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PRA proposes changes to ISPV framework

On 15 November 2024, the UK’s Prudential Regulation Authority (the “PRA”)
published a consultation paper (CP15/24) in which it proposes making a
number of reforms to the UK insurance special purpose vehicle (“UK ISPV”)
regulatory framework.

Background

Insurance special purpose vehicles are used in insurance linked securities
(“ILS”) structures, through which (re)insurers transfer risks from their balance
sheets to capital market participants.

The UK ISPV regime came into force in December 2017, but has seen
limited uptake since then, despite some intervening updates to the regime
(the latest of which were made in 2022 — see the report in our Insurance
Update newsletter). According to the PRA, market participants have
suggested that the UK regime does not positively support the establishment
of UK ISPVs.

The PRA is therefore proposing to make changes to its policy framework to
allow the UK non-life insurance sector to play a bigger role in the global ILS
market. The PRA considers that such changes will allow the UK ISPV
regime to be more in line with global practice and make the regime more
competitive. According to the PRA, the proposals should also facilitate more
ILS deals through the UK, increasing diversification of available capital for
PRA regulated (re)insurers and increasing capital availability for the
(re)insurance market.

The PRA’s proposals
The PRA is proposing to make a number of different changes to improve the
existing UK ISPV regime.

Structural changes

> Adggregate maximum risk exposure: The PRA proposes to clarify that UK
ISPVs can count realised investment returns that are retained by the
vehicle to cover its aggregate maximum risk exposure (“AMRE”) and
that the AMRE may increase over time commensurate with the
realisation of investment returns that are retained in the vehicle.

This proposal addresses a concern that the current framework may limit
the ability of firms to use UK ISPVs for multi-year risk transfer
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arrangements due to the upfront investment required to ensure that they
are fully funded at all times (“FFAAT").

The PRA considers that its changes may potentially allow for a smaller
upfront investment in the UK ISPV. This will also mean that investors
may not need to inject further funds into the vehicle to cover an increase
in the AMRE. The PRA believes that this will enhance the ability of firms
to use UK ISPVs, making the regime more attractive to firms. The PRA’s
proposal is subject to certain expectations, outlined in a proposed new
statement of policy (the “SoP”).

> Limited relaxation of PCC requirement: A UK ISPV that takes on more
than one contract for risk transfer from one or more cedants is a UK
multi arrangement insurance special purpose vehicle (a “UK MISPV”).
PRA rules currently require all UK MISPVs to be formed as Protected
Cell Companies (“PCCs”). This means that a standalone UK ISPV
cannot undertake more than one contract.

However, the PRA recognises that there may be certain circumstances
in which a standalone UK ISPV may want to undertake a risk transfer
which needs to be structured through multiple risk transfer contracts.
This could enable the tranching of risks, which allows a risk to be split in
multiple layers in order to cater for the preferences and risk appetites of
different sets of investors. Multiple risk transfer contracts also allow firms
to renew contracts without setting up an entirely new vehicle.

The PRA therefore proposes to change its rules such that UK MISPVs
which undertake more than one risk transformation transaction, but
which fall within the definition of “contractual arrangement” in the PRA
rules, are not required to be a PCC.

> “Grace periods” will be permitted: The PRA describes a “grace period”,
in the context of insurance special purpose vehicles, as a defined period
of time during which the requirement for the insurance special purpose
vehicle to be FFAAT is not applicable. This allows time to ascertain the
extent of funds which can be “rolled over” from one risk transfer
arrangement to another at renewal. The use of grace periods is not
allowed in the current UK ISPV regime. Certain other jurisdictions permit
the explicit use of grace periods.

The PRA says that it is aware that the requirement for UK ISPVs to be
FFAAT can result in funding issues for renewals. The PRA considers
that the allowance of grace periods would provide UK ISPVs and
cedants with improved flexibility during rollover periods, as the use of a
grace period allows time for any loss amount under the expiring contract
to be determined and for investors to post the collateral needed, thereby
avoiding over-collateralising, as would otherwise be needed during the
grace period.

