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Abstract: The insurance sector plays a very important role in the financial systems of countries around the world.
It is evident that insurance companies represent an important part of the financial market and that in the future 
they can easily take over the position of leading financial investors. As part of a group of institutional investors,
insurance companies have large amounts of capital (which are no longer measured in millions, but billions of 
euros) which is invested in many segments of the financial markets, primarily in the capital market. When placing
free funds, the insurance company must take care of protecting the insured person, the liquidity and the solvency
of its business. The aim of this paper is to highlight the importance of the implementation of the EU’s Solvency II
Directive, as well as the possibilities for its application to the insurance sector in Serbia. 
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Сажетак: Сектор осигурања има веома значајну улогу у финансијским системима земаља широм света. 
Чињеница је да су осигуравајуће компаније битан сегмент финансијског тржишта и да у будућности веома
лако могу да преузму позицију водећих финансијских инвеститора. Као део групе институционалних
инвеститора, осигуравајуће компаније располажу великим износима капитала (који се више не мере
милионима, већ милијардама евра), који инвестирају на многим сегментима финансијских тржишта, пре
свега на тржишту капитала. Приликом пласирања слободних новчаних средстава осигуравајућа компанија
мора да води рачуна о заштити осигураника, ликвидности и солвентности свог пословања. Циљ рада јесте
да се укаже на значајност примене Европске директиве Солвентост II, као и могућности њене примене на
сектор осигурања у Србији. 
Кључне речи: осигуравајућа друштва, солвентност, регулатива 
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Introduction  

The most important prerequisites for the existence of a developed insurance market are 
the economic environment, gross national product, i.e. the financially stable demand of 
the population, as well as the insurance culture. With a large volume of business, large 
amounts of funds they have and their placement, insurance companies, as one of the 
most important institutional investors, significantly influence the development of the 
financial market and, consequently, the economy of the country. In the analysis by 
Valdamannati (2008), it is proven that the insurance sector positively affects economic 
growth and is an important part of the financial intermediation system. Insurance 
operations contribute to the stability of the financial market and give stability to the 
country's economic system, compensating for the suffered losses and mitigating the 
effects of bankruptcy and the negative effects of production, employment and national 
tax revenues. Dragos (2013) and  Nagar (2005) emphasized that insurance companies 
can play a significant role in the economic development of the country, by increasing 
the long-term cash flows, thus influencing the expansion of the long-term investment 
potential of the economy. 

Insurance operations enable the transformation of funds of a large number of 
small insurers into large funds, creating significant financial potential for investing on 
the financial market and thus becoming one of the key saving mobilizers that stimulate 
the economic growth of the national economy. Insurance is a very important source of 
short-term and long-term funding of social reproduction. Insurance companies and life 
insurance companies investing funds have a significant impact on the development of 
the financial market, both in terms of breadth and depth. However, they differ in their 
investment objectives. Property insurance companies do not have such a stable and 
predictable inflow as life insurance companies. Hence, due to the potential for 
occurrence of harmful events and the payment of large sums of money, they must hold 
their assets in high-liquid assets such as cash, bank deposit certificates, commercial and 
treasury bills, and part of the funds in shares. In this way they try to achieve double 
profit through dividend and through capital gain. 

Life insurance companies, which have stable long-term sources of funds, prefer 
protection against credit and interest rate risks, and primarily invest in long-term bonds 
and real estate that provide a high level of investment safety. 

1. The first forms of insurance solvency regulation in Europe   
(Solvency I) 

When it comes to the regulatory framework, the important question is whether the 
insurance industry can deal with systemic risk and how to mitigate adverse effects 
arising from the very risk (Eling, Pankoke, 2014), (Klein, 2011). Generally speaking, 
systemic risk is lower in the insurance market compared to the risk faced by banking 
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organizations, because insurance companies hold a higher level of capital in relation to 
commitments, reducing their vulnerability to shocks (Grace, 2010). Likewise, in the 
event that negative effects and insurance shocks occur, the payment system in the 
economy is not compromised, which can not be ascertained for commercial banks 
closely related to the business of firms  (Harrington, 2009). 

