€ U ROFl Banking and Finance in Europe Discussion document

Brussels, 6 July 2007
Reforming solvency
and managing insurersCrisks
anecessary reform in an increasingly complex and uncertain world

The approach that underlies the new prudential legislative framework for insurance will be
based on an economic risk assessment. The “acceptable” risk level against which we are
attempting to cover ourselves has been set at a probability of loss of less than 0.5% over a
period of one year for any insurance provider. For very many countries this approach
amounts to a major change in the way that insurance is managed. In an environment of this
kind, political guidance for this process of reform is necessary.

Such guidance should make it possible to ensure that, when these new provisions come into
effect, there will be, within a specified period of time, gains for the profession in terms of
prudential reliability and economic dynamism. This guidance will have to be able to offer
guarantees that the developments that are envisaged will not result in unexpected and
damaging macroeconomic changes such as massive reductions in the profession’s surplus
own funds', downgrading of professionals’ profitability, contraction in the economic role
played by insurers, which is nowadays central, especially in the financing of economic life,
inflation of services or reduction in their performance with the effect that the burden of a
proportion of the risks which could no longer be covered then falls on the public, either
directly or via national budgets.

The political guidance will also have to ensure that the mathematical tools used to evaluate
risks will allow for equitable treatment for smaller operators, for specialist operators and for
each significant type of risk to be insured (life, non-life, health, etc.). Such tools must,
moreover, demonstrate their ability to take into account the various techniques for covering
risks or asset and liabilities management practices that constitute the necessary counterpart
for a prudential approach based on assessment of actual risks.

Finally political guidance is necessary enable supervision provisions which can actually free
the prudential room for manoeuvre that would emerge. In particular, it will be necessary to
ensure that those new supervision mechanisms will make it possible to take full advantage of
both the geographical diversification and the technical expertise that certain industry players
are developing whilst, of course, protecting for each of the EU member countries the
solvency of the undertakings that operate on its territory in a climate of fair competition.

Only an Ecofin Council with a political agenda focused on this subject is in a position to
provide the necessary frameworks and clarifications, and to avoid the inclusion in European
legislation of specific domestic options. Only a strong and explicit political agreement would
be able to provide the driving force and cohesion that would be needed and, when the time
comes, to ensure that regulations are implemented at national level in a consistent way.

1. Why modernise the supervision of insurance?

The global economic environment generates ‘new’ risks that we have to be able to
recognise, evaluate and manage in a way that the Solvency | flat-rate approach does not
allow:

' Profession’s own funds exceeding mandatory prudential own funds
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Risks represented by terrorism and nuclear proliferation these have become more
serious since the end of the Cold War, a period when each of the ‘Great Powers’
managed to maintain a certain degree of order in its own camp. Risks of epidemics
have been increased through the scale of migration and tourism which has been
facilitated by mass transport. Risks related to litigation — increasingly frequent and
large-scale (‘class actions’) — especially in the area of medical services and in relation
to the consequences of damage to the environment.

Risks resulting from climate change and natural catastrophe these have become
more frequent and occur also in industrialised countries, therefore with constantly
increasing costs at a very significant level. In such a context, re-insurers have been
led to develop new and more varied approaches — transfer of risks, securitisation, for
example — in order to optimise their risk exposure and profitability in a very dynamic
way. These are features that a regulatory approach to the evaluation of their solvency
must be capable of taking into account.

Social risks. These are increasingly concerned with civil liability: for constructors in
relation to building guarantee, for doctors in relation to misdiagnosis and, in general,
for experts and advisers (accountants, for example). To these can be added the
increase in risks resulting from technological progress, which increases at the same
speed as innovation proceeds - examples might be GM crops, nanotechnology and
nuclear technology too.

Financial risks. These need specific attention. Over the last fifteen years, the
development of financial markets has tended to multiply mechanisms intended to
‘remove’ credit risks from banking institutions which were formerly the main risk
takers (counterpart risks, exchange rates, interest rates) In this respect, securitisation
of banking debts is one of such mechanisms which has grown on a considerable
scale. To the extent that the debts are securitised without recourse to the lending
bank, the risks are effectively removed from their balance sheet and taken on
definitively by investors. These investors (hedge funds, investment funds, etc.) also
include insurance companies. Yet, it has to be understood that, the acquisition by
investors of these ‘asset backed securities’ under profitable terms spread the overall
risk and ipso facto reduces the risk borne by the banks, in the event of a sudden
change in the economic situation and a fall in the value of the assets, it also means
that the purchasers of these debts (and therefore, in particular, insurance companies)
run an increased risk.

More generally, it can be said that the abundance of liquid assets which has been the
norm for a number of years and the rush towards risky but profitable assets (in a
climate of low interest rates and smaller margins) represent increased risk factors.
Admittedly, such risks are more widely spread as a result of the proliferation of
securitisation, of derivatives and structured finance, but they are nevertheless present
in the markets.

