





























hese two speeches had the

aim of introducing the topic

so that the next round table
was able to deepen the matter
through di erent experts (actuaries
and exponents of Ania - the Italian
Insurance Association, lvass - the
Italian Insurance Supervisory
Authority, OIC — the Accounting
Association and Moody’s Analytics)
and was coordinated by a journalist
expert in the insurance field.

Itis not so simple to summarize all

the speeches and the discussion

but two aspects of the discussions

stand out:

o[ thelstrategiclandimacrolimpactl
aspects and

o[ thelmicromanagementiaspects.]

On strategic issues many people
said clearly: ‘We had not any kind
of exigences to implement IFRS 17/,
and then: ‘Why, above all from the
accounting point of view, must the
insurance approach be changed?’
‘Why, a er all the stronge orts and
costs to implement solvency |l must
insurance companies continuously
change?”
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On the second point the most
important questions substantially
were the management processes
which involve much e orts, time
and cost in order to implement IFRS
17, above all in order to organize
and classify the contracts’ portfolio.

Another further point derived

from the previous one was the
accounting because the philosophy
of the previous balance-sheet will
completely change; the risk is a
greater volatility of the results,

di iculties of comparison among
insurance companies due to an
increase of the evaluation items
with di erent criteria also, and
hence e ects on dividends and also
on fiscal accounts and results.

Moreover, many people hoped that
the application of IFRS 17 would be
further postponed in order to have
more time to be prepared, other
people were persuaded and hoped
that a good number of rules will

be modified towards a necessary
simplification. About one point

all however agreed: actuaries are
ready and prepared to face and to

solve all the technical and related
accounting problems.

Giampaolo Crenca, closing the
session, added: ‘There is also
another risk: really to consider
insurance business on an annual
basis instead of on a long basis
means to change completely

the ‘sense and the concept’ of
insurance and it is not good news,
also because a comparison among
insurance balance-sheets and the
balance-sheet of other kind of firms
is not useful and is without sense,
because the business is completely
di erent; moreover nobody asked
for this change!’

GIAMPAOLO CRENCA is President
of the Italian Actuarial Board.

CRISTINA ALFIERI works at
the Actuarial Communication
Department.
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IFRS

17 — GROUPING OF

INSURANCE CONTRACTS AND
DISCOUNTING REQUIREMENTS

BY STEFAN ENGELANDER

he guidance in IFRS
17.14 and 16 prescribes
the conceptual idea of

grouping but not the steps to be
followed in practice. In practice,
grouping applies period by period
to the initial recognition of each
new contract and once done, it

is never changed (IFRS 17.24).
Once established, a new GIC is
open for further additions of new
contracts for up to 12 months
only (IFRS 17.22). For adding a
new contract to such an open
GIC, the entity considers two
aspects of the new contract and
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The International Accounting Standards Board (IASB)
introduced at the last minute groups of insurance
contracts (GICs) as the unit of account for the
subsequent measurement of the Contractual Service
Margin (CSM). The purpose is to allow entities to
mitigate individually adverse developments of the
prospects of originally similar contracts in a certain
extent instead of presenting such contracts becoming
onerous in the course of completion on a contract-by-
contract basis. The artificial aggregation of contracts
for accounting purposes causes significant issues for
implementation.

those already in the GIC based

on its current perspective, i.e.

its current understanding of

being “similar risks” and what

it currently “manages together”
(IFRS 17.14). The entity’s approach
in the past regarding “similar

risk” and “managed together” as
applied to already closed GICs
does not matter for grouping of
new contracts. Hence, there is no
need for the purposes of grouping
new contracts to identify the entire
portfolio of insurance contracts
(PIC). The entity has simply to
ensure that there are no two

new contracts grouped together
which do not have under current
understanding “similar risks” or are
currently not “managed together”.

