





An overview of recent articles

Nick Morrell summarises some recent articles published by OAC.

Solvency 2: an introduction to QIS
Published in April 2008

The basis of determining solvency
for insurers across Europe is

currently under review and a new
approach, known as Solvency 2, is
under development. This will constit
three pillars, of which Pillar 1 is the
establishment of technical provisions
and capital requirements. The aim of
the Quantitative Impact Studies (QIS
is to assess the basis on which Pillar
requirements should be assessed and
flush out potential issues and proble
advance of the prescriptions of bases
be followed. As the acronym suggest
QIS4 is the fourth such study.

The OAC article provided a simple
introduction to the concepts underlying
the approach being taken and what was
required of the participants. Results
were required for submission to the

FSA by early July and publication of the
conclusions drawn from them is expected
in November 2008. A further article on
Solvency 2 appears on page 4.

Compliance: Promotional Material
Published in July 2008

As we all know, Treating Customers Fairly
is the flavour of the week - all year. This
article focussed on the literature issued by
societies in the context of the FSA's review
of Key Features Documents. It discussed
what documents were covered by the
requirements and the over-arching issues
with which each has to conform. It also
considered the special case of literature
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being made available on websites and
some potential problems which can be
avoided by careful website design.

Conolly Tunnard returns to the TCF theme
in his article on page 3.

EU Gender Directive: Discrimination
as it affects Life Assurance
Published in July 2008

This article related to the subject of sex
discrimination, rather than discrimination
on the grounds of age which is discussed
on page 12.

The consequences of the implementation
into UK legislation for the requirement that
any product differences on the grounds
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Compliance:
Promotional Material

of sex is supported by relevant and up-
to-date actuarial or statistical evidence
was discussed in the article. Although
requiring that information to be made
available, other aspects of product design
may also be affected such as the exclusion
of sickness benefits during maternity.

The steps required to ensure compliance
with the new legislation were also
discussed.

Copies of these articles will be
available from our exhibition stand
at the AFS Annual Conference 2008,
or they can be downloaded from
www.oacplc.com/publications.

of actuarial services.
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OAC Actuaries and Consultants

OAC is a large award-winning independent actuarial consultancy specialising in the friendly society sector. We
provide a wide range of insurance, pensions, compliance, financial modelling and interim resourcing services.

Our clients enjoy considerable benefits, including:

B consultants with extensive knowledge and experience of, and empathy for, the friendly society sector,
covering not only actuarial and compliance aspects but also general and strategic management;
B timely news broadcasts about regulatory activity; and

B all the benefits of a large firm but at small firm charge rates - we are committed to driving down the cost

We are looking forward to speaking to you. For more information visit www.oacplc.com.
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Treating Customers Fairly

TCF has been a major FSA initiative for the last three years. TCF projects should

now be reaching their final stages as societies move towards embedding TCF in their
culture for business as usual. Conolly Tunnard discusses what firms need to have in
place to meet the FSA’s TCF outcomes.

Another year has slipped by but the
issue of TCF is still with us. However,
the deadline date of 31 December

2008, by which time all societies must
be able to demonstrate that they are
Treating Customers Fairly, now looms
large. Are you certain you can meet this
requirement?

Would you be able to evidence that
you were acting in a TCF manner if the
FSA asked you to prove it? They might
very well do that come the spring and
summer of 2009?

To be TCF, the FSA expect you to be able
to demonstrate that you are achieving
the outcomes they expect.

In June of this year the FSA published
“Treating Customers Fairly: Progress
Update”. This update stated that, of the
firms it had sampled, only 13 per cent
had met the 31 March 2008 deadline

for producing adequate Management
Information (MI) for TCF, but it did go

on to say the FSA expected 80 per cent
of firms to meet the 31 December 2008
deadline. There is a very useful TCF

MI matrix for small firms to be found at
Annex 2A of the FSA publication. This
sets out the types of MI the FSA might
expect to see for each of the six required
FSA outcomes and the measurement

for each of type of MI. If the FSA were
to visit a society to review the TCF
arrangements, one could expect them to
use something very similar to this matrix
as a starting point for their assessment.

The FSA will expect to see strong and
knowledgeable governance exercised

by senior management and non-
executive directors. It takes the view
that TCF flows from the actions of senior
management and that meeting TCF
obligations will be impossible without
clear leadership and an appropriate
example from the top. The FSA will want
to see that senior management have
developed robust plans for implementing
TCF which have been developed from a
GAP analysis, and that progress is being
monitored against the plan.

Key to the governance role will be
the TCF MI that is received by senior
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management. If senior management
do not receive relevant and up-to-date
information on the state of TCF within
the society, how can they know if the
firm is TCF, let alone do anything about
it if it is not? The FSA has put great
emphasis on the importance of MI and it
is absolutely essential that all societies
have strong MI in place and are using
this MI to take action to improve their
TCF behaviour.

