
advise on. EIOPA acknowledges that the boundary of what is political or
outside its scope is often unclear. Nevertheless, EIOPA has aimed not to
provide advice on areas which are political in nature or outside of EIOPA’s
scope.

Restriction of advice to questions asked

2.2.6 EIOPA'’s role in the context of this stage in the review of the IORP directive is
to provide advice. It is not EIOPA’s role to determine the subject of the advice
nor to set the questions on which advice is sought. That is the role of the
European Commission.

2.2.7 Advice is sought by the Commission on the extent to which the legislative
framework for IORPs should be similar to that for other financial institutions
and products, in particular the Solvency II framework for insurance and also
the UCITS IV Key Investor Information Document.

2.2.8 To take a specific example, many of the questions asked whether specific
articles of the Solvency II directive should be amended or removed in respect
of their application to IORPs. The broader question of whether these articles
were the right place to begin a review of the IORP directive was not asked of
EIOPA.

2.2.9 Overall, EIOPA notes that the Commission may want to consider some of the
wider issues raised by consultation respondents which are outside the scope of
EIOPA’s advice.

2.3. Consultation

Process

! Paragraph 4 of Article 1 of Regulation 1094/2010.
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2.3.1. EIOPA consulted between 8 July and 15 August 2011 on the scope, cross-
border activity, prudential regulation and several governance aspects of the
call for advice?. 49 responses were received.

2.3.2. EIOPA’s second consultation was on the entire advice and was between 25

October 2011 and 2 January 20123. 170 responses were received by the
deadline.

Appreciation of consultation responses

2.3.3. EIOPA would like to record its thanks to all those who took the trouble to
respond to what was a large amount of material within a relatively short
period of time.

Handling of responses

2.3.4. All the consultation responses have been carefully read and considered. Where
appropriate the advice has been amended in light of the response.

2.3.5. The Occupational Pensions Stakeholder Group of EIOPA has responded, its
opinion is on the EIOPA website at https://eiopa.europa.eu/about-
eiopa/organisation/stakeholder-groups/sg-opinion-feedback/index.html

2.3.6. A number of respondents raised issues which either go beyond EIOPA’s remit
or EIOPA was not asked for advice on the issues raised. Many of these are
identified later on in this chapter but are not subject to further analysis in this
advice.

2.3.7. Reasoned feedback by EIOPA on the responses to the second consultation is
being published simultaneously with this advice and is available via the EIOPA
website. The responses themselves are also being published. The 14
respondents who asked for their response to be confidential are excluded.

2.3.8. In many cases EIOPA’s reasoned feedback is brief. Our judgement was that
what really matters is that all the responses to the second consultation were
read and considered before finalising the advice, even if that meant feedback
on responses, in the time available, could only be brief.

Some key issues raised
2.4. Proportionality
2.4.1. EIOPA wishes to highlight the importance of the principle of proportionality, in

particular its application to small IORPs but also in respect of the nature and
complexity of IORPs, in the whole of its advice. EIOPA also wishes to refer to

2 Draft response to Call for Advice on the review of Directive 2003/41/EC Scope, cross-border activity, prudential
regulation and governance EIOPA-CP-11/001
¥ Response to Call for Advice on the review of Directive 2003/41/EC: second consultation EIOPA-CP-11/006
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its advice that the choice by member states of a one hundred member
exemption from the IORP directive be retained.

2.5. The basis for review of the directive

The position of the European Commission

2.5.1. The Commission gave three main reasons for reviewing the IORP directive.

2.5.2. Firstly, in order to propose measures which simplify the setting-up of cross-
border pension schemes. According to the CfA there are currently fewer than
80 out of around 140,000 IORPs in the EU operating cross-border; EIOPA’s
more recent Market Development Report gave a figure of 84 cross-border
IORPs*. Secondly, in order to introduce a risk-based regulatory and
supervisory framework at EU level, with measures that would allow IORPs to
benefit from risk-mitigation mechanisms. Thirdly, to secure modernisation of
prudential regulation for IORPs which operate DC schemes.

The position of some stakeholders

2.5.3. A number of stakeholders supported the basis for review adopted by the
European Commission. However, a significant number did not. The arguments
made are summarised below:

e The evidence of the case for change is insufficient. It is for the advocates of
change to demonstrate the need for it, not for change to be the
presumption unless evidence is provided of its harm.

e On cross-border activity, the small number of cross-border IORPs is less
likely to be due to lack of harmonisation of the regulatory framework and
more likely to be due to:

o A lack of demand to sponsor IORPs on a cross-border basis
o Differences between member states in social and labour law

o Differences between member states in the interaction between
occupational and first pillar (social security) pensions

o Differences between member states in the tax treatment of pensions

o According to one IORP which currently operates cross-border, the
length and number of the notifications which need to be sent
between competent authorities is a cause of delay and possibly a
deterrent to cross-border provision.

2.6. Technical advice on harmonisation

Position of the European Commission

2.6.1. The current directive provides for prudential regulation of IORPs based on
minimum harmonisation and mutual recognition. The Commission’s aim is “to
attain a level of harmonisation where EU legislation does not need additional

4 EIOPA-B0S-11/023 (14 July 2011)
8/515
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requirements at the national level”. Elsewhere the Commission states it is
seeking increased harmonisation in the calculation of technical provisions, and
greater consistency in recovery periods across member states.

EIOPA's position

2.6.2.

2.6.3.

EIOPA acknowledges the Commission’s view that the internal market in
pensions is small in terms of the number of institutions where the employer
and the IORP are in different member states. EIOPA’s governing legislation
specifies that EIOPA shall contribute to improving the functioning of the
internal market®.

EIOPA’s advice implies greater harmonisation of IORP’s regulation in some
areas. EIOPA’s advice in this respect is that greater harmonisation in the IORP
directive would be technically possible. EIOPA emphasises that the proposals
for greater harmonisation follow from the CfA’s objective of increasing the
level of harmonisation, and EIOPA acknowledges that alternative approaches
to that proposed by the Commission could be adopted. The advice considers
the Commission’s requests on technical grounds without challenging political
decisions in this respect. Increasing harmonisation of occupational pension
provision is principally an area which requires a political steer.

Position of certain stakeholders

2.6.4. A number of stakeholders supported the position on harmonisation adopted by

2.6.5.

the European Commission. In general, they recommended that the regulation
of IORPs should be on the basis of the risks they pose to members and
beneficiaries rather than on the basis of their legal form. This approach is
necessary to secure a level playing field between the occupational pensions
business of insurance undertakings and of IORPs.

However, a significant number of respondents did not support the position on
harmonisation and the arguments made are summarised below:

e The high degree of diversity of pension systems throughout the EU cannot
be adequately catered for to the extent that additional requirements at the
national level are not needed.

e The key role of social and labour law in respect of IORPs likewise prevents
a high level of harmonisation.

e Harmonisation risks producing harmful, pro-cyclical behaviour, particularly
during periods of financial stress.

e Harmonisation on a Solvency II basis would discourage investment in
equities.

e The cost in some member states of moving to a harmonised framework
would be economically unaffordable.

e One consequence could be a shift from defined benefit to defined
contribution pensions, which some respondents considered an adverse
development.

5> paragraph 7.1 of the Call for Advice.
5 Article 1 paragraph 6(a) of Regulation 1094/2010.
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2.7.

2.7.1.

2.7.2.

2.7.3.

2.7.4.

2.8.

e Another consequence could be a reduction in the amount of the “pension
promise” due to the higher expected costs under a harmonised approach.

Defined contribution schemes

The Commission stated that “It is important to consider whether the IORP
Directive needs to be adjusted to better address the specific needs for the
regulation and supervision of DC schemes”.

EIOPA’s aim is that members should have confidence in their DC IORP
regardless of where in the EU it is located.

Some stakeholders were of the view that a requirement for capital provision in
respect of operational risks for defined contribution schemes would reduce
benefits payable to members.

The term "“pure” DC scheme is used on occasions to identify pension
arrangements where the member bears at least all the investment risk. The
broader term “defined contribution scheme”, is not further defined by for
example the degree of investment risk faced by members. EIOPA notes that
the boundary between defined contribution and defined benefit schemes is not
always a clear one and that care would be needed in practice to implement
those areas of the advice which EIOPA specifies as applying only to defined
benefit arrangements or only to defined contribution arrangements.

Consistency across financial sectors

European Commission’s position

2.8.1.

The Commission’s view is that EIOPA’s advice “should endeavour to maintain
consistency across financial sectors....the general layout of the supervisory
system should, to the extent necessary and possible, be compatible with the
approach and rule used for the supervision of life assurance undertakings
subject to Directive 2009/138/EC (Solvency I17)".

EIOPA’s position

2.8.2.

2.8.3.

As the EU authority for both occupational pensions and insurance, EIOPA will
adopt a consistent approach to both sectors. It is important to emphasise that
consistent is not the same as identical, and that sometimes the differences will
merit different approaches.

In some areas, in response to the Commission’s questions, EIOPA’s advice
recommends for IORPs an approach similar to that for insurance undertakings.
For example, the approach at the level of principle to the governance of IORPs
and insurance undertakings is recommended to be the same. Where the
advice recommends the application at principle level of the Solvency II
framework to IORPs, the differences between insurance undertakings and
IORPs should still be respected.

7 Paragraph 4.4 of the Call for Advice.
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2.8.4.

2.8.5.

2.8.6.

2.8.7.

2.8.8.

There are however important differences between IORPs (taken as a class)
and insurance undertakings (taken as a class) which EIOPA advises should be
reflected in the legislative framework.

Three key differences between insurance undertakings and IORPs which have
had an impact on EIOPA’s advice are, firstly, the extent to which IORPs have a
social and employment context. Among the consequences are that social and
labour law has a significant impact on IORPs. In some member states the
social partners are responsible for the terms of the occupational pension. In
addition, employers are involved in the funding and governance of IORPs.
IORP members are frequently on the IORP’s governing body. Another
consequence is that in a number of member states, in the IORP context,
pension benefits could be reduced as part of a “social contract” agreed at
national level in order to seek a good balance between security and
affordability of the pension promise. These consequences carry implications in
areas such as how requirements for technical knowledge of the governing
body of an IORP are implemented. EIOPA acknowledges that some of the
social and employment context also applies to the occupational pensions
business carried on by insurance undertakings.

Secondly, that the suppliers of capital to IORPs can have more extensive
commitments than providers of equity to insurance undertakings. In some
member states, member contributions and the employer are sources of capital
for IORPs. In both cases these parties can be required to provide additional
capital in the event of shortfall, though this is also the position in respect of
some mutual insurance undertakings. Some IORPs can also address shortfalls
via reducing benefits or via sharing the cost intergenerationally for schemes of
a collective nature. EIOPA’s advice is that these more extensive commitments
should be recognised. These factors, as well as the greater length on average
of pension fund liabilities, also have the potential to impact on the length of
time required to recover a funding deficit. In addition, in some member states
there are pension protection schemes to protect IORP members and
beneficiaries in the event of employer insolvency.

Thirdly, there are a greater number of IORPs. According to the CfA there are
140,000 IORPs® of which many have a handful of members. In contrast there
are 4,753 insurance undertakings®. EIOPA’s advice is that a difference of this
order of magnitude means that the supervision of IORPs cannot be the same
as insurance undertakings; the supervisory capacity does not exist in every
member state to regulate IORPs with the same intensity as insurance
undertakings. The application of proportionality is therefore particularly
important in the IORP context.

Finally, different treatment of IORPs compared with insurance undertakings,
where justified, would not represent a departure from what is already the case
within insurance. The Solvency II directive for insurance permits significant
differences of treatment between insurance undertakings in certain
circumstances, for example insurance undertakings which hold equities for a
significant period or those whose assets and liabilities are closely matched.

8 paragraph 1.2 of the Call for Advice.
° Figure is for end-2009. See page 21 of EIOPA’s Report on the fifth Quantitative Impact Study (QIS5) for Solvency II.
https://eiopa.europa.eu/fileadmin/tx_dam/files/publications/reports/QIS5_Report_Final.pdf

11/515
© EIOPA 2012



Position of certain stakeholders

2.8.9.

2.8.10.

2.8.11.

EIOPA’s position above has been adapted since the second consultation in light
of a number of responses. A number of stakeholders also asserted that IORPs
do not generally have commercial shareholders and are not governed by the
profit motive. Nor are IORPs and insurance undertakings in commercial
competition.

For many respondents their view was that all these differences between IORPs
and insurance undertakings were such that the case for consistency of
approach based on the need for a level playing field in a competitive sense
was not made.

Other respondents however took very much the opposing view on the need for
a level playing field particularly between IORPs and the occupational pensions
business of insurance undertakings.

Information to members/beneficiaries

2.8.12.

2.9.

The CfA asks about consistency of information to IORP members with
requirements in other financial sectors, particularly the UCITS IV Key Investor
Information Document®®. This issue is considered in chapter 29 of the advice.

Impact assessment

Recognition of importance

2.9.1.

EIOPA recognises the importance of impact assessment in its advice. The
Commission does likewise, it states in the Call for Advice'! that its proposal to
review the IORP Directive will be accompanied by an impact assessment study
and that “the new supervisory system for IORPs should not undermine the
supply or the cost-efficiency of occupational retirement provision in the EU.”

Approach to impact assessment

2.9.2.

Each chapter of the CfA has an assessment of the impact of the advice. This
comprises a qualitative assessment of the costs and benefits to:

e IORP members;
e IORPs (including sponsoring employers);

e Supervisory authorities.

10 paragraph 4.7(b) of the Call for Advice.
u Paragraph 1.3 of the Call for Advice.
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2.9.3.

2.9.4.

The “do nothing” option is to retain the current IORP directive; this is
compared with an option or options for change.

This is not a quantitative cost-benefit analysis. Such analysis will be carried
out by the European Commission in the context of any legislative proposals.

Need for deeper assessment: quantitative impact study

2.9.5.

2.9.6.

EIOPA recognises that a deeper assessment of impact is also needed. It has
therefore started work, in cooperation with those member states which
expressed an interest in this aspect, many of which will also be the member
states most affected by changes in this area, on a quantitative impact study
(QIS). This QIS is in respect of the valuation methods and capital
requirements proposed in this advice.

The intention is to complete a QIS by the end of the third quarter of 2012.

Role of the QIS in the advice

2.9.7.

2.9.8.

2.10.

2.10.1.

2.10.2.

There are no implications of this QIS for the advice on scope, governance,
information, and DC schemes in general. The QIS also cannot address some of
the wider issues raised in this chapter such as the best starting point for the
IORP review.

There are however potentially significant implications for EIOPA’s advice on
valuation and capital requirements. For those aspects of the advice which are
affected by this QIS, the advice is conditional on its outcomes. Once the QIS is
completed, EIOPA will consider whether to offer further views on those aspects
of valuation and capital requirements which are affected by the QIS. These
areas are identified in the relevant chapters.

Delivery of the advice

The CfA was received by EIOPA on 7 April 2011 with a then deadline for
response of 16 December the same year (later extended to mid-February).
Advice is sought on 23 different aspects. The advice has therefore been
constructed to a very short timetable.

EIOPA’'s Occupational Pensions Committee comprising representatives of
member states’ competent authorities, as well as EIOPA staff, divided the CfA
into four workstreams. The workstreams were: scope and other; capital
requirements and investment; governance; and information and investment.
Many member states provided membership of the workstreams and
contributed significantly to the response to the call for advice.
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3. Scope and definitions

The next four chapters cover those parts of the call for advice which asked
about the scope of the IORP directive and the definition of certain cross-border
and other aspects.
These are:

e CfA 1: The scope of the IORP directive

e CfA 2: The definition of cross-border activity

e CfA 3: Ring fencing

e CfA 4: Prudential regulation and social and labour law

4, CfA 1: Scope of the IORP Directive

4.1. Extract from the call for advice

The Commission Services would like EIOPA to advise on the scope of the IORP
Directive, covering at least the following issues:

- The possibility to extend the scope of the IORP Directive to other occupational
pension funds that operate on a funded basis.

- The provisions that would need to be amended or added (if any) in order to suit the
needs for the supervision of those occupational pension funds.

- Other advice, if any.

4.2. Background
Current legal requirements (IORP Directive)

4.2.1. The current scope of the IORP directive (Art. 2.1) is institutions for
occupational retirement provision (IORP) and, where the IORP does not have
legal personality, those authorised entities responsible for managing them and
acting on their behalf.

4.2.2. The current Directive explicitly excludes (Art. 2.2)
a) institutions managing social-security schemes which are covered by
Regulation (EEC) No 1408/71 and Regulation (EEC) No 574/72%;

12 Replaced by respectively Regulation 883/2004 and Regulation 987/2009.
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4.2.3.

4.2.4.

4.2.5.

b) institutions which are covered by Directive 73/239/EEC, Directive
85/611/EEC, Directive 93/22/EEC, Directive 2000/12/EC and Directive
2002/83/EC;

c) institutions which operate on a pay-as-you-go basis;

d) institutions where employees of the sponsoring undertakings have no

legal rights to benefits and where the sponsoring undertaking can redeem

the assets at any time and not necessarily meet its obligations for
payment of retirement benefits;

companies using book-reserve schemes with a view to paying out

retirement benefits to their employees.

e)

Art. 3 foresees the application of the Directive to the non-compulsory
occupational retirement provision business of IORPs managing social-security
schemes covered by Regulations (EEC) No 1408/71 and (EEC) No 574/72.

Art. 4 provides the option for Member States to apply Articles 9 to 16 and
Articles 18 to 20 to the occupational-retirement-provision business of
insurance undertakings which are covered by Directive 2002/83/EC.

The second paragraph of Art. 5 provides the option for Member States not to
apply Articles 9 to 17 to institutions where occupational retirement provision is
made under statute, pursuant to legislation, and is guaranteed by a public
authority.

International standards, guidelines and good practice

4.2.6.

The following OECD definitions are useful for common understanding of the
proposals which are set out in this advice:!?

Public pension plans: Social security and
similar statutory programmes
administered by the general government
(that is central, state, and local
governments, as well as other public
sector bodies such as social security
institutions). Public pension plans have
been traditionally PAYG financed, but
some OECD countries have partial

Private pension plans: A pension plan
administered by an institution other
than general government. Private
pension plans may be administered
directly by a private sector employer
acting as the plan sponsor, a private
pension fund or a private sector
provider. Private pension plans may
complement or substitute for public

funding of public pension liabilities or
have replaced these plans by private
pension plans.

pension plans. In some countries, these
may include plans for public sector
workers.

Mandatory occupational plans:
Participation in these plans is mandatory
for employers. Employers are obliged by
law to participate in a pension plan.
Employers must set up (and make

Voluntary occupational pension plans:
The establishment of these plans is
voluntary for employers (including those
in which there is automatic enrolment as
part of an employment contract or

13 pensions Glossary, PRIVATE PENSIONS: OECD CLASSIFICATION AND GLOSSARY - ISBN 92-64-01699-6 - © OECD

2005
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contributions to) occupational pension
plans which employees will nhormally be
required to join. Where employers are
obliged to offer an occupational pension
plan, but the employees' membership is
on a voluntary basis, these plans are
also considered mandatory.

where the law requires employees to
join plans set up on a voluntary basis by
their employers). In some countries,
employers can on a voluntary basis
establish occupational plans that provide
benefits that replace at least partly
those of the social security system.
These plans are classified as voluntary,
even though employers must continue
sponsoring these plans in order to be
exempted (at least partly) from social
security contributions.

Mandatory personal pension plans:
These are personal plans that
individuals must join or which are
eligible to receive mandatory pension
contributions. Individuals may be
required to make pension contributions
to a pension plan of their choice
normally within a certain range of
choices or to a specific pension plan.

Voluntary personal pension plans:
Participation in these plans is voluntary
for individuals. By law individuals are
not obliged to participate in a pension
plan. They are not required to make
pension contributions to a pension plan.
Voluntary personal plans include those
plans that individuals must join if they
choose to replace part of their social
security benefits with those from
personal pension plans.

Occupational pension plans: Access to
such plans is linked to an employment
or professional relationship between the
plan member and the entity that
establishes the plan (the plan sponsor).
Occupational plans may be established
by employers or groups thereof (e.g.
industry associations) and labour or
professional associations, jointly or
separately. The plan may be
administered directly by the plan
sponsor or by an independent entity (a
pension fund or a financial institution
acting as pension provider). In the latter
case, the plan sponsor may still have
oversight responsibilities over the
operation of the plan.

Personal pension plans: Access to these
plans does not have to be linked to an
employment relationship. The plans are
established and administered directly by
a pension fund or a financial institution
acting as pension provider without any
intervention of employers. Individuals
independently purchase and select
material aspects of the arrangements.
The employer may nonetheless make
contributions to personal pension plans.
Some personal plans may have
restricted membership.
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Pension plan: A legally binding contract
having an explicit retirement objective
(or - in order to satisfy tax-related
conditions or contract provisions - the
benefits cannot be paid at all or without
a significant penalty unless the
beneficiary is older than a legally
defined retirement age). This contract
may be part of a broader employment
contract, it may be set forth in the plan
rules or documents, or it may be
required by law. In addition to having an
explicit retirement objective, pension
plans may offer additional benefits, such
as disability, sickness, and survivors’
benefits.

OPC reports

4.2.7. According to the OPC Report on pension institutions outside the statutorily
managed first pillar'*, pension schemes/institutions in the following member
states are explicitly excluded from the scope of the IORP Directive on the basis

of Art. 2.2:

1. social-security schemes falling under Regulation 1408/71 & Regulation

574/72: BG, HU, IT, LI, LT, LV, NO, PL, RO, SK**

2. covered by other EU Directives: AT, BE, CY, DE, DK, EE, ES, FR, HU, IE,

IT, LT, LU, NL, NO, PT, PL, SE, UK

PAYG schemes: CY, FR, NO

3.
4. institutions where employees of the sponsoring undertakings have no

legal rights to benefits: DE,

5. book reserve schemes: AT, BE, CY, DE, IT, LU, NO, PT, SE.

NO

4.2.8. OPC analysis'® has shown that in EEA countries there are some other pension
schemes or institutions which do not fall under the exclusions mentioned in
Art. 2.2 of the IORP directive but which fall outside the scope of any EU
prudential legislation (including the IORP Directive) These schemes/institutions

can be categorised as follows:

a) voluntary personal pension plans in which the employer can make
contributions: BG, CZ, HU';
b) voluntary personal pension plans in which the employer cannot make
contributions: MT, PT, SI, ES'¢;

14 See Table 1 of the Commission working document accompanying the Green Paper, originally prepared by the OPC.
15 [BG] MeHcunoHHO-ocUrypuTenHoapyxectso, [HU] magannyugdij pénztar, [IT] Enti privati di previdenza obbligatoria
dei liberi professionisti, [LI] Pension Funds (Pensionskasse), [LT] Valdymo jmoné, Gyvybés draudimo jmoné. [LV]

State funded pension scheme, [NO] Statens Pensjonskasse, [PL] Otwarty fundusz emerytalny, [RO] Administrator al

unui fond de pensii administrat privat, [SK] déchodkovéa spravcovska spoloénost.

6 Table 1 of the Commission working document accompanying the Green Paper, originally prepared by the OPC as
part of its Report on pension institutions outside the statutorily managed first pillar, CEIOPS-OP-32-09 (fin), 30

October 2009.

17" [BG] MeHCcMoHHO-0CcurypuTenHo apyxectso, [CZ] penzijni fond, [HU] énkéntes nyugdijpénztar.
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c) mandatory personal pension plans in which the employer can make
contributions: 1S,

4.2.9. Finally, OPC analysis shows that a few member states (IT, LV, RO) voluntarily
apply the IORP Directive to pension schemes/institutions with dual
occupational and individual character. Some member states (ES, PT, RO)
apply the IORP Directive on a voluntary basis to personal schemes.

4.2.10. The following MS have made use of the option provided in Art. 4 : FR, LI, LT,
SE.

4.3. Explanatory text

EIOPA's view on issues in the CfA

Current scope of the IORP directive

4.3.1. The purpose of the IORP directive is to create an internal market for
occupational retirement provision by setting the prudent person rule and
making it possible to operate across borders. The directive is construed on the
basis of a relationship between employers, employees/members and the IORP
and the operation of the IORP on a funded basis. The employer plays an
essential role, not only in establishing the pension scheme, but also in its
funding.

4.3.2. The IORP Directive also allows the participation of self-employed persons in an
IORP if that possibility is permitted by national law. In that case the self-
employed person is treated similarly to a sponsoring undertaking. This advice
does not touch upon this.

4.3.3. In the introduction to the Call for Advice n°® 1 the Commission refers to two
types of institutions that are not covered by the current IORP Directive:

a) book reserve schemes and

b) DC schemes existing in some member states that do not fall under any
EU prudential regulation.

4.3.4. With respect to the book reserve schemes, the Commission concludes that
Member states are required to protect the employee’s rights on the basis of
Directive 2008/94/EC?° and that the Commission is now in the process of
analysing the need to review this Directive. EIOPA will therefore not address
these institutions in its response and will concentrate its analysis on the latter
category of institutions, i.e. DC schemes outside any EU prudential regulation.

4.3.5. There are two sub-categories of DC schemes/institutions that do not fall under
any EU prudential regulation:

18 [MT] Personal Retirement Scheme, [PT] Planos depoupanca-reforma (saving-retirement schemes) - Fundos de

pensdes, [SI] Sklad obrtnikov in podjetnikov - SOP, [ES] Fondo de Pensiones Personal
[IS] Lifeyrissjodur.
20 Directive 2008/94/EC of the European Parliament and of the Council of 22 October 2008 on the protection of
employees in the event of the insolvency of their employer
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a) Schemes/institutions excluded from the scope of IORP Directive on the
basis of article 2(2)(a). The list of member states and institutions
concerned is provided in paragraph 4.2.7 a) above.

b) Schemes/institutions falling outside the scope of IORP Directive without
being explicitly excluded from its scope by article 2. The list of member
states and institutions concerned is provided in paragraph 4.2.8 above.

Schemes excluded under article 2(2)(a) of the IORP directive

4.3.6.

4.3.7.

4.3.8.

As far as schemes/institutions excluded from the scope of IORP Directive on
the basis of its article 2(2)(a) are concerned, EIOPA notes that the IORP
directive was drafted in the context of the existing pensions systems of the
then member states of the EU. However, since the entry into force of the IORP
directive (2003) new member states have joined the EU which have pension
models different from those in old member states. Most of these new member
states have developed a pensions model which includes among other things a
mandatory pension pillar. These mandatory pension pillars (referred to as 1%
bis pillar) have been established by a so called carve-out approach, by dividing
the former state pension contribution between the first PAYG pillar and the
new 1% pillar bis. Employees’ contributions are collected by the employer
and/or by the social security network and directed to personal accounts
managed by private financial institutions chosen by the employees. In some of
these member states employees’ contributions are transferred to pension
schemes/institutions by employers. The relations between pension institution
and employee are based on a contract.

Although, in these systems, contributions are made in relation to an
occupational activity and the pension schemes are managed by private
financial institutions, there are major differences between these
schemes/institutions and IORPs, particularly:

a) mandatory system (although in several of the member states concerned
it is voluntary),

b) collection of contributions through the social security network (although
in some countries the collection of contributions is made by the
employer),

c) personal choice by the employee of the financial institution providing the
scheme,

d) the employer does not play a role in establishing institutions/schemes,
instead the establishment is made under statute,

e) the employer cannot contribute to the scheme,

f) there is no relation between the employer and the pension
scheme/institution.

One could argue that these elements are not in contradiction with the main
elements of an occupational pension scheme, i.e. providing retirement savings
by private providers through capital markets and based on an occupational
activity of members. However, these elements can also justify classification as
a personal pension plan. The main factor, however, is the absence of the role
of the employer in establishing and funding the pension scheme.
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4.3.9.

4.3.10.

The dividing line between 1st, 2nd and 3rd pillar is not always clear.
Clarification of the borderlines could enhance a consistent application of the
Directive.

However, such clarification is of a highly political nature because it touches on
the principle of subsidiarity. According to this principle, Member States retain
full responsibility for the organisation of their pension systems as well as for
the decision on the role of each of the three "pillars" of the retirement system
in individual Member States.

Schemes/institutions falling outside the scope of the IORP directive without being

explicitly excluded from its scope

4.3.11.

As concerns the schemes/institutions listed in paragraph 4.2.8, they fall
outside the IORP directive because on current evidence they are of a personal
nature. Consequently they do not fall under the definition of IORP provided in
Article 6 (a) ?* of the IORP Directive.

Extending the scope to include DC schemes existing in some Member States that do

not fall

under any EU prudential reqgulation

4.3.12.

4.3.13.

4.3.14.

4.3.15.

According to the above analysis no occupational DC schemes (in the meaning
that there is no role for an employer to establish, nor to fund these schemes)
have been identified that currently do not fall in the scope of the IORP
directive®?. Bringing DC schemes such as 1st pillar bis or personal, under the
scope would mean removing or changing the reference to 'occupational'.

However, removing or changing this reference would mean that the directive
needs to be reviewed to consider the cases with and the cases without a
sponsoring undertaking. Many requirements would need to be reviewed or
introduced to take into account the specificities of these DC systems. Many
other requirements would not be applicable. It would also mean that the
competences of EIOPA need to be reviewed. EIOPA has no evidence that this
process will facilitate or will obstruct the harmonisation of the prudential
regime for IORPs. EIOPA notes, however, that the remainder of the advice,
more specifically the holistic balance sheet (cfr. CfA 5 & 6) has the existence
of a sponsoring undertaking as a key element.

Nonetheless, EIOPA considers that members and beneficiaries of all types of
pension schemes should be protected by high standards of governance by the
institutions operating pension schemes and by appropriate regulatory and
supervisory standards.

EIOPA has not done any detailed work for the purposes of this advice on the
regulatory and supervisory framework of pension institutions/schemes
excluded from the IORP Directive on the basis of Article 2(2)(a), as this falls
outside its mandate. Therefore EIOPA is not in a position to give conclusive
advice on the level of protection provided for by national frameworks for these
pension schemes/institutions, although it is aware that many of these
frameworks have been inspired by the UCITS Directive.

21 Under this article, IORPs are institutions providing retirement benefits in the context of an occupational activity on
the basis of an agreement or a contract agreed between the employer(s) and the employee(s) or their respective
representative.

22 possibly with the exceptions of schemes listed in paragraph 2.94.2.9.

20/515
© EIOPA 2012



4.3.16.

EIOPA therefore recommends that the Commission explores the prudential
regulatory and supervisory regimes for pensions other than “occupational” and
take suitable legal initiative if it concludes that the protection offered by
national/EU frameworks is not appropriate.

Article 4

4.3.17.

4.3.18.

4.3.19.

Article 4 of the IORP Directive allows Member States to apply the provisions of
Articles 9 to 16 and Articles 18 to 20 of this Directive to the occupational-
retirement-provision business of insurance undertakings covered by Directive
2002/83/EC. These provisions deal with the main following topics: conditions
of operation, information, investment policy and technical provisions.

On the other hand, Member States are not allowed to apply Article 17 on
regulatory own funds to these insurance undertakings. Consequently, they fall
under Directive 2002/83/EC for the calculation of the regulatory own funds.
But Directive 2002/83/EC will be abrogated as soon as Directive 2009/138/EC
enters into force??. So, as long as IORP Directive is not reviewed, they would
have to apply the provisions of Directive 2009/138/EC on the regulatory own
funds while the institutions for occupational retirement provision would apply
Article 17 of IORP Directive amended by Article 303 of Directive
2009/138/EC*.

EIOPA considers that the Commission should examine the issues that may
arise with regard to the application of Article 4 of IORP Directive in the context
of its review and the entry into force of the Solvency II Directive, especially
with regard to the insurance companies which are operating under this article
(in FR, LI, LT and SE).

Policy options

4.3.20.

EIOPA acknowledges that the decision to review the scope of the IORP
Directive is of a highly political nature. EIOPA is therefore not in a position to
advise the Commission on necessary extensions, but only to advise from a
technical perspective on the issues. Therefore, EIOPA has identified a number
of options that can feed into the political decision-making process, highlighting
the respective implications and how an option could be realised in practice.

Option 1: Leave the IORP directive unchanged

4.3.21.

The IORP directive is focused on IORPs established by an employer and/or
where the employer plays an essential role in the funding of the IORP.
Introducing an EU prudential regime for pension schemes where there is no
such role for the employer would probably be more effective if done outside
the IORP directive, for instance by developing a separate prudential regime.

23 The current version of the draft Directive Omnibus II which amends Directive 2009/138/EC foresees that Directive
2009/138/EC shall be applicable from 1 January 2014.

24

The amendments consist in a copy/paste of the provisions of Articles 27 to 29 of the Life Insurance Directive

(2002/83/EC). The only difference compared to the current IORP Directive, which refers to Article 27 and 28 of the
Life Insurance Directive, is the introduction of provisions concerning the “guarantee fund” (art. 29 of the Life
Insurance Directive).
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4.3.22.

4.3.23.

4.3.24.

4.3.25.

Option

EIOPA is not convinced that the current exclusions of the IORP directive should
be altered on the grounds that the DC schemes concerned:

- are subject to the social security policy where —under the Treaty on
functioning of the European Union- the Union does not seem to possess
necessary competence for harmonisation of national measures?’; or

- are of personal nature (i.e. not occupational), the European Commission
has not indicated any intent to explore the possibility of including
personal institutions/schemes currently excluded from the scope of the
IORP Directive and has not requested EIOPA to do so in the context of
the Call for Advice.

EIOPA therefore proposes to maintain the current exclusions. Irrespective of
these exclusions, Member States usually have the power to apply a directive
on a voluntary basis. For the IORP Directive this would mean the possibility to
use the Directive (fully or partially) as an inspiration for their national
legislation for the operation and/or supervision of those institutions which fall
outside the scope of the IORP Directive®®.

EIOPA is aware that borderline cases exist?” where it is not clear if and to what
extent the Directive applies. However, EIOPA notes that these issues are
probably a matter of the implementation of the Directive and not of the scope
per se. Nevertheless, the emergence of borderline cases should be avoided as
this creates legal risks for the parties involved and could lead to potential
conflicts between parties (the home supervisory authority and the institution,
as well as between supervisory authorities in case of potential cross-border
activity) on f.i. the applicability of the Directive on the institution and hence
the eligibility of the institution to operate cross-border.

Implementation could be improved by redrafting relevant articles of the

Directive to remove any ambiguity and to avoid the risk that institutions are
excluded from the Directive for the wrong reasons.

2: Partial application of the IORP directive to DC schemes existing in some

Member States that do not fall under any EU prudential regulation

4.3.26.

If the preference of the Commission were to extend the scope of the IORP
Directive, then EIOPA proposes that the directive should only be partially
applied to avoid applying requirements which are specific to occupational
pension schemes. A selection would need to be made of those articles that can
be applied with no or limited change.

25 The Treaty on Functioning of European Union states that social policy (as defined in the Treaty) is an area of
shared competence between the Union and the Member States (Article 4(b) TFEU). The social policy is defined in
Article 156 which states that the role of Commission is to “encourage cooperation between the Member States and
facilitate the coordination of their action” inter alia in the area of social security. At the same time, according to
Declaration No. 31 on Article 156 TFEU “the policies described in Article 156 fall essentially within the competence
of the Member States. Measures to provide encouragement and promote coordination to be taken at Union level in
accordance with this Article shall be of a complementary nature. They shall serve to strengthen cooperation
between Member States and not to harmonise national systems.”

% such a voluntary application, however, does not result in a European passport.

27 Some of the schemes listed under paragraph 2.94.2.9 are an example of these borderline cases.
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4.3.27. EIOPA proposes that such a partial application be done on the basis of a

national option, where the scope of the IORP Directive would remain as
currently but Member States would have the option to include such schemes in
the scope of certain prescribed articles.

Option 3: Full application of the IORP directive to DC schemes existing in some

Member States that do not fall under any EU prudential requlation

4.3.28. If the Commission wants to bring all 1st pillar bis or personal DC schemes

under the scope of the IORP Directive, then the reference to 'occupational'
would need to be removed or the notion of 'occupational' would need to be
extended to cover a wide spectrum of pension products, from those schemes
where the employer only collects and/or transfers the personal contributions
to an institution, through those where an employer establishes and funds a
pension scheme for its own employees (whether DB or DC), to retail products
such as personal pensions which are open to the whole market. This would
mean going beyond what is being defined as the sponsoring undertaking in the
advice to the Call for Advice n°2.

4.3.29. To avoid the risk that pure social security institutions (with a guarantee by a

public authority) fall under the scope of the revised directive, its scope should
be limited to institutions operating at their own risk in the meaning of Article
2.3 of the Life Directive 2002/83/EC and case law?®.

4.3.30. Removing or changing the reference to occupational would mean that the

4.4.

4.4.1

directive needs to be reviewed to consider the cases with and the cases
without a sponsoring undertaking. The definition of sponsoring undertaking
would need to be reviewed itself as well, which would have complicated
implications for the notification process in case of cross-border activity (Call
for Advice n°2) and the holistic balance sheet approach as defined in the
advice on the solvency matters (Calls for Advice n°5 and 6). Many other
requirements would need to be reviewed or introduced to take into account
the specificities of these DC systems. Many other requirements would not be
applicable. It would also mean that the competences of EIOPA need to be
reviewed.

Impact assessment

Having in mind that the baseline scenario is constituted by the current IORP
Directive, the following impacts have been identified.

Option 2: partial application of the IORP directive to DC schemes existing in some

Member States that do not fall under any EU prudential regulation

Positive impacts

IORP members: Not possible to estimate since this would depend on the level
of protection and the existence of appropriate national regulatory and
supervisory standards at the national level compared to the European level.
Such analysis has not been conducted yet.

28 Decision of the Court of Justice in the case C-209/98 Commission v Kingdom of Belgium
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IORP and sponsoring undertaking: Not possible to estimate since this would
depend on the role of the sponsor and the existence of appropriate national
regulatory and supervisory standards at the national level compared to the
European level. Such analysis has not been conducted yet.

Supervisor: Not possible to estimate since this would depend on the existence
of appropriate national regulatory and supervisory standards at the national
level compared to the European level. Such analysis has not been conducted
yet.

Member State: The optional application of the IORP directive to other types of
pension schemes provides flexibility for Member States to create a national
level playing field.

Internal market: Would increase convergence in prudential regulation and
supervision.

Negative impacts

IORP members: Not possible to estimate since this would depend on the level
of protection and the existence of appropriate national regulatory and
supervisory standards at the national level compared to the European level.
Such analysis has not been conducted yet.

IORP and sponsoring undertaking: Not possible to estimate since this would
depend on the role of the sponsor and the existence of appropriate national
regulatory and supervisory standards at the national level compared to the
European level. Such analysis has not been conducted yet.

Supervisor: Not possible to estimate since this would depend on the existence
of appropriate national regulatory and supervisory standards on national level
compared to the European level. Such analysis has not been conducted yet.

Member State: None foreseen.

Internal Market: Optional and partial application would still make a full level
playing field unlikely to happen.

Option 3: full application of the IORP directive to DC schemes existing in some

Member States that do not fall under any EU prudential regulation

Positive impacts

IORP members: May be better protected if the EU regulation is more
demanding than the national regulatory standards currently existing, if any.
Impossible to estimate the impact because such analysis has not been
conducted yet.

IORP and sponsoring undertaking: Not possible to estimate since this would
depend on the role of the sponsor and the existence of appropriate national
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regulatory and supervisory standards at the national level compared to the
European level. Such analysis has not been conducted yet.

Supervisor: Not possible to estimate since this would depend on the existence
of appropriate national regulatory and supervisory standards at the national
level compared to the European level. Such analysis has not been conducted
yet.

Member State: None foreseen.

Internal Market: All funded pension schemes would be covered by the same EU
prudential regulation. A wider scope has the advantage of a better structuring
of the pension systems across the EU and a consistent application of EU
regulation.

Negative impacts

IORP members: May be less protected if more demanding national regulatory
standards currently exist compared to EU regulation. Impossible to estimate the
impact because such analysis has not been conducted yet.

IORP and sponsoring undertaking: Not possible to estimate since this would
depend on the role of the sponsor and the existence of appropriate national
regulatory and supervisory standards at the national level compared to the
European level. Such analysis has not been conducted yet.

Supervisor: Not possible to estimate since this would depend on the existence
of appropriate national regulatory and supervisory standards at the national
level compared to the European level. Such analysis has not been conducted
yet.

Member State: No longer the possibility to create a private funded pensions
system regulated by specific national regulatory and supervisory framework.
Interference with national prerogatives on social security policy.

Internal Market: Many provisions of the Directive would not be applicable and
specific requirements would be needed. This will lead to an increased
complexity of the Directive and would make it difficult to achieve harmonisation
and therefore will not lead to a full level playing field. EIOPA's competence
would need to be reviewed to include also non-occupational pension retirement
provision.

Comparison of policy options

Given the potential impacts of extending the scope of the current Directive and due to
the potential political implications of the proposed options, EIOPA proposes to keep
the current scope of the Directive (option 1).
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4.5. EIOPA advice

The Commission Services would like EIOPA to advise on the scope of the
IORP Directive, covering at least the following issues:

- The possibility to extend the scope of the IORP Directive to other
occupational pension funds that operate on a funded basis.

EIOPA is of the opinion that the clarification of the dividing lines between 1st, 2nd and
3rd pillar could enhance a consistent application. However, such clarification is a
highly political issue because it touches on the premise that Member States have full
responsibility for the organisation of their pension systems (principle of subsidiarity).

For the purpose of this advice EIOPA assumes that 2" pillar schemes are schemes
where the employer has a role in the establishment and/or funding of the scheme
(occupational schemes).

The employer can be a single employer or groups thereof (e.g. industry associations)
and labour or professional associations.

On the basis of analysis of available data no occupational DC schemes (in the meaning
that there is no role for an employer to establish, nor to fund these schemes) could be
clearly identified that currently do not fall in the scope of the IORP directive. EIOPA is
aware that there are borderline cases and that other cases could emerge. Therefore
EIOPA commits to continuously update its data and pursue its task of enhancing the
understanding of the Directive. EIOPA notes that these cases might be a matter of
implementation and not of the scope per se. Nonetheless EIOPA advises to redraft the
articles on scope to avoid any ambiguity with regard to their application.

The DC schemes that do currently fall outside the scope are not occupational, in the
meaning that there is no role for an employer to establish, nor to fund these schemes.

If the Commission wants to bring these DC schemes, pillar 1 bis or personal, under
the scope, then the reference to ‘occupational” would need to be removed or changed.

This would mean that the directive needs to be reviewed to consider the cases with
and the cases without a sponsoring undertaking. The definition of sponsoring
undertaking itself would need to be reviewed as well, which would have complicated
implications for the notification process in case of cross-border activity (Call for Advice
n°2) and the holistic balance sheet approach as defined in the advice on the solvency
matters (Calls for Advice n°5 and 6). Many other requirements would need to be
reviewed as well or introduced to take into account the specificities of these DC
systems. Many other requirements would not be applicable. It would also mean that
the competences of EIOPA need to be reviewed.

EIOPA has no evidence that this process will facilitate or will obstruct the
harmonisation of the prudential regime for IORPs. EIOPA notes, however, that the
remainder of the advice, and more specifically the holistic balance sheet (cfr. CfA 5
&6) has the existence of a sponsoring undertaking as a key element.

EIOPA considers that the IORP directive should remain a directive focused on
occupational pension schemes operated by IORPs established by the employer and/or
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where the employer plays an essential role in the funding of the IORP and therefore
proposes option 1.

Introducing an EU prudential regime for non-occupational pension schemes, e.g.
where there is no such role for the employer, would probably be more effective if done
outside the IORP directive, for example by developing a separate prudential regime.
See further below.

Nonetheless, it would be useful to introduce a recital clarifying that irrespective of the
scope of the Directive, Member States can choose to apply the Directive on a
voluntary basis to those institutions falling outside the scope except of course where
the Directive (or other EU regulation) states otherwise.

- The provisions that would need to be amended or added (if any) in order to
suit the needs for the supervision of those occupational pension funds.

N/A
— Other advice, if any.

EIOPA considers that the Commission should examine the issues that may arise with
regard to the application of Article 4 of IORP Directive in the context of its review and
the entry into force of Directive Solvency II.

While EIOPA proposes that the current scope of the IORP directive is not to be
extended, EIOPA is of the opinion that it is desirable that members and beneficiaries
of all types of pension schemes should be protected by high standards of governance
by the institutions operating pension schemes and by appropriate regulatory and
supervisory standards. EIOPA therefore recommends that the Commission considers
the nature of the member protection in pension schemes falling outside the current
scope and takes legislative initiative if it concludes that the protection offered by
national/EU frameworks is not adequate.
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5.

5.1.

CfA 2: Definition of cross-border activity

Extract from the call for advice

The Commission Services would like EIOPA to advise on how the wording of the IORP
Directive needs to be amended in order to clarify that cross border activity arises only
when the sponsoring undertaking and the IORP are located in two different Member

States.

5.2,

Background

Current legal requirements (IORP Directive)

5.2.1.

Under the IORP Directive, institutions for occupational retirement provision
(IORPs) have the possibility of providing their services in other Member
States, thereby allowing them to operate pension schemes with members and
beneficiaries in more than one Member State. The Directive provides in Article
20 the basic framework for IORPs that wish to operate cross-border, including
the procedure that needs to be followed before cross-border activity can be
started.

OPC reports

5.2.2. OPC research has shown that cross border activity has been defined differently

5.3.

in member states with three interpretations (member states which fall within
the interpretations are identified in brackets):

Location of the sponsoring undertaking (AT, BG, DE, LI, NO, CZ);

A Member State that uses the location of the sponsoring undertaking as the
decisive criterion, considers an activity to be cross-border if the sponsoring
undertaking is located in another Member State than the IORP.

Nationality of the Social and Labour Law (BE*, PT, IE, UK, FI);

A Member State that uses the nationality of the social and labour law as the
decisive criterion, considers an activity to be cross-border if the applicable
social and labour law originates from a Member State other than the
Member State where the IORP is established.