In practice, grouping is applied
by considering technical criteria
which might be more granular
than demanded by the minimum
accounting requirements (IFRS
17.21). Particularly, all contracts
in a GIC should be subject to the
same accounting approach, be

it Premium Allocation Approach
(PAA), Variable Fee Approach (VFA),
Other Comprehensive Income
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(OCI) options etc. Accordingly,

it is advisable to define PICs, i.e.
their defining conditions “similar
risk” and “managed together”,

as broadly as possible, while the
intended granularity of the GICs
can be achieved by applying

the options in IFRS 17.21. IFRS
17.B129 indicates that two
contracts should not be assumed
to be “managed together”, if

the entity intends to apply the
OCl option di erently to the
contracts.

Akey issue in the discussions
was the identification of

initially onerous contracts. The
onerous characteristic has to

be identified conceptually on a
contract-by-contract basis, of
course considering the existence
of e ectsarising from current
and future expected business
regarding future economy of
scales and risk mitigation in a
pool. As far as the entity has
“mutualization” rights (IFRS
17.B67), they are also considered
to the extent necessary.

Even if sets of contracts are
homogeneous, the entity has to
ensure considering each contract
that all contracts in the set fall in
the same category of IFRS 17.16.
However, a contract-by-contract
measurement under IFRS 17

is on a statistical basis, i.e. the

di erentiation of the peculiarities
of each contract would not
normally be more granular than
the statistical clusters applied

by the entity in managing the
contracts, particularly in pricing.

IFRS 17 REQUIREMENTS
REGARDING DISCOUNTING
One of the key features of IFRS
17 is a conceptual approach to
discounting. It is not the purpose
to represent the returns which
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the entity can theoretically

or may realistically expect to
earn on available assets (IFRS
17.BC201). As in the fair value
discounting, both the time value
of money and the adjustment

for financial risk is based on

the perspective of a market
participant (IFRS 17.36), while the
risk adjustment for non-financial
risk represents the perspective of
the entity (IFRS 17.37).

As afirst step, discounting

shall represent the time value
of money (IFRS 17.36 (a)).

Time value of money, for say

10 years, can be described, in
analogy to IFRS 17.B87, as the
amount which makes a market
participant indi erent between
areceipt of a cash flow today
and of the same cash flow in 10
years, both cash flows without
any uncertainty of amount or
timing. The sole characteristics
of each deterministic cash flow
are its agreed timing, amount
and currency. Accordingly, IFRS
17.B84 refers to a “single illiquid
risk-free yield curve” to represent
the time value of money for a
given currency.

The wording of IFRS 17.36 needs,
as any guidance, to be read in
the entire context, particularly
including IFRS 17.B74. The
reference to “characteristics of
the cash flows and the liquidity
of the insurance contracts”
cannot be read in isolation. All
characteristics of the cash flows
and of the contract resulting
from non-financial risk, e.g.
lapse risk (IFRS 17.B53), are to be
considered in the estimate of the
expected cash flows and of the
risk adjustment for non-financial
risk. IFRS 17.B74 prohibits double
counting of those characteristics
in discounting. Regarding

estimating the discount rates,
IFRS 17 relies on IFRS 13. More
detailed explanations regarding
the issue of double counting

are found in IFRS 13.B14 (c).
Applying an expected present
value technique, as required in
IFRS 17, demands discount rates
corrected for all characteristics
already considered elsewhere in
measurement. Just uncertainties
of amount or timing subject to
financial risk are to be considered
either in the estimate of expected
cash flows or in the discount rate
(IFRS 17.36). Accordingly, most

if not all liquidity characteristics
of the contract would not be
considered in the discount rate.

Objections against the guidance
of IFRS 17, e.g. from Wuthrich
(EAJ 2011, 93-195), referring to
the impossibility of determining
such a fully illiquid yield curve,
do not permit a deviation from
accounting guidance. l.e. it
might not be seen permissible
to choose the discount rates
reflecting the liquidity of covering
assets as a principle. Limited
supportable information needs
to be considered in making the
accounting estimates applying
the guidance. Accordingly, the
illiquidity adjustment demanded
by IFRS 17.B80 or being optional
by IFRS 17.B81 would be
determined considering any
supportable market information
about illiquidity premiums
charged in markets but the
preparer of the report would not
add speculative adjustments

to the resulting yield curve to
represent full illiquidity.

