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Abstract: The current solvency framework, introduced in the early 70s, defined new capital requirements for insurers by specifying requirements for solvency margins. Since then, the science of risk management has progressed considerably. The current framework is too simple and does not direct capital accurately to where the risks are. It has become clear that the capital required under Solvency I is inadequately allocated and so regulation in several countries has been strengthened, resulting in a patchwork of rules in place across Europe, requiring the introduction of new, leveled model of regulation – Solvency II.
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1. SOLVENCY II – THE NEW RISK MANAGEMENT TOOL
Solvency Margin represents the level of an insurance company's spare capital in excess of its projected liabilities, effectively a measure of its financial health. There are often statutory minimum solvency margins, which are sometimes known as the resilience test. In a bear market insurance companies may face problems maintaining their solvency margins because their equity investments are falling in value.

On the face of it, the solvency margin can be seen as the difference between assets and liabilities. The admissibility of assets as defined by the regulator makes it important to focus attention to this categorization.

Regulators all over the world define asset categories as admissible mainly by considering the ability to convert such assets to cash to make insurance claims and they keep a close tab on such asset maintenance by insurers to ensure the proper security to the policyholders. A simple search on the Internet will show a very large number of articles and reports on the issue and how more and more stringent requirements are being placed on insurers and re- insurers on the solvency margin in the interest of the insuring public.

The current Solvency framework, introduced in the early 70s, defined new capital requirements for insurers by specifying requirements for solvency margins. Since then, the science of risk management has progressed considerably. The current framework is too simple and does not direct capital accurately to where the risks are. Lessons learned from 2002 – 2003, when financial markets fell sharply, and from insurance company failures have increased the scrutiny of both the industry and regulators on the importance of best risk management practice.

Many large companies have now developed sophisticated risk management systems, both for defining required capital levels and for putting in place management structures to identify, measure and manage risk levels. Over recent years, there has been a progressive strengthening of insurance regulation in some countries to address known inadequacies, but this is being done in a piecemeal fashion. The time has come for an overhaul of the system.

A risk-based system strives to allocate capital accurately to where the risks are. If the system is inaccurate, then companies have to hold more capital against some risks than is necessary, thus increasing the cost of insurance for customers. For other risks, too little capital will be held, leading to a higher risk of failure. Ideally, a risk-based system will accurately measure the level of risk in a portfolio, and indicate a proportionate amount of capital, leading to the most efficient use of capital possible. 

Solvency I specified capital requirements in terms of a simple set of factors to be applied to technical provisions or premiums. These defined additional ‘solvency margins’ to be maintained over and above the technical provisions. The problem with this approach is that it usually did not consistently take into account the strength of the provisions themselves, which varied widely by country and by product. Solvency II offers the opportunity to move to a holistic approach where assets and liabilities are valued consistently with market principles.

Solvency II will not only define capital requirements but will also require companies to establish systems, processes and controls for risk management. Companies that do this well will be rewarded with lower capital requirements, thus providing an incentive to improve.

The level of risk in an insurance portfolio depends on many different factors. The level of premium rates will have an effect as a company writing more profitable products will require less capital than a company writing less profitable business. The existence of options and guarantees in the product range has an effect, as does investment policy. The degree to which assets and liabilities are matched will have an impact on the capital requirements, but also an aggressive investment strategy, investing in high-risk assets, will obviously require more capital. Risk management techniques, such as the use of reinsurance and hedging, can reduce risk levels. Finally, the level of diversification within a portfolio can have a significant effect on capital requirements.

It is impossible to develop a simple set of factors that accurately captures all of the above effects. Many companies have developed highly sophisticated computer models to test the effects of different events on their insurance portfolios. These models can be used to calculate how much capital is needed to withstand various adverse circumstances that may arise. Provided that there are robust procedures for ensuring the quality and accuracy of such models, they provide the best available means for defining a capital requirement that is tailored to a particular portfolio.