Much of the expected MI will be
familiar as it concerns issues such

as complaints data and results of file
monitoring. However, firms would do
well to review their existing MI to make
sure it is complete and accurate. The
FSA will review data to make sure that
it is presenting a true position of the
state of a society’s compliance with TCF
principles.

Societies will need to be able to
demonstrate not only that they have
considered the MI they need, collected it
and placed it before senior management,
but also that management have then
taken action on whatever TCF issues and
deficiencies that the MI has revealed.
This is the process that societies need to
have gone through to achieve TCF by 31
December 2008.

It is also important that the society can
demonstrate that senior executives and
non-executive directors have received
training in their TCF obligations so

that they understand the FSA’s TCF
requirements and are able to promulgate
these through the organisation. You

can expect the FSA to ask for records
concerning training undertaken by senior

executives and directors on the topic of
TCF. Evidence of training should be kept
on personnel files. Societies must be
able to demonstrate leadership by senior
management in meeting the challenges
of TCF. Senior executives and directors
can expect to be interviewed by the FSA
concerning TCF issues during their visits.
The FSA will be trying to discover senior
management attitudes towards TCF.

Remaining on the issue of training, staff
appraisals should include an assessment
of TCF training requirements for all
members of staff and, following on

from that, records that identify how any
TCF training needs have been fulfilled.
Again such records may be examined

by the FSA. They will also want to talk
to members of staff, especially those in
customer facing positions, about their
knowledge and attitudes on TCF matters,
and the training they have received and
are receiving on an ongoing basis.

Societies also need to be able to
demonstrate that they have put in place
procedures and processes that will lead
to good TCF behaviours throughout the
organisation. The MI that is produced
needs to be designed to monitor that the
procedures are being operated properly,
and are delivering all six TCF outcomes.
The FSA, as always, will pay close
attention to the advice process and the
clarity of information provided to new
customers. They will expect to see MI
on the monitoring of sales records and
the results of any customer feedback
gained through questionnaires and
mystery shopping reviews. The actions
that management have taken to deal
with any issues revealed by the MI will
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be examined by the FSA, and therefore
it is of paramount importance not only
that corrective action is taken where
needed, but also that it is recorded and
followed up to ensure that any remedy is
effective.

The FSA expects to see a considerable
amount of feedback concerning TCF
from members and policyholders, which
will be gathered by techniques such as
questionnaires and mystery shopping.
Most smaller societies, and many larger
ones, may have little experience of using
such techniques for getting customer
feedback and will need - at best - to
reinforce, or at worst to develop,
procedures and processes in this area.
In devising customer questionnaires, the
FSA’s report points out that firms need
to make sure they the collect data on
TCF rather than customer satisfaction.
The report gives examples of how the
two can be confused, and should be
referred to when devising customer
questionnaires.

Societies that distribute their products
through intermediaries must avoid the
mistake of thinking that they don't need
to worry about the advice process.

OAC Actuaries and Consultants
are pleased to be sponsoring the
AFS Compliance Officers’ Forum

on Thursday 6 November 2008

The Charlecote Pheasant Hotel

Charlecote

Nr Stratford-upon-Avon
Warwickshire

CV35 9EW

For more information:
Martin Shaw, AFS

Tel: 0161 952 5051
Email: martin@afs.org.uk

Nothing could be further from the truth.
They face the challenge of ensuring
that their products are distributed to
customers for whom they are suitable,
even though they don’t have direct
control of the distribution process. The
techniques available to get customer
feedback are similar, but care needs to
be taken - conduct a rigorous process
within any limitations of contractual
agreements with the intermediaries.

The FSA will also expect to see clear

reports from the society to its customers

concerning the progress of their
policies. Post-sale communication with
customers has often been a weakness
of firms in the past and the FSA are
insisting on improvement in this area of
administration.

What can societies do in advance of
the deadline of 31 December 2008?

We suggest that firms should review
the matrix referred to above in order
to identify any weaknesses and take

measures to rectify any issues identified.

Effectively, firms need to audit their
TCF project and make sure they have
evidence in place for any TCF actions
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they have taken. For some societies,
their internal audit teams will be well-
placed to undertake such an audit,
whereas others will find an independent
view beneficial. The FSA will want to see
the product of your labours.

You should also remember that TCF does
not stop on 31 December 2008. That
should be the date on which the TCF
project winds down, and the ongoing
process of TCF is finally embedded in your
firm’s behaviour for business as usual.

How can OAC help?

OAC are able to give you an
independent assessment of your
TCF initiative through a TCF

audit that is tailored to your
requirements. We would be happy
to discuss with you the possibilities
of carrying out such an audit.

Conolly Tunnard

Consultant
conolly.tunnard@oacplc.com
08707 205080

Solvency 2: the
benefits and
threats

Christopher Critchlow discusses the
future development of regulatory
requirements on the reporting of
financial liabilities.

