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With barely 16 months before the Directive goes fully live – some key demands are 
already coming on stream – the decisions your board makes now are likely to have 
significant implications for earnings, investment and market sentiment.  

In this Solvency II paper, we look at some of the pressing questions facing boards and 
the options for addressing them as you look at how to prime your business for the 
changes ahead. This includes dealing with the impact of new disclosures, how to 
optimise capital, develop a winning product portfolio and take advantage of emerging 
deal opportunities. We also look at how to decide what technology is right for your 
organisation and its strategic objectives.  

So how will the new Directive shape the boardroom agenda? Among the key 
considerations are how the new capital demands will affect product and business-
wide returns and how portfolios may need to be modified to take advantage of the 
changes ahead. It’s also important to look at the extent of operational and legal entity 
restructuring that will be required to optimise capital efficiency and cost-
effectiveness. What options are opening up for acquisition, product innovation and 
organisational restructuring and how can you capitalise? 

The new disclosures are also set to become a key part of the way analysts and 
investors judge your business. This includes new and revealing insights into the 
capital intensity and risk sensitivities within your business, which the markets can 
use as part of their evaluations of the eventual returns. Moreover some of the 
adjustments to long-term guarantees could increase day one solvency measures, but 
at the expense of future earnings. What are the management actions that can help you 
to optimise both your results and the market response in this ‘new world’? 

If you would like to discuss any of the issues presented in more detail, please speak to 
your usual PwC contact or the authors. 
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Earnings in the spotlight: 
Making key strategic calls  
With Solvency II approaching fast, there is only a 
brief window of opportunity to prepare your 
business and capital strategy under the new regime. 
And with your regulatory and economic capital set 
to be publicly disclosed in far greater detail, your 
business faces heightened scrutiny on the 
performance against strategy and the shareholder 
return achieved. It will be important to ensure that 
the current decisions made for the implementation 
of Solvency II reflect both the implications for day-
one capital, along with the future return on the 
capital itself. With continued uncertainty over the 
final form of the models, are all the considerations 
for these strategic calls understood? 

The Solvency II results are expected to join IFRS as 
the main source of company information for 
analysts and investors, changing the way your 
business is valued and how management is judged 
by the markets. In particular, the depth of the 
information within the new Pillar 3 disclosures will 
help external stakeholders better understand the 
risks being run, as well as the return achieved on 
the risk and capital strategy.  

With more transparency around the impact of the 
business strategy and the sources of margin, the 
result is likely to be a clearer balance between the 
value attributed to new business growth and 
management’s ability to extract returns from the 
back-book. As such, it’s important to consider the 
wealth of decisions currently being taken by your 
Solvency II implementation teams, and map these 
to the target strategic direction of your business in 
the Solvency II world. Perhaps the most visible 
example is the choice between the matching 
adjustment and the volatility adjustment for long-
term business.  

Clearly, this is a complex and continually evolving 
challenge for insurers. It is expected that internal 
model (and also the matching adjustment) 
approval will only be given in the latter half of 2015. 
This offers little time to understand how the 
balance sheet will move under different 
environments and how it will compare with peers.  

To add to the complexity, your business also faces 
the issue of different stakeholders concentrating on 

competing reporting bases. While internal models 
portray the regulatory solvency at each reporting 
date, it is the standard formula results which will 
provide the main comparison between companies – 
especially when used to understand the relative 
changes over a reporting period. As such, there may 
be a more significant weighting to the standard 
formula results than originally expected. 
Additionally, the protracted period between the 
introduction of Solvency II and IFRS Phase II 
creates further uncertainty over which metrics the 
analyst community will focus on. Understanding 
the relative performance between each of the 
metrics will be critical to help educate the market in 
the early years of the new disclosures.   

Striking the right balance between solvency, 
earnings, volatility and growth 

The key questions to be asked are: What will your 

Solvency II disclosures say about your business 

and the effectiveness of management’s strategy? 

