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positively to help their insurance clients to achieve regulatory
compliance if they want to retain and grow their insurance-
related business.

A core requirement of Solvency 1l is for insurers to report
new funding ratios like the Solvency Capital Requirement
(SCR) to their regulators. Since market risk constitutes
nearly 60 percent' of insurers’ total risks, there needs to be

a significant focus on market risk, related SCR Market ratios
and the underlying assets managed on the insurer’s behalf.
With insurers seeking to actively manage their SCR market
on assets, increased data services such as look-through and
greater risk transparency will be the new order of the day.
This article takes a close look at the type of competencies
asset managers and servicers will need to develop to prosper
in this new environment. It also raises the possibility that
asset managers can go beyond helping insurance clients with
regulatory reporting by providing value added services
designed to actively manage capital charges for market risk.
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The Solvency II Standard

Formula framework

Under Solvency II, insurance companies operating in Europe
can seek to comply with regulatory capital requirements
either through the implementation of an idiosyncratic internal
model, the usage of the more simplistic Standard Formula
approach or the combination of both (partial internal models).
During the first few Solvency II years, all insurance firms
operating in Europe will have to report their SCR figures

according to the Standard Formula. The publication of these
figures will facilitate the transition into the new Solvency 11
regime. It will also allow regulators, market and rating analysts
to use the common Standard Formula framework to easily
compare capital reserves across the insurance sector.

As shown in Figure 1, the Standard Formula SCR calculation
is based on the aggregation of different capital charges at the
individual block level.
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Figure 1: EIOPA Solvency Il Standard Formula framework.
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For asset managers and custodians of insurance assets, the
SCR Market block (MSCR) is highly relevant and may add
value. Where required, asset managers may provide a financial
performance with a better alignment onto the insurers’
Standard Formula capital requirements. Custodians can
leverage their operational strengths through the supply of
granular asset data to insurance and asset management firms,
along with a daily feed enrichment service, such as funds
look-through, and ad-hoc reporting.

Asset managers will need to embed a market SCR calculation
process into their risk management and client reporting
framework. To help achieve the required operational
efficiencies, a specific data mapping process to align with

the Solvency II Standard Formula will be required, along
with the ability to leverage pricing libraries already used for
other market risk simulations.

The asset-only MSCR calculation process can be divided
into a three-step approach:

+ Step 1-Mapping assets to the Solvency II Standard
Formula instrument classification.

« Step 2—Applying prescribed shocks and capital charge
formulae as applicable.

+ Step 3 —Aggregating individual capital charges into an
asset-only portfolio Market SCR.

Calculating SCR with a scenario
approach (shock)

One of the approaches for calculating SCR market risk is to
use the Standard Formula approach, incorporating scenarios
prescribed by EOPIA. By applying these prescribed shocks to
underlying assets and related pricing libraries, insurance asset
managers and asset servicers can retrieve instrument-level
P&L across the yield curve transformations (up and down),
equity and currency factor shocks. These t0 stress scenario
results can be used in different ways. For example, an asset
servicing team can perform the prescribed interest rate
shocks on a wide universe of unit-held securities. These
results could be used by insurance clients to feed their own
in-house Standard Formula process, where they would create
their own investment portfolios and include liability shock
results as well. For asset managers of insurance-related
mandates, the different MSCR scenarios on portfolios can be
analyzed in great detail. As shown in figure 2, these scenarios
include yield curve transformation results (up and down),
equity price shocks (Global Equity or Equity Others) and

relevant currency stresses.
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Figure 2: Standard Formula prescribed interest rate shock results.



IBM Software

5

These hypothetical profit and loss figures can be directly used
by asset managers to better understand position sensitivities
across an investment universe of internationally listed
securities, OT'C derivatives and structured products.

Asset-based Market SCR and

what-if analysis

MSCR is split between different instrument types, with related

capital charges based on either yield curve transformations,

price shocks or prescribed formulae. The aggregation of these
capital charges is not linear. It uses an EIOPA-prescribed

For a given asset portfolio, asset managers should be able to
retrieve a market SCR report (see figure 4) to show the total
capital charge resulting from individual shocks, formulae and
aggregation rules. These figures can also be displayed for each
block, such as equity others or equity global.
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Figure 3: SlI Standard Formula market SCR correlation block.

Figure 4: Standard Formula market SCR report example.



6 Solvency II: An opportunity or a threat for insurance asset managers and servicers?

For asset allocation specialists working on insurance-related
mandates, it is important to also test top-down investment
ideas across asset classes and understand possible switch
impacts on expected returns and risk budgets such as volatility,
Value-at-Risk (VaR) or expected tail losses. Ideally, it should be
possible to perform ”what-if” sensitivity analysis on portfolios’
risk measures as well as asset-based Market SCR capital
charges. For example, to simulate a reallocation at an
instrument or asset class level (see figure 5) to assess, on the
fly, the MSCR impact of such a trade before it is executed.

In this specific example, excluding liabilities, a rebalancing

of a hypothetical balanced fund from government bonds into
equities would increase the market SCR capital charge from
587 to 625 million euros.
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Figure 5: Sl Standard Formula "what-if” analysis on market SCR.

Rising to the Solvency II challenge

For Europe-based insurance firms, the emergence of the
principle-based Solvency II regulatory regime has several
important implications. Among these are the need to actively
manage volatility in their balance sheet (both assets and
liabilities), to improve corporate governance and to produce
ad-hoc capital reporting using the Standard Formula
framework. As a result of this evolution, asset managers, asset
servicers or custodians to the European insurance segment
may see growing Solvency II-related demands from their
clients. These may range from the need to communicate
market SCR ratios for a given fund, the supply of a granular
fund of funds’ data or the performance of specific stress test
scenarios. For insurance firms using a more complex approach
to their economic capital assessment, risk budgets and related
constraints on their asset managers could also take the form
of long horizon VaR figures, in line with Solvency II Pillar 1.

By utilizing such data and analytics capabilities, asset managers
and servicers may see in Solvency II an opportunity to:

« Help insurance clients on their complex journey towards
regulatory compliance.

+ Provide value added services focused on the management
of capital charges for market risk.

These opportunities, combined with a traditional focus
on achieving the clients’ desired investment goals, can help
lead to superior business performance.
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About IBM Business Analytics

IBM Business Analytics software delivers data-driven

insights that help organizations work smarter and

outperform their peers. This comprehensive portfolio

includes solutions for business intelligence, predictive

analytics and decision management, performance management,
and risk management.

Business Analytics solutions enable companies to identify

and visualize trends and patterns in areas, such as customer
analytics, that can have a profound effect on business
performance. They can compare scenarios, anticipate potential
threats and opportunities, better plan, budget and forecast
resources, balance risks against expected returns and work to
meet regulatory requirements. By making analytics widely
available, organizations can align tactical and strategic
decision-making to achieve business goals. For further
information please visit ibm.com/business-analytics.

Request a call

"To request a call or to ask a question, go to
ibm.com/business-analytics/contactus. An IBM
representative will respond to your enquiry within
two business days.


http://www.ibm.com/business-analytics
http://www.ibm.com/business-analytics/contactus
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