STEFAN ENGELANDER is
Senior Manager at KPMG, KélIn.
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TRANSITION TO IFRS 17:
FAIR VALUE APPROACH

BY HENNY VERHEUGEN AND KURT LAMBRECHTS

From 2022 a significant number of insurance companies will be required to
apply IFRS 17 for their financial reporting. Since the transition to IFRS 17 isa
change of accounting standard, IAS 8 “Accounting Policies, Changes in Accounting
Estimates and Changes in Accounting Policies” requires a full retrospective
application to determine the financial position for the earliest prior period

presented.

his requirement is far
from simple to fulfil. For
the Contractual Service

Margin (CSM), in particular,

this means that the cash flow
estimates, risk adjustment and
applicable discount rates at the
initial recognition of each group

of contracts must be derived,
together with all subsequent
changes that have since occurred
to the best estimates and discount
rates.

The IASB is however aware of
these complexities and therefore,
if an insurer can demonstrate
that full retrospective application
is impracticable, it may instead
choose between applying either a
modified retrospective approach
(MRA) or a Fair Value Approach
(FVA), for a specific group of
insurance contracts.

While the MRA is meant to create a
measurement as close as possible
to the full retrospective approach,
the FVA is fundamentally di erent
in two ways:
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- First of all, the FVA is entirely
prospective. This provides relief
to the insurer from achieving the
necessary historical information
required for the other
approaches.

- Secondly, the Fair Value (which
must be derived in accordance
with IFRS 13) is based on an exit
price principle, rather than the
fulfilment perspective of IFRS 17.

Fair value is defined in IFRS 13 as
“the price that would be received
to sell an asset, or paid to transfer
a liability, in an orderly transaction
between market participants at the
measurement date”. A comparison
can be made with transactions
where entities, or portfolios, are
acquired or sold.

HENNY VERHEUGEN
Under the FVA, the CSM at the is Consulting
transition date is then determined Actuary at Milliman,
asthedi erence between the Fair Amsterdam.

Value of the insurance contract and
the sum of (i) the present value of
fulfilment cash flows (which are
determined in accordance with IFRS
17) plus (ii) the Risk Adjustment
measured as at transition.
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Di erences between the FVA

and the fulfilment cash flows

can occur for various reasons

but most importantly, there

are methodological di erences
between the two approaches.
Obviously, the fulfilment value
from IFRS 17 has not yet been used
in any insurance transactions:
market participants would typically
refer to established methods such
as (Market Consistent) Embedded
Value, or perhaps a Solvency 2 Exit
Value, as a basis for a transaction
price.

A number of the key di erences are
listed in the table below.

On a more fundamental level,
under IFRS 17, an insurer is free
to choose what it considers to

be the most appropriate method
and level for the Risk Adjustment.
The chosen approach and level
may therefore di er materially
from some of the more common
techniques, such as Value at

Topic

Risk or Cost of Capital. If an

insurer chooses to take a more
conservative approach then the

di erence relative to a more
market-consistent risk margin may
well give a negative contribution to
the CSM.

Last but not least however, IFRS
130 ers, in paragraph 41, the
possibility to base the fair value

on how market participants would
currently price an identical item.
This approach would normally
include some level of profit margin
for the buyer, on top of the Risk
Adjustment. If an entity can justify
that its CSM on new business

is market-consistent, it may for
instance opt to include the same
profit margin on existing business
at transition. The IFRS 13 fair value
may in some situations then be
higher than the current amount on
the balance sheet, which implies
that the insurance liabilities
would increase at the expense of
company equity.

Fair value

KURT LAMBRECHTS
is Consulting Actuary
at Milliman, Brussels.

Fulfilment cash flows

Discount rate — risk neutral Risk free rate, without the application of
an ultimate forward rate (UFR) but with

a constant spot rate.

