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Abstract. The paper aims to present the importance for insurance industry on undergoing significant leg-
islative changes in the insurance market of Lithuania called Solvency II regime, and how implementation 
measures can influence sustainability of insurance industry. The main objective of the present paper to 
analyze basic principles and concepts of Solvency II regime,  quantitative and qualitative measures under 
new Solvency II regime,  introducing  of the Supervisory Review Process,  which will enable supervisors 
for better and earlier identification of failures,  evaluation of  insurers’ compliance with the laws, regula-
tions and administrative provisions. The results of study discovered positive relationship between the ef-
fectiveness of Solvency II Directive implementation and financial soundness of insurance undertakings. 
New framework of Solvency II will enhance insurers to develop more progressive risk management sys-
tem and new possibilities for policyholders related with internal control and internal audit, greater confi-
dence in the products of insurers. 

Keywords: social responsibility, insurance industry, solvency II, risk management, solvency capital re-
quirement, quantitative impact assessment. 
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1. Introduction 

The Directive 2009/138/EC of the European Par-
liament and of the Council on the taking-up and 
pursuit of the business of Insurance and Reinsur-
ance (Solvency II) was approved on 25 November 
2009 and shortly is called Solvency II. The objec-
tive of this paper is to stress the importance of suc-
cessful implementation of Directive and about sig-
nificant changes undergoing in the insurance indus-
try.  Insurance industry must be supplied with re-
cent literature an review of the new Solvency II 
regime which was provided by Eling et al. (2007), 
Liebwein (2006) Schubert and Grieÿmann (2007) 
and others. 

Solvency II introduces a new, harmonised 
EU-wide regulatory regime, which replaces 14 
existing Directives of insurance. The main objec-
tives of Solvency II are: 

- better regulation and deeper integration of 
EU insurance market; 

- protection of policyholders and competitive-
ness of EU insurers. 

Given that, the main target of  new Solvency II 
system is to ensure the financial soundness of insur-
ance undertakings, and in particular to ensure their 
survivance during difficult periods, protection of 
policyholders  and keeping stability of the financial 
system as a whole. 2011 year was devoted for adop-

tion of Implementing Measures. The deadline for 
the transposition of Solvency II Directive into na-
tional laws of EU Member States is by the end of 
October 2012. Now when the experts and supervi-
sory authorities from all EU Member States had 
prepared implementing measures of Solvency II 
Directive it is social responsibility of each insurance 
company as soon as possible to present for policy-
holders, risk managers and executives information 
on the advantages of the new Solvency II regulatory 
system.  

The methods chosen for research - a system-
atic, comparative, logical analysis and synthesis of 
literature. 

2. Key features and the main advantages  
of Solvency II system under Solvency I 

Firstly, the new Solvency II regime will adopt 
risk-based solvency requirements. The require-
ments of Solvency I regime were concentrated 
mainly on the liabilities side (i.e. insurance risks). 
Supposed Solvency II requirements will take ac-
count of the asset-side risks. Solvency II system 
will be sufficiently harmonized across all Pillars so 
that the risks in different locations and companies 
would be treated consistently (Pitselis 2009).  

Secondly, the new Solvency II system will be 
a “total balance sheet” type regime where all the 
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risks and their interactions will be considered. The 
insurers will be required to identify, to measure 
and proactively manage risks. Depending on this, 
structure of Solvency II system is based on three-
pillar approach, that is similar to Basel II including 
all the quantitative and qualitative aspects that 
could affect the solvency situation of the undertak-
ing and giving due attention to governance and 
risk management issues. These main approaches 
are presented in Table 1 below: 
 
Table 1. Structure of Solvency II three - pillar system 
(Source: CEA, 2010). 

Pillar I 
Quantitative  

Requirements 
 
 
 
- Balance sheet  
valuation and  
capital require-
ments; 
- Harmonized 
standards for 
the valuation of 
assets and lia-
bilities; 
- Calculation of 
capital require-
ments (SCR 
and MCR), own 
capital and 
technical provi-
sions. 

Pillar II 
Qualitative re-

quirements 
Supervisory  

Review 
 
To ensure that 
insurers  have 
good monitoring 
and management 
of risks and ade-
quate capital: 
- Internal control; 
- Risk manage-
ment; 
- Corporative 
governance; 
- Ana-
lyze of 
scenario; 
- Correction of 
capital. 

