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risk profile differs significantly from the
assumptions underlying the standard
formula approach. Where a firm uses
the standard formula it will be their
responsibility to demonstrate that it is
appropriate for the risks of their business.

However, the business of most friendly
societies is very simple in comparison with
the likes of the largest insurers. These larger
firms have significant in-house actuarial and
management resources - a luxury which
friendly societies cannot afford.

Accordingly it appears to us that what
firms should be doing is keeping it as
simple as possible as set out in the flow
chart below.

In other words, before deciding on
whether to use an internal model, assess
whether the standard formula is right first
by undertaking a QIS4 analysis and then,
in the light of that analysis, decide which
way to go. My suspicion is that only a
small handful of firms, perhaps those with
highly specialised products, may need to
go down the internal model approach (or
a partial model) but each firm will need
to make their own assessment in case the
standard formula throws up a surprising
result.

Conclusions

Solvency 2 will be coming and firms
do need to start planning now for what

Calculate capital requirements on the
standard formula first eg based on QIS4*

Yes

Use the standard formula:
Keep it simple!

Does this produce results
that are consistent with the
firm’s own risk profile?

No

Consider what amendments to the
standard formula might be needed
for a partial or full internal model

* The fourth Quantitative Impact Study (QIS4) is the latest detail that firms have for testing the
impact Solvency 2 will have on their capital resources. There will be a fifth such study (QIS5)

during the first half of 2010.

Footnote:

1. Even though Solvency 2 may not apply to you ie you remain a non-Directive friendly society, the
FSA may well change the basis on which such firms are required to calculate their liabilities to make
sure they will be more consistent with the new Solvency 2 regime. We wait to hear how such rules

may change.
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OAC has been writing commentary on industry events since 1994 and has become a trusted
source of independent expert advice and guidance. OAC now produce a series of free
publications which focus on specific areas, sectors and groups in the financial services industry,
covering topics such as actuarial, compliance, complaints, regulatory reviews, and regulation.
We generally only produce publications when something interesting happens that we feel we
can can usefully comment on. Readers also benefit from being in easy reach of OAC consultants
if they have any questions about the issues covered in our publications.
publications at oacplc.com/publications.

If you are not already subscribed, we invite you to do so at oacplc.com/contactus.

See all our latest

it means to them. The FSA certainly
acknowledges that smaller firms have a
lot to do before 2012 and are seeking
reassurance that firms understand their
obligations and are putting in place plans
and strategies to deliver Solvency 2 on
time.

A key aspect will be to understand what
financial impact Solvency 2 will have on
a firm’s capital requirement: some firms
have seen reductions but many others
have seen increases. It is perfectly
possible that some firms will need to
review their capital requirements on a
Solvency 2 basis. If that is the case they
need to know what actions to take now eg
by de-risking their portfolio, so that there
are no hidden surprises come 2012.

How can OAC help?

OAC is committed to the friendly
society sector and is helping firms
deal with Solvency 2 by:

u calculating Solvency 2 capital
requirements on our state-of-
the-art financial modelling tool
Mo.net (we have a QIS4 model
that models the majority of
friendly society business);

] training executives and non-
executives on the implications of
Solvency 2;

u assisting a firm to project
manage its implementation
plans;

u providing general help and
support; and

] monitoring and auditing the
implementation of Solvency 2
across the firm’s business.

Of course we can also help by
providing AFH and WPA services and
we would be delighted to talk to firms
looking to get the best value from
their actuarial suppliers: our unique
working methodology ensures that
our rates are highly competitive.

For more information contact:

Christopher Critchlow

Principal Actuary

+44(0)8707 205080
cnc@oacplc.com
oacplc.com/insuranceconsulting
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