The same rate is possible, but the Standard
appears to allow an UFR or averaging
technique for long term liabilities (IFRS17.
B82ci).

Expense levels Non attributable expenses and, to a
certain extent, incidental expenses

are included in the fair value as well

as investment expenses for the assets
backing the liabilities.

If own expenses are used as a basis
then an assessment is required to verify

whether these are at a market level.

Non attributable expenses are not allowed.
For contracts with direct participation
features, inclusion of investment expenses
may be appropriate but for other products it
is not clear.

Fulfilment expenses should reflect only the
actual expense level of the entity.

IFRS13.B31 refers to a fulfillment value
similar as in IFRS 17, but without further
detail on contract boundaries.

Renewals are not included, unless the
in force contracts meet the explicit
requirements of the contract boundary
(IFRS17.34).

Renewals

IFRS 13 requires the usage of a risk
premium for non-performance risk.

The credit premium of the entity is not
included in the determination of the
fulfilment cash flows.

Own credit standing
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Over the last 5-10 years, hopes of
lowering cancer mortality have
ridden on three main strands:
immunotherapy, genetic targeting,
and “blasting” techniques

(eg proton beam).

Two interesting facts about
immunotherapy that are not
generally appreciated are that

(i) it has been in progress for
around 15 years, and so is not as
new as it sounds, and (ii) where
it is successful, it is increasing
survival time by of the order of 6
months or more, and not generally
curing cancer. On the other hand,
immunotherapy is extremely
expensive.

Genetic targeting has also been in
progress for a long time and has so
far shown relatively small e ects
on survival times.

None of these “workstreams”
leads to great hopes for cancer
revolution (noting that there have
been many such revolutionary

headlines appearing in the news
for very many years) — especially
given the upward pressure on
cancer incidence from obesity and
diabetes

THE POLYPHARMACY
PHENOMENON - A NEW SOURCE
OF PESSIMISM

Polypharmacy (literally, “many
pills”) is thought to be responsible
for a staggering 75 per cent
increase in recent years in
emergency hospital admissions for
adverse drug reactions. It can also
be fatal.

For the very elderly, the age range
which is key to how mortality
statistics have been moving
recently, there can be a very large
number of di erent medications
—each of which has generally
been trialled in isolation, but then
recommended on top of an existing
cocktail of other drugs. Between
1995 and 2010 the proportion of
adults dispensed more than five
drugs doubled to 20% and the

proportion dispensed more than
ten tripled to 6% - and these cases
will generally be concentrated in
the elderly.

There has been a steady rise in the
number of adverse drug reaction
cases (and associated deaths) and
a high cost for the polypharmacy
generated: a doubling or more of
prescriptions for statins, blood
pressure-lowering medication and
diabetes drugs ...

LOOKING FORWARD

If we look at the causes for change,
whether positive or negative, it
seems hard to conclude anything
but a medium-term horizon with
mortality improvements struggling
to become positive. And this
“U-turn” situation for pensioners is
mirrored at younger ages; a recent
Health Foundation report stated
that millennials will be the first
generation to have worse health
problems than their parents when
they reach middle age.

FIGURE 2: AGE-STANDARDISED MORTALITY RATES BY MAIN CAUSE OF DEATH MALES IN ENGLAND & WALES
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Source: Willis Towers Watson based on data published by ONS.
SMRs are estimates based on age banded data.
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Cancers and neoplasms (-15%)

Diseases of the circulatory system (-50%)

Diseases of the respiratory system (-20%)

Nervous, mental and
behavioural disorders (+112%)

Other causes (-18%)

Accidents (+9%)

LONGEVITY IMPROVEMENTS: A NEWTONIAN PERSPECTIVE



IFRS 17 - ANOTHER CHALLENGE
TO INSURERS, AUDITORS AND ACTUARIES

BY KRISTOFFER BORK

The Actuarial Association of Europe (AAE) and its members have already put a
significant amount of voluntary e ort into the preparation of the new accounting
standard, and providing input to IASB and to the European Financial Reporting
Advisory Group (EFRAG) on technical issues and questions (see interview with
Jean-Paul Gauzes in this issue), and the AAE will continue to provide input and
insights in the final phase of the implementation.

