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SOLVENCY

The foundations of insurance supervision: the European approach and its alternatives

Historically, it is insurance's reverse cycle that has made supervision necessary. The insurer sells promises. He collects premiums well before settling claims or other commitments. The temptation to kite is strong. Europe has made the choice not to regulate through prior approval tariffs and contract conditions. That is the reason why the public authorities therefore have to ensure that insurance companies value their liabilities correctly and keep secure and sufficiently liquid assets to balance them.

This is the basis of the European solvency regime, which focuses on establishment of prudent provisions and on fairly strict regulation concerning the assets that may be held to balance liabilities. This regulation aims to limit risk through rules on spreading of investment and tightly restricts the holding of the most high-risk and least liquid assets (unlisted shares, direct loans, etc.). For this approach the capital requirement is simply an additional precaution for contingency purposes.

Capital as only safeguard?

In other jurisdictions where, for example, the same restrictive approach to the type of assets covering insurance liabilities has not been adopted, asset risks have become increasingly important for insurance companies. Consequently, the size of the financial risk has suggested a solution more akin to those chosen for banks and financial institutions. Various more or less complex systems have been established, all derived from an analytical approach and allocating a capital requirement to an identified risk, these capital requirements then being aggregated using various (mostly RBC) methods.

Disruption or transformation?

It is desirable to avoid a rather black-and-white debate between those wanting to keep the advantages of the present system (easy capital-requirement calculation and the three solvency pillars: provisions, assets and capital) and those advocating better recognition of the risks actually borne by an insurance company in determining its capital requirement.

Accounting debates have interfered with this solvency debate. Possible changes in accounting standards could naturally have an impact on calculating capital requirements.

Nevertheless, the delays in drafting international accounting standards for insurance undertakings (especially for liabilities) suggest that these standards will not be fully introduced for several years yet: indeed the IASB has admitted that it will definitely not be possible to meet the 2003 deadline by which the IAS on insurance contracts was originally to have been published. Moreover, initial visits to insurance companies by project managers have shown that a transitional period of two to four years would be necessary. There is also the question of whether these new accounting principles can be used as the basis for prudential supervision of the insurance industry. And in any case we would doubtless be ill-advised to base the prudential system on accounting standards with no track record whatsoever.

Consequently, a total reshaping of the European solvency system in the near future does not seem possible. But if the necessary changes are not to become overdue, substantial adjustments to the system must and could indeed be made in the short and medium term.

Progress with transparency and maintaining prudent limits for liabilities and assets

Liabilities:

Comparability of companys' technical provisions and their degrees of prudence is a key element in comparability of undertakings' accounts and in better integration of European solvency rules. The subgroup responsible for studying technical provisions has not yet completed their work, but some lessons can already be drawn.

In life insurance, harmonisation in calculating provisions could be achieved by harmonising the prudent limits used for interest rates and mortality tables. Although such harmonisation is a long-term task, in the shorter term it might be worth considering systematic disclosure of mortality table assumptions and discount rates used to calculate provisions. 

In non-life insurance, the subgroup's work shows that the degree of variance in the provisioning practices of the different Member States is very hard to determine. Moreover, it seems impossible to achieve further harmonisation with regard to current directives in the near future. 

Before recommending any other type of assessment, which would in any case have to be defined, progress in comparability could be made through systematic disclosure of development of claims triangles and through detailed presentation of the company’s valuation methods for liabilities and their changes over time. Such a presentation, in conjunction with an analysis of the claims over the past, would allow an outside analyst to assess the probable impact of these changes on the degree of prudence adopted for claims provisions.

Assets:

As European accounting principles stand at present, countries using historical cost accounting for their assets report market values in the notes, while historical costs are published in the notes by countries using the market value method.

Transparency and comparability are thus guaranteed.

A limitation on the type of assets covering technical provisions must be maintained. To the extent that we seem to be moving towards covering liabilities by assets at market value, a requirement for assets to cover the solvency margin should be introduced in order to preserve a degree of prudence comparable to the present.

Better risk recognition:

Asset risk

In national law, asset risk is recognised mainly in terms of the assets acceptable as cover for technical liabilities. As far as the solvency margin requirement is concerned, it is recognised only for life-insurance undertakings and using a standard yardstick. It is not recognised for non-life companies. It would doubtless be desirable to take account of the company’s actual asset management in order to correct any inadequacy in the standard ratio.

We could thus calculate a banking-type ratio for assets, comparable to the present 4%. With this approach it would also be desirable to take account of asset/liability matching, even if the idea of a simple system seems more difficult here given the existence of contract options, some of which are both long-term and near-liquid.

Lastly, we might ask whether we should define a similar asset-risk ratio for non-life undertakings.

Technical risk recognition

This question is crucial for non-life insurance. In the current system, the recognition of a specific risk can be made through the claim ratio, which increases the margin requirement if this ratio (over 70%) indicates a risk of underpricing.

Although the “Solvency 1” directive has introduced adjustments for individual classes, they take only imperfect account of long-tail business, which by its nature carries the greatest risks given the permanent uncertainty regarding the exact cost of claims and adequate pricing.

To take better account of these risks, we might identify them by using an indicator such as the ratio of claim provisions to premiums. This ratio could be calculated in the aggregate or by class. It might lead to higher levels of capital, as it is currently the case for Classes 11 to 13.

Catastrophe risk and reinsurance recognition

The recognition of reinsurance in the present solvency-margin system is unsatisfactory. It is purely retrospective and is really adjusted only for cessions leading to a certain statistical regularity in reinsurance underwriting (proportional treaties). It does not take adequate account of the maximum risk and its reinsurance cover.

A tool should doubtless be devised, based on the maximum claim possible and the undertaking's retention (even if the total per event is often difficult to assess).

The capital requirement might be proportional to the maximum retention.

Risk aggregation

RBC methods adopt an analytical approach. They assess a capital requirement for each risk and aggregate them either by simply adding them together (Canada and Australia) or by using a square root formula (US). The latter approach is more satisfactory from the standpoint of statistical theory but leads to additional capital requirements that are not significant for certain risks.

By treating risks separately (or using only minimum correlation) a more empirical and pragmatic approach would also be possible. This comprehensive approach would thus be designed to compare the requirements generated by different risks (limited in number). The highest requirement would then be taken.

Conclusion

An insurance company’s solvency depends on its ability to match its asset and liability cash flows over time, estimating them prudently and prospectively for each future year.

The European system, complemented by national provisions, has generally allowed prudential supervision to be enforced effectively in France.

Shortcomings have of course been identified, but they can be remedied.

Change is therefore desirable but it must: 

· be gradual and controlled over time, 

· lead to a better system than the previous one in each country,

· allow, as and when necessary, national supervisory authorities to take prompt action,
· be conducted in consultation with the sector concerned in order for companies to be aware of the new rules early enough to have the necessary time to adjust.
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