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Non Life Insurance – 3 visible pillars of 
regulation

Solvency

Documentation

Compliance
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Solvency Starts with Accounting

FRS was more principles-driven – the primary 
principle being that a company’s accounts must 
fairly reflect the state of its business and 
finances
US GAAP is extremely prescriptive – there is a 
rule for everything
Attempts to coordinate IFRS and GAAP have 
resulted in IFRS becoming more and more 
prescriptive
Some of the rules create perverse incentives
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Solvency and Perverse Accounting Incentives

IFRS will require that equalisation and catastrophe 
reserves be shifted straight into equity capital.
Any catastrophe or unexpected tort judgment will result 
in a massive direct hit to equity
IASB believes that these measures will create greater 
transparency and give investors a more comprehensive 
understanding of the risk and return of insurance
The resultant profit volatility in low-frequency high-
severity lines of business may instead substantially raise 
the insurance cost of capital.
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Perverse incentives: competing for capital
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Perverse incentives: claims reserving

The P&C industry only rarely covers its cost of capital
Results are generally marred by adverse development of 
prior underwriting years. 
In other words the P&C industry suffers from systematic 
under-reserving:

Inadequate reserves set at the end of each u/w year
Premature release of reserves to make business look more 
profitable
AM Best latest estimate is a reserve deficiency in the US alone 
of USD 59 billion

In addition, AM Best estimates a ‘reinsurance black hole’ 
in the US of USD 24 billion
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Perverse incentives: Claims reserves and  the US 
Tort system
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Perverse Incentives: Claims reserves and 
Accounting

Tillinghast Towers Perrin estimated the cost of the US 
tort system as in excess of USD 260 billion in 2004

2.2% of US GDP
USD 87 Billion was wastage, excessive cost or leakage

Over the next 10 years, this ‘Tort tax’ is estimated to be 
worth USD 3.6 Trillion
Reserves therefore need to stay in the balance sheet for 
a long time and be strengthened whenever possible
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Perversity and Adversity: Just How Long Should 
Reserves be retained?

Asbestos didn’t just creep up on us
The Durham Professor of Pathology … in 1927
Pharmaceuticals: the new Asbestos?
Is it insurance?
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Perversity, Adversity and Solvency II       

A three pillar approach to regulating insurance

1. Capital requirement calculated using a risk-based model
2. National Regulators to assess the strength of management 

and stress test reserves
3. Public disclosure of key information regarding each company’s 

risk landscape and threat scenarios.

1. Capital adequacy assessed over a one-year time 
horizon vs long-term nature of liabilities

2. National champions vs strict regulation
3. Public disclosure: to whom and for what purpose?
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Regulation of non-life insurance - documentation

Do we mean contract certainty or merely ‘satisfactory 
contract documentation’?
The Market Reform Group in London is working hard, 
but continues to labour under ‘Not Invented Here’-
syndrome
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Regulation of non-life insurance - Compliance

A potted history of PSA’s and MSA’s
Mission creep – the need to maximise profits
Bid-rigging
A way forward…

Faced with extraordinary scrutiny, the insurance industry 
has no choice …

USD 1 Billion in settlements to date
Leaders losing jobs
Employees in court and perhaps in jail

If the industry can’t fix itself it will be fixed …
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The regulation of non-life insurance

A long way to go, and a short time to get there!
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