Will the market reward higher solvency at the 

expense of earnings? And if so, will this be 

anchored by lower earnings multiples for lower 

volatile businesses? Will management be 

rewarded for re-investing the day one capital 

surplus to fuel new business growth, or 

downgraded if this capital proves not to be 

fungible? 

While these challenges are obviously not new, it is 
the increase in information given to the market 
which will shape how your business is judged 
against your peers. In moving to a best estimate 
and mark-to-market approach, the balance sheet 
will naturally be more volatile than Solvency I. 
Some insurers might seek to reduce this volatility 
though their asset strategy, while others may accept 
this as a consequence of the business model and 
actually push this further by seeking higher 
investment returns. Time will tell how well the 
markets will understand the differences between 
strategies and the relative impact on longer term 
valuations.  

The balance between day one solvency and future 
earnings is of particular importance under Solvency 
II as we move to a best estimate reserving basis. 
Effectively the rules allow insurers to accelerate the 
balance sheet to bring ‘profits’ up-front, either from 
the immediate release of prudent margins or 

Market perception 
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through the inclusion of credit spreads in the 
liability discount rate. In doing so, it’s important to 
decide on the best use of the increased solvency, 
and how fungible this capital is. If the capital has 
limited fungibility, there is a danger of ‘window-
dressing’, with insurers required to hold the excess 
capital against the risk of adverse deviation and 
balance sheet volatility as the business runs off.  

Sophisticated businesses are currently investigating 
how their approach to the internal model (and 
standard formula) will affect the flexibility of their 
capital strategy. The challenge will be to maintain 
competitive margins and fund the required growth 
by enhancing the efficiency of the capital held (see 
section ‘A new focus on capital efficiency’ on page 
6). 

Understanding the levers 

While it’s important to focus resources on the 
implementation work-streams, it is vital that 
management also takes time to weigh up the 
different choices over solvency, volatility and 
growth. Strategic direction from the board is 
needed to set the framework for the 
implementation decisions. 

It is also very important to ensure that the 
disclosures help analysts to understand the results 
and how they represent the strategic objectives. 
With Pillar 3 reporting, there is a danger of external 
stakeholders incorrectly interpreting the 
differences in your capital management against a 
market average.  

To bring the business strategy back into the 
Solvency II implementation work requires a 
technical translation of what is possible and a re-
engagement in the detail of Solvency II. A more 
active board-led approach requires senior 
personnel to be up-to-speed on the assumptions, 
adjustments and other management actions that 
shape the capital numbers. With supervisory 
approval over models coming so close to when the 
Directive goes live, it’s important that the 
implementation projects include detailed analysis 
across a range of scenarios and possible options. 
Such effective planning will ensure that you can 
respond quickly to any adverse outcomes, and to 
plan ahead with greater insight and strategic 
flexibility. 

Far reaching decisions 

Solvency II is expected to make return on capital a 
more visible and prominent performance measure, 
and therefore it is vital that your board understands 

the business impact of decisions over capital 
strategy. It’s also important to understand the 
management actions that can be used to shape 
capital requirements, and the balance between day 
one solvency and future earnings. These are 
complex and potentially far reaching decisions 
requiring a high level of technical understanding. 
The potential rewards for addressing the 
opportunities reflect the importance and justify the 
additional attention required at this point.  

Questions for the board 

 How will your capital deployment and capital 
strategy come across under the new Solvency 
II disclosures? 

 What is the right balance between solvency, 
earnings, volatility and growth? 

 Can your team identify the appropriate levers 
and adjustments to optimise your balance 
sheet? 

Shazia Azim 
Partner 

T: +44 (0) 20 7213 2096 

E: shazia.azim@uk.pwc.com 

Nick Grainger 
Associate Director 

T: +44 (0) 20 7804 6794 

E: nick.grainger@uk.pwc.com 
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A new focus on capital 
efficiency 
With the change to a risk-based regulatory capital 
regime, your business will come under increasing 
scrutiny on the use and effective return of 
shareholder capital. Steps to optimise the balance 
sheet would traditionally consider the overall level 
of capital held. The next step is to focus on 
efficiency – namely the relative return generated on 
the capital.  

