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OUTSOURCING INSURANCE RISKS AND REINSURANCE: EUROPEAN
SOLUTIONS

This study is aimed at drawing a general picture of outsourcing regulations in
Europe with special focus on reinsurance, and to highlight the disturbing variety of
rules and practice applied in EEA Member States since these present hurdles to the
fast and efficient functioning of the European single insurance market. Although
reinsurance business in Ukraine has dropped in the first half of 2020, it is still an
important method to transfer or disperse original risks among the players of the
insurance market. In general, the decision of an insurance company on outsourcing
part of its insurance risks, i.e. reinsurance is a way to exclude a group of contracts
from their whole insurance portfolio or to cut-off insurance business lines or business
areas in the future. The Directive 2009/138/EC on the taking-up and pursuit of the
business of Insurance and Reinsurance (Solvency I1) entails common European rules
on outsourcing/reinsurance between companies, including ones residing in third
countries. We aim to support the need for a more detailed EU (EEA) legislation in

this area.

48



Reinsurance and outsourcing

Reinsurance, and in particular reinsurance transfers, is a relatively rare area of
research, even though reinsurance activity is a dominant sector on a global scale.
According to Standard & Poor’s latest Global Reinsurance Highlights 2019 study, the
total net reinsurance premium amount of the top 25 reinsurers is $ 210 billion. A share as
high as 70% of this value is provided by the Top 10 reinsurers. Many of them also
underwrite a significant share of the direct insurance business. A possible merger
between these reinsurers would not only bear the execution risk of the business plan but
also trigger counterparty concentration risk, as it could lead to significant overlap
resulting in a business loss for a consolidated group. Even the fair competition law
relations bear risks at the financial market or social level, with particular emphasis on
systemic risks and macro prudency (Baker, 2018; Butzbach, 2016).

Mergers and Acquisitions — Insurance Dealmaking Continues
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Thus, the moderate appearance of the topic in the literature is to be explained not

from an economic or financial point of view, but rather is to be seen as a result of the

certainty that a reinsurance company is a professional market actor, entering and being
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active on the professional wholesale field of insurance companies, and therefore these
phenomena require less regulation by the state.

The relevance of Solvency Il

The provisions of Solvency Il also support this interpretation; since according to its
preamble (22) the supervision of reinsurance activity should take account of the special
characteristics of reinsurance business, notably its global nature and the fact that the
policyholders are themselves insurance or reinsurance undertakings. Later, the preamble
(89) also points out, that for the international aspects of reinsurance, provisions should be
made to enable the conclusion of international agreements with a third country aimed at
defining the means of supervision over reinsurance entities which conduct business in the
territory of each contracting party. Moreover, a flexible procedure should be provided for
assessing prudential equivalence with third countries on a Community basis, so as to
improve liberalisation of reinsurance services in third countries, be it through
establishment or cross-border provision of services. In contrast, in case of an insurance
portfolio transfer, the interests of consumers (retail) already appear, which triggers a role
to play by the state (regulation and supervision). Despite the fact, the loose regulatory
requirements would support the efficiency of the overall national and international
insurance market. These aspects are overridden by a more important goal, i.e. customer
welfare, so strict provisions apply. (Bande, 1937)

According to Art. 13 (28) outsourcing means an arrangement of any form
between an insurance or reinsurance undertaking and a service provider, by which
that service provider performs a process, a service or an activity, whether directly or
by sub-outsourcing, which would otherwise be performed by the insurance or
reinsurance undertaking itself. The decision of an insurance company to outsource its
insurance risks is a clear way to disperse or transfer the risks of in-depth-less-known
contracts or certain insurance business lines and insurance areas. Reinsurance
contracts can serve to reduce capital requirements (by transferring risk) or simply to
transfer temporarily a certain type of insurance activity to an insurer specialised in
that area. In contrast decision on outsourcing in general may rest upon a broader set

of reasons: (i) reduce workloads and operating costs; (ii) increase flexibility and
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scalability, (iii) expand core business functions; (iv) streamline administrative
services; (v) standardise business processes, (vi) manage compliance, regulations,
and reporting; (vii) reduce new product time to market; (viii) secure know-how

and/or human resources.

Art. 41. (3) sets, that insurance and reinsurance undertakings shall have written
policies in relation to at least risk management, internal control, internal audit and, where
relevant, outsourcing and they shall ensure that those policies are implemented.
According to Art. 49. (1), the Member States ensure that insurance and reinsurance
undertakings remain fully responsible for discharging all of their obligations under this
Directive when they outsource functions or any insurance or reinsurance activities.
Outsourcing of critical or important operational functions or activities shall not be
undertaken in such a way as to lead to any of the following: (i) materially impairing the
quality of the system of governance of the undertaking concerned; (ii) unduly increasing
the operational risk; (iii) impairing the ability of the supervisory authorities to monitor the
compliance of the undertaking with its obligations; (iv) undermining continuous and
satisfactory service to policyholders. Finally, insurance and reinsurance undertakings,
promptly, notify the supervisory authorities prior to the outsourcing of critical or
important functions or activities as well as of any subsequent material developments with
respect to those functions or activities.

