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Solvency Il — Three pillar approach

Three pillar structure from Basel Il is to be adopted for the insurance industry

New system is intended to offer insurance companies incentives to measure and
better manage their risk situation

New solvency system will include both quantitative and qualitative aspects of risk
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SCR - Modular approach
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Main QIS4 Findings - SCR

Operational
risk

Standard formula tested in QIS4 was similar to the QIS3 approach

Issues for improvements

Correlation of 100% with other risks

Lack of risk sensitivity

Formula not reflecting the wide spectrum of operational risks that can materialise
within an undertaking

Cap of 30% not being adequate (being too high)

For the equity risk module, many undertakings and supervisors stated that the 32%
Market risk calibration of the equity stress was too low for a 99.5% calibration, and suggested that
a figure of around 40% might be appropriate

Concept of the loss-given-default was considered to be an improvement
Calculation was considered to be too complex

Counterparty
default risk
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Main QIS4 Findings - SCR

Non-life
underwriting
risk

Life
underwriting
risk

Health
underwriting
risk

Risk
mitigation
techniques

Possibility to apply geographical diversification
Usage of undertaking specific parameters for parameters in the premium and reserve
risk

Some participants have reported that lapse risk was considered to be too high (total
lapse risk was considerably lower in QIS4 than in QIS3)

Allocation of contracts between the life, non-life and health underwriting risk modules
was not always clear for participants

Criticism on the structure of the heath module in the QIS3
QIS4 has restructured the module and included the short-term health and accident
insurance and workers’ compensation (this was welcomed)

Participants support the approach taken in QIS4
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Standard formula SCR

Market risk Module
(CP 47)




SCR - Market Risk
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SCR - Market Risk

Consultation paper 47

One of the most significant module

Largest are: interest rate and equity risk

Bear in mind when considering design and
structure

Delta-NAV approach used in the quantification
of several market risks should be based on the
balance sheet excluding the risk margin

Interest rate volatility shock included in
interest rate risk up and down shocks

Each currency shocked separately and
results combined, assuming zero correlation

CEIOPS is considering different property risk
charges for commercial, retail and other

Changes in lapse rates should be considered
in response to each scenario

Concentration risk thresholds of 2% and 1%
depending on rating, correlation assumption of
25%
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SCR - Market Risk

Consultation paper 47 CEIOPS’s Advice
One of the most significant module 1. Consider the impact of interest rate
< Largest are: interest rate and equity risk volatility on the shape (i.e., slope and
« Bear in mind when considering design and o

structure curvature) of the term structure of

« Delta-NAV approach used in the quantification interest rates
of several market risks should be based on the

balance sheet excluding the risk margin 2. Currency risk

* Retain a scenario-based approach

« Interest rate volatility shock included in « Refinements: consider each currency
interest rate risk up and down shocks separately — too complex for standard formulal
« Each currency shocked separately and 3 Spread risk

results combined, assuming zero correlation .
* Propose to clarify the scope

« CEIOPS is considering different property risk [ .
g property 4. Liquidity risk is better captured in

charges for commercial, retail and other

« Changes in lapse rates should be considered Pillars 2 a 3
in response to each scenario 5. Concentration risk:

+  Concentration risk thresholds of 2% and 1% + Similar parameters to those used in QIS 4
depending on rating, correlation assumption of (Annex)
250 « Look-through approach
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Standard formula SCR

Counterparty default
risk module
(CP 51)
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SCR - Counterparty Default Risk
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SCR — Counterparty Default Risk ﬁ.

Consultation paper 51

1. As with QIS4 and similarly to Basel Il
in banking, counterparty credit risk is
assessed using

Exposure

Probabilities of default

Assessment of the loss given default.

2. Probabilities of default remain driven
by rating agency grades, not because
these are perfect but in the absence of
a viable alternative

3. Theory: Calculation requires an
assessment of every pair of risks
and the correlation between them
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Consultation paper 51

. As with QIS4 and similarly to Basel Il

in banking, counterparty credit risk is
assessed using

Exposure

Probabilities of default

Assessment of the loss given default.