Nationality of the scheme (LU, NL);

A Member State that uses the nationality of the scheme as the decisive
criterion, considers an activity to be cross-border if the scheme is from a
different Member State to where the IORP is established.

Explanatory text

# However, the criterion for notification is based on the location of the sponsoring undertaking.
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EIOPA's view on issues in the CfA

5.3.1. It should be noted that EIOPA has not been asked to provide the Commission
with advice on how to amend the IORP Directive in order to arrive at the most
suitable definition of cross border. It has however been asked to provide
advice as to how the Directive should be amended to reflect the position that
cross border activity arises only when the sponsor and IORP are located in two
different Member States. The option of no change is also included for
completeness.

5.3.2. The use of different definitions that exist today has led to a number of cases
where two (or more) Member States potentially involved in a cross-border
activity have come to different conclusions on whether the proposed activity is
cross border or not. This has created considerable difficulties in both the
operation of cross border IORPs and the notification, authorisation and
approval processes.

5.3.3. The lack of clarity about the different scope of the member states social and
labour law and the prudential law has also been identified as a significant
hurdle to cross border IORPs. Call for Advice 4 (Prudential regulation and
social and labour law) is looking at creating greater certainty in what
consistitutes applicable prudential regulation in the case of a cross border
IORP. Member States themselves should define what constitutes applicable
social and labour law.

5.3.4. The cross border market is very small with only 84 cross border schemes to
date. As the Commission highlighted in the CfA, the differences in definition
may hamper IORPs’ willingness to engage in cross border activity. A more
consistent interpretation of what a cross border activity is may help address
this issue.

5.3.5. Another reason for this lack of demand may be that pension arrangements
must operate as part of each Member State's overall legal systems in respect
of occupational pensions, for example taxation and social and labour law. It is
difficult for a foreign IORP to, firstly, obtain the relevant requirements,
secondly, to understand these and, finally, to manage arrangements according
to these requirements. This complexity and uncertainty can absorb much
management and consultancy time, especially in the preparatory phase,
making cross border provision unattractive from the cost perspective. Also, it
is to be noted that cross-border activity requires full funding at all times,
which is perceived as an additional hurdle in the cross-border provision of
services. Other reasons, but not less important, are cultural and language
barriers.

5.3.6. As regards the benefits of single markets, schemes do receive much of the
benefits of this already through the ability to pool assets and investment risks.

Policy options

Option 1: Leave the IORP directive unchanged

30 EIOPA-B0S-11/023 (14 July 2011
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5.3.7.

5.3.8.

5.3.9.

While the current legal environment may not be perfect, it is adequate for at
least some cross-border activity to take place. It is possible that the lack of
take-up is not due to failings of the Directive or Member States'
interpretations, but to other reasons such as a basic lack of demand.

However, the cross border market is very small by comparison with the
number of IORPs across the EU in total. A more consistent interpretation of
what is a cross border activity may be necessary to increase IORPs’ willingness
to engage in these activities.

Leaving the IORP directive unchanged results in difficulties in both the
operation of cross border IORPs and the notification, authorisation and
approval processes.

Option 2: Amend the wording of the IORP directive to reflect the position that cross

border activity arises only when the sponsor and the IORP are located in two different

Member States

5.3.10.

5.3.11.

5.3.12.

5.3.13.

5.3.14.

In order to achieve this, there are a number of elements that need to be
considered.

Firstly, the definition of home and host state and that of the sponsoring
undertaking in Articles, 6 (c), 6 (i) and 6 (j) of the IORP Directive:

6 (i) "home Member State” means the Member State in which the institution
has its registered office and its main administration or, if it does not have a
registered office, its main administration®!;

6 (j) "host Member State" means the Member State whose social and labour
law relevant to the field of occupational pension schemes is applicable to the
relationship between the sponsoring undertaking and members.

The wording of home state is clear: this is the location of the IORP. The
challenge lies in defining the host state. The current wording brings in the
location of the applicable social and labour law. This has led to some member
states defining an IORP as operating on a cross border basis where it has
members which are working in, and subject to the SLL, of another Member
State.

The simplest method to resolve this would be to adjust the definition of host
state to reflect the position in respect of location of the sponsoring
undertaking:

"host member state” means the Member State where the sponsoring
undertaking is located.

The second element that would need to be clarified is the definition of the
sponsoring undertaking. The IORP directive currently states that:

*! It should be noted that EIOPA, in its advice on CfA 12, proposes to amend the definition of Home Member State,
without however changing the fundamental aspect, i.e. being the location of the IORP.
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5.3.15.

5.3.16.

5.3.17.

5.3.18.

6 (c) "sponsoring undertaking" means any undertaking or other body,
regardless of whether it includes or consists of one or more legal or natural
persons, which acts as an employer or in a self-employed capacity or any
combination thereof and which pays contributions into an institution for
occupational retirement provision;

This leaves open the general issue of what is meant by sponsoring
undertaking: can it be a branch, a subsidiary, or is it the head office ultimately
paying the contribution, or any other entity. This may particularly not be clear
in the case of companies within a group.

EIOPA has considered possible improvements to the definition of sponsoring
undertaking but has concluded that further analysis is needed. EIOPA
identified that at least the following elements should be considered when
defining the sponsoring undertaking:

e Who signs the agreement with the IORP and/or members?;

Who establishes the pension scheme?

Who pays contributions into the IORP?

Who has the contractual or legal obligation to cover funding deficits?

Who provides the sponsor covenant (cfr. holistic balance sheet as set out
in Chapter 8)2.

It should be noted that when defining the sponsoring undertaking, problems
of overlapping or contradicting regulation between member states could
emerge. Even if the definition of sponsoring undertaking could be improved, it
is impossible for the Directive to anticipate all the circumstances that could
give rise to uncertainty over the regulation of cross-border schemes.
Therefore, the revised Directive should not include detailed procedures to
settle problems between the home and the host member states, but should
instead provide for the possibility of a case-by-case consideration by
supervisory authorities concerned (the Budapest Protocol provides an
appropriate starting point for this) followed by, in the absence of agreement,
EIOPA’s mediation mechanism as provided for by Article 19 of the EIOPA
Regulation®2.

Equally, information procedures should be introduced at Level 3 to notify the
Competent Authority of the Member State of the applicable social and labour
law, if that Member State is not the Host Member State under the new single
definition, of the existence of an occupational pensions activity subject to its
legislation and supervision. It is also worth bearing in mind that there are
references to the host state elsewhere in the Directive that relate to cross
border activity, specifically in Recitals 34 and 37 and in Articles 6, 14, 18, 20
and 21. While these references do not need to be changed in order to achieve
the objective required by the CfA, the consequences of these requirements
create a number of issues.

32 Regulation (EU) No 1094/2010
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5.3.19. Indeed, the most important consequence of the notification procedure is that it
gives the ability to the authorities of the member state of the social and labour
law to supervise the correct application of its law and, if necessary, to take
measures against the IORP in the event of a breach of the SLL on the basis of
art. 20(9) and 20(10) of the directive. This article also sets out the procedures
to be followed by the Host and Home Member States:

a. The Host supervisor must inform the Home supervisor when it detects a
breach of its SLL;

b. The Home supervisor shall, in coordination with the Host supervisor, take
the necessary measures;

c. If, despite the measures taken by the Home supervisor or in the absence
of appropriate measures by the Home supervisor, the IORP persists in
breaching the SLL, the Host supervisor may, after informing the Home
supervisor, take itself the necessary measures to prevent or penalise
further breaches of its SLL.

5.3.20. This ability disappears when only the member state of the location of the
sponsoring undertaking can be considered as the host member state without
taking into consideration the nationality of the applicable SLL.

5.3.21. A solution could be to amend article 20(9) and 20(10)*® to maintain the ability
of the authorities of the member state of the SLL (i.e. another member state
than the home and the host Member States, in the context of the revised
definition of Host Member State) to conduct its ongoing supervision and to
take measures against the IORP. This would give a similar protection for
members and beneficiaries to the current version of the directive. But it is a
complex solution because several competent authorities could act against the
same IORP.

5.3.22. Such amendments should be coupled with the requirement that IORPs should
respect the relevant SLL, irrespective of whether that is the law of the Host
Member State under the proposed single definition.

5.3.23. At any rate it is not clear whether under the current definition of cross border
activity there is a single definitive link between the social and labour law and
the location of the worker. This can depend on the workers contract of
employment and any mandatory rules that hang off the place of performance
of service. So it is already possible to have three member states involved, one
home, one host and a third with some mandatory rules engaged. Equally, a
number of member states have already implemented the definition based on
the location of the IORP and the sponsoring undertaking so this is clearly
possible.

5.4. Impact assessment

5.4.1. Having in mind that the baseline scenario is constituted by the current IORP
Directive, the following impacts have been identified.

% Including the changes to Art. 20.10 as proposed under CfA 10.
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Option 2: Amend the wording of the IORP directive to reflect the position that cross
border activity arises only when the sponsor and the IORP are located in two different
Member States.

Positive impacts:

IORP members: None foreseen.

IORP and sponsoring undertaking: A single definition may provide clarity to
IORPs and sponsoring employers and in doing so allow multinational companies
to have a solution to centralising their local retirement schemes and allow for a
reduction in costs by exploiting economies of scale in pension administration
and investment management.

Supervisor: A single definition may introduce clarity in the process and this
would solve the problem that because of the current differing national
approaches, situations can arise where two (or more) Member States
potentially involved in a cross-border activity come to different conclusions on
whether the proposed activity is cross border or not, which leads to different
notification practices and the possibility of states having competing views as to
who the Host state is.

Member State: None foreseen.

Internal Market: A clear definition may help develop the cross border market
which can in turn lead to a strong internal market for pensions.

Negative impacts:

IORP members: It is not clear this definition would ensure comparable level of
protection if it breaks the link between the host state and the applicable social
and labour law. If the status of the Member State of the applicable SLL would
not be clarified, this could create a situation where host state requirements for
IORPs (SLL and any other requirements as allowed by the Directive, i.e.
additional investment or disclosure rules) would have a direct impact on
members located in another Member State entirely and any requirements in the
Member State where the member is located would have no impact. A definition
based on the sponsoring undertaking takes into account the free market
element of cross border activities but not the member protection element.
EIOPA sees no possibility of serving both aims by drafting one definition based
on the 'sponsoring undertaking'.

IORP and sponsoring undertaking: The definition could make an IORP cross
border even when the IORP and its members are located in the same member
state. This could occur where a domestic branch with a foreign parent company
had established a IORP for its domestic members so both the members and the
IORP would be in the same member state but the sponsoring undertaking (the
parent company) would be in another state. Equally this does not address any
of the other factors that have limited the growth of cross border provisions such
as the complexities of operating under different taxation and social and labour
law regimes. There is also a cost for all existing cross border IORPs and all
potential cross border IORPs to evaluate whether they do fall into cross border
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provisions under the new definition. In some Member states this is likely to
lead to changing the status of current (cross-border) IORPs with the associated
cost impacts (notification process, fully funding requirement). It could also lead
to withdrawing the pension scheme altogether or restructuring the group
arrangements to remain a domestic IORP.

Supervisory authorities: By breaking the link to SLL the supervisory authority of
that Member State would not be involved in the notifications process as detailed
in Article 20 and so would not play a role in the supervision of the IORP. To
solve this it could complicate the notifications process as detailed in Article 20
and may lead to more time consuming procedures to settle problems between
the Home and Host Member States.

Member States: Redefining the Host Member States implies that Member States
should review their legislation. The impact of this will need to be assessed.

Internal Market: None foreseen.

Comparison of policy options

5.4.2.

In view of the specific request in the CfA, EIOPA proposes option 2.
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5.5. EIOPA advice

The Commission Services would like EIOPA to advise on how the wording of
the IORP Directive needs to be amended in order to clarify that cross border
activity arises only when the sponsoring undertaking and the IORP are
located in two different Member States.

EIOPA notes that the advice requested is limited to the definition of cross-border
activity as put forward by the Commission. In order to achieve the clarification
requested by the Commission, EIOPA proposes to amend Article 6 (j) as follows:

6 (j) "host member state” means the Member State where the sponsoring undertaking
is located

EIOPA also considers that the definition of sponsoring undertaking (Article 6 c) should
be improved to avoid situations where undertakings could be unintentionally identified
as being a sponsoring undertaking, or the other way around, with unintended
consequences on the cross-border status of the IORP.

EIOPA has considered possible improvements to the definition of sponsoring
undertaking and identified several elements that should at least be considered when
defining the sponsoring undertaking. However, a conclusive definition could not be
determined without further analysis on this issue.

It should be noted that when defining the sponsoring undertaking, problems of
overlapping or contradicting regulation between member states could emerge. Even if
the definition of sponsoring undertaking could be improved, it is impossible for the
Directive to anticipate all the circumstances that could give rise to uncertainty over
the regulation of cross-border schemes. Therefore, the revised Directive should not
include detailed procedures to settle problems between the home and the host
member states, but should instead provide for the possibility of a case-by-case
consideration by supervisory authorities concerned (the Budapest Protocol provides an
appropriate starting point for this) followed by, in the absence of agreement, EIOPA’s
mediation mechanism as provided for by Article 19 of the EIOPA Regulation.

In addition EIOPA advises to amend article 20 to maintain the ability of the authorities
of the member state of the SLL (i.e. a member state other than the home and the
host member states) to conduct its ongoing supervision of SLL and to take measures
against34the IORP, according to the procedures currently foreseen in article 20(9) and
20(10)>".

In addition, a requirement should be introduced that IORPs should respect the
applicable SLL, irrespective of whether that is the law of the Host Member State. This
should be coupled with developing notification procedures at Level 3 to inform the
Competent Authority of the Member State of the applicable SLL.

* Including the changes suggested to Art. 20.10 under CfA 10.
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6. CfA 3: Ring fencing

6.1. Extract from the call for advice

The EIOPA advice should address at least the following subjects:

- The scope of ring-fencing measures needs to be clarified in the context of cross-
border activity of IORPs.

- The text of an article to be inserted into the Directive with the aim of establishing
the general principles which warrant ring-fencing measures in the case of stress
situations, including the legal implications and common safeguards, which would
improve adequate protection of pension benefits.

6.2. Background
Current legal requirements (IORP Directive)

6.2.1. Directive 2003/41/EC of the European Parliament and of the Council on the
activities and supervision of institutions for occupational retirement
provision (“the IORP Directive”) contains various references to ring-fencing
(Recital 38 and Articles 3, 4, 7, 16(3), 18(7) and 21(5)). Article 8 is also of
relevance given that ring-fencing is often associated with some form of legal
separation between sponsoring undertakings and IORPs.

Article 3
Application to institutions operating social-security schemes

Institutions for occupational retirement provision which also operate compulsory employment-
related pension schemes which are considered to be social-security schemes covered by
Regulations (EEC) No 1408/71 and (EEC) No 574/72 shall be covered by this Directive in respect
of their non-compulsory occupational retirement provision business. In that case, the liabilities
and the corresponding assets shall be ring-fenced and it shall not be possible to transfer them to
the compulsory pension schemes which are considered as social-security schemes or vice versa.

Article 4
Optional application to institutions covered by Directive 2002/83/EC

Home Member States may choose to apply the provisions of Articles 9 to 16 and Articles 18 to 20
of this Directive to the occupational-retirement-provision business of insurance undertakings
which are covered by Directive 2002/83/EC. In that case, all assets and liabilities corresponding
to the said business shall be ring-fenced, managed and organised separately from the other
activities of the insurance undertakings, without any possibility of transfer.

In such case, and only as far as their occupational retirement provision business is concerned,
insurance undertakings shall not be subject to Articles 20 to 26, 31 and 36 of Directive
2002/83/EC.

The home Member State shall ensure that either the competent authorities, or the authorities
responsible for supervision of insurance undertakings covered by Directive 2002/83/EC, as part of
their supervisory work, verify the strict separation of the relevant occupational retirement
provision business.
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Article 7
Activities of an institution

Each Member State shall require institutions located within its territory to limit their activities to
retirement-benefit related operations and activities arising therefrom.

When, in accordance with Article 4, an insurance undertaking manages its occupational retirement
provision business by ring-fencing its assets and liabilities, the ring-fenced assets and liabilities
shall be restricted to retirement-benefit related operations and activities directly arising
therefrom.

Article 8

Legal separation between sponsoring undertakings and institutions for occupational retirement
provision

Each Member State shall ensure that there is a legal separation between a sponsoring
undertaking and an institution for occupational retirement provision in order that the assets of the
institution are safeguarded in the interests of members and beneficiaries in the event of
bankruptcy of the sponsoring undertaking.

Article 16
Funding of technical provisions

3. In the event of cross-border activity as referred to in Article 20, the technical provisions shall at
all times be fully funded in respect of the total range of pension schemes operated. If these
conditions are not met, the competent authorities of the home Member State shall intervene in
accordance with Article 14. To comply with this requirement the home Member State may require
ring-fencing of the assets and liabilities.

Article 18
Investment rules

7. In the event of cross-border activity as referred in Article 20, the competent authorities of each
host Member State may require that the rules set out in the second subparagraph apply to the
institution in the home Member State. In such case, these rules shall apply only to the part of the
assets of the institution that corresponds to the activities carried out in the particular host
Member State. Furthermore, they shall only be applied if the same or stricter rules also apply to
institutions located in the host Member State.

The rules referred to in the first subparagraph are as follows:

(a) the institution shall not invest more than 30 % of these assets in shares, other securities
treated as shares and debt securities which are not admitted to trading on a regulated market, or
the institution shall invest at least 70 % of these assets in shares, other securities treated as
shares, and debt securities which are admitted to trading on a regulated market;

(b) the institution shall invest no more than 5 % of these assets in shares and other securities
treated as shares, bonds, debt securities and other money and capital-market instruments issued
by the same undertaking and no more than 10 % of these assets in shares and other securities
treated as shares, bonds, debt securities and other money and capital market instruments issued
by undertakings belonging to a single group;

(c) the institution shall not invest more than 30 % of these assets in assets denominated in
currencies other than those in which the liabilities are expressed.

To comply with these requirements, the home Member State may require ring-fencing of the
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assets.
Article 21
Cooperation between Member States and the Commission

5. The competent authorities of the host Member State may ask the competent authorities of the
home Member State to decide on the ring-fencing of the institution's assets and liabilities, as
provided for in Article 16(3) and Article 18(7).

6.2.2. The above Articles refer to different forms and consequences of ring-fencing
in specific contexts. This notwithstanding, the IORP Directive does not
include a definition of ring-fencing nor the techniques that should be applied
in order to achieve the different forms and consequences of ring-fencing
referred to in the IORP Directive in the contexts in question. In addition, the
application of ring-fencing is not obligatory other than in the context of
Articles 3 and 4 of this directive.

Solvency II Directive

6.2.3. The CfA refers to Art. 99 and recital 49 of Directive 2009/138/EC (Solvency
IT Directive) in respect of ring-fencing. However, other articles of Solvency
IT could be relevant as well, such as Art. 74 on the separation of life and
non-life insurance management and Art. 276 on the special register. Art.
304 regarding the duration-based equity risk sub-module also refers to
ring-fencing, but this is a copy paste of Art. 4 of the IORP Directive.

(49) Not all assets within an undertaking are unrestricted. In some Member States, specific
products result in ring-fenced fund structures which give one class of policy holders greater rights
to assets within their own fund. Although those assets are included in computing the excess of
assets over liabilities for own-fund purposes they cannot in fact be made available to meet the
risks outside the ring-fenced fund. To be consistent with the economic approach, the assessment
of own funds needs to be adjusted to reflect the different nature of assets, which form part of a
ring-fenced arrangement. Similarly, the Solvency Capital Requirement calculation should reflect
the reduction in pooling or diversification related to those ring-fenced funds.

Article 74
Separation of life and non-life insurance management

1. The separate management referred to in Article 73 shall be organised in such a way that the
life insurance activity is distinct from non-life insurance activity.

The respective interests of life and non-life policy holders shall not be prejudiced and, in
particular, profits from life insurance shall benefit life policy holders as if the life insurance
undertaking only pursued the activity of life insurance.

2. Without prejudice to Articles 100 and 128, the insurance undertakings referred to in Article
73(2) and (5) shall calculate:

(a) a notional life Minimum Capital Requirement with respect to their life insurance or reinsurance
activity, calculated as if the undertaking concerned only pursued that activity, on the basis of the
separate accounts referred to in paragraph 6; and

(b) a notional non-life Minimum Capital Requirement with respect to their non-life insurance or
reinsurance activity, calculated as if the undertaking concerned only pursued that activity, on the
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basis of the separate accounts referred to in paragraph 6.

3. As a minimum, the insurance undertakings referred to in Article 73(2) and (5) shall cover the
following by an equivalent amount of eligible basic own-fund items:

(a) the notional life Minimum Capital Requirement, in respect of the life activity;
(b) the notional non-life Minimum Capital Requirement, in respect of the non-life activity.

The minimum financial obligations referred to in the first subparagraph, in respect of the life
insurance activity and the non-life insurance activity, shall not be borne by the other activity.

4. As long as the minimum financial obligations referred to in paragraph 3 are fulfilled and
provided the supervisory authority is informed, the undertaking may use to cover the Solvency
Capital Requirement referred to in Article 100, the explicit eligible own-fund items which are still
available for one or the other activity.

5. The supervisory authorities shall analyse the results in both life and non-life insurance activities
so as to ensure that the requirements of paragraphs 1 to 4 are fulfilled.

6. Accounts shall be drawn up so as to show the sources of the results for life and non-life
insurance separately. All income, in particular premiums, payments by reinsurers and investment
income, and expenditure, in particular insurance settlements, additions to technical provisions,
reinsurance premiums and operating expenses in respect of insurance business, shall be broken
down according to origin. Items common to both activities shall be entered in the accounts in
accordance with methods of apportionment to be accepted by the supervisory authority.

Insurance undertakings shall, on the basis of the accounts, prepare a statement in which the
eligible basic own-fund items covering each notional Minimum Capital Requirement as referred to
in paragraph 2 are clearly identified, in accordance with Article 98(4).

7. If the amount of eligible basic own-fund items with respect to one of the activities is insufficient
to cover the minimum financial obligations referred to in first subparagraph of paragraph 3, the
supervisory authorities shall apply to the deficient activity the measures provided for in this
Directive, whatever the results in the other activity.

By way of derogation from the second subparagraph of paragraph 3, those measures may involve
the authorisation of a transfer of explicit eligible basic own-fund items from one activity to the
other.

Article 99

Implementing measures

The Commission shall adopt implementing measures laying down:

(a) the quantitative limits referred to in Article 98(1) and (2);

(b) the adjustments that should be made to reflect the lack of transferability of those own-fund
items that can only be used to cover losses arising from a particular segment of liabilities or from
particular risks (ring-fenced funds).

Those measures, designed to amend non-essential elements of this Directive by supplementing it,

shall be adopted in accordance with the regulatory procedure with scrutiny referred to in Article
301(3).
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International standards (OECD/IOPS, etc)

6.2.4.

There are no international standards existing on ring-fencing.

OPC reports and studies

6.2.5.

6.2.6.

6.2.7.

6.2.8.

Research has been effectuated by EIOPA on this matter which resulted in
the Report on ring-fencing in stress situations®. One particular objective
was to assess how ring-fenced assets are affected in the event of
problematic financial situations such as default, bankruptcy, insolvency and
deficits and determining the legal consequences arising in such
circumstances. The following is a summary of the salient findings of this
research:

e ring-fencing is, to some extent, a subjective area given that: [i]
countries can adopt different approaches to ring-fencing; and [ii] ring-
fencing is an optional rather than an obligatory measure in particular
scenarios;

e there are countries where ring-fencing is optional and in others where it
is prohibited;

e there exist variances in the levels of protection afforded to ring-fenced
assets amongst countries; and

e as a result, the safeguards expected from ring-fencing may in practice
not work as expected in certain scenarios or in certain countries, thus
potentially raising issues for cross-border pension provisioning
(particularly in terms of Article 16(3) of the IORP Directive) should a
stress scenario develop.

In that report two main types of ring-fencing were identified on the basis of
the legal implications: administrative ring-fencing and patrimony protection
rules.

Administrative ring-fencing separates the assets and liabilities of different
pension schemes operated by the same IORP only ‘on paper’, and is most
commonly used for the calculation of scheme-specific contribution levels,
the granting of indexation, etc. Such ring-fencing is of an administrative
nature only, and the consequent separation achieved by such measures
may not necessarily be recognised in law in stress scenarios, contrary to
Patrimony Protection rules.

Patrimony protection rules provide for a full legal and financial separation of
assets and liabilities belonging to different pension schemes operated by the
same IORP, or to other parts of the IORP’s operations. Patrimony Protection
rules are considered to be part of the legal framework of a Member State,
providing legal recognition to the separation afforded by administrative
ring-fencing and which result in protecting the assets and liabilities held by
an IORP on behalf of the members and beneficiaries®® of the pension
scheme from access thereto by the creditors of the IORP or the creditors or

35 CEIOPS-OP-08-09 Rev 6, 10 May 2010
36 For the remainder of this document, every reference to “members” should be read as “members and beneficiaries”.
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6.2.9.

6.2.10.

6.2.11.

6.2.12.

6.2.13.

members of the other pension schemes whose assets are also held by the
IORP. Patrimony protection rules therefore assume administrative ring-
fencing measures are in place.

Privilege rules were also identified as being a way to increase member
protection. They can be considered as a special type of patrimony protection
rules. They are rules in the legal framework of the Member State which
determine whether, and if so to what extent, members of Pension Schemes
enjoy priority in respect of the IORP’s assets against other creditors in the
event of a default of the IORP.

As part of the report on ring-fencing, EIOPA analysed the effectiveness of
ring-fencing measures in protecting pension benefits in different stress
situations (underfunding of the pension scheme and default of the pension
scheme, the IORP or the service provider). The conclusions are that in
situations of underfunding of the pension scheme, administrative ring-
fencing could be sufficient to allow for distinct supervisory measures (e.g.
the freezing of assets), but pension benefits could still be affected if, for
example, the supervisor imposes supervisory measures on the whole IORP
irrespective of the administrative ring-fencing. And especially, in the case of
default (of the pension scheme, IORP or service provider) administrative
ring-fencing measures are not sufficient. Some protection could be offered
by introducing privilege rules, but full protection is only offered by
patrimony protection rules.

Earlier research, as part of the CEIOPS Report on the implementation of the
IORP Directive®’ has identified the following rationale for the different
articles referring to ring-fencing:

Art. 3 (1st and 2nd pillar): The main rationale is to maintain the
independence of the second pillar from the first pillar and vice versa as this
is considered important from a member and beneficiaries’ protection
perspective given that the assets of the first pillar cannot be used to fund
the liabilities of the second pillar and vice versa. Other reasons are the need
to avoid distortion of competition between IORPs who manage both first and
second pillar pensions and IORPs which manage solely second pillar
pensions as well as to avoid problems regarding which regulation to be
imposed on which part of the business.

Art. 4 (optional application of the Directive to insurance companies
operating occupational pensions): The main rationale is to maintain the
independence of the pensions business of the insurance undertaking
because this was considered important from a member and beneficiaries’
protection perspective as the assets of the pensions business cannot be
used to fund the liabilities of the other business of the insurance
undertaking and vice versa. Another common rationale indicated is to allow
the separate application of different investment rules and tax treatment to
the corresponding assets of the pensions and insurance business.

37 CEIOPS-0P-17-07 v2, Report on the results of the ring-fencing questionnaire, July 2007
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6.2.14.

6.2.15.

Art. 16.3 (fully funding requirement in a cross-border situation): The main
rationale is to safeguard the interest of scheme members and to facilitate
compliance.

Art. 18.7 (investment rules in a cross-border situation): The main rationale
is to ensure that an IORP operating on a cross-border basis complies with
investment restrictions required by the Host Member State and in order to
avoid spill over effects to that part of the IORP which is not subject to the
same investment restrictions.

Other CEIOPS reports and studies

6.2.16.

6.2.17.

6.2.18.

6.2.19.

6.3.

Although CEIOPS in its advice on ring-fenced funds for Level 2
implementing measures on Articles 99.b and 111.h of Solvency II°® focuses
on providing an answer to the question of the availability of own funds in
the presence of ring-fenced funds to cover the SCR, it also highlights some
aspects which are useful for this advice:

"CEIOPS is aware that there is a large variety of ring-fenced type funds
across the EEA, and also that the issue is not of equal relevance in all
Member States."

"Different arrangements in different Member States may fall within the
scope of the proposals. CEIOPS is aiming at providing an appropriate
pragmatic and principles-based treatment for ring-fenced-type funds across
the EEA, and should not seek to harmonise the legal or contractual
structure of ring-fenced funds nor the products which could give rise to
them through its approach."

Furthermore, the advice defines the nature of ring-fenced funds on the
basis of high level principles (no sharing of profits, reduction in
diversification, restricted loss absorbency capacity), recognising at the same
time that further guidance on Level 3 could be helpful to "make clear how
and why ring fencing might be appropriate rather than merely taking the
form of a list, not least to assist in the identification of ring fencing
implications of any future arrangements."

Explanatory text

EIOPA view on issues in the CfA

6.3.1.

Ring-fencing exists in many forms and can serve many purposes. The main
denominator is some form of separation (e.g. separation of assets and
liabilities, separation of management, separation of operations etc...)
intended to address specific risks in particular contexts. The required
separation can be achieved through, for example:

e allocation rules to identify separate parts;
e maintaining special registers for each ring-fenced part;

38 former consultation paper 68,
https://eiopa.europa.eu/fileadmin/tx dam/files/consultations/consultationpapers/CP68/CEIOPS

-L2-Advice-Treatment-of-ring-fenced-funds.pdf
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6.3.2.

6.3.3.

e the retention of separate accounting records;
e the maintenance of separate bank accounts;
e separation of business areas with own management and administration.

The legal implications of ring-fencing vary with the type of ring-fencing
measures applied and are also largely dependent, particularly as regards
the protection of the rights of pension scheme members and beneficiaries in
stress situations, on the national legal framework existing in each MS e.qg. in
the field of liquidation and insolvency procedures.

For the purpose of this advice, EIOPA builds on the concepts of
administrative ring-fencing, patrimony protection rules and privilege rules
as identified in previous OPC reports, but adapts them to provide a solution
for what is requested in the CfA.

RING-FENCING MEASURES IN THE CONTEXT OF CROSS-BORDER ACTIVITY

6.3.4.

6.3.5.

6.3.6.

6.3.7.

6.3.8.

The CfA asks EIOPA to clarify the scope of ring-fencing measures in the
case of cross-border activity. The current directive mentions the notion of
ring-fencing in the context of cross-border activity in Art. 16.3 and 18.7.

Art. 16.3 is about the fully funding requirement, whereas 18.7 is about the
investment requirements of the Host Member State.

The reference to ring-fencing in Art. 16.3 “To comply with this requirement
the home Member State may require ring-fencing of the assets and
liabilities.” gives rise to different interpretations in relation to the fully
funding requirement: “In the event of cross-border activity as referred to in
Article 20, the technical provisions shall at all times be fully funded in
respect of the total range of pension schemes operated.” and in relation to
the powers of intervention: “If these conditions are not met, the competent
authorities of the home Member State shall intervene in accordance with
Article 14.”.

The first interpretation is that all technical provisions, for both local and
cross-border activity, should be fully funded at all times, and therefore, if a
situation of underfunding occurs, at least at that moment the assets and
liabilities of each local and cross-border activity could be ring-fenced. This
would allow the supervisory authority, if necessary, to take specific
measures under Art. 14 for each of the ring-fenced parts taking into
account the specificities of the local versus the cross-border activities. It
would also allow the IORP to set up recovery plans which are specific to the
nature of each of the ring-fenced parts.

The second interpretation is that ring-fencing of the cross-border activity
should be decided upfront, i.e. at the start of the cross-border activity, and
therefore, if a situation of underfunding occurred, the origin of the
underfunding would be easily identifiable and may allow for distinct
recovery and supervisory measures to be taken in relation to the
underfunded ring-fenced part taking into account the specificities of that
ring-fenced part, without affecting the other ring-fenced parts if not
otherwise agreed.
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6.3.9.

6.3.10.

6.3.11.

6.3.12.

EIOPA considers that removing the reference to ring-fencing will improve
the clarity of the fully funding requirement without impacting on the general
powers for the Home Member State to impose ring-fencing.

Whereas Art 16.3 mentions ring-fencing of both assets and liabilities, Art
18.7 only mentions ring-fencing of the assets. However, in order to
determine the assets to be ring-fenced, it should be identified which and
how much of the assets should be ring-fenced, i.e. the assets that are
related to the liabilities of the cross-border activity. This is supported by the
reference to "the part of the assets of the institution that corresponds to the
activities carried out in the particular Host MS" in the first paragraph of Art.
18.7.

Application of different investment rules in the context of Art. 18.7 can be
assured through administrative ring-fencing measures which would allow
easy identification of the parts of the assets subject to the investment rules
of the Host Member State. In this case, ring-fencing could be necessary if
the investment rules of the Host Member State are not compatible with the
investment rules of the Home Member State, and more specifically ring-
fencing would be necessary if the internal investment rules (which are
expected of course to respect the investment rules imposed by the
Home/Host Member State(s)) applied by the IORP are not compatible
between activities.

Additionally, in order to avoid spill-over effects from parts which are not
subject to the same rules, ring-fenced parts should be respected in all
circumstances and till the liquidation of the IORP. This implies that the
patrimony protection rules as set out in par. 6.3.18.b should apply.

PRINCIPLES FOR RING-FENCING MEASURES

6.3.13.

6.3.14.

6.3.15.

The CfA asks EIOPA to address the general principles which warrant ring-
fencing measures in the case of stress situations to improve the protection
of pension benefits. The advice must also include the legal implications and
common safeguards of such ring-fencing measures. The main call for advice
in par. 3.3 states that the “legal clarity of the concept of ring-fencing may
enhance the effectiveness of ring-fencing measures in the case of cross-
border activity of IORPs and in stress situations”. This seems to ask EIOPA
to look beyond just what is currently contained in the IORP Directive.

For the purpose of this advice, stress situations should be considered as
situations in which pension benefits are at risk, i.e. situations where
benefits could be reduced as a result of recovery measures or in case of
liquidation of the IORP or part of the IORP. Situations of temporary
underfunding where pension benefits are not being reduced should not be
considered as a stress situation.

EIOPA does not consider that a stress situation should be a trigger for ring-
fencing, however, if there is ring-fencing (either mandatory or optional)
EIOPA proposes a minimum set of requirements to ensure that the ring-
fencing measures are effective in stress situations.
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6.3.16.

6.3.17.

6.3.18.

6.3.19.

If ring-fencing is decided on, the extent to which members’ rights are
protected depends on when the ring-fencing is decided upon and how the
assets available at the time of ring-fencing are allocated.

As long as the IORP is operating on an ongoing basis, administrative ring-
fencing measures applied in line with the principles outlined above could be
sufficient in the context of a cross-border activity. However, in case of
default, the protection of scheme members from other creditors would
depend on the privilege rules and patrimony protection rules in place in the
Home Member State.

The effectiveness of ring-fencing should be measured with regard to the aim
of the ring-fencing. If the aim of ring-fencing is to provide a separation 'in
all circumstances and till the end' and thus also during stressed situations,
i.e. in circumstances where pension benefits could be reduced or in the case
of liquidation, then specific ring-fencing measures are needed,
supplemented by legal protection of the ring-fenced parts:

a. To ensure that the fences around the rings will be recognised and can be
respected in case of stress, the following ring-fencing measures should
be in place in the IORP (these can be considered as administrative
ring-fencing measures):

e clear identification of the liabilities and corresponding assets of each
ring-fenced part;

e maintenance of special registers of assets for each ring-fenced part;

¢ allocation of the income and expenditure according to origin;

e allocation of common items on the basis of predetermined methods of
apportionment;

e in principle no allowance for transfer of assets; and

o distinct recovery and/or supervisory measures® respecting the
existence and extent of ring-fencing.

b. In order to have full protection of ring-fenced parts in law, the legal
framework should consist of at least the following patrimony
protection rules:

e the protection of ring-fenced parts from claims made by creditors of
other ring-fenced parts;

e the protection of ring-fenced parts from any reduction in benefits
payable under another ring-fenced part in default;

e no allowance for transfer of assets as soon as default occurs, as the
composition of the assets entered in the special register should no
longer be changed.

Protection of pension benefits can, however, not be absolute, even if such
patrimony protection rules exist. Such rules can only protect the members’
pension benefits against creditors (e.g. service provider, fiscal authority,...)
or members of other ring-fenced parts but they cannot protect members
from the consequences of underfunding.

3% Recovery measures are considered to be measures taken by the IORP itself to recover its situation of underfunding,
whereas supervisory measures are measures taken by the supervisor with regard to the IORP.
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6.3.20.

6.3.21.

6.3.22.

6.3.23.

6.3.24.

6.3.25.

6.3.26.

In situations where ring-fencing is mandatory (either obligation from
the directive or the Member State) the ring-fenced parts should be
protected in all circumstances. Therefore the principles set above in par.
6.3.18 should apply to these situations and administrative ring-fencing
measures should be in place upfront.

In situations where ring-fencing is optional it is up to the IORP and
where relevant*® the sponsoring undertaking and/or members, to determine
the aim of ring-fencing and how it will function. However, the IORP should
provide a clear description of the aim and the functioning so as to be fully
transparent to all relevant stakeholders (members, beneficiaries, sponsoring
undertaking and supervisory authority). This description should include
among others the level of risk sharing between ring-fenced parts, i.e. the
height of the fences, and the extent to which transfer of assets is possible.
This description should be included in the IORP's statutory rules and/or in
the pension plan rules.

Also the ring-fencing measures put in place in the IORP should be fit for the
purpose. If the aim of the ring-fencing is to provide a separation 'in all
circumstances and till the end' then the above principles apply and the legal
framework should respect this by providing the same protection as in case
of mandatory ring-fencing (full application of the principles set out in par.
6.3.6).

If and when ring-fencing measures are applied, the assets available at the
time of ring-fencing should be allocated to the ring-fenced parts in
proportion to the pension liabilities borne by that part.

Irrespective of the above, ring-fencing should not preclude the possibility
for the IORP to manage ring-fenced parts in the same management
structure, as long as the above principles are respected. There are,
however, instances currently foreseen by the IORP Directive, where
transfers between ring-fenced parts are strictly prohibited (Art. 3 and 4)
and where ring-fenced parts should be managed separately (Art. 4). This is
further set out below (see Ring-fencing measures in the context of Art. 3
and 4).

If the Member State does not prohibit ring-fencing, the supervisory
authority should, as part of its general supervisory powers and irrespective
of the existence of administrative ring-fencing measures, have the power to
impose ring-fencing measures or impose additional ring-fencing measures
to guarantee the protection of the members and beneficiaries.

In the context of cross-border activity, any ring-fencing measures must not
lead to unfair treatment of the members on the basis of their location.
There should be no advantage for cross-border members compared to local
members and vice versa. Equally, the patrimony protection rules put in
place in the legal framework the Home Member State should not
discriminate among members on the basis of their location (local versus
cross-border).

“0 Depending on the institutional framework, the set-up of the IORP and the decision-taking procedures.
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6.3.27.

6.3.28.

6.3.29.

6.3.30.

6.3.31.

6.3.32.

6.3.33.

6.3.34.

The principles above should be entered in the Level 1 text. Depending on
the level of harmonisation sought under a new regulatory framework for
IORPs it needs to be assessed if further detailed rules, either at Level 2 or
3, would need to be developed. EIOPA does not consider it necessary under
the current regulatory framework. The detailed transposition of the above
principles could be left to each Member State.

Irrespective of the existence or not of ring-fencing, some additional
protection can be offered by privilege rules, even in situations where ring-
fencing is prohibited by the Member State. Privilege rules refer to the rules
in the legal framework which determine whether members of pension
schemes enjoy priority in respect of the IORP’s assets against other
creditors in the event of the liquidation of the IORP.

In order for these to be effective in case of default the legal framework
should consist of at least the following elements:
e maintenance of special register of assets;
e precedence of members of the IORP over some or all creditors with
regard to the assets.

Privilege rules can also provide for additional protection on top of
administrative ring-fencing, e.g. if a ring-fenced part would have other
creditors besides the members, but privilege rules, similarly to patrimony
protection rules, will not prevent benefits from being reduced (in case the
assets are not sufficient to cover all the pension benefits in the ring-fenced
part). The introduction of privilege rules could, however, increase costs for
IORPs, which could be reflected in lower benefits, as creditors may want to
be compensated for the increased counterparty credit risk.

Privilege rules take effect only on the liquidation of an IORP and would only
make a difference in case the IORP is underfunded and in the absence of
sufficient sponsor support. This means that in situations where default of an
IORP is avoided by all means, notably by reducing the benefits as a
measure of last resort, the protection provided by privilege rules is void.

In the context of cross-border activity, the privilege rules put in place in the
legal framework of the Home Member State should not discriminate among
members on the basis of their location (local versus cross-border).

With regard to introducing privilege rules in national law there are two
views. One view is that Member states should be obliged to introduce
privilege rules in the national legal framework. The other view is that
Member States should have the option to introduce such rules.

The Level 1 text should contain the principles on privilege rules but leave
the option for Member States to introduce these principles in national law.
The Level 1 text could include some more detailed requirements inspired by
Solvency II, e.g. on privilege rules (Art. 275), the rules on the special
register (Art. 276) ) and the rules in case of guarantee schemes (Art. 277).
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RING-FENCING MEASURES IN THE CONTEXT OF ART. 3 AND 4

6.3.35.

6.3.36.

6.3.37.

6.3.38.

The requirements in Art. 3 and 4 are different from Art. 16.3 and 18.7 with
respect to the nature of ring-fencing. These articles prohibit the transfer of
assets and liabilities, either between 1st and 2nd pillar business (Art. 3) or
between insurance and IORP business (Art. 4).

Art. 4 also imposes the requirement for a separate management and
organisation. This implies that both activities need to be run on a distinct
basis, that the respective interests should not be prejudiced, in particular
profit/burden sharing, and that capital requirements should be calculated as
if the businesses were run separately.

For these articles, the principles set out above with regard to administrative
ring-fencing, privilege rules and patrimony protection rules, should equally
apply and the prohibition of transfer should remain. A derogation similar to
the one provided for in SII (Art. 74.7) could be considered; for example, in
exceptional circumstances, supervisory measures with regard to the capital
requirements may involve the prior authorisation of a transfer of eligible
capital from one activity to another.

The requirement for separate management and organisation involves at
least the retention of separate accounting records. The requirements as set
out in Art. 74 of Solvency II could serve as a good basis.

RING-FENCING MEASURES IN THE CONTEXT OF DC SCHEMES

6.3.39.

6.3.40.

6.3.41.

With regard to DC type of schemes, the issue of ring-fencing is of another
kind. Some form of ring-fencing is often embedded in the set-up of the
scheme, f.i. through individual accounts. However, there are also collective
DC schemes. Depending on the set-up, ring-fencing measures (according to
the principles for ring-fencing measures above) might be relevant for the
protection of members and beneficiaries.

In the context of Art. 18.7 if different investment rules need to be complied
with, ring-fencing (according to the principles for ring-fencing above) should
be mandatory.

Privilege rules are equally of relevance in case of DC schemes. These rules
protect the accumulated reserves of members and beneficiaries from other
creditors in the event of liquidation of the IORP.

Policy options

6.3.42.

EIOPA's response to the CfA does not suggest a maximum harmonisation in
this field, in view of the interrelationship with national legal frameworks and
therefore its response does not prejudice Member States' ability to require
additional measures to safeguard the rights of the members, nor to allow
the option to prohibit ring-fencing (if not specifically obliged by the Directive
or by the proposals in this response), in order to, for example, maintain a
certain level of solidarity in the pensions system.

48/515
© EIOPA 2012



RING-FENCING MEASURES IN THE CONTEXT OF CROSS-BORDER ACTIVITY, ART. 16.3

Option 1: Leave the IORP Directive unchanged.

Option 2: Delete the reference to ring-fencing in Art. 16.3.

RING-FENCING MEASURES IN THE CONTEXT OF CROSS-BORDER ACTIVITY, ART. 18.7

Option 1: Leave the IORP Directive unchanged.
Option 2: Mandatory ring-fencing in case the investment rules of the Host Member

State are not compatible with the (internal) investment rules applied to the local or
other cross-border activities of the IORP.

PRINCIPLES FOR RING-FENCING MEASURES

Option 1: Leave the IORP Directive unchanged.

Option 2: Include a minimum set of administrative ring-fencing measures and
patrimony protection rules in Level 1 text. The detailed transposition could be left to
the Member State. Mandatory introduction of privilege rules in the national legal
framework.

Option 3: Include a minimum set of administrative ring-fencing measures and
patrimony protection rules in Level 1 text. The detailed transposition could be left to

the Member State. Option for Member States to introduce privilege rules in the
national legal framework.

6.4. Impact assessment

6.4.1. Having in mind that the baseline scenario is constituted by the current IORP
Directive, the following impacts have been identified.

RING-FENCING MEASURES IN THE CONTEXT OF CROSS-BORDER ACTIVITY, ART. 16.3

Option 2: Delete the reference to ring-fencing in Art. 16.3.

Positive impacts:
e IORP members: none foreseen
e IORP and sponsoring undertaking: none foreseen
e Supervisor: none foreseen
e Member State: improved clarity of the article

e Internal Market: improved common understanding of the article
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Negative impacts:

IORP members: none foreseen

IORP and sponsoring undertaking: none foreseen
Supervisor: none foreseen

Member State: none foreseen

Internal Market: none foreseen

RING-FENCING MEASURES IN THE CONTEXT OF CROSS-BORDER ACTIVITY, ART. 18.7

Option 2: mandatory ring-fencing in case the investment rules of the Host Member
State are not compatible with the (internal) investment rules applied to the local or
other cross-border activities of the IORP.

Positive impacts:

IORP members: protection of members from investment risk in other ring-
fenced parts.

