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Discussions around equivalence decisions and bilaterally negotiated agreements
such as the ‘Bilateral Agreement between the European Union and the United States
of America on prudential measures regarding insurance and reinsurance’ could
become a thing of the past for Internationally Active Insurance Groups (IAIGs). An
association of insurance authorities from more than 200 countries, the International
Association of Insurance Supervisors (IAIS) has been working since 2013 to develop
a risk-based, globally applicable capital standard (Insurance Capital Standard — ICS).
The overall objective is to establish an overarching regulatory framework for large
international insurance groups, complete with minimum standards for risk
assessment and the resulting capital requirements. This would not only ensure fair
competition in international business but would also promote stability on worldwide
financial markets and, with this, protection for policyholders (German Insurance
Association [GDV], 2021).

Worldwide, there are currently 50 groups that classify as internationally active
insurance groups. This status is predicated on minimum thresholds for
internationality and size. In terms of the criterion of internationality, at a minimum a
group must:

. generate premium income in three countries and
. ten percent of gross premium outside the home country.
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In terms of the size criterion, at a minimum a group must:
. report USD 50 bn in assets in the last three years, or
. USD 10 bn in gross premium in the last three years (I1AIS, 2022).

The ICS is currently in the observation phase. This began in 2020 and is expected to
conclude at the end of 2024. In addition to the data analysis of the ICS, the use of
alternative methods and internal models will be examined during this phase. To this
end, participating groups report to local oversight authorities in the second quarter of
each year. The information is then forwarded to the IAIS during the third quarter.
Based on the findings gathered, the ICS is then adjusted in the fourth quarter.
Implementation of ICS 2.0 is planned for 2025. The standards of the IAIS are not
legally binding, however. They can only be made binding if incorporated in local law
(BaFin, 2018). This makes it paramount for as many internationally active insurance
groups as possible, together with their oversight authorities, to participate in the
observation phase of the ICS.

It is in the nature of things that the effort to develop a global capital standard entails
a reconciliation of the interests of many different jurisdictions with different systems
of their own. In Europe, for example, the consolidation method is the preferred
method for calculating group capital under Solvency Il; in the United States, on the
other hand, the group capital calculation employs the aggregation method.

Both Solvency Il and the ICS generally use the consolidation method. Consequently,
a single, adjusted, market-consistent methodology is applied to a group’s business.
There are also many similarities in the specifics of calculating capital requirements.
The only fundamental difference between ICS and Solvency Il involves the
calculation of the Prescribed Capital Requirement. Risk modules and sub-modules
exist for use in calculating capital requirements. The ICS also has a NAT CAT risk
module of its own, however. In the field studies, the ICS identifies hazards here that
go beyond those considered under Solvency Il, particularly where global
differentiation is concerned. Due to a broader geographical classification in other sub-
modules, where non-European or internationally diversified portfolios are considered,
capital requirements under ICS can quickly be lower than they would be under
Solvency Il (DAV, 2019: 18).

The United States, on the other hand, takes an alternative approach to the ICS. In
principle, the capital requirements for insurance groups must be calculated using the
Group Capital Calculation introduced and implemented in 2021 (NAIC, 2021). Unlike
ICS and Solvency II, the Group Capital Calculation uses the aggregation method.
Here, capital requirements are calculated in three steps. First, the existing capital
requirements calculated in the various jurisdictions are used (U.S. Chamber of
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Commerce, 2019: 30 et seq.). This already presents a fundamental difference to the
consolidation approach under the ICS and Solvency Il, as capital requirements for
each jurisdiction are not calculated in the same way, pursuant to a standard-formula

approach (or an internal model). In a second step, scales are calculated for all
jurisdictions to extrapolate the companies’ respective capital requirements
throughout the jurisdictions to a uniform level. In a third step, the individual capital
requirements are aggregated at group level (U.S. Chamber of Commerce, 2019: 30
et seq.). It becomes clear that the scales constitute the essential element of the
alternative approach used in the United States. Thus, extensive tests are currently
being performed in an effort to employ methods to specify scales that will provide a
result comparable to the capital requirements under the ICS. As IAIS emphasises:
‘Comparable outcomes to the ICS means that the Aggregation Method (AM) would
produce similar, but not necessarily identical, results over the trigger supervisory
action on group capital adequacy grounds’ (IAIS, 2019). This wording — ‘similar, but
not necessarily identical’ opens up broad scope for interpretation.

Not least for this reason, French and internationally active insurance groups have
opted not to take part in the observation phase of the ICS for the time being. Specific
concerns exist around applying different calculation methods that do not lead to
comparable results, and about imprecision in their application. Ultimately, however,
the question will not be whether an approach offers certain benefits or drawbacks,
but rather how best to coordinate the approaches with one another. A possible
question for Europeans concerns coming to terms with and accepting that the
alternative U.S. approach is equivalent to the ICS as part of the effort of establishing
a global capital standard as a level playing field.

Discussion
e What is the reason for the alternative U.S. approach?

The main reason for the alternative U.S. approach is that the group capital
calculation, as a method to calculate the capital requirements of American
insurance groups, was introduced in 2021 and implemented in 2022. There is no
indication of an effort to seek a new change in calculation methods.

e Where did the initiative for the ICS come from?

The initiative for the ICS came from the IAIS. Since 2013, and with membership
from more than 200 countries, the International Association of Insurance
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Supervisors has worked to develop of a risk-based, globally applicable capital
standard.

Please contact Erik Winkler (erik.winkler@th-koeln.de) with any questions or
comments.
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