to various stakeholders, the
AAE has established an IFRS
17 Working Group to focus on
the many technical aspects of
the new reporting standard, and
the AAE intends to continue its
contributions to the ongoing
development and implementation
of IFRS17 by:

I n order to be able to respond

*. respondingtoltechnicallissues!
raised by EFRAG

o providinglactuariallinput’to'the!
up-coming exposure process
from IASB

o/ respondingtolthe!
implementation analysis of
the European Insurance and
Occupational Pensions Authority
(EIOPA)

¢/ producinglanleducationalinotel
to support European actuaries in
their work on IFRS 17

o/ reachinglout’tolafected!
organisations, e.g. Accountancy
Europe, to share views and
potentially cooperate on
technical points.

Overall, the AAE welcomes many
aspects of the new regime including
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its market consistency, allowance
for risk, greater anticipated
consistency and comparability
across the accounts of di erent
insurers and reinsurers, and release
of profits in line with the underlying
earnings profile. However, we do
also recognise the challenges of the
implementation, and the concern
in relation to complexity, data
requirements and professional
judgement required.

TIME LINE

In that context, the AAE welcomes
the recent one-year postponement
of the implementation date.

If the time is spent wisely,

this will provide time both for

IASB to reconsider some of the
more challenging parts of the

new standard that have been
criticised the most and for insurers
to establish sound reporting
processes, IT systems, governance
structures, and establish the
required dataflow for high quality
reporting.

Here, the AAE finds it important
to keep up the momentum in
the discussions and to finalise

decisions in order to give the
industry as much time as possible
to prepare for the new standard.
Itis our experience that most
organisations have di iculties with
preparing for new regulation if the
regulation has not been finalised. In
some cases, resources are not spent
e iciently because companies try to
prepare for di erent outcomes and
in other instances it becomes too
convenient for insurers to postpone
the planning and preparations until
both the implementation date and
the standard are finalised — which
may prove to be too late.

Thus, we can only encourage IASB
and European regulators to finalise
the standard as fast as possible to
give the industry the best possible
time for preparation and respect
that the implementation is not
only about getting the figures right,
but also requires considerations in
terms of fast close, documentation,
validation, IT, and data quality etc.

IFRS 17 AND SOLVENCY 11
In terms of structure and overall
methodology, there are many
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similarities between Solvency I
and IFRS 17. They are both fair
value based, and the balance sheet
is established by valuing future
expected cash-flows, but they

are also di erentin a number of
aspects.

For European insurers, di erences
between the reporting standard
(IFRS 17) and the risk measures and
risk management (Solvency Il) are
specific challenges.

Personally, | can see many good
reasons for a more conservative
approach in the reporting standard
to recognising profit using a non-
symmetric recognition of future
profits and losses whereas the risk
management system measures

all future results and incorporate
all future values in the risk
management decisions. Solvency
Il focuses on risk management,
and the di erentrisk categories
are central in Solvency Il whereas
IFRS 17 focuses on the valuation

of insurance contracts. Di erent
focus resultsin di erent decisions,
di erent levels of aggregation, and
subsequently di erent numbers.

Thus, | can find good reasons for
some of the di erences between
the IFRS 17 and the Solvency

Il balance sheet, although a

single balance sheet for both risk
management and reporting would
have simplified things a great
deal, and not all discrepancies
can be contributed to the di erent
perspectives. To put it bluntly,
some of the discrepancies between
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Good reasons for a more
conservative approach

the IFRS 17 balance sheet and

the Solvency Il balance sheets

are there for good reasons, but
other di erences are complicating
matters for no specific reasons,
which is just inconvenient for all
stakeholders.