In this sense there is a risk of a worsening situation further on in the cycle. Indeed, if
investors who had placed their funds in risky investments were, in the event of a
crisis, to lose the value of their capital, it is likely that the application of prudential
supervision would not facilitate the banks’ return to their classic intermediary role, and
crises in liquidity might well turn into crises in solvency both for banks and for
insurance companies.
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2. The contribution of Solvency Il to risk management:

Once one has taken account of these facts, one can better understand the new challenge
facing supervisory authorities both in the field of banking and in that of insurance.

Whereas the traditional principle of control consisted in evaluating on a flat-rate basis the
probability of default (in the case of banks) or the occurrence of contingencies (in the case of
insurance companies) the complexity and diversity of risks in today’s world require more
sophisticated approaches based on the intrinsic nature of debts or liabilities.

We are facing a generalised change: the diversity of the risks, the evermore complex nature
of financial instruments, the reduction in the role played by banks in the direct financing of
the economy (the increasing role played by companies having recourse to financial markets),
all these have led regulators to focus more on the reality of the risks and their evaluation.
This same development has also been at work in the new accounting regulations of the
IFRS, the general tendency of which is to stress market values. Certain countries such as
Switzerland, the UK and Canada, for example, have already adopted, at least in part,
prudential approaches to the economic evaluation of risks.

The central idea in this modernisation of supervision — as illustrated by Basel Il and the
Solvency Il directive — is to ask companies to put in place internal methods for risk
assessment so as to enable them to better adapt their own funds to the reality of the risks
they are incurring. This requires the implementation of systems of evaluation and
management of risks as well as internal models that prudential authorities have to validate.
This new approach is positive since one-size-fits-all approaches are no longer valid and can
no longer respond to the complexity of the world of today.

The Cooke ratio and the solvency margin, implemented respectively in banks and insurance
companies in 1987/88 and in 1973, represented a major step in the harmonisation of
prudential constraints and the creation of a level playing field in the field of own funds. But a
single percentage and very flat-rate rules (for example, sovereign risks taken as zero in the
numerator) were clearly not suited to the increasing diversity of risks in a world that was
increasingly integrated. It was therefore the face up of realities rather than the occurrence of
difficulties or bankruptcies that led the regulators to refine prudential systems as can be seen
from Basle Il and Solvency II.

The experience of the banking world is, in this sense, instructive. Until the arrival of
quantitative approaches to risk assessment, borrowers were paying for the risks that they
represented in an inequitable fashion. In particular, the large groups (some of which were not
exactly reliable) had access to conditions for financing that were ever more favourable than
those that were accessible to small and medium-sized companies. The new approaches
ensure a restoration of balance and, in addition, make it possible to set up a useful dialogue
between borrower and lender, making it easier for the latter to provide an explanation for his
decision and for the price proposed.

It may be expected that, in the world of insurance too, services will undergo a development in
prices towards a fairer compensation for the risk and this should help to make the behaviour
of the assured more responsible.

It may be pointed out that the development of cross-boarder operations adds an extra

dimension to the complexity of the problem. The fact that an insurance group with an
international dimension may have to respond to different prudential requirements from one
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country to another? would only complicate matters and would risk pointlessly overloading the
level of own funds of the institutions in question. On the other hand, adopting a harmonised
approach to the assessment of solvency of industry players would be likely to facilitate
access to domestic markets by cross-border operators and therefore to speed up competition
and its expected benefits.

Last, the possibility for insurance companies to recourse to securitisation (which will be

possible because of weighting of risks on the basis of objective criteria) would, like in the
banking world, leave them more room for manoeuvre in managing their balance sheet.

3. Key points in reforming the reqgulation of solvency in insurance

The current regulation of solvency in insurance requires companies to dispose of own funds
at least equal to a fraction of their volume of business, a fraction that is calculated on a flat-
rate basis.®> This prudential own funds are intended to enable them to deal with all
contingencies of whatever kind, even though, in reality, neither the probability of occurrence
nor the possible extent is known.

On the contrary the approach that underlies the new system of prudential regulation will be
based on an economic assessment of risks. It is no longer the case that a “zero level of risk”
is sought but rather an “acceptable level” of risk. “Acceptable” level of risk any insurance
provider will attempt to cover itself would be set at a likelihood of loss over a one-year period
below 0.5%. This level is equivalent to the likelihood of default by any one company once in
200 years.

The estimate of prudential own funds necessary to ensure this level of solvency, known as
SCR, or Solvency Capital Requirement requires the application of statistical modelling tools.
Providers will be able to choose either to use a common tool that is currently being
developed by CEIOPS* — the standard model —, or to develop their own internal model.