Using the simplest description, insurers trade in 
risk, risk requires capital and capital providers are 
rewarded through underwriting profit and 
investment returns on the assets. The model should 
consider the relative level of capital held against 
each risk in turn, as well as how the risks interact 
with each other and seek to justify the amount of 
return generated for the capital required. This is 
made more complex by the need to balance 
policyholder (regulatory) capital and shareholder 
(economic) capital, and the different risks need to 
be measured under each.   

Balancing the multiple capital metrics is clearly 
nothing new. However, from 2016 there are two 
major changes to be considered. The first is the 
transition from a steady benchmark of Solvency I to 
the new regime. Secondly, with a greater amount of 
regulatory capital disclosure, your business will 
face increasing scrutiny of your relative strategy 
and performance.    

How to measure the efficiency of capital? 

Capital is deemed efficient when stakeholders are 
sufficiently rewarded for the risks being taken. 
Insurers with higher solvency capital requirements 
can justify this strategy only if the compensation for 
the additional risk taking is higher than the hurdle 
rates. However, some risks may be considered as 
‘unrewarded’, for example interest rate risks, as the 
underlying position is not expected, in itself, to 
generate a return. You may decide to retain 

exposure to these risks for either diversification 
benefits, or if there is a beneficial impact on the 
volatility of the shareholder balance sheet. In doing 
so, you would need to strike the right balance 
between regulatory and shareholder capital, as well 
as explain the strategy to investors.  

The strategy employed to increase capital efficiency 
will be largely driven by the larger risks being 
written, but also by how a firm considers the 
interaction of its different risk exposures. It’s 
important to divide and allocate returns separately 
for underwriting and investment, with an 
appropriate hypothecation against the additional 
capital held against the risks undertaken. Insurers 
with multiple lines of business are likely to benefit 
from a higher diversification benefit than their 
mono-line competitors, though the benefit will 
need to be measured both in the tail of the 
distribution as well as under more benign 
scenarios.  

Optimising the efficiency 

The main question is how can you optimise your 
balance sheet to achieve a higher level of efficiency 
and receive recognition for achieving higher 
relative returns?  

The solutions and approaches will generally fall 
into six brackets (as can be seen in Figure 1). It’s 
important to look into the use of these techniques 
to optimise the capital holdings and achieve a 
higher reward for the capital required. This will 
include balancing the needs of subsidiaries against 
the group balance sheet, as well as understanding 
the availability of market instruments. The market 
is benefitting from an unprecedented level of 
innovation with sophisticated firms exploring the 
use of multiple approaches to retain flexibility. 

Capital 
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Figure 1 
Optimisation Strategies 

1. External (and internal) reinsurance 

2. Hedging market risks (on a fund and macro 
level) 

3. Moving the investment strategy to a Solvency 
II optimised basis 

4. Re-assessing the source and currency of 
funding requirements 

5. Restructure between branches and subsidiary 
holdings 

6. Diversifying the business mix 
 

The first four of the options set out in Figure 1 can 
be achieved over a relatively short time and are 
expected to constantly evolve as we move to 
Solvency II. The technology to support these is also 
advancing at a rapid rate, with significantly 
increased demand to reduce both latent and un-
rewarded capital. If your business has previously 
discounted alternative approaches in these four 
options, it may be worth exploring the latest 
developments in approach and technology. 

The remaining options, namely restructuring and 
diversification, require a longer lead time and are 
more focused on the business strategy under 
Solvency II. Structural changes to the business are 
always likely to come under review. Additional 
reporting is likely to lead to greater scrutiny, 
especially as the balance sheet will need to be 
disclosed for each subsidiary, as well as on a 
combined group basis. Groups also face additional 
challenges to analyse, model and demonstrate 
diversification benefits on a risk and geographical 
basis. Further spurs include the level of intra-group 
capital fungibility, recognition of pension scheme 
risks and understanding foreign exchange risks 
within multi-nationals. 