IORP and sponsoring undertaking: easier application of different investment
rules.

Supervisor: easier to check compliance with investment rules.

Member State: Will ensure better compliance of Host Member State investment
rules.

Internal Market: None foreseen.

Negative impacts:

IORP members: None foreseen.

IORP and sponsoring undertaking: reduced risk diversification, impact on
calculation SCR and eligibility of own funds, higher administration costs.

Supervisor: Need for increased supervisory reporting, for each ring-fenced part.
Member State: None foreseen.

Internal Market: None foreseen.
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PRINCIPLES FOR RING-FENCING MEASURES

Option 2: Include a minimum set of administrative ring-fencing measures and
patrimony protection rules in Level 1 text. The detailed transposition could be left to
the Member State. Mandatory introduction of privilege rules in the national legal
framework.

Positive impacts:

IORP members: improved effectiveness of ring-fencing, improved
understanding of the ring-fencing measures and its consequences, improved
protection because they have privileged rights compared to some other
creditors.

IORP and sponsoring undertaking: improved effectiveness of ring-fencing,
improved legal certainty.

Supervisor: improved effectiveness of ring-fencing.
Member State: improved legal certainty.

Internal Market: Same rules would apply to all IORPs.

Negative impacts:

IORP members: none foreseen.
IORP and sponsoring undertaking: none foreseen.
Supervisor: none foreseen.

Member State: No longer full discretion to determine order of priority for
creditors of IORPs.

Other: Some creditors of IORPs can have subordinated rights compared to the
members.

Option 3: Include a minimum set of administrative ring-fencing measures and
patrimony protection rules in Level 1 text. The detailed transposition could be left to
the Member State. Option for Member States to introduce privilege rules in the
national legal framework.

Positive impacts:

IORP members: improved effectiveness of ring-fencing, improved
understanding of the ring-fencing measures and its consequences.

IORP and sponsoring undertaking: improved effectiveness of ring-fencing,
improved legal certainty.

Supervisor: improved effectiveness of ring-fencing.
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e Member State: improved legal certainty, flexibility with regard to order of
creditors.

e Internal Market: None foreseen.

Negative impacts:
e IORP members: none foreseen.
e IORP and sponsoring undertaking: none foreseen.
e Supervisor: none foreseen.
e Member State: none foreseen.
e Internal Market: none foreseen.
Comparison of policy options
6.4.2. With regard to the clarification sought on ring-fencing in the context of
cross-border activities, and in view of the analysis above, EIOPA proposes

option 2 with regard Art. 16.3 and option 2 with regard to Art. 18.7

6.4.3. With regard to the establishment of principles for ring-fencing measures,
EIOPA proposes option 3.

6.5. EIOPA advice

The EIOPA advice should address at least the following subjects:

- The scope of ring-fencing measures needs to be clarified in the context of
cross-border activity of IORPs.

1. Although the aim of ring-fencing in the context of cross-border activity is the same
for art. 16.3 and 18.7, i.e. facilitating compliance and protection of the rights of
pension scheme members and beneficiaries, the scope of ring-fencing measures to
obtain this aim is not exactly the same for both articles.

2. EIOPA suggests to make the following changes to Art. 16.3 in order to remove the
source of the different interpretations:

"3. In the event of cross-border activity as referred to in Article 20, the technical
provisions shall at all times be fully funded in respect of the total range of pension
schemes operated. If these conditions are not met, the competent authorities of the
home Member State sha/l intervene in accordance WIth Art/cle 14. Iefemﬁ#y—thh—thfs

The removal of this last sentence will, however, not impact on the possibility for the
Home Member State to impose ring-fencing as part of its general powers.
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3. To fulfil the aim of ring-fencing in the context of Art. 18.7 administrative ring-
fencing measures, according to the principles set out below, should be applied at the
time of the start of the (a new) cross-border activity if the investment rules of the
Host Member State(s) are not compatible with the (internal) investment rules applied
to the local or other cross-border activities of the IORP. Additionally, patrimony
protection rules, according to the principles set out below, should apply.

4. EIOPA notes, however, that the above advise is given in the context of the current
Directive. If a regulatory framework is being developed on a fully harmonised basis,
the current purpose for ring-fencing in the context of Art. 16.3 will probably loose its
validity, whereas other reasons for ring-fencing could emerge.

- The text of an article to be inserted into the Directive with the aim of
establishing the general principles which warrant ring-fencing measures in
the case of stress situations, including the legal implications and common
safeguards, which would improve adequate protection of pension benefits.

5. For the purpose of this advice stress situations should be considered as situations

in which pension benefits are at risk, i.e. situations where benefits could be reduced
as a result of recovery measures or in case of the liquidation of the IORP or part of the
IORP. Situations of temporary underfunding where pension benefits are not being
reduced should not be considered as a stress situation.

6. EIOPA does not consider that a stress situation should be a trigger for ring-fencing,
however, if there is ring-fencing (either mandatory or optional) EIOPA proposes a
minimum set of requirements to ensure that the ring-fencing measures are effective
in stress situations.

7. In situations where ring-fencing is mandatory (either obligation from the directive
or the Member State) the following administrative ring-fencing measures should be in
place in the IORP upfront:

o clear identification of the liabilities and corresponding assets of each ring-fenced
part;

o maintenance of special registers of assets for each ring-fenced part;

o allocation of the income and expenditure according to origin;

o allocation of common items on the basis of predetermined methods of

apportionment;
J in principle no allowance for transfer of assets; and

o distinct recovery and/or supervisory measures* respecting the existence and
extent of ring-fencing.

And the legal framework should consist of the following patrimony protection rules:

. the protection of ring-fenced parts from claims made by creditors of other ring-
fenced parts;

41 Recovery measures are considered to be measures taken by the IORP itself to recover its situation of underfunding,
whereas supervisory measures are measures taken by the supervisor with regard to the IORP.
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o the protection of ring-fenced parts from any reduction in benefits payable under
another ring-fenced part in default

o no allowance for transfer of assets as soon as default occurs, as the
composition of the assets entered in the registers should no longer be changed.

8. In situations where ring-fencing is optional it is up to the IORP, and where
relevant*? the sponsoring undertaking and/or members, to determine the aim of ring-
fencing and how it will function. However, the IORP should provide a clear description
of the aim and the functioning so as to be fully transparent to all relevant
stakeholders (members, beneficiaries, sponsoring undertaking and supervisory
authority). This description should include, among others, the level of risk sharing
between ring-fenced parts, i.e. the height of the fences, and the extent to which a
transfer of assets is possible. This description should be included in the IORP's
statutory rules and/or in the pension plan rules.

The ring-fencing measures put in place in the IORP should be fit for the purpose. If
the aim of the ring-fencing is to provide a separation till the liquidation of the IORP
then the same principles should apply as in case of mandatory ring-fencing (cfr. par.
7).

9. If and when ring-fencing measures are applied, the assets available at the time of
ring-fencing should be allocated to the ring-fenced parts in proportion to the pension
liabilities borne by that part.

10. If the Member State does not prohibit ring-fencing, the supervisory authority
should have the power to impose ring-fencing measures to protect the members and
beneficiaries.

11. Transfer of assets would not be possible in the cases envisaged by Art.3 and 4.
In the case of mandatory ring-fencing, transfer of assets should in principle not be
allowed.

12. Except in the cases envisaged by Art. 4, ring-fencing should not preclude the
possibility for the IORP to manage the ring-fenced parts in the same management
structure, as long as the principles set out in this advice are respected.

13. In the context of cross-border activity, any ring-fencing measures must not lead
to unfair treatment of the members on the basis of their location. There should be no
advantage for cross-border members compared to local members and vice versa.
Equally, the patrimony protection rules put in place in the legal framework the Home
Member State should not discriminate among members on the basis of their location
(local versus cross-border).

14. These principles (as set out in par. 6 till 13) should be entered in the Level 1 text.
Depending on the level of harmonisation sought under a new regulatory framework
for IORPs it needs to be assessed if further detailed rules, either at Level 2 or 3, would
need to be developed. EIOPA does not consider it necessary under the current
regulatory framework. The detailed transposition of the above principles could be left
to each Member State. The Level 1 text could, however, include some more detailed
requirements, for example on the rules for the separation of management, for which
Art. 74 of Solvency II could be an inspiration.

“2 Depending on the institutional framework, the set-up of the IORP and the decision-taking procedures.
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15. Members’ rights could be further improved in specific circumstances by
introducing privilege rules in the national legal framework, i.e. rules which
determine whether, and to what extent, members of pension schemes enjoy priority
in respect of the IORP’s assets against other creditors in the event of the liquidation of
an underfunded IORP and in the absence of sufficient sponsor support. Member States
should have the option to introduce such privilege rules and be able to determine if
the precedence of members over creditors is absolute or if for example, employees of
the IORP, tax authorities or social security agencies should have precedence over
members. Equally they should have the option to determine if national guarantee
schemes should also benefit from a privilege.

16. In the context of cross-border activity, the privilege rules put in place in the legal
framework of the Home Member State should not discriminate among members on
the basis of their location (local versus cross-border).

17. The principles with regard to privilege rules should be entered in the level 1 text
and if the Member States take the option to introduce them, they should be secured
by appropriate national law. The Level 1 text could include some more detailed
requirements inspired by Solvency II, for example on privilege rules (Art.275), the
rules of the special register (Art. 276) and the rules in case of guarantee schemes
(Art. 277).

18. With regard to DC type of schemes, the issue of ring-fencing is of another kind.
Some form of ring-fencing is often embedded in the set-up of the scheme, f.i. through
individual accounts. However, there are also collective DC schemes. Depending on the
set-up, ring-fencing measures (according to the ring-fencing principles above) might
be relevant for the protection of members and beneficiaries. In the context of Art.
18.7, if different investment rules need to be complied with, ring-fencing (according
to the same principles as above) should be mandatory.

19. Privilege rules are equally of relevance in case of DC schemes. These rules protect
the accumulated reserves of members and beneficiaries from other creditors in the
event of liquidation of the IORP.
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7.

7.1.

CfA 4: Prudential regulation and social and labour law

Extract from the call for advice

The EIOPA advice should address at least the following subject:

- The IORP Directive needs to determine the scope of prudential regulation,

as administered by the home Member State.

7.2,

Background

Current legal requirements (IORP Directive)

7.2.1.

7.2.2.

7.2.3.

The current IORP directive does not determine the scope of prudential
regulation. It only provides some examples in Recital (37) of what is
considered to be social and labour law: "... the social and labour law in force in
the host Member State insofar as it is relevant to occupational pensions, for
example the definition and payment of retirement benefits and the conditions
for transferability of pension rights." and in Art. 20.1 "Without prejudice to
national social and labour legislation on the organisation of pension systems,
including compulsory membership and the outcomes of collective bargaining
agreements..."

The IORP Directive defines the Home member state as "the Member State in
which the institution has its registered office and its main administration or, if
it does not have a registered office, its main administration" (Art. 6.i) and the
Host member state as "the Member State whose social and labour law relevant
to the field of occupational pension schemes is applicable to the relationship
between the sponsoring undertaking and members" (Art. 6.j).

The current IORP directive does provide for an allocation of tasks between the
Home supervisor and the Host supervisor in the case of cross-border activity
(Art. 20).

a) The Home supervisor:

e authorises an IORP based in the Home member states to operate cross-
border
communicates the information received from the Host to the IORP

e supervises the IORP for all aspects except for what is listed for the Host
takes measures to stop any breach of social and labour law (hereinafter also
“SLL");

b) the Host supervisor:

e informs the Home supervisor of the Host's SLL

¢ informs the Home supervisor of the Host's information requirements (cfr. Art
20.7)

e informs the Home supervisor of the Host's investment rules (cfr. Art. 18.7)
supervises the IORP with regard to the compliance with the SLL
supervises the IORP with regard to compliance with the information
requirements
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e informs the Home supervisor of any breaches of the SLL and information
requirements

e may take further measures to stop a breach of SLL (only if measures by the
Home supervisor are insufficient)

7.2.4. The IORP directive determines the responsibilities of the member state in

respect of every institution located in its territory:

a) Art. 9 - conditions of operations

b) Art. 10 - annual accounts and annual reports

C) Art. 11 - information to be given to members and beneficiaries

d) Art. 12 - statement of investment policy principles

e) Art. 13 - information to be provided to the competent authorities

f) Art. 14 - powers of intervention and duties of the competent authorities
g) Art. 15 - technical provisions

h) Art. 16 - funding of technical provisions

i) Art. 17 - regulatory own funds

1) Art. 18 - investment rules

k) Art. 19 - management and custody

OPC reports

7.2.5.

7.3.

EIOPA has conducted studies with regard to the scope of member states’
social and labour law*® but not with regard to the scope of member states’
prudential regulation.

Explanatory text

EIOPA view on issues in the CfA

7.3.1.

7.3.2.

7.3.3.

According to the responses to the Green Paper there is a lack of a clear
definition of the scope of SLL and its interaction with prudential regulation.
EIOPA studies have shown that there is a wide variety in the scope of SLL
amongst member states and therefore it is likely that there is the same level
of diversity in what constitutes prudential legislation.

It is expected that the requirements of the IORP Directive listed under 7.2.4
above are included in the regulation of each member state, but not necessarily
in the prudential regulation.

The scope of the prudential legislation and the SLL can be determined by the
practical experience of the supervisors and many member states do not even
make a distinction between prudential regulation and SLL in their legislation.
This complexity increases further, if we recognise the existence of a grey area
that includes information requirements and probably also certain elements of
governance and organisation, i.e. all matters that go beyond a prudential
purpose and have a direct impact on the relationship between IORP and
members/beneficiaries. Such a grey area can be interpreted either as an

4 https://eiopa.europa.eu/fileadmin/tx dam/files/supervisory-disclosure/CEIOPS-OPC-Survey-

Law-applicable-to-Guest-IORPs.pdf and

https://eiopa.europa.eu/fileadmin/tx dam/files/supervisory-disclosure/CEIOPS-OPC-Survey-

Law-applicable-to-IORPs-Appendix.xls

57/515
© EIOPA 2012


https://eiopa.europa.eu/fileadmin/tx_dam/files/supervisory-disclosure/CEIOPS-OPC-Survey-Law-applicable-to-Guest-IORPs.pdf
https://eiopa.europa.eu/fileadmin/tx_dam/files/supervisory-disclosure/CEIOPS-OPC-Survey-Law-applicable-to-Guest-IORPs.pdf
https://eiopa.europa.eu/fileadmin/tx_dam/files/supervisory-disclosure/CEIOPS-OPC-Survey-Law-applicable-to-IORPs-Appendix.xls
https://eiopa.europa.eu/fileadmin/tx_dam/files/supervisory-disclosure/CEIOPS-OPC-Survey-Law-applicable-to-IORPs-Appendix.xls

7.3.4.

overlap between prudential regulation and SLL or as a tertium genus and
could create a situation of conflicting laws as well as uncertainty about
Home/Host responsibilities.

With reference to those matters included in grey area, the current Directive
already provides for an active participation of the Host MS (see art. 20.7 and
art. 20.9 regarding the power of the Host Member State’s authorities to
impose additional information requirements on foreign IORPs and to supervise
them accordingly). The legal ground for such intervention by the Host
supervisor should not be necessarily searched in the SLL clause, but may also
be found in the framework of the Directive itself, with a view to adjusting the
“home country control” principle depending on the issue at stake. In fact, the
distribution of competences set forth in art. 20.7 and art. 20.9 operates
regardless of whether information requirements may be defined as SLL of the
Host MS or not.

Policy options

Option 1: Leave the IORP directive unchanged

7.3.5.

7.3.6.

7.3.7.

7.3.8.

7.3.9.

As can be seen from paragraph 7.2.1 and following, the current directive does
not define the scope of prudential regulation but lists in several articles
throughout the Directive the responsibilities of the member state in which the
IORP is located.

In the absence of a review of the IORP Directive, the relevance of the problem
as identified by the Commission will probably decrease by virtue of adjustment
mechanisms that are part of the system.

In particular, should the above problem be perceived as significant, the
interested actors will likely resolve to bring the issue before the Court of
Justice. European case law will eventually set principles delineating the scope
of the prudential regulation and the boundaries of SLL.

Moreover, the institutional activity of the supervisors will also contribute to
this process of clarification, relying on their practical experience and proximity
to market/stakeholders. For instance, offering a comprehensive summary of
the applicable SLL, instead of a mere reference to the applicable legislation,
represents a measure capable of increasing transparency and facilitating the
implementation of cross-border activity.

It should be noted, however, that such a process, resulting in a flexible
elaboration of scope, has its own costs (judicial costs for the parties involved
in litigation and administrative costs for the supervisors) and requires several
years to lead to tangible sensitive results.

Option 2: Determine the scope of prudential requlation as administered by the Home

member state for the purposes of cross-border activity

7.3.10. This option seeks inspiration from the requirements which are already

considered by the current Directive as responsibilities of the member state in
respect of every institution located in its territory.
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7.3.11. This option is meant to facilitate the distribution of competences in cross-

border transactions and should be read in this limited context. No attempt
should be made here to propose a fit-for-all definition of prudential law.

7.3.12. Please note that the methodological approach in this analysis assumes for the

sake of simplicity that the applicable SLL is located in the Member State
qualified as “Host” according to the rules governing cross-border activity.
EIOPA is aware that there could be situations where the applicable SLL is
located in a third country. However, such a situation, which has been
thoroughly analysed in the response to CfA 2, could not invalidate the
substance of the following considerations.

7.3.13. Among the requirements listed under 7.2.4 a “concurrent competence” regime

between the Host and the Home Member State is currently in place with
respect to at least the information requirements provided for by Article 11.
Such a regime (provided for by art. 20.7 of the current Directive) could be
extended to other provisions falling under the “grey area”, with a view to
ensuring that the interests of local members and beneficiaries are adequately
protected.

7.3.14. Notwithstanding any reference made here to matters included in the

7.4.

7.4.1.

7.4.2.

7.4.3.

prudential law as administered by the Home member state, it is to be noted
how those matters can be somehow affected by the social and labour law of
the Host Member State. The boundaries of SLL vary amongst Member States
and cover a set of rules that, in principle, should be primarily enforceable
regardless of the scope of prudential regulation.

Impact assessment

Apparently the interaction between prudential regulation and SLL is not always
clear. Supporting evidence from EIOPA studies shows that there is a wide
variety in the scope of SLL amongst member states.

By remedying what could represent a regulatory failure, the Commission
wishes to eliminate any unnecessary barriers to the cross-border provision of
retirement benefits.

Having in mind that the baseline scenario is constituted by the current IORP
Directive, the following impacts have been identified.

Option 2: Determine the scope of prudential regulation as administered by the Home
member state for the purposes of cross-border activity.

Positive impacts:

IORP members: strengthened protection for cross-border members by virtue of

a more efficient action by supervisors, focused also on issues sometimes falling
under a “conflict zone”.

IORP and sponsoring undertaking: there would be less doubts on which

authorities to liaise with and likely a reduction of compliance costs, because of a
clear delineation of applicable regulation.
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Supervisor: the distribution of competences between Home and Host supervisor
is indubitably clearer, reducing costs associated with possible duplication of
supervision and efforts of coordination.

Member State: the option delineates a framework of institution-based
prudential regulation which may facilitate a consistent law-making activity at
the national level.

Internal Market: positive impact on the volume of cross-border activities,
however accompanied by a remarkable uncertainty with respect to the
significance. As stated in CfA 2, the main causes of the low interest showed by
IORPs in performing cross-border activity are difficult to assess but seem to
involve major issues in the EU countries (social system, tax law, etc.) that go
beyond this CfA and EIOPA’s mandate in general.

Negative impacts:

IORP members: none foreseen.

IORP and sponsoring undertaking: the concern for SLL possibly conflicting with
the prudential regulation framework is still possible, as well as uncertainty
about Home/Host responsibilities in this respect.

Supervisor: none foreseen.

Member State: any attempt to determine precisely the scope of prudential
supervision may appear as an indirect limitation of Member States’ competence
on Social and Labour legislation. This could bring some Member States to
question the validity of the Directive before the Court of Justice, resulting in
higher litigation costs.

Internal Market: this change could be seen as a weak initiative compared to
initial high expectations and further reduce stakeholders’ trust in the good
functioning of the market.

Comparison of policy options

7.4.4. The comparison of options shows that implementation of option 2 is likely to

7.5.

produce overall benefits (more clarity, less duplication, more efficient
supervision) slightly exceeding associated costs (possible litigations), resulting
in a sensitive improvement of the baseline scenario.

EIOPA advice

60/515
© EIOPA 2012



The EIOPA advice should address at least the following subject:

— The IORP Directive needs to determine the scope of prudential regulation,
as administered by the home Member State.

Option 2 proposes to include a new article in the directive which - based on the
requirements the current directive considers as responsibilities of the member state in
respect of every institution located in its territory and without prejudice to the SLL
applicable in the Host Member State - assigns the following matters to the
competence of the Home MS for the purposes of cross-border supervision and
regulation:

Art. 9 - conditions of operations

Art. 10 - annual accounts and annual reports

Art. 12 - statement of investment policy principles

Art. 13 - information to be provided to the competent authorities

Art. 14 - powers of intervention and duties of the competent authorities

Art. 15 - technical provisions

Art. 16 - funding of technical provisions

Art. 17 - regulatory own funds

Art. 18 - investment rules (without prejudice to art. 18.7)

Art. 19 - management and custody.

In parallel, the same article should formalize the “concurrent competence” regime
currently in place with respect to the information requirements pursuant to art. 11,

as developed under art. 20.7 and art. 20.9 of the current Directive:

a. The IORP is subject to ongoing supervision by the Host supervisor as to compliance
of its information requirements;

b. The Host supervisor must inform the Home supervisor when it detects a breach of
its requirements;

c. The Home supervisor shall, in coordination with the Host supervisor, take the
necessary measures.

Such a regime could be extended to any other single provisions thereof capable of
falling under a “grey area”- for example some related to more general matters like
governance and organization - with a view to ensuring that the interest of local
members and beneficiaries are adequately protected.

It would be advisable that, in the process of the review of the directive, any new or
amended article mention the competent supervising authority in case of cross-border
activity in accordance with the aforesaid principles.
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8.
8.1.

8.1.1.

8.1.2.

8.1.3.

8.1.4.

8.1.5.

8.1.6.

Quantitative requirements
Introduction to CfA 5 and 6

In addressing the response to these two specific CfA items, which form the
basis for the prudential solvency framework of the revised IORP Directive,
EIOPA would like to make a couple of remarks that help frame the approach
taken by EIOPA in responding to these issues.

The first remark relates to the approach on the presentation of policy options.
The Commission has called upon EIOPA to give technical advice on a
prudential regime for IORPs that attains a level of harmonisation where EU
legislation does not need additional requirement at the national level. In
addition, the new framework should provide a similar (CfA Annex, p. 13), or
even a uniform level of security across Europe irrespective of the security
mechanisms employed.

In order to discuss and possibly achieve those goals, EIOPA finds that it is
necessary to introduce its so-called “holistic balance sheet” proposal as a
conceptual tool to discuss in a common framework the different security
mechanisms in place across Europe. It should be noted that in the following
reasoning we refer to the “holistic balance sheet” approach as the case in
which the goal of the Commission is indeed achieved, by including in the
harmonised framework all the different security mechanisms in a consistent
way. However, the drawbacks of this approach are also discussed.

The response to the CfA reflects the views of the various national supervisors.
They often came forward with different solutions to the various sub-items of
CfA 5 and 6, explaining the many options presented in the main texts.
Sometimes these options are not in line with the holistic balance sheet
approach. They may account for security mechanisms in an implicit, instead of
explicit, way or allow for Member State choice. Therefore, the policy options
that are consistent with the harmonised approach have always been carried
through to the blue boxes at end the of each chapter. EIOPA wanted to
maintain the integrity of the proposed approach satisfying the objectives set
by the Commission.

According to the above, EIOPA finds it useful to consider the two broad policy
options available, each representing one end of the spectrum of possibilities:

e IORP Directive — An approach that allows for choice and diversity between
Member States and that often accounts for security mechanisms
implicitly.

e Holistic balance sheet - A European approach that acknowledges the
existing variety of occupational pension systems yet captures all these
systems into a single balance sheet by valuing all security mechanisms in
an explicit way.

EIOPA is aware that this represents a black-and-white distinction and that in
the end some political compromise may be inevitable. The extent to which the
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8.1.7.

8.1.8.

8.1.9.

8.2.

holistic balance sheet will be considered a viable alternative to the existing
IORP Directive will very much depend on the outcomes of a quantitative
impact assessment, which in EIOPA’s view is essential for any legislative
proposal.

The second remark refers to the approach taken in terms of the structure of
the response to these two CfAs. Instead of following the same structure as the
CfA, EIOPA considered it would be helpful to have an introductory section in
which it explains its proposal for the new solvency framework that could be
introduced.

This introductory section is comprised of two parts. The first part discusses the
parts of CfA 6 regarding the adoption of a single approach - and therefore
consistent treatment - for all types of IORPs and the possibility to use a single
balance sheet. The second part, which complements the first, describes the
proposal for a holistic balance sheet.

The reason for addressing these parts of CfA 6 here, before all the remaining
items, stems from the fact that it concludes to adopt a single approach for all
types of IORPs which is then the assumption used to answer the remaining
CfA items. The presentation of the holistic balance sheet follows then naturally
as it provides a high-level overview of all the elements that would make up
the development of a risk based supervisory framework for IORPs as intended
by the Commission through the CfA to EIOPA and subsequent clarifications. It
provides an overall explanation of the framework and focuses on the
interconnection between the several components, which might not be fully
understood just by reading the individual pieces of advice regarding each of
the components.

CfA 6 on a similar approach for all types of IORPs
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Specific Call for Advice

The EIOPA advice should address at least the following subjects:

Where the IORP itself covers risk (in the meaning of Article 17(1) of the IORP
Directive):

The material elements of Article 87-99 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
own funds; the advice should include an assessment as to whether there is an
advantage to keep a three-tier system;

The adequacy of using subordinated debt as own funds in the light of the
borrowing restriction for IORPs contained in Article 18(2) of the IORP Directive;
The material elements of Articles 100-127 and 304 of Directive 2009/138/EC that
should be amended or removed to adequately address the specificities of IORPs in
relation to the SCR (including the duration approach for the equity risk sub-
module). Particular attention should be paid to the adjustment for the loss-
absorbing capacity of technical provisions and deferred taxes to take into account
the specificities of pension schemes;

The material elements of Article 128-131 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the MCR.

As a particular treatment of this, the extent to which a similar approach can be
adopted for pension schemes were the risk is covered by the IORP and the
sponsoring undertaking.

Where the risk (in the meaning of Article 17(1) of the IORP Directive) is covered by
the sponsoring undertaking:

The possibility to restate the value of assets in the IORP and liabilities of the
sponsoring undertakings into a single balance sheet, including the possibility to
recognise sponsor covenants and claims in pension protection schemes as an asset
similar to reinsurance.

8.2.1. The current IORP Directive makes a clear distinction between IORPs that

themselves cover biometric risks or guarantee certain benefits or an
investment performance and IORPs where the sponsoring undertaking
provides these guarantees

8.2.2. Recital 30 refers to situations where the IORP - and not the employer -

provides guarantees to cover against certain risks. In these instances, the
IORP is said to offer products similar to those of life assurance companies and
should hold at least the same amount of additional own funds as required of
life assurance companies. Article 17 provides for these additional
requirements, notably the need to hold assets above technical provisions to
serve as a buffer. This type of IORP is hereafter referred to as an Article 17(1)
IORP.

8.2.3. Where the sponsoring undertaking bears these risks, there are no similar

requirements. However, Article 9(1)(e) requires Member States to ensure that
the sponsor is committed to regular financing. This is, however, not defined in
more detail. This type of IORP is hereafter referred to as a sponsor backed

IORP.
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8.2.4.

The case in which both the sponsoring undertaking and the IORP bear the risk
is not exactly defined in the IORP Directive. One could argue that for this type
of IORPs Article 17(3) applies which gives Member States the right to decide
about the need to hold regulatory own funds. This type of IORP is hereafter
referred to as Article 17(3) IORP.

Current distinction and objectives

8.2.5.

8.2.6.

8.2.7.

8.2.8.

8.2.9.

8.2.10.

8.2.11.

The requirements under Article 17(1) for Article 17(1) IORPs mirror those of
Solvency I aimed at ensuring regulatory consistency with insurance
undertakings as detailed in Recital 30 of the current IORP Directive. Article
303 of the Solvency II Directive amended the IORP Directive in order to
ensure that the Solvency I rules continue to apply to IORPs after the adoption
of Solvency II.

The CfA asks EIOPA to advise on how the articles in Solvency II, which replace
the current requirements of Solvency I, regarding own funds and the
requirements for a minimum capital requirement (MCR) and solvency capital
requirement (SCR) for insurance undertakings, can be amended to be
appropriate for IORPs that fall under Article 17(1). This could be seen to
reflect the desire to keep this regulatory consistency between these types of
IORPs and insurance undertakings after the implementation of Solvency II.

The CfA explicitly asks EIOPA to give advice on the extent to which a similar
approach can be adopted for IORPs where the risk is covered by the IORP and
the sponsoring undertaking (Article 17(3) IORPs). The CfA does not ask EIOPA
to give advice on these articles for sponsor backed IORPs.

Following clarification from the Commission after the publication of the CfA, it
was made clear to EIOPA that the desire of the Commission and the focus for
EIOPA should be to ensure the level of security offered by all IORPs is similar
and ideally the same but that there can be differing ways to achieve the
desired level of security.

This part of EIOPA’s advice does not address the specifics of the articles in
Solvency II but rather focuses on the question whether a similar approach to
these issues can be adopted for IORPs that bear risks themselves or are
backed by sponsor support.

Specific amendments to the articles that may need to be properly accounted
for are detailed in the EIOPA advice.

Given that the current IORP Directive clearly distinguishes between these two
types of IORPs and that the Commission has requested that EIOPA advice
focuses on achieving the same level of protection for all IORPs, it is nhecessary
to investigate whether from a technical perspective it is possible for one
framework to apply across all IORPs.

Two archetypes to covering risks

8.2.12.

For IORPs that fall under Article 17(1), since there is no guarantee provided by
a sponsoring undertaking, meaning that under adverse conditions or where
assumptions made about the future are not borne out in practice, it is
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8.2.13.

8.2.14.

8.2.15.

8.2.16.

8.2.17.

necessary to ensure that they hold enough assets to account for these
scenarios.

This is a necessary requirement since the IORP is unable to rely on support
from a sponsor and so is solely responsible for ensuring they have sufficient
assets to cover against risks and meet their liabilities on an ongoing basis. The
appropriate calibration of the required amount of assets and therefore the
level of security is not a subject debated in this chapter (see CfA 6 on the
confidence level).

It may be the case even in this scenario that the IORP can ask the sponsor for
increased support, but if the sponsor does not have a legal requirement to
respond positively, the IORP is unable to rely on this support.

For sponsor backed IORPs, under adverse scenarios they are able to call upon
the sponsor to provide additional support. This ability therefore means that
instead of relying on upfront capital to absorb losses, they can seek further
financing from the sponsor to restore the required level of funding.

Without the ability of the IORP to make use of additional assets to absorb
losses it is necessary for the IORP to be able to require the sponsor to make
good losses incurred. In practice, the degree by which IORPs are able to do
this is dependent on two factors. Firstly limits set by national law (obligation)
and secondly the ability of the sponsor to provide additional assets
(affordability). These issues are discussed in CfA 5, 9.3.183-213.

In effect these differing approaches are based on the same principles that risk
should be measured and accounted for, but this can be achieved through
different mechanisms, i.e. relying on the sponsor covenant rather than higher
up front capital requirements.

Other relevant considerations to security

8.2.18.

8.2.19.

8.2.20.

8.2.21.

It is also worthwhile considering the ability to reduce benefits when looking at
the potential differences between Article 17(1) IORPs and sponsor backed
IORPs.

Where the IORP cannot rely on further support from a sponsor and cannot
adjust its risk profile sufficiently to restore an appropriate level of funding
within a defined time period, a reduction of benefits may occur. In practice
any reduction may be limited or defined by national law. This issue is
discussed in CfA 5 on the valuation of technical provisions, CfA 6 on the
solvency capital requirement and the annex to CfA 6 on benefit adjustment
mechanisms.

The net result however, is that the level of benefits provided to members and
beneficiaries will be reduced and may only be restored if future financial
conditions allow it and again this will be subject to national legal requirements.

This is in effect the intra- and intergenerational sharing of risks between
sponsors, IORPs and members.
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8.2.22.

8.2.23.

8.2.24.

8.2.25.

8.2.26.

For IORPs where the sponsor provides the guarantee it is often the case that
the IORP is not able to reduce the level of benefits irrespective of the level of
funding reflecting the fact that the sponsor stands behind the promise made.

This means that if the sponsor does not become insolvent, members will
receive the full level of benefits promised. However, if the sponsor is unable to
provide the assets required to restore funding after a shock, the members
suffer from the risk that assets are not sufficient to cover the liabilities at that
time and are relying on a combination of future investment performance and
ability of the sponsor to provide further support to correct this. If the sponsor
was to become insolvent during this time, this risk would be crystallised and
benefits may be reduced according to the assets available or to a level payable
from a pension protection scheme.

Where IORPs are permitted to reduce benefits, the nature and the conditions
of such a contract should be explicitly determined nationally. EIOPA has
distinguished two (extreme) types of adjustment mechanisms.

Where IORPs are permitted to reduce benefits based on a contract concluded
beforehand (Type 2 - Ex-ante reduction of benefits (embedded in the by-laws
or a contract as explained in the annex to CfA 6 on benefit adjustment
mechanisms), generally contingent on certain events, this represents a softer
promise being made by the IORP or sponsor and gives the member less
certainty of receiving their full benefits all other things being equal. The
degree of softness can be decided within national social and labour law on the
basis of a (national) perception of the appropriate balance between risk and
reward. Clear communication of the explicit position with regard to this
appraisal is essential.

In CfA 6 regarding the confidence level, EIOPA discusses how benefits can also
be reduced under certain circumstances, even if the possible reduction is not
based on a contract concluded beforehand (Type 1 - Ex-post reduction of
benefits (trigger event)). Although EIOPA will not give advice on the exact
confidence level, it could be argued that a lower confidence level than that
required where they cannot be reduced should apply subject to national Social
and Labour Law. This directly affects the balance made in some Member
States between security and affordability where, as described above, some
Member States may allow for a lower security level at the level of the IORP -
together with flexibilities for other forms of security, such as sponsor support -
but a higher level of benefit.

Going forward

8.2.27.

These two broad approaches for providing security both have technical merits
as to achieving the goal of protecting member’s benefits. In practice across
Europe there are varying degrees of each approach and not all Member States
fall perfectly into one of the two archetypes identified. Article 17(3) IORPs are
an example of a combination of these approaches. There are differing balances
made between the level of security that should be funded in advance for
reflecting the affordability from the sponsor’s perspective of providing DB
schemes and the protections inherent within national legislation for issues
such as reducing benefits, the level of commitment required from the sponsor
and the existence or otherwise of pension protection schemes.
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8.2.28.

8.2.29.

8.2.30.

8.2.31.

8.2.32.

8.2.33.

8.2.34.

8.2.35.

This balance is an issue that goes beyond technical analysis only and relies on
political decisions taken at a Member State level. EIOPA is therefore of the
view that it cannot give technical advice to the Commission with regards to
how this balance should be struck at an EU level and similarly the level of
security that is appropriate to require for pension promises made since that is
a matter that will be subject to political decisions.

The level of security provided to members by IORPs that are required to hold
own funds (Article 17(1) IORPs) can be reasonably assessed with reference to
the level of own funds held. In order to compare this with the level of security
provided by sponsor backed IORPs, it would be necessary to attach a value to
the sponsor support itself and to pension protection schemes. This issue is
discussed in CfA 5 and 6 respectively regarding valuing sponsor support and
pension protection schemes.

In order to have a prudential framework whereby both types of IORPs can be
said to provide the same level of security it is therefore vital that all forms of
security to members is properly taken account of.

A further consideration worthy of mention is whether maintaining the existing
distinction between Article 17(1) and sponsor backed IORPs could give rise to
regulatory arbitrage within the IORP sector, i.e. whether an employer wishing
to sponsor an IORP would choose a regime where they are responsible for
providing the guarantees thereby reducing the need for own funds and
representing a reduced up front cost.

While the overall cost of providing the benefits promised would be the same
irrespective of the approach taken (all other things being equal), an approach
without own funds could be seen as a cheaper alternative from the perspective
of the sponsor. However, if the supervisory framework takes proper account of
the value of the support from the sponsor and other security mechanisms and
appropriate supervisory standards applied, these regulatory differences should
not be material.

It could also be the case that sponsors would prefer to set up an IORP (or
sponsor an IORP) where it is the IORP that bears the risks and the sponsor’s
obligations are generally exhausted by paying the necessary contributions.
While, other things being equal, this would represent a higher up front cost, it
would mean a higher amount of certainty from the sponsors perspective of the
financing cost of providing the pension benefits.

It is also important to note that there are other factors that would come into
play in this decision making process including any requirements for inflation
protection which would add significantly to the cost of providing the benefits.

This also raises a further question of whether there could be arbitrage
between IORPs and insurance undertakings. It could be argued that Article
17(1) IORPs do operate in a similar manner to insurance undertakings. This is
also highlighted in Recital 30 of the IORP Directive where it states that the
products offered by these IORPs are similar and should be subject to the same
own fund requirements. Without the benefit of sponsor support, Article 17(1)
IORPs are required to cover their risks in the same way as insurers and so it
could be argued should have the same minimum capital requirements - as is
the case until Solvency II comes into force.
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8.2.36. For sponsor backed IORPs however, the ability to rely on the sponsor for
further support represents a key difference from insurance and requires
differing treatment.

8.2.37. 1t is EIOPA’s view that there are two possible approaches to these issues:

a. Firstly, to continue with the current distinction in the IORP Directive between
Article 17(1) IORPs and sponsor backed IORPs and to devise suitable
prudential and supervisory requirements for each separately, including the
option of applying a Solvency II regime to Article 17(1) IORPs as the CfA
makes explicit, while continuing with the current IORP approach for sponsor
backed schemes but reviewing the existing IORP provisions to ensure a risk
based framework is developed.

b. Secondly, to create a single framework that is flexible enough to allow for
both approaches to be accounted for within the same structure, ensuring
that it fully reflects the different security mechanisms. Where for some
security mechanisms it may not be appropriate or proportionate to require
and attach a specific value for all IORPs, supervisory judgement may need
to be allowed for.

8.2.38. The first option would allow for recognition of the different types of IORPs that
exist and to tailor the requirements for each separately taking into account
these differences. This option also allows for the regulatory consistency
between IORPs that bear their own risks and insurance undertakings to be
maintained without adding additional burden to those IORPs that do not
function in this manner. However, it would not allow for full comparability
across the different types of IORPs.

8.2.39. This second option would allow for full comparability across all IORPs and for
those that do not fall perfectly into either archetype (i.e. where the risk is
covered by the IORP and the sponsoring undertaking, Art. 17(3) IORPs) to
make use of differing security mechanisms. For example, any limitations in the
support available from a sponsor may be supplemented by greater
requirements for upfront capital. This could be through greater prudence in
the assumptions used to calculate technical provisions or through the need for
the IORP to hold an appropriate level of own funds. That would mean that in a
revised directive the recourse to sponsor support as well as the existence of
other (security) mechanisms would have to be considered for all types of
IORPs. Please read section 8.3 on the holistic balance sheet for a description
of this option. This option would require significant adjustment to the current
IORP Directive to be made and so potentially a significant impact on the
supervisory requirements for IORPs.

8.2.40. EIOPA’s advice is based purely technical ground taking into consideration the
Commission’s objectives for the revision of the IORP Directive. EIOPA
acknowledges that any decision over the review of the IORP Directive,
including the options regarding similar treatment of all IORPs should be taken
at the political level since there might be relevant impacts over the structure
and nature of occupational pension schemes in Member States.

8.2.41. Any decision for a revision of the quantitative requirements of IORPs should
not be taken before a sound and thorough cost benefit analysis is undertaken.
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Policy options

Option 1: Maintain the existing distinction between Article 17(1), Article 17(3) and
sponsor backed IORPs in the review of the IORP Directive

Option 2: Review the IORP Directive in a way that is flexible enough to allow for all
kinds of IORPs through the holistic balance sheet approach

8.3.

8.3.1.

8.3.2.

8.3.3.

8.3.4.

8.3.5.

8.3.6.

Holistic balance sheet approach

In the EU Commission's Call for Advice and in subsequent discussions between
the Commission and EIOPA, the Commission made it clear that they wished
EIOPA's response to provide for a common level of security for benefits
provided by IORPs, without challenging the prerogative of Member States to
define the benefits that an IORP should provide. This common level of security
should be provided irrespective of the security mechanisms employed to
achieve IORP benefit security.

In order to discuss and possibly achieve the Commission's objective, it is
EIOPA’s view that it is necessary to establish a framework that records and
compares the value of the obligations and resources of an IORP on a
consistent basis. EIOPA therefore proposes the use of a holistic balance sheet
for this purpose.

The holistic balance sheet is a technique to identify and quantify on a
comparable basis:

a. the obligations under the supervisory regime of the IORP, including risk
reserves; and

b. the resources available to the IORP to meet its obligations.
The creation of a holistic balance sheet requires
a. the specification of the items to be included; and

b. the rules which define unambiguously the calculation of the components of
the holistic balance sheet.

It must be emphasised that the achievement of the Commission’s objective
requires the use of a holistic balance sheet or a similar framework, it has not
yet been demonstrated that the calculation of the necessary values is
practicable or does not involve unacceptable complexity.

A holistic balance sheet could be prepared in three ways:
1. The holistic balance sheet could be used as an internal management tool

by an IORP for its own assessment of its solvency according to its own
criteria.
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8.3.7.

8.3.8.

8.3.9.

8.3.10.

8.3.11.

2. The holistic balance sheet could be used by a national supervisor to
measure the solvency of all IORPs within its remit on a consistent basis.

3. The holistic balance sheet could be applied to all European IORPs on a
common basis.

National supervisors’ practice already implicitly imposes a national holistic
balance sheet approach, though it is not presented as such. However, in
many member states, there is not an obligation (or even the right) to quantify
all resources - for instance the strength of the support provided by a
sponsoring employer or a pension protection arrangement may be implicit.

The use of the holistic balance sheet framework does not in itself imply a
common European solvency standard: such a common standard result only
when the framework is combined with common rules for the calculation of the
elements of the holistic balance sheet.

It is EIOPA’s view that the holistic balance sheet is the most practical means to
achieve the Commission’s objective of a common security standard, because
only by including and identifying and quantifying on a consistent basis all
security resources can the level of security be compared. It is a separate
decision at what level a common security level can be set.

This section intends to provide a high-level overview of all the elements that
would make up the development of a risk based supervisory framework for
IORPs. It provides an overall explanation of the framework and focuses on the
interconnection between the several components, which might not be fully
understood just by reading the individual pieces of advice regarding each of
the components.

Before going into the description of the balance sheet it is important to clarify
upfront the principles underlying the design of this holistic balance sheet.

Member’s perspective

8.3.12.

8.3.13.

8.3.14.

Following the clarification received from the Commission about the aim of the
CfA, this balance sheet views security from the perspective of the member
rather than the financing vehicle (IORP) regarding the pension promise.

According to the Commission, the reasoning is that from a solvency
perspective that focuses on the security of the pension promise made to the
members and beneficiaries all elements (security mechanisms, such as
sponsor support and pensions protection schemes, and benefit adjustment
mechanisms) that have an impact on securing those promises and which may
have been taken into consideration implicitly so far, should be considered
when assessing the solvency situation of the IORP.

The aim of this flexibility in the holistic balance sheet is the ability to focus, if
necessary, on the level of protection of the scheme members and beneficiaries
which should be similar irrespective of the security mechanisms used** which
means that all these existing mechanisms should be taken into account in the
solvency framework.

44 point 6.1 of the annex of the CfA
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8.3.15.

This would constitute a major difference from the Solvency II Directive
because the solvency framework for IORPs would then consider elements that
are beyond the IORP itself. This could be seen as representing the interrelation
between social aspects and prudential aspects within the field of occupational
pensions.

Supervisory tool

8.3.16.

8.3.17.

8.3.18.

The holistic balance sheet should be seen as a prudential supervisory solvency
assessment tool rather than a “usual” balance sheet based on generally
agreed accounting standards. This is why the term “holistic” has been added
since it also takes into consideration intangible elements like some security
and benefit adjustment mechanisms, i.e., it includes all economic exposures to
which IORPs are exposed, whether or not the elements would be on or off
balance sheet in an accounting sense.

The use of a holistic balance sheet approach does not define the stages at
which the supervisor may intervene or require the IORP to take action. The
triggers for supervisory action would be defined in the context of the holistic
balance sheet but the trigger points are a separate decision.

For example, in some Member States it is common for IORPs to have recourse
to additional contributions from their sponsor if they become underfunded or
to be able to reduce the level of indexation applied to the promised benefits.
The former can be viewed economically as an ‘asset’ and the latter as a
‘liability offset’, even though neither might be recognised as such under
relevant Generally Accepted Accounting Principles (‘GAAP’) and International
Financial Reporting Standards.

Application to all types of IORPs

8.3.19.

8.3.20.

8.3.21.

The proposal of such an approach is also based on the objective of having a
single solvency framework that would be applicable for all types of IORPs
regardless of who ultimately bears the risks thereof. The application of this
general principle does not imply that the proposed components of the holistic
balance sheet should be required for all the risk bearing situations of IORPs
(e.g., IORPs where the risks are borne by members - see Figure 8.3.72).

This objective is highlighted in the CfA itself where it is stated that the level of
protection provided by IORPs should be similar irrespective of the security
mechanisms used. EIOPA also sought to clarify this issue with the Commission
who confirmed that this is the intention and how they would like EIOPA to
proceed.