A large number of benefits are expected to accrue from this change in the regulatory system
both for the public and for members of the profession: price setting will allow fair
compensation for the actual risks insured, “insurability” at an appropriately-adjusted cost for
an increased number of risks (health, retirement, natural disasters, etc.), increased
confidence in the solvency of each provider individually and of the profession as a whole.

Finally, by making possible better allocation of own funds, this reform should allow
companies to free up surplus own funds which was hitherto pointlessly tied up by the flat-rate
approach, and thus enhance the development of members of the profession both individually
and as a whole. More over, such optimization favours risk transfers from the society toward
insurance companies

4. Four elements of a framework expected from the legislator

The technical transformation brought about by this new approach is such that a very
significant impact on the amount of prudential own funds has to be expected although it may
not yet have been analysed with any degree of precision. In addition, the process of

% This is the case under Solvency | and should be avoided when Solvency Il is implemented. These different treatments most
often result from either different transpositions of the directives or from national supervisor assessment of the solvency of local
undertaking settlements regardless the solvency of insurance group their belong.

® 16% of non-life premiums, 4% of life technical reserves

* CEIOPS: Committee of European Insurance and Occupational Pensions Supervisors.
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harmonisation of the principles for calculating technical reserves® will accentuate the
potential changes in financial totals within insurers’ accounts, especially in certain countries.
Lastly, this development is being undertaken at a time when accounting norms are bringing
about major changes in company balance sheets.

This being the case, at the time when the Solvency Il Directive is about to be proposed by
the European Commission, it is appropriate to suggest specific political guidance for the
reform. This must be undertaken at level 1 of the Lamfalussy Process given that it is a matter
of determining the basic principles of the reform and submitting them for adoption to the
Council and the Parliament.

Basically, it is a matter of ensuring that the reform will make it possible to realise the
expected benefits within the period of time specified and that it does not bring about, in ways
that are unforeseen, damaging macroeconomic effects such as a reduction in insurance
companies’ room for manoeuvre or indeed a decline in their attractiveness for investors,
insurance services pointlessly made more expensive because of an incorrect assessment of
their risks, the inability to take note of new insurance needs at appropriate prices, etc. And in
other respects, this political guidance must make it possible to ensure that the profession will
in the end gain in prudential reliability — avoiding having areas of insurance or providers that
turn out to be inadequately capitalised - and in economic dynamism.

In addition, it will be appropriate to ensure that national supervisors will validate internal
models and will calculate technical reserves in a way that is harmonised so as to avoid
suggesting ‘regulatory arbitrage’.

In general terms the political framework should make clear the following:

1. The appropriateness of the present solvency level for the profession as a whole, in
order to:

a. avoid the implementation of Solvency Il causing an increase in the total
European prudential capital committed

b. maintain, or indeed increase, the total volume of surplus own funds so as to
maintain, at least, strong mobility and creativity for insurance operators

c. check that insurers will be able to provide returns on equity that will be
sufficient to attract investors

2. Level 1 and 2 provisions of the reform to:

a. guarantee that the standard model for evaluating risks is sufficiently flexible to
ensure that the specific characteristics of types of insurance activities and the
various kinds of providers are all appropriately taken into account

b. lead in an effective manner to an increase in insurers’ ability to respond to
new expectations in the field of insurance (retirement pensions, health, etc.)
for all consumers, by means of tariffs that reward prudential own funds set at a
level that is not excessive

3. Implement supervision arrangements that make it possible to realise the benefits of
geographical diversification whilst still ensuring for each EU member state the
solvency of the companies operating in its territory under conditions of fair
competition.

At the same time, the political framework of the reform must not attenuate or delay the
possible impact of any economic risk assessment.

® The technical funds required will be equivalent to the best estimate plus a margin of risk; the best estimate represents the
probable present value of the future cash flows for bonds linked to client contracts for the totality of the period left to run.
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On the contrary, it is necessary to anticipate certain temptations towards a conservative
attitude on the part of the regulators, public authorities or professionals: for example
regulators who would choose between the results of the economic approach and those of the
present flat-rate so as to maximise the totality of prudential own funds or, equally possible,
the approach of professionals who might be opposed to certain points in the reform on the
basis that they may represent a constraint on the usual conduct of business (industrial
restructuring, changes in tariffs, etc.); or indeed the approach of political decisions makers
who might prefer to hide from customers any possible negative consequences for prices of
an economic assessment of risks. And yet these developments would reveal some defects of
the present prudential norms, with compensation between reduced risks potentially priced
too high and strong risks priced too low; the latter ought in fact to be subject to special
provisions or specific financing, something which the present flat-rate approach caused to be
deferred.