Capital competition – driving shareholder value 
Capital efficiency is going to be an even more 
important competitive differentiator in the 
Solvency II world. The successful firms will 
demonstrate a much more dynamic and closely 
tailored approach to optimisation that makes use of 
all the main options, short and longer term. The 
virtuous circle will enable these firms to price more 
keenly and retain better flexibility in times of 
market stress. Shareholders are likely to reward the 
most efficient firms and management with an 
active and flexible approach to capital 
management.  

Questions for the board 

 Are you making full use of all the options for 
capital optimisation? 

 How do these options align with your 
business strategy under Solvency II? 

 How do you intend to communicate your 
capital strategy?    

Shazia Azim 
Partner 

T: +44 (0) 20 7213 2096 

E: shazia.azim@uk.pwc.com 

Nick Grainger 
Associate Director 

T: +44 (0) 20 7804 6794 

E: nick.grainger@uk.pwc.com 
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Creating winning product 
strategies 
Some insurers may want to scale back annuities, 
with profits and other guaranteed products as a 
result of the capital charges under Solvency II. But 
these products are still highly popular with 
customers. So how can your business continue to 
offer the products people want without pricing 
yourself out of the market? 

One clear consequence of the dislocation and 
disillusionment created by the financial crisis is 
that the certainty of investment guarantees is more 
in demand than ever. But delivering the guarantee 
is proving exceptionally difficult in a low interest 
rate environment. Solvency II could add to the 
challenges by increasing the capital charges for 
long-term guarantees and focusing regulatory and 
investor attention on capital intensive products. 

One answer is to shift the risk to policyholders by 
scaling back guarantees in favour of unit-linked 
policies. Yet customer demand should always 
trump pressure from regulation. So how can you 
maintain guaranteed products as a viable part of 
your market offering? 

Security has a price. What we’re likely to see under 
Solvency II are charges that better reflect the cost 
of protection. At the same time, consumers will 
naturally choose the most competitively priced 
policies. 

Balancing the tensions 

At the very least, it’s therefore vital to build 
Solvency II into pricing strategies. As you look at 
how to compete, superior risk analytics will be a 
key differentiator by enabling your business to 
manage market risks more effectively and hence 
reduce the capital demands and product prices. 
Increased diversification will also offer important 
competitive benefits by allowing your business to 
offset more of the market risks against uncorrelated 
exposures and hence curb your capital demands. 
Further options include reducing the capital 
charges from other risks within your pension 
portfolio such as longevity, either through 
reinsurance or the increasing range of capital 
market structures. 

Catalyst for innovation 

As pricing and capital demand evaluations become 
more aligned, Solvency II is set to be a catalyst for 
innovation. We’ve already seen this in countries 
like Germany and the Netherlands, where recent 
regulatory changes now require insurers to 
recognise the true impact of high guarantees. The 
result has been growing moves towards broader 
product structures such as deferred annuities, in 
which there are different guarantee rates during the 
accumulation and pay out periods. Some 
companies are also seeking to counter the long-
term risks by only offering particular rates for a 
limited period.  

Further opportunities include solutions that adapt 
to each life stage before seeking to provide a target 
return for policyholders once they enter retirement. 
By offering relatively high risk/high yield 
investments in the initial years of the policy and 
then moving to lower risk assets later on, your 
business could take responsibility for managing 
risk and reward, without holding the risks on your 
balance sheet. Policyholders gain some assurance 
over future income, while still assuming the risk 
from a regulatory capital perspective.  

So while some of your competitors may seek to 
scale back or exit certain high risk products, a sure 
understanding of how all the risk, reward and 
regulatory factors come together will enable your 
business to capture the business they leave behind. 

Questions for the board 

 How will Solvency II affect the capital, price 
and return profiles of particular products? 

 How can you build Solvency II into your 

pricing strategy? 

 What opportunities for innovation does 
Solvency II open up and how can you 
capitalise?    

