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Solvency I1: the 4 healthy responses/the 4 pitfalls

Solvency Il is a fundamental change in the regulation of insurance companies. It will affect all areas of your
business and will need managing at the highest level. It is vital that you have a clear vision for implementing
Solvency I, or you will risk becoming lost in the detail. This LCP Insurance Update sets out a balanced
framework for approaching Solvency Il and highlights some important pitfalls to avoid.

This is the first in a series of LCP Insurance Updates considering how insurers can implement Solvency Il in
a way that achieves both compliance and real business benefits. This note considers the overall mindset for

approaching Solvency Il. Over the coming months, our further Updates will show how this structure can be
practically applied to particular areas of Solvency Il planning and implementation.

Overview

Based on our experiences with clients, we have identified the following 4 healthy responses to Solvency II:

Compliance Management’s task is to ensure that
the organisation’s response is a
balance between the 4 responses.
Healthy Embracmg Getting the balance right is difficult.
If any one of the 4 responses
dominates, this will harm the
organisation’s ability to derive
benefit from Solvency II.

scepticism models

Response 1: healthy scepticism

New regulation should not simply be accepted without question. At each stage of the transition process, ask
yourself “what’s in it for me?” An effective Solvency Il approach is one which recognises the value of
investing in better processes, whilst avoiding excessive expense.

However, it is important not to let healthy scepticism turn into resistance against change (an “ostrich”

approach). That may ultimately lead to a rushed Solvency Il implementation as regulatory deadlines begin to
approach. This will be more expensive, less flexible and provide fewer benefits to the organisation.
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Healthy Embracing

Response 2: compliance

It is clearly important that any Solvency Il implementation does achieve the necessary compliance. In fact,
Solvency Il defines a “compliance function” whose task it is to ensure this. However, if compliance
becomes the only aim then Solvency Il risks becoming an expensive and time consuming “box-ticking”
exercise, incurring all the costs but missing out on the potential benefits to the organisation.

Also, the overriding concept of Solvency Il is to embed risk management into your business. By taking a
purely compliance route, you would risk not being able to tick the most
important box of all. Regulators will look out for this and can impose extra

capital requirements on those they believe are not fully complying. The 4 pitfalls:

o Resistance to change

Response 3: enthusiasm (ostrich approach)

Approaching Solvency Il with a healthy amount of enthusiasm and drive can « Compliance-only attitude
transform the business and create competitive advantage. However, it is also (box-ticking)

important to guard against “overkill”, where Solvency Il becomes the chief

driver of the business. The danger is that the business responds too slowly to —, gglyvency I1 overkill
market changes because there are too many processes to follow before

decisions can be made. « Model worship

Response 4: embracing models

Actuarial models are a valuable tool if constructed well and used with care, giving new insights into the
business and providing a structure for decision-making. However, this only works if the model is understood
and accepted by decision makers. If models are treated as a black box and results are accepted without
challenge (“model worship”), the result can be bad decisions causing damage to the business. A model is
only a simplification of reality to aid understanding; it is not reality itself.

If you would like any assistance or further information on the contents of this Insurance Update or
implementing a Solvency Il framework, please contact Declan Lavelle or the partner who normally advises you,
on +353 (0)1 614 4393 or email enquiries@Icpireland.com. If you need further copies of this or any other note
please contact us. This Insurance Update should not be relied upon for detailed advice or taken as an
authoritative statement of the law.
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