In the same time the political framework of Solvency Il must make possible the carrying out
of work to provide technical elements for this new approach with the maximum degree of
calmness among the various protagonists. In particular, various other fields of legislation
linked to the practice of insurance may also need to be changed. Some in particular that
spring to mind is taking account of recent developments in accountancy, the need felt by
insurers to have at disposal more varied forms of own funds, the need for the development of
a legal tools at European level for mutual insurance companies, harmonisation of national
policy holders guarantee schemes, or indeed the creation of a European scheme...

4. It is therefore necessary as this process of political guidance is set up to clarify the
links between these areas and the Solvency Il reforms and to specify an appropriate
timetable for taking account of them.

This kind of clarification would make it possible to avoid overburdening Solvency Il and,
rather than doing so, to focus efforts on the whole question of solvency so as not to
endanger a desirable outcome. At the same time, it will make it possible to assure the
various stakeholders that they will have access to all the necessary tools to successfully
implement the developments that flow from the new prudential arrangements (raising of own
funds levels, cross-border regrouping and mergers) in an equitable competitive climate.

5. Arriving at a stable, or even improved, European average figure for surplus
capital

The problem

As has already been mentioned, Solvency Il will result in developments that will have a
profound effect on the balance sheets of insurance companies. These will be accentuated by
developments that are already under way in accounting norms® which impose evaluation of
balance sheet components at their market price and not at their historic value. In total, each
company is likely to see significant changes at the same time in the level of its own
prudential own funds, the level of its technical reserves and its total balance sheet.

6 The European accounting norm for insurance which is needed for the application of the norms of the ASB, is to be submitted
to the process for European approval in 2009 — source: Presentation at the CFO Forum on 25/07/2006
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Possible neqgative consequences of an insufficient political guidance

The consequences of an insufficient political guidance could be:

1. a reduction in surplus own funds’ in the profession, reducing the companies’ room for
manoeuvre by reducing to an inappropriate level their capacity for financing
innovation and growth;

2. the inability to provide appropriate remuneration for rapidly increasing own funds,
compromising the returns on equity ratio and leading, simultaneously, to a reduction
in the attractiveness of companies that finance themselves in the capital markets and
to an increase in tariffs as well as to an insidious transfer of risks to the policy holders.

This may seem to be a pessimistic scenario. The fact remains that simulations carried out
within the framework of work to calibrate the standard model carried out by CEIOPS (QIS 2),
produced results that were sometimes disquieting. A major insurance group, for example,
provided an example from the field of automobile insurance: whereas it is generally believed
that this kind of activity is very generously provided with prudential own funds under the flat-
rate approach of Solvency 1 (three times the own funds as evaluated by the internal models
of this group), the endowment in own funds resulting from the standard model being
developed turned out to be three times higher than the endowment required under Solvency
1!

Of course, it is a perfectly healthy feature of the scheme that such developments should
arise for certain operators or certain types of product taken in isolation. This would illustrate
the limits of the present flat-rate approach, an approach which can allow insufficiently reliable
practices to remain for certain operators, in the sense that supervisory authorities do not
have access to an assessment of the real risks that they involve.

Some negative effects could also arise for certain specific sectors of insurance, or indeed be
localised within certain countries. That would then suggest either an inadequate overall
solvency at present that no disaster had yet revealed or else a possible need to specify more
fully the standard formula for analysing solvency so as to make it possible to take better
account of the risk situation in that particular sector.

On the other hand, if such consequences were to affect European operators to a large
extent, they would not be acceptable in the sense that there is currently nothing to show
whether, as a whole, the operators were undercapitalised.

Finally, it will be necessary to make sure that, when the total of prudential own funds and
technical reserves of the operators taken individually is able to cover their probability of loss
over a one-year period at a rate below 0.5%, the supervisory authorities will accept, for each
company involved, reductions in prudential own funds in relation to the requirements that are
in force today.

Why are such negative consequences are possible?

The uncertainties linked to the developments in prudential practices which are currently
being prepared arise from the current absence of certain macroscopic explanations that are
nevertheless necessary.

" Surplus own funds is the difference between the value of insurance companies’ assets and the total of technical reserves and
prudential own funds. It is this surplus capital that provides the finance for companies’ external or internal development (new
products, etc.)
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Indeed, whilst developments in prudential banking rules have been progressive,® Solvency II
risks is being a system of regulation with no base line. Hence the absence of any consensual
valuation in the present (Solvency 1) and future (Solvency Il) situations for overall European
solvency leaves the door open for the most wide-ranging of responses by supervisors when
Solvency Il is applied, ranging from demands for ‘add-ons’ to possibly refusing a reduction in
prudential own funds where this arises.