Solvency I usually makes no explicit allowance for diversification and risk mitigation, effectively not providing any incentive for companies to manage their businesses to achieve high levels of diversification or develop appropriate risk mitigation strategies. Solvency II provides the opportunity to recognize both risk mitigation and diversification effects, subject to appropriate rules about the mobility of capital.

Not all companies have sophisticated internal models which can pass the tests of independent review necessary for regulators to rely on them. Small and medium-sized companies may have difficulty in meeting the costs of building such models. The proposed Solvency II framework will provide an alternative ‘Standard Approach’ which can be used instead. This approach will be risk-based and therefore follow the same principles as internal models. Its structure will be designed to achieve similar results as internal models, but will also need to incorporate margins for conservatism to account for the fact that it is not tailored to a specific risk profile. Although the ‘Standard Approach’ will be cheaper and easier to use than an internal model, there will be a tradeoff between simplicity and conservatism which will provide an incentive for all companies to move to the more sophisticated approach over time. The decision on which option to choose will remain with the company.

2. THREE PILLARS AND A COHERENT ECONOMIC
 FRAMEWORK
Solvency II aims at building a new regulatory framework for the insurance sector. The three pillars developed under Basel II provide an obvious model for Solvency II, but the similarities are limited. The insurance industry’s business model is very different to that of the banks, and it is developing its own set of principles to take into account the insurance specificities.

Pillar 1 defines the financial resources that a company needs to hold in order to be considered solvent. Two thresholds are defined. The first is called the Solvency Capital Requirement (SCR); supervisory action will be triggered (based on rules to be defined under Pillar II) if a company’s resources fall below this level. The lowest threshold, the Minimum Capital Requirement (MCR) will define the level at which the supervisory authority can invoke severe measures, including closure of the company to new business. The SCR – calculated either with a relatively simple Standard Approach or an internal model – will allow a company to withstand adverse circumstances, even severe ones. 

Based on market-consistently valued assets and liabilities, capital requirements will be calculated. Solvency II envisages two levels of capital requirements:

· the Minimum Capital Requirement (MCR) designates the “level of capital below which an insurance undertaking’s operations present an unacceptable risk to policyholders. If an undertaking’s available capital falls below the Minimum Capital Requirement, ultimate supervisory action should be triggered”.

· the Solvency Capital Requirement (SCR) “should deliver a level of capital that enables an insurance undertaking to absorb significant unforeseen losses and gives reasonable assurance to policyholders that payments will be made as they fall due. It should reflect the amount of capital required to meet all obligations over a specified time horizon to a defined confidence level.” Thus, all significant, quantifiable risks to which an insurer is exposed (underwriting, investment, credit, operational, and liquidity risk) should be factored into its calculation.

While the first pillar focuses on quantitative requirements, Pillar 2 defines more qualitative requirements and supplements Pillar I. For example, it defines the framework of supervisory control, focusing attention on internal risk management processes and aspects of operational risk.

The second pillar will provide principles for the supervisory review process and for insurers’ internal control and risk management. The former encompasses harmonisation of the supervisory review processes at EU level, coordination in times of crisis, rights and duties of the supervisory authorities, principles on transparency and accountability of the supervisory authorities and a peer review process. The latter sets out principles for internal control systems and for sound risk management. Key elements are the control of internal risk models, the use of stress tests, governance processes and fit and proper criteria for the senior management, and quality of risk mitigation (including reinsurance). Furthermore, risks which cannot be quantified in pillar I should be assessed qualitatively in pillar II.

Pillar 3 addresses risk disclosure requirements. Transparency, open information and comparability assist market forces in imposing greater discipline on the industry. The third pillar will build on disclosure and transparency to reinforce market mechanisms and risk-based supervision. The goal is to give policyholders, investors, rating agencies and any other interested parties a comprehensive picture of an insurer’s risks, as this information should have a disciplining effect on corporate management. Disclosure requirements will depend very much on the measures implemented in pillars I and II. So far, no pillar III reporting requirements have been defined, but they will most probably rely strongly on the Basel II approach applied in the banking sector and the accounting work done by IASB. It has not yet been decided whether or not certain supervisory information will be made public, because publication of a company’s tight solvency position could aggravate the situation of the insurer concerned. On the other hand, this information may be important for (potential) policyholders to make informed choices.

