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FINANCIAL SECURITY OF INSURANCE COMPANIES
IN THE LIGHT OF THE SOLVENCY Il DIRECTIVE

ANNOTATION. The article presents the issue of financial security of
insurance companies in the light of the Solvency Il Directive. The
question of minimum capital requirements for conducting operational
activities by insurance and reinsurance companies was also discu-
ssed.
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AHOTALIA. Y cTaTTi po3kpuTo CyTHICTb (hiHAHCOBOI Ge3nekn cTpaxo-
BMX KOMMaHIn y ceitni anpektmuem Solvency Il. Takox po3rngHyTo nu-
TaHHS LWOAO BMMOT A0 MiHIManbHOro Kanitany Ans nposedeHHs one-
paTUBHOI QiANbHOCTI CTPaxXoBMX i NepecTpaxoByBanbHUX KOMMAHIN.

KITFOYOBI CNOBA: cTpaxoBa komnaHisi, piHaHcoBa Gesneka, ynpas-
NiHHA pM3uKaMun, NIaToCnPOMOXHICTb.

AHHOTALMUA. B ctatbe packpbiTa CyLHOCTb hbmHaHcoBOM Ge3onac-
HOCTU CTpaxoBbIX KOMNaHWi B cBeTe aupekTuebl Solvency Il. Takke
paccMOTPEH BOMPOC OTHOCUTENBHO TPeboBaHWIA K MUHUMAaNbHOMY Ka-
nuTany Ans npoBefeHWs onepaTMBHOW OESATENbHOCTUM CTPaxoBbIX Y
nepecTpPaxoBOYHbIX KOMMaHWN.

KNKOYEBBIE CJIOBA: ctpaxoBas komnaHus, duHaHcoBas 6Gesonac-
HOCTb, YNpaBfeHNe puckamu, NraTexecnocobHOCTb.

Introduction. Financial security of an insurance company is one
of the key aspects of its functioning, whereas appropriate management
of funds and the risk related to its operation is its principal task.
Therefore, the issue of optimizing the operation of insurance
companies in the context of risk and capital management is the
responsibility of supervisory institutions that have regulated their
operation at the national and international level for years now.

Creation of the common European insurance market has
contributed to the harmonization of insurance markets in all EU
Member States and has imposed new requirements on insurers in the
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field of their financial liquidity. Changes related, among others, to the
development of financial markets, concentration of business around
international capital groups, unification tendencies or development of
risk management techniques compel the adjustment of regulations to
changing conditions around. The key initiative in this scope is
Solvency II, which allows a more optimal risk analysis from the
insurer’s perspective in order to optimally use the capital. It has also
given the possibility to monitor risks that had not been estimated
before.

The essence of Solvency II. The work, in progress since 1994, has
been undertaken on the EU market to develop uniform rules
regulating the financial market of the European Union and to create
equal opportunities to entities conducting business activities in this
area. Changes introduced on 1 January 2004, resulting from the so-
called Muller Report (Solvency I), have enhanced the security of
insured entities by increasing the severity of requirements concerning
solvency. Consequently, the following goals have been achieved:

e operational model based on constant indices,

e increased authority of supervisory bodies,

e stricter requirements concerning minimum guarantee capital.

Introduction of rules under the name Solvency I was an impulse to
seek new solutions aimed at developing closer links between capital
requirements and risks an insurance company is exposed to — which
has been termed Solvency II.

Solvency II is there to increase transparency and trust in the entire
insurance sector. It is based on the rules of economic assessment of
insurance companies in order to maintain balance between the amount
of costs incurred by insurers and the high level of security of the
insured persons, on the assumption that the objective analysis depends
on capital requirements based on risk assessment. Project is based on
three pillars — Figure 1. A separate category of risks related to
conducting insurance or reinsurance activities has been subjected to
each pillar.

Particular pillars of the system include:

epillar I — quantitative requirements concerning the valuation of
assets and liabilities of insurance companies, approaches to
calculation of costs of capital components, insurance technical reser-
ves, Minimal Capital Requirement and Solvency Capital Require-
ment;

epillar I — qualitative requirements concerning the supervisory
process, own risk assessment, risk management system, own re-
sources and group supervision,
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e pillar [IT — concerns the enhancement of transparency of actions
performed by insurance companies on the market and establishment
of uniform rules as regards insurer’s disclosure requirements.

SOLVENCY II

PILLAR I PILLAR II PILLAR III
Quantitative financial Auditing and supervision Market discipline
requirements
—'rul'e.s ,Of assets ?nd - Supervisory Review - transparency,
liabilities valuation, . Process (SRP), _ public disclosare
- approaches t‘o calculation - Own Risk and Solvency requirements,
poe Assessment (ORSA), - information on the risk
components, - risk management system, management system
i rel'e?se . Capital - OWI resources, (internal vs external),
iszlmllm Capi]tal - capital Add-On, - information for
equirement and target - group supervision
Solvency Capital shareholders,

- reputation risk,

Requirement.
4 i - competitiveness factor

- standard vs. internal
model,

- correlation/
diversification

Figure 1. Financial supervision structure under Solvency II [1]

One of the key elements of the Solvency II system is the enhanced
insurance supervision and the broadest possible legal and systemic
harmonization of the insurance market within the territory of the
European Union. In the new system, the insurance supervision covers
a broad range of obligations and thus should be based on a risk-
oriented approach, taking account of the complexity and scale of risks
related to insurance and reinsurance activities conducted. Such
approach requires that an insurance (reinsurance) company makes an
appropriate assessment of own short-term and long-term risk, as well
as the quantity of own resources necessary to cover it.