The first forms of solvency regulation in insurance in Europe are set out in two 
directives: for non-life insurance - First Council Directive 73/239 / EEC of 1973 and 
life insurance - First Council Directive 79/267 / EEC of 1979. These two directives 
required insurance companies to have an adequate amount of capital that would allow 
them to compete with the uncertainty arising from the performance of insurance 
activities or the risks they took from the insured party. 

Inadequately designed solvency rules can lead to high costs of insurance 
companies, as well as high price for insurance beneficiaries as a result of holding a 
lower or higher capital level in reserve against the risk (Cummins & Nini, 2002). The 
survey (Holzmuller, 2009) states that the costs for users in the insurance market are 
high in relation to other industries, but this can be considered justified because this 
market segment is based on trust and protection against risk (Herrero, 2012). Also, it is 
emphasized that the insured person must have a complete trust in the company, that is, 
an insurance company – expecting it to pay compensation in the event of a loss 
(Mayorga & Mora, 2008). 

The regulation of solvency and the prevention of the creation and operation of 
insolvent insurance companies ensures the protection of the insured against financial 
insecurity and the security of damage payment. The main goal of establishing a 
solvency control was to enable the supervisory authorities to identify problems in the 
insurance company's operations on time and in that way provide greater protection for 
the insured party. The introduction framework of the Solvency I Directive implied a 
need to provide additional intervening powers for supervisory authorities when the 
financial position of the insurance company would begin to deteriorate. The Solvency I 
Directive defined the minimum capital requirement to be 3 million euros, solvency 
margin 16% -18% of non-life insurance premium and 4% technical provisions for life 
insurance. Although it is considered that the Solvency I Directive did not substantially 
alter the method of calculating solvency, its strength is in the simplicity and possibility 
of comparing the results between insurance companies. The fundamental shortcoming 
of the Solvency I Directive is purely quantitative approach without analyzing the 
qualitative aspect of the insurance company financing. 

 Ćulibrk (2012) points out that there are significant shortcomings of the 
Directive: there is no valuation of positions of assets and liabilities at market values 
(they do not take into account all risks but only risk of insurance), there is no reward 
for an insurance company for adequate risk management, risk transfer issues have not 



158 M i l o s  P j a n i c ,  V e r a  M i r o v i c ,  B r a n i m i r  K a l a s   
      

 
 
 

 

Анали Економског факултета у Суботици, Vol. 53, број 38/2017, стр. 155-171 

been addressed sufficiently. The existing Solvency I Regulation i.e. the regulatory 
framework for the supervision of insurance within the EU, with minor changes, dates 
back to the 1970s. Due to the obsolescence of the basic elements of supervision, in the 
late 1990s, an initiative for the revision of insurance supervision regulations was 
launched, along with the development of Basel II standards for banks. The European 
Commission decided to achieve this through two steps:  

The first step, Solvency I (which came into force in 2004), repositioned certain 
obsolete thresholds of the old regime without changing the structure. The second step, 
Solvency II, represents a fundamental reform of the structure and practice of 
supervision, making it more adequate for the protection of insurers and insurance 
beneficiaries (Ćulibrk, 2012). 

The goal of the new framework is to equalize business conditions for all market 
participants, harmonize supervision at EU level, improve capital allocation, and 
increase competition within the EU insurance industry. As an addition to solvency 
regulation, there are EU directives that define investment guides that determine how 
the technical reserve will be invested, prescribing restrictions on asset classes that 
allow investment and maximum participation allowed to be held in each. Given that 
investment regulation is determined in this way, the risks inherent in assets are not 
included in Solvency I by capital requirements. 