In relation to the latter, we can only
encourage both IASB and EIOPA to
revisit some of the choices made
and to reconsider if the di erences
can be eliminated by adjusting the
regulation and ensuring greater
uniformity between the two
balance sheets. Examples of issues
where uniformity would be an
advantage could be definitions of
contract boundaries, risk margins,
treatment of reinsurance, and
potentially on the discounting

of future cash-flows, if the EIOPA
curves end up not being recognised
under IFRS 17.

Itis in the interest of all European
stakeholders to eliminate all
discrepancies between IFRS 17 and
Solvency Il definitions that cannot
be clearly justified by the di erent
purposes of the frameworks.

GOVERNANCE STRUCTURE

As already mentioned, the
underlying approaches to establish
the balance sheet of an insurance
company are quite similar in
Solvency Il and IFRS 17. In the
European implementation of
Solvency Il, the governance system
with three lines of defence is an
important aspect of the improved
risk management regulation.

Specific requirements for the
actuarial function are defined to
ensure high quality in reporting
and quantification of risk. The AAE
certainly recognises that one way
of securing a more harmonised
approach and improved
comparability between entities is
to use standardised methodologies
and actuarial principles in
assessing the value of insurance
contracts.

To the AAE, it seems reasonable
to require the same level of
professionalism in the reporting
process as in the risk management
process. As part of the European
adoption of IFRS 17, the AAE
recommends mitigating some of
the complexity of the reporting
standard by requiring a similar
governance structure as required
under Solvency Il.

Further, we believe that actuaries
will play a leading role in the
implementation of IFRS 17 and the
preparation of IFRS 17 accounts,
and actuaries should have a more
formal (enacted) responsibility

for closing the accounts given this
leading role. Actuarial professional
bodies and associations are
committed to preparing their
members to play a leading role in
IFRS 17 through the provision of
standards, educational materials
and training events.

More specifically, the AAE
recommends incorporating two
requirements inspired by the
Solvency Il regulation as part of
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the European adoption of the IFRS
17 reporting standard.

1. OBLIGATIONS ON THE
ACTUARY IN THE COMPANY:
In order to allow the management
of the insurer to have the necessary
insight and understanding of the
work of the actuary in relation
to IFRS 17, the actuary who is
responsible for the work should
be required to prepare an internal
report to the management of
the insurer covering at least
the applied methodology, the
assumptions used, the data used,
identification of the judgments
applied, and the results including
their sensitivities.

2. OBLIGATIONS ON THE
ACTUARY AT THE AUDITOR:
Further, in making judgements
and drawing conclusions in order
to perform audits of financial
statements prepared under IFRS17,
the auditor should be required
to have a report prepared by
the auditor’s actuarial expert in
order to ensure that the nature
and complexity of the actuarial
contribution to the audit work is
fully reflected. This report should
reflect the auditor’s requirements
and should cover at least the areas
mentioned in 1 above.

The actuaries in 1 and 2 above
should in our view be required to
meet fit and proper requirements,
e.g. as per Solvency Il Directive,
Article 42.
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KRISTOFFER BORK
is Chairperson of

the IFRS 17 Working
Group established by
the AAE.

The AAE believes that such
reporting and sign-o would
enhance the credibility of the audit
opinion on financial statements

of insurers prepared under IFRS

17 and contribute to the public
good as well as providing support

for the work of the supervisor.
They would also increase quality
and consistency in the reporting
and thereby mitigate some of
the concerns raised by European
regulators.
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EXTRA (LONGREAD):

ACTUARIAL
VIEWS
ON BREXIT

BY PETER TOMPKINS
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Brexit is nearly with us. The U.K. is currently scheduled
to leave the EU on 29 March 2019. We discussed the
issues facing the insurance sector with Jennifer
Strickland of Milliman at a particularly uncertain time

for business planning.

We began by asking what should
the most important changes be
to the way in which insurance
business is managed by UK
companies assuming that there
is no “deal’” and the UK ceases to
be tied to the EU straighta er 29
March 2019.