The PRA therefore proposes to modify its rulebook to explicitly allow for
a 30 business day contractual “grace period” at the start of a risk
transformation transaction, subject to certain criteria. During the grace
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period the requirement for a UK ISPV or cell of a PCC to be FFAAT wiill
not apply.

Limited recourse clauses: A limited recourse clause (‘LRC”) has the
effect of limiting an insurance special purpose vehicle’s AMRE to the
value of its assets. The PRA proposes to clarify that it recognises that
such clauses can be used to comply with the FFAAT requirement on an
ongoing basis, subject to certain criteria being met. The PRA states in its
proposed new SoP that an LRC should not be used as an alternative to
a sound risk management framework and investment strategy.

Process changes

>

“Accelerated pathway” for certain UK ISPVs: At present, the PRA’s
authorisation commitment for UK ISPVs is 4 to 6 weeks for standard
applications. The PRA has received feedback that this timeframe is slow
in comparison to other jurisdictions. It therefore proposes introducing an
“accelerated pathway” for vehicles with defined criteria, whereby the
PRA would consider applications and, where satisfied, issue approvals
within 10 working days of a completed application being submitted to the
PRA.

Simplified authorisation process for other standard UK ISPVs: The PRA
proposes to make a number of changes which it hopes will allow for a
faster and smoother application process for standard applications.

Updates to PRA expectations of (re)insurers ceding to insurance
special purpose vehicles

>

New supervisory statement: The PRA proposes to introduce a new
supervisory statement (the “SS”) setting out the PRA’s expectations in
respect of the use of insurance special purpose vehicles (authorised in
any jurisdiction) by UK cedants. The new SS is intended to provide UK
cedants with clarity on the PRA’s expectations for how firms transferring
risks to insurance special purpose vehicles should manage risks in
relation to LRCs and grace periods. It also builds on certain existing
PRA requirements and expectations.

Restriction on the transfer of annuities and similar risks: The PRA is
proposing to set an expectation that UK firms should not use insurance
special purpose vehicles to transfer risks from annuity or similar
business.

Changes to the Senior Managers and Certification Regime

>

The PRA proposes to change the definition of the Chief Executive
function (SMF1) for UK ISPVs and introduce rules and expectations that
will define the particular SMF1 responsibilities in UK ISPVs. At present,
UK ISPVs require at least three designated Senior Management
Function (“SMF”) roles. Under the PRA’s proposal these three SMFs
would no longer be needed. Instead, just a CEO for UK ISPVs (SMF1)
would be sufficient for all UK ISPVs. The PRA considers that requiring
only one SMF for these entities reflects the limited nature of the
transactions undertaken by UK ISPVs and will make applications quicker
and easier. The PRA recognises that in the case of certain complex
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structures there may be a need for more than one person to hold the UK
ISPV SMF1 role.

Consequential changes

>

The PRA proposes to make other minor or consequential changes
including to improve clarity and to reflect feedback received from CP5/24
that was beyond the scope of that consultation (as noted in Chapter 11
of PS15/24).

Changes to the PRA’s materials as a result of its proposals would include:

>

Changes to the Insurance Special Purpose Vehicles Part of the PRA
Rulebook.

Deletion of supervisory statement SS8/17 and the introduction of the
new SoP. This proposed new SoP includes material from SS8/17 plus
amendments to reflect the proposals on which the PRA is currently
consulting.

The introduction of the proposed new SS to reflect the PRA’s proposals
that update its expectations of (re)insurers ceding to insurance special
purpose vehicles.

Changes to the Solvency Il — Insurance — Senior Management Functions
Part of the PRA Rulebook.

Feedback on the PRA’s proposals is requested by 14 February 2025. The
PRA currently intends to implement any changes in mid-2025.

The PRA notes that some of the changes that it has previously discussed
with stakeholders require legislative changes that are outside its remit. The
PRA is working with HM Treasury to assess and enable reform in those
areas, if deemed appropriate.
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