2. Reform of the Solvency I Directive and the establishment    
of the Solvency II Directive 

The global economic and financial crisis has increased the pressure on business, as 
well as the results of regional and European insurance companies. There is a lot of 
pressure caused by the increased supervision by regulatory bodies, through constant 
pressure on premium income, on the quality of financial assets and optimization of the 
damage management process. Regulatory bodies are setting additional, more serious 
challenges to the insurance sector in the European Union. In order to provide security 
in the business of insurance companies in the European Union, a regulatory framework 
for the work of insurance companies known as Solvency II has started to develop. 

Creation of Solvency II is aimed at replacing the simple structure of solvency 
that previously existed in insurance in Europe, in creating modern, risk-consistent 
systems of financial supervision. Estimation of the necessary amount of capital is the 
basis of the new regulation - Solvency II. The objective of the Solvency II regulatory 
framework is manifested in the protection of insurers and the need for capital 
requirements to be sufficiently high to enable insurance companies to cover and settle 
all obligations towards policyholders over the next twelve months with a confidence 
probability of at least 99.5% (Eling, Pankoke, 2014). 

Within the new system, insurance companies will be required to take into 
account all types of risks they are exposed to and also to manage these risks more 
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efficiently. Security for these risks will be kept in the form of necessary capital for 
solvecy (SCR). Groups of insurance companies will have a special "group supervisor" 
that will allow better tracking of the group as a whole. The design of the future 
supervisory system ended in early 2003, the Commission adopted the Solvency II 
proposal in July 2007, and the final adopted text of the Solvency II Directive was 
published in December 2009 in the Official Journal of the European Union. The 
Committee for European Insurance and Occupational Pensions Authority is expected to 
work on developing further advice on future implementation measures. 

2.1. Capital adequacy of insurance companies based on 
Solvency II  

The European Union has undertaken reforms in the area of  insurance companies’ 
solvency with the main goal to keep the capital at an adequate level, that is, based on 
the risk assumed by insurance companies (Commission, 2010). Indeed, the research by 
Linder & Ronkainen (2004) emphasizes the importance of creating a prudential 
framework that would reflect the risks faced by insurance companies in their business 
more appropriately. In the survey by Ho (2012) it is emphasized that capital 
requirements should be determined on the basis of the amount of capital needed to 
settle liabilities and cover operational losses. 

The required capital for ensuring solvency is a capital requirement on the basis 
of risk and represents a key level of solvency control. The necessary capital for 
ensuring solvency covers all the measurable risks faced by the insurance company and 
takes into account all risk mitigation techniques. It serves to cover unexpected losses 
and is calculated using the VaR technique at a confidence level of 99.5% in a one-year 
period. Namely, insurance companies are required to estimate all potential losses from 
assets and liabilities in the next twelve months. 

The required capital for solvency is monitored on a continuous basis and 
calculated at least once a year. Supervisory authorities are notified of the results of the 
calculation, and insurance companies are obliged to provide their own funds covering 
the amount of capital calculated in such way. If the company's risk profile differs 
significantly from the assumptions used in the required capital calculated last time, the 
insurance company should recalculate it and notify the supervisor about it without 
delay. The Solvency II Directive establishes two methods for calculating SCR, the 
European standard formula and its own internal models of society. 

2.2. Solvency II - standard formula  

Insurance companies which do not use the approved internal models are required to use 
the standard formula to calculate the level of capital they need for normal business. 
Standard Solvency II formula introduces a modular approach to calculating capital 
requirements. The modular structure is composed of different risk sub-modules, each 
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having special calculation of the capital requirement. Then the modules and sub-
modules are combined in correlation factors that comply with the effect of 
diversification. 

