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Current issues in general insurance 
Chris Wiltshire, James Orr and Bill Lowe

Solvency II reserving
Technical Provisions and other 

balance sheet items

12 May 2011

Solvency II Reserving

Aims of the Presentation

• Increase awareness of changes in Solvency II Balance Sheet

– Technical Provisions

– Recoverables

• Discuss some of the findings from QIS5

• Look at a worked example

• Go through a practical example
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Why change the approach to GI reserving?

• Revised approach required by EIOPA / EC

• Consistency across European countries

• Consistency within firms

– Remove implicit and explicit margins

– Regulator prescribed risk free discount rates

• Market consistent valuations

– Inclusion of market value margin (risk margin)

• Greater transparency and clarity of reporting

• Improve firms risk management practices
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What are the significant balance sheet changes? 
(1/4)
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Solvency I Solvency II

Debtors / 

recoverables

Includes all amounts owed 

by policyholders and 

intermediaries whether not 

yet due, now due, or 

overdue

Includes only overdue 

amounts.  All amounts not 

yet due are future cash 

inflows to be included in 

TPs

Debtor 

Valuation and 

Time value of 

money

Stated at amount expected 

to be received -

Undiscounted

Stated at amount expected 

to be received -

Discounted
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What are the significant balance sheet changes? 
(2/4)
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Solvency I Solvency II

Losses in 

future periods 

of risk.

Recognised by reference 

to earnings profile without 

reference to timing of 

future cash flows.

Recognised by reference 

to timing of future cash 

flows without reference to 

earnings profile.

Profits in 

future periods 

of risk

Not recognised (unless to 

reduce URR for business 

lines which are “managed 

together”)

Recognised by reference 

to timing of future cash 

flows without reference to 

earnings profile.

What are the significant balance sheet changes? 
(3/4)
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Solvency I Solvency II

EPIFP 

(Estimated 

profit in future 

premiums)

Not recognised Despite its name this is 

not profit as we know it.

Difference between SII 

technical provisions 

calculated on b/e basis and 

on immediate lapse of all 

in-force business for each 

LOB.
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What are the significant balance sheet changes? 
(4/4)
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Solvency I Solvency II

Tax on profits 

in future 

periods of risk

Profits and tax thereon not 

recognised until earned.

Recognition of these 

profits usually requires 

deferred tax to be 

provided.

Finite Re Elephant test

Substance over form

Art 210 definition.

Needs thinking about

To reserve stochastically, or not to reserve 
stochastically...

• Emphasis not just on the technical calculation but on the 

consideration of what extreme events may occur and with what 

likelihood?

• Intention is to encourage improved reserve risk management 

particularly for non-internal model firms
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“The best estimate shall correspond to the probability weighted 

average of future cashflows, taking into account of the time value 

of money (expected present value of future cashflows), using the 

relevant risk-free interest rate term structure.” [Article 77(2)]
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Technical Provisions

Changes to TPs in simple terms

• No Unearned Premium Reserves (UPR)

– Premium provisions calculated on an expected cash flow 

basis rather than an earnings basis

• No Deferred Acquisition Costs (DAC)

– Premium provisions calculated on a cash flow basis rather 

than an earned basis so DAC disappears

• No prudential reserve margins

– Best estimate technical provisions are calculated on a 

probability weighted average of future cash flows so no 

scope for margins within the best estimate
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Technical Provisions

Changes to TPs in simple terms

• Future premiums included in TPs

– TPs reduced due to premium receipts which are due in the 
future (which are treated as an asset under Solvency I) 

• Contract Boundaries

– recognise contracts on a “legal obligation basis” (this may 
mean the inclusion of business not currently valued as part 
of the technical provisions)

• Expenses

– Includes ALAE & ULAE and commission payments

• Market consistent valuation

– Market value margin included
9
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Technical Provisions

Claim Provision definition

Provision for claims outstanding relates to claim events that 

have already occurred, regardless of whether the claims arising 

from these events have been reported or not. Cash-flow 

projections for the calculation of the provision for claims 

outstanding shall include benefits, expenses and premiums 

relating to these events.
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Technical Provisions

Claim Provision

• Claim provisions related to past events
– Includes allowance for inflation

– Cash flows discounted

– Only future inwards premium relating to past exposures

• Expenses (allocated and unallocated)
– Admin

– Investment

– Claim handling / management

– Acquisition

• Profit shares

• Ex gratia payment

• Can also be negative e.g. if salvage and subrogation exceed 
expected claim payments
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Technical Provisions

Premium Provision definition

Premium provisions relate to future claim events covered by 

insurance and reinsurance obligations falling within the contract 

boundary.  Cash-flow projections for the calculation of the 

premium provisions shall include benefits, expenses and 

premiums relating to these events.
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Technical Provisions

Premium Provisions

• Claims for future events on existing business

– All cash-flows discounted

– Allowance for inflation

• Expenses

– Administration of in-force policies

– Claims admin of future claim events

• Deduct future premiums

– Can be negative as a result of future premium cash-flows

13
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Recoverable amounts (Reinsurance)

Recoverable amounts

• The recoverable amounts are calculated following the same 
principles and methodology as for the calculation of the gross 
technical provisions.  Amounts recoverable from Special 
Purpose Vehicles (SPVs) and under finite reinsurance 
arrangements are calculated separately.