Pillar III 
Information 
disclosure 

 
 
 
Harmonization 
of disclosure 
requirements, 
allowing capi-
tal adequacy to 
be compared 
across institu-
tions, focused 
on supervisory 
reporting and 
transparency 
requirements. 

 
Table 1 show that Pillar I requires demonstra-

tion of adequate financial resources and is con-
cerned with the asset and liability measurement, 
including adequacy of technical provisions, and 
capital requirements. Solvency capital require-
ments of Pillar I will be based on a market-
consistent total balance sheet approach. Solvency 
II experts have proposed two capital level re-
quirements: 1) Solvency Capital Requirement 
(SCR); 2) Minimum Capital Requirement (MCR). 

Whereas the Solvency Capital Requirement in-
centivises sound risk management through the ex-
plicit quantitative measurement of the risks for the 
undertaking‘s operations and investments, the 
Minimum Capital Requirement should ensure a 
supervisory response to the undertakings financial 
position, allowing for ultimate supervisory action, 
including withdrawal of the license. The framework 
is completed with the existence of a number of 
dampeners, both quantitative and qualitative, that 
aim to address potential pro-cyclical effects of the 
regime fully in line with the requirements of risk-
based supervision and regulation, Solvency II re-

moves the implicit prudence embedded in technical 
provisions currently existing in Solvency I, and 
provides with a fully comprehensive approach to 
(quantifiable) risks within the SCR standard for-
mula, as compared to the simplistic factor-approach 
taken for the determination of the required solvency 
margin in Solvency I (Esson et al. 2007).The start-
ing point of the solvency assessment under Sol-
vency II is the harmonised solvency balance sheet 
valued according to market consistent principles. 
This harmonised balance sheet differs from the one 
in the audited accounts used under Solvency I. 

Table 1 show that the Pillar II requirements 
will include the main principles of internal control 
and sound risk management for insurance under-
taking and will help insurers to have good moni-
toring of risks and adequate capital. Under Sol-
vency I solvency requirements are based on lar-
gely historical data. The new Solvency II rules will 
require insurers: 

- to have an effective risk management system 
implemented by senior management. Risk and 
capital management must be integrated; 

- to foresee any future developments, such as 
new business plans or the possibility of catastro-
phic events; 

- to introduce an Own Risk and Solvency As-
sessment; 

- to introduce the Supervisory Review Proc-
ess, which will enable supervisors for better and 
earlier identification of insurers which can have 
difficulties,  to evaluate insurers' compliance with 
the laws, regulations and administrative provi-
sions.  

Under Solvency II Member States shall ensure 
that the administrative, management or supervi-
sory body of the insurance or reinsurance under-
taking has the ultimate responsibility for the com-
pliance, by the undertaking concerned, with the 
laws, regulations and administrative provisions. 

Member States shall require all insurance and 
reinsurance undertakings to have in place an effec-
tive system of governance which provides for sound 
and prudent management of the business. That sys-
tem shall at least include an adequate transparent 
organisational structure with a clear allocation and 
appropriate segregation of responsibilities and an 
effective system for ensuring the transmission of 
information. The system of governance shall be 
subject to regular internal review, shall be propor-
tionate to the nature, scale and complexity of the 
operations of the insurance or reinsurance undertak-
ing. Insurance undertakings shall have written poli-
cies in relation to at least risk management, internal 
control, internal audit and, where relevant, out-
sourcing. They shall ensure implementation of 
those policies, which shall be reviewed at least an-
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nually (Linder et al. 2004). They shall be subject to 
prior approval by the administrative, management 
or supervisory body and be adapted in view of any 
significant change in the system or area concerned. 

The supervisory authorities shall have appro-
priate means, methods and powers for verifying 
the system of governance of the insurance and 
reinsurance undertakings and for evaluating emer-
ging risks identified by those undertakings which 
may affect their financial soundness. 

Insurance and reinsurance undertakings shall 
ensure that all persons who effectively run the 
undertaking or have other key functions at all 
times to meet the following requirements: 

- their professional qualifications, knowledge 
and experience are adequate to enable sound and 
prudent management (fit);  

- they are of good repute and integrity (pro-
per). 