The Solvency Capital Requirement is calculated as the sum of the difference 
between the Basic Solvency Capital Requirement (BSCR) and the correction for the 
capacity of technical reserves and deferred taxes for the absorption of losses (Adj - 
adjustment for the risk absorbing effect of future profit sharing and deferred taxes), and 
required capital for operational risk (SCRep - capital requirement for operational risk). 
(Commission, 2010)  

SCR = BSCR - Adj + SCRo                                                            

The basic capital needed to ensure solvency includes individual risk modules. It 
consists of the following risk modules: 

• the risk of non-life insurance, 
• the risk of life insurance, 
• health insurance risk, 
• market risk, 
• credit risk and 
• operational risk. 

Insurance and reinsurance operations are distributed into the risk insurance 
module which reflects the technical nature of the underlying risks in the best way. The 
correlation coefficient for grouping the risk modules, as well as the calibration of the 
required capital for each risk module, will result in the total required capital for 
ensuring solvency. Each of the risk modules is calibrated using VaR, with a confidence 
level of 99.5% over a one-year period. Where appropriate, the effects of diversification 
will be taken into account in the design of each of the risk modules. The formula for 
calculating the basic required solvency capital can be shown as follows (Directives, 
2009): 

=
ji

jiij xSCRxSCRCorrBasicSCR
,

                                       

 
where: 

iSCR  and jSCR = stand for risk modules of all possible combinations i and j. In the 
equation SCRi and SCRj are replaced by the following: 

• SCR non-life means the non-life insurance risk module; 
• SCR life means the life insurance risk module; 
• SCR health means the health insurance risk module; 
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• SCR market stands for the market risk module; 
• SCR basic stands for the corresponding basic risk module. 

Factor Corr i, ј indicates the positions in the row i and column j the following 
correlation matrices: 

Table 1: Correlation matrices 

  
Market 

 
Basic 

 
Life 

Special 
demands 

 
Non-life 

Market 1 0.25 0.25 0.25 0.25 
Basic 0.25 1 0.25 0.25 0.5 
Life 0.25 0.25 1 0.25 0 

Special 
demands 

 
0.25 

 
0.25 

 
0.25 

 
1 

 
0 

Non-life 0.25 0.5 0 0 1 
Source:  (Ilić, 2015) 

The formula is the same for calculating each risk module. 

In life insurance, where the investment risk is borne by the policy holder himself, 
the calculation of the required capital for operational risk will take into account the 
amount of annual costs incurred in respect of these insurance obligations. For other 
insurance and reinsurance activities, accounting for the required capital for operational 
risk will take into account the volume of those transactions, in terms of earned 
premiums and technical reserves that are held for these insurance and reinsurance 
obligations, with the required capital for operational risks not exceeding 30 % of the 
basic capital required to provide solvency in relation to insurance and reinsurance 
activities.  (Barjaktarović & Jeremić, 2013). 

Adjustment of technical reserves and deferred taxes to cover the loss should be 
made due to the potential compensation of unexpected losses through the simultaneous 
reduction of technical reserves or deferred taxes. It should take into account the effects 
of risk reduction that future discretionary premiums provide under the insurance 
contract, to the extent that insurance and reinsurance companies can determine that a 
reduction in such premiums can be used to cover unexpected losses when they occur 
(European Commission, 2010). 

2.3. Internal models of insurance companies in risk 
management 

An internal model is a risk management system established by insurance companies 
with the aim of analyzing the overall risk position, quantifying risks and determining 
the economic capital required to cover the risk. The internal model aims at a fully 
integrated risk management and capital management process for insurance companies. 
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Internal models can quantify risks and replace the standard model for calculating 
SCRs, partially or totally. Accordingly, internal models can be set up without any 
formulas, assumptions, parameters or methods defined in the technical specifications 
for the standard model set by the Committee of European Insurance and Occupational 
Pensions Supervisors (CEIOPS). Internal models can be complete and partial. The 
management of the insurance companies receives the approval from the supervisor on 
the approved model, within six months from the submission of the request. The 
Directive determines that, within two years of receiving the approval, the SCR is 
calculated in parallel, using the standard formula. Supervisors will approve an internal 
model if the insurance companies meet the following conditions: 