. Probabilities of default remain driven

by rating agency grades, not because
these are perfect but in the absence of
a viable alternative

. Theory: Calculation requires an

assessment of every pair of risks
and the correlation between them

16

© 2009 Deloitte Central Europe



11/27/2009

SCR - Counterparty Default Risk E E =
Consultation paper 51 CEIOPS’s Advice
1. As with QIS4 and similarly to Basel Il |[1. Calibration was considered too high
in banking, counterparty credit risk is (amendments)
assessed using . Recovery rates - should be set at 50%
- Exposure for reinsurance arrangements and 10%
s for derivatives
* Probabilities of default ) *  Losses for past-due receivables
» Assessment of the loss given default. +  Quantile factor for type 1 exposures

. Allow an implicit rating of BBB for

2. Probabilities of default remain driven unrated reinsurers and for unrated banks

by rating agency grades, not because |2. Differentiating between two kinds of
these are perfect but in the absence of exposures — 75% correlation

a viable alternative . Type 1 exposure: not be diversified,
counterparty is likely to be rated

. . . Type 2 exposure: diversified, counterpart

3. Theory: Calculation requires an is)ﬁ?kew topbe unrated pary

assessment of every pair of risks

and the correlation between them Simplifications
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Standard formula SCR

Life Underwriting Risk
(CP 49)
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SCR - Life Underwriting Risk
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SCR - Life Underwriting Risk

Consultation paper 49

1. Sub modules (mortality risk, longevity
risk, disability/morbidity risk, life
expense risk, revision risk, lapse risk
and life catastrophe risk)

2. Approaches to be used in the standard
formula for this risk remain broadly
unchanged from that elaborated for
QIS4. In general, the calibration levels

of the stress scenarios have increased

* Mortality stress has increased to 15%

* Morbidity stress increased its first year
increase to 50% and added a decrease of 20%
to recovery rates

¢ Mass lapse stress has increased to 70% for
“institutional investors”

« Catastrophe stress has removed the morbidity
increase, but increased the additional deaths to
2.5 per mille
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SCR - Life Underwriting Risk
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SCR - Life Underwriting Risk
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1.

Consultation paper 49
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SCR - Life Underwriting Risk

g
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1.

. Approaches to be used in the standard

Consultation paper 49

Sub modules (mortality risk, longevity
risk, disability/morbidity risk, life
expense risk, revision risk, lapse risk
and life catastrophe risk)

formula for this risk remain broadly
unchanged from that elaborated for
QIS4. In general, the calibration levels

of the stress scenarios have increased
Mortality stress has increased to 15%
Morbidity stress increased its first year
increase to 50% and added a decrease of 20%
to recovery rates
Mass lapse stress has increased to 70% for
“institutional investors”
Catastrophe stress has removed the morbidity
increase, but increased the additional deaths to
2.5 per mille

CEIOPS’s Advice

1. Almost no changes in comparison to
the Consultation paper 49.

2. Catastrophe risk: return to previous
level of increase of death rates i.e. to
1.5 per mille

23

Standard formula
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SCR

Non Life Underwriting
Risk
(CP 48)
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SCR - Non Life Underwriting Risk I =
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SCR - Non Life Underwriting Risk

Consultation paper 48

. Sub modules (premium & reserve risk

and catastrophe risk)

Key changes to the formula and
approaches used in QIS4

Removal of explicit geographical diversification
benefits

Adding in explicit allowance for multi-year
insurance policies

Removal of ‘Method 3’ for catastrophe risk
models (cat. risk quantified based upon firm-
specific exposure analysis) and use of a more
detailed version of ‘Method 2’

Within premium risk, the removal of credibility
weighting of market-wide standard deviations
and mechanistic undertaking specific estimates
CEIOPS proposes to simply use market wide
factors — however the use of entity specific
parameters is still allowed