Insurance and reinsurance undertakings shall 
notify the supervisory authority of any changes to 
the identity of the persons who effectively run the 
undertaking or are responsible for other key func-
tions, along with all information needed to assess 
whether any new persons appointed to manage the 
undertaking are fit and proper. 

Where a Member State requires of its own na-
tionals proof of good repute, proof of no previous 
bankruptcy, or both, that Member State shall ac-
cept as sufficient evidence in respect of nationals 
of other Member States the production of an ex-
tract from the judicial record or, failing this, of an 
equivalent document issued by a competent judi-
cial or administrative authority in the home Mem-
ber State or the Member State from which the for-
eign national comes showing that those require-
ments have been met. 

Solvency II also sets out some new strength-
ened governance requirements concerning the man-
agement of assets that should further improve prac-
tice in this area. The governance requirements for 
insurers mean that they will have to establish func-
tions responsible to deal with risk management, risk 
modelling (for internal model users), compliance, 
internal audit and actuarial issues. These functions 
must help insurers in their practical implementation 
of the new rules. Insurers must have an adequate 
and transparent governance system with a clear 
allocation of responsibilities and effective reporting 
lines. Solvency II identifies several functions, such 
as the risk management function and the actuarial 
function, which insurers must have.  

Other requirements relate to internal control 
and internal audit, the need to carry out a self as-
sessment of the company's risk and solvency posi-

tion and the need for board members and senior 
management to be „fit and proper“. 

One of the reasons why it is necessary to con-
sider market risk, or risk associated with invest-
ments, is that inappropriate investment strategies 
or adverse movements in the value of the invest-
ments can threaten the financial soundness of an 
insurer and its ability to meet its commitments. 
Requiring insurers to hold capital against such 
adverse scenarios arising out of their investments 
not only mitigates against insurance failures, but 
also incentivises insurers to consider the appropri-
ateness of their investment portfolio and the risk 
associated with it (Pitselis 2009). 

In Table 1 we can see that Pillar III - informa-
tion disclosure - will require insurers to disclose 
certain information publicly to a far greater extent 
than under Solvency I. Pillar III requirements will 
be closely aligned to the contents of the other two 
pillars including disclosure and transparency of the 
Solvency II. Information disclosure will bring in 
market discipline to support regulatory objectives. 
Insurers should be prepared to disclose more in-
formation publicly than at present.  

Pillar III will help to ensure the soundness and 
stability of insurers, will force greater cooperation 
between insurance supervisors and will foster su-
pervisory convergence. 

The new Solvency II regime will strengthen 
the role of the group supervisor who will have 
specific responsibilities to be exercised in close 
cooperation with the solo supervisors. The group 
support regime would (Jack de Laruasiere 2009): 

- install colleges of supervisors for cross-
border groups and ensure an effective decision 
making process within the colleges; 

- allow home based firm to allocate capital 
throughout the group in an efficient way, subject 
to safeguard to protect the financial soundness of 
all the legal entities belonging to the group. This 
will mean that the same economic risk-based ap-
proach will be applied to insurance groups which 
will be better managed as a single economic entity. 

3. Review of Solvency II quantitative  
impact study  

Quantitative impact studies (QIS) are simulations, 
performed by insurers on a voluntary basis, of the 
impact of proposed new Solvency II requirements 
on their financial resources. QIS have been organ-
ised by the Committee of European Insurance and 
Occupational Pension Supervisors (CEIOPS), on 
the request of The European Commission (EC). 
The quantitative impact studies are the primary 
means for testing the design of the future Euro-
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pean Standard Formula, instrumental in collecting 
data on the potential impact of the new Formula, 
as well as the main route for finding the correct 
calibration. The Solvency II project has been de-
veloped and tested for more than ten years, and 
QIS exercises are essential tools to ensure that the 
system is sound and workable (Pitt 2006). QIS 
exercises are crucial to the development of EU 
regulation. The QIS exercises are essential to 
strive to ensure that Solvency II is designed in the 
most appropriate manner, with sufficient evidence 
of the impact of the regime proposed. The results 
of last QIS globally leads to an increase in capital 
requirements, a decrease in technical provisions 
and a relative increase in the amount of eligible 
own funds.  