Insurance and reinsurance company management in the light
of Solvency II.

Each insurance company is exposed to different types of risk in
relation to its operation. Their careful identification is one of the key
tasks for insurers. Bearing in mind the main risk, i.e. general
insolvency, they should undertake actions aimed at identification of
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risks and counteracting their effects. We need to note that the
materialization of the main risk involves the materialization of
fragmentary risks that could be divided into:

e technical risks — related to a technical operation of an insurance
company and resulting from the type of activity conducted,

einvestment risks — related to the investment activity of an
insurance company,

e operational risks — related to an ongoing business activity of
insurers.

Therefore, an insurer should have funds at its disposal to serve
as a collateral against the abovementioned risks and constitute a
source to cover all financial losses. In this context we need to
emphasize that the identification of capital requirements of an
insurance company is there to set such an amount of own funds that
allows the insurer’s solvency according to the scale of activity and
exposure to risks.

Apart from capital requirements, insurance risk management is an
important element of insurers’ security. We also need to stress that
«regulations referring to a relevant amount of an insurance company’s
own funds provide an appropriate execution of tasks an insurance
company is responsible for, including those related to insurers, are one
of the conditions that guarantee the implementation of the real
insurance protection rule» [2, p. 134]. These conditions have been
included in the Solvency II Directive.

The new system introduces a number of changes that are of
significance to the insurer’s activity. These are mainly new
quantitative and qualitative requirements as regards the approach
to the management of risk and capital dedicated to cover it. The
proposed qualitative amendments mostly concern the extension of
the catalogue of risks to be managed by an insurance company
and the methods of their analysis. In compliance with new
regulations, apart from managing an actuarial risk, insurers will
have to concentrate more on the market and credit risk mana-
gement.

The management system specified in the new Directive requires
the meeting of seven requirements that are crucial for the operation of
insurance and reinsurance companies. These requirements concern
competences of persons responsible for entity management and its
particular strategic elements, risk management, own risk and solvency
assessment, internal audit, external audit, actuarial function and
outsourcing — Figure No 2.
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Figure 2. Requirements for a proper insurance and reinsurance company
management in the light of Solvency II [3]

In order for a management system in an insurance and reinsurance
company to function properly, an entity’s specificity, operating scale
and complexity of operations conducted should be taken into account.
We need to note that in the light of the Directive management
functions can either be performed by a company’s personnel, or
outsourced to external experts.

The need to implement organizational and procedural solutions in
the scope of managing an additional category of risk, i.e. operational
risk, is a big challenge. In this context, determination of insurer’s
solvency by obliging the entity to meet two capital requirements that
are harmonized within the territory of EU is of key importance for an
insurance company:

¢ Solvency Capital Requirement, corresponding to such a level of
own resources which allows covering unforeseeable losses and
provides relevant protection to insurers and insured parties,

e Minimum Capital Requirement, covered by insurer’s own
resources, below which an insurer and an insured party would be
exposed to an impermissible risk level.
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The Solvency II Directive has determined an non-negotiable lower
threshold of the Minimum Capital Requirement [4]:

eEUR 2.2 million for non-life insurance companies, including
subsidiary insurance companies, except for covering all or some risks
from groups from 10 to 15, where this threshold amounts to at least
EUR 3.2 million,

eEUR 3.2 million for life insurance companies, including
subsidiary insurance companies,

¢ EUR 3,2 million for reinsurance companies, except for subsidiary
reinsurance companies, where the Minimum Capital Requirement
amounts for at least EUR 1,0 million.

The Directive specifies in detail capital requirements concerning
subsidiary entities, which should be the same as for mother entities,
except for reinsurance, where requirements are more liberal.

New regulatory solutions are aimed at a more precise linking of
capital owned by an insurance company with the scale of risk related
to conducted activities.

An important element that influences financial security of insurers
is the introduction of new risk management mechanisms by applying
the requirements of the Solvency II Directive — Own Risk and
Solvency Assessment (ORSA) [5]. The Directive obliges insurance
companies to perform own risk and solvency assessment under the
risk management system. ORSA is a process in which an insurance
company assesses all company-specific risks and determines related
capital needs. Therefore, the system should:

e be a part of decision-making processes at the insurance company,

e take account of a specific risk profile, risk tolerance limits and
action strategies,

eprovide constant meeting of Minimum and Solvency Capital
Requirement by an insurance company,

e assist decisions related to risk transferring or retaining,

e help in capital management,

e express the magnitude of risk in numbers.

Therefore, ORSA is a mechanism assessing all significant risks
related to insurance company’s business activities and is a part of the
risk management system as an assessment process. It is also a part of
decision-making processes that include strategies, business plans and
demand for risk.

Summary. Financial security of an insurance company is the key
element to guarantee its solvency and meet the obligations towards the
insured parties. Apart from the micro-scale, i.e. direct relations with a
client covered by insurance protection, by accumulating significant
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financial resources acquired in the framework of operational activity
an insurer influences the entire financial market - both domestic and
international. In this context we need to emphasize that efficient risk
management and sufficient financial resources needed to conduct
business activities, which is regulated by the Solvency II Directive, is
a necessary condition for efficient management and meeting the
obligations by an insurance company.
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