The insurer may use a partially or fully internal model for calculating the 
required capital to ensure solvency if it is approved by the supervisory authority. The 
supervisory authority will approve the internal model if the insurer proves that it meets 
the following requirements (Petrović, 2013а): 
 

• usefulness test – insurance companies should prove that the model is significant 
in the risk management and decision-making system; 

• statistical quality test – insurance companies must verify all assumptions to the 
supervisors and all the used data must be accurate, precise and complete, where 
as internal models have to cover all material risks; 

• calibration standard – insurance companies will count SCRs from the 
assessment of their own data distribution, whereby supervisors may require the 
launch of an internal model with external data to verify the calibration of 
internal mod els; 

• distribution of gains and losses – insurance companies determine the causes and 
sources of gains and losses on all business lines at least once a year; 

• validation standards – insurance companies should have a regular model 
validation cycle that includes monitoring, suitability of specifications, and test 
results versus experience; 

• documentation standards – the documentation should provide detailed 
information on the theory, assumptions, mathematical and empirical bases. 

 

2.4. Solvency II – three key pillars 

Regulation Solvency II aims to create an economic framework based on real risk for 
supervision, which contributes to greater protection of the insured party and greater 
competitiveness of the insurance sector. The importance of the Solvency II system is 
reflected not only in the definition of capital requirements, but also in the establishment 
of systems, processes and controls for the purpose of more adequate risk management 
and thus the development of internal models for the correct calculation of risks by 
insurance companies. The basic objectives of Solvency II are (Petrović, 2013б): 
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• strengthening the protection of the insured party and insurance beneficiaries; 
• establishing capital requirements that will be more suitable for the risks of an 

individual insurance company; 
• avoiding unnecessary complexity; 
• reflection of market development; 
• establishment of business principles (not an injunctive approach); 
• avoiding unnecessary over-capitalization of an individual company; 
• transparency of the financial position of insurance companies; 
• balancing the protection level of the insured persons with prices for insurance 

companies; 
• improving the international competitiveness of European (re)insurance 

companies; 
• promotion of the regulation. 

As stated, the basic objectives of Solvency II are the protection of insured 
persons and the establishment of solvency requirements that will reflect the risks which 
the insurance company is exposed to, in a better way. According to the available 
information, Solvency II will be characterized by (Petrović, 2013а): 

• being based on principles, not strict rules; 
• the calculation of the solvency position will be based on parameters valued at 

market value; 
• the need to explicitly quantify the risk interdependence will create a requirement 

for insurance companies to use their own internal models for measurement and 
risk management; 

• consistency of financial sectors, harmonization of EU supervisory methods and 
convergence in internationally established prudential standards; 

• being based on Basel's three-pillar approach, which is used in banking and 
consists of quantitative requirements (financial resource rules), qualitative 
require ments (overseeing supervisory process and risk management) and 
market discipline (disclosure and transparency). 

 

Solvency II will be a special challenge for insurance companies in Serbia that 
had an insufficient or inadequate risk-taking system in the past. This is particularly the 
case with life insurance, where traditional actuarial practices often did not deal with 
valuation and assessment of guarantees and options included in products. 

Solvency II will increase the focus of insurance companies on the risk / return of 
the base and increase professionalism in relation to the adequate risk of price fixing and 
risk and capital management in the insurance sector. Effective protection of the insured 
requires the Solvency II framework to be based on economic principles: diversification, 
permitting internal models, providing appropriate reinsurance support and other risk 
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mitigation techniques (financial hedging – e.g. derivatives and securities related to 
insurance), increasing confidence in market mechanisms relying on growing 
transparency. 

