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With the Omnibus II agreement finally reached, the entry in force of Solvency II is 

now set for the first of January 2016. Nevertheless, much uncertainty remains as to 

many practical aspects impacting more or less significantly the solvency position of 

(re)insurers.   

One of the most critical and material items that requires further definition or 

guidance, is definitely deferred taxes. Therefore, for the time being, it appears 

essential for any (re)insurance undertaker to have a clear view and understanding 

of the texts in force. 

 

This paper intends to provide that insight, and offers a phased methodology in 

order to value taxes consistently in the Solvency II economic balance sheet. 
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INTRODUCTION  

Deferred taxes arise because there are differences between the value ascribed to an asset or a 

liability for tax purposes, and its value in accordance to the Solvency II principles. 

In Belgium, the tax is calculated on the net taxable profit, which is determined with Belgian 

accounting principles (valuation at historical cost) and specific local fiscal rules. Those valuation 

principles are very different from Solvency II valuation principles. Two Belgian fiscal rules will have 

their importance when valuating deferred taxes: 

 There is (almost) no tax on realized gains on equities (under some conditions) 

 There is no time limit for the recoverability of loss carry-forward 

DEFFERED TAXES AND THE AVAILABLE CAPITAL  

In the Solvency II balance sheet, all items are 

valued at their economic value, which can be 

estimated either through mark-to-market or 

mark-to-model techniques. As the economic 

balance sheet already recognizes unrealized 

gains (losses), the corresponding tax (credit) 

will also have to be recognized; these are the 

deferred taxes. For calculating the amount of 

deferred taxes, loca l fiscal rules apply. 

A deferred tax liability (DTL) is the recognition 

of a tax debt to be paid later on because of a 

future profit which is already anticipated in the 

economic balance sheet. This profit (i.e. the 

difference between the market value and the 

book value) leads to an increase of the net 

asset value. A DTL will be recognized for 

unrealized taxable gains such as an increase 

of a financial asset value, or a decrease of the 

value of technical provisions when shifting 

from book value to market value.  

A deferred tax asset (DTA) is a tax credit 

which should be recovered in the future 

because of an expected loss (decrease of the 

net asset value).  

Actually, one usually uses the IFRS balance 

sheet as a first step towards the Solvency II 

balance sheet. Main concepts of valuation 

(market value, fair value) are similar. But there 

remain differences (contract boundaries, 

insurance contracts, financial assets…).  

The recognition of deferred taxes in the 

Solvency II balance sheet should ideally be 

done in a consistent way with the DTA / DTL 

already recognized in the IFRS balance sheet, 

item by item
1
.  

The estimation of deferred taxes for the Best 

Estimate of Liabilities (BEL) can be an issue 

                                                           
1
 If there is a DTL in the IFRS view and a need for a 

DTA in Solvency II, one must first absorb the DTL 
and then potentially create a DTA (if it may be 
offset). 

for insurers. In most cases, under IFRS, 

amounts other than the BEL are booked for 

the liabilities. When moving to the Solvency II 

balance sheet, it thus often creates a 

temporary difference that should be adjusted 

for deferred taxes.  

Nevertheless, compared to other balance 

sheet items, the BEL often encompasses 

various sources of profits. A way to compute 

the deferred tax amount could be to use the 

cash flow projection model. But one must pay 

attention to avoid double counting (for 

instance, on unrealized gains and losses on 

assets which appear not only in the financial 

assets, but also potentially in the best estimate 

through profit sharing).  

Moreover, the model should be able to 

differentiate between accounting profits and 

taxable profits, and to apply consistently the 

loss carry forward principle. 

While a DTL must be accounted for all 

temporary taxable differences, the recognition 

of a DTA is subject to conditions (see next 

chapter). 

A recognized DTA will be included in the Tier 3 

capital. This category of own funds can be 

used for covering the SCR (for maximum 15%) 

but is not eligible for the MCR. 
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DEFERRED TAXES AND THE SOLVENCY 

CAPITAL REQUIREMENTS 

Deferred taxes in Solvency II will actually have a double 

impact on the solvency ratio, both via the available capital 

(recognition of DTA and DTL, as explained in the previous 

version) but also via the solvency capital requirements 

(SCR). Indeed, the SCR can be drastically reduced via an 

adjustment for loss-absorbing capacity of deferred taxes 

(about 19% for groups in the QIS5). 

The idea is similar to the one of deferred taxes. As the SCR 

represents an immediate loss
2
, it can be partially 

compensated with a tax credit.  

This adjustment should be calculated with the same 

valuation principles. There are two options for the 

calculation: 

 

Depending on the initial situation in the unstressed balance sheet, the adjustment can either lead to a decrease of a DTL 

and / or an increase of a DTA. In case the deferred taxes after shock (= initial deferred taxes + adjustment) result in a 

situation of DTA, as for the base case, a recoverability test will be needed to verify if the whole tax can be recognized (see 

next section). Depending on the results of this test, the adjustment might need to be capped. 

PRACTICAL POINTS 

Discounting or not 

Distinction could be drawn between the initial measurement of DTA/DTL and the recoverability test of a (net) DTA 

 For the measurement of the deferred taxes, one relies on the comparison between the local Gaap value of an 

asset or liability and its market consistent value. As discounting could be considered as implicit to the market 

value, discount could make sense here depending on the balance sheet item considered. In any case, 

consistency should be the rule. 

 For the recoverability test (see next chapter), future profits should not be discounted 

 

Tax Rate 

As the profits coming from different items of the 

balance sheet may be taxed at different rates, and as 

carry forward rules can defer the taxation to future 

periods, it might be interesting to calculate