Finally, whereas Solvency II° did not make it possible, within the framework of its three
pillars, to define the solvency of an operator in a sufficiently explicit way, it would be tempting
and all too easy to continue to define it in terms of a global figure, that of its own funds or by
means of ratios derived from the balance sheet and the profit and loss account and thus
continue applying the same approach as Solvency |. This would be all the more tempting and
easy given that such practices are part of the cultural history of the supervisory authorities.

6. Supplement the technical provisions where the approach taken proves to have
limitati ons.

The process of setting the level of prudential own funds on the basis of an assessment of
effective risks means implementing a mathematical tool. Like any modelling tool, its technical
limits need to be clearly defined. Beyond that point it is no longer applicable and must
therefore be supplemented and not just recalibrated.

Current discussions are particularly focused on:

I the unsuitable treatment of shares for which cover is required against volatility
measured over one year when such assets are intended to offset liabilities that are
much longer-term and which do not, in any case, fall due within one year;

I an inappropriate assessment of the correlation between shares and bonds,

I the unsatisfactory treatment of mutual health insurance companies

I the unsatisfactory treatment of specialised operators who, in some cases, take on the
greater part of certain difficult risks such as those related to professional civil liability
in the form of mutual insurance.

I the insufficiently differentiated classification of the various types of investment made
by insurers which, at this stage, leads to the assessment of risks inherent in hedge
funds, in shares or, by analogy, in certain investment funds as if they were all the
same.

In reality it is necessary to make official the need to implement complementary approaches:

I complementary modules (for health risks) to allow the implementation of parameters
specific to certain activities, in order to ensure appropriate assessment of the
necessary own funds for attaining the security target of the reform.

I ways of for evaluating the existing modules based on crisis simulations and not on
observations of the past which may, in certain cases, turn out to be meaningless
(Correlation calibration)

8 as regards supervision for banking, there was first introduced own funds in proportion to assets and market risks (8%, Basle I),
then the assets were weighted in terms of a standard or internal assessment of their risks without any effect on the 8% flat rate
for own funds. The previous round of banking regulation was, in a sense, a baseline and then it was adapted in terms of
modelling of risks introduced by the regulations that then followed.

°. “The solvency of French companies on the basis of Insurance Law is satisfactory because 2004 and 2005 were two good
years for the sector. On average they show a margin of solvency equivalent to two to three times the minimum required. But that
does not necessarily mean that they have surplus own funds. Covering commitments by assets is anyway as important in the
view of the French regulators as the level of own funds which is not sufficient in itself to measure solvency.” Florence Lustman -
Acam - Les Echos n° 19658

- “with Solvency Il, European insurance is turning towards a more sophisticated prudential regime but one which is disconnected
from accounting states” JL de Boissieu Gema
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I prudential and accounting procedures for long-term contracts (life insurance, etc.)
that can evaluate their risks on the basis matching together liabilities and associated
assets and taking into account the effective management conditions for policy
portfolic:g in the events of the insolvency of the company that is responsible for
them...

Of course, introducing these complementary models and specific provisions will mean that
both the legislative process and the functioning of the supervision of insurance groups will
become more complex. It is therefore necessary to make a correct appraisal of the economic
stakes represented by the risks that are not covered by the standard model as it is currently
structured: the economic weight of health risks and the impact in terms of tariffs and
‘insurability’ of excessive endowment of own funds; the weight of the insurance sector in the
financing of the economy, in particular in the financing of share issuers; the possible
reductions in performance of insurance products if the assets allowed to the insurers do not
include a significant proportion of shares... Of course, it is not a matter of allowing any
reduction in the prudential quality of certain companies or in the conditions for practising in
certain areas of activity on the pretext that they are strategic.

In reality it is necessary to clearly put forward the need to implement complementary
approaches official:

I complementary modules (for health risks) to allow the implementation of parameters
specific to certain activities for which the present structure of the model does not
adequately provide, in order to ensure appropriate assessment of the necessary
equity capital for attaining the security target of the reform.

I ways for evaluating the existing modules based on crisis simulations and not on
observations of the past which may, in certain cases, turn out to be meaningless
(evaluation of coefficients of correlation)

I prudential and accounting procedures for long-term contracts (life insurance, etc.)
that can evaluate their risks on the basis of bringing together associated liabilities
and assets and taking into account the effective management conditions for the

7. Applying an integrated system of supervision for Europe at the level of
each cross-boarder group

The problem

An integrated system of supervision for each cross-boarder group, one by one, is a condition
that is essential for any effective implementation of the Solvency Il approach.