Since the framework would be applicable for all types of IORPs it would not be
necessary to explicitly distinguish different types of IORPs in a directive
amended in this way.

Fair value principles in the valuation of assets and liabilities

8.3.22.

As stated in the CfA, the Commission would like the valuation of assets,
technical provisions and other liabilities to be market consistent and based on
sound economic principles. I.e. made according to the ‘fair value’ principles
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adopted for Solvency II i.e. that both assets and liabilities would have to be
assessed on market consistency principles.

Level of benefits (‘benefit mix’) will not be harmonised

8.3.23. The ‘benefit mix’ of DB schemes will continue to differ among member states,
as determined by national practice and by Social and Labour Law. This again
highlights the social aspects and role of IORPs and the benefits they provide.
Unlike insurance and other financial services, many of the rules for IORPs are
set out in Social and Labour Law and can have a significant impact on the level
of benefits that are provided to members and beneficiaries. It may be that
Member States in their decision making took into account the nature of the
benefit mix in the setting of the prudential requirements. For example,
requiring a harder promise with certain minimum additions attached may have
influenced the level of security that is attached to that promise. This is similar
in nature to a risk-reward trade off where a greater level of risk may be
acceptable if the overarching target (reward) is set at a high level. This should
not prevent developing a risk-based framework for supervision.

8.3.24. Again clarity from the Commission was sought on this issue who confirmed
that they would like EIOPA’s advice to focus on the aim of the prudential
standard to deliver that benefit with the same level of security across member
states. However, acknowledgement must be made to the fact that different
levels of security could be accepted by national Social and Labour Law, in
particular as a result of certain types of benefit adjustment mechanisms (ex-
post mechanisms of adjustment of pension benefits in national legislations -
see the annex to CfA 6 discussing the benefit adjustment mechanisms) or
security mechanisms (see CfA 6 on pension protection schemes).

Conceptual presentation
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Components of the hypothetical balance sheet

Component 1 - Best estimate of liabilities

8.3.25.

8.3.26.

8.3.27.

8.3.28.

This component will correspond to a valuation of pension promises taking into
account the overarching objective of establishing the best estimate. This
component shall not include any safety margins.

It should take into consideration the distinction between guaranteed and
conditional benefits (and possibly discretionary benefits) including the
existence of benefit adjustment mechanisms. A distinction between the best
estimate of the guaranteed and conditional benefits should be made visible.
The extent of benefits to be evaluated and the actuarial method to be used will
also influence this component.

Key issues under consideration in this component are the classification of the
benefits into guaranteed/conditional/discretionary and the actuarial
assumptions to be used here with especial focus on the mortality tables,
inflation and discount rate.

This component will be influenced by the discussions in CfA 5 on the valuation
of technical provisions.

Component 2 - Risk buffer

8.3.29.

8.3.30.

8.3.31.

This component would constitute a buffer for covering risks beyond what is
determined at the best estimate level (Component 1).

There are several policy options still open in this regard depending, among
other issues on the application of the transfer value approach to pension
liabilities as required by Solvency II in comparison to the current IORP
approach and the discount rate used.

Policy options under review are:

a. A margin for deviations calculated according to the current IORP
Directive where the buffer is not related to the concept of transfer of liabilities
but to the risk of adverse deviations of assumptions (expected normal
fluctuations above the best estimate). Under the current IORP Directive
approach this option would correspond to a situation where the technical
provisions are segregated into a best estimate plus a margin for deviation
whereas the prudence in the assumptions would become explicit.

b. Risk margin calculated according to Solvency II which is related to the
concept of transfer of liabilities and its calculations is made according to the
cost of capital approach.

C. No risk margin. This option implies that there would not be any initial
buffer to cover for expected volatility and any deviations arising would have to
be absorbed by the capital requirements.

74/515
© EIOPA 2012



8.3.32. This component will be influenced by the discussions on CfA 5 with regard to
the valuation of technical provisions.

Component 3 — Excess of assets over liabilities

8.3.33. The name of this component is quite broad in order to encompass the different
natures of the component according to type of risk sharing of the IORP. For
those IORPs that assume risks and therefore need to have own funds the
excess of assets over liabilities will correspond to “Own funds” with the
distinction between ancillary and basic own funds. For those IORPs in which
the sponsor or other stakeholder bears the risks this component corresponds
to the difference between all the resources available (components 5, 6 and 7
of the asset side) and the technical provisions.

8.3.34. This component will be influenced by the discussions in CfA 6 with regard to
own funds and subordinated loans.

Component 4 - Capital requirements

8.3.35. The calculation of the risk based capital requirements would be fundamental
part of the new framework and it should be applicable for all types of risk
sharing options in terms of IORPs. It would bring a whole new set of
transparency to the possible outcomes in terms of amount of liabilities as it is
based on the risks arising from the pension promises. This would bring the
main element of Solvency II, which is designed to reflect the potential
magnitude of adverse outcomes, into the IORP Directive.

8.3.36. The calculation and calibration of the MCR and SCR should use a VaR approach
for an appropriate time horizon to a confidence level that is yet to be
established. However, several arguments regarding the confidence level are
also under discussion in order to reflect the social aspects of IORPs as
discussed above.

8.3.37. Some of the security mechanisms specific to the pension contracts - such as
sponsor support - should be considered as risk mitigating mechanisms for the
calculation of the capital requirements.

8.3.38. For IORPs where the members bear the risks (pure DC plans) there would be a
requirement to have in place additional capital to cover operational risk.

8.3.39. This component will be influenced by the discussions on CfA 6 regarding the
SCR, MCR and capital requirements for operational risk and the annex to CfA 6
concerning benefit adjustment mechanisms.

Component 5 - Financial assets

8.3.40. This component should correspond to the market value of assets that belong
to the IORP, including reinsurance recoverables.

8.3.41. This component will be influenced by the discussions on CfA 5 regarding the
valuation of assets.

Component 6 — Financial contingent assets
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8.3.42. This component of the asset side of the holistic balance sheet is comprised of
financial contingent assets of the IORP that can be called upon in case of a
pre-defined situation (e.g. an underfunding situation). These other contingent
assets are related to sponsor support. Further segmentation could also be
made with reference to recovery plans.*

8.3.43. These financial contingent assets can consist of escrow accounts or other
financial assets that can be used as collateral (e.g. property).

8.3.44. This component will be influenced by the discussions on CfA 5 on the valuation
of assets.

Component 7 - Sponsor covenant and pension protection scheme

8.3.45. This component of the asset side of the holistic balance sheet is comprised of
all contingent assets other than the financial contingent assets (Component
6). It can be further sub-divided into a possible recourse to a pension
protection scheme (PPS) or a sponsor covenant. The sponsor covenant
corresponds to an ability and commitment from the sponsor to make good
further contribution needs of the IORP or the members and beneficiaries*® in
order to fulfil the pension obligations, taking into full consideration the
financial contingent assets (component 6) in order to avoid any double
counting of sponsor support.

8.3.46. In terms of sponsor covenant further segmentation could also be made with
reference to recovery plans. This segmentation stems from the fact that in the
majority of situations a recovery plan corresponds to a pre-defined series of
commitments from the sponsor to make financial contributions to the IORP in
specific dates in the future. Therefore, sponsor covenants that will materialize
in the form of future contributions are already earmarked in this situation in
terms of amount and timing.

8.3.47. The type of sponsor covenant, unlimited, limited or no automatic recourse, has
a significant influence in the value of the sponsor covenant and in its
availability to be called upon. The strength of the sponsor commitment will
also have a relevant role in the assessment of this component.

8.3.48. The sponsor covenant can be backed by a pension protection scheme which
might be regarded as another mechanism to be considered in the holistic
balance sheet approach.

8.3.49. This component will be influenced by the discussions on CfA 5 regarding the
valuation of sponsor support and CfA 6 regarding the valuation of pension
protection schemes.

Interconnection between components of balance sheet

Components on the asset side

8.3.50. The asset side of the holistic balance sheet should capture all the resources
that can be used to fulfil the pension promises. Some of the resources may be

4> Analogous to the description in component 7 of the segmentation to the recovery plans
46 Following the subsidiary liability of the sponsor as defined in CfA 5 on the advice on the feasibility to treat sponsor
covenants like reinsurance contracts
76/515
© EIOPA 2012



8.3.51.

8.3.52.

available for specific types of risk sharing IORPs but there is no requirement
for all the resources to co-exist in each case.

According to the legend of the boxes component 5 (financial assets of the
IORP) will exist for all IORPs regardless of the risk sharing type while
component 6 and 7 will only exist in IORPs that have the ability to call upon
further assets from the sponsor as is the case for in sponsor backed IORPs
(i.e., those IORPs in which the sponsor bears the majority of risks). This
means that some IORPs will only have component 5 in the asset side while
other IORPs will have both components. Please see the last section “"Examples
of holistic balance sheet” for some concrete examples.

The sum of all three asset components (components 5, 6 and 7) should at
least equal the sum of components 1, 2 and 3 of the liabilities.

Tiering of assets

8.3.53.

8.3.54.

8.3.55.

8.3.56.

The major reason for segregating the components on the asset side, and on
the liability side as well, relates to the benefit that could be obtained from
having flexibility to allow a sort of tiering of assets to cover different
components of the liabilities. The tiering of assets will reflect the different
characteristics of the assets in terms of their availability to be called upon and
used to meet the liabilities:

a. Financial assets (component 5) will have the best classification in terms
of availability to meet the liabilities as they constitute the assets of the IORP.

b.  Financial contingent assets (component 6) will rank next in terms of
availability since the financial assets are completely identified and are already
on behalf of the IORP although they can only be used in certain contingencies.

C. Sponsor covenant and pension protection schemes have the lowest
classification in terms of availability because this asset corresponds to a future
commitment from the sponsor to cover variations in the solvency situation in
the form of future contributions. Within sponsor covenant further distinction
can be made between the part already earmarked for recovery plans, in which
case the amounts and timings of the future contributions are already known
(although not yet collateralised), and the remaining sponsor covenant.

The advantage of identifying all these components, both on the liability and
the asset sides, is that it enhances transparency and comparability to the
pension landscape in Europe and it gives flexibility in the way the components
of the liabilities can be covered by the asset components.

The rules on the tiering of assets will need to be established in detail as it
requires further and deeper analysis and is also dependent on the decisions
still outstanding in terms of the components (existence of a risk buffer for
example and discount rate to use). In the following paragraphs, and in the
next section of examples, several possibilities of this tiering of assets are laid
down.

Best estimate of liabilities (component 1) should, in principle, be mainly
covered by the financial assets of the IORP (component 5). This could
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8.3.57.

8.3.58.

8.3.59.

8.3.60.

8.3.61.

correspond to a minimum funding measure for which a whole set of rules and
requirements could be established.

In case the best estimate of liabilities is higher than financial assets and a
recovery plan is required then the remaining part could be covered by the
recovery plan sections of the sponsor support of either component 6 and 7.
Please note that there could also be situations in which a recovery plan might
not be required, in which case it would be possible to use sponsor support
(either collateralised or not) to cover the remaining part of the best estimate,
but there should be a set of conditions the IORP (in the broad sense) must
fulfil in order to allow for it.

The risk buffer (component 2), if existent, could be covered by any of the
three components (5, 6 or 7) on the asset side.

Having a risk buffer component (especially if option 1 regarding the margin for
deviations is considered) would have the advantage of creating a first buffer to
respond to normal fluctuations above the best estimate of liabilities. In the
framework considering this option there would be a distinction between normal
and unexpected (long tail events) fluctuations, the latter being given by the
capital requirements (component 4) which interconnects with excess of assets
over liabilities for unexpected liabilities (component 3).

For IORPs where members bear the risks, either individually or collectively,
the concept of technical provisions needs to be put into the proper context as
the term is not that straightforward. For instance, in case of IORPs which are
treated in a similar way as UCITS, assets are evaluated mark-to-market and
liabilities are divided into units in a way that the sum of all units exactly
matches, at all times, the value of net assets (so-called net asset value or
NAV).

Furthermore, due to their nature, the solvency framework is fully applicable to
IORPs where members bear the risks but the components need to be adjusted
accordingly, for example the solvency capital requirement shall only cover
operational risks.

Holistic balance sheet and ring-fencing

8.3.62.

8.3.63.

EIOPA's view is that the holistic balance sheet is an important tool to identify
the elements of pension security and could also be a useful management tool.
As previously stated, the holistic balance sheet is a supervisory tool, and does
not create or impose additional obligations on the IORP. From a supervisory
viewpoint, the most important issue is whether the resources of the IORP are
adequate to meet the obligations of the IORP, as defined in the balance sheet.
The primary objective of the holistic balance sheet is to measure and
demonstrate this.

However, within this aggregate measure, it is not always true that all
resources are available to meet all obligations of the IORP, or that all liabilities
rank equally for those resources. Among the reasons for this might be:

a. ring-fencing, or more specifically patrimony protection (see CfA 3), which
reserves specific assets for specific obligations.
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8.3.64.

b. privilege rules, which give priority to certain liabilities in the allocation of
assets but, subject to this prioritisation, makes any excess available for
other obligations

Under the current IORP Directive, ring-fencing and privilege rules can arise for
the following reasons:

1. Where permitted by law, these provisions may be a feature specific to an
IORP and set out in its rules.

2. These obligations may be imposed by home state laws, i.e. governance
law

3. Ring-fencing may occur as a consequence of cross-border operation.

Any or all of the above may arise in specific cases. The existence of these
features mean that the operation of tiering and/or trigger actions may operate
at a level below the aggregate balance sheet.

8.3.65.

8.3.66.

These mechanisms make the assessment of the solvency of an IORP more
complex than it would otherwise be. Furthermore, the result of ring-fencing
measures is that different benefits could enjoy different levels of security,
which makes a common level of security more challenging to define. EIOPA
also recognises the important effect of the recovery plan on the level of
security.

Pension protection arrangements do not always apply to all benefits of an
IORP. In a multi-employer IORP, the support of any employer does not
necessarily apply to all benefits.

8.3.67. The holistic balance sheet is therefore best understood as a consolidated

balance sheet, and does not imply or oblige that all assets and security
mechanisms are equally available for all of the obligations of the IORP. It
does not remove the need to look beyond the aggregate comparison of
resources and obligations to issues of ring-fencing and tiering.

Examples of holistic balance sheet

8.3.68.

IORP where the IORP itself bears the risk - own fund type
Assets Liabilities
Financial Excess of assets over
assets liabilities
Component 3
\
Risk buffer
Component 2
Best estimate of >
liabilities Technical provisions
| Component 5.

Component 1
J IOPA 2012



8.3.69. IORP where the sponsor undertaking bears the

risks - with

requirements in terms of the tiering of assets

Assets Liabilities
Excess of assets over
Component 7 liabilities
Component 3
+  components  + \
Financial Risk buffer
assets Component 2
Best estimate of liabilities ) o
> Technical provisions
_ Component 1

higher

8.3.70. IORP where the sponsor undertaking bears the risks — with lower requirements

in terms of the tiering of assets

Assets Liabilities
Sponsor Excess of assets over
covenant liabilities
+ PPS Component 3
+ +
\
Risk buffer
_ Component 2
Financial Best estimate of liabilities ) o
assets > Technical provisions
| Component 5

Component 1
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8.3.71. I0ORP where the sponsor undertaking bears the risks - with recovery plan
earmarked on the sponsor covenant

Assets Liabilities
Sponsor Excess of assets over
covenant + liabilities
PPS Component 3
+ +
Risk buffer
_ Component 2

Recov. Plan

Financial
assets

Best estimate of liabilities

Component 1

Component 4

> Technical provisions

8.3.72. IORP where the member bears the risks. This can be individual DC plans or
collective DC plans where the risks are shared by the members. For both
types, the technical provisions in essence equal the value of the assets. In
certain DC plans the IORP is required to have additional assets to cover the

operational risk

Assets

Liabilities

Financial
assets

8.4. EIOPA advice

Excess of assets over liabs.

Component 3

Best estimate of liabilities
(net asset value of
financial assets)

Component 1
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The Commission Services would like EIOPA to advice, in close cooperation with the
actuarial profession, on detailed rules by which supervisors can ensure that IORPs
have proper rules to protect pension liabilities.

EIOPA proposed response is as follows:

Where the IORP itself covers risk (in the meaning of Article 17(1) of the IORP
Directive):

[.]

As a particular treatment of this, the extent to which a similar approach can be
adopted for pension schemes were the risk is covered by the IORP and the sponsoring
undertaking.

Where the risk (in the meaning of Article 17(1) of the IORP Directive) is covered by
the sponsoring undertaking:

The possibility to restate the value of assets in the IORP and liabilities of the
sponsoring undertakings into a single balance sheet, including the possibility to
recognise sponsor covenants and claims in pension protection schemes as an asset
similar to reinsurance.

EIOPA supports the following principles for the valuation and capital requirements of
IORPs:

- Transparency i.e. derivation of how a valuation was reached should be clear

- Comparability - it should therefore be possible to compare valuation of one IORP’s
liabilities with another, and likewise the value of the assets which support that liability

- Comprehensiveness - all potential security mechanisms and benefit adjustments
should be included

EIOPA therefore recommends:
- Valuations should be market consistent

- Valuation should include the actuarial value of all enforceable pension promises of
the IORP

- The holistic balance sheet as the means in principle of including all security
mechanisms

- Its adoption in practice is subject to further investigation and in particular, the
feasibility of the development and adoption of a methodology for the quantification of
the security and benefit adjustment mechanisms, and whether that methodology is
effective in terms of its costs and benefits.

EIOPA wishes to note further that some elements of its advice are conditional on the
following three factors:

- The Commission’s objective of a common level of security for retirement benefits.
Whether this objective is accepted is a political matter which also potentially has other
implications . Its rejection would necessitate a review of some of the advice.
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- The results of a quantitative impact study. This will provide further information
about whether a common level of security is feasible in practice and effective in
terms of its costs and benefits, given the diversity of IORPs in the different member
states, and EIOPA will consider whether to offer further views on these matters in
light of the results.

- That the typical question in CfAs 5 and 6 on which EIOPA is asked to provide advice
is whether the material elements of articles of the Solvency II directive should be
amended or removed to adequately address the specificities of IORPs. EIOPA’s
response therefore does not consider the question of whether or not Solvency II is the
correct starting point, though it is noted that many consultation respondents stated
the view that Solvency II is the wrong initial framework for considering the capital
requirements of IORPs.

The review of the IORP Directive should be flexible enough to allow for the full range
of IORPs through the introduction of the holistic balance sheet in which all security
mechanisms are valued explicitly.
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9. CfA 5: Valuation of assets, liabilities and technical
provisions

9.1. Extract from the call for advice

The Commission Services would like EIOPA to advise, in close cooperation with the
actuarial profession, on detailed rules by which supervisors can ensure that IORPs
have proper rules to value assets, technical provisions and other liabilities.

The EIOPA advice should address at least the following subjects:

— The material elements of Article 75 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to the
valuation of assets and liabilities;

- The consistency between the rules to establish prudential balance sheets of IORPs
and the rules for general accounting purposes, taking into account where necessary
the financial reporting rules (national or international) applicable to the sponsoring
undertaking;

— The material elements of Articles 76-86 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to the
technical provisions. This should include advice on the circumstances under with
approximations in the calculation of the best estimate should be allowed;

- The need to maintain Article 15(5) of Directive 2003/41/EC;

- The application of the rules to calculate technical provisions to the calculation of the
"adequate amount of liabilities" (in the meaning of Article 15(1) of the IORP Directive)
to be able to pay pension benefits as and when they fall due. This should include
advice on the feasibility to treat sponsor covenants like reinsurance contracts (see
Article 81 of Directive 2009/138/EC) with due account for counterparty default risk;

- Other requirements for IORPs, if any.

9.2. Background
Current legal requirements (IORP Directive)

9.2.1. The IORP Directive contains some references to valuation rules. Article 10
requires that IORPs give a "true and fair" view of their assets and liabilities in
accordance with national law in annual accounts and reports as distinct from in
the funding of technical provisions requirements.

9.2.2. The rules in the IORP Directive regarding technical provisions are more
specific. Article 15 requires IORPs to establish an adequate amount of
liabilities corresponding to the financial commitments arising out of the
pension contracts. Where IORPs cover against risk, they are required to
establish sufficient technical provisions. The minimum amount of these
technical provisions is to be calculated on a forward-looking, going-concern
basis, including a margin for adverse deviation. The directive does not require
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a risk-free discount rate. It allows the use of asset based rates, high-quality
corporate bond yields and government bond yields. Biometric tables are
scheme-specific.

9.2.3. The home Member State may - according to Article 15 (5) make the
calculation of technical provisions subject to additional and more detailed
requirements.

9.2.4. Limited references to the transfer of assets and liabilities are made in the IORP
directive. In Article 16 it is stated that in the event of termination of a pension
scheme, when there are insufficient assets to cover the technical provisions,
the IORP shall establish a procedure in order to transfer the assets and the
corresponding liabilities to another financial institution or a similar body.

9.2.5. Article 14 (2) of the IORP Directive provides for supervisory powers in
particular in the case of the institution having failed to establish sufficient
technical provisions, but does not include the explicit supervisory power to
require the IORP to increase the amount of technical provisions.

9.2.6. The IORP Directive specifies in Recital 30 and Article 17 that the sponsoring
undertaking or the IORP itself may cover any biometric risk or guarantee
certain benefits or an investment performance. The IORP is in that case
required to hold regulatory own funds that serve a buffer. There are no similar
requirements for sponsor backed IORPs, but Article 9(1)(e) requires Member
States to ensure that the sponsor is committed to regular financing.

Recital (30)

In many cases, it could be the sponsoring undertaking and not the institution itself
that either covers any biometric risk or guarantees certain benefits or investment
performance. However, in some cases, it is the institution itself which provides
such cover or guarantees and the sponsor's obligations are generally exhausted by
paying the necessary contributions. In these circumstances, the products offered
are similar to those of life-assurance companies and the institutions concerned
should hold at least the same additional own funds as life-assurance companies.

Article 9
Conditions of operation

1. Each Member State shall, in respect of every institution located in its territory,
ensure that:

(e) where the sponsoring undertaking guarantees the payment of the retirement
benefits, it is committed to regular financing;

Article 10
Annual accounts and annual reports

Each Member State shall require that every institution located in its territory draw
up annual accounts and annual reports taking into account each pension scheme
operated by the institution and, where applicable, annual accounts and annual
reports for each pension scheme. The annual accounts and the annual reports shall
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give a true and fair view of the institution's assets, liabilities and financial position.
The annual accounts and information in the reports shall be consistent,
comprehensive, fairly presented and duly approved by authorised persons,
according to national law.

Article 14
Powers of intervention and duties of the competent authorities

2. The competent authorities shall have the power to take any measures including,
where appropriate, those of an administrative or financial nature, either with
regard to any institution located in their territories or against the persons running
the institution, which are appropriate and necessary to prevent or remedy any
irregularities prejudicial to the interests of the members and beneficiaries.

They may also restrict or prohibit the free disposal of the institution's assets when,
in particular:

(a) the institution has failed to establish sufficient technical provisions in respect of
the entire business or has insufficient assets to cover the technical provisions;

Article 15
Technical provisions

1. The home Member State shall ensure that institutions operating occupational
pension schemes establish at all times in respect of the total range of their pension
schemes an adequate amount of liabilities corresponding to the financial
commitments which arise out of their portfolio of existing pension contracts.

2. The home Member State shall ensure that institutions operating occupational
pension schemes, where they provide cover against biometric risks and/or
guarantee either an investment performance or a given level of benefits, establish
sufficient technical provisions in respect of the total range of these schemes.

3. The calculation of technical provisions shall take place every year. However, the
home Member State may allow a calculation once every three years if the
institution provides members and/or the competent authorities with a certification
or a report of adjustments for the intervening years. The certification or the report
shall reflect the adjusted development of the technical provisions and changes in
risks covered.

4. The calculation of the technical provisions shall be executed and certified by an
actuary or, if not by an actuary, by another specialist in this field, including an
auditor, according to national legislation, on the basis of actuarial methods
recognised by the competent authorities of the home Member State, according to
the following principles:

(a) the minimum amount of the technical provisions shall be calculated by a
sufficiently prudent actuarial valuation, taking account of all commitments for
benefits and for contributions in accordance with the pension arrangements of the
institution. It must be sufficient both for pensions and benefits already in payment
to beneficiaries to continue to be paid, and to reflect the commitments which arise
out of members' accrued pension rights. The economic and actuarial assumptions
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chosen for the valuation of the liabilities shall also be chosen prudently taking
account, if applicable, of an appropriate margin for adverse deviation;

(b) the maximum rates of interest used shall be chosen prudently and determined
in accordance with any relevant rules of the home Member State. These prudent
rates of interest shall be determined by taking into account:

- the yield on the corresponding assets held by the institution and the future
investment returns and/or

- the market yields of high-quality or government bonds;

(c) the biometric tables used for the calculation of technical provisions shall be
based on prudent principles, having regard to the main characteristics of the group
of members and the pension schemes, in particular the expected changes in the
relevant risks;

(d) the method and basis of calculation of technical provisions shall in general
remain constant from one financial year to another. However, discontinuities may
be justified by a change of legal, demographic or economic circumstances
underlying the assumptions.

5. The home Member State may make the calculation of technical provisions
subject to additional and more detailed requirements, with a view to ensuring that
the interests of members and beneficiaries are adequately protected.

6. With a view to further harmonisation of the rules regarding the calculation of
technical provisions which may be justified - in particular the interest rates and
other assumptions influencing the level of technical provisions - the Commission
shall, every two years or at the request of a Member State, issue a report on the
situation concerning the development in cross-border activities.

The Commission shall propose any necessary measures to prevent possible
distortions caused by different levels of interest rates and to protect the interest of
beneficiaries and members of any scheme.

Article 16

Funding of technical provisions

[..]

2. The home Member State may allow an institution, for a limited period of time, to
have insufficient assets to cover the technical provisions. In this case the
competent authorities shall require the institution to adopt a concrete and
realisable recovery plan in order to ensure that the requirements of paragraph 1
are met again. The plan shall be subject to the following conditions:

(c) in the event of termination of a pension scheme during the period referred to
above in this paragraph, the institution shall inform the competent authorities of
the home Member State. The institution shall establish a procedure in order to
transfer the assets and the corresponding liabilities to another financial institution
or a similar body. This procedure shall be disclosed to the competent authorities of
the home Member State and a general outline of the procedure shall be made
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available to members or, where applicable, to their representatives in accordance
with the principle of confidentiality.

Article 17
Regulatory own funds

1. The home Member State shall ensure that institutions operating pension
schemes, where the institution itself, and not the sponsoring undertaking,
underwrites the liability to cover against biometric risk, or guarantees a given
investment performance or a given level of benefits, hold on a permanent basis
additional assets above the technical provisions to serve as a buffer. The amount
thereof shall reflect the type of risk and asset base in respect of the total range of
schemes operated. These assets shall be free of all foreseeable liabilities and serve
as a safety capital to absorb discrepancies between the anticipated and the actual
expenses and profits.

International standards (OECD/IOPS, etc)

9.2.7. The OECD Recommendation on the Core Principles of Occupational Pension
Regulation*” and the OECD Guidelines on Funding and Benefit Security in
Occupational Pension Plans®® contain the following guidelines on the
measurement of occupational pension plan liabilities:

1 Legal provisions should be in place requiring the determination of occupational
pension plan liabilities corresponding to the financial commitments or obligations
which arise out of the pension arrangement. The ongoing liability is normally
defined as the accrued benefit rights of pension plan members and beneficiaries
excluding future service but taking into account the projected benefits to be
received under estimated retirement, mortality, and early leaver (also known as
membership termination or job separation) patterns. The termination liability takes
into account the pension benefits accrued if the plan were to be terminated at the
time of the valuation.

2 Any definitions of ongoing and termination liability should reflect any benefit
indexation factors prescribed by law or plan terms (unconditional indexation) that
apply from membership or plan termination to the annuity starting date and, if
relevant, after the annuity starting date, provided that these factors are
predictable. These definitions should also reflect benefits that become vested upon
plan termination.

3 These legal provisions should require the use of appropriate calculation methods,
including actuarial techniques and amortisation rules that are consistent with
generally recognised actuarial standards and methods.

4 The legal provisions (referencing generally recognised actuarial standards and
methods) should require the use of prudent actuarial assumptions which are
considered appropriate for the calculation of the pension plan’s liabilities. These
assumptions would include, among others, the mortality table (representing the
assumed level of mortality of plan members and beneficiaries as at the date at

47 OECD, Private Pensions and Policy Responses to the Crisis - Recommendation on Core Principles of Occupational
Pension Regulation, June 2009.
48 OECD, OECD Guidelines on Funding and Benefit Security in Occupational Pension Plans — Recommendation of the
COuncil, May 2007
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which the plan’s liabilities are calculated), future trend in mortality (representing
permanent changes in mortality that are assumed to occur after the date at which
the liabilities are calculated) and retirement and early leaver patterns at different
ages (taking into account the actual retirement and early leaver behaviour of those
covered by the plan).

5 The legal provisions (referencing generally recognised actuarial standards and
methods) should require the use of prudent discount rates for determining
liabilities that are consistent with the methodologies used in the valuation of assets
and other economic assumptions. These legal provisions (or the actuarial
profession) should provide guidance as to the factors that may be considered in
determining the discount rate for ongoing and termination liabilities.

6 The calculation of pension liabilities should take place at least once every three
years, while a certification or report of the adjusted development of the liabilities
and changes in risks covered should be required for the intervening years. All
actuarial valuations should be carried out by an actuary, or by another equivalent
specialist, who has had appropriate training and experience in the field of
pensions.

7 As part of the process of defining its funding policy, the governing body of the
pension fund should seek the advice of the actuary or other relevant specialist
regarding the assumptions and methods to be used in calculating pension liabilities
and funding levels. This advice should be provided in a clear and timely fashion.

9.2.8. The OECD discussed the issue of the volatility that is connected to certain

valuation methods following the financial crisis.* It concludes that “disclosure
to plan stakeholders based on current market values of pension assets and
liabilities may be appropriate to increase transparency, and the use of current
market values could improve risk management. However, regulators should
operate flexibly when reviewing a scheme’s funding position or regulators
should enable pension funds and plan sponsors to dampen somewhat the
volatility of market prices when determining contributions.”

Solvency II Directive

9.2.9. Articles 75 to 86 of the Solvency II Directive set out the rules relating to the

valuation of assets and liabilities.

9.2.10. Articles 75 and 76 contains the principle that these should be valued at the

amount to which they could be exchanged or transferred between
knowledgeable willing parties (transfer value principle).

9.2.11. Article 77 then goes on to set out some more detailed rules for the calculation

of technical provisions including valuing the best estimate as the expected
present value of future cash-flows discounted at a risk-free rate. The concept
of the risk margin is also introduced which together with the best estimate
makes up the value of the technical provisions.

9.2.12. Articles 78 to 83 contain some further rules for insurance undertakings

concerning the relevant elements to be considered and the processes and
procedures to be in place.

49 OECD Working Paper, The impact of the financial crisis on defined benefit pension plans and the need for
countercyclical funding regulations, July 2010
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9.2.13. Articles 84 and 85 give the supervisory authority the power to require
undertakings to demonstrate the appropriateness of their technical provisions
and also to increase this amount if the calculations are not compliant with the
relevant Articles.

9.2.14. Article 86 required the Commission to adopt implementing measures laying
down more detailed rules regarding many of the elements in the preceding
Articles.

Recital (46)

Valuation standards for supervisory purposes should be compatible with
international accounting developments, to the extent possible, so as to limit the
administrative burden on insurance or reinsurance undertakings.

Article 75

Valuation of assets and liabilities

1. Member States shall ensure that, unless otherwise stated, insurance and
reinsurance undertakings value assets and liabilities as follows:

(a) assets shall be valued at the amount for which they could be exchanged
between knowledgeable willing parties in an arm’s length transaction;

(b) liabilities shall be valued at the amount for which they could be transferred,
or settled, between knowledgeable willing parties in an arm’s length transaction.
When valuing liabilities under point (b), no adjustment to take account of the
own credit standing of the insurance or reinsurance undertaking shall be made.
2. The Commission shall adopt implementing measures to set out the methods
and assumptions to be used in the valuation of assets and liabilities as laid down
in paragraph 1.

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure
with scrutiny referred to in Article 301(3).

Article 76

General provisions

1. Member States shall ensure that insurance and reinsurance undertakings
establish technical provisions with respect to all of their insurance and
reinsurance obligations towards policy holders and beneficiaries of insurance or
reinsurance contracts.

2. The value of technical provisions shall correspond to the current amount
insurance and reinsurance undertakings would have to pay if they were to
transfer their insurance and reinsurance obligations immediately to another
insurance or reinsurance undertaking.

3. The calculation of technical provisions shall make use of and be consistent
with information provided by the financial markets and generally available data
on underwriting risks (market consistency).

4. Technical provisions shall be calculated in a prudent, reliable and objective
manner.

5. Following the principles set out in paragraphs 2, 3 and 4 and taking into
account the principles set out in Article 75(1), the calculation of technical
provisions shall be carried out in accordance with Articles 77 to 82 and 86.

Article 77
Calculation of technical provisions
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1. The value of technical provisions shall be equal to the sum of a best estimate
and a risk margin as set out in paragraphs 2 and 3.

2. The best estimate shall correspond to the probability-weighted average of
future cash-flows, 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 calculation of the best estimate shall be based upon up-to-date and credible
information and realistic assumptions and be performed using adequate,
applicable and relevant actuarial and statistical methods.

The cash-flow projection used in the calculation of the best estimate shall take
account of all the cash in- and out-flows required to settle the insurance and
reinsurance obligations over the lifetime thereof.

The best estimate shall be calculated gross, without deduction of the amounts
recoverable from reinsurance contracts and special purpose vehicles. Those
amounts shall be calculated separately, in accordance with

Article 81.

3. The risk margin shall be such as to ensure that the value of the technical
provisions is equivalent to the amount that insurance and reinsurance
undertakings would be expected to require in order to take over and meet the
insurance and reinsurance obligations.

4. Insurance and reinsurance undertakings shall value the best estimate and the
risk margin separately.

However, where future cash flows associated with insurance or reinsurance
obligations can be replicated reliably using financial instruments for which a
reliable market value is observable, the value of technical provisions associated
with those future cash flows shall be determined on the basis of the market value
of those financial instruments. In this case, separate calculations of the best
estimate and the risk margin shall not be required.

5. Where insurance and reinsurance undertakings value the best estimate and
the risk margin separately, the risk margin shall be calculated by determining the
cost of providing an amount of eligible own funds equal to the Solvency Capital
Requirement necessary to support the insurance and reinsurance obligations
over the lifetime thereof.

The rate used in the determination of the cost of providing that amount of
eligible own funds (Cost-of-Capital rate) shall be the same for all insurance and
reinsurance undertakings and shall be reviewed periodically.

The Cost-of-Capital rate used shall be equal to the additional rate, above the
relevant risk-free interest rate, that an insurance or reinsurance undertaking
would incur holding an amount of eligible own funds, as set out in Section 3,
equal to the Solvency Capital Requirement necessary to support insurance and
reinsurance obligations over the lifetime of those obligations.

Article 78

Other elements to be taken into account in the calculation of technical provisions
In addition to Article 77, when calculating technical provisions, insurance and
reinsurance undertakings shall take account of the following:

(1) all expenses that will be incurred in servicing insurance and reinsurance
obligations;

(2) inflation, including expenses and claims inflation;

(3) all payments to policy holders and beneficiaries, including future
discretionary bonuses, which insurance and reinsurance undertakings expect to
make, whether or not those payments are contractually guaranteed, unless those
payments fall under Article 91(2).
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Article 79

Valuation of financial guarantees and contractual options included in insurance
and reinsurance contracts

When calculating technical provisions, insurance and reinsurance undertakings
shall take account of the value of financial guarantees and any contractual
options included in insurance and reinsurance policies.

Any assumptions made by insurance and reinsurance undertakings with respect
to the likelihood that policy holders will exercise contractual options, including
lapses and surrenders, shall be realistic and based on current and credible
information. The assumptions shall take account, either explicitly or implicitly, of
the impact that future changes in financial and non-financial conditions may have
on the exercise of those options.

Article 80

Segmentation

Insurance and reinsurance undertakings shall segment their insurance and
reinsurance obligations into homogeneous risk groups, and as a minimum by
lines of business, when calculating their technical provisions.

Article 81

Recoverables from reinsurance contracts and special purpose vehicles

The calculation by insurance and reinsurance undertakings of amounts
recoverable from reinsurance contracts and special purpose vehicles shall comply
with Articles 76 to 80.

When calculating amounts recoverable from reinsurance contracts and special
purpose vehicles, insurance and reinsurance undertakings shall take account of
the time difference between recoveries and direct payments.

The result from that calculation shall be adjusted to take account of expected
losses due to default of the counterparty. That adjustment shall be based on an
assessment of the probability of default of the counterparty and the average loss
resulting therefrom (loss-given-default).

Article 82

Data quality and application of approximations, including case-by-case
approaches, for technical provisions

Member States shall ensure that insurance and reinsurance undertakings have
internal processes and procedures in place to ensure the appropriateness,
completeness and accuracy of the data used in the calculation of their technical
provisions.

Where, in specific circumstances, insurance and reinsurance undertakings have
insufficient data of appropriate quality to apply a reliable actuarial method to a
set or subset of their insurance and reinsurance obligations, or amounts
recoverable from reinsurance contracts and special purpose vehicles, appropriate
approximations, including case-by-case approaches, may be used in the
calculation of the best estimate.

Article 83

Comparison against experience

Insurance and reinsurance undertakings shall have processes and procedures in
place to ensure that best estimates, and the assumptions underlying the
calculation of best estimates, are regularly compared against experience.
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Where the comparison identifies systematic deviation between experience and
the best estimate calculations of insurance or reinsurance undertakings, the
undertaking concerned shall make appropriate adjustments to the actuarial
methods being used and/or the assumptions being made.

Article 84

Appropriateness of the level of technical provisions

Upon request from the supervisory authorities, insurance and reinsurance
undertakings shall demonstrate the appropriateness of the level of their technical
provisions, as well as the applicability and relevance of the methods applied, and
the adequacy of the underlying statistical data used.

Article 85

Increase of technical provisions

To the extent that the calculation of technical provisions of insurance and
reinsurance undertakings does not comply with Articles 76 to 83, the supervisory
authorities may require insurance and reinsurance undertakings to increase the
amount of technical provisions so that they correspond to the level determined
pursuant to those Articles.

Article 86

Implementing measures

The Commission shall adopt implementing measures laying down the following:
(a) actuarial and statistical methodologies to calculate the best estimate referred
to in Article 77(2);

(b) the relevant risk-free interest rate term structure to be used to calculate the
best estimate referred to in Article 77(2);

(c) the circumstances in which technical provisions shall be calculated as a
whole, or as a sum of a best estimate and a risk margin, and the methods to be
used in the case where technical provisions are calculated as a whole;

(d) the methods and assumptions to be used in the calculation of the risk margin
including the determination of the amount of eligible own funds necessary to
support the insurance and reinsurance obligations and the calibration of the
Cost-of-Capital rate;

(e) the lines of business on the basis of which insurance and reinsurance
obligations are to be segmented in order to calculate technical provisions;

(f) the standards to be met with respect to ensuring the appropriateness,
completeness and accuracy of the data used in the calculation of technical
provisions, and the specific circumstances in which it would be appropriate to use
approximations, including case-by-case approaches, to calculate the best
estimate;

(g) the methodologies to be used when calculating the counterparty default
adjustment referred to in Article 81 designed to capture expected losses due to
default of the counterparty;

(h) where necessary, simplified methods and techniques to calculate technical
provisions, in order to ensure the actuarial and statistical methods referred to in
points (a) and (d) are proportionate to the nature, scale and complexity of the
risks supported by insurance and reinsurance undertakings including captive
insurance and reinsurance undertakings.

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure
with scrutiny referred to in Article 301(3).
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OPC reports

9.2.15.

9.2.16.

9.2.17.

9.2.18.

9.2.19.

9.2.20.

In the CEIOPS SSC Survey on fully funded, technical provisions and security
mechanisms®® Member States identified four common overarching principles
that should underpin a pension supervisory framework. As part of those,
Member States underscore the principle of market-consistency in the valuation
of an IORP’s assets and liabilities for supervisory purposes. This means that
market prices are used where available (mark-to-market); otherwise values
may be determined by using relevant market data and a modelling approach
(mark-to-model). The latter may apply to pensions and insurance liabilities
since there are no (deep liquid, secondary) markets available. Supervision
based on market-consistent valuation emphasises the actual financial position
and allows for realistic solvency monitoring. A system based on sound market
oriented valuation principles will reveal the true financial position of the IORP
including a full understanding of all security mechanisms.

Transparency has been established as another important principle by the
Member States. This implies that an IORP is open on how its financial position is
determined and that reserves (or shortages), as well as prudence embedded in
technical provisions or in any other instruments, are made explicit to the
supervisor.

While the EIOPA report shows that Member States have adopted the principles
set out in the IORP Directive, it also underlines that there are stark differences
in the method to calculate technical provisions. Some Member States provide
for the use of a market-consistent risk free discount rate and biometric tables
without additional prudence (e.g. for longevity risk). In these cases risk
margins are not calculated explicitly, while in other cases there are explicit risk
margins in calculation bases required.

It notes that from a market oriented perspective, the applied discount rate
should correspond to the security promised to the beneficiary. The reason for
this is that the mark-to-market value of a pension liability equals the market
price of the investment portfolio that generates congruent cash flows.
Therefore, guaranteed pension liabilities should be discounted at a risk-free rate
although for pension liabilities with a less than full guarantee, for example
where the sponsor provides separate further security, a higher rate could be
appropriate.

The survey reports that in many Member States calculations of technical
provisions make allowance for some element of future expenses of the IORP
(e.g. costs related to the administration, asset management and disbursement
of pension rights). In other countries no allowances are made in technical
provisions as these expenses are deducted from the expected returns on
assets. This should have some effect on the determination of the discount rate.

The survey also contains an elaborate description of current practices regarding
types of benefits and their inclusion in technical provisions. Countries have
adopted different approaches to inflation protection for the preretirement and
the post-retirement period. In a number of countries an allowance for inflation
or salary increases must be made in the reserving method. This increases the

50 CEIOPS, Survey on fully funded, technical provisions and security mechanisms in the European occupational pension
sector (CEIOPS-OPSSC-01/08 final), OPC Solvency Subcommittee, 31 March 2008.
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technical provisions but does not affect the level of benefits that will be
payable. Some countries provide for inflation protection or salary indexation in
the technical provisions if such indexation is part of the pension promise, thus
depending on the plan rules. In other countries, in general no allowance is
made in the technical provisions for inflation or salary increases. Where inflation
protection is part of the pension promise, in all countries this must be
accounted for by reserving in the technical provisions.
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9.3.

Explanatory text

Specific Call for Advice

The material elements of Article 75 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the valuation
of assets and liabilities;

EIOPA view on issues in the CfA

9.3.1.

Article 75 puts forward the main principle that assets and liabilities should be
valued at the amount for which they could be transferred. This implies that
assets and liabilities should be valued on a market consistent basis.

Valuation of assets

9.3.2.

9.3.3.

9.3.4.

EIOPA agrees with the requirement in Solvency II that assets should be valued
on a market consistent basis. This means that market prices are used where
available (mark-to-market). Where market prices are not available values may
be determined by a modelling approach.>! This may be the case for categories
of illiquid assets, but also for the value of sponsor support and pension
protection arrangements - if included in the holistic balance sheet.

The advantage of a market consistent valuation of assets - over other
concepts like book value - is that it provides insight in the financial position of
the IORP in an objective and transparent manner. It also enhances risk
management from an ALM perspective when liabilities are valued on a market-
consistent basis as well. In addition, it provides for consistency with valuation
principle in Solvency II.

Some criticize market consistent valuation on the ground that asset prices do
not always reflect their “true” value. In other words, financial markets are not
necessarily efficient at all times. Moreover, volatility of capital markets may
result in considerable short-term fluctuations, which may possibly result in
pro-cyclical policy responses. EIOPA considers that such behaviour may be
diminished by IORPs matching assets and liabilities. Supervisory authorities
may take into account potential pro-cyclical effect in times of exceptional
market movements by extending recovery periods, as provided for in Solvency
IT (see CfA 8).

Valuation of liabilities / transfer value

9.3.5.

This part of the CfA will address the applicability of the concept of transfer
value as introduced in Article 75(1)(b) of Solvency II for the valuation of
liabilities. This will not be repeated in the discussion of the applicability of
Article 76, which refers to the principle of transfer value as well. The related
issues of the risk margin and the discount rate will be discussed in paragraphs
9.3.45-92.

51 CEIOPS, Survey on fully funded, technical provisions and security mechanisms in the European occupational pension
sector (CEIOPS-OPSSC-01/08 final), OPC Solvency Subcommittee, 31 March 2008.
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9.3.6. There are arguments for and against the applicability of the transfer value
concept for valuing IORPs’ liabilities.

9.3.7. Arguments in favour of the concept of transfer value being applicable to the
valuation of technical provisions for IORPs include:

a.

The idea that technical provisions should be sufficient to face all
obligations in a situation that all employees or plan members would cease
their participation, because of a default of the employer or for any other
reason, seems to be reasonable.

Liabilities should be calculated on similar assumptions as for insurance
companies, so to make a (theoretical) transfer work. The directive must
in principle anticipate future possibilities to transfer pension rights
between IORPs as well as transfers to (and between) insurance
companies. The existence of a (deep and liquid) market is not a
necessary condition for the application of the concept of transfer value.
The absence of such a market does not invalidate the application of the
principle.

Some IORPs providing defined benefit schemes operate in the same
market as many life insurance companies. Applying the same principles
would contribute to a level playing field. There are positive experiences in
some Member States of imposing the same regulations for establishing
technical provisions to IORPs as life insurers. In that respect, the
application of the principle of transfer value could therefore be a start
background in developing harmonized solvency regulations.