Table 2: The new framework of the directive is based on Solvency II three-pillar approach  
Solvency II 

Pillar I Pillar II Pillar III 
Quantitative requirements Market discipline Supervisory review 

 
Minimum capital requirement 

Presenting risk to the supervisory 
authority 

Corporate guidance and 
internal control 

Risk dependence, risk 
reduction 

 
Public disclosure of the risk 

Supervisory review process 
and the power of the 

supervisor 
 

Technical reserve 
 The function of risk 

management and liability 
management 

Risks that can be quantified  
All risks 

Source: (Barjaktarović & Jeremić, 2013). 

Pillar I refers to quantitative requirements consisting of six components (Ilić,    

2015): 

• valuation of assets and liabilities: aiming to ensure compliance with the 
European Commission's advice on the valuation of assets and liabilities, 
because the Solvency II Directive indicates the valuation of assets and 
liabilities at fair value; 

• technical fees: they are calculated using the best estimate + risk margin 
approach, except in the case of an insurable risk arising from (re) securing 
liabilities; 

• Solvency Capital Requirement - SCR: it represents the economic capital 
needed to ensure that insurance companies maintain their business within 
a given level that allows the insurer to absorb unexpected losses over time 
with a 99.5% level of trust. The capital level must be at least equal to the 
SCR level; 

• Minimum Capital Requirement – MCR: it represents the minimum 
amount of basic capital which the insurer must keep. If the capital falls 
below the MCR level, insured and insurance beneficiaries become 
exposed to an unacceptable level of risk. When the MCR breaks, the 
ultimate actions by the supervisor are activated and even the termination 
of the business of insurance companies is possible; 

• own funds: they represent a surplus of assets above liabilities with all 
additional subordinated qualifying debts; 
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• investments: there are no specified classes of assets within the Solvency II 
Directive, but insurers must show that they have adapted to the prudent 
person principle of investing for all held assets. 

Pillar II refers to qualitative requirements in contrast to Pillar I whose focus is on 
quantitative requirements. According to Solvency II requirements, insurance 
companies should ensure continuity and regularity in its operational performance, 
which implies providing appropriate systems, resources and procedures as well as 
contingency plans. The directive emphasizes the importance of managing the risk 
process by supreme authorities and new experiences. 

Insurers and reinsurers should establish an effective risk management system 
that includes strategies, processes, and reporting procedures necessary for the 
identification, measurement, management and reporting of the risks they face or are 
likely to be exposed to. A risk-management system should cover the risks involved in 
calculating the SCR, as well as the risks that are not fully included in this formula. The 
risk management system should cover the following (Ilić, 2015): 

• insurance and reservation; 
• asset and liability management; 
• investments, especially derivatives and similar obligations; 
• liquidity risk and concentration risk; 
• operational risks; 
• reinsurance and other risk mitigation techniques. 

A very important part of an integral business strategy is its own risk and 
solvency assessment - ORSA. It is composed of insurance companies’ procedures for 
the identification, assessment, management and reporting of the risks faced by 
insurance companies in order to define the necessary funds to ensure the overall 
solvency of insurance companies. 

The goal of ORSA is to raise awareness of the mutual relationship between the 
risks that one company is currently exposed to, or with which it can face in the long 
run, and the internal capital requirements arising from this risk exposure (whether the 
company uses a standard formula or internal models for calculating SCR). The 
company's management team needs to understand and evaluate the risks the company 
is exposed to and to determine the level of its own funds that corresponds to its control 
environment and internal controls.  

The company will not only assess its current risks but also the risks it will face in 
the long run. This means that long-term business projections will be required, which 
are a key part of any financial planning, such as business plan forecasts, the economic 
balance sheet and the profit and loss account. These projections will be fed into ORSA 
to enable the company to form an opinion on future comprehensive solvency 
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requirements and its own funds. Proper capital planning can include projections of 
capital requirements and projections of own funds. It is up to the company to decide on 
the rational assumptions, parameters, correlations, or levels of confidence that will be 
used in the projections. 