‘UK firms that haven’t obtained
authorisation to have a branch

or subsidiary within the EU are
unlikely to be able to sell any new
business in the EU, so | should
think any firms that haven’t
applied for authorisation should
be rethinking their business plans
and considering how losing access

25

to this market might a ect their
business, not just from a sales
point of view but from a risk
management point of view as well.

We’ve seen a real uptick in the
number of Brexit-related M&As
and portfolio transfers and most
UK firms are doing a really good
job of preparing for Brexit. Saying
that, according to EIOPA, as

of November 2018, 124 UK or
Gibraltar insurance companies had
insu icient contingency plans —or
just no contingency plans at all -
for a ‘no-deal’ Brexit, potentially

a ecting 9.1 million policyholders.
EIOPA recommended that the

EXTRA: ACTUARIAL VIEWS ON BREXIT


https://eiopa.europa.eu/Publications/Standards/EIOPA-BoS-19-040_Recommendation_Brexit_final.pdf

job of preparing

competent authorities in each EU
country allow the finalisation of
portfolio transfers from UK insurers
to an EU insurer (or subsidiary)
provided that the transfer had
been started in advance of the
withdrawal date, so there’s still
time — although admittedly a very
limited amount of time - for firms
that have, until now, adopted a
“wait and see” approach to start
making a move.

Communication with policyholders
will also be key. Even for those firms
that do have plans in place, | think
it’s important to keep policyholders
informed and reassured that their
policies will carry on as normal

a erBrexit. Clear and regular
communication with policyholders
before and a er the Brexit date is
going to be really important.

Aside from passporting issues and
the need to develop a post-Brexit
business strategy, | think the most
important thing for firms to do is
give some serious thought to the
risks that could arise as a result

of Brexit. This is likely to require
amore in-depth consideration of
the operational, market and other
risks that could result from the
various potential Brexit outcomes
in both the short- and long-term.
In particular, firms might want to
rethink their ORSA scenarios and
emerging risk analysis.

Will Brexit make any di erence to
non-UK insurers within the EU?

‘EU firms that write business
in the UK should already be
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engaging with the UK regulators
to move towards authorisation as
either a third-country branch or

a subsidiary. Some UK branches
may be required to subsidiarise,
particularly those with large
amounts of liabilities covered

by the UK’s Financial Services
Compensation Scheme.

For other EU firms, the impact

of Brexit will perhaps not be as
direct as it could be for those that
conduct cross-border business,
but I think they will still need to
consider the impacts that Brexit
might have on their business.

Without the UK’s influence on
discussions, Solvency Il could
move inavery di erentdirection
in future. During the development
of Solvency Il, the UK was seen by
many as an influential campaigner
for various aspects of Solvency

I, with the Matching Adjustment
being a prime example. My
colleague Kyle Audley and | discuss
this in more detail in our paper
“Brexit: Beyond Passporting.”

It’s also worth noting that Brexit
could be viewed as an opportunity.
One possibility is that there are
likely to be fewer UK insurers
writing business in the EU, which
could give EU27 insurers the
opportunity to increase their
market share’

Do you expect the UK approach to
insurance solvency to change?

‘The UK’s previous solvency regime
was also risk-based and had many
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Most UK firms are doing a really good

similarities to Solvency Il - due in
no small part to the UK’s influence
in developing Solvency Il -so |
can’t see the general approach
changing much, unless Solvency Il
is changed materially and the UK
regulators no longer see it as being
appropriate for the UK market.

Additionally, the costs of
implementing Solvency Il were
very high, as were the resource
requirements, so there does not
seem to be any particular demand
in the UK for a wholesale regime
overhaul’

Will Solvency Il continue to apply
essentially in the same way as it
would if the UK and EU27 were still
part of a single market?

‘In the short term at least, | think
the most likely scenario is that
the UK will continue to exactly
replicate Solvency Il. Solvency
Ilis being written into UK law as
a starting point and, in my view,
the PRA are unlikely to make any
significant unilateral changes
straight away.