9.3.8. Arguments against the concept of transfer value being applicable for IORPs
include:

a.

IORPs do not necessarily have sufficient financial assets at all times to
transfer liabilities. Technical provisions may be covered on the asset-side
by future contributions or liabilities may be lowered by reducing benefits.

According to the characteristics of IORPs in some Member States there
are liabilities that are not transferable, so the concept of transfer value
would be inappropriate. Where IORPs in some Member States are not
allowed to transfer liabilities to another entity, insurers are sometimes
forced to do so.

An approach of solvency based on pure liquidation logic is too simplistic.
It would be a radical evolution and not necessarily desirable in regard to
the concepts of Article 15 of the existing directive.

If the aim is to ensure that the measurement of the liabilities is designed
in such a way as to reflect IORPs legal nature and financing needs, then a
principle based on transfer values makes little conceptual sense.

The meaning of transfer value in relation to IORPs where the sponsor
bears the risk is not always clear. In some circumstances the risks will
still be covered by the sponsoring undertaking and not by a third party.
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9.3.9.

9.3.10.

9.3.11.

9.3.12.

f. Where the sponsor provides (part of) the guarantee there is doubt that a
principle based on transfer value has conceptual meaning given that this
has little relevance to the objective of adequately pre-funding the liability
from the sponsor’s perspective. However, if a transfer of the full liability
was to take place, a market consistent valuation would be the likely basis
for measuring the cost.

g. It is also unclear to whom liabilities are to be transferred if a similar
principle was taken forward for IORPs. It would need clarification whether
transfers are to be between IORPs or between an IORP and an insurer.

h. In some Member States the basis used for calculating a transfer value
from an IORP may be reflected in Social and Labour Law. In others there
are prudential rules for its calculation, which may differ from those
required to assess the funding position of the scheme. In essence, the
notion of a transfer value for IORPs has differing meaning across Member
States and different interactions with Social and Labour Law meaning the
use of such a principle for valuing the liabilities would add significant
complexity.

Regarding the concept of transfer value for insurers it was however also noted
that it functions as an intellectual concept. In practice, there is no deep and
liquid transfer market for insurance liabilities. Yet the concept can still be
applied (transfer to an “empty shell”).

Not applying the concept of transfer value does not preclude an approach that
leads to a market consistent valuation of assets and liabilities. If the purpose
of the principle for calculating liabilities is to achieve a market-consistent
valuation method, then this could be achieved in a simpler way by using
market-consistency as the starting principle. EIOPA is therefore of the view
that this would be a better starting principle if the aim is to achieve a market-
consistent valuation of technical provisions, without necessarily referring to
the transfer value concept.

Valuing the liability using an investment portfolio with similar cash flows yields
similar outcomes, but with a differing starting principle. The best estimate
component could be calculated according to sound economic principles, with
the liabilities cash flows being replicated in a risk-free way as far as possible
using deep and liquidly traded financial instruments. For the part of the cash-
flows that cannot be reliably replicated, a risk margin could be added to cover
the cost-of-capital of holding those liabilities. The principle put forward by the
SSC report could be used which states that from a market oriented
perspective, the liability should represent the security promised to the
beneficiary, i.e. that the mark-to-market value of a pension liability equals the
market price of the investment portfolio that generates congruent cash flows.

It is also an option not to amend the IORP Directive as far as the calculation of
technical provisions is concerned. The current IORP Directive has a differing
starting principle for the calculation of technical provisions stating that the
liabilities established should be adequate to cover the commitments of existing
pension contracts, i.e. that a scheme's "technical provisions" means the
amount required, on a prudent actuarial calculation, to make provision for the
scheme's liabilities.
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9.3.13. This principle is not as specific as that of Solvency II or one in which market
consistency is directly stated as the objective. However, it does not preclude
market consistency or other principles being read through into other articles
which look at the calculation of technical provisions in more detail. Without
further clarification and detail in other articles, it does though allow for
different approaches to be adopted but with the overarching objective that
technical provisions are sufficient.

Own credit standing

9.3.14. Article 75(1)(b) requires that no adjustment to take account of the own credit
standing of the insurance or reinsurance undertaking shall be made when
valuing liabilities.

9.3.15. EIOPA agrees that this principle applies equally to IORPs on the basis that it is
the nature of the promise made to the plan member that it is relevant when
valuing liabilities Taking into account the financial strength of the IORP would
mean that a lower credit standing would result in a lower level of liabilities.

Policy options

Valuation of assets

Option 1: Application of article 75.1a to IORPs

Valuation of liabilities - transfer value

Option 1: Leave the IORP unchanged with regards to the transfer principle for
technical provisions.

Option 2: Amend the current IORP Directive to state that the valuation of technical
provisions should be done on a market consistent basis.

9.3.16. Market consistent basis should be read as explained in paragraph 9.3.10.

Comparison of policy options

9.3.17. Option 1 is not compatible with the Commission’s CfA and is therefore not
included in EIOPA advice.

Own credit standing

Option 1: Application of article 75 regarding not taking into account the own credit
standing of IORPs when valuing liabilities.

Specific Call for Advice

The consistency between the rules to establish prudential balance sheets of IORPs and
the rules for general accounting purposes, taking into account where necessary the
financial reporting rules (national or international) applicable to the sponsoring
undertaking

EIOPA view on issues in the CfA
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9.3.18

9.3.19.

9.3.20.

9.3.21.

9.3.22.

9.3.23.

9.3.24.

9.3.25.

9.3.26.

9.3.27.

. The IORP Directive currently requires IORPs to prepare annual accounts giving

a true and fair view of the IORPs assets and liabilities.

IAS26 sets out the international standard for how IORPs are expected to
implement these requirements in IORP accounts. The international financial
reporting standards are only mandatory for companies publicly listed in the
EU. Member States may require or permit IORPs to apply IAS26 on a
voluntary basis.

However, most IORPs are subject to national accounting standards. National
GAAP tends to provide more detail than IAS26 and may be consistent with
supervisory reporting rules in Member States.

For accounting purposes, sponsoring undertakings are required under EU law
to prepare valuations of the assets and liabilities of DB promises made to its
employees. For listed companies, IFRS applies and the relevant standard is
IAS19 for employee benefits.

The aim of the IAS19 accounting standards and the current objective of the
IORP Directive with regards to the valuation of the liabilities serve two
differing purposes.

Under IAS19, the objective is for an employer to recognize a liability where an
employee has exchanged services for a benefit to be paid in the future
(including pension benefits) and to recognize an expense where the employer
retains an economic benefit from this service.

Under IAS19, the discount rate used to value the liabilities is prescribed - an
AA corporate bond vyield structure. This aims to produce a consistent and
comparable approach across all companies internationally to measuring the
cost to the employer of services provided by employees. This is a very
different purpose to that of the funding requirements for IORPs themselves.

IORPs are currently required to calculate a prudent assessment of their
liabilities. This allows for the specific circumstances of the IORP to be taken
into account including the underlying investment strategy and financial
position of the sponsor. If in future IORPs were required to calculate accounts
using a Solvency II framework, this would also be different from the IAS19
requirements.

In spite of these fundamental differences, where it is appropriate it would be
beneficial if all assessments of the financial position of an IORP maximized the
extent to which they use similar data, methods and technical analysis, as this
could represent a cost saving for the IORP. However, given that the objectives
of the approaches are different, it is EIOPA’s view that there should not be a
requirement for there to be consistency in the valuation rules.

However, EIOPA recognizes that there could be benefit in making use of the
figures and commentary produced for other purposes, such as company
accounting, when looking at the IORP from a supervisory perspective. For
example, while the nature of the valuation for the liabilities may differ, if a
market consistent view of the assets is required then those prepared for
accounting could be made use of for supervisory purposes.
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9.3.28. Although it seems unnecessary to include a preamble in a revised IORP
Directive, text could be inserted that allowed for consistency “to the extent
possible” or “to the extent appropriate” to include enough flexibility that the
details could differ.

9.3.29. However, it is unlikely that to introduce such a requirement in a revised IORP
Directive would add any value as regulators are already aware of the
advantages of valuation standards being compatible with accounting
standards, where appropriate. It may even raise confusion as to how this
should be taken forward, if at all.

9.3.30. In particular, it would be imprudent for the rules governing funding valuation
requirements for IORPs to follow the rules for general accounting purposes
where the objectives are so different. Therefore, from a supervisory
perspective this would add little value and could lead to the development of
inappropriate standards.

Policy options
Option 1: No change to the current IORP Directive.

Option 2: Insert text similar to that of recital 46 of Solvency II (with appropriate
amendments) into a revised IORP Directive

9.3.31. Insert into the recitals of a revised IORP Directive text consistent in nature
with recital 46 of Solvency II but replacing “to the extent possible” with “to
extent appropriate” to ensure that rules relating to accounting standards do no
inappropriately impact on solvency rules, but allow for IORPs to make use of
figures and commentary provided for other purposes where it is appropriate.

Comparison of policy options

9.3.32. EIOPA considers that regulators and supervisors are already advancing
convergence of prudential and accounting standards, where appropriate given
the different objectives. Therefore, option 1 of not changing the IORP Directive
in this respect is included in the advice.

Specific Call for Advice

The material elements of Article 76 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.33. Article 76 provides further detail on the methodology for calculating technical
provisions. The issue of transfer value, as prescribed by Article 76(2), is
already discussed in paragraphs 9.3.5-13 and therefore this part of the CfA
response deals only with paragraphs 1, 3, 4 and 5 of Article 76.

9.3.34. The meaning of Article 76.1 that technical provisions shall be established with
regard to all obligations is already included in the IORP Directive within Article
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15(1). Therefore only a change in wording is needed to make it consistent with
Solvency II.

9.3.35. Applying Article 76(3) of Solvency II to IORPs introduces a new concept that
the calculation of technical provisions should make use of and be consistent
with the information provided by financial markets, i.e. be “market
consistent”.

9.3.36. It is important for IORPs to take into account information provided by the
financial markets when making economic and actuarial assumptions for the
valuation of liabilities. Therefore it would be appropriate to include a provision
for IORPs that requires them to make use of the information provided by the
financial markets.

9.3.37. Valuing the liabilities on a market consistent basis goes a step further than
this and introduces the concept of replicating the cash flows using comparable
traded assets. This concept is consistent with Option 2 regarding Article 75 on
the main principle for the valuation of liabilities as discussed above. Therefore,
this text is appropriate if Option 2 is seen as the preferred option and there
would be no need for specific amendments, except for the replacement of
"insurance and reinsurance undertakings" by "IORPs" and "policy holders" by
"members and beneficiaries".

9.3.38. Article 76(4) requires technical provisions to be calculated in a “prudent,
reliable and objective manner”. The concepts of reliability and objectivity are
clear, but the concept of being prudent raises issues of interpretation. The
current IORP Directive requires that the economic and actuarial assumptions
must be chosen prudently. As can be seen by the previous work of CEIOPS,
this has been interpreted in differing ways across Member States. Some
Member States have interpreted this concept as allowing for a deviation from
the best estimate, for example in judging expected investment returns or
mortality assumptions. This interpretation would not fit with the later articles
of Solvency II specifically 77(1) where technical provisions are required to be
based on the best estimate.

9.3.39. Therefore, it would seem that there are different interpretations and meanings
for the term prudent between the IORP Directive and Solvency II and clarity
over what is meant by this term would be needed if it was considered for a
revised IORP Directive.

9.3.40. However, since the first component of calculating technical provisions is the
best estimate irrespective of which principles are adopted elsewhere, EIOPA is
of the view that the term prudent is not appropriate in this context. Further
discussion of the risk margin as appropriate for IORPs is included in
paragraphs 9.3.48-58.

9.3.41. Amendments to 76.5 of Solvency II should be made in accordance with the
advice on articles 77 to 82 and 86.

Policy options

Article 76(1)

Option 1: Amend Article 76(1) replacing insurance and reinsurance undertakings with
IORPs and replacing policy holders with members.
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Article 76(3)

Option 1: Include Article 76(3) in a revised IORP Directive but removing “be
consistent with” and “(market consistency)”.

Option 2: Include Article 76(3) in a revised IORP Directive with a minor adjustment to
address the specificity of IORPs.

Comparison of policy options

9.3.42. Option 2 is included in the advice because it is in line with preferred option 2
under the CfA discussion of Article 75 regarding the valuation of liabilities.

Article 76(4)

Option 1: Include Article 76(4) in a revised IORP Directive but removing the reference
to being “prudent”.

9.3.43. The concept of a risk margin is discussed under Article 76.

Article 76(5)

Option 1: Include Article 76(5) in a revised IORP Directive with amendments focussed
only on ensuring the correct references to the relevant articles are made.

9.3.44. Assuming Articles 77 to 82 are applicable with any appropriate amendments,
this paragraph is applicable.

Specific Call for Advice

The material elements of Article 77 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.45. Article 77 of Solvency II covers several issues of particular relevance when
considering a risk-based supervisory regime for IORPs. These are in particular:

a. The existence and method of calculation of a risk margin within technical
provisions, in particular the calculation based on a cost-of-capital
approach (Article 77 (3) and (5));

b. The separate valuation of the best estimate and the risk margin if cash
flows can’t be replicated reliably (Article 77 (4) and (in a sense) Article
77 (1));

c. The methods of calculation of a best estimate as part of technical
provisions including the use of a (risk-free) interest rate, the definition of
the relevant cash-flows and the requirement to calculate the best
estimate gross, without deduction of the amounts recoverable from
reinsurance contracts and special purpose vehicles (Article 77 (2)).

9.3.46. There are interconnections between Article 77 and other issues, in particular
parts of Articles 75-86. The concept of transfer value and the question
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9.3.47.

whether and, if so, how it can or should be used when calculating technical
provisions for IORPs is of essential importance, since the effects of the
approach adopted have consequences for the applicability of the concepts
discussed in Article 77 also. Nevertheless, Article 77 and the issues mentioned
above can be discussed here separately.

In the following there will be further analysis of the issues mentioned above.
The policy options presented cover these issues separately. Depending on the
possible decisions on how to design a future risk-based supervisory regime
there might be the need to combine several of these options.

Existence and method of calculation of a risk margin

9.3.48.

9.3.49.

9.3.50.

9.3.51.

9.3.52.

9.3.53.

The risk margin issue cannot be tackled independently of the more general
issue of the calculation of the technical provisions, of which the risk margin is
an integral part, as well as the determination of the SCR.

The concept of risk margin can be considered from two different angles: from
the point of view of the current IORP Directive or from the point of view of
Solvency II.

According to the IORP Directive, the technical provisions shall be calculated by
a sufficiently prudent actuarial valuation. The economic and actuarial
assumptions chosen for the valuation of the liabilities shall be chosen
prudently taking account, if applicable, of an appropriate margin for adverse
deviation.

According to the IORP Directive, the maximum actuarial rates of interest shall
be chosen prudently by taking into account:

a. "the yield on the corresponding assets held by the institution and the
future investment returns" which can, from a management point of view,
be seen as an ALM framework, namely because of the consistency
between the requirements concerning the technical provisions and the
expected yield of the covering assets;

and/or

b. "the market yields of high-quality or government bonds" which already
approaches the Solvency II philosophy in article 77 (2) of an actuarial
rate which is "independent" of the expected yield of the covering assets.

According to the IORP Directive, the biometric tables used for the calculation
of technical provisions shall be based on prudent principles, having regard to,
in particular, the expected changes in the relevant risks.

If the approach of the IORP Directive (Article 15 (4) (a)) is applied, the
technical provisions could be regarded as consisting of the two components
below. It is important to note that under the current IORP Directive it may not
be possible to explicitly identify to which amount these two components
contribute to the overall technical provisions due to the fact that, unlike in
Solvency II, a separate valuation of these two components is not explicitly
required under the IORP Directive.
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9.3.54.

9.3.55.

9.3.56.

9.3.57.

9.3.58.

a. The first component calculated as the "basic" amount of technical
provisions according to a "best estimate” approach. This would be
calculated using realistic actuarial assumptions.

b. The second component a "risk margin” which takes into account
unfavourable expected fluctuations with regard to the actuarial
assumptions used in the calculation of the best estimate. This "risk
margin" aims to account for potential adverse development relative to
the assumptions used.

The approach of Article 77 of Solvency II differs from this interpretation since
the value of the technical provisions would be equal to the transfer value,
defined as the sum of a best estimate and a risk margin:

a. The best estimate corresponds to the present value of the probability-
weighted average of future cash flows, using the risk-free interest rate
curve.

b. The risk margin does not itself cover against risk, but it ensures that the
capital needed to cover against risk (deviation from the best estimate)
can be obtained by the insurance undertaking. In this way, the value of
technical provisions is sufficient to transfer obligations to another insurer.
The risk margin is calculated using the cost-of-capital for holding own
funds, and therefore linked to the calculation of the SCR (Article 77 (5) of
Solvency II). The risk margin only applies to risks that cannot be hedged.
Insurers do not have to hold capital for liability risks that are fully
matched on the asset-side.

If the decision was taken to not apply a Solvency II-type transfer value
approach, but to have a risk margin in the technical provisions of IORPs
covering against adverse deviation, then the risk margin itself would cover
against some risks. This would mean that in this case part of the risk would be
taken into account in technical provisions while another part would be taken
into account in calculating capital requirements.

A reason to do this might be that some of the risk, for example the probability
of deviation from the best estimate, would be covered by technical provisions
while the “unexpected” risk should be covered by capital requirements.

At the same time, one could argue though that there is no need to have two
different mechanisms to cover against risk. In this view the “total risk” should
be taken into account when calculating capital requirements. A risk margin as
part of technical provisions would then not be required.

Note that the level of security would be the same, irrespective of having a risk
margin as part of technical provisions or not, if the level of security was still
determined by measuring the overall levels of risk.

Separate valuation of the best estimate and the risk margin if cash flows cannot be

replicated reliably (making the risk margin explicit)

9.3.59.

According to the current IORP Directive the assumptions used when
calculating technical provisions have to be chosen taking into account an
appropriate margin for adverse deviation. There is no explicit requirement of a
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9.3.60.

9.3.61.

9.3.62.

9.3.63.

9.3.64.

separate calculation of a best estimate and a risk margin within the technical
provisions. This means that there could be an explicit or an implicit risk
margin.

In Solvency II the separate calculation of best estimate and risk margin comes
naturally because these two components of technical provisions have no direct
interconnection. If there is a reliable market value observable for financial
instruments that can be used to replicate technical provisions or the
underlying cash-flows respectively a separate valuation is not necessary. In all
other cases Solvency II requires an explicit risk margin.

If the decision was made to have a risk margin as part of technical provisions
then there should be a separate valuation of best estimate and risk margin,
irrespective of the method of calculation of the risk margin. This would mean
that the risk margin would in all cases be explicit which would lead to more
transparency and comparability.

If the decision was made to have no risk margin as part of technical provisions
then the issue of separate valuation doesn’t arise. In this case Article 77 (4)
subparagraph 1 would have to be deleted.

Therefore the necessary amendments to the Solvency II-Directive as regards
this issue can be derived immediately from the choice of the option regarding
the existence and method of calculation of the risk margin.

Article 77 (4) subparagraph 2 of Solvency II can be adopted without
amendment, again subject to the decisions taken regarding the starting
principles for valuing technical provisions.

Definition of relevant cash-flows when calculating technical provisions

9.3.65.

9.3.66.

9.3.67.

9.3.68.

According to Article 77 (2) of Solvency II the best estimate shall correspond to
the probability-weighted average of future cash-flows. The cash-flow
projection used in the calculation of the best estimate shall take account of all
cash in- and out-flows required to settle the obligations. Which cash-flows
have to be considered is described in more detail in Article 78 of the Solvency
II-Directive.

In Level 2-Measures of Solvency II contract boundaries are defined to clarify
even further which cash-flows exactly have to be taken into account. The basic
idea is that whenever risks can arise from future cash-flows and the
undertaking has no unilateral right to reject the cash-flows and with it the
corresponding risks then these cash-flows have to be taken into account.

This basic idea is also appropriate for IORPs. In practice, though, there may be
a greater variety of factors influencing contract boundaries in the field of
IORPs than in the field of (life) insurance, depending on the type of obligations
of the pension plan and social and labour law.

There are IORPs whose payments of benefits are based on contracts or
pension promises which are quite similar to a typical life insurance contract, in
which the contractual commitments are based on the assumption that all
future premiums are pre-defined and contractual, with no possibility of their
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9.3.69.

9.3.70.

9.3.71.

9.3.72.

9.3.73.

cessation. For these IORPs, as a general rule, all future cash in- and out-flows
need to be taken into account.

There are also IORPs in which benefits are only accrued if and when
contributions are paid and where future contributions are voluntary or subject
to cessation. In this case, as a general rule, only the cash in- and out-flows
that are related to the accrued benefits need to be taken into account. There
may be exemptions to these general rules, depending on whether risks can
arise to the IORP from future cash-flows.

Another issue which has to be considered is the treatment of future salary
increases and/or inflation.

If the amount of the accrued pension right is not nominal, but linked to some
feature which might change in the future (like the average income in the last x
years before retirement) or is subject to indexation (with the exception of
discretionary indexation) or inflation adjustment and there is no possibility of
cessation then this should be reflected by considering accordingly adjusted
future cash-flows when calculating technical provisions.

If an IORP is only obliged to pay nominal benefits then an adjustment of
future expected cash-flows is not necessary or even appropriate.

If all the factors mentioned above are taken into account properly, in
particular when setting the rules for the determination of contract boundaries,
then the existing principle of determining the relevant cash-flows of Article 77
can also be applied to the calculation of technical provisions of IORPs.

Gross calculation of best estimate

9.3.74.

9.3.75.

9.3.76.

According to Article 77 (2) subparagraph 4 of Solvency II the best estimate
shall be calculated gross, without deduction of the amounts recoverable from
reinsurance contracts and special purpose vehicles.

The principle seems to be fully acceptable for IORPs. Depending on the choices
made regarding the inclusion of a risk margin the expression “best estimate”
may have to be replaced by “technical provisions”.

This approach is also compatible with the representation in the IORP’s balance
sheet of the amounts of recoverables from (re)insurance contracts as financial
assets (see the introductory chapter to CfA 5 and 6).

Use of a risk free interest rate when calculating the best estimate

9.3.77.

There are broadly two distinct approaches under the current IORP Directive for
choosing the maximum interest rate used when valuing the liabilities of IORPs,
both of which have some technical and policy reasoning behind them. These
are:

a. To use an approach that matches the estimated asset returns against the
expected cash flows of the IORP (which includes in particular the
possibility of maintaining Article 15(4) of the IORP Directive);
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b. To use a market-consistent approach where liabilities are measured
objectively using “risk-free” interest rates consistent with information
provided by financial markets, which is consistent with the current IORP
Directive and with the Solvency II principles.

9.3.78. Some find that, where IORPs provide the guarantee (as opposed to the
sponsors), a market consistent approach to valuing liabilities is appropriate
and allows for transparency and transferability across IORPs and also between
IORPs and insurance undertakings.

9.3.79. However, there are also views that, where sponsors bear the risks, the focus
should be more on the financing of the liability and discounting using a
prudent assessment of the expected investment returns on an IORP specific
basis, i.e. an element of risk can be introduced to the technical provisions,
taking a prudent view of the security offered outside of the IORP.

9.3.80. Others feel that the use of a market consistent approach for the valuation of
liabilities should not related to the question whether or not the IORP or
sponsor bears the risks. Instead, it is the nature of the liability (security level)
that should be reflected in the valuation. Pension schemes offering similar
levels of security are to be valued consistently, e.g. through the application of
a similar discount rate. The application of a risk free term structure of interest
rates for discounting is consistent with the unconditional character of future
pension payments.

9.3.81. The main arguments supporting the approach of calculating the best estimate
with a market consistent risk-free interest rate are:

a. The valuation of liabilities reflects the character of the pension scheme
(the level of security that is provided by the contract). In this respect, it
should be noted that for a DC scheme a stochastic, risk-neutral valuation
- i.e. the probability weighted average of future cash flows - using the
risk-free interest rate is equivalent to a deterministic valuation using the
expected return on assets reflecting that future pay-outs are subject to
uncertainty.

b. IORPs providing defined benefit schemes operate in the same market as
many life insurance undertakings. There are positive experiences in some
countries with having regulations that require IORPs to calculate
technical provisions in the same way as life insurers.

c. Market consistent valuation of both assets and liabilities allows for
transparency regarding the financial position of IORPs and enhances risk
management from an ALM perspective.

9.3.82. The main reasons arguing against the approach of calculating technical
provisions with a market consistent risk-free interest rate are:

a. The suggested approach does not allow consideration to be taken of the
investment policy specific to the IORP, which is permitted in the existing
Directive.

b. A market-consistent valuation generally leads to a high volatility of
results. This would be the case especially for IORPs with their very long-
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9.3.83.

9.3.84.

9.3.85.

9.3.86.

term nature which often leads to a large mismatch between assets and
liabilities. Such volatility could be addressed by appropriate risk
management (e.g. hedging) or by absorbing volatility by using lengthy
recovery periods or in policy responses (see e.g. the OECD paper on
counter-cyclical funding rules). It has to be noted though that hedging is
not always possible for very long guarantees as is the case for IORPs.

c. There is the risk of all IORPs reacting to changes in the risk-free interest
rate at the same time and in the same way in adverse situations. This
would increase the risk of pro-cyclical effects. IORPs can serve as a
stabilizer for markets if they are not regulated in a way that causes pro-
cyclical effects. This issue is partly dealt with in Solvency II by applying a
counter-cyclical premium and through policy responses.

d. The introduction of a risk-free interest rate may result in higher
allocations to risk-free bonds. This would lower expected returns and
decrease expected benefits or increase contribution rates. Of course, at
the same time, as there is a risk-return trade-off, it would also reduce
uncertainty for sponsors and plan members. The shift away from assets
such as listed equities, private equity, real estate and infrastructure could
also have wider economic consequences by raising capital costs and
reducing investments.

IORPs usually provide long-term guarantees. Therefore, if the approach of
using a risk-free interest rate was followed, the same issues would have to be
considered when determining the risk-free interest rate for life insurance
undertakings providing long-term guarantees. Since long-term guarantees are
much more common for IORPs, this specificity should be taken into account in
an amended IORP Directive if the risk-free interest rate approach was taken.

The CEIOPS SSC Survey on fully funded, technical provisions and security
mechanisms in the European occupational pension sector finds that the
security provided to beneficiaries is lower when schemes make a prudent
allowance for the expected returns on assets held by the IORP when setting
the discount rate, unless greater emphasis is then placed on other security
mechanisms. The discount rate that is applied should be consistent with the
inclusion of security mechanisms in the holistic balance sheet framework.

Taking a holistic view of the balance sheet there may be mileage in
investigating options where potential checks and balances could be found in
other areas to provide an overall picture whereby all IORPs could find an
appropriate solution based on the principles and presentation of the balance
sheet from Solvency II and also the principles and practice from the IORP
Directive.

The following approach tries to reconcile the two approaches described above
by introducing two different levels of technical provisions within the best
estimate of technical provisions:

a. Level A technical provisions would be fully harmonized and calculated
using a risk-free interest rate. This level of best estimate of technical
provisions would also be the basis for the calculation of risk margin and
capital requirements.
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9.3.87.

9.3.88.

9.3.89.

9.3.90.

9.3.91.

9.3.92.

b. Level B technical provisions could be calculated in different ways to be
defined in detail on Level 2. One possibility would be to use an interest
rate based on the expected return on assets.

The main reasoning for introducing two different levels of technical provisions
would be to connect with these different levels different funding rules and
different supervisory responses to deal with possible underfunding related to
the respective levels of technical provisions.

Level A technical provisions would have to be calculated by all IORPs in all
Member States in the same way. This would lead to transparency and
comparability between Member States as well as different types of IORPs.
Capital requirements would also have to be calculated by all IORPs in all
Member States based on Level A technical provisions. This would see to a
harmonized level of security across Member States and types of IORPs.

Different approaches are conceivable as regards Level B technical provisions:

a. Level B technical provisions could be calculated based on the expected
return on assets. Assuming that the expected return on actual assets is
not risk free, the interest rate used in this case would be higher than the
risk free rate and Level B technical provisions would therefore be lower
than Level A technical provisions. The difference between the two levels
would correspond to the risk which would have to be covered for example
by sponsor support.

b. Other possibilities are to have a fixed, but not risk-free, interest rate
curve, to have more or less detailed rules how to derive an interest rate
based on the financial assets of the IORP or other assets, e. g. high
quality bonds, or to have an interval in which Member States could set
Level B interest rates.

There could be different funding rules connected with the two levels of
technical provisions. For example it could be stipulated that only Level B
technical provisions would have to be covered with financial assets while the
remaining part of technical provisions and capital requirements could in
principle be covered with other assets, like sponsor support. Length and other
modalities of recovery plans could also be different depending on whether
there is an underfunding of the respective levels of technical provisions.

This approach has various advantages in terms of flexibility. Level 2 measures
could allow for different methods of calculating the interest rate for Level B
technical provisions which could to different degrees be Member State-specific.

There is also the possibility to start with Level B technical provisions which are
harmonized only to a small extent, allowing to take into account the
specificities of IORPs in different Member States, and then, gradually over
time, converge to a higher level of harmonization.

Policy options
Existence and method of calculation of a risk margin

110/515
© EIOPA 2012



9.3.93. The following policy options can be identified for the calculation of the risk
margin in the valuation of the technical provisions:

Option 1:

Explicit risk margin in technical provisions calculated according to the IORP

Directive

9.3.94.

9.3.95.

9.3.96.

9.3.97.

9.3.98.

9.3.99.

Option 2:

According to this option the risk margin is not related to the concept of
transfer value/cost of capital, but to the risk of adverse deviations from
assumptions. This option assumes that the best estimate part of technical
provisions forms the basis for the calculation of the risk margin.

While according to the current IORP Directive the risk margin could be
implicitly part of technical provisions, this option would require an explicit
calculation of a risk margin for adverse deviation.

Assuming that there would also be capital requirements on top of the
technical provisions, the role of the risk margin on the one hand and the
role of the capital requirements on the other hand need to be clarified in
order to avoid ambiguity.

The degree of security in the sense of providing a margin for adverse
deviation within technical provisions relative to a realistic best estimate
needs to be specified in order to separate both and to allow for consistent
application of a holistic balance sheet framework and security mechanisms
in different Member States. Otherwise, technical provisions in different
Member States would become incomparable.

This option is only valid if the choice is made to maintain the existing
approach of the IORP Directive to establishing technical provisions. This
means that there is an interconnection with the options presented regarding
Articles 75 and 76.

This option is quite appropriate within an "ongoing" vision of the solvency of
the IORP assuming transfer of liabilities does not take place. The level of
technical provisions could turn out to be insufficient to transfer the acquired
pensions to another pension vehicle (IORP or insurance company) if such a
transfer were to take place.

Risk margin in technical provisions calculated according to Solvency II

9.3.100.

9.3.101.

Option 3:

According to this option, the risk margin is related to the concept of transfer
of liabilities and the cost of capital. This option assumes that the best
estimate part of technical provisions is also calculated according to Solvency
II1.

This option is only valid if the choice is made to use the option of having a
Solvency II-like, market-consistent approach to the calculation of technical
provisions. This means that the choice of this option is related to the
options presented in connection with Articles 75 and 76.

Best estimate calculated according to Solvency II and no risk margin in

technical provisions
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9.3.102. According to this option the risk of adverse deviation would be taken into
account in the capital requirements only. Just like in option 1 there would
be no allowance for the cost of capital.

Comparison of policy options

9.3.103. There is no agreed approach and no single most preferred option.

Use of a risk free interest rate when calculating the best estimate

Option 1: Maintain the current rules of the IORP Directive

9.3.104. Do not amend the IORP Directive as far as the determination of the interest
rate used for the calculation of technical provisions is concerned.

Option 2: Risk-free interest rate

9.3.105. Use a risk-free interest rate for the calculation of the best estimate part of
technical provisions taking into account the nature of the liabilities of IORPs.

Option 3: Approach with two discount rates/levels of technical provisions

9.3.106. Introduce two different levels of technical provisions: Level A using a fully
harmonised risk-free rate and Level B based on minimum funding level such
as by using the expected return on assets.

Comparison of policy options

9.3.107. There is no agreed approach and no single most preferred option. However,
option 1 is not compatible with the Commission’s objective for a harmonised
approach, therefore it is not included in EIOPA advice.

Specific Call for Advice

The material elements of Article 78 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.108. Article 78 of Solvency II prescribes that technical provisions should include
all expenses to be incurred in servicing the obligations (1), including an
allowance for inflation (2). Sub item (3) says that all ‘expected’ payments to
beneficiaries including any future discretionary payments whether or not
guaranteed should be included within the technical provisions (unless they
are considered surplus funds).
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Expenses

9.3.109. EIOPA agrees that expenses need to be taken into account in technical
provisions to the extent that these refer to the (future servicing of) current
pension promises. It is noted that, depending on the contract, the costs
related to future accruals should not be considered.

9.3.110. Further elaboration on Level 2 is needed to determine which assets would
be adequate to cover for technical provisions related to future expenses in
the holistic balance sheet. Sponsor covenants covering these costs might be
eligible. Where the sponsor assumes risk, the sponsor remains liable for the
duration of the pension obligation, so there may be less reason to impose
upfront financing of future costs with financial assets.

All future expected payments

9.3.111. There is agreement within EIOPA that three tiers of benefits can be
distinguished:

a. Unconditional benefits - these are benefits that are in principle
guaranteed under all circumstances (but could be reduced in very
extreme circumstances that are beyond the security level associated with
a “guarantee”, cf. 99,5% under Solvency II).

b. Conditional benefits - these benefits are granted based on certain
“objective” conditions. These, for example, include benefits subject to
adjustment mechanisms that are concluded beforehand, when the
pension liability is transferred to or taken over by the IORP, and which
are based on a contract which includes a precisely described mechanism
in which circumstances and to which extent benefits will be adjusted.

c. Discretionary benefits — these are only granted based on a “subjective”
decision making process by the IORP.

9.3.112. The Solvency II Directive does not distinguish between conditional benefits
and (pure) discretionary benefits. (Conditional) benefits that are linked to
“objective” conditions are referred to as discretionary in Solvency II. Under
Article 78(3) of the Solvency II Directive all payments to policy holders and
beneficiaries, including future discretionary bonuses, which insurance and
reinsurance undertakings expect to make, whether or not those payments
are contractually guaranteed, unless those payments fall under Article
91(2), shall be taken into account when calculating technical provisions.

9.3.113. A key question is how “expectation” should be interpreted and assessed in
the context of IORPs. The inclusion of conditional and/or discretionary
benefits on the holistic balance sheet might be considered consistent with
the requirement of article 78(3) if the valuation of these benefits is to be
regarded as an "expectation". The exclusion of (pure) discretionary benefits
might also be consistent with this article if there is no ex ante expectation
regarding these payments. In line with the CEIOPS advice for level 2
implementing measures, a distinction between conditional discretionary
benefits and pure discretionary benefits could be considered.
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9.3.114.

9.3.115.

9.3.116.

9.3.117.

9.3.118.

9.3.119.

Other questions regarding the interpretation of “expectation” relate to the
treatment of future salary increases for pension plans based on final salary
and future accrual of new benefits. Whether these are to be included in
technical provisions and to what extent depends on the contract and any
revision of the IORP Directive should further specify the principles of the
definition of discretionary benefits.

EIOPA’s view is that one part of the technical provisions should consist of
the unconditional and another part of the conditional benefits.

Conditional and discretionary benefits should be distinguished from
unconditional benefits. Full application of a harmonised security level should
focus on the unconditional benefits. Conditional and discretionary benefits
are uncertain by definition. Therefore, the latter are to be identified
separately from the unconditional benefits and their character needs to be
adequately reflected in the prudential framework.

However, there is no consensus regarding the classification of benefits as
pure discretionary and the treatment of discretionary benefits within the
holistic balance sheet approach.

On discretionary benefits that are to be decided periodically by the
board/sponsor there are different views. One view follows the legal
commitment perspective in which there is no obligation to provide the
discretionary benefits. From this perspective these benefits are to be
considered pure discretionary and should not be included in the technical
provisions. Including them in the technical provisions would be
irreconcilable with their discretionary character. It would demand ex ante
quantification and formalisation of discretionary decisions, which given the
discretionary character, would not be possible or at least be extremely
difficult. Any attempt would require subjective assumptions regarding the
future decision making process. Moreover, formalisation of the decision
making process would change the nature of the benefits and would de facto
give them a conditional character. Such formalisation and the inclusion of
these benefits in the technical provisions could create unrealistic
expectations with beneficiaries.

It was noted though, that a reflection of pure discretionary benefits in the
prudential framework would be desirable. There are cases where these
benefits reflect a soft or target promise or an ambition. Where the ambition
is an important part of the pension promise it, should be subject to some
form of supervisory oversight. Application of full solvency requirements on
discretionary benefits could, however, discourage such ambitions. Instead,
for the conditional and discretionary benefits, long-term consistency
between the ambition, the financing and the realisation of indexations
should be required. For example, in the Dutch supervisory framework IORPs
are required to demonstrate this consistency on the basis of a stochastic
long term continuity analysis. The ambition would need to be feasible under
normal circumstances. Where applicable, such a “consistency test” could be
part of the ORSA in pillar 2. In addition, the discretionary character of and
the uncertainty regarding the benefits must be communicated to the
members and beneficiaries.
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9.3.120.

9.3.121.

9.3.122,

9.3.123.

9.3.124.

In practice, depending on the legal system and case law, whether benefits
classify as pure discretionary may not solely depend on the formal legal
commitment where there is a recurrent practice to provide these benefits.
There may be circumstances that can contribute to a situation in which a
formally discretionary benefit payment is legally no longer considered
discretionary, e.g.:

a. When there is a limitative description of elements that will be taken into
consideration when making discretionary decisions, the occurrence of
such elements could lead to legally enforceable benefits.

b. When communication to members or beneficiaries is not adequately
mention the discretionary character and uncertainty in relation to these
benefits.

c. When, despite the discretionary character of benefits, a certain policy of
indexation is consistently followed.

In case of legal action from members against an IORP, the discretionary
character might not hold in court. As such, in order for benefits to be truly
discretionary requires adequate policy, communication and supervision.

Another issue regarding the classification of discretionary benefits relates to
the treatment of benefit adjustment mechanisms (ex post discretionary
agreement to reduce benefits under social and labour law). Since these
benefits are not unconditional, they should not be fully classified in the
technical provisions as such. The question is to what extent such benefits
would qualify as discretionary. It could be argued from a legal and social
and labour law point of view that if the benefits can be reduced in full by a
discretionary decision, they would as a whole qualify as discretionary.
However, from a mathematical perspective, since there would still be a
(lower) confidence level, which would be secured by the existing security
mechanisms (such as capital buffers), the reduction of rights would be
subject to certain boundaries. Relative to unconditional benefits, the
potential reduction of benefits only sees to the part that is needed to fill the
gap between the confidence level reflecting full guarantees (say 99.5%) and
the lower confidence level that is specified in social and labour law.
Nevertheless, this essentially splits up existing benefits in two components.
While this could be possible mathematically, it might require the legal
rewriting of existing contracts. Without such rewriting it would lead to
supervision on a type of benefit that might not exist legally. EIOPA did not
assess the legal consequences of such a proposal. Under such an approach,
additional considerations regarding the eligibility of assets to cover for the
SCR could also be relevant. A question was raised regarding ring fencing in
the case that benefits are not fully classified in the technical provisions and,
as a result, there would be excess assets over liabilities after covering the
SCR. Could these excess funds be used to cover the SCR of other products?

The boundaries of what constitutes (pure) discretionary benefits would need
to be further developed.

Another view is that discretionary benefits should be included in the
technical provisions considering a best estimate based on probability
weighted cash flows of those benefits being provided in the future. It was
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9.3.125.

9.3.126.

argued that if, under realistic economic scenarios, it is to be expected that
discretionary benefits will be paid, these should be taken into account. The
technical provisions should present an overall view of all benefits that are to
be expected.

It was also mentioned that discretionary benefits may be related to the
concept of “surplus funds”, which, under Article 91 of Solvency II and
subject to authorisation in national law, shall not be considered as insurance
liabilities but are included on the balance sheet as part of basic own funds.
Surplus funds are profits that in future years are to be transferred to policy
holders, but could be held back by the insurer. They are reflected on the
balance sheet under Solvency II, though not as technical provisions, but as
part of basic own funds. Although surplus funds formally may be a liability
according to local GAAP, in so far as authorised under national law, they
shall not be considered as insurance and reinsurance liabilities to the extent
that they fulfil the criteria set out in Article 94(1) of Solvency II Directive.
To this extent surplus funds are part of basic own funds. It was noted by a
number of Member States that this principle of Solvency II should also be
applied to IORPs.

The question was raised whether the nature of surplus funds matches with
the character of discretionary benefits or would be better classified as
conditional benefits since surplus funds are to be paid to the beneficiaries,
albeit in later years (although there are discretionary elements). When
surplus funds are to be included in the technical provisions, there should
also be an offsetting allowance for risk reduction.

Policy options

Expenses

Option 1:
directive.

9.3.127.

Adapt the text of Article 78 regarding future expenses in a revised IORP

EIOPA is of the view that the text of Article 78 regarding future expenses is
to be adapted in a revised IORP directive.

All future expected payments

In EIOPA’s view non-discretionary benefits (unconditional as well as conditional
benefits) should be included in the best estimate of technical provisions. Regarding
discretionary benefits three options are distinguished:

Option 1: Not to include discretionary benefits in the technical provisions

9.3.128. Discretionary benefits would not be part of the technical provisions. Where
applicable, the indexation ambition would be subject to prudential
oversight, e.g. through a long term consistency test as part of ORSA.

Option 2: To include discretionary benefits in the technical provisions

9.3.129. Discretionary benefits would be part of the technical provisions. This implies

these benefits will be used as a risk mitigating technique in the calculation
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of the SCR. A complementary consistency test could be considered, where
applicable.

Option 3: Include discretionary benefits in technical provisions with the exception of

surplus funds.

9.3.130.

Within discretionary benefits further distinction can be made between
surplus funds and other future discretionary benefits.

e Surplus funds shall be deemed to be accumulated profits which have
not been made available for distribution to policy holders and
beneficiaries (Art. 91(1) of the Solvency II directive). If and when
surplus funds, as defined above, fulfil the requirements of availability
and loss absorbing capacity of Tier 1 own funds items, as described in
Article 93 of the Solvency II Directive, they shall be excluded from the
calculation of technical provisions, and will therefore become part of
the excess of assets over liabilities (in the meaning of the “holistic
balance sheet”). Adjustments to the definition of surplus funds should
be possible to allow for the specificities of IORPs.

Comparison of options / Conclusion

9.3.131.

EIOPA considers option 3 that allows for the recognition of surplus funds to
be a more advanced version of option 2. Therefore option 2 is excluded
from the EIOPA advice.

Specific Call for Advice

The material elements of Article 79 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.132.

9.3.133.

9.3.134.

The text of Article 79 prescribes that, when calculating technical provisions,
allowance should be made for financial guarantees and contractual options
that are available to policy holders to exercise.

It is essential that any financial guarantees included within insurance
contracts are taken into account in the valuation of the technical provisions,
since they have a direct impact on the expected cash flows of the insurer.
This principle is equally true for IORPs which guarantee either an
investment performance or a given level of benefits and this is already dealt
with by Article 15(2) of the IORP Directive. Article 15(2) also states that any
cover against biometric risks should be included within the technical
provisions. This could also be read as a financial guarantee, i.e. payments
are guaranteed for the lifetime of the members and beneficiaries. It is
therefore appropriate that such a requirement should continue and the text
in Solvency II in relation to this can be seen as applicable.

Taking account of contractual options open to policy holders is also an
important element for insurers since policy holder behaviour in this respect
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9.3.135.

9.3.136.

9.3.137.

9.3.138.

can impact positively or negatively on the cash flows of the insurer. It is
therefore appropriate that insurers make realistic assumptions in this regard
based on current and credible information as required by the article.

Members and beneficiaries of IORPs may also have certain options available
to them throughout their membership of a scheme. For example, options
can include exchanging guaranteed lifetime payments for a one off lump
sum payment (normally within set limits) or choosing to exchange future
pension increases for a one off lump sum payment or a greater non-
increased annual payment. Members may also choose to cease membership
of the scheme which may trigger certain consequences such as a giving up
of benefits to certain level or a change in the nature of the benefits.

To the extent that members and beneficiaries may exercise options that
have an impact on the overall cash flows of an IORP, it is also necessary
that IORPs make some assumptions about what options are chosen.

It may be that differing options are actuarially equivalent (or very similar)
and so would have only a minor or negligible effect on the value of the
technical provisions. It is also possible that the number and nature of the
options available to members and beneficiaries may have a negligible effect
on the overall technical provisions or be prudent not to take them into
account. Therefore, it is important that proportionality is taken into account,
in the level of detail that would be required in this respect (including the
ability to not take them into account if it is prudent to do so) especially
since this could be a complex exercise with limited overall gain.

EIOPA therefore agrees with the applicability of this Article to IORPs with
only minor changes to ensure the text reflects IORPs rather than insurance.

Policy options

Option 1:

Include the text of Article 79 of Solvency II in a revised IORP Directive with

minor changes to reflect IORPs.

Specific Call for Advice

The material elements of Article 80 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.139.

9.3.140.

The text of Article 80 in Solvency II requires insurers to ensure appropriate
segmentation of risk groups when calculating their technical provisions. This
can be seen as important given the variety and breadth of different types of
risks that insurers may cover varying across life and non-life insurance.

For IORPs, this Article could be applicable if the IORP is covering against
risks. Where the sponsoring undertaking bears the risks, the IORP is still
required to ensure that it has appropriate technical provisions covering
against its financial commitments and so the same situation applies.
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9.3.141.

9.3.142.

9.3.143.