Solvency 2 is a hot topic at the moment, but what does it
really mean? How is it going to affect your business? This
article sets out a high-level background to what Solvency 2 is,
considers how balance sheets might look under the new regime
and describes some of the practicalities and issues that friendly
societies will need to consider when implementing Solvency 2.

What is Solvency 2 all about?

The current regulatory framework, set by the EU, requires all local
states, such as the UK, to put in place rules requiring friendly
societies to meet certain minimum standards when valuing their
liabilities. Up to now this has been reflected in the FSA requiring
societies to calculate liabilities on a statutory (or Solvency 1 or
Pillar 1) basis as published in their annual FSA or FSC Returns.

The standards currently set by the EU, however, are now
somewhat out-of-date and do not include some of the more
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recent advances in understanding and
quantifying the level of risk to which firm
are exposed. As a result, the EU is now
reviewing the rules governing Solvency 1
and is looking to replace this framework
with a revised set of EU-wide capital
requirements and risk management
standards, known as Solvency 2.

As you will appreciate, such a change

is not without risk: what might have
appeared as a solvent insurer under the
Solvency 1 regime might mean they

are not quite so solvent under Solvency
2. As a result, the EU has prepared

draft specifications of the new standards
and have asked firms to participate in
various exercises, known as ‘Quantitative
Impact Studies’ (or ‘QIS’) to test how the
proposed rules might affect their business.

This process has been under way for some
time now and we are now into the fourth
such study (QIS4). Whether there will be
a further QIS5 study remains to be seen

- much will depend on how the results

of QIS4 is considered to affect firms

and whether the EU considers that any
changes are needed to the specifications.

Will my balance sheet look radically
different?

The simple answer to this is ‘no’ but
there are some different terms that
Boards will need to get used to. The
graph below compares how a firm’s
balance sheet might compare between
the Solvency 1 and Solvency 2 bases.

Comparison of balance sheets
Solvency 1 vs Solvency 2

Free assets
Capital

Free assets

Capital
requirements

Other liabilities

requirements

Solvency 1

Solvency 2

Under Solvency 1, assets are balanced by
the usual components of mathematical
reserves, other liabilities, additional
capital requirements (eg the Long Term
Insurance Capital Requirement) and

free assets. The balance sheet under
Solvency 2 is identical except that the
mathematical reserves are now split into
two component parts:

[ best estimate value of liabilities,
which excludes any margin for
‘prudence’ normally included within
the traditional determination of
mathematical reserves; and
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] a risk margin which adds an explicit
margin to the best estimate value
to allow for the risk that actual
experience is worse than the best
estimate.

Whilst the capital requirements under
Solvency 1 are broadly formulaic (eg a
large part of the requirement is based on
4 per cent of the mathematical reserve),
the approach to determining the capital
requirement under Solvency 2 (known
as the Solvency Capital Requirement

or 'SCR’) is actually very similar to the
way in which directive friendly societies
calculate their Individual Capital
Assessment ((ICA") currently. In other
words, each society will, for each risk

to which it is exposed eg market risk,
identify the capital it considers it needs
to ensure it remains solvent with a high
degree of confidence (typically 199 times
out of 200 over a one year time horizon).

So although some of the names on the
balance sheet will change (as with how
they are calculated), the fundamental
elements of the calculation remain the
same.

That said, although the component
parts of the balance sheet are similar,
the mechanism used to determine

the underlying values are radically
different. This is mainly an issue for
the actuaries to get to grips with but

it does have some important practical
consequences for Boards or Committees
of Management to consider. These are
discussed below.

Practicalities firms will need to
address

The following lists the key issues firms
will need to consider under Solvency 2:

[ financial models will need
considerable enhancement;

] it will take time for firms and their
advisers to bed the process down;

m  year-end process will take longer;

the process requires expensive

software;

] no ‘de-minimis’ limits currently set.

Financial models will need
considerable enhancement

The financial models used to calculate the
component parts of the new balance sheet
are exceptionally complex and will require
existing models to be altered radically.

We estimate that it may take 4-6 months
to enhance a firm’s models to ensure

that they are capable of performing the
calculations in the way required under
Solvency 2. Indeed some models may not
even be able to handle Solvency 2 and so
will require a complete rewrite.

Additionally, it will take considerable time
to run even small portfolios of business.
Whereas firms might previously have
been able to calculate liabilities on one
PC, it is not inconceivable that firms will
need many PCs to share the load or to
allow many days to run the calculations.

It will take time for firms and their
advisers to bed the process down
Solvency 2 introduces a new way for
firms to examine the risks to which
their business is exposed. In much the
same way that the ICA process changed
management’s views of risk, quantifying
risk and defining risk-appetite, so
Solvency 2 is likely to have a further
‘step-change’ in the way in which Boards
assess risk.

We estimate that it may take 2-3 years
for firms to bed-down the Solvency 2
process and management information
derived as a result.

The year-end process will take longer
The time taken to produce the results
under Solvency 2 is likely to be
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