Michel Abbink 
Partner 

T: +44 (0) 20 7 804 0919  

E: michel.abbink@uk.pwc.com 

Products 
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Closing the deal: Making the 
most of opportunities for M&A  
Solvency II is an increasing catalyst for deal activity 
within the European insurance sector. As new 
capital targets impact the sector, and pressure for 
consolidation and balance sheet rationalisation 
continue, how can your organisation build M&A 
into its Solvency II strategy? 

As the move to Solvency II edges ever closer, an 
increasing consideration is appropriate 
restructuring to mitigate the potential for 
significantly higher capital charges under the 
incoming Directive.  

The pressure for divestment is especially marked in 
Southern Europe, where bancassurers and direct 
insurers have historically faced especially high 
concentrations of government or parent bank debt 
(an adverse solvency impact under the new 
regime). In turn, certain banks are considering 
divestment of their insurance arms to shore up 
their capital base, meet EU state-aid conditions 
and/or restructure their businesses ahead of the 
pending Asset Quality Review.  

Potential buyers include trade, private and overseas 
capital (including the Middle and Far East). Recent 
examples include Fosun International, a Chinese 
conglomerate, which acquired Caixa Seguros, 
Portugal’s largest insurer, in January 20141, 
following competition from Apollo Global 
Management, the US investment fund. Interest 
from within the sector is highlighted by the 
reported bid for Italy’s Banca Carige’s insurance 
assets by Germany’s Talanx Group2. 

                                                             

 

1 Financial Times, 09.01.14 

2 Reuters, 22.07.14 

Economies of scale 
There is a continuing need to build competitive 
scale in a European insurance market which 
remains fragmented in the middle and lower 
segments. Consolidation can help to cut costs and 
open up access to new markets. Under Solvency II, 
there is the additional attraction of diversification, 
especially in offsetting the risks and hence reducing 
the capital demands from annuities and other 
guaranteed policies (see ‘Creating winning product 
strategies’ on page 8).  

Ready to take advantage 

As further assets are put up for sale and the 
acquisition marketplace becomes increasingly 
crowded, effective structuring and quality 
information are critical to standing out from the 
pack and closing deals.  

Acquisitions that form part of a clear business 
development strategy are going to be more credible 
than speculative attempts to see what the market 
would offer, particularly given that execution prices 
have generally risen over the past 12 months as a 
result of the levels of non-trade buyer interest. 

Conversely, there are some arguments to say that 
the EU insurance sector is under-valued. Insurers 
have been investing in more sophisticated pricing, 
claims and fraud protection capabilities, which 
should lead to stronger and more sustainable 
returns over the longer-term. But in some cases, 
the absence of an historical track record means that 
these developments have yet to feed into share 
prices in a sector where companies are generally 
valued at a multiple of balance sheet rather than 
earnings.  

Deals 
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So is this a good time to buy? As always, the answer 
is ‘it depends’. Given the current competition for 
assets, clear justification of the investment 
rationale is needed, both to shareholders and 
analysts. Ensuring post-deal delivery of value, 
execution of wider business development plans and 
setting out a clear equity story as to how a 
particular acquisition supports overall strategic 
goals can all help to deliver considerable value in 
today’s market. 

Questions for the board 

 How can M&A support your capital and 
wider business development strategy in the 
Solvency II world? 

 As a buyer, what opportunities should you be 
targeting as more assets come up for sale and 
what is the right price? 

 As a seller, how can you effectively separate, 
package up and market assets and 
subsidiaries for sale?  

James Tye 
Partner 

T: +44 (0) 20 7212 4347 

E: james.tye@uk.pwc.com 
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Pillar 3: Bringing technology up to speed 
Choosing, customising and embedding the technology needed for Solvency II Pillar 3 is a potential minefield. 
The choices you make now will have huge operational and financial repercussions for many years to come. But 
many insurers are under-estimating the systems and data demands they face and over-estimating what the 
vendor solutions on offer can do to meet them. So what are the key considerations for bringing your technology 
up to speed?  