9.3.144,

Segmentation in risk groups is relevant where an IORP provides various
occupational pension schemes to different plan members or where risks are
borne to a different degree by sponsor(s) and or the institution itself. It
would be necessary to ensure that proper account was taken of the differing
natures of these commitments and risks in setting the technical provisions.

It may also be the case that an IORP operates schemes across borders and
there are differing social and labour laws of host Member States to take
account of. In this respect, it would be appropriate for IORPs to segment
their business and ensure compliance across the range of schemes.

Therefore some changes to the text would be required to better reflect the
nature of the risks for IORPs but the principle of Article 80 is appropriate.
Implementation of the article should in any case be subject to materiality
and proportionality. The nature of any relevant and required segmentation
may be an issue for Level 2 to avoid any confusion over the requirements in
this respect.

However, Article 15 of the IORP Directive requires IORPs to establish
technical provisions in respect of the total range of schemes corresponding
to the financial commitments. It could be argued that this text sufficiently
covers the requirement for IORPs to take into account fully the nature of all
the schemes under their operation. Therefore additional text is not required
in this regard.

Policy options
Option 1: Include the text of Article 80 of Solvency II in a revised IORP Directive with
minor changes to reflect IORPs.

Option 2: Given that Article 15 of the IORP is sufficient for the purposes of Article 80
of Solvency II, do not include text of Article 80 into a revised IORP Directive.

Comparison of policy options

9.3.145.

EIOPA is of the view that option lcan be included at little costs as it is
meaningless for most IORPs and provided it is implemented in a
proportional manner. Therefore option 2 is excluded from the EIOPA advice.

Specific Call for Advice

The material elements of Article 81 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical

provisions

EIOPA view on issues in the CfA

9.3.146.

Article 81 of the Solvency II Directive requires that the amounts recoverable
from reinsurance contracts and special purpose vehicles (SPVs) are
calculated according to the following criteria:
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9.3.147.

9.3.148.

9.3.149.

9.3.150.

9.3.151.

9.3.152.

a. the amounts to be recovered from reinsurance contracts and SPVs
shall follow the same principles as for the calculation of the technical
provisions (complying with Articles 76 to 80);

b. allowance should be made for time differences between the recoveries
and the direct payments;

c. allowance should be made for counterparty credit risk.

In Solvency II technical provisions should be calculated gross without the
deduction of the amounts recoverable from reinsurance contracts and
special purpose vehicles (Article 77 (2) subparagraph 4). The calculation of
these amounts should follow the same principles set for the calculation of
the technical provisions with specific adjustments to take into account the
expected losses due to the default of the counterparty. In Solvency II
recoverables have to be shown on the asset side of the balance sheet.

While recoverables from reinsurance contracts and special purpose vehicles
are central issues for insurers. Many IORPs - depending on the structure of
the supplementary pension system in each Member States - make use of
reinsurance contracts, for instance to cover for longevity and mortality risk
in providing annuities. Special purpose vehicles will have less importance for
IORPs.It is not clear whether the utilization of special purpose vehicles as
risk transferring mechanisms are allowed for pension schemes as they are
currently subject to specific requirements by the Solvency II Directive (see
Article 211).

As discussed in the response to the CfA on Article 77, EIOPA is of the view
that technical provisions should be calculated gross of the amount of
recoverables from reinsurance contracts. This approach is also compatible
with the representation in the IORP’s balance sheet of the amounts of
recoverables from (re)insurance contracts as financial assets (see the
introductory chapter to CfA 5 and 6).

The issue of the criteria to establish those amounts is related to the
calculation of technical provisions. In case the technical provisions of IORPs
are established according to the same criteria as in Solvency II then also
the application of Article 81 can be considered to be acceptable.

The valuation of recoverables from insurance contract may be complex
when using option valuation techniques and - if appropriate — should be
able to be avoided by allowing for simplifications. The estimation of
counterparty default risk may be burdensome as well. In that respect,
solvency ratios instead of credit rating could be used to insurers’ credit risk,
which would also be beneficial in preventing systemic risks.

Some Member States point out that the level of detail of this article is not
appropriate for IORPs. Therefore it could be sufficient to clarify that
recoverables from (re)insurance contracts and SPVs should be calculated
separately from technical provisions. The calculation of these amounts
should comply with articles 76 to 80 of the Solvency II Directive. The
criteria for establishing these amounts could instead be better dealt with in
the Level 2 implementing measures.
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Policy options
Option 1: Not to include art. 81 in the IORP II but incorporate its principles in the

calculation of technical provisions

9.3.153.

This option suggests not including Article 81 in the IORP Directive. However,
it would be required to clarify that recoverables from (re)insurance
contracts and SPVs should be calculated separately from technical
provisions and that the calculation of these amounts should comply with
articles 76 to 80 of the Solvency II Directive. Details for these calculations
would be addressed in the Level 2 implementing measures.

Option 2: Application of Article 81 of the Solvency II Directive to IORPs

9.3.154.

This option considers introducing Article 81 of Solvency II into the IORP
Directive with minor amendments in order to address specificities of IORPs.

Comparison of policy options

9.3.155.

EIOPA considers that the practical requirements for IORPs will not be much
different in option 2 as compared to option 1 when allowing for appropriate
simplifications. Therefore, and to ensure consistency with Solvency II,
option 1 is not included in the advice.

Specific Call for Advice

The material elements of Article 82 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions. This should include advice on the circumstances under which
approximations in the calculation of the best estimate should be allowed;

EIOPA view on issues in the CfA

9.3.156.

9.3.157.

9.3.158.

Article 82 requires insurance companies to ensure, as a general principle,
that accurate data are available for calculating technical provisions. Where,
in specific circumstances, insufficient data are available, appropriate
approximations may be used to calculate the best estimate, including case-
by-case approaches.

In general, there is consensus on the applicability of this article to IORPs. In
particular, when the data available may not be fully appropriate, accurate
and complete, due to several reasons such as the nature and the size of the
liabilities, the utilization of approximations, including case-by-case
approaches, allow IORPs to calculate the best estimate of the liabilities in a
more sensible way. However, such approximations cannot be seen as
alternatives to implementing adequate internal processes and procedures to
ensure the appropriateness, completeness and accuracy of data.

Some amendments have to be introduced in order to stress proportional
application of the article and to address specificities of IORPs, in particular
regarding the calculation of technical provisions and the treatment of
(re)insurance contracts. It might be necessary to identify the specific
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9.3.159.

circumstances in which these approximations can be applied in the level 2
implementing measures.

Some Member States commented that the principle of this article is already
covered by the text of Article 15(4) of the IORP Directive.

Policy options
Option 1: Introduce Article 82 of Solvency II

9.3.160.

This option introduces Article 82 of the Solvency II Directive in the IORP
Directive with minor amendments to address the specificities of IORPs. The
identification of the specific circumstances in which these approximations
could be applied can be addressed in the level 2 implementing measures.

Specific Call for Advice

The material elements of Article 83 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.161.

9.3.162.

9.3.163.

9.3.164.

Article 83 would require IORPs to have processes in place to ensure that
best estimates and the assumptions underlying them are regularly
compared against experience. And where the experience systematically
deviates from the assumptions, appropriate adjustments are to be made.

In general, there is consensus on the applicability of this article for IORPs.

It is noted that such processes and procedures are to be proportionate to
the nature, scale and complexities of the activities of IORPs, especially for
small IORPs.

It is noted that the level of detail of the article may not be appropriate for
application to IORPs, depending on whether prudence is to be included in
the calculation of technical provisions. If so, the detail of the text may have
to be amended. Comparison against experience should also take place,
however. Even if technical provisions are calculated using a best estimate
plus an additional safety margin (IORP Directive Article 15.4).

Policy options

Option 1:

Introduce Article 83 of Solvency II

Specific Call for Advice
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The material elements of Article 84 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.165.

9.3.166.

9.3.167.

Article 84 of Solvency II requires undertakings to demonstrate to the
supervisor on request the appropriateness of the level of their technical
provisions and the applicability of the methods used.

This power may be seen to already exist through Article 14 of the IORP
Directive.

However, given that it is important from a supervisory perspective to be
able to check these two elements this article seems to be fully applicable to
IORPs as well and could be usefully explicitly stated. To avoid an
unnecessary burden on IORP, it should be clarified that the article should be
applied proportionally. In addition, ‘"insurance and reinsurance
undertakings" should be replaced by "IORPs".

Policy options
Option 1: Introduce Article 84 of Solvency II into the IORP Directive

Specific Call for Advice

The material elements of Article 85 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.168.

9.3.169.

9.3.170.

9.3.171.

In the view of EIOPA supervisory authorities should have the power to
require IORPs to increase the amount of technical provisions so that they
correspond to the level determined by supervisory law.

Currently, the IORP Directive does not make explicit that supervisory
authorities have the power to require the IORP to increase the amount of
technical provisions. However, this power may be seen to already implicitly
exist through Article 14 of the IORP Directive.

However, given that it is important from a supervisory perspective to be
able to ensure IORPs set an appropriate level of technical provisions, this
article seems to be fully applicable to IORPs as well and could be usefully
explicitly stated. There is no need for specific amendments except for the
replacement of "insurance and reinsurance undertakings" by "IORPs".

Of course, IOPRs should be able to apply to the courts to appeal the
supervisor’s decision - like any other decision in respect IORPs - to raise
the level of technical provisions.
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Specific Call for Advice

The material elements of Article 86 of Directive 2009/138/EC that should be amended
or removed to adequately address the specificities of IORPs in relation to the technical
provisions.

EIOPA view on issues in the CfA

9.3.172.

9.3.173.

9.3.174.

9.3.175.

9.3.176.

9.3.177.

Article 86 of Solvency II calls upon the Commission to adopt implementing
measures concerning several issues.

In the IORP Directive there are no provisions that require implementing
measures to be adopted.

If — after a quantitative impact study and impact assessment - the decision
was made to apply rules for calculating technical provisions and capital
requirements for IORPs in the same or a similar way as for insurance
undertakings then there would be the same need for implementing
measures.

If - after a quantitative impact study and impact assessment - it was
decided to have a greater level harmonisation of rules for calculation of
technical provisions for IORPs, but with a different approach than that of
Solvency II there would be a need for implementing measures, because
greater harmonization would have to be accompanied by more detailed
rules than in the current IORP Directive.

In both cases it would be of particular importance that these implementing
measures provide for appropriate adjustments taking into account the
concept of proportionality. It would also be advisable that implementing are
established through an open process using a public consultation.

There can be no advice as to which implementing measures are needed as
at this stage the future rules for the regulation of IORPs are not yet known.

Specific Call for Advice

The need to maintain Article 15(5) of Directive 2003/41/EC;

EIOPA view on issues in the CfA

9.3.178.

9.3.179.

The text of Article 15(5) allows Member States to impose additional rules in
relation to the calculation of technical provisions with a view to ensuring the
interests of members and beneficiaries are adequately protected.

This text allows Member States to take account of the fact that, in relation
to technical provisions, the IORP Directive sets out only minimal
requirements for their calculation and given the differing nature of IORPs
across Member States it was necessary to allow Member States to impose
additional rules reflecting these differing specificities.
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9.3.180. At the current level of harmonization, it is necessary to continue to allow
Member States to impose additional requirements. It may also be the case
that given that there are significant differences in approach to IORPs across
Europe, and is also in many cases enshrined in the Social and Labour Law of
Member States, giving Member States freedom to impose additional rules is
a useful tool to ensure adequate member protection even if the level of
harmonization was significantly increased.

9.3.181. Allowing additional rules to be imposed prevents a maximum harmonization
approach to the calculation of technical provisions and could therefore lead
to differences in approach to this issue and prevent proper comparability of
the technical provisions of IORPs across Member States. If the rules
regarding the calculation of technical provisions follow a maximum
harmonization approach and properly reflect the differing natures of IORPs
across Member States, then the text of Article 15(5) is no longer required.

9.3.182. EIOPA is therefore of the view that if rules are developed to a sufficient
degree of harmonization and reflect the nature of IORPs across Member
States, this text should be deleted.

Policy options
Option 1: No change to the current requirements.

Option 2: Delete Article 15(5)

Comparison of options

There is no agreed approach and no single most preferred option. However, option 1
is not compatible with the Commission’s objectives of a level of harmonisation that
would not need additional requirements at the national level (as requested under 7.1
of the CfA).

Specific Call for Advice

Advice on the feasibility to treat sponsor covenants like reinsurance contracts with due
account for counterparty default risk.

EIOPA view on issues in the CfA

9.3.183. In relation to the text of the CfA referring to sponsor support as similar to
reinsurance, following communication with the Commission on this point,
EIOPA are free to explore other methodologies for valuing the sponsor
covenant i.e. EIOPA need not be restricted to valuing them as an asset
similar to reinsurance.

9.3.184. This advice highlights the differing nature of sponsor support and provides
options for how sponsor support should be taken into account in the
prudential balance sheet of IORPs

9.3.185. The CfA also makes reference to how EIOPA should view sponsor covenants
in two areas. Firstly, the possibility that having recourse to additional
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9.3.186.

9.3.187.

9.3.188.

9.3.189.

9.3.190.

9.3.191.

9.3.192.

contributions from members and/or sponsors acts as a risk mitigation
mechanism, and implies that the covenant can then impact on the liability
side. Secondly, in the same paragraph, recourse to a sponsor covenant is
mentioned as an asset, although some aspects are noted as possibly being
outside of the IORP balance sheet.

The ability for IORPs to call upon further support from sponsoring
undertakings is one of the main and significant differences between the
operation of insurance undertakings and IORPs. In practice, many MSs have
allowed for this support within their legislation and supervisory frameworks.
This is the case both in terms of impacting on the valuation of the liabilities
but also in being able to rely on sponsors to provide support in the event of
unmitigated risks materialising.

The CfA to EIOPA covers a wide range of issues and asks EIOPA to provide
advice on how the support of a sponsor should be factored into a risk based
supervisory framework for IORPs including the possibility for it to play a role
on the liability and asset side of an IORPs balance sheet.

EIOPA is of the view that sponsor support can take many different forms. It
is therefore appropriate to understand the nature of these different forms
and types of sponsor support and ensure that they are appropriately taken
into account in the development of a risk based supervisory framework.

EIOPA is also of the view that sponsor support should be considered for all
types of IORPs and not only for those where the sponsor bears the risks
completely. Sponsor support can also occur in IORPs that themselves
provide guarantees to a certain degree.

Finally, EIOPA is of the view that it does not matter whether pension
commitments are supported by contributions made by the employer or
employees for their treatment in the prudential regime. The term sponsor
support in this response may refer to contributions paid by the employer as
well as active members.

In general, sponsor support is the ability of the sponsor or sponsors of the
scheme to provide financial support to the scheme or the members when
necessary. There are in effect four main forms of sponsor support.

Forms of sponsor support:

A. Increases in contributions (on-going basis) - Providing ex-post security
through sponsor support if the developments surrounding the pension
benefits lead to situations of underfunding. This is usually made through
an immediate injection of funds; increase in future contributions or the
establishment of a specific recovery plan to eliminate the shortfall,
usually with the agreement/approval of the supervisor, or through the
change in the overall contribution level paid by employers and/or
employees. There might be conditions and limits to the increases in
contributions.

B. Subsidiary liability of the sponsor (on-going basis) - Support from the

sponsor may come in the form of assuming directly the responsibility to
126/515

© EIOPA 2012



9.3.193.

9.3.194.

9.3.195.

9.3.196.

9.3.197.

fulfil all or some of the pension commitments meaning that if the IORP is
not able to fulfil the promise the employer can pay directly to the
members and beneficiaries.

C. Contingent assets of the sponsor (on-going and discontinuance basis) -

In this instance, the IORP has a hold on assets of the employer for use
by the IORP. These assets may be in the form of funds, possibly held in
an escrow account or can be a call on other assets of the sponsor. They
are not necessarily transferred into the IORP but can be appropriately
identified from other assets of the sponsor and may flow to the IORP
under a defined set of circumstances.

D. Claims on the sponsor (discontinuance basis) — In the case of the scheme

being discontinued or if the employer changes its legal form,
requirements for sponsors to recover deficits in the IORP or if a new
sponsor is present, the new sponsor to take on the obligations of the
IORP.

Forms_A & B differ in their approach in that in A, contributions from the
sponsor flow to the IORP to repair any underfunding and allow the benefits
to be paid as they fall due by the IORP whereas in B, if the IORP is unable
to pay the benefits the sponsor assumes this responsibility directly. In
practice it may not be necessary for forms A & B to be crystallised in all
circumstances but the ability of the IORP to call on this support should still
be recognised.

From the members’ perspective there is little (no) difference between these
two forms of sponsor support since they both rely on the sponsor to provide
the security that members benefits will paid. There may be some
differences though in the interaction with other security mechanisms or if
other security mechanisms operate before one of the types of sponsor
support.

These forms of sponsor support could be included on the balance sheet of
the IORP as an asset and act as a risk mitigation mechanism having a direct
impact on the calculation of the risk based capital requirements.

If included as an asset, it would need to be valued in an appropriate way.
This could be through arriving at a market value or using a model if there is
not a suitable market by which to assess the expected support from the
sponsor. One methodology for this could be achieved through looking at the
expected cash flows of the sponsor and applying probability weighted
amounts to what could be expected to flow into the scheme under normal
(average) circumstances. This would be in line with the valuation principles
of Solvency II.

This methodology for many IORPs would be a complex task and it may not
be possible to arrive at a robust and accurate valuation of what support
could be expected to flow to the IORP under various scenarios. It would
therefore be important that the principle of proportionality is allowed for in
these assessments and that approximations and more qualitative

assessments to an appropriate degree of precision should be possible.
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9.3.198.

9.3.199.

9.3.200.

9.3.201.

9.3.202.

9.3.203.

9.3.204.

In addition, this type of support could be taken into account in calculating
the risk based capital requirements, potentially reducing them to zero. This
may be a more appropriate way to take account of the role the sponsor
plays if a purely quantitative methodology for valuing the sponsor is not
possible or not proportionate to the desired outcome.

The risk of default of the sponsor could be valued in an approximate way,
perhaps by reference to vyield spread (versus an equivalent risk-free
instrument) available on bonds issued by the sponsor that have the same
priority (on sponsor default) as the IORP has via the commitments that
form the sponsor support. Another approach could be through the pricing of
credit default swaps (CDS) that provide protection against the sponsor
defaulting. Perhaps the most realistic and readily available will be through
credit ratings supplied by relevant rating agencies.

In some Member States a government-mandated industry-wide protection
arrangement exists that charges IORPs/sponsors premiums that depend on
the deemed creditworthiness of the IORP sponsor. To provide
comprehensive industry-wide coverage, these arrangements will necessarily
have had to identify ways of assessing the creditworthiness of essentially all
sponsors within their jurisdiction, even if in some cases a fall-back default
assumption may be being relied upon. One way of accommodating sponsors
where no other information is available would then be to revert in such
circumstances to the creditworthiness implied by the premium rates payable
to these industry-wide protection mechanisms

However, in jurisdictions without such industry-wide protection
arrangements it may be necessary to require IORPs to carry out their own
assessment of the creditworthiness of their sponsor, if the sponsor covenant
would otherwise be material. Suitable safeguards may be needed to ensure
that the IORP does not form an overly rosy picture of the financial strength
of its sponsor. This is an example where issues around proportionality and
simplifications may become particularly important.

Following the methodology of Solvency II, treating sponsor support as an
asset in the IORP’s balance sheet would automatically lead to its
consideration in the SCR for IORPs that are required to hold assets against
a SCR. By applying the risk-modules used for the calculation of the SCR one
would assess the amount of further sponsor support exceeding the amount
of the asset which was computed under average circumstances. These
additional amounts could reduce the net SCR.

Form_C operates in a different way to A & B. Depending on the type and
nature of the contingent asset, it in theory operates in the same way as
other assets held directly by the IORP although it may only take effect
under prescribed circumstances. From the perspective of the IORP it has the
same value and provides the same security as other assets and so it would
seem appropriate to view it on the balance sheet and treat it in the same
risk based manner.

It would though be appropriate to take into account the individual nature of
each type of such contingent assets. For example to take into account the
circumstances under which the scheme can acquire the asset and any
restrictions to this as well as the quality of the asset itself. The level of
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9.3.205.

9.3.206.

9.3.207.

9.3.208.

9.3.209.

security or value of the contingent asset would need to be taken into
account on case by case basis.

For example, these types of assets may only be available on default of the
sponsor itself and so it would be appropriate for the IORP to take into
account the impact of sponsor insolvency on the value of the asset
provided.

Form_D refers to the assets that would be available to the IORP on the
event that the link between the IORP and the sponsor is broken. For
example on discontinuance of the sponsor and/or IORP, or a change in the
legal form of the sponsor. This element is key in understanding the level of
security and support the sponsor could provide in the event that the link is
broken and no future contributions would be payable.

This form of support is different in nature to A & B as it represents one-off
payments which would flow to the IORP under prescribed scenarios, but in
general likely to be situations of stress at that time for the sponsor. Forms A
and B are more likely to be periodic payments from the sponsor when the
IORP is underfunded, at times when the sponsor may or may not be
stressed. Form D would place emphasis on the value of the sponsor on a
break-up situation, whereas for Forms A and B the ongoing position of the
sponsor is more important.

Taking into account all forms of sponsor support on the balance sheet of the
IORP raises a question over whether and how much it should be allowed to
be used by the IORP as an asset to cover its liabilities. For very strong
sponsors, the value attached to it could be significant and if it was allowed
to be fully recognised on the balance sheet of the IORP, it could result in the
IORP requiring no further assets to be held. It is also important to ensure
there is no double counting between the different forms of sponsor support
(i.e. Ato D).

It is therefore necessary to ensure that an appropriate methodology for
classifying assets is in place taking into account the nature of the liabilities
of the IORP and ensuring that reliance on certain assets is appropriate
diversified. This may be achieved through Pillar 2 aspects of a revised
supervisory framework for IORPs but it would be appropriate that the Level
1 text allows for this to be developed within Level 2 or Level 3.

Accessibility of sponsor support:

9.3.210.

The “accessibility” of the sponsor support should be defined by reference to
the type of legal/contractual/statutory obligation, in the sense that the
IORP/members/ supervisory authority can/may force the sponsor to put in
place one or more of the forms of sponsor support. The following
classification will then be used to classify the accessibility of the protection.

a. Unlimited support - the legal/contractual/statutory obligation
corresponds to a full and automatic recourse to the sponsor support
which wusually is embedded in law, or be based on a contract, a
declaration of commitment or a statute.
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b. Limited support - the legal/contractual/statutory obligation corresponds
to an automatic recourse to the sponsor support but subject to certain
contingencies usually stipulated as part of the contract between the IORP
and the sponsor.

c. No automatic recourse — The legal/contractual/statutory obligation does
not correspond to an automatic recourse. IORPs have very limited or no
automatic means to call on additional sponsor financing.

9.3.211. In valuing the availability of sponsor support as described above, it is
necessary to take into account these 3 situations.

9.3.212. The "“Default risk” should then be considered here in a wider sense,
including the risk that the sponsor is able, but not willing to pay as required
by any legal obligations. In essence, in valuing the sponsor support,
account should be taken of both the ability of the sponsor to make any such
payments (financial constraints) and also the ability of the IORP/supervisor
to demand them (level of obligation).

9.3.213. If there is no legal or contractual obligation and therefore sponsor support is
purely voluntary, then it would not be appropriate to assume that the
sponsors’ available cash flows will be available to the IORP. In this case the
IORP would need to make an assessment of the likelihood that sponsor
support will be available. This could be achieved by putting in place an
agreement between the IORP and the sponsor and, depending on the
nature of this agreement, it could significantly increase the value that can
be attached to the support.

Policy options
Option 1: Maintain the treatment of sponsor support of the current IORP Directive

9.3.214. This option would allow each Member State to take into account the value
and risk-mitigating properties of sponsor support in their own way.

Option 2: Value all forms of sponsor support as an asset on the balance sheet of the
IORP and impacting on the calculation of the solvency capital requirements where
these are required

9.3.215. This option allows for the support from the sponsor to be valued as an asset
on the balance sheet of the IORP. Following the principles of Solvency II the
change of the value of the asset when applying the risk modules would be
considered in the calculation of the SCR.

Option 3: Take account of sponsor support as impacting on the calculation of the
technical provision and the capital requirements of the IORP where these are required

9.3.216. In this option the sponsor covenant plays a role in (i) the calculation of the
technical provisions and (ii) acts as security mechanism in the case of
adverse scenarios

9.3.217. 1In (i), the level of sponsor support could impact on the level of prudence
that should be adopted when setting the actuarial assumptions for the
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9.3.218.

calculation of the technical provisions. Under this methodology, it would
only be appropriate if technical provisions were calculated based on a
prudent assessment of the expected return on assets, i.e. the level of
prudence that should be adopted in the assumptions should correlate to the
level of support that can be expected from the sponsor, therefore covering
against the risk that the returns on the assets do not match the
assumptions used.

In (ii), under stress scenarios the sponsor can provide support to the IORP.
This would then act as a risk mitigation mechanism reducing the amount of
any upfront capital that the IORP would be required to hold to cover against
adverse scenario risks.

Option 4: Value all forms of sponsor support as an asset on the balance sheet of the

IORP and impacting on the calculation of the technical provision and the capital

requirements of the IORP where these are required

9.3.219.

This option combines the two previous options to allow for appropriate
forms of sponsor support to be recognised in the balance sheet of the IORP.

Option 5: Recognition of sponsor support as Ancillary Own Funds

9.3.220.

9.3.221.

9.3.222.

One of the rationales for considering also the "ancillary own funds" option is
that sponsor support meets the definition of Ancillary Own Funds as in
Article 89 of the Solvency II Directive; indeed:

Sponsor support is not held by the IORP, but can be called up to meet
funding requirements

a. It constitutes a commitment received by the IORP

b. As soon as the sponsor has paid its support contribution to the IORP,
this contribution materialises in the IORP's balance sheet as an asset,
and consequently increases the "excess of assets over liabilities" (basic
own funds) of the IORP

With this option, sponsor support will not appear on the balance sheet (item
7 of the "“holistic balance sheet” would disappear) nor on the SCR
calculation. On the other hand, sponsor support would be recognised as an
ancillary own funds item, potentially eligible for covering capital
requirements (depending on the rules on tiering and eligibility of own
funds). This option will result in a separate valuation for balance sheet
items and SCR on the one hand, sponsor support on the other hand (while
in other options all valuations are combined in a single calculation).

Comparison of policy options

9.3.223.

EIOPA considers that option 2 is appropriate since it allows for full
recognition of sponsor support both as an asset and as a risk mitigation
mechanism. Option 1 is not consistent with the objective of the
Commission’s CfA to increase the level of harmonisation.
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9.4.

9.4.1.

9.4.2.

9.4.3.

9.4.4.

Impact assessment

This section describes the potential impacts of the various options presented in
the explanatory text regarding the valuation of assets, liabilities and technical
provisions, such as the:

e Principles for the valuation of assets and liabilities

e Inclusion of a risk margin in technical provisions

e Discount rate used to establish the present value of future cash flows
e Treatment of conditional and discretionary benefits

e Inclusion of sponsor support in the holistic balance sheet

It should be emphasized that these are qualitative assessments, which are
partial in nature. In practice the impacts of the various options will be very
much related to other choices made within the holistic balance sheet
framework. For example:

e The impact of a rise in technical provisions will - for some types of IORPs -
depend on whether the value of future contributions (CfA 5) or even
pension protection arrangements (CfA 6) may be included on the asset
side of the balance sheet.

e A required level of technical provisions is meaningless without specifying
funding rules. As is discussed in CfA 6, the required funding level depends
on whether a risk-based solvency capital requirement is imposed and the
confidence level that is applied.

e The options with extended recovery periods in CfA 6 may help to cushion
the negative impacts of some other options or prevent a pro-cyclical
impact of market valuation.

To arrive at a comprehensive impact assessment of the holistic balance sheet
approach, it is essential to quantify the various elements to make them
comparable. EIOPA will undertake such a quantitative impact study (QIS) of
its advice in the coming months.

It should also be emphasised that the impact of the different elements of the
holistic balance sheet proposal may vary substantially between Member States
due to differences in existing occupational pension systems:
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e The existing IORP Directive takes a minimum harmonisation approach and
allows Member States to impose additional prudential regulation upon
IORPs. This means that the impact of a revised IORP Directive will depend
on national prudential regimes rather than the IORP Directive.

e Pension schemes typically provided by IORPs differ widely as well. The
impact of a new solvency regime will depend crucially whether the risks
are borne by plan members, the sponsor or the IORP itself.

Principles for the valuation of assets and liabilities (Article 75)

Valuation of assets

Option 1: Application of Article 75.1a to IORPs that assets should be valued on a
market consistent basis

Positive impacts

» Members/beneficiaries

e Facilitates transparency regarding the current position of the IORP.
» IORPs/sponsoring employers

e Idem.
» Supervisory authorities

e Consistency with Solvency II framework

e Supervision based on market-consistent valuation emphasises the actual
financial position and allows for realistic solvency monitoring. A system based
on sound market-oriented valuation principles will reveal the true financial
position of the IORP including a full understanding of all security mechanisms.

Negative impacts
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> Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e Possibly high volatility in asset values. Such volatility could be (partially)
addressed by appropriate risk management (e.g. hedging) or by absorbing
volatility by using lengthy recovery periods or in policy responses (see e.g. the
OECD paper on counter-cyclical funding rules).

» Supervisory authorities

e Not foreseen.

Valuation of liabilities

Option 1: Leave the IORP directive unchanged with regards to the transfer principle
for technical provisions.

Option 2: Amend the current IORP Directive to state that the valuation of technical
provisions should be done on a market consistent basis.

Positive impacts

Option 1:No impact

Option 2:
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> Members/beneficiaries

e Facilitates transparency regarding the current position of the IORP.
e This would allow for a “fair” treatment of the remaining participants in the IORP
if a part of the liabilities is transferred.

» IORPs/sponsoring employers

e Consistent valuation of assets and liabilities, which facilitates adequate risk
management and ALM analysis.

e In case of the need to transfer (a part of) the acquired pensions to another
pension vehicle (IORP or insurance company) there would be no problem
because the technical provisions equal the market consistent value. Note that in
practice the transfer of pension liabilities occurs regularly in some Member
States. This approach is consistent with a "liquidation" vision of the solvency of
the IORP.

» Supervisory authorities

e Increased consistency with the Solvency II framework.

Negative impacts

Option 1:
No impact

Option 2:
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> Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e This approach would lead to an increase in the level of technical provisions
when compared to option 1. This could lead to a greater upfront cost to
sponsors on a basis not designed to reflect the ability of the IORP to meet its
commitments without transfer.

e This approach does not aim to fully reflect the "ongoing" vision of the solvency
of the IORP, but rather focuses on the market consistent value of the liabilities.
IORPs do not necessarily have sufficient financial assets to transfer liabilities
due to intergenerational risk-sharing.

» Supervisory authorities

e Not foreseen.

Own credit standing

Option 1: Application of article 75 regarding not taking into account the own credit
standing of IORPs when valuing liabilities.

Positive impacts

» Members/beneficiaries

e Value of pension promise is not dependent on the financial position of the IORP.

» IORPs/sponsoring employers

¢ In line with the “ongoing” vision of the solvency of the IORP.

» Supervisory authorities

e Consistency with Solvency II.

Negative impacts
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> Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e Not foreseen.

» Supervisory authorities

e Not foreseen.

Consistency with accounting standards

Option 1: No change to the current IORP

Option 2: Insert text similar to that of recital 46 of Solvency II (with appropriate
amendments) into a revised IORP Directive

Positive impacts

Option 1:
No impact foreseen since there would be no change to existing requirements.

Option 2:

> Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e May result in a reduced cost for IORPs if the requirements are consistent.

» Supervisory authorities

e Not foreseen.

Negative impacts

Option 1:

No impact foreseen since there would be no change to existing requirements.
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Option 2:

> Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e Could create confusion as to how to make the standards consistent ‘to the
extent possible’ without further explanation.

» Supervisory authorities

e Adds little value from a supervisory perspective to have this requirement.
e The objectives of the two bases are too different to be consistent and could
cause difficulties if supervisory standards were based on accounting standards.

Existence and method of calculation of a risk margin (Article 77)

Option 1: Explicit risk margin in technical provisions calculated according to the
current IORP Directive.

Option 2: Explicit risk margin in technical provisions calculated according to Solvency
II.

Option 3: Best estimate calculated according to Solvency II and no risk margin in
technical provisions.

Positive impacts

Option 1:

» Members/beneficiaries
e Including explicitly a risk margin leads to more transparency because according
to the current IORP Directive risk margins do not have to be made explicit.
» IORPs/sponsoring employers
e Including explicitly a risk margin leads to more transparency because according
to the current IORP Directive risk margins do not have to be made explicit.
» Supervisors
e Including explicitly a risk margin leads to more transparency because according
to the current IORP Directive risk margins do not have to be made explicit.

Option 2:
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> Members/beneficiaries

Including explicitly a risk margin leads to more transparency because according
to the current IORP Directive risk margins do not have to be made explicit.

This option ensures a better comparability of technical provisions between
IORPs, as well as between IORPs and insurance undertakings.

This option is quite appropriate within a "liquidation" vision of the solvency of
the IORP. It allows for the transfer of acquired pensions to another pension
institution provided that financial assets are sufficient to cover technical
provisions. It might therefore make transfers between IORPs as well as from
IORPs to insurance companies easier.

» IORPs/sponsoring employers

Including explicitly a risk margin leads to more transparency because according
to the current IORP Directive risk margins do not have to be made explicit.

This option ensures a better comparability of technical provisions between
IORPs, as well as between IORPs and insurance undertakings.

» Supervisors

Including explicitly a risk margin leads to more transparency because according
to the current IORP Directive risk margins do not have to be made explicit.

This option ensures a better comparability of technical provisions between
IORPs, as well as between IORPs and insurance undertakings.

Option 3:

» Supervisors

In case of this option all adverse deviations would be considered in the
calculation of capital requirements. There would be a clear distinction that
technical provisions are there to allow for “expected” cash-flows while the
capital requirements are there to deal with risks and adverse deviations. This
would improve transparency.

This option takes more of a going-concern perspective of IORPs’ liabilities, while
still allowing for a harmonized approach to establishing technical provisions.

Negative impacts

Option 1:

139/515
© EIOPA 2012



» Members/beneficiaries

e Depending on the required level of the risk margin which is at this stage
unknown this option could also lead to a higher level of technical provisions and
therefore higher up-front financing costs for sponsors which might possibly lead
to employers/sponsors being less willing to provide occupational pensions to
members and beneficiaries.

e If the value of technical provisions, including the margin for adverse deviation,
does not reflect market fluctuations, adequate risk management may be
hampered due to lack of transparency and inconsistency between the valuation
of assets and liabilities.

» IORPs/sponsoring employers

e If the value of technical provisions, including the margin for adverse deviation,
does not reflect market fluctuations, adequate risk management may be
hampered due to lack of transparency and inconsistency between the valuation
of assets and liabilities.

» Supervisors

e If the value of technical provisions, including the margin for adverse deviation,
does not reflect market fluctuations, adequate risk management may be
hampered due to lack of transparency and inconsistency between the valuation
of assets and liabilities.

Option 2:
Not foreseen.

Option 3:

» Supervisors
e Technical provisions are lower if they do not include a risk margin. If the
coverage of the total of technical provisions is a trigger for certain supervisory
actions than this trigger will be pulled later if technical provisions are lower. If
this is considered a problem this could be tackled by introducing threshold(s)
above technical provisions as a trigger for supervisory action.

Use of a risk free interest rate when calculating the best estimate (Article 77)

Option 2: Risk-free interest rate.
Option 3: Approach with two discount rates/levels of technical provisions.

Positive impacts

Option 2:
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> Members/beneficiaries

There would be better transparency regarding the financial position and
consistency with the valuation of assets. This would allow for adequate risk
management from an ALM perspective.

» IORPs/sponsoring employers

There would be better transparency regarding the financial position and
consistency with the valuation of assets. This would allow for adequate risk
management from an ALM perspective.

» Supervisors

The level of technical provisions would be better comparable between IORPs,
and also between IORPs and insurance undertakings, than in a situation where
the interest rate used for the calculation of technical provisions differs between
IORPs due to differences in the assets of the IORPs.

There would be better transparency regarding the financial position and
consistency with the valuation of assets. This would allow for adequate risk
management from an ALM perspective.

Option 3:

» IORPs/sponsoring employers

A rise in up-front costs for sponsoring undertakings could be prevented if level
B of technical provisions were used as a minimum funding requirement for
IORPs. That would be consistent with the aim of the EU-Commission not to
undermine the spread of occupational pension provision in the EU.

» Supervisors

This option would allow mitigating the negative effects described regarding
Option 2 by providing a flexible framework which could be adjusted to the
specificities of IORPs, also in different Member States, as well as over time to
achieve a higher level of harmonization.

There would be a harmonised overall level of security and consistency in the
methodology for calculating technical provisions.

The specification of Level B technical provisions on Level 2 would allow for a
very flexible framework, taking into account in particular the specificities of
IORPs in different Member States.

This option could ease pro-cyclical effects with regard to the need to upfront
funding requirements of sponsors.

Negative impacts

Option 2:

> Members/beneficiaries

There could be high volatility of results when calculating technical provisions
and capital requirements due to changes in the risk free interest rate. In
particular all the problems linked to long term guarantees in Solvency II are of
particular relevance for IORPs because they provide far more and longer lasting
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guarantees than life insurance companies do on average. This option could
therefore cause problems for IORPs to comply with quantitative requirements.

e It could cause reluctance of employers to further provide occupational pensions
to their employees because of higher up-front costs.

» IORPs/sponsoring employers

e The use of a risk free interest rate and, connected with this, the transfer of all
quantitative requirements of Solvency II to IORPs, would probably lead to a
material rise in technical provisions in many Member States and therefore to
higher up-front financing costs for IORPs, unless security mechanisms could be
used to cover technical provisions to the same extent they are implicitly
considered in the calculation of technical provisions.

e There could be high volatility of results when calculating technical provisions
and capital requirements due to changes in the risk free interest rate. In
particular all the problems linked to long term guarantees in Solvency II are of
particular relevance for IORPs because they provide far more and longer lasting
guarantees than life insurance companies do on average. This option could
therefore cause problems for IORPs to comply with quantitative requirements.

e It could cause reluctance of employers to further provide occupational pensions
to their employees because of higher up-front costs.

» Supervisors
e There could be high volatility of results when calculating technical provisions
and capital requirements due to changes in the risk free interest rate. In
particular all the problems linked to long term guarantees in Solvency II are of
particular relevance for IORPs because they provide far more and longer lasting
guarantees than life insurance companies do on average. This option could
therefore cause problems for IORPs to comply with quantitative requirements.

e It could cause reluctance of employers to further provide occupational pensions
to their employees because of higher up-front costs.

e There is the risk of pro-cyclical effects if all IORPs reacted to changes in the risk
free interest rate in the same way at the same time introducing systemic risk.
This risk could be reduced by policy responses and adequate risk management.

e It may be less clear what “risk-free” means in the current market environment.
Option 3:

Not foreseen.

Expenses (Article 78)
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Option 1: Adapt the text of Article 78 regarding future expenses in a revised IORP
directive.

Positive impacts

> Members/beneficiaries

e Adequate technical provisions in light of (future) expenses related to servicing
benefit payments. Expenses would be distributed fairly over members and
beneficiaries according to their benefits.

» IORPs/sponsoring employers

e Idem.

e Expenses would become more transparent. In most of the countries that do not
explicitly account for expenses, allowances are made though in the technical
provisions because these expenses are deducted from the expected returns on
assets.

» Supervisory authorities

e Consistency with Solvency II.

Negative impacts
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» Members/beneficiaries
¢ No negative impact foreseen.
» IORPs/sponsoring employers

e Could lead to an increase in upfront costs for sponsors where IORPs are not
currently required to include expenses in the technical provisions. It is noted
that the issue of expenses is not of great materiality as it is not a major source
of difference in the current levels of technical provision.

e The inclusion of expenses would impact those IORPs that currently do not
account for those. The SSC Survey on fully funded, technical provisions and
security mechanisms in the European occupational pension sector indicates that
11 out of 18 participants in the Survey cover the expenses in their technical
provisions. The amount of future expenses that is incorporated in the technical
provisions varies from very small (0.18%) to 5% of the size of technical
provisions.

e Depending on the quality of assets that are required to cover for (this part of)
the technical provisions, there may be an additional impact for the IORP or
sponsoring undertaking.

» Supervisory authorities

¢ No negative impact foreseen.

All future expected payments — conditional benefits (Article 78)

EIOPA advices that all (non-discretionary) unconditional as well as conditional benefits
are included in the best estimate of technical provisions.

Positive impacts
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> Members/beneficiaries

e Ensures that all explicit commitments to plan members are adequately reserved
for in technical provisions.

» IORPs/sponsoring employers

e Idem.

» Supervisory authorities

e Idem.

Negative impacts

> Members/beneficiaries

e Higher funding requirements due to the inclusion of conditional benefits in
technical provisions may discourage occupational pension provision by
employers.

» IORPs/sponsoring employers

e Including conditional benefits may potentially result in future wage increases in
final pay plans to be included in technical provisions.

» Supervisory authorities

e None foreseen.

All future expected payments — discretionary benefits (Article 78)

Option 1: Not to include discretionary benefits in the technical provisions
Option 2: To include discretionary benefits in the technical provisions

Option 3: Include discretionary benefits in technical provisions with the exception of
surplus funds.

Positive impacts

Option 1:
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> Members/beneficiaries

e Objectivity, harmonisation and comparability: the balance sheet only reflects
those items that are unconditional or related to objective conditions (i.e.
conditional benefits).

» IORPs/sponsoring employers

e Technical provisions to be in line with existing calculation of benefits to the
extent that these do not include discretionary benefits.

e No additional subjective assumptions need to be made regarding the allowance
of discretionary benefits.

e No additional calculations for supervisory purposes needed as regards this
issue.

e There would not be a disincentive to incorporate ambitions within pension
plans.

» Supervisory authorities

e The added value of adding discretionary benefits in the technical provisions
from a prudential perspective might be limited, as the additional technical
provisions will likely be offset by security mechanisms on the holistic balance
sheet. Also, an increase in technical provisions would reflect a probability
weighted best estimate, which would not necessarily reflect full indexation.

e Soft promises / ambitions, where applicable, would be reflected in the
prudential framework in a way that better fits their character.

e Might be considered consistent with Solvency II depending on the interpretation
of “expectation”.

Option 2:
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> Members/beneficiaries

e Different varieties of promises are clarified on the balance sheet so that all
elements of the benefits are transparent and, to some extent, comparable
among member states.

» IORPs/sponsoring employers
e Not foreseen.
» Supervisory authorities

e Might be considered more consistent with Solvency II (than option 1) under
which future discretionary bonuses are to be included in the technical
provisions.

Option 3:

» Members/beneficiaries
e As option 2.

» IORPs/sponsoring employers
e As option 2.

» Supervisory authorities

e As option 2.
e The inclusion of the Member State option to treat discretionary benefits as
surplus fund would be consistent with Solvency II.

Negative impacts

Option 1:
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> Members/beneficiaries

e No full picture of possible future payouts on the holistic balance sheet as
discretionary benefits are not taken into account.

» IORPs/sponsoring employers
e The classification of discretionary benefits might sometimes be ambiguous.
» Supervisory authorities

e When a reduction in accrued rights is possible on a discretionary basis, and to
the extent the corresponding benefits are classified as ‘discretionary’, they
would be excluded from the balance sheet. The balance sheet may therefore
appear to have a large surplus, ignoring future discretionary payments.
Regulators would not get information about discretionary benefits from the
balance sheet. The discretionary benefits however can be analysed in a long
term (stochastic) continuity analysis.

Option 2:
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> Members/beneficiaries

e Increased complexity of and room for discretion in calculations. Calculations
require subjective assumptions, which may hamper transparency.

e Including discretionary benefits in technical provisions might raise expectations
of members regarding to payments unreasonably.

e Employers may be discouraged to provide discretionary benefits to members if
inclusion in the best estimate results in legal enforceable payments.

» IORPs/sponsoring employers

e At present it is not clear to what extent benefits would qualify as discretionary
and whether they are, or are not, to be included in technical provisions of
member states. Moreover, assumptions about inflation are crucial in the
estimation of the potential impact. Therefore it is not possible to make an
adequate impact assessment at this point.

e Including discretionary benefits in the technical provisions would violate their
discretionary character. A formalisation of the discretionary process would have
to be made. As a consequence, such an approach might potentially render
discretionary benefits into legally enforceable payments.

e Potentially major increase on the technical provisions and the size of the
balance sheet. An increase in technical provisions would reflect a probability
weighted best estimate, which would not necessarily reflect full indexation.

e As discretionary benefits are currently not part of the technical provisions,
additional and potentially costly calculations have to be made. The SSC survey
shows that about half of the countries do not reserve for inflation or salary
indexation. Where inflation protection or salary indexation (in the reserving
method) is mandatory in law or guaranteed through a promise by the IORP, it
adds significantly to the size of technical provisions.

¢ Including inflation for the technical provisions related to the accumulation phase
would automatically lead to a PBO approach of the best estimate, which could
go beyond the actual liability of the sponsor / IORP.

e The impact on the SCR of including discretionary benefits may be limited, since
a deteriorating solvency position under stress could (partly) be compensated by
a reduction of discretionary benefits.

» Supervisory authorities

e The validity of assumptions may be difficult to assess for supervisors. Moreover,
there will be increased complexity when offsetting security mechanisms are to
be applied in the calculation of the capital requirement.

Option 3:
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> Members/beneficiaries

e As option 2.
e Earmarking surplus funds on the IORPs balance sheet might result in false
expectations of members regarding future discretionary benefits.

» IORPs/sponsoring employers
e As option 2.
» Supervisory authorities

e As option 2.

e Lowers comparability of pension promises across Europe as Member States will
be allowed to choose whether or not to include discretionary benefits in
technical provisions.