Pillar III as the most important component of Solvency II refers to the 
achievement of market discipline through the process of public insight of the business 
of insurance companies. The third pillar is based on disclosure and transparency in 
order to enhance market-based and risk-based supervision. The aim is to provide 
insurers, investors, rating agencies and other interested parties with a comprehensive 
picture of the risks of an insurance company, so this information has a disciplinary 
effect on the company's management. The disclosure requirements largely depend on 
the measures included in the first and second pillars. 

It has not yet been decided when and which supervisory information will be 
publicly disclosed, since the publication of a bad position of insurance companies’ 
solvency can aggravate their situation. On the other hand, disclosure of bad 
information about the company's business may be significant for potential insurers so 
that they can make an informed choice. Therefore, all interested stakeholders will make 
their decisions based on the insight of the financial position of the insurer. At the same 
time, transparent development of value and risk management processes will provide 
relevant and established indicators of the economic strength of the insurer. 
Additionally, the requirements for publishing financial indicators, sensitivity to 
assumed risks, as well as the amount and quality of their own funds will ensure the 
competitiveness of insurers and minimize the need for arbitration of the regulatory 
body. 

All insurers are obliged to publish an annual report on solvency and financial 
operations. This report must be approved by the competent authorities of the insurer 
prior to open publication. This implies the responsibility of the senior management of 
the insurer for the presented report. 

In terms of reporting frequency, according to the CEOPS proposal, quantitative 
information through a standardized reporting form should be submitted annually, in 
addition to the information provided in the Solvency Report and Financial Position 
Report. Full descriptive information will only be required in connection with the 
Supervisory Process on an annual basis, and companies that do not require full 
information can provide details only when material changes occur, or a report showing 
that there are no material changes. A company may be required to inform the 
supervisor of a development that has had a material impact on the solvency or financial 
position of the company, in a timely manner (for example, as soon as possible, and not 
longer than two weeks after the occurrence of the event which caused changes). 

If there are material changes during the reporting period that significantly affect 
the information in the attachment, the insurer is required to provide the necessary 
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explanations. Namely, the aim is to provide insurers, investors, ratings agencies and 
other interested parties a comprehensive picture of the risks of an insurance company, 
so that this information has a disciplinary effect on the management of the insurance 
company. The disclosure requirements largely depend on the measures included in 
pillars I and II. It has not yet been decided when and which supervisory information 
will be publicly announced, because the publication of a bad solvency position of an 
insurance company may complicate the situation for the company. On the other hand, 
this information can be significant for potential insurers to make an informed choice. 

Table 3: Quantitative influence of the application of  Solvency II on capital 

Indicator Solvency I Solvency II 
SCR MCR 

Solvency ratio  310% 165% 466% 
Excess capital (bill. €) 476 355 676 
Required capital (bill. €) 227 547 185 
Available capital (bill. €) 703 902 861 

Source:  (Sokić, 2014) 

Based on the tabular presentation, it is evident that the surplus of capital is 
increased by expanding the insurance regulations, i.e. in the Solvency I regime 
amounts to 476 billion euros, and in the Solvency II regime 676 billion euros. On the 
other hand, the required capital amounts to 185 billion euros, which is reduced by 42 
billion euros compared to the previous Solvency I regulatory framework. The available 
capital is 861 billion euros and is more than Solvency I, which confirms that insurance 
companies can influence reducing required capital requirements through more adequate 
risk management. 

3. Difference between the European and the United States 
Approach in the Area of Insurance Regulations  

In the European Union, insurance regulations are determined by the International 
Association of Insurance Supervisors - IAIS, founded in 1994. It represents a 
supervisory body with over 200 jurisdictions in 140 countries, which make up 97% of 
world insurance premiums. The goal is to promote an efficient and globally consistent 
insurance supervision which will contribute to a fair, safe, and stable insurance market, 
and in that manner providing protection and value to insured parties, thereby 
contributing to a higher level of financial stability. On the other hand, the National 
Association of Insurance Commissioners - NAIC - holds the role of supervisor in the 
USA. Noticeably, the regulatory framework in insurance industry defined as Solvency 
II in the EU is referred to as the Insurance Financial Solvency Framework in the USA 
(Lindberg & Seifert, 2015). 
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Table 4: Comparison of insurance regulatory frameworks in the EU and the USA 