Indeed, Solvency Il makes clear that the own funds needs for a portfolio of independent risks
(i.e. diversified risks) is lower than that for a portfolio of correlated risks. In concrete terms the
total need for prudential own funds for a group is lower than the sum of the prudential own
funds required by risks taken in its different subsidiaries. For certain groups, the relationship
between the sum of the SCR of the subsidiaries and the SCR of the Group is 1 to 0.5. One of
the important ways of ensuring diversification of a portfolio of risks consists in sharing it out
over different geographical areas. Diversifying risks therefore automatically leads to a
situation where the total requirement for prudential own funds of a diversified group,

' For example, it would be a matter of simultaneously assessing the likelihood of default on long-term contracts, not on the
basis of one year but at their “maturity”, and this would have to be done whilst including in the calculation the assets that
correspond to them (matching assets and liabilities); that consequently presupposes adjusting the confidence interval; and
working out the specific legal and accounting approach required to ensure that this matching is effective even in the event of
liquidation by the insurer who is responsible for the contracts (requirement that he should hand over the portfolio of contracts
with the corresponding assets or that he should liquidate the portfolio on the lifetime of the contracts that make it up)
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especially one diversified in geographical terms, (an SCR group) is lower than the sum of
prudential own funds of each independent unit of risks (sum of the single SCR). Thus the
method for setting the ‘host’ prudential own funds and the methods for cooperation between
supervisory authorities become vital.

In these circumstances, it is adequate to reassure national authorities of each member state
(host) which will be asked to allow operating on its national territory undertakings that are half
capitalised as the local operators.

It underlines the need

1. to be sure that the support offered by the group to the subsidiaries is real
2. to provide for them all relevant information

And, through their national supervisors, to allow them

3. to assess relevance of the internal models at the group level and their applicability in

relation to the local specificity of the risks insured.

4. to work together to draw up provisions for an integrated system of control for groups
(Pillar 11)

At the same time efficient supervision (appropriate, coherent, reactive and compatible with
internal resources) is required for each Group.

In addition, it seems opportune that the strategic asset represented by the image of cros-
boarder groups should be taken into account by the supervisors when assessing the quality
of the support eventually provided by the parent company to its subsidiaries. Indeed, this
intangible asset is particularly important in a trade which is based on trust: it leads the parent
companies, in a very reliable way, not to be able to contemplate leaving a subsidiary
company to its fate. A multi-sector classification'' of the estimated value of French industrial
brands places in second and third position two financial groups, BNP Paribas and AXA,
behind Louis Vuitton but ahead of L’'Oréal, Chanel, Danone, etc. These two brands are
valued at around 5.8 billion euros or more than one year’s net profit and between 0.5 and 1%
of the assets. To abandon a subsidiary in such as context appears particularly unthinkable if
you take into account the serious risk that hangs over the reputation of the groups; this would
obviously have to be such as to appease the supervisors, in particular those in charge of
their smallest set ups.

This element of the assessment must go along with the evaluation of the contractual or legal
arrangements which tie up local set ups and parent companies of insurance groups (set ups
in the form of 100% subsidiaries, of branches, guarantees given by the parent to its local
settlements, etc.).

This context means that the approach to supervision of cross-boarder insurance groups has
to be modified. This modification concerns not only the organisation but the very nature and
distribution of supervisors’ responsibilities. Indeed, the requirements previously mentioned
stand in opposition at the same time to the present manner of supervision, which is focused
on the local set up in isolation, in which cooperation between supervisors remains limited and
poorly binding, and also to the model of exclusive supervision entrusted, for example, to the
supervisor of the parent company.

" French section of the Interbrand study which will be published by Business Week on 27 July 2007.
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In reality, what is needed is that, at the level of each cross-boarder group. An integrated
supervision process should be put in place, requiring all the national supervisors to
cooperate in an effective way to achieve the four objectives mentioned above and in
accordance with terms of reference and responsibilities that are precisely defined. It is also
necessary to avoid any regulatory arbitrage by industry which is encouraged by the current
asymetrical treatment of supervision for subsidiaries and branches within the same group.
Only the latter are given any integrated form of supervision but the approach means that the
local supervisor is deprived of any information.

Proposals for responding to these problems

In this context, Eurofi would like to put forward seven basic principles for supervision that will
make it possible to get the best out of Solvency II:

1. The home supervisor accepts responsibility towards each of the national authorities in
which the group is operating. This responsibility applies to the appropriateness of the
assessment of the group’s solvency, to the appropriateness of the level of local
prudential own funds, to the quality of the provisions for guarantee within the group,
to the provision of group-level solvency information, and to the provision of
information such as would demonstrate the appropriateness of the internal models.

2. The supervisors of the countries where subsidiaries or significant branches are
established likewise accept their responsibility towards all the countries in which the
group is set up, in particular as regards the applicability of the internal models in
relation to local specific features, and through their participation in a specific,
integrated, control mechanism. Such a principle would be particularly helpful in
preventing any purely domestic approach on the part of the supervisors.

