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Assessing the 
impact of SAM 
on the Short 
term industry 

A top-down approach 
to assessing the 
impact could start 
with the most black 
and white 
component, being 
Pillar 1 of the 
Solvency Assessment 
and Management 
(“SAM”) regime.  
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Market risk 

1. The assessment of market 
risk under the standard 
formula is prescriptive and 
rooted in the financial 
crises. Eligibility criteria 
applied to available own 
funds are also a clear step 
towards consistency with 
the Basel III developments 
in the banking industry.  

2. The requirements by short 
term insurers is less onerous 
than for the long term 
industry, largely a 
consequence of the liquidity 
requirements of short term 
claims volatility and the 
relatively small financing 

component featured in most 
policies of this nature.  

3. However, one must consider 
currency and spread risk. 
The Rand value equivalent 
of all international 
exposures needs to be 
stressed in both directions 
by a quarter. Exposure to 
the currencies of Namibia, 
Lesotho and Swaziland also 
need to be stressed by 5% 
despite being pegged to the 
Rand. For any organisation 
with aspirations to diversify 
internationally, particularly 
with the attractions of the 
African market, this 
requirement is probably 
enough to initiate a review 
of hedging strategies.  

4. The assessment of spread 
risk includes levying a 
charge on most interest 
generating assets including 
cash deposits. Although it is 
unrealistic to diversify away 
from this asset class, there 
are key considerations 
which need to be taken into 
account. Chief amongst 
these is the importance of 
available credit ratings per 
counterparty, which drive 
the quantification of 
spread/credit default risk 
under SAM.  

5. Notably, there is allowance 
to make use of one’s own 
internal credit rating 
methodology which would 
limit the reliance on 
external models and also 
reduce the amount of 
unrated counterparties and 
their associated capital 

charge included in the 
balance sheet. 

Reinsurance 

6. Benefit for certain types of 
reinsurance protection is 
restricted in SAM’s standard 
formula. We have noted 
simplifications which have 
knock on affects in several 
areas of the assessment. For 
example, the standard 
deviations used in the 
calculation of reserve risk 
have already been calibrated 
as net of reinsurance to an 
average market participant. 
This may, depending on 
your programme, not be a 
realistic approximation.  

7. Recoveries anticipated from 
all risk mitigation 
instruments, such as 
reinsurance, will be 
impaired by the 
counterparty default charge. 
In particular, any 
uncollateralised reinsurance 
asset would be assumed to 
recover at most 50% of 
estimated recoveries in an 
instance of reinsurer 
default, which once again is 
driven by assigned credit 
rating.  

Operational risk 

8. Results of QIS1 indicate that 
under its current form, short 
term insurers may hold 10-
15% of their solvency capital 
requirement in respect of 
operational risk. 
Considering that the 
industry’s capital 
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requirement is R26bn 
(under QIS1), it could be 
expected that approximately 
R3bn to be attributable to 
this component. 

9. Under the standard formula, 
the drivers of the capital 
charge for operational risk 
are premium volume and 
technical provisions. An 
important question is 
whether these dimensions 
are defining drivers of an 
insurer having a low or high 
risk of operational losses. 
Empirical studies have 
demonstrated that other 
dimensions, such as the 
control environment, are 
more significant in 
predicting the loss 
distribution of operational 
events. Furthermore, 
operational risk differs 
significantly by functional 
area, for example selling 
practices and distribution 
strategy a key discriminate.  

10. The standard formula levies 
up to 30% of the Basic 
Solvency Capital 
Requirement (being the 
diversified capital required 
on the remaining risks as 
well as the charge on 
intangible assets) as cover 
for operational risk. Were 
your organisation 
(irrespective of products 
sold) to grow its annual 
earned premiums in excess 
of 10%, 3% of that excess is 
required to be set aside as 
capital.  

11. There is also a flat charge of 
3% on the technical 

provisions which is difficult 
to relate to operational risk. 
Furthermore, the 
assessment is performed on 
a gross basis and therefore 
no relief is available from 
reinsurance or other risk 
mitigation strategies. 

12. Feedback provided by 
EIOPA (the European 
insurance regulator) on the 
various Solvency II 
quantitative impact studies 
suggested that relying on the 
standard model for the 
assessment of operational 
risk, although attempted by 
several undertakings, would 
not be permissible if 
pursuing an internal model 
route.  

13. Based on these metrics, the 
suitability of the standard 
formula for operational risk 
to your organisation should 
be investigated. 

What you need to do 

14. The opportunity to better 
understand the impact of 
this shift in regulation on 
your business is one which 
leading insurers are 
investing and focussing on. 

15. In summary, likely targets 
for your assessment may 
include understanding the 
potential to optimise your 
capital treatment under 
SAM by relooking at  

 Asset management 
decisions such as foreign 
currency exposure. 

 Assessment of credit risk 
using own rating models. 

 Reinsurance structures and 
potential need for a more 
sophisticated route for the 
assessment of risk 
mitigation. 

  Appropriateness of the 
standard operational risk 
model to your business 
circumstances. 

If you wish to discuss how we 
can help you, please call your 
regular contact or 
alternatively: 

Christiaan Nel 
christiaan.nel@za.pwc.com 

021 529 2519 

Francois Kruger 
francois.kruger@za.pwc.com 

011 797 4717 

Renasha Govender 

Renasha.Govender@za.pwc.com 

011 797 5479 

 

PwC thought leadership 

The following links provides 
access to thought leadership 
pieces on SAM and Solvency II. 

SAM focus newsletters 

http://www.pwc.com/za/en/pu
blications/sam-focus.jhtml 

Solvency II newsletters 

http://www.pwc.co.uk/financia
l-services/issues/solvency-ii-
update.jhtml 
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