Financial guarantees and contractual options (Article 79)

Option 1: Include the text of Article 79 of Solvency II in a revised IORP Directive with
minor changes to reflect IORPs

Positive impacts

> Members/beneficiaries

¢ Not foreseen.
» IORPs/sponsoring employers

e Helps ensure technical provisions better reflect the nature of the liabilities
» Supervisory authorities

e Helps ensure technical provisions better reflect the nature of the liabilities

Negative impacts
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> Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e May be a complex process with little gain for some IORPs. Therefore
proportionality is important in its implementation

» Supervisory authorities

e May create an additional burden if supervisor is required to ensure and/or check
that the IORP has undertaken this process.

Segmentation of risk groups (Article 80)

Option 1: Include the text of Article 80 of Solvency II in a revised IORP Directive with
minor changes to reflect IORPs.

Option 2: Given that Article 15 of the IORP is sufficient for the purposes of Article 80
of Solvency II, do not include text of Article 80 into a revised IORP Directive.

Positive impacts

Option 1 :

» Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e Helps ensure technical provisions reflect the nature of the liabilities

» Supervisory authorities

e Helps ensure technical provisions reflect the nature of the liabilities

Option 2:

No impact foreseen since there would be no change to existing requirements.

Negative impacts

Option 1 :
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> Members/beneficiaries

e Not foreseen.

» IORPs/sponsoring employers

e May be seen to overly burdensome - especially for cross-border IORPs
providing different schemes - with little or no additional gain

» Supervisory authorities

e May be seen to overly burdensome - especially for cross-border IORPs
providing different schemes - with little or no additional gain

Option 2:
No impact foreseen since there would be no change to existing requirements.

Criteria_for the calculation of recoverables from reinsurance contracts and special
purpose vehicles (Article 81)

Option 1: Not to include Article 81 in the IORP Directive but incorporate its principles
in the calculation of technical provisions

Option 2: Application of Article 81 of the Solvency II Directive to IORPs

Positive impacts

Option 1:

» IORPs/sponsoring employers
e Minor changes of the current Directive reflecting the lesser importance of
recoverable from (re) insurance contracts and SPV for IORPs compared with
insurance companies.

Option2:

» Supervisory authority
e Consistency with Solvency II Directive, taking explicitly into account the
counterparty credit risk from reinsurance contracts that can be a material
factor.

Negative impacts

Option 1:
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» Supervisory authority
e Not consistent with Solvency II Directive.

Option2:

» IORPs/sponsoring employers
e Excessive level of detail with regard to principles already set out in Article 75 of
Solvency II.
e Estimating counterparty default risk may be burdensome.
> Supervisory authority
e Excessive level of detail with regard to principles already set out in Article 75 of
Solvency II.

Availability of accurate data and circumstances in which approximations are allowed

(Article 82)

EIOPA advices to include Article 82 of the Solvency II Directive in the IORP Directive
with minor amendments to stress proportionality and address the specificities of
IORPs

Estimated impact

Clear recognition of the use of approximations, including a case-by-case approach, in
the calculation of the best estimate of technical provisions at minimal costs.

Processes to ensure that best estimates are reqularly compared against experience

(Article 83)

EIOPA is of the view that article 83 of Solvency II is applicable for IORPs with the
clarification that application is subject to proportionality.

Positive impacts
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> Members/beneficiaries

e Allows for assumptions to be regularly checked for their accuracy against
experience leading to a more reliable outcome.

» IORPs/sponsoring employers

e Minor. An assessment of the assumptions underlying the calculation of technical
provisions is already implicit in Article 15.4 of the IORP directive.

» Supervisory authorities

e Consistency with Solvency II Directive.

Negative impacts

> Members/beneficiaries

e No negative impact foreseen.

» IORPs/sponsoring employers

e Would be an additional burden and would require proportionate application.

» Supervisory authorities

¢ No negative impact foreseen.

Demonstration of appropriateness of level of technical provisions to supervisor (Article

84)

EIOPA is of the view that Article 84 of the Solvency II Directive is applicable to IORPs,
with the modifications that the words ‘insurance and reinsurance undertakings’ must be
replaced by ‘IORPs’ and it should be applied proportionally and upon reasonable
request.

Positive impacts
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> Members/beneficiaries
e Wouldn't affect benefits of the members/beneficiaries by additional costs for the
employer since it is a demonstration only "on request”.

» IORPs/sponsoring employers
e Since it is assumed that IORP's themselves verify the appropriateness of the
level of their technical provisions and the applicability of their used methods, a
demonstration only "on request" wouldn't make additional administrative
burden for the IORP's nor additional costs for the employer.
> Supervisory authorities

e Creates more appropriate ways to check the level of technical provisions and
the applicability of the methods used.

e A demonstration only ‘on request’ wouldn't make additional administrative
burden for the supervisory authority.

e Consistency with the Solvency II Directive.

Negative impacts

» Members/beneficiaries
¢ No negative impact foreseen.
» IORPs/sponsoring employers
e The more explicitly stated possibility of a demonstration \on request\ could
move IORP's to insert less detailed descriptions in the financing plan.
e Poses a burden for IORPs if used excessively.

» Supervisory authorities
e The more explicitly stated possibility of a demonstration "on request" could
require the supervisor to request additional information on each occasion

Estimated impact

Minor. Demonstration by the IORP, on request of the supervisor, of elements already
available in the IORP Directive.

Power of supervisor to increase amount of technical provisions (Article 85)

Estimated impact

In general the impact on all groups of stakeholders would be minor, although this
would represent an additional supervisory power in some Member States.

Implementing measures (Article 86)

Estimated impact

Having detailed implementing measures to be applied by all IORPs in all Member
States would lead to greater harmonisation, which may not fit the current national
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approaches. If implementing measures contained too many and too complex detailed
rules there might be problems for some IORPs to comply with these rules as well as
high costs for compliance for all IORPs.

This could also cause reluctance of employers/sponsors to further provide
occupational pensions to their employees because of higher costs, which would have
negative impact on (potential) members and beneficiaries.

The need to maintain Article 15(5) of Directive 2003/41/EC

Option 1: No change to the current requirements.
Option 2: Delete Article 15(5)

The impacts following directly from these options are dependent on the decisions
made from other Articles regarding the calculation of Technical Provisions.

Advice on the feasibility to treat sponsor covenants like reinsurance contracts with due
account for counterparty default risk

Option 1: Maintain the treatment of sponsor support of the current IORP Directive
Option 2: Value all forms of sponsor support as an asset on the balance sheet of the
IORP and impacting on the calculation of the solvency capital requirements where

these are required

Option 3: Take account of sponsor support as impacting on the calculation of the
technical provision and the capital requirements of the IORP where these are required

Option 4: Value all forms of sponsor support as an asset on the balance sheet of the
IORP and impacting on the calculation of the technical provision and the capital
requirements of the IORP where these are required

Option 5: Recognition of sponsor support as ancillary own funds

Positive impacts

Option 1:
No impact because no change from current IORP Directive.

Option 2:
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> Members/beneficiaries

e If coupled with appropriate disclosure requirements, provides for an increased
transparency of the security of benefits.

» IORPs/sponsoring employers

e Enables full transparency of the support that is provided by the sponsor by
placing on the balance sheet of the IORP.

e Supports a harmonized approach across IORPs in valuing sponsor support

e Provides for a more crystallised view of the level of support the sponsor can be
expected to provide the IORP

» Supervisory authorities

e Explicit valuations increase objectivity and transparency as supervisors are
currently putting an implicit value on sponsor support.

Option 3:

» Members/beneficiaries

e No impact foreseen.

» IORPs/sponsoring employers

e May allow for a more proportionate and qualitative assessment of the support
of the sponsor to be made

» Supervisory authorities

e As per IORPs/sponsoring employers.

Option 4:
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> Members/beneficiaries

e No impact foreseen.

» IORPs/sponsoring employers

e Allows for sponsor support to be recognized in all circumstances

» Supervisory authorities

e As per IORPs/sponsoring employers.

Option 5:
> Members/beneficiaries

e This option implies an obligation of full funding, as technical provisions could be
covered only by hard financial assets. From this prospective it's the most
protective option for the members and beneficiaries.

» IORPs/sponsoring employers

e Improved transparency in the solvency position of the IORP, as there is no
upfront netting of the risks with the security mechanisms which help facing it.

e Reduced complexity in the calculations, as asset items and SCR on the one
hand, sponsor support on the other hand, will be calculated separately.

» Supervisory authorities

e Increased involvement of the supervisory authority in the assessment of the
financial situation of the sponsor, provided that ancillary own funds are subject
to an approval process, as they are in Solvency II.

e From a prudential prospective, this option is the only one consistent with the
fact that the sponsor doesn’t materialise its commitment as a liability in its own
balance sheet.

e This option is the most consistent with the current Solvency II framework.

Negative impacts

Option 1:
No impact because no change from current IORP Directive.
Option 2:
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> Members/beneficiaries

e Considering sponsor support on the asset side of the IORP will create a counter-
incentive for the sponsor to keep the IORP fully funded, as a “virtual” support
could take the place of hard assets. This may eventually jeopardize the rights of
the members and beneficiaries. This impact could however be mitigated if
sponsor support were excluded from the coverage of technical provisions, by
tiering rules on assets.

» IORPs/sponsoring employers

e The explicit valuation of sponsor support on the prudential balance sheet may
eventually result in companies having to report the same figure in their
financial statements, which might reduce the willingness of employers to
provide occupational schemes to their workers.

e A potentially complex and costly exercise for IORPs to undertake, which would
practically imply the development of an internal model for a proper assessment.
As most undertakings will not be in a position to develop such a model, this
option will require substantial simplifications, which could significantly
undermine the prudential quality of the framework.

e May not be proportionate to the individual circumstances of some IORPs.

e May be too complex to determine an accurate and objective assessment.

» Supervisory authorities

¢ May be too complex to determine an accurate assessment
e This option could lead to considering the solvency position of an underfunded
IORP as satisfactory as the solvency position of a fully funded IORP.

e This option is equivalent to considering sponsor support as a reinsurance
arrangement. However, there are two major intrinsic differences between
“sponsor support” and “reinsurance”, which in the case of sponsor support lead
to a prudential inconsistency:

o The sponsor doesn’t necessarily account for a liability in its own balance
sheet, the value of which would reflect its commitment towards the
IORP; this absence of adequate liability leads to a double accounting of
wealth between the IORP and its sponsor.

e The sponsor is not subject to prudential supervision (with respect to this point it
should be noted that under Solvency II, a reinsurance arrangement will be
recognised as a risk-mitigation technique only if the reinsurer is itself compliant
with Solvency II or with a supervisory regime recognised as equivalent)

Option 3:
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> Members/beneficiaries

e Same as Option 2

» IORPs/sponsoring employers
e Same as Option 2
» Supervisory authorities

e Would not provide for full transparency of the level of sponsor support
e + same as Option 2

Option 4:

> Members/beneficiaries

e Same as Option 2

» IORPs/sponsoring employers

e Same as Option 2

» Supervisory authorities

e Same as Option 2
Option 5:
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» Members/beneficiaries
e No impact foreseen.
» IORPs/sponsoring employers

e It implies component 7 of the holistic balance sheet would not exist and would
make it impossible for IORPs to cover any part of the technical provisions with
sponsor support. Hence, it would result in an increase in upfront capital for
IORPs which rely on sponsor support

¢ Unless changes were made to the eligibility of ancillary own funds (compared to
the current Solvency II approach), this option would not allow for sponsor
support to cover all capital requirements (where required) and would result in
an increase in upfront capital for IORPs which rely on sponsor support

» Supervisory authorities

e Potential additional burden for the supervisory authorities, due to the ancillary
own funds approval process.
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9.5. EIOPA advice

The Commission Services would like EIOPA to advise, in close cooperation with the
actuarial profession, on detailed rules by which supervisors can ensure that IORPs
have proper rules to value assets, technical provisions and other liabilities.

EIOPA’s general position

EIOPA supports the following principles for the valuation and capital requirements
of IORPs:

- Transparency i.e. derivation of how a valuation was reached should be clear

- Comparability - it should therefore be possible to compare valuation of one
IORP’s liabilities with another, and likewise the value of the assets which support
that liability

- Comprehensiveness - all potential security mechanisms and benefit adjustments
should be included

EIOPA therefore recommends:
- Valuations should be market consistent

- Valuation should include the actuarial value of all enforceable pension promises of
the IORP

- The holistic balance sheet as the means in principle of including all security
mechanisms

- Its adoption in practice is subject to further investigation and in particular, the
feasibility of the development and adoption of a methodology for the quantification
of the security and benefit adjustment mechanisms, and whether that methodology
is effective in terms of its costs and benefits.

EIOPA wishes to note further that some elements of its advice are conditional on
the following three factors:

- The Commission’s objective of a common level of security for retirement
benefits. Whether this objective is accepted is a political matter which also
potentially has other implications . Its rejection would necessitate a review of
some of the advice.

- The results of a quantitative impact study. This will provide further information
about whether a common level of security is feasible in practice and effective in
terms of its costs and benefits, given the diversity of IORPs in the different
member states, and EIOPA will consider whether to offer further views on this
matter in light of the results.

- That the typical question in CfAs 5 and 6 on which EIOPA is asked to provide
advice is whether the material elements of articles of the Solvency II directive
should be amended or removed to adequately address the specificities of IORPs.
EIOPA’s response therefore does not consider the question of whether or not
Solvency II is the correct starting point, though it is noted that many consultation
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respondents stated the view that Solvency II is the wrong initial framework for
considering the capital requirements of IORPs.

EIOPA’s advice in this section is consistent with the Call for Advice’s objective to
increase the level of harmonisation and the holistic balance sheet proposal, and
with the Commission’s objective of achieving a common level of security for all
IORPs. EIOPA would like to stress that this not necessarily implies that these
options are preferred over the other options presented in the explanatory text,
which are more in line with the existing IORP Directive. It would therefore be
preferable to achieve agreement about the question of a common level of security
before making decisions about other matters considered in this section. In
addition, although the various options in the advice on CfA 5 and CfA 6 may be in
line with the holistic balance sheet approach, they may not always be consistent
with each other.

The advice in this section has been considered in principle only, and without the
results of any quantitative impact studies or detailed cost/benefit analysis.

EIOPA proposed response is as follows:

The material elements of Article 75 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the valuation of assets and liabilities;

Valuation of assets

EIOPA agrees with the requirement of Solvency II that assets should be valued on
a market consistent basis by specifying in the IORP Directive that:

"Member States shall ensure that IORPs value their assets on a market consistent
basis”

Valuation of liabilities — transfer value

EIOPA advices that the current IORP Directive is amended to state that the
valuation of technical provisions should be done on a market-consistent basis.

Article 15 of the IORP Directive should be amended to require IORPs to value their
liabilities on a market consistent basis, without necessarily referring to the concept
of transfer value.

“Member States shall ensure that IORPs value their liabilities on a market
consistent basis”

Own credit standing

EIOPA agrees with the requirement of Solvency II that no adjustment should be
made to take account of the own credit standing of the IORP when valuing
liabilities. The text of Article 75 can be used in a revised IORP Directive, changing
references to insurers to IORPs as appropriate.

"When valuing liabilities, no adjustment to take account of the own credit standing
of the IORP shall be made.”

The consistency between the rules to establish prudential balance sheets of IORPs
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and the rules for general accounting purposes, taking into account where
necessary the financial reporting rules (national or international) applicable to the
sponsoring undertaking;

It is considered that regulators and supervisors are already advancing convergence
of prudential and accounting standards, where appropriate given their different
objectives. Therefore, EIOPA advices not to adjust the IORP Directive with regard
to consistency with accounting standards.

The material elements of Article 76 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions. This should include advice on the circumstances under
with approximations in the calculation of the best estimate should be allowed;

Article 76(1)

Amend Article 76(1) which requires insurers to calculate technical provisions with
respect to all their obligations replacing insurance and reinsurance undertakings
with IORPs and replacing policy holders with members.

New text to be added to a revised IORP Directive as follows:

“Member States shall ensure that IORPs establish technical provisions with respect
to all of their occupational pension scheme obligations towards members and
bengeficiaries of pension contracts.”

Article 76(3)

Include Article 76(3) in a revised IORP Directive requiring IORPs to calculate their
technical provisions on a market consistent basis with a small change to address
the specificities of IORPs.

“The calculation of technical provisions shall make use of and be consistent with
information provided by the financial markets and generally available data on
biometric risks (market consistency).”

Article 76(4)

Include Article 76(4) in a revised IORP Directive but removing the reference to
being “prudent”.

Insert the below text as an Article into the revised IORP Directive:

“Technical provisions shall be calculated in a reliable and objective manner.”

Article 76(5)

Assuming Articles 77 to 82 are applicable with any appropriate amendments, this
paragraph is applicable.

Include Article 76(5) in a revised IORP Directive with amendments focussed only
on ensuring the correct references to the relevant Articles are made. The
appropriate text can only be drafted following decisions made elsewhere and so is
not shown here.
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The material elements of Article 77 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

Existence and method of calculation of a risk margin

The following policy options are proposed:

Option 1: Explicit risk margin in technical provisions calculated according to the
current IORP Directive

According to this option the risk margin is not related to the concept of transfer
value/cost of capital, but to the risk of adverse deviations from assumptions. This
option assumes that the best estimate part of technical provisions is also
calculated as the starting basis for the calculation of the risk margin. While
according to the current IORP Directive the risk margin could be implicitly part of
technical provisions this option would require an explicit calculation of a risk
margin for adverse deviation.

Option 2: Explicit risk margin in technical provisions calculated according to
Solvency II

According to this option the risk margin is related to the concept of transfer of
liabilities and the cost of capital. This option assumes that the best estimate part of
technical provisions is also calculated according to Solvency II. This option is only
valid if the choice is made to use the option of having a Solvency II-like, market
consistent approach to calculation of technical provisions. This means that there is
an interconnection with the options presented regarding Articles 75 and 76.

The text of Article 77 can then be added to a revised IORP Directive with
appropriate amendments.

"The risk margin shall be such as to ensure that the value of the technical
provisions is equivalent to the amount that IORPs would be expected to require in
order to take over and meet the IORPs obligations.

Where IORPs value the best estimate and the risk margin separately, the risk
margin shall be calculated by determining the cost of providing an amount of
eligible own funds equal to the Solvency Capital Requirement necessary to support
the IORPs obligations over the lifetime thereof.

The rate used in the determination of the cost of providing that amount of eligible
own funds (Cost-of-Capital rate) shall be the same for IORPs and shall be reviewed
periodically.

The Cost-of-Capital rate used shall be equal to the additional rate, above the
relevant risk-free interest rate, that an IORP would incur holding an amount of
eligible own funds, [as set out in Section 3[, equal to the Solvency Capital
Requirement necessary to support the IORP obligations over the lifetime of those
obligations.”

Option 3: Best estimate calculated according to Solvency II and no risk margin in
technical provisions
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According to this option the risk of adverse deviation would be taken into account
in the capital requirements only. Just like in option 1 there would be no allowance
for cost of capital. No explicit text would need to be inserted into a revised IORP
Directive.

Separate valuation of the best estimate and the risk margin if cash flows cannot be
replicated reliably (making the risk margin explicit)

If the decision was made to have a risk margin as part of technical provisions then
there should be a separate valuation of best estimate and risk margin, irrespective
of the method of calculation of the risk margin. This would mean that the risk
margin would in all cases be explicit which would lead to more transparency and
comparability.

If the decision was made to have no risk margin as part of technical provisions
then the issue of separate valuation does not arise. In this case Article 77 (4)
subparagraph 1 would have to be deleted.

Therefore the necessary amendments to the Solvency II-Directive as regards this
issue can be derived immediately from the choice of the option regarding the
existence and method of calculation of the risk margin.

Article 77 (4) subparagraph 2 of Solvency II should remain unchanged.

Appropriate text would need to be drafted for insertion into a revised IORP
Directive consistent with the decisions made based on the principles described
above.

Definition of cash-flows relevant when calculating technical provisions

EIOPA considers that the contract boundaries of occupational pension schemes
depend on the nature of the plan as well as social and labour law. Future accruals
should only be taken into account if there is a commitment which is other than
voluntary. Similarly, future indexation of accrued pension rights should only be
included if there is no possibility of cessation. If these considerations with regard to
contract boundaries are taken into account no amendments to Article 77 of the
Solvency II Directive are necessary as far as the determination of the relevant
cash-flows is concerned.

Gross calculation of best estimate

No amendments to Article 77 (2) subparagraph 4 of the Solvency II Directive are
necessary and the text can be inserted into a revised IORP Directive.

"The best estimate shall be calculated gross, without deduction of the amounts
recoverable from reinsurance contracts and special purpose vehicles. Those
amounts shall be calculated separately, in accordance with Article 81.”

Use of a risk free interest rate when calculating the best estimate part of technical
provisions

The following policy options are proposed:

Option 2: Risk-free interest rate
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Use a risk-free interest rate for the calculation of the best estimate part of
technical provisions that takes into account the nature of the liabilities of IORPs.

Option 3: Approach with two discount rates/levels of technical provisions

Introduce two different levels of technical provisions within best estimate of
technical provisions: Level A would be calculated with a risk free interest rate,
which would be chosen as described in option 2. Level B - that is part of Level A -
would be calculated on the expected return of assets or on a fixed, but not risk-
free, interest rate curve, on a basis further defined by level 2 implementing
measures.

The material elements of Article 78 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

Clarification is needed on how article 78(3) is to be interpreted and assessed in the
specific context of IORPs. Any revision of the IORP Directive should further specify
the principles of the definition of discretionary benefits.

In EIOPA’s view non-discretionary benefits (conditional as well as unconditional
benefits) should be included in the best estimate of technical provisions.

Regarding discretionary benefits two options are distinguished in the advice to
exclude or include discretionary benefits in the best estimate of technical
provisions. The impact of both options on IORPs for which discretionary benefits
play an important role has to be further clarified during the quantitative impact
study (QIS).

Option 1: Not to include discretionary benefits and surplus funds in the technical
provisions

For option 1, the text of article 78 needs to be amended:

In addition to Article 77, when calculating technical provisions, irsurance-and
reinsurance-undertakings IORPs shall take account of the following:

(1) all expenses that will be incurred in servicing insurance-and-reinsurance
pension obligations;

(2) inflation, including expenses and claims inflation to the extent pension
promises are subject to unconditional or conditional indexation;

(3) all payments to peliey-helders members and beneficiaries, ireludingfuture
diseretionary-bonuses, which iasurance-andreinsurance-undertakings IORPs expect
to make, whether or not those payments are unconditional eentractuatly

guaranteed,unless-thosepayments with the exception of future discretionary

bonuses and payments which fall under Article 91(2).

Further Level 2 implementing measures would be needed to specify the boundaries
of what constitutes (pure) discretionary benefits.

Option 3: Include discretionary benefits in technical provisions with the exception
of surplus funds.
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The text of article 78 needs to be amended:

In addition to Article 77, when calculating technical provisions, irsuranceand
reinsurance-undertakings IORPs shall take account of the following:

(1) all expenses that will be incurred in servicing iasuranceand-reinsurance
pension obligations;

(2) inflation, including expenses and claims inflation to the extent pension
promises are subject to indexation;

(3) all payments to petieyhoelders members and beneficiaries, including future
discretionary benefits benuses, which irsuraneeand-reinsuranceundertakings
IORPs expect to make, whether or not those payments are unconditional, unless
those payments falunder stem from Article 91(2).

Level 2 implementing measures would be needed to specify the boundaries of
discretionary benefits and how discretionary benefits are to be quantified in the
technical provisions, in particular on the way the uncertainty is to be taken into
account.

The material elements of Article 79 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

Include the text of Article 79 of Solvency II in a revised IORP Directive with minor
changes to reflect IORPs.

The following text to be added to a revised IORP Directive regarding the need to
take account of financial guarantees and contractual option in the calculation of
technical provisions noting that the principle of proportionality will apply.

“When calculating technical provisions, where applicable IORPs shall take account
of the value of financial guarantees and contractual options included in
occupational pension schemes.

Any assumptions made by IORPs with respect to the likelihood that members and
beneficiaries will exercise contractual options shall be realistic and based on
current and credible information. The assumptions shall take account, either
explicitly or implicitly, of the impact that future changes in financial and non-
financial conditions may have on the exercise of those options.

Where the impact of such options is not significant, IORPs should be able to apply
the principle of proportionality in their estimations.”

The material elements of Article 80 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

Include the text of Article 80 of Solvency II in a revised IORP Directive with minor
changes to reflect IORPs and to stress the importance of a proportional
implementation.

The following text to be added to a revised IORP Directive requiring the
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segregation of risk groups:

“IORPs shall segment their occupational pension obligations into homogeneous risk
groups, and as a minimum by DB and DC, when calculating their technical
provisions subject to materiality and proportionality.”

The material elements of Article 81 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

Introduce Article 81 of Solvency II regarding recoverables from reinsurance
contracts and special purpose vehicles in a revised IORP Directive with minor
amendments in order to address specificities of IORPs.

"The calculation by IORPs of amounts recoverable from reinsurance contracts and
special purpose vehicles shall comply with Articles [76 to 80].

When calculating amounts recoverable from reinsurance contracts and special
purpose vehicles, IORPs shall take account of the time difference between
recoveries and direct payments.

The result from that calculation shall be adjusted to take account of expected
losses due to default of the counterparty. That adjustment shall be based on an
assessment of the probability of default of the counterparty and the average loss
resulting therefrom (loss-given-default).”

Appropriate simplifications to avoid — where appropriate — complex option
valuation techniques should be laid down in level 2 implementing measures.

The material elements of Article 82 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions. This should include advice on the circumstances under
which approximations in the calculation of the best estimate should be allowed.

Introduce Article 82 of Solvency II in the IORP Directive, with minor amendments
to stress the importance of materiality and proportionality and to address the
specificities of IORPs. The identification of the specific circumstances in which these
approximations could be applied can be addressed in the level 2 implementing
measures.

"Member States shall ensure that IORPs have internal processes and procedures in
place to ensure the appropriateness, completeness and accuracy of the data used
in the calculation of their technical provisions subject to proportionality.

Where, in specific circumstances, IORPs have insufficient data of appropriate
quality to apply a reliable actuarial method to a set or subset of their insurance
and reinsurance obligations, or amounts recoverable from reinsurance contracts
and special purpose vehicles, appropriate approximations, including case-by-case
approaches, may be used in the calculation of the best estimate.”

The material elements of Article 83 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.
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Article 83 regarding comparison of assumptions against experience can be applied
included in a revised IORP Directive by emphasising proportionality and changing
references to insurance to IORPs.

"IORPs shall have processes and procedures in place to ensure that best estimates,
and the assumptions underlying the calculation of best estimates, are regularly
compared against experience subject to proportionality.

Where the comparison identifies systematic deviation between experience and the
best estimate calculations of IORPs, the IORP concerned shall make appropriate
adjustments to the actuarial methods being used and/or the assumptions being
made.”

The material elements of Article 84 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

Article 84 regarding the ability of supervisory authorities to request insurers to
demonstrate the appropriateness of the level of technical provisions can be
included in a revised IORP Directive by changing references to insurance to IORPs
and stressing that application should be proportional.

Upon request from the supervisory authorities, insurance-and-reinsurance
undertakings IORPs shall demonstrate subject to proportionality the
appropriateness of the level of their technical provisions, as well as the applicability
and relevance of the methods applied, and the adequacy of the underlying
statistical data used.

The material elements of Article 85 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

Article 85 regarding the ability of supervisory authorities to increase the amount of
technical provisions if the calculation does not comply with the relevant articles can
be included in a revised IORP Directive by changing references to insurance to
IORPs only.

"To the extent that the calculation of technical provisions IORPs does not comply
with Articles [76 to 83], the supervisory authorities may require IORPs to increase
the amount of technical provisions so that they correspond to the level determined
pursuant to those Articles.”

IORPs evidently have the right to appeal in court - like any other decision taken in
respect of IORPs - the decision taken to raise the amount of technical provisions.

The material elements of Article 86 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
the technical provisions.

If the decision was made after a quantitative impact study and impact assessment
to apply rules for calculating technical provisions and capital requirements for
IORPs in the same or a similar way as for insurance undertakings then there would
be the same need for implementing measures.
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Therefore in this case an article similar to Article 86 should exist in a revised IORP
Directive. At this stage the future rules for the regulation of IORPs are not clear, so
there can be no advice which implementing measures are needed. It is clear
however that the level 2 implementing measures should be established through an
open process including a public consultation and be subject to materiality and
proportionality.

The need to maintain Article 15(5) of Directive 2003/41/EC.

Delete Article 15(5) from the IORP Directive that allows Member States to lay
down more detailed rules for the calculation of technical provisions.

Advice on the feasibility to treat sponsor covenants like reinsurance contracts with
due account for counterparty default risk.

Option 2: Value all forms of sponsor support as an asset on the balance sheet of
the IORP and impacting on the calculation of the solvency capital requirements
where these are required.

EIOPA’s position is that sponsor support should be valued as an asset and so have
a value on the asset side of the holistic balance sheet of the IORP and can also act
as a risk mitigation mechanism reducing capital requirements.

Sponsor support should be legally enforceable in order to be included in the
balance sheet and the way it should be valued needs further elaboration. This
should include analysis of the feasibility of introducing tiering requirements on the
assets (analogous to the approach taken for the classification of own funds into 3
tiers) ensuring that an appropriate amount of reliance is placed on all the types of
assets eligible to cover IORPs’ liabilities.
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10. CfA 6: Security mechanisms

10.1. Extract from the call for advice

The Commission Services would like EIOPA to advise, in close cooperation with the
actuarial profession, on detailed rules by which supervisors can ensure that IORPs
have proper rules to protect pension liabilities.

The EIOPA advice should address at least the following subjects:

- Where the IORP itself covers risk (in the meaning of Article 17(1) of the IORP
Directive):

e The material elements of Article 87-99 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to
own funds; the advice should include an assessment as to whether there is an
advantage to keep a three-tier system;

e The adequacy of using subordinated debt as own funds in the light of the borrowing
restriction for IORPs contained in Article 18(2) of the IORP Directive;

e The material elements of Articles 100-127 and 304 of Directive 2009/138/EC that
should be amended or removed to adequately address the specificities of IORPs in
relation to the SCR (including the duration approach for the equity risk sub-module).
Particular attention should be paid to the adjustment for the loss-absorbing capacity
of technical provisions and deferred taxes to take into account the specificities of
pension schemes;

e The material elements of Article 128-131 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to the
MCR.

e As a particular treatment of this, the extent to which a similar approach can be
adopted for pension schemes were the risk is covered by the IORP and the sponsoring
undertaking.

- Where the risk (in the meaning of Article 17(1) of the IORP Directive) is covered by
the sponsoring undertaking:

e The possibility to restate the value of assets in the IORP and liabilities of the
sponsoring undertakings into a single balance sheet, including the possibility to
recognise sponsor covenants and claims in pension protection schemes as an asset
similar to reinsurance.

e The level of protection of the scheme members and beneficiaries provided by the
security mechanisms in the various systems.

e The treatment of operational risk where the investment risk is borne by the scheme
member or beneficiary;
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e The material elements of Articles 136-142 of Directive 2009/138/EC that should be
amended or removed to adequately address the specificities of IORPs in relation to the
recovery plan and, where necessary, the finance scheme; particular attention should
be paid to (i) the length of the recovery period allowed and (ii) the need to maintain a
specific wording for cross-border activity.

- Other requirements for IORPs, if any,
- Proportionality: e.g. simplifications in the standard SCR formula.

10.2. Background

Current legal requirements (IORP Directive)

10.2.1.

10.2.2.

10.2.3.

10.2.4.

10.2.5.

10.2.6.

10.2.7.

10.2.8.

The current IORP Directive makes a clear distinction between IORPs that
themselves cover biometric risks or guarantee certain benefits or investment
performance and IORPs where the sponsoring undertaking provides these
guarantees

Recital 30 refers to situations where the IORP - instead of the employer -
provides guarantees to cover against certain risks. In these instances, the
IORP is said to offer products similar to those of life insurance companies and
should hold at least the same amount of additional own funds as required of
life insurance companies. Article 17 provides for these additional
requirements, notably the need to hold assets above technical provisions to
serve as a buffer.

Where the sponsoring undertaking bears these risks, there are no similar
requirements. However, Article 9(1)(e) requires Member States to ensure
that the sponsor is committed to regular financing.

The case in which both the sponsoring undertaking and the IORP bear the
risk is not mentioned in the IORP Directive. One could argue that for these
IORPs Article 17(3) applies which gives Member States the right to decide
about the need to hold regulatory own funds.

According to the IORP Directive, own funds are assets held by the IORP
exceeding the liabilities. They serve as a buffer against risks the IORP is
exposed to, such as the absorption of deviations from anticipated investment
returns. After the amendment of the IORP Directive through Article 303 of
Solvency II the own funds of an IORP can consist of various items
exhaustively listed in Article 17a, distinguishing between own funds not
subject and subject to an agreement of the competent authorities.

The IORP Directive does not specify a quantitative confidence level for
determining the capital requirements nor a pre-defined time horizon.
However, the frequency of calculation of technical provisions is addressed in
Article 15(3) of the current IORP Directive.

In the IORP Directive, the minimum amount of own funds is determined as a
percentage of the technical reserves and risk capital (see Article 17(2) and
Article 17b).

In the current IORP Directive, the capital requirement (“regulatory own
funds”) is not split in two components, as it is in the Solvency II framework.
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Therefore, there is no concept of the IORP Directive which could be directly
compared to the Minimum Capital Requirement as introduced in the Solvency
IT Directive.

10.2.9. Article 16 of the IORP Directive specifies the current requirements for
adequate funding of technical provisions as well as recovery plan
requirements if an IORP has insufficient assets to cover technical provisions.
Recital 29 of the IORP Directive states that Member States should be able to
permit underfunding if the institution does not work on a cross-border basis
and provided that a proper plan is established to restore full funding.
According to Recital 28, the technical provisions of cross-border IORPs should
be fully funded at all times.

Recital (28)

Sufficient and appropriate assets to cover the technical provisions protect the
interests of members and beneficiaries of the pension scheme if the sponsoring
undertaking becomes insolvent. In particular in cases of cross-border activity, the
mutual recognition of supervisory principles applied in Member States requires that
the technical provisions be fully funded at all times.

Recital (29)

If the institution does not work on a cross-border basis, Member States should be
able to permit underfunding provided that a proper plan is established to restore
full funding and without prejudice to the requirements of Council Directive
80/987/EEC of 20 October 1980 on the approximation of the laws of the Member
States relating to the protection of employees in the event of the insolvency of
their employer.

Recital (30)

In many cases, it could be the sponsoring undertaking and not the institution itself
that either covers any biometric risk or guarantees certain benefits or investment
performance. However, in some cases, it is the institution itself which provides
such cover or guarantees and the sponsor's obligations are generally exhausted by
paying the necessary contributions. In these circumstances, the products offered
are similar to those of life-assurance companies and the institutions concerned
should hold at least the same additional own funds as life-assurance companies.

Article 9
Conditions of operation

1. Each Member State shall, in respect of every institution located in its territory,
ensure that:

(e) where the sponsoring undertaking guarantees the payment of the retirement
benefits, it is committed to regular financing;

Article 16

Funding of technical provisions
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1. The home Member State shall require every institution to have at all times
sufficient and appropriate assets to cover the technical provisions in respect of the
total range of pension schemes operated.

2. The home Member State may allow an institution, for a limited period of time, to
have insufficient assets to cover the technical provisions. In this case the
competent authorities shall require the institution to adopt a concrete and
realisable recovery plan in order to ensure that the requirements of paragraph 1
are met again. The plan shall be subject to the following conditions:

(a) the institution shall set up a concrete and realisable plan to re-establish the
required amount of assets to cover fully the technical provisions in due time. The
plan shall be made available to members or, where applicable, to their
representatives and/or shall be subject to approval by the competent authorities of
the home Member State;

(b) in drawing up the plan, account shall be taken of the specific situation of the
institution, in particular the asset/liability structure, risk profile, liquidity plan, the
age profile of the members entitled to receive retirement benefits, start-up
schemes and schemes changing from non-funding or partial funding to full
funding;

(c) in the event of termination of a pension scheme during the period referred to
above in this paragraph, the institution shall inform the competent authorities of
the home Member State. The institution shall establish a procedure in order to
transfer the assets and the corresponding liabilities to another financial institution
or a similar body. This procedure shall be disclosed to the competent authorities of
the home Member State and a general outline of the procedure shall be made
available to members or, where applicable, to their representatives in accordance
with the principle of confidentiality.

3. In the event of cross-border activity as referred to in Article 20, the technical
provisions shall at all times be fully funded in respect of the total range of pension
schemes operated. If these conditions are not met, the competent authorities of
the home Member State shall intervene in accordance with Article 14. To comply
with this requirement the home Member State may require ring-fencing of the
assets and liabilities.

Article 17
Regulatory own funds

1. The home Member State shall ensure that institutions operating pension
schemes, where the institution itself, and not the sponsoring undertaking,
underwrites the liability to cover against biometric risk, or guarantees a given
investment performance or a given level of benefits, hold on a permanent basis
additional assets above the technical provisions to serve as a buffer. The amount
thereof shall reflect the type of risk and asset base in respect of the total range of
schemes operated. These assets shall be free of all foreseeable liabilities and serve
as a safety capital to absorb discrepancies between the anticipated and the actual
expenses and profits.

2. For the purposes of calculating the minimum amount of the additional assets,

the rules laid down in Articles 27 and 28 of Directive 2002/83/EC shall apply.
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3. Paragraph 1 shall, however, not prevent Member States from requiring
institutions located in their territory to hold regulatory own funds or from laying
down more detailed rules provided that they are prudentially justified.

Article 303

Amendments to Directive 2003/41/EC

Directive 2003/41/EC shall be amended as follows:
1. Article 17(2) is replaced by the following:

"2. For the purposes of calculating the minimum amount of additional assets, the
rules laid down in Articles 17a to 17d shall apply.".

2. The following articles are inserted:
"Article 17a
Available solvency margin

1. Each Member State shall require of every institution referred to in Article 17(1)
which is located in its territory an adequate available solvency margin in respect of
its entire business at all times which is at least equal to the requirements in this
Directive.

2. The available solvency margin shall consist of the assets of the institution free of
any foreseeable liabilities, less any intangible items, including:

(a) the paid-up share capital or, in the case of an institution taking the form of a
mutual undertaking, the effective initial fund plus any accounts of the members of
the mutual undertaking which fulfil the following criteria:

(i) the memorandum and articles of association must stipulate that payments may
be made from those accounts to members of the mutual undertaking only in so far
as this does not cause the available solvency margin to fall below the required
level or, after the dissolution of the undertaking, where all the undertaking's other
debts have been settled;

(ii) the memorandum and articles of association must stipulate, with respect to any
payments referred to in point (i) for reasons other than the individual termination
of membership in the mutual undertaking, that the competent authorities must be
notified at least one month in advance and can prohibit the payment within that
period; and

(iii) the relevant provisions of the memorandum and articles of association may be
amended only after the competent authorities have declared that they have no
objection to the amendment, without prejudice to the criteria stated in points (i)
and (ii);

(b) reserves (statutory and free) not corresponding to underwriting liabilities;

(c) the profit or loss brought forward after deduction of dividends to be paid; and
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(d) in so far as authorised under national law, profit reserves appearing in the
balance sheet where they may be used to cover any losses which may arise and
where they have not been made available for distribution to members and
beneficiaries.

The available solvency margin shall be reduced by the amount of own shares
directly held by the institution.

3. Member States may provide that the available solvency margin may also
comprise:

(a) cumulative preferential share capital and subordinated loan capital up to 50 %
of the lesser of the available solvency margin and the required solvency margin, no
more than 25 % of which shall consist of subordinated loans with a fixed maturity,
or fixed-term cumulative preferential share capital, provided that binding
agreements exist under which, in the event of the bankruptcy or liquidation of the
institution, the subordinated loan capital or preferential share capital ranks after
the claims of all other creditors and is not to be repaid until all other debts
outstanding at the time have been settled;

(b) securities with no specified maturity date and other instruments, including
cumulative preferential shares other than those referred to in point (a), to a
maximum of 50 % of the available solvency margin, or the required solvency
margin, whichever the lesser, for the total of such securities, and the subordinated
loan capital referred to in point (a) provided they fulfil the following conditions:

(i) they must not be repaid on the initiative of the bearer or without the prior
consent of the competent authority;

(ii) the contract of issue must enable the institution to defer the payment of
interest on the loan;

(iii) the lender’s claims on the institution must rank entirely after those of all non-
subordinated creditors;

(iv) the documents governing the issue of the securities must provide for the loss-
absorption capacity of the debt and unpaid interest, while enabling the institution
to continue its business; and

(v) only fully paid-up amounts must be taken into account.

For the purposes of point (a), subordinated loan capital shall also fulfil the
following conditions:

(i) only fully paid-up funds shall be taken into account;

(ii) for loans with a fixed maturity, the original maturity shall be at least five years.
No later than one year before the repayment date, the institution shall submit to
the competent authorities for their approval a plan showing how the available
solvency margin will be kept at or brought to the required level at maturity, unless
the extent to which the loan may rank as a component of the available solvency
margin is gradually reduced during at least the five years before the repayment
date. The competent authorities may authorise the early repayment of such loans
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provided application is made by the issuing institution and its available solvency
margin will not fall below the required level;

(iii) loans the maturity of which is not fixed shall be repayable only subject to five
years’ notice unless the loans are no longer considered as a component of the
available solvency margin or unless the prior consent of the competent authorities
is specifically required for early repayment. In the latter event the institution shall
notify the competent authorities at least six months before the date of the
proposed repayment, specifying the available solvency margin and the required
solvency margin both before and after that repayment. The competent authorities
shall authorise repayment only where the institution’s available solvency margin
will not fall below the required level;

(iv) the loan agreement shall not include any clause providing that in specified
circumstances, other than the winding-up of the institution, the debt will become
repayable before the agreed repayment dates; and

(v) the loan agreement may be amended only after the competent authorities have
declared that they have no objection to the amendment.

4. Upon application, with supporting evidence, by the institution to the competent
authority of the home Member State and with the agreement of that competent
authority, the available solvency margin may also comprise:

(a) where Zillmerising is not practised or where, if practised, it is less than the
loading for acquisition costs included in the premium, the difference between a
non-Zillmerised or partially Zillmerised mathematical provision and a mathematical
provision Zillmerised at a rate equal to the loading for acquisition costs included in
the premium;

(b) any hidden net reserves arising out of the valuation of assets, in so far as such
hidden net reserves are not of an exceptional nature;

(c) one half of the unpaid share capital or initial fund, once the paid-up part
amounts to 25 % of that share capital or fund, up to 50 % of the available or
required solvency margin, whichever is the lesser.

The figure referred to in point (a) shall not exceed 3,5 % of the sum of the
differences between the relevant capital sums of life assurance and occupational
retirement provision activities and the mathematical provisions for all policies for
which Zillmerising is possible. The difference shall be reduced by the amount of
any undepreciated acquisition costs entered as an asset.

5. The Commission may adopt implementing measures relating to paragraphs 2 to
4 in order to take account of developments that justify a technical adjustment of
the elements eligible for the available solvency margin.

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure
with scrutiny referred to in Article 21b.

Article 17b

Required solvency margin
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1. Subject to Article 17c, the required solvency margin shall be determined as laid
down in paragraphs 2 to 6 according to the liabilities underwritten.

2. The required solvency margin shall be equal to the sum of the following results:
(a) the first result:

a 4 % fraction of the mathematical provisions relating to direct business and
reinsurance acceptances gross of reinsurance cessions shall be multiplied by the
ratio, which shall not be less than 85 %, for the previous financial year, of the
mathematical provisions net of reinsurance cessions to the gross total
mathematical provisions;

(b) the second result:

for policies on which the capital at risk is not a negative figure, a 0,3 % fraction of
such capital underwritten by the institution shall be multiplied by the ratio, which
shall not be less than 50 %, for the previous financial year, of the total capital at
risk retained as the institution’s liability after reinsurance cessions and
retrocessions to the total capital at risk gross of reinsurance.

For temporary assurances on death of a maximum term of three years, that
fraction shall be 0,1 %. For such assurance of a term of more than three years but
not more than five years, that fraction shall be 0,15 %.

3. For supplementary insurances referred to in Article 2(3)(a)(iii) of Directive
2009/138/EC of the European Parliament and of the Council of 25 November 2009
on the taking-up and pursuit of the business of Insurance and Reinsurance
(Solvency II) [] the required solvency margin shall be equal to the required
solvency margin for institutions as laid down in Article 17d.

4. For capital redemption operations referred to in Article 2(3)(b)(ii) of Directive
2009/138/EC, the required solvency margin shall be equal to a 4 % fraction of the
mathematical provisions calculated in compliance with paragraph 2(a).

5. For operations referred to in Article 2(3)(b)(i) of Directive 2009/138/EC, the
required solvency margin shall be equal to 1 % of their assets.

6. For assurances covered by Article 2(3)(a)(i) and (ii) of Directive 2009/138/EC
linked to investment funds and for the operations referred to in Article 2(3)(b)(iii),
(iv) and (v) of Directive 2009/138/EC, the required solvency margin shall be equal
to the sum of the following:

(a) in so far as the institution bears an investment risk, a 4 % fraction of the
technical provisions, calculated in compliance with paragraph 2(a);

(b) in so far as the institution bears no investment risk but the allocation to cover
management expenses is fixed for a period exceeding five years, a 1 % fraction of
the technical provisions, calculated in compliance with paragraph 2(a);

(c) in so far as the institution bears no investment risk and the allocation to cover
management expenses is not fixed for a period exceeding five years, an amount
equivalent to 25 % of the net administrative expenses of the previous financial
year pertaining to such business;
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(d) in so far as the institution covers a death risk, a 0,3 % fraction of the capital at
risk calculated in compliance with paragraph 2(b).

