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Executive Summary

The Solvency Il Directive is a fundamental review
of the capital adequacy regime for the European
insurance industry. It provides a revised set of
European Union (EU)-wide capital requirements
and risk management standards that must be met
by 2012. The directive replaces current solvency
requirements by establishing stronger EU-wide
requirements on capital adequacy and risk man-
agement for insurers, with the following goals:

* Increasing policyholder protection.

* Reducing the possibility of consumer loss or
market disruption in insurance.

Solvency Il will apply to all insurance and reinsur-
ance firms with gross premium income exceeding
€5 million or gross technical provisions in excess
of €25 million. The requirements apply to North
American insurers chartered to provide services
in Europe, as well.

This white paper lays out a framework for creating,
deploying and implementing systems and process
changes that enable faster and more effective
compliance with Solvency Il.
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Insurers Shift Focus to Solvency Il
Compliance: From Model Development,
to Transformed Processes

What is Solvency II?

There are three main pillars to the proposed
Solvency Il framework (see Figure 1, next page):

e Pillar 1: Consists of the quantitative require-
ments (i.e., how much capital an insurer should
hold).
> Minimum Capital Requirement (MCR)
> Solvency Capital Requirement (SCR)

e Pillar 2: Establishes requirements for the gov-
ernance and risk management of insurers, as
well as for the effective supervision of insurers.

> Own Risk and Solvency Assessment (ORSA)

e Pillar 3: Focuses on supervisory reporting and
transparency requirements.

> Public disclosure

> Supervisory reporting

Insurers have two choices for Solvency Il imple-
mentation: using an internally developed model or
one of the models prescribed by the supervisor.
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Three Pillars of Solvency i

« Quantitative Requirements

e Assets and liabilities —
market-consistent valuation

 Supervisory review

« Internal control
¢ |nvestments

« Solvency Capital Requirement (SCR)

* European standard formula
or internal model

¢ Minimum Capital Requirement (MCR)
¢ Own funds

(ORSA)

« System of governance

« Consistent risk management
» Own Risk and Solvency Assessment

« Supervisory review pracess

* Supervisory intervention,
including capital add-on

« Disclosure

« Public disclosure — annual
solvency and financial
condition report

« Information to be provided
for supervisory purposes

« Consistent information
on a timely basis

Figure 1

This year, insurance firms are expected to step up
their efforts and resources to achieve Solvency
Il compliance, focusing primarily on data and
systems, reporting and ORSA (see Figure 2).

Although risk management is an intrinsic char-
acteristic of the insurance business, the new
elements introduced by Solvency Il and the
two possible choices for its implementation will

Solvency Il Timeline and Effort

generate a high level of transformation in the
organization and tools of insurance companies.

According to initial estimates by the Committee
of European Insurance (CEA), the total costs
for complying with Solvency Il will exceed
€4.5 billion for the five leading geographies
that account for nearly 80% of the European
market, alone.
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April 2009

June 2009
EP rises

EP scrutiny for
Level 2 measures

Mid-2009
Consultation papers on Level 2 implementation measures

1st Half 2010

2nd Half 2010
Proposal for implementing measures ~ Adoption of implementing measures

October 2009 Advice on technical provisions,
calibration and design, SCR,MCR, own funds

2nd Half 2009
Draft on Level 3 measures

End 2010-11
Level 3 guidance
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Solvency Il Costs in Key Geographies

UK 1,050 249 1325
France 1,077 204 1154
Germany 607 165 859
Benelux 511 120 641
Italy 246 92 561

*in millions of Euros
Source: Committee of European Insurance

Figure 3

Pillar | costs include the efforts for quantitative
analysis and transformation of IT systems, which
are typically resource-consuming activities.
Because Pillar Il includes more qualitative and
process-related projects, the costs here are much
lower than in Pillar I. Pillar Il projects also reuse
work completed within Pillar | for the collection of
data with a sufficient level of quality.

Navigating the Solvency Il Compliance
Journey

To be Solvency Il compliant, companies need to
emphasize key focus areas spanning each of the
three pillars. To address enhanced quantitative
requirements under Pillar |, the organization's
Internal Solvency Model development process
must come under review, especially solvency
capital risk model requirements, definition,
modeling solution development, regulatory

From Pillar to Post: Key Focus Areas

filings and model refinement requirements.
A supervisory review and governance require-
ments will require greater attention, particularly
around data and documentation work streams.

Underthedataworkstream,thefocusmustrevolve
around effective management with respect to
data directory, data model, ensuring data quality,
as well as integration and governance with a com-
prehensive data warehouse and architecture. The
documentation work stream will involve creation
of policies and systems of governance to validate
the internal model functioning, along with main-
tenance of a central documentation register.
Another key aspect under the new Solvency Il
regime will be enhanced reporting requirements,
both to the supervisor and the public.

Although insurers are quite experienced at
Internal Solvency Model development, they need
to address possible contingencies arising from
other key focus areas related to data, documen-
tation and reporting. Figure 4 highlights the focus
areas from an insurer's perspective.

Most insurers say they will meet the 2012 deadline
to implement Solvency I, according to research
by PricewaterhouseCoopers LLP. A survey of 115
companies in 22 countries in the fall of 2010 found
that 74% of insurers were confident of meeting
the deadline, although 40% were still only in the
preparatory stages or had yet to launch their
implementation projects.
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* Define solvency capital o Data directory

@ risk model requirements  Data model

‘=@ * Develop modeling solution * Data quality

F— 2

5’5 * Regulatory filing e Data integration and

g g * Model refinements governance

S - * Data warehouse and
architecture

Figure 4
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e Capability to report:
» Solvency and Financial
Condition Report (SCFR)
» Report to supervisor
» Private reports to
supervisor based on
occurrence of events

* Key controls and
governance structure

* Creation of policies and
systems of governance to
validate internal model
functioning

* Maintenance of central
documentation register



Into the process (more than 75% complete) |

Into the process (between 51% and 75% complete) )
Into the process (between 26% and 50% complete) |
Into the process (between 0% and 25% complete) |
Implementation plan |

Program mobilization |

= Not at all confident

= Not very confident
Neither/nor

= Quite confident

| \ery confident

Gap analysis
Not yet launched
Not answered
T T
0 5
Source: PwC
Figure 5

However, none of the more advanced participants
report being “very confident” of finishing on time
(see Figure 5). In fact, the level of confidence
decreases as insurers further analyze the impact
of Solvency Il, indicating the need for a more
rigorous approach to dealing with the possible
contingencies.

Conclusion

To become compliant with Solvency Il within
the required timeframe, insurers need to focus
on areas revolving around data, documentation
and reporting, especially since there has so far
been a lack of focus on these work streams. Even
though the final reporting guidelines are awaiting
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