It is important that the three pillars should not overlap with each other, imposing double layers of conservatism. Combined with harmonization across Europe, it is the nature of the business and the risks that determines solvency, and not the location of the company. Reflecting the principle of coherency, Pillar I capital requirements will capture and adequately quantify all risks on a balance sheet. Pillar II will supplement Pillar I and promote good corporate risk management. Pillar III completes the framework by fostering market discipline and a risk dialogue among stakeholders.

3. SOLVENCY II’S IMPACT ON THE INSURANCE MARKET
In the current Solvency I framework, many ways of assessing solvency exist which are not always consistent and are even sometimes contradictory. Certain rules can also conflict with best risk management practices, eg, a company that increases its non-life premiums with no changes in liabilities reduces its risk of insolvency, but its capital requirements increase.

In Solvency II, the aim is to develop a coherent framework with consistent solvency measures across all types of business. The framework will also take into account the quality of risk management as well as the accuracy of risk assessment.

Solvency II will be based on economic principles for the measurement of assets and liabilities. It will also be a risk-based system as risk will be measured on consistent principles and capital requirements based directly on this measurement.

A set of simple factors, as used for Solvency I, cannot cope well with the diversity of risks in typical insurance portfolios. The more advanced companies have developed sophisticated internal models to measure the effects of adverse events on their portfolios. Provided they can be validated to an adequate standard, these models will form the basis of the capital assessment under Solvency II. 

Companies that do not have an internal model of the required standard will still be able to use a factor-based system (the ‘Standard Approach’), although it is likely to be more complex than the current system.

The aim of Solvency II is not to increase overall levels of capital but rather to ensure a high standard of risk assessment and efficient capital allocation. It should also contribute to increased transparency and help in the development of a level playing field across Europe.

4. CONCLUSIONS
Solvency II is set to mark a radical shift in the prudential regulation of insurance businesses across the EU. The planned framework will replace the blanket formula of Solvency I with a three-pillared approach that seeks to reflect the risks being run within the enterprise and the quality of the procedures in place to manage them. 

Solvency II is likely to be conceptually comparable to Basel II in banking. This includes a modular approach to capital evaluation. However, there are likely to be significant differences with Basel II, including an allowance for the diversification between the risk categories within the capital calculation. 

A key area of discussion is whether Solvency II should be a principles- or rules-based framework. Proponents of principles argue that this approach would be versatile enough to take account of the variations, nuances and continuing developments in insurance business. Advocates of rules believe that they would be easier to apply and supervise. 

Following much deliberation, a consensus is now building on the approach to calculating the risk margin. Under the widely favored cost-of-capital approach, the risk margin would be based on a projection of the capital a theoretical buyer would need to support the liabilities acquired from a purchaser and then run them off. This includes the marginal regulatory capital and the return that an investor would reasonably expect for committing this additional capital support. 

The final focus of debate centers on whether or not to include an additional margin for prudence within the technical provisions. Advocates believe that a prudence margin could help to take care of any potential unreliability or possible volatility in the proxies used to gauge market-consistent valuation. Opponents are concerned about what they see as the ‘double counting’ of additional prudence margins. 

Although the new framework is unlikely to be in place until 2010, insurers need to ensure they examine the implications and contribute to the consultations as soon as possible. Failure to take account of the accelerating developments in the drafting of Solvency II could leave companies facing regulations that they believe may be misguided or impractical, yet can do little about. 

The introduction of Solvency II also presents an arduous and potentially expensive implementation challenge. The practical experience of banks moving to the comparable Basel II certainly suggests that companies should underestimate the cost and time needed to comply with Solvency II at their peril. On the plus side, the necessary investment offers a valuable opportunity to improve risk management and enhance the basis for decision-making by providing a better understanding of the real risks being run, the trade-off between risk and reward and the assurance and insight to capitalize on opportunities. 
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