The systems requirements for Solvency II Pillar 3 are extensive (see Figure 1). Vendors are offering a range of 
solutions they claim can meet all your needs. But they only really cover the reporting stage of the process, which 
is just the tip of the iceberg. Underneath are the extraction and adjustment of vast reams of data from multiple 
sources. Delivering the level of detail required within the tight turnaround times is likely to demand much 
greater consistency in the source data. At the very least, it’s important to review your data warehousing 
capabilities. It’s also important to mobilise the business around who needs to supply what and when along an 
extended data sourcing chain. 

Figure 1 – Seven key systems requirements for Solvency II Pillar 3 reporting 

 

Match and adapt 

The right choice of vendor solution is very much company-specific. Key questions include whether you have 
solo or multiple reporting demands, what capabilities you have already and your appetite for investment and 
change. The solutions on offer also vary quite considerably and so some are going to be much more applicable 
than others 

Whatever you choose, the company-specific nature of the reporting demands means that the software will 
require significant customisation before it’s ready to use. At the same time, it’s important not to over-customise 
the solutions. The reporting requirements will continue to evolve. Vendors will provide updates to cover these. 
But if your capabilities have been massively adapted, the new updates may not work. You will therefore face the 
expense of buying and effort of implementing a whole new system. 

Technology 
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Weighing up the options 

So what options are insurers across the market choosing at present? As Figure 2 highlights, the approaches fall 
into three broad categories. 

Figure 2 – The technology choices we’re seeing in the market 
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If you’re keen to build on your existing capabilities 
and have limited appetite for systems overhaul at 
this stage, then extending your current platform 
may be an attractive choice. But this approach isn’t 
without risks. Interim solutions generally take 
more time to implement than most suppose. They 
also tend to be in place for much longer than most 
originally envisage – you need to be sure that the 
solution will work for at least three and possibly 
five years.  

Off-the-shelf options may be appealing if you want 
vendors to maintain the solution and update it as 
required. But these ‘starter kits’ may not be as 
straightforward and flexible as they seem as they’re 
likely to require the most customisation. Getting 
the balance between applying the system to your 
business and not negating the capacity for vendor 
updates will be an especially difficult challenge.  

Disclosure solutions might be the right choice if you 
already have a reporting tool in place and are 
therefore only looking to cover the ‘last mile’ of 
reporting and inputting into XBRL. The challenge 
is how to choose from so many different options. 

Immediate priorities 

So what are the immediate priorities for your 
business? 

The crucial first step is to look closely at what is 
demanded under Pillar 3 and what capabilities you 
already have in place to help determine your 
requirements, appetite for change, level of 
required/desired investment and longer term 
strategy for technology.  

Using this evaluation as a foundation, you can draw 
up a clear technology plan and judge what enablers, 
starter kits and customisation will be required. This 
includes choosing the vendor solution that may be 
needed to ‘fast start’ your technology 
implementation. You can also begin to map out the 
critical paths for extracting the required data, 
including who reports to whom and how much 
cleaning will be needed.  

The companies out in front have been reviewing the 
data demands across all three Solvency II pillars 
and are now looking at how to close any gaps, iron 
out potential hold-ups and improve the quality of 
what is being supplied. 

The right choice 
With the right choice and application, you can ease 
the impact on your business and adapt quickly to 
changing demands. A wrong choice could result in 
a lot of effort and operational headaches to 
overcome deficiencies and incompatibilities in the 
systems and deliver the reporting requirements on 
time.  

Questions for the board 

 To what extent are the data supply and 
reporting demands not covered by your 
vendor solution and how will you meet 
them?  

 How long it will realistically take to procure, 
implement, test and adapt your Pillar 3 
solution and are you allowing enough time? 

 If you’re opting for an interim solution, how 
long will this be used? Is this a viable option 
and how can you move to a more permanent 
platform? 

Alwin Swales 
Partner 

T: +44 (0) 20 7212 2032 

E: alwin.swales@uk.pwc.com 

Daniel Bell 
Director 

T: +44 (0) 20 7212 6380 

E: daniel.bell@uk.pwc.com 
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