26
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SCR - Non Life Underwriting Risk I =
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SCR - Non Life Underwriting Risk

Consultation paper 48
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SCR - Non Life Underwriting Risk E

Consultation paper 48

Sub modules (premium & reserve risk
and catastrophe risk)

. Key changes to the formula and

approaches used in QIS4

Removal of explicit geographical diversification
benefits

Adding in explicit allowance for multi-year
insurance policies

Removal of ‘Method 3’ for catastrophe risk
models (cat. risk quantified based upon firm-
specific exposure analysis) and use of a more
detailed version of ‘Method 2’

Within premium risk, the removal of credibility
weighting of market-wide standard deviations
and mechanistic undertaking specific estimates
CEIOPS proposes to simply use market wide
factors — however the use of entity specific
parameters is still allowed

CEIOPS’s Advice

1. We have not found significant

changes in comparison to the
Consultation paper 48

. Premium & Reserve risk: The

market-wide estimate of the standard
deviation for premium/reserve risk for
each LOB should be specified in
implementing measures.

. Catastrophe risk: The capital

requirement shall not exceed the
aggregate limit for a specific LOB (net
retention per LOB, after reinsurance).

29
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Standard formula SCR

Health Underwriting
Risk
(CP 50)
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SCR - Health Underwriting Risk fiig
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SCR - Health Underwriting Risk ITD
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Consultation paper 50

. Health underwriting capital

requirement should be calculated as a
combination of two sub modules:
SLT health: For health insurance obligations
pursued on a similar technical basis to life
insurance
Non-SLT health: For health insurance
obligations not pursued on a similar technical
basis to life insurance

Allocation of contracts between the

life, non-life and health modules still
remained unclear in many markets.

Rules for use of modules (Health risk):
MATERIAL OR CAN BE
UNBUNDLED: Health module
IMMATERIAL AND CAN NOT BE
UNBUNDLED: Life/Non Life module

32
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SCR - Health Underwriting Risk fi%g
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Consultation paper 50

. Health underwriting capital

requirement should be calculated as a
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SCR - Health Underwriting Risk

EES

Consultation paper 50

1. Health underwriting capital
requirement should be calculated as a

combination of two sub modules:
SLT health: For health insurance obligations
pursued on a similar technical basis to life
insurance
Non-SLT health: For health insurance
obligations not pursued on a similar technical
basis to life insurance

2. Allocation of contracts between the

life, non-life and health modules still
remained unclear in many markets.

3. Rules for use of modules (Health risk):

+ MATERIAL OR CAN BE
UNBUNDLED: Health module

+ IMMATERIAL AND CAN NOT BE
UNBUNDLED: Life/Non Life module

CEIOPS’s Advice

Changes in comparison to the
Consultation paper 50:

1. Rules for use of modules

« MATERIAL OR CAN BE
UNBUNDLED: Health module

« IMMATERIAL OR CAN NOT BE
UNBUNDLED: Life/Non Life module

2. Catastrophe risk - Suggestion of LOB:
Accident, Sickness and Workers
Compensation

3. The introducing of undertaking-specific
parameters (CEIOPS — CP — 75 — 09)

35
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Standard formula SCR

Operational risk
(CP 53)
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SCR - Operational Risk

37

SCR - Operational Risk
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Consultation paper 53

1.

Suggests that the QIS4 approach is
workable

. Has suggested a re-calibration of the

standard formula

. Makes explicit allowance for

operational risks associated with
future management actions

. Has introduced a zero floor for

technical provisions

. Splits health obligations between life

and non life

. CEIOPS has revised the formula to:

Capture the increased risk in operational risk
as a result of increased business activity
Reflect the risk of failure or conflict of interest if
a relevant part of a undertaking’s investments
are externally managed

38
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SCR - Operational Risk

1.