Butakey di erence thatis that the
UK is expected to become a “third
country” from the perspective of
Solvency Il as soon as it leaves the
EU, and the EU27 countries are
expected to become third countries
from the perspective of the UK’s
solvency regime. This could have
immediate e ects in terms of how
EU/UK assets are treated under
Solvency II. For example, EU
sovereign debt does not attract
spread or
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concentration risk charges under
the Standard Formula, but this
would no longer apply to UK
government bonds - although
admittedly the credit rating of

UK government debtis (at the
moment) strong enough to o set
this. There are also likely to be
implications for the impact of
sterling-denominated assets on the
Matching Adjustment and Volatility
Adjustment. Additionally, UK credit
ratings agencies are unlikely to
continue to qualify as external
credit assessment institutionsa er
Brexit, so their credit ratings are
unlikely to be allowed in Solvency

Il calculations. Aspects such as
these could catch some EU insurers
unawares, so | would encourage
firms to think about how immediate
changes such as these could a ect
their portfolios, and similarly for UK
insurers with euro-denominated
assets in their portfolios.

Do you think Brexit is likely to see
regulatory competition emerge —
either as competing to the bottom
or competing for the top?

‘[ think this depends on the
balance between regulatory desire
to maintain the security of the
market and the political pressure
to encourage a competitive market
and attract overseas firms — this

balance will vary between countries.

In terms of EU countries trying to
attract UK firms looking to relocate
as a result of Brexit, | wouldn’t

be surprised if some countries
used some regulatory discretion

in order to increase the appeal of
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their markets, but only to a limited
extent. EIOPA is making its best

e ortsto prevent any relaxation

of regulatory standards, and
released an Opinion on regulatory
convergence in light of the UK’s
withdrawal from the EU. They seem
really keen to avoid “letterbox” style
operations in the EU, where
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being the main example that
springs to mind. Sam Woods, the
PRA’s chief executive, once called

it the “biggest and most obvious

bug” with the current regime.

So far, though, as faras I'm
aware the PRA has only publicly
considered actions it can take
within the bounds of Solvency |,
but there’s a chance it will start
to act more unilaterally following
Brexit.

However, whilst there are changes

that could be made to make the
regime a bit more tailored to
the UK insurance industry, what
| wouldn’t expect is for the UK
regulators to make any changes

that materially weaken the rules or
make the regime less onerous — the
PRA is historically prudent and it is
unlikely to make any changes that

put the soundness of insurers or

the level of policyholder protection

atrisk.

What do you think will be the likely
main responses to Brexit within the

UK’s own insurance market?

‘| think initially most firms will
just be concentrating on avoiding
any service discontinuities or
balance sheet volatility as much
as possible, for example, through
insurance business transfers,
setting up of subsidiaries or
branches in EU27 countries and
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so on, as well as putting in place
strategies to manage the various
market-related risks of Brexit.

Further down the line, those who
don’t already may start to look a
little further afield for overseas
expansion opportunities if the EU
is no longer an “easy” expansion
option, but this will depend on the
firm in question.

One thing | think we are likely to
start seeing is stronger lobbying
within the UK on aspects of
Solvency Il that UK insurers don’t
like — such as certain aspects of
the Risk Margin and the Matching
Adjustment. We've already seen
some discussions between the
Treasury Select Committee, the
regulators and the industry around
potential changes to Solvency I,
but | expect that once the Brexit
date is passed and things have
settled down, the industry will start
petitioning in earnest. Although, as
I've discussed earlier, whether the
regulators respond to this or not is
averydi erentquestion.

There are also other regulations
which are derived from the EU
which could potentially be changed
by the UK regulators once the UK is
outside of the EU - for example, the
Insurance Distribution Directive or
the Pre-packaged Retail Insurance
and Investment Products (PRIIPS)
rules that have led to a variety of
concerns being raised by insurers.
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The post-Brexit period will
definitely be an interesting time to
be an actuary, both in the UK and
in the EU27. Personally, I'm looking
forward to finding out how the
insurance industry will develop and
what new challenges we’ll come
across on the way.
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