This provides background to the various pol-
icy options that have been considered and analysis 
of the expected impact of the new rules. The main 
objectives and outcomes of five quantitative im-
pact studies are:  

In QIS1 participated 312 insurance companies. 
QIS1 objective was: 1) to test impact of the best 
estimate and the risk margins on the required tech-
nical provisions; 2) to test ability of undertakings to 
perform the requested calculations. The main out-
comes of QIS1 show that: 1) technical provisions in 
life insurance undertakings calculated on  the „best 
estimate“ method plus risk margin tends to be less 
than the provisions on current bases; 2) the level of 
technical provisions in non-life insurance undertak-
ings was decreased 10 – 15 % by discounting; 3) 
the risk margins tend to be small, for most under-
takings and classes of business. 

In QIS2 participated 514 participants of insur-
ance market with the target to find issues relating to 
the calculation of SCR and MCR, internal models, 
eligible capital, technical provisions; to improve the 
formulation of the Standard Approach; to test struc-
tural design options. The main results: 1) the MCR 
in life undertakings will consist 60 % of the SCR ; 
in non life undertakings – 47 % of  the SCR; 2) 
using internal models: – the life underwriting risk 
charges exceeded the corresponding risk module of 
the SCR by a significant amount; – for non-life 
underwriting risk, the internal models generally 
give lower outcomes than the placeholder SCR; – 
for credit risks - almost all give higher values for 
credit risk than the SCR (Kiškienė 2006) . 

In QIS3 participated 1027 insurance com-
panies with the objective: to obtain information 
about the practicability and suitability of the calcu-
lations involved, and the alternatives tested; – 
CEIOPS was looking for quantitative information 
about the possible impact on the balance sheets, 
and the amount of capital that might be needed,  
the approach and the calibration set out in the 

QIS3 specification were to be adopted as the Sol-
vency II Standard; – to collect information about 
the suitability of the suggested calibrations for the 
calculation of the SCR and MCR. The outcomes: 
1) the solvency ratio on average substantially in-
creased; 2) technical provisions were reported 
lower than the current technical provisions on av-
erage. For most participants, the decrease ranges 
from 0 % to 20 %; 3) on average, the SCR was 
reported 2,7 times higher than the Solvency I capi-
tal requirement; 4) meeting the MCR is no prob-
lem for the vast majority of insurance undertak-
ings: only 2 % of firms would have to raise addi-
tional capital to meet the MCR; small undertakings 
had a higher chance than large firms not to meet 
the MCR: 16 % of firms do not meet  the SCR 
under QIS3 (Kamienė et al. 2007).  

In QIS4 participated 1412 (re)insurers and 
106 groups with objective of:  the assessment of 
the quantitative impact of SCR on (re)insurance  
groups balance sheets, including diversification 
effects and transferability of own funds; the inclu-
sion of simplifications for the calculations of SCR  
and the technical provisions as well as the use of 
undertaking specific parameters; the design and 
calibration of the MCR; the comparability of the 
standard formula and (partial or full) internal mod-
els for the calculation of the solvency require-
ments. The outcomes: Potential decrease/increase 
in solvency requirement relative to the standard 
formula: – 72 % of the respondents who gave an 
estimate said that there would be a decrease in 
SCR; – 18 % assumed that with internal model the 
SCR would increase; - the larger the respondent 
the more they expected more than a 20 % decrease 
in SCR. With respect to solvency levels, the vast 
majority (98.8 %) of undertakings will be able to 
meet the MCR. Captives were most affected by the 
MCR: approximately 7 % of the participating cap-
tives do not meet the MCR. Almost 11 % of the 
participants do not meet the SCR under QIS4; 
Large undertakings (13.2 %) and non-life under-
takings (11.2 %) would be most affected by this. 
Also a significant number of captives (28.3 %) 
would not meet the SCR (Linartas et al. 2010). 