In the preamble (73), Solvency Il defines, that it is necessary to prohibit any
provisions enabling the Member States to require pledging of assets covering the
technical provisions of an insurance or reinsurance undertaking, whatever form that
requirement might take, when the insurer is reinsured by an insurance or reinsurance
undertaking authorised pursuant to this Directive, or by a third-country undertaking
where the supervisory regime of that third country has been deemed equivalent.

The reasons and impacts of outsourcing

The decision of an insurance company on outsourcing part of its insurance risks,
I.e. reinsurance is a way to exclude a group of contracts from their whole insurance
portfolio or to cut-off insurance business lines or business areas in the future. Reinsurance

contracts can serve to reduce capital requirements (by transferring risk) or simply to
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transfer a certain type of insurance activity to an insurer specialising in that area (Stefan,
2011). In contrast, the transfer of portfolio may take place mainly for the following
reasons: (i) focus on certain portfolios in the interests of business strategy; (ii) divestment
of non-economic activities; (iii) restructuring the group of companies; (iv) exit from the
insurance market; (v) discontinuing the business of certain products, branches or sectors.
Consequently, the detailed rules related to outsourcing are particularly important.
Although each sub-decision is motivated by different business interests, a common
feature is that the risk-transferor releases own funds on its part, and the risk-transferee has
to buckle own funds only for the future, so it is not retroactively required for the acquired
portfolio (Szedlak, 2016).

Capital Adequacy of The Top 20 Global Reinsurers
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Standard & Poor’s (2019). Global Reinsurance Highlights 2019. 53.

The capital adequacy level of the Top 20 reinsurers between 2018 and 2019 has
declined, but the sector has continued to capitalise above the «AA» confidence level. It is
estimated that the capital adequacy growth of the Top 20 global reinsurers at the «AA»
level at the end of 2018 was approximately 5%, compared to 6% in 2017 or 25% in 2014.
The decrease in capital adequacy is mainly due to the following factors: (i) the
catastrophic losses in 2017, (ii) the asset-liability management of large global reinsurers,
(i) the adjustment of long-term venture capital requirements; (iv) continuing
repurchases; and (v) special dividend payments. In both 2017 and 2018, the capital
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adequacy of the Top 20 global reinsurers declined or was incomplete at the «<AAA» level.
Based on these, it is expected that a significant transfer of assets may take place in order
to strengthen capital adequacy. At the same time, it is also worth noting that the «BBB»
category has seen a significant and steady strengthening over the past five years
(Standard & Poor’s, 2019).

Ukraine

The current state of the insurance market in Ukraine and the development of its EU
harmonisation is a thoroughly discussed issue in the literature (See:
V. Bazylevych, N.Vnukova, S.Osadets, N.Tkachenko, V.Furman, D.Dem,
O. Vilenchuk, V. Gryshchenko, I.Demyanyuk, A. Filonyuk, A. Shoihedenko). Law Firm
CMS states, that an insurer has the following options for starting its full scope insurance
operations in Ukraine: (i) to establish a ‘greenfield’ company; (ii) to acquire an existing
Ukrainian insurer, or (iii) open a branch of the parent insurance company in Ukraine. The
firm believes that (iv) becoming a reinsurer of a Ukrainian insurer is an additional option,
yet O. Baranovskyi highlights among the leading causes of external threats for the
financial security of the insurance market over-reliance of national insurance industries
(mainly in reinsurance) on foreign capital.

According to Art. 12 of the Law of Ukraine on Insurance of March 7, 1996 No.
85/96-BP reinsurance is the insurance of an insurer by a resident or non-resident insurer
(reinsurer) via transfer risks associated completely or partially according to the relevant
contract. (Buletsa, Panyina, Chepis, Revutska, 2018). This contract can be considered a
separate and individual type of contract. (Vinnychuk, 2014) Among the destabilising
Impacts on the insurance market security we can find the low diversification of the
insurance portfolio of companies (Prikazyuka, Motashko, 2015). But Ukraine intends to
increase the minimum capital requirement in order to make their markets more
financially secure and specifies the capital requirement in foreign currency (OECD,
2017).

Summary

In general, the process of decision on outsourcing and the rules to be applied differ
among EU Member States, and level of harmonisation seems to be low; despite the fact
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that the Solvency Il Directive lays down detailed uniform rules in many other areas. EU
law shows harmonisation in few areas of outsourcing/reinsurance, such as the
introduction of definition and basic general rules, as well as unified treatment of third
country outsourcing and second defining few rules applied to reinsurance, such as
solvency requirements, technical reserve requirements, rules on allowing for non-EEA
service providers to access the EEA reinsurance market, as well as the basic definition
and basic rules of finite reinsurance (stricter provisions to risk management apply). In
practice, national differences between the Member States stem from the fact that
supervisory treatment of the reinsurance is not united and do lack the guidelines similar to
those applied in European banking sector. The differences are accentuated the most in
following areas: treatment of reinsurance agreement in case of insurance portfolio
transfer, consent and deadlines, consumer protection. Although recommendations and
guidelines from Member State authorities do support predictability, ideally, uniform,
more detailed rules at EU level are justified in order to protect customers and in general
provide legal certainty for all the stakeholders.
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