Article 17c
Guarantee fund

1. Member States may provide that one third of the required solvency margin as
specified in Article 17b shall constitute the guarantee fund. That fund shall
comprise the items listed in Article 17a(2) and (3) and, subject to the agreement
of the competent authority of the home Member State, in Article 17a(4)(b).

2. The guarantee fund shall not be less than EUR 3 million. Any Member State may
provide for a 25 % reduction of the minimum guarantee fund in the case of mutual
and mutual-type undertakings.

Article 17d
Required solvency margin for the purpose of Article 17b(3)

1. The required solvency margin shall be determined on the basis either of the
annual amount of premiums or contributions, or of the average burden of claims
for the past three financial years.

2. The amount of the required solvency margin shall be equal to the higher of the
two results as set out in paragraphs 3 and 4.

3. The premium basis shall be calculated using the higher of gross written
premiums or contributions as calculated below, and gross earned premiums or
contributions.

The premiums or contributions (inclusive of charges ancillary to premiums or
contributions) due in respect of direct business in the previous financial year shall
be aggregated.

To that sum there shall be added the amount of premiums accepted for all
reinsurance in the previous financial year.

From that sum there shall then be deducted the total amount of premiums or
contributions cancelled in the previous financial year, as well as the total amount
of taxes and levies pertaining to the premiums or contributions entering into the
aggregate.

The amount so obtained shall be divided into two portions, the first extending up
to EUR 50 million, the second comprising the excess; 18 % of the first portion and
16 % of the second shall be added together.

The sum so obtained shall be multiplied by the ratio existing in respect of the sum
of the previous three financial years between the amount of claims remaining to be
borne by the institution after deduction of amounts recoverable under reinsurance
and the gross amount of claims. That ratio shall be no less than 50 %.

4, The claims basis shall be calculated, as follows:
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The amounts of claims paid in respect of direct business (without any deduction of
claims borne by reinsurers and retrocessionaires) in the periods specified in
paragraph 1 shall be aggregated.

To that sum there shall be added the amount of claims paid in respect of
reinsurances or retrocessions accepted during the same periods and the amount of
provisions for claims outstanding established at the end of the previous financial
year both for direct business and for reinsurance acceptances.

From that sum there shall be deducted the amount of recoveries effected during
the periods specified in paragraph 1.

From the sum then remaining, there shall be deducted the amount of provisions
for claims outstanding established at the commencement of the second financial
year preceding the last financial year for which there are accounts, both for direct
business and for reinsurance acceptances.

One third of the amount so obtained shall be divided into two portions, the first
extending up to EUR 35 million and the second comprising the excess; 26 % of the
first portion and 23 % of the second, shall be added together.

The sum so obtained shall be multiplied by the ratio existing in respect of the sum
of the previous three financial years between the amount of claims remaining to be
borne by the institution after deduction of amounts recoverable under reinsurance
and the gross amount of claims. That ratio shall be no less than 50 %.

5. Where the required solvency margin as calculated in paragraphs 2 to 4 is lower
than the required solvency margin of the preceding year, the required solvency
margin shall be at least equal to the required solvency margin of the preceding
year, multiplied by the ratio of the amount of the technical provisions for claims
outstanding at the end of the previous financial year and the amount of the
technical provisions for claims outstanding at the beginning of the previous
financial year. In those calculations technical provisions shall be calculated net of
reinsurance but the ratio may be no higher than 1.

Article 18
Investment rules

2. The home Member State shall prohibit the institution from borrowing or acting
as a guarantor on behalf of third parties. However, Member States may authorise
institutions to carry out some borrowing only for liquidity purposes and on a
temporary basis.

International standards (OECD/IOPS, etc...)

10.2.10. The OECD Recommendation on the Core Principles of Occupational Pension

Regulation®? and the OECD Guidelines on Funding and Benefit Security in

2 OECD, Private Pensions and Policy Responses to the Crisis - Recommendation on the Core
Principles of Occupational Pension Regulation, June 2009.
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Occupational Pension Plans®® contain the following guidelines on the funding
rules for occupational pension plans/funds:

1. The legal provisions require the identification and maintenance of a level of
assets that would be at least sufficient to meet accrued benefit payments. The
targeted funding level may be based on the termination or the ongoing liability. It
should also take account of the plan sponsor’s ability and commitment to increase
contributions to the pension plan in situations of underfunding, the possibility of
benefit adjustments or changes in retirement ages, as well as the link between the
pension fund’s assets and its liabilities.

2. Approved funding methods (also known as actuarial cost methods) for the
ongoing liability should attempt to prevent sharply rising cost curves over time by
spreading the actuarial (or accrued) liability over the expected career path of plan
members. In order to ensure adequate funding levels over time, ongoing funding
methods should take into account factors such as future salary growth, mortality,
disability, early leaver (separation) and other relevant events.

3. In addition to normal costs (the present value of benefits that have accrued on
behalf of the members during the valuation period), contributions should reflect
other factors, including, to the extent appropriate to the accrual of benefits under
the plan, work before a plan’s inception, plan amendments that increase liability
attributable to past service, deviations of actual results from assumptions
(experience gains and losses), and the effects of changes in assumptions (actuarial
gains and losses). These supplemental costs should be amortised as even currency
units or at a minimum as even percentages of payroll. Amortisation periods should
in general not be longer than the expected future period of service of active plan
participants.

4. The legal provisions should not prevent funding methods that seek to dampen
the short term volatility in firms’ funding contributions. Prudent amortisation of
supplemental costs over time might help achieve a smoother contribution schedule
and more stable funding levels.

5. These legal provisions set out the different mechanisms and the recovery
period for correcting a situation of underfunding, taking into account the sources of
underfunding and the type of underfunding (ongoing or termination basis). Funding
rules may grant some reprieve on contribution obligations only under restricted
circumstances and to defined limits. Temporary reductions of contribution
obligations may be considered with a clear waiver procedure managed by the
pension regulator.

6. Funding rules should aim to be countercyclical, providing incentives to build
reserves against market downturns. They should also take market volatility into
account when limiting contributions (or their tax deductibility) as a certain funding
level is reached. Tax regulations should not discourage the build-up of sufficient
reserves to withstand adverse market conditions and should avoid restricting the
full funding of the ongoing or termination liability. Temporary suspension of
contribution obligations may be appropriate in circumstances of significant
overfunding (calculated on an on-going basis).

** OECD, OECD Guidelines on Funding and Benefit Security in Occupational Pension Plans -

Recommendation of the Council, May 2007.
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7. Funding rules should take into account the extent to which the autonomous
pension fund itself as opposed to the plan sponsor or the plan members is directly
responsible partly or wholly for the commitments represented by the pension
liabilities. Where the pension fund itself underwrites the pension liability without
any guarantee from the plan sponsor or members, it should be required to hold
additional assets over and above those necessary to fully fund the pension
liabilities on a plan termination basis. This capital requirement or solvency margin
should be determined taking into account the nature and size of assets held and
liabilities due that are the responsibility of the pension fund and the extent to
which benefits may be reduced.

Solvency II Directive

10.2.11. The Solvency II Directive distinguishes between basic and ancillary own
funds. Basic own funds consist of i) the excess of assets over liabilities and ii)
subordinated liabilities. Ancillary own funds consist of items other than basic
own funds which can be called up to absorb losses. They are subject to prior
supervisory approval.

10.2.12. In addition to this distinction, the Solvency II directive provides a
classification of own funds into 3 Tiers, depending on the capacity and
availability of the different own funds items to absorb losses. This
classification into tiers then leads to the definition of eligible own funds.

10.2.13. The Solvency II Directive does not contain a provision regarding the
prohibition of borrowing or acting as a guarantor on behalf of third parties.

10.2.14. The Solvency Capital Requirement (SCR) is calculated by taking into account
the actual risk profile of the undertaking and corresponds to the amount of
own funds to be held in order to ensure the solvency of the undertaking over
a certain time horizon with a given confidence level. Article 101 and 102
specify the value-at-risk (99.5% at a 1 year horizon), the risks covered and
the frequency of calculations.

10.2.15. Article 103-111 describe the working of the standard model for calculating
the SCR. According to Article 304, insurers may - subject to strict conditions
- use the duration-based equity risk sub-model for their domestic
(occupational) retirement business. Insurance undertakings may employ a
full or partial internal model, which is subject to the conditions laid down in
Articles 112-127.

10.2.16. The Articles 128-131 of Solvency II contain both qualitative and quantitative
provisions on the main characteristics and calculation of the Minimum Capital
Requirement (MCR).

10.2.17. Solvency II contains no distinction - as there is in the IORP Directive -
between the institution and the sponsoring undertaking bearing the risks.

10.2.18. Solvency II sets a specific capital requirement for operational risk as part of
the SCR. In the case of the unit-linked business, the capital requirement for
operational risk is set taking into account only the annual expenses incurred
in respect of these insurance operations.
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10.2.19. Articles 136-142 contain the provisions on recovery plans when insurance
undertakings do not comply with the capital requirements. They aim to
ensure that either the financial position of the company is corrected over a
short period - so that it has adequate capital to operate in that market - or
that the insurer is closed for new business and transfers its business to
another similar entity.

Article 87
Own funds

Own funds shall comprise the sum of basic own funds, referred to in Article 88 and
ancillary own funds referred to in Article 89.

Article 88
Basic own funds
Basic own funds shall consist of the following items:

(1) the excess of assets over liabilities, valued in accordance with Article 75 and
Section 2;

(2) subordinated liabilities.

The excess amount referred to in point (1) shall be reduced by the amount of own
shares held by the insurance or reinsurance undertaking.

Article 89
Ancillary own funds

1. Ancillary own funds shall consist of items other than basic own funds which can be
called up to absorb losses.

Ancillary own funds may comprise the following items to the extent that they are not
basic own-fund items:

(a) unpaid share capital or initial fund that has not been called up;
(b) letters of credit and guarantees;

(c) any other legally binding commitments received by insurance and reinsurance
undertakings.

In the case of a mutual or mutual-type association with variable contributions,
ancillary own funds may also comprise any future claims which that association may
have against its members by way of a call for supplementary contribution, within the
following 12 months.

2. Where an ancillary own-fund item has been paid in or called up, it shall be treated
as an asset and cease to form part of ancillary own-fund items.

Article 90
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Supervisory approval of ancillary own funds

1. The amounts of ancillary own-fund items to be taken into account when
determining own funds shall be subject to prior supervisory approval.

2. The amount ascribed to each ancillary own-fund item shall reflect the loss-
absorbency of the item and shall be based upon prudent and realistic assumptions.
Where an ancillary own-fund item has a fixed nominal value, the amount of that item
shall be equal to its nominal value, where it appropriately reflects its loss-absorbency.

3. Supervisory authorities shall approve either of the following:

(a) a monetary amount for each ancillary own-fund item;

(b) a method by which to determine the amount of each ancillary own-fund item, in
which case supervisory approval of the amount determined in accordance with that

method shall be granted for a specified period of time.

4. For each ancillary own-fund item, supervisory authorities shall base their approval
on an assessment of the following:

(a) the status of the counterparties concerned, in relation to their ability and
willingness to pay;

(b) the recoverability of the funds, taking account of the legal form of the item, as
well as any conditions which would prevent the item from being successfully paid in or
called up;

(c) any information on the outcome of past calls which insurance and reinsurance
undertakings have made for such ancillary own funds, to the extent that information
can be reliably used to assess the expected outcome of future calls.

Article 91
Surplus funds

1. Surplus funds shall be deemed to be accumulated profits which have not been
made available for distribution to policy holders and beneficiaries.

2. In so far as authorised under national law, surplus funds shall not be considered as
insurance and reinsurance liabilities to the extent that they fulfil the criteria set out in
Article 94(1).

Article 92

Implementing measures

1. The Commission shall adopt implementing measures specifying the following:

(a) the criteria for granting supervisory approval in accordance with Article 90;

(b) the treatment of participations, within the meaning of the third subparagraph of

Article 212(2), in financial and credit institutions with respect to the determination of
own funds.
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Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure with
scrutiny referred to in Article 301(3).

2. Participations in financial and credit institutions as referred to in paragraph 1(b)
shall comprise the following:

(a) participations which insurance and reinsurance undertakings hold in:

(i) credit institutions and financial institutions within the meaning of Article 4(1) and
(5) of Directive 2006/48/EC,

(ii) investment firms within the meaning of point 1 of Article 4(1) of Directive
2004/39/EC;

(b) subordinated claims and instruments referred to in Article 63 and Article 64(3) of
Directive 2006/48/EC which insurance and reinsurance undertakings hold in respect of
the entities defined in point (a) of this paragraph in which they hold a participation.

Article 93
Characteristics and features used to classify own funds into tiers

1. Own-fund items shall be classified into three tiers. The classification of those items
shall depend upon whether they are basic own fund or ancillary own-fund items and
the extent to which they possess the following characteristics:

(a) the item is available, or can be called up on demand, to fully absorb losses on a
going-concern basis, as well as in the case of winding-up (permanent availability),;

(b) in the case of winding-up, the total amount of the item is available to absorb
losses and the repayment of the item is refused to its holder until all other obligations,
including insurance and reinsurance obligations towards policy holders and
beneficiaries of insurance and reinsurance contracts, have been met (subordination).

2. When assessing the extent to which own-fund items possess the characteristics set
out in points (a) and (b) of paragraph 1, currently and in the future, due consideration
shall be given to the duration of the item, in particular whether the item is dated or
not. Where an own-fund item is dated, the relative duration of the item as compared
to the duration of the insurance and reinsurance obligations of the undertaking shall
be considered (sufficient duration).

In addition, the following features shall be considered:

(a) whether the item is free from requirements or incentives to redeem the nominal
sum (absence of incentives to redeem);

(b) whether the item is free from mandatory fixed charges (absence of mandatory
servicing costs);

(c) whether the item is clear of encumbrances (absence of encumbrances).
Article 94
Main criteria for the classification into tiers

186/515
© EIOPA 2012



1. Basic own-fund items shall be classified in Tier 1 where they substantially possess
the characteristics set out in Article 93(1)(a) and (b), taking into consideration the
features set out in Article 93(2).

2. Basic own-fund items shall be classified in Tier 2 where they substantially possess
the characteristic set out in Article 93(1)(b), taking into consideration the features set
out in Article 93(2).

Ancillary own-fund items shall be classified in Tier 2 where they substantially possess
the characteristics set out in Article 93(1)(a) and (b), taking into consideration the
features set out in Article 93(2).

3. Any basic and ancillary own-fund items which do not fall under paragraphs 1 and 2
shall be classified in Tier 3.

Article 95
Classification of own funds into tiers

Member States shall ensure that insurance and reinsurance undertakings classify their
own-fund items on the basis of the criteria laid down in Article 94.

For that purpose, insurance and reinsurance undertakings shall refer to the list of
own-fund items referred to in Article 97(1)(a), where applicable.

Where an own-fund item is not covered by that list, it shall be assessed and classified
by insurance and reinsurance undertakings, in accordance with the first paragraph.
That classification shall be subject to approval by the supervisory authority.

Article 96
Classification of specific insurance own-fund items

Without prejudice to Article 95 and Article 97(1)(a) for the purposes of this Directive
the following classifications shall be applied:

(1) surplus funds falling under Article 91(2) shall be classified in Tier 1;

(2) letters of credit and guarantees which are held in trust for the benefit of insurance
creditors by an independent trustee and provided by credit institutions authorised in
accordance with Directive 2006/48/EC shall be classified in Tier 2;

(3) any future claims which mutual or mutual-type associations of shipowners with
variable contributions solely insuring risks listed in classes 6, 12 and 17 in Part A of
Annex I may have against their members by way of a call for supplementary
contributions, within the following 12 months, shall be classified in Tier 2.

In accordance with the second subparagraph of Article 94(2), any future claims which
mutual or mutual-type associations with variable contributions may have against their
members by way of a call for supplementary contributions, within the following 12
months, not falling under point (3) of the first subparagraph shall be classified in Tier
2 where they substantially possess the characteristics set out in Article 93(1)(a) and
(b), taking into consideration the features set out in Article 93(2).

Article 97
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Implementing measures
1. The Commission shall adopt implementing measures laying down the following:

(a) a list of own-fund items, including those referred to in Article 96, deemed to fulfil
the criteria, set out in Article 94, which contains for each own-fund item a precise
description of the features which determined its classification;

(b) the methods to be used by supervisory authorities, when approving the
assessment and classification of own-fund items which are not covered by the list
referred to in point (a).

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure with
scrutiny referred to in Article 301(3).

2. The Commission shall regularly review and, where appropriate, update the list
referred to in paragraph 1(a) in the light of market developments.

Article 98
Eligibility and limits applicable to Tiers 1, 2 and 3

1. As far as the compliance with the Solvency Capital Requirement is concerned, the
eligible amounts of Tier 2 and Tier 3 items shall be subject to quantitative limits.
Those limits shall be such as to ensure that at least the following conditions are met:

(a) the proportion of Tier 1 items in the eligible own funds is higher than one third of
the total amount of eligible own funds;

(b) the eligible amount of Tier 3 items is less than one third of the total amount of
eligible own funds.

2. As far as compliance with the Minimum Capital Requirement is concerned, the
amount of basic own-fund items eligible to cover the Minimum Capital Requirement
which are classified in Tier 2 shall be subject to quantitative limits. Those limits shall
be such as to ensure, as a minimum, that the proportion of Tier 1 items in the eligible
basic own funds is higher than one half of the total amount of eligible basic own
funds.

3. The eligible amount of own funds to cover the Solvency Capital Requirement set
out in Article 100 shall be equal to the sum of the amount of Tier 1, the eligible
amount of Tier 2 and the eligible amount of Tier 3.

4. The eligible amount of basic own funds to cover the Minimum Capital Requirement
set out in Article 128 shall be equal to the sum of the amount of Tier 1 and the eligible
amount of basic own-fund items classified in Tier 2.

Article 99

Implementing measures

The Commission shall adopt implementing measures laying down:
(a) the quantitative limits referred to in Article 98(1) and (2);
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(b) the adjustments that should be made to reflect the lack of transferability of those
own-fund items that can only be used to cover losses arising from a particular
segment of liabilities or from particular risks (ring-fenced funds).

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure with
scrutiny referred to in Article 301(3).

Article 100
General provisions

Member States shall require that insurance and reinsurance undertakings hold eligible
own funds covering the Solvency Capital Requirement.

The Solvency Capital Requirement shall be calculated, either in accordance with the
standard formula in Subsection 2 or using an internal model, as set out in Subsection
3.

Article 101
Calculation of the Solvency Capital Requirement

1. The Solvency Capital Requirement shall be calculated in accordance with
paragraphs 2 to 5.

2. The Solvency Capital Requirement shall be calculated on the presumption that the
undertaking will pursue its business as a going concern.

3. The Solvency Capital Requirement shall be calibrated so as to ensure that all
quantifiable risks to which an insurance or reinsurance undertaking is exposed are
taken into account. It shall cover existing business, as well as the new business
expected to be written over the following 12 months. With respect to existing
business, it shall cover only unexpected losses.

It shall correspond to the Value-at-Risk of the basic own funds of an insurance or
reinsurance undertaking subject to a confidence level of 99,5 % over a one-year
period.

4. The Solvency Capital Requirement shall cover at least the following risks:
(a) non-life underwriting risk;

(b) life underwriting risk;

(c) health underwriting risk;

(d) market risk;

(e) credit risk;

(f) operational risk.

Operational risk as referred to in point (f) of the first subparagraph shall include legal
risks, and exclude risks arising from strategic decisions, as well as reputation risks.
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5. When calculating the Solvency Capital Requirement, insurance and reinsurance
undertakings shall take account of the effect of risk-mitigation techniques, provided
that credit risk and other risks arising from the use of such techniques are properly
reflected in the Solvency Capital Requirement.

Article 102
Frequency of calculation

1. Insurance and reinsurance undertakings shall calculate the Solvency Capital
Requirement at least once a year and report the result of that calculation to the
supervisory authorities.

Insurance and reinsurance undertakings shall hold eligible own funds which cover the
last reported Solvency Capital Requirement.

Insurance and reinsurance undertakings shall monitor the amount of eligible own
funds and the Solvency Capital Requirement on an ongoing basis.

If the risk profile of an insurance or reinsurance undertaking deviates significantly
from the assumptions underlying the last reported Solvency Capital Requirement, the
undertaking concerned shall recalculate the Solvency Capital Requirement without
delay and report it to the supervisory authorities.

2. Where there is evidence to suggest that the risk profile of the insurance or
reinsurance undertaking has altered significantly since the date on which the Solvency
Capital Requirement was last reported, the supervisory authorities may require the
undertaking concerned to recalculate the Solvency Capital Requirement.

Article 103

Structure of the standard formula

The Solvency Capital Requirement calculated on the basis of the standard formula
shall be the sum of the following items:

(a) the Basic Solvency Capital Requirement, as laid down in Article 104;
(b) the capital requirement for operational risk, as laid down in Article 107;

(c) the adjustment for the loss-absorbing capacity of technical provisions and deferred
taxes, as laid down in Article 108.

Article 104
Design of the Basic Solvency Capital Requirement

1. The Basic Solvency Capital Requirement shall comprise individual risk modules,
which are aggregated in accordance with point (1) of Annex IV.

It shall consist of at least the following risk modules:
(a) non-life underwriting risk;
(b) life underwriting risk;
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(c) health underwriting risk;
(d) market risk;
(e) counterparty default risk.

2. For the purposes of points (a), (b) and (c) of paragraph 1, insurance or reinsurance
operations shall be allocated to the underwriting risk module that best reflects the
technical nature of the underlying risks.

3. The correlation coefficients for the aggregation of the risk modules referred to in
paragraph 1, as well as the calibration of the capital requirements for each risk
module, shall result in an overall Solvency Capital Requirement which complies with
the principles set out in Article 101.

4. Each of the risk modules referred to in paragraph 1 shall be calibrated using a
Value-at-Risk measure, with a 99,5 % confidence level, over a one-year period.

Where appropriate, diversification effects shall be taken into account in the design of
each risk module.

5. The same design and specifications for the risk modules shall be used for all
insurance and reinsurance undertakings, both with respect to the Basic Solvency
Capital Requirement and to any simplified calculations as laid down in Article 109.

6. With regard to risks arising from catastrophes, geographical specifications may,
where appropriate, be used for the calculation of the life, non-life and health
underwriting risk modules.

7. Subject to approval by the supervisory authorities, insurance and reinsurance
undertakings may, within the design of the standard formula, replace a subset of its
parameters by parameters specific to the undertaking concerned when calculating the
life, non-life and health underwriting risk modules.

Such parameters shall be calibrated on the basis of the internal data of the
undertaking concerned, or of data which is directly relevant for the operations of that
undertaking using standardised methods.

When granting supervisory approval, supervisory authorities shall verify the
completeness, accuracy and appropriateness of the data used.

Article 105
Calculation of the Basic Solvency Capital Requirement

1. The Basic Solvency Capital Requirement shall be calculated in accordance with
paragraphs 2 to 6.

2. The non-life underwriting risk module shall reflect the risk arising from non-life
insurance obligations, in relation to the perils covered and the processes used in the
conduct of business.

It shall take account of the uncertainty in the results of insurance and reinsurance
undertakings related to the existing insurance and reinsurance obligations as well as
to the new business expected to be written over the following 12 months.
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It shall be calculated, in accordance with point (2) of Annex IV, as a combination of
the capital requirements for at least the following sub-modules:

(a) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from fluctuations in the timing, frequency and severity of insured events, and in the
timing and amount of claim settlements (non-life premium and reserve risk);

(b) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from significant uncertainty of pricing and provisioning assumptions related to
extreme or exceptional events (non-life catastrophe risk).

3. The life underwriting risk module shall reflect the risk arising from life insurance
obligations, in relation to the perils covered and the processes used in the conduct of
business.

It shall be calculated, in accordance with point (3) of Annex 1V, as a combination of
the capital requirements for at least the following sub-modules:

(a) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from changes in the level, trend, or volatility of mortality rates, where an increase in
the mortality rate leads to an increase in the value of insurance liabilities (mortality
risk);

(b) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from changes in the level, trend, or volatility of mortality rates, where a decrease in
the mortality rate leads to an increase in the value of insurance liabilities (longevity
risk);

(c) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from changes in the level, trend or volatility of disability, sickness and morbidity rates
(disability — morbidity risk);

(d) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from changes in the level, trend, or volatility of the expenses incurred in servicing
insurance or reinsurance contracts (life-expense risk);

(e) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from fluctuations in the level, trend, or volatility of the revision rates applied to
annuities, due to changes in the legal environment or in the state of health of the
person insured (revision risk);

(f) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from changes in the level or volatility of the rates of policy lapses, terminations,
renewals and surrenders (lapse risk);

(g) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from the significant uncertainty of pricing and provisioning assumptions related to
extreme or irregular events (life-catastrophe risk).

4. The health underwriting risk module shall reflect the risk arising from the
underwriting of health insurance obligations, whether it is pursued on a similar
technical basis to that of life insurance or not, following from both the perils covered
and the processes used in the conduct of business.
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It shall cover at least the following risks:

(a) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from changes in the level, trend, or volatility of the expenses incurred in servicing
insurance or reinsurance contracts;

(b) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from fluctuations in the timing, frequency and severity of insured events, and in the
timing and amount of claim settlements at the time of provisioning;

(c) the risk of loss, or of adverse change in the value of insurance liabilities, resulting
from the significant uncertainty of pricing and provisioning assumptions related to
outbreaks of major epidemics, as well as the unusual accumulation of risks under such
extreme circumstances.

5. The market risk module shall reflect the risk arising from the level or volatility of
market prices of financial instruments which have an impact upon the value of the
assets and liabilities of the undertaking. It shall properly reflect the structural
mismatch between assets and liabilities, in particular with respect to the duration
thereof.

It shall be calculated, in accordance with point (4) of Annex IV, as a combination of
the capital requirements for at least the following sub-modules:

(a) the sensitivity of the values of assets, liabilities and financial instruments to
changes in the term structure of interest rates, or in the volatility of interest rates
(interest rate risk);

(b) the sensitivity of the values of assets, liabilities and financial instruments to
changes in the level or in the volatility of market prices of equities (equity risk);

(c) the sensitivity of the values of assets, liabilities and financial instruments to
changes in the level or in the volatility of market prices of real estate (property risk);

(d) the sensitivity of the values of assets, liabilities and financial instruments to
changes in the level or in the volatility of credit spreads over the risk-free interest rate
term structure (spread risk);

(e) the sensitivity of the values of assets, liabilities and financial instruments to
changes in the level or in the volatility of currency exchange rates (currency risk);

(f) additional risks to an insurance or reinsurance undertaking stemming either from
lack of diversification in the asset portfolio or from large exposure to default risk by a
single issuer of securities or a group of related issuers (market risk concentrations).

6. The counterparty default risk module shall reflect possible losses due to unexpected
default, or deterioration in the credit standing, of the counterparties and debtors of
insurance and reinsurance undertakings over the following 12 months. The
counterparty default risk module shall cover risk-mitigating contracts, such as
reinsurance arrangements, securitisations and derivatives, and receivables from
intermediaries, as well as any other credit exposures which are not covered in the
spread risk sub-module. It shall take appropriate account of collateral or other
security held by or for the account of the insurance or reinsurance undertaking and
the risks associated therewith.
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For each counterparty, the counterparty default risk module shall take account of the
overall counterparty risk exposure of the insurance or reinsurance undertaking
concerned to that counterparty, irrespective of the legal form of its contractual
obligations to that undertaking.

Article 106
Calculation of the equity risk sub-module: symmetric adjustment mechanism

1. The equity risk sub-module calculated in accordance with the standard formula
shall include a symmetric adjustment to the equity capital charge applied to cover the
risk arising from changes in the level of equity prices.

2. The symmetric adjustment made to the standard equity capital charge, calibrated
in accordance with Article 104(4), covering the risk arising from changes in the level
of equity prices shall be based on a function of the current level of an appropriate
equity index and a weighted average level of that index. The weighted average shall
be calculated over an appropriate period of time which shall be the same for all
insurance and reinsurance undertakings.

3. The symmetric adjustment made to the standard equity capital charge covering the
risk arising from changes in the level of equity prices shall not result in an equity
capital charge being applied that is more than 10 percentage points lower or 10
percentage points higher than the standard equity capital charge.

Article 107
Capital requirement for operational risk

1. The capital requirement for operational risk shall reflect operational risks to the
extent they are not already reflected in the risk modules referred to in Article 104.
That requirement shall be calibrated in accordance with Article 101(3).

2. With respect to life insurance contracts where the investment risk is borne by the
policy holders, the calculation of the capital requirement for operational risk shall take
account of the amount of annual expenses incurred in respect of those insurance
obligations.

3. With respect to insurance and reinsurance operations other than those referred to
in paragraph 2, the calculation of the capital requirement for operational risk shall
take account of the volume of those operations, in terms of earned premiums and
technical provisions which are held in respect of those insurance and reinsurance
obligations. In this case, the capital requirement for operational risks shall not exceed
30 % of the Basic Solvency Capital Requirement relating to those insurance and
reinsurance operations.

Article 108
Adjustment for the loss-absorbing capacity of technical provisions and deferred taxes

The adjustment referred to in Article 103(c) for the loss-absorbing capacity of
technical provisions and deferred taxes shall reflect potential compensation of
unexpected losses through a simultaneous decrease in technical provisions or deferred
taxes or a combination of the two.
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That adjustment shall take account of the risk mitigating effect provided by future
discretionary benefits of insurance contracts, to the extent insurance and reinsurance
undertakings can establish that a reduction in such benefits may be used to cover
unexpected losses when they arise. The risk mitigating effect provided by future
discretionary benefits shall be no higher than the sum of technical provisions and
deferred taxes relating to those future discretionary benefits.

For the purpose of the second paragraph, the value of future discretionary benefits
under adverse circumstances shall be compared to the value of such benefits under
the underlying assumptions of the best-estimate calculation.

Article 109
Simplifications in the standard formula

Insurance and reinsurance undertakings may use a simplified calculation for a specific
sub-module or risk module where the nature, scale and complexity of the risks they
face justifies it and where it would be disproportionate to require all insurance and
reinsurance undertakings to apply the standardised calculation.

Simplified calculations shall be calibrated in accordance with Article 101(3).
Article 110

Significant deviations from the assumptions underlying the standard formula
calculation

Where it is inappropriate to calculate the Solvency Capital Requirement in accordance
with the standard formula, as set out in Subsection 2, because the risk profile of the
insurance or reinsurance undertaking concerned deviates significantly from the
assumptions underlying the standard formula calculation, the supervisory authorities
may, by means of a decision stating the reasons, require the undertaking concerned
to replace a subset of the parameters used in the standard formula calculation by
parameters specific to that undertaking when calculating the life, non-life and health
underwriting risk modules, as set out in Article 104(7). Those specific parameters
shall be calculated in such a way to ensure that the undertaking complies with Article
101(3).

Article 111
Implementing measures

1. In order to ensure that the same treatment is applied to all insurance and
reinsurance undertakings calculating the Solvency Capital Requirement on the basis of
the standard formula, or to take account of market developments, the Commission
shall adopt implementing measures providing for the following:

(a) a standard formula in accordance with the provisions of Articles 101 and 103 to
109;

(b) any sub-modules necessary or covering more precisely the risks which fall under
the respective risk modules referred to in Article 104 as well as any subsequent
updates;
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(c) the methods, assumptions and standard parameters to be used when calculating
each of the risk modules or sub-modules of the Basic Solvency Capital Requirement
laid down in Articles 104, 105 and 304, the symmetric adjustment mechanism and the
appropriate period of time, expressed in the number of months, as referred to in
Article 106, and the appropriate approach for integrating the method referred to in
Article 304 in the Solvency Capital Requirement as calculated in accordance with the
standard formula;

(d) the correlation parameters, including, if necessary, those set out in Annex IV, and
the procedures for the updating of those parameters;

(e) where insurance and reinsurance undertakings use risk-mitigation techniques, the
methods and assumptions to be used to assess the changes in the risk profile of the
undertaking concerned and to adjust the calculation of the Solvency Capital
Requirement;

(f) the qualitative criteria that the risk-mitigation techniques referred to in point (e)
must fulfil in order to ensure that the risk has been effectively transferred to a third

party;

(g) the methods and parameters to be used when assessing the capital requirement
for operational risk set out in Article 107, including the percentage referred to in
paragraph 3 of Article 107;

(h) the methods and adjustments to be used to reflect the reduced scope for risk
diversification of insurance and reinsurance undertakings related to ring-fenced funds;

(i) the method to be used when calculating the adjustment for the loss-absorbing
capacity of technical provisions or deferred taxes, as laid down in Article 108;

(j) the subset of standard parameters in the life, non-life and health underwriting risk
modules that may be replaced by undertaking-specific parameters as set out in Article
104(7);

(k) the standardised methods to be used by the insurance or reinsurance undertaking
to calculate the undertaking-specific parameters referred to in point (j), and any
criteria with respect to the completeness, accuracy, and appropriateness of the data
used that must be met before supervisory approval is given;

(1) the simplified calculations provided for specific sub-modules and risk modules, as
well as the criteria that insurance and reinsurance undertakings, including captive
insurance and reinsurance undertakings, shall be required to fulfil in order to be
entitled to use each of those simplifications, as set out in Article 109;

(m) the approach to be used with respect to related undertakings within the meaning
of Article 212 in the calculation of the Solvency Capital Requirement, in particular the
calculation of the equity risk sub-module referred to in Article 105(5), taking into
account the likely reduction in the volatility of the value of those related undertakings
arising from the strategic nature of those investments and the influence exercised by
the participating undertaking on those related undertakings.

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure with
scrutiny referred to in Article 301(3).
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2. The Commission may adopt implementing measures laying down quantitative limits
and asset eligibility criteria in order to address risks which are not adequately covered
by a sub-module. Such implementing measures shall apply to assets covering
technical provisions, excluding assets held in respect of life insurance contracts where
the investment risk is borne by the policy holders. Those measures shall be reviewed
by the Commission in the light of developments in the standard formula and financial
markets.

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure with
scrutiny referred to in Article 301(3).

Article 112
General provisions for the approval of full and partial internal models

1. Member States shall ensure that insurance or reinsurance undertakings may
calculate the Solvency Capital Requirement using a full or partial internal model as
approved by the supervisory authorities.

2. Insurance and reinsurance undertakings may use partial internal models for the
calculation of one or more of the following:

(a) one or more risk modules, or sub-modules, of the Basic Solvency Capital
Requirement, as set out in Articles 104 and 105;

(b) the capital requirement for operational risk as set out in Article 107,
(c) the adjustment referred to in Article 108.

In addition, partial modelling may be applied to the whole business of insurance and
reinsurance undertakings, or only to one or more major business units.

3. In any application for approval, insurance and reinsurance undertakings shall
submit, as a minimum, documentary evidence that the internal model fulfils the
requirements set out in Articles 120 to 125.

Where the application for that approval relates to a partial internal model, the
requirements set out in Articles 120 to 125 shall be adapted to take account of the
limited scope of the application of the model.

4. The supervisory authorities shall decide on the application within six months from
the receipt of the complete application.

5. Supervisory authorities shall give approval to the application only if they are
satisfied that the systems of the insurance or reinsurance undertaking for identifying,
measuring, monitoring, managing and reporting risk are adequate and in particular,
that the internal model fulfils the requirements referred to in paragraph 3.

6. A decision by the supervisory authorities to reject the application for the use of an
internal model shall state the reasons on which it is based.

7. After having received approval from supervisory authorities to use an internal
model, insurance and reinsurance undertakings may, by means of a decision stating
the reasons, be required to provide supervisory authorities with an estimate of the
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Solvency Capital Requirement determined in accordance with the standard formula, as
set out in Subsection 2.

Article 113
Specific provisions for the approval of partial internal models

1. In the case of a partial internal model, supervisory approval shall be given only
where that model fulfils the requirements set out in Article 112 and the following
additional conditions:

(a) the reason for the limited scope of application of the model is properly justified by
the undertaking;

(b) the resulting Solvency Capital Requirement reflects more appropriately the risk
profile of the undertaking and in particular complies with the principles set out in
Subsection 1;

(c) its design is consistent with the principles set out in Subsection 1 so as to allow
the partial internal model to be fully integrated into the Solvency Capital Requirement
standard formula.

2. When assessing an application for the use of a partial internal model which only
covers certain sub-modules of a specific risk module, or some of the business units of
an insurance or reinsurance undertaking with respect to a specific risk module, or
parts of both, supervisory authorities may require the insurance and reinsurance
undertakings concerned to submit a realistic transitional plan to extend the scope of
the model.

The transitional plan shall set out the manner in which insurance and reinsurance
undertakings plan to extend the scope of the model to other sub-modules or business
units, in order to ensure that the model covers a predominant part of their insurance
operations with respect to that specific risk module.

Article 114

Implementing measures

The Commission shall adopt implementing measures setting out the following:
(1) the procedure to be followed for the approval of an internal model;

(2) the adaptations to be made to the standards set out in Articles 120 to 125 in order
to take account of the limited scope of the application of the partial internal model.

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure with
scrutiny referred to in Article 301(3).

Article 115
Policy for changing the full and partial internal models

As part of the initial approval process of an internal model, the supervisory authorities
shall approve the policy for changing the model of the insurance or reinsurance
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undertaking. Insurance and reinsurance undertakings may change their internal model
in accordance with that policy.

The policy shall include a specification of minor and major changes to the internal
model.

Major changes to the internal model, as well as changes to that policy, shall always be
subject to prior supervisory approval, as laid down in Article 112.

Minor changes to the internal model shall not be subject to prior supervisory approval,
insofar as they are developed in accordance with that policy.

Article 116
Responsibilities of the administrative, management or supervisory bodies

The administrative, management or supervisory bodies of the insurance and
reinsurance undertakings shall approve the application to the supervisory authorities
for approval of the internal model referred to in Article 112, as well as the application
for approval of any subsequent major changes made to that model.

The administrative, management or supervisory body shall have responsibility for
putting in place systems which ensure that the internal model operates properly on a
continuous basis.

Article 117
Reversion to the standard formula

After having received approval in accordance with Article 112, insurance and
reinsurance undertakings shall not revert to calculating the whole or any part of the
Solvency Capital Requirement in accordance with the standard formula, as set out in
Subsection 2, except in duly justified circumstances and subject to the approval of the
supervisory authorities.

Article 118
Non-compliance of the internal model

1. If, after having received approval from the supervisory authorities to use an
internal model, insurance and reinsurance undertakings cease to comply with the
requirements set out in Articles 120 to 125, they shall, without delay, either present
to the supervisory authorities a plan to restore compliance within a reasonable period
of time, or demonstrate that the effect of non-compliance is immaterial.

2. In the event that insurance and reinsurance undertakings fail to implement the plan
referred to in paragraph 1, the supervisory authorities may require insurance and
reinsurance undertakings to revert to calculating the Solvency Capital Requirement in
accordance with the standard formula, as set out in Subsection 2.

Article 119

Significant deviations from the assumptions underlying the standard formula
calculation
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Where it is inappropriate to calculate the Solvency Capital Requirement in accordance
with the standard formula, as set out in Subsection 2, because the risk profile of the
insurance or reinsurance undertaking concerned deviates significantly from the
assumptions underlying the standard formula calculation, the supervisory authorities
may, by means of a decision stating the reasons, require the undertaking concerned
to use an internal model to calculate the Solvency Capital Requirement, or the
relevant risk modules thereof.

Article 120
Use test

Insurance and reinsurance undertakings shall demonstrate that the internal model is
widely used in and plays an important role in their system of governance, referred to
in Articles 41 to 50, in particular:

(a) their risk-management system as laid down in Article 44 and their decision-
making processes;

(b) their economic and solvency capital assessment and allocation processes,
including the assessment referred to in Article 45.

In addition, insurance and reinsurance undertakings shall demonstrate that the
frequency of calculation of the Solvency Capital Requirement using the internal model
is consistent with the frequency with which they use their internal model for the other
purposes covered by the first paragraph.

The administrative, management or supervisory body shall be responsible for ensuring
the ongoing appropriateness of the design and operations of the internal model, and
that the internal model continues to appropriately reflect the risk profile of the
insurance and reinsurance undertakings concerned.

Article 121
Statistical quality standards

1. The internal model, and in particular the calculation of the probability distribution
forecast underlying it, shall comply with the criteria set out in paragraphs 2 to 9.

2. The methods used to calculate the probability distribution forecast shall be based
on adequate, applicable and relevant actuarial and statistical techniques and shall be
consistent with the methods used to calculate technical provisions.

The methods used to calculate the probability distribution forecast shall be based upon
current and credible information and realistic assumptions.

Insurance and reinsurance undertakings shall be able to justify the assumptions
underlying their internal model to the supervisory authorities.

3. Data used for the internal model shall be accurate, complete and appropriate.

Insurance and reinsurance undertakings shall update the data sets used in the
calculation of the probability distribution forecast at least annually.
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4. No particular method for the calculation of the probability distribution forecast shall
be prescribed.

Regardless of the calculation method chosen, the ability of the internal model to rank
risk shall be sufficient to ensure that it is widely used in and plays an important role in
the system of governance of insurance and reinsurance undertakings, in particular
their risk-management system and decision-making processes, and capital allocation
in accordance with Article 120.

The internal model shall cover all of the material risks to which insurance and
reinsurance undertakings are exposed. Internal models shall cover at least the risks
set out in Article 101(4).

5. As regards diversification effects, insurance and reinsurance undertakings may take
account in their internal model of dependencies within and across risk categories,
provided that supervisory authorities are satisfied that the system used for measuring
those diversification effects is adequate.

6. Insurance and reinsurance undertakings may take full account of the effect of risk-
mitigation techniques in their internal model, as long as credit risk and other risks
arising from the use of risk-mitigation techniques are properly reflected in the internal
model.

7. Insurance and reinsurance undertakings shall accurately assess the particular risks
associated with financial guarantees and any contractual options in their internal
model, where material. They shall also assess the risks associated with both policy
holder options and contractual options for insurance and reinsurance undertakings.
For that purpose, they shall take account of the impact that future changes in financial
and non-financial conditions may have on the exercise of those options.

8. In their internal model, insurance and reinsurance undertakings may take account
of future management actions that they would reasonably expect to carry out in
specific circumstances.

In the case set out in the first subparagraph, the undertaking concerned shall make
allowance for the time necessary to implement such actions.

9. In their internal model, insurance and reinsurance undertakings shall take account
of all payments to policy holders and beneficiaries which they expect to make,
whether or not those payments are contractually guaranteed.

Article 122
Calibration standards

1. Insurance and reinsurance undertakings may use a different time period or risk
measure than that set out in Article 101(3) for internal modelling purposes as long as
the outputs of the internal model can be used by those undertakings to calculate the
Solvency Capital Requirement in a manner that provides policy holders and
beneficiaries with a level of protection equivalent to that set out in Article 101.

2. Where practicable, insurance and reinsurance undertakings shall derive the
Solvency Capital Requirement directly from the probability distribution forecast
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generated by the internal model of those undertakings, using the Value-at-Risk
measure set out in Article 101(3).

3. Where insurance and reinsurance undertakings cannot derive the Solvency Capital
Requirement directly from the probability distribution forecast generated by the
internal model, the supervisory authorities may allow approximations to be used in
the process to calculate the Solvency Capital Requirement, as long as those
undertakings can demonstrate to the supervisory authorities that policy holders are
provided with a level of protection equivalent to that provided for in Article 101.

4. Supervisory authorities may require insurance and reinsurance undertakings to run
their internal model on relevant benchmark portfolios and using assumptions based on
external rather than internal data in order to verify the calibration of the internal
model and to check that its specification is in line with generally accepted market
practice.

Article 123
Profit and loss attribution

Insurance and reinsurance undertakings shall review, at least annually, the causes
and sources of profits and losses for each major business unit.

They shall demonstrate how the categorisation of risk chosen in the internal model
explains the causes and sources of profits and losses. The categorisation of risk and
attribution of profits and losses shall reflect the risk profile of the insurance and
reinsurance undertakings.

Article 124
Validation standards

Insurance and reinsurance undertakings shall have a regular cycle of model validation
which includes monitoring the performance of the internal model, reviewing the
ongoing appropriateness of its specification, and testing its results against experience.

The model validation process shall include an effective statistical process for validating
the internal model which enables the insurance and reinsurance undertakings to
demonstrate to their supervisory authorities that the resulting capital requirements
are appropriate.

The statistical methods applied shall test the appropriateness of the probability
distribution forecast compared not only to loss experience but also to all material new
data and information relating thereto.

The model validation process shall include an analysis of the stability of the internal
model and in particular the testing of the sensitivity of the results of the internal
model to changes in key underlying assumptions. It shall also include an assessment
of the accuracy, completeness and appropriateness of the data used by the internal
model.

Article 125
Documentation standards
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Insurance and reinsurance undertakings shall document the design and operational
details of their internal model.

The documentation shall demonstrate compliance with Articles 120 to 124.

The documentation shall provide a detailed outline of the theory, assumptions, and
mathematical and empirical bases underlying the internal model.

The documentation shall indicate any circumstances under which the internal model
does not work effectively.

Insurance and reinsurance undertakings shall document all major changes to their
internal model, as set out in Article 115.

Article 126
External models and data

The use of a model or data obtained from a third party shall not be considered to be a
Jjustification for exemption from any of the requirements for the internal model set out
in Articles 120 to 125.

Article 127
Implementing measures

The Commission shall, in order to ensure a harmonised approach to the use of internal
models throughout the Community and to enhance the better assessment of the risk
profile and management of the business of insurance and reinsurance undertakings,
adopt implementing measures with respect to Articles 120 to 126.

Those measures, designed to amend non-essential elements of this Directive by
supplementing it, shall be adopted in accordance with the regulatory procedure with
scrutiny referred to in Article 301(3).

Article 128
General provisions

Member States shall require that insurance and reinsurance undertakings hold eligible
basic own funds, to cover the Minimum Capital Requirement.

Article 129
Calculation of the Minimum Capital Requirement

1. The Minimum Capital Requirement shall b