On those bases, in the event of any divergence of views between supervisors, the home
supervisor would have the last word, as provided by the Capital Requirements Directive for
banks in the area of validation of internal models

3. These organisational principles apply in countries where there is company activity
that can be regarded as significant in the context of the totality of risk portfolios of the
group being supervised (what is meant by ‘significant’ remains to be defined — it could
be, for example, establishments representing more than 1% of the total of risks).
Nevertheless, in order to ensure that they had appropriate information at their
disposal, it is indispensable that, at least once a year and as required, all the
supervisors of the cross-boarder group should be brought together, no matter what
scale of activity they represent. It will be the responsibility of the parent company’s
supervisor to organise this cooperation; it should be formalised in a mutually agreed
and binding set of requirements.

4. The three principles listed above require that national supervisors should all have
explicit European-focused mission statements. In particular, their mission must be
explicitly focused on optimisation of the group’s solvency and not on that of its local
establishments. In addition, it appears that the effectiveness of the provision would be
greatly facilitated if the supervisors as a whole had analogous status and powers.

5. The surplus own funds arising from the diversification of the groups must be able to
circulate freely within the group so as to ensure that it can effectively support any
local difficulties.
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6.

7.

More over, the legal reality, at least at European level, of the financial liabilities
between parent company and subsidiaries (intragroup guarantees) must be made
secure at legislative level; this probably requires specific legislation for the
management of bankruptcies of cross-boarder insurance groups similar to that which
is already in force for credit establishments, but equally impacting subsidiaries and
branches.

A European authority gathering EU supervisors for an effective harmonisation of the
assessment of the diverse internal models as well as the actual day to day
supervisory practices in order to achieve an effective EU level playing field; this
authority also arbitrates on major differences of view between supervisors of a group ,
it also represents an emergency recourse in the case of an important concern would
not be finding appropriate answers within the board of supervisors of the Group.

The application of these principles must be spelt out in legislative provisions.

8. Proposals for the institutional processing task

As has already been shown, the political stakes related to the drawing up of Solvency Il are
particularly important. This development demands that important political decisions should be

taken:

Validation of the appropriateness of the change of method, which must
simultaneously maintain or even improve the solvency level of the profession as a
whole and guarantee a good quality minimum level of solvency for each operator.
Ensuring that industry players as well as their customers must are able, on this
occasion, to reap the benefits of the adoption of an economic assessment of risks; in
particular the benefit arising from the achievement of a proper balance between, on
the one hand, reasonable solvency for the operators and, on the other, a fair price
paid for insurance services and, more generally, improved access to these services
by the insured.

In addition, it is necessary to ensure that management of the technical limitations of
the standard model is be subject to explicit decisions based on an evaluation of their
actual consequences.

Finally, the new regulatory approach must be supported by integrated supervision
that is firm and effective at the level of each cross-boarder group.

Today the institutional process does not fulfil these requirements adequately:

CEIOPS™ defines itself only as a source of technical expertise (in any case, it is ‘only’
there for consultation purposes)

Supervisory authorities are not authorised to give views on anything else than
solvency

Some states entrust their supervisor with the task of defining political orientations.

As a result, the definition and precise description of the “common good” to be validated by
the legislator has not been completely taken in hand.

"2 Committee of European Insurance and Occupational Pensions Supervisors (CEIOPS) established by the European
Commission on 5 November 2003 - Decision 2004/6/EC
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For their part, the industry players are faced with a dilemma. On the one hand they are afraid
of the risks already mentioned and, on the other, they fear that by introducing debates with
considerable political implications, they may delay or even compromise the reform process
that has major implications at the European and global level.

This dilemma has sometimes discouraged them from expressing themselves sufficiently and
led them to favour the present institutional process for reasons of pragmatism, despite the
uncertainties that are apparent:

I The groups hope to benefit from an attitude that places CEIOPS and the CRO forum"?
at the centre of a task that appears to be essentially technical;;

I Smaller operators are taking advantage of the threatening nature of the
developments that are envisaged to speed up developments, particularly with regard
to mergers and regroupings.

In general, most consider it advisable to maintain the present timetable for the project so as
not to shift discussion into the next mandate of the Parliament and the Commission (end of
2009).

What is therefore at stake is not to bring up concerns but, quite on the contrary, to suggest
institutional approaches that can minimize them. This is all the more the case that as these
uncertainties constitute a threat to a good outcome for the work that has been undertaken.
More precisely, in the absence of precise directions or deadline dates one may be
legitimately concerned that the standard model be subject to repeated calibration tests (QIS),
at Level Il of the Lamfalussy Process without any guarantee of convergence and without any
assurance that the resulting provisions will benefit from any real regulatory permanence. In
these conditions, this reform carries inherent risks of delays in implementation, legal
uncertainties and lack of consistency in application.