Consultation paper 53

Suggests that the QIS4 approach is
workable

. Has suggested a re-calibration of the

standard formula

. Makes explicit allowance for

operational risks associated with
future management actions

. Has introduced a zero floor for

technical provisions

. Splits health obligations between life

and non life

. CEIOPS has revised the formula to:

Capture the increased risk in operational risk
as a result of increased business activity
Reflect the risk of failure or conflict of interest if
a relevant part of a undertaking’s investments
are externally managed

CEIOPS’s Advice

1. Module

« Does not differ significantly from the QIS4,
revised to IM

«  Workable (99% NL, 93.6% L)

» Calibration of sub-module to 99.5% VaR,
one year time horizon

2. Results of the analysis show - QIS 4
standard formula was under-

calibrated (factors are too low)
e CP has doubled
« Advice has now lowered the charges by
around a third compared to CP 53
. Doubling of the cap from 30% to 60%
of the BSCR - revert it back

4. Zero floor remain
« Avoid an undue reduction of SCR

5. Ladder factor

w

« Demonstrate improving operational risk

41
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Standard formula SCR

Risk mitigation
technigues
(CP 52)
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SCR - Risk Mitigation Techniques
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SCR - Risk Mitigation Techniques ﬁ.

Consultation paper 52

1. Reinsurance could have significantly
less effect in reducing MCR/SCR than
it currently has under Solvency |

2. CEIOPS proposes five high level
principles that would remain
applicable in an ongoing environment
of development and evolution of risk
mitigation techniques

Effective risk transfer

Economic effect over legal form

Legal certainty, effectiveness and enforceability

Liquidity and valuation

Credit quality of the provider of the risk

mitigation instrument
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SCR - Risk Mitigation Techniques
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Consultation paper 52

Reinsurance could have significantly
less effect in reducing MCR/SCR than
it currently has under Solvency |

. CEIOPS proposes five high level

principles that would remain
applicable in an ongoing environment
of development and evolution of risk

mitigation techniques
Effective risk transfer
Economic effect over legal form
Legal certainty, effectiveness and enforceability,
Liquidity and valuation
Credit quality of the provider of the risk
mitigation instrument

45
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SCR - Risk Mitigation Techniques ﬁ.

Consultation paper 52

. Reinsurance could have significantly

less effect in reducing MCR/SCR than
it currently has under Solvency |

CEIOPS proposes five high level
principles that would remain
applicable in an ongoing environment
of development and evolution of risk
mitigation techniques

Effective risk transfer

Economic effect over legal form

Legal certainty, effectiveness and enforceability

Liquidity and valuation

Credit quality of the provider of the risk

mitigation instrument

46

© 2009 Deloitte Central Europe

23



SCR - Risk Mitigation Techniques

Consultation paper 52

1. Reinsurance could have significantly
less effect in reducing MCR/SCR than
it currently has under Solvency |

. CEIOPS proposes five high level
principles that would remain
applicable in an ongoing environment
of development and evolution of risk

mitigation techniques
Effective risk transfer
Economic effect over legal form
Legal certainty, effectiveness and enforceability
Liquidity and valuation
Credit quality of the provider of the risk
mitigation instrument
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CEIOPS’s Advice

. Risk mitigation techniques have been

split into financial risk mitigation
techniques and reinsurance risk
mitigation techniques according
Instruments not covered by the scope of this
paper fall under the scope of advice on the
allowance of financial mitigation techniques

CEIOPS: standard SCR shall not allow for
financial mitigation techniques that generate
material risks

3. Advice about the criteria the

reinsurance risk mitigation technique
shall meet

. Principles in order to effectively

transfer risk from the undertaking
Assumptions - ratio of net to gross risk does not
significantly exceed the net-to-gross ratio of
premiums and best estimate provisions
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» Consultation papers CEIOPS 47 — 54

« Comments to consultation papers 47 — 54
(CEA, CRO Forum, Groupe Consultatif)

* CEIOPS’ Advice for Level 2 Implementing
Measures on Solvency Il (Former CPs 47 — 54)

Dékujeme za pozornost

48
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