 EU USA 
 
Supervisory bodies 

International Association of 
Insurance Supervisors 

National Association of 
Insurance Commissioners 

Regulatory framework Solvency II Insurance Financial Solvency 
Framework 

Conceptual framework Based on principles Based on rules 
Capital demands MCR and SCR RBC 

Source: Lindberg, (Lindberg & Seifert, 2015) 

One of the most important new concepts of Solvency II is the use of internal risk 
models instead of the standard model, for the purpose of determining a goal capital 
level. The internal model is designed by insurers according to their own needs, while 
the standard model is engineered by regulators and is uniform, meaning it is equal for 
all insurance companies. Internal models need to provide more precise analyses, 
control and regulation of the insurers' financial situation in relation to standard models 
(Elling, Schmeiser, & Schmt, 2007). Also, research (Preifer & Strassburger, 2008) 
shows that if individual risks are incorrectly estimated, then capital solvency 
requirements will deviate and be much above or below the optimal level. Therefore, 
studies (Liebwein, 2006) claim that insurance companies should use internal risk 
models, because they reflect the real risk level more successfully than the model 
calculated by the standard formula. 

4. Conclusion 

Application of Solvency II directive will present a particular challenge to insurance 
companies in Serbia, which have not had an adequately appointed system of risk 
management until now. Above all, it will represent a distinct challenge to insurance 
companies which deal with life insurance, because traditional actuarial practices often 
did not adequately value and estimate guarantees and options included in products. The 
Solvency II directive will require that insurance companies strengthen their internal 
control systems, a different calculation of capital requests, their own risk assessment, 
as well as risk reporting. Risk reporting includes definitions and classification of risks, 
risk detection and risk prevention control mechanisms, as well as estimation and the 
risk management process itself. 

Insurance companies in Serbia and countries in the region will, according to the 
above, have to increase available capital in the near future, i.e. define minimal and 
solvent capital levels. The observed countries are in different stages of reform and will 
be forced to implement many legal regulations in order to become more equal to the 
EU, taking into account that reforms must be approached gradually and allowing time 
for insurance companies which fulfill basic demands to adapt to new legal solutions. 
Insurance companies in emerging countries will be obligated to perform calculations of 
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solvency capital by applying their own internal model, or by applying the standard 
formula determined by the Solvency II directive. 

Regulations in Serbia and countries in the region are not compliant to European 
Union Directives. In addition, the new approach to solvency estimates should ensure 
that insurance companies have a sufficient capital level. It must be taken into account 
that Solvency II in general implies more rigorous solvency rules, because beside the 
correction of the basis for calculation of the solvency margin, risk exposure of 
insurance companies is also taken into account, meaning that required capital level for 
maintaining solvency will depend on the nature of business of the insurance company 
itself. 
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Summary 

Placements of assets of property insurance companies and life insurance companies 
have a major influence on the development of financial market, and they differ in their 
goals of investment. Regulating solvency and preventing the creation and operation of 
insolvent insurance companies provides protection of the insured parties against 
financial insecurity and the security of payment of damages. The goal of implementing 
solvency controls was allowing supervisory bodies to identify problems in business of 
insurance companies, thereby securing more protection for the insured parties. The 
Solvency II regulation aims to create an economic framework based on the real risk for 
supervision, which contributes to greater protection of insured parties and greater 
competitiveness of the insurance sector. The importance of the Solvency II Directive is 
also reflected in the establishment of systems, processes and controls for the purpose of 
more adequate risk management, and hence the development of internal models for the 
correct calculation of risks by insurance companies. Solvency II will be a particular 
challenge for insurance companies that had an insufficient or inadequate risk-taking 
system in the past. 
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