9. Towards a politically-oriented ECOFIN

In order to ensure that the reforms undertaken should have maximum impact, the legislator
must be able to decide on the basis of clear information in the following areas:

1. the quantitative objectives in relation to the overall solvency, in relation to the
profession’s level of surplus own funds, the relevant benchmarks of returns on equity
for the commercial institutions, and fixing time-limits for calibrating the model, taking
account of the absence of any base line.

2. the limits of the standard model and any additional parameters and modules that it
may require.

3. the necessary organisational principles for supervision in order to ensure an
integrated approach to groups effective integration and, at the same time, to keep the
local political authorities happy. This would include setting up the objectives and
missions of national supervisory authorities, the legal soundness of intra-group
guarantees, methods for sharing information, etc.

4. the necessary legal safeguards to integrated solvency for groups (intra-group
guarantees), safeguards that constitute a necessary counterpart to effective
supervision.

5. the legislative and regulatory work needed, and the timeframe, to place the various
product lines, which are differently regulated today, in comparable conditions of
competition.

*® The Chief Risk Officer Forum ('CRO Forum') is made up of ‘Chief Risk Officers’ of major European insurance companies. It
was constituted in 2004.
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6.

the legislative and regulatory work needed, together with a timetable for such work, to
provide the additional tools needed by insurers to benefit from the proposed reform.
This would involve allowing them, whatever the status and size of the operators, to
merge or to take part in cross-boarder activity under conditions of fair competition. It
would also be a question of allowing them to have recourse to dynamic management
of their risks (reinsurance and transfer of risks) by authorising reductions in own funds
to an appropriate level. Finally, it means allowing them to rise the own funds
necessary for strengthening their solvency. And indeed, it will be necessary to
envisage the setting up of a European guarantee fund for the insured, intended in
particular to protect them from any possible difficulties experienced by a cross-
boarder group; such a mechanism would encourage mutual confidence throughout
member countries.

Therefore additional analytical assessments are needed. They must be carried out under the
aegis of the Commission by members of the profession and CEIOPS and presented to
Ecofin. In particular, this would involve:

evaluating and validating the level of solvency targeted by the profession as a whole
as well as the level of its surplus capital by comparing it to the current levels;

in order to arrive at an estimate of the profession’s solvency, assessing the response
of European operators to the various disasters in recent years (9/11, the Internet
bubble, the American and North European floods, etc.);

analysing developments in balance sheet totals for technical reserves in terms of
absolute value and in relation to own funds so as to identify and to manage any
possible upsets in companies’ balances resulting from the reform;

assessing insurers’ returns on equity before and after the proposed developments
and compare them in particular to those in the banking sector;

analysing the dispersion of this information in terms of operators and geographical
location would also be instructive;

for the various problems raised by the QIS (treatment of smaller operators, of
specialised operators, of health insurance, correlation rates, treatment of
shareholdings, etc) identify whether the issue is a technical limitation of the tools and
introduce possible technical complementary measures, following an assessment of
the economic appropriateness of the standard model;

mapping the variations of roles and powers of national supervisory authorities and, on
of the laws governing guarantees (intra-group);

analysing the regulatory differences between product ranges that fulfil similar
purposes but that nevertheless arise from different legislation so as to avoid distorting
competition. Examples might be UCITS, life insurances, pension funds, etc. One
might also think about guaranties, depending on whether they were delivered by an
insurance company or by a bank...

Reform of the regulatory framework for insurance is an ambitious undertaking. It must make
possible the creation of a new process that will be of benefit both to companies and to the
insured in Europe.

Conditions for its success require an explicit and firm European consensus at the highest
level. It is necessary in order to guarantee the overall coherence of the activities under way
at the levels of the Commission and of CEIOPS and to maintain such coherence once the
actions are then taken up by the national parliaments and regulators.

Only an ECOFIN politically orientated, dedicated to this subject and maintained on the basis
of the synthesis of the factors at stake is able to provide the frameworks and clarifications
that will be needed and to build the firm and explicit political agreement which turns out to be
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necessary to provide the drive and the cohesion that will be needed up to and including the
stage at which the measures are applied at national level — and to carry out this process of
reform within the ambitious time limits that those n the profession are demanding.

This demands specific simulations that European institutions must request from supervisory
authorities and from professionals. This also requires the assurance that the new principles
for supervision that are being proposed will enable public authorities to be certain of the
solvency of those who operate in their territory and that these principles remain firmly
focused on the aim of achieving solvency on the basis of a probability of loss over a one-year
period of 0.5%, in the sense that this objective is the only one capable of offering a fair
system of tariffs for products to their clients.

Similarly, it is essential to organise and to timetable the totality of the legislative
developments required for the insurance sector, so as to ensure a rapid adoption of Solvency
Il without any qualms and to guarantee for practitioners in the industry that all other needs
will be progressively taken into account.
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