• The recoverable amounts include all outwards reinsurance cash 
flows consistent with the gross technical provisions, taking 
account of timing differences between gross payments and 
related recoverable amounts.  These will include claim 
recoveries, reinstatement premiums and premium adjustments, 
and commissions. 
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Movement in TPs SI to SII
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Solvency I

Gross TP

Removal of

margins and

future

premiums

Unincepted

business

Change in

expense

basis

Increase to

probablility

weighted

average

Discounting Inclusion of

risk margin

Solvency II

Gross TP
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Ratio of QIS5 technical provisions to Solvency I 
technical provisions net of DAC (UK)
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Source: FSA UK QIS5 country report

Premium Debtors

• Premium debtors will only be included as a separate asset in 
the Solvency II balance sheet where payments are not received 
by the agreed payment date

• Premium payments expected to be received in the future are 
treated as a negative premium provision payment

• Premium that has not been received by the due date needs to 
be stressed in counterparty risk module

• Common mistake in QIS5
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Contract Boundaries

• There is a requirement to recognise contracts on a “legal 
obligation basis” 

– this may mean the inclusion of business not currently valued 
as part of the technical provisions

– “Tacit” renewals

– Premiums written before a valuation date, but incepting 
afterwards

– Binder business.  The authority to write exposure has 
been given, but individual policies may not have been 
written by the date of the valuation.
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Binary Events

• “Binary events” was originally a term used by Groupe 

Consultatif and does not appear in the Solvency II Directive or 

the proposed Level 2 text

• Probability weighted average of all future cash-flows 

– requires consideration of cash-flows not only at the 50th

percentile but also at other percentiles

– events in the extreme percentile deemed “binary events”

– consistency with reserving risk SCR: Should the 99.5th

percentile reconcile with your reserve risk charge?

• Difficult to calculate reinsurance recoverables?

19
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Expected present value of future cash-flows

• Future cash-flows are discounted at the risk free rate

20
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Risk Margins

• The value of technical provisions shall correspond to the current 

amount insurance and reinsurance undertakings would have to 

pay if they were to transfer their insurance and reinsurance 

obligations immediately to another insurance or reinsurance 

undertaking.  

(Article 75(2), Draft Framework Directive)

• Most firms used Method 3 to calculate their risk margin in QIS5

• Some firms used inappropriate methods to calculate risk 

margin, e.g. method 5 (% of TP) when TPs were negative

21
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Example

Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash ?? Cash ??

Premium debtors ?? Insurance recoverables ??

Liabilities Liabilities

OS claims ?? Claim provisions ??

UPR ?? Premium provisions ??

Available 'profit' ?? Available 'profit' ??



05/05/2011

13

Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash ??

Premium debtors ?? Insurance recoverables ??

Liabilities Liabilities

OS claims ?? Claim provisions ??

UPR ?? Premium provisions ??

Available 'profit' ?? Available 'profit' ??

Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash ??

Premium debtors 30 Insurance recoverables ??

Liabilities Liabilities

OS claims ?? Claim provisions ??

UPR ?? Premium provisions ??

Available 'profit' ?? Available 'profit' ??
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Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash ??

Premium debtors 30 Insurance recoverables ??

Liabilities Liabilities

OS claims 20 Claim provisions ??

UPR ?? Premium provisions ??

Available 'profit' ?? Available 'profit' ??

Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash ??

Premium debtors 30 Insurance recoverables ??

Liabilities Liabilities

OS claims 20 Claim provisions ??

UPR 40 Premium provisions ??

Available 'profit' ?? Available 'profit' ??
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Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash ??

Premium debtors 30 Insurance recoverables ??

Liabilities Liabilities

OS claims 20 Claim provisions ??

UPR 40 Premium provisions ??

Available 'profit' (5) Available 'profit' ??

Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash 25

Premium debtors 30 Insurance recoverables ??

Liabilities Liabilities

OS claims 20 Claim provisions ??

UPR 40 Premium provisions ??

Available 'profit' (5) Available 'profit' ??
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Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash 25

Premium debtors 30 Insurance recoverables 0 There would only be

Insurance recoverables

Liabilities Liabilities if either if the pink cash-

OS claims 20 Claim provisions ?? flows had not been

UPR 40 Premium provisions ?? received by end Dec.

Available 'profit' (5) Available 'profit' ??

Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash 25

Premium debtors 30 Insurance recoverables 0

Liabilities Liabilities

OS claims 20 Claim provisions 20

UPR 40 Premium provisions ??

Available 'profit' (5) Available 'profit' ??
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Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash 25

Premium debtors 30 Insurance recoverables 0

Liabilities Liabilities

OS claims 20 Claim provisions 20

UPR 40 Premium provisions (15)

Available 'profit' (5) Available 'profit' ??

Assumptions

Uniform risk 1st July for 1 year

Claims are paid one month after claim incurred

75% loss ratio

No discounting / risk margins

Total Premium £80

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun Jul Total

Premiums (40.0) (10.0) (15.0) (15.0) (80.0)

Paid Claims 25.0 20.0 10.0 5.0 60.0

Cashflow (40.0) 15.0 5.0 (5.0) 5.0 (20.0)

Premium Earning (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (6.7) (80.0)

Incurred Claims 25.0 20.0 10.0 5.0 60.0

BALANCE SHEET 31st December 2011

UK GAAP Solvency II

Assets Assets

Cash 25 Cash 25

Premium debtors 30 Insurance recoverables 0

Liabilities Liabilities

OS claims 20 Claim provisions 20

UPR 40 Premium provisions (15)

Available 'profit' (5) Available 'profit' 20
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Conclusions

•Technical provisions may reduce drastically

•All profit or loss taken year 1

•Premium provision can be negative

•No concept of non-monetary items

Simple Example

Complex example



05/05/2011

19

Questions