In QIS5 have participated 2520 (re)insurers, 
and 167 insurance groups with the target to esti-
mate the impact of the financial crisis; –the differ-
ence between Solvency I and Solvency II solvency 
balance sheets; to estimate participation of solo 
undertakings and groups; the calibration of the 
standard formula: group’s calculations; internal 
model; complexity. The main outcomes resulted 
in: financial position of the European (re)insurance 
sector assessed against the QIS5 SCR calculated in 
accordance with the standard formula or internal 
models remains comfortable with eligible own 
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funds in excess of the regulatory requirements by 
€ 395 bn. This amounts to a decrease of the sur-
plus of € 56 bn compared to the current regime. 
On a global level, the surplus under QIS5 is 
roughly 12 % lower than the current surplus. On a 
national level, the evolution of the surplus is not 
homogeneous. In thirteen countries the capital 
surplus assessed against the QIS5 SCR is greater 
than the current surplus assessed against the Sol-
vency I required solvency margin. Generally, 
across all solo respondents the SCR results ob-
tained by using an internal model were very close 
to those derived by applying the standard formula. 
The most significant difference between standard 
formula and (partial) internal model results was 
observed among groups. Groups’ internal model 
results showed a capital requirement of about 0.8 
times the size of the capital requirement based on 
the standard formula calculation; 15 % of the par-
ticipants did not fully cover the SCR, which would 
trigger regulatory action. Fewer than 9 % of par-
ticipants covered 75 % or less of the SCR. A quar-
ter of those undertakings belong to insurance 
groups or financial conglomerates for which a 
capital reallocation or intra-group risk transfers 
would be available as a means for raising their 
capital level; under 5 % of the participants did not 
fully cover the MCR, which would trigger the 
most serious intervention from the supervisor, this 
is the withdrawal of the license. 

4. Lessons from findings of Basel II  
implementation period and financial crisis 
As Solvency II system is based on three-pillar ap-
proach, which is similar to Basel II, so it is rele-
vant to make analysis of Basel II implementation 
period practice and to see how it worked during 
financial crisis. The Basel II rules entered into 
force on 1 January 2008 in the European Union.  
The Basel II, in comparison with Basel I, had 
some improvements, which enabled banks to low-
er their required capital reserves, so banks more 
capital could invest and increase profits.  

In literature the criticism of the risk measure-
ment methodology in Basel II is based on the as-
sumptions that underpin measurement theory. Crit-
ics argue that risk modeling is based on a funda-
mental misunderstanding of the statistical proper-
ties of risk. This misunderstanding results because 
of the basic assumption in statistical risk modeling 
that the statistical properties during stable times 
remain the same during times of crisis (Wahlström 
2009). The financial crisis confirmed these argu-
ments and showed that the relevant supervisory 
authorities severely underestimated the extent, the 

interconnectedness and the systemic risks. Ema-
nating from the shadow banking system and has 
reinforced the existing importance of strong and inde-
pendent risk management within insurance com-
panies. During last year’s, insurers have not been 
submitted to the same systemic issues that many 
banks faced with Basel II. On the contrary, the 
insurance industry displayed resilience in the face 
of adverse market conditions.  

5. Conclusions 

The results of article demonstrate that implementa-
tion of Solvency II Directive into national legisla-
tion for insurance industry must be organized as 
soon as possible due to these reasons: 

1. To introduce insurance industry with basic 
principles and concepts of Solvency II regime. The 
new Solvency II regime will be based on a more 
economic risk – based solvency requirements. If 
requirements under Solvency I regime concen-
trated mainly on the liabilities side,  Solvency II 
requirements will take account of the asset-side 
risks and will be sufficiently harmonized across all 
Pillars so that the risks in different locations and 
companies would be treated consistently (Pe-
leckienė, Peleckis 2011.) 

2. To call insurer’s attention to the main target 
of new Solvency II system, which is to ensure the 
financial soundness of insurance undertakings, and 
in particular to ensure their survivance during dif-
ficult periods, protection of policyholders  and 
keeping stability of the financial system as a 
whole. 2011 year is devoted for adoption of Im-
plementing Measures. The deadline for the trans-
position of the Directive (Solvency II) into na-
tional laws is by the end of October 2012 

3. To highlight for insurance industry and 
policyholders about the advantages of changes of 
the existing regulatory system (Solvency I). 

4. With the help of insurance industry to ana-
lyse and evaluate the results of quantitative impact 
studies, made by EIOPS. The analyse of quantita-
tive impact assessments showed that  the capital 
requirements under the Solvency II regime is in 
most cases considerably lower than under Sol-
vency I and for the European insurance industry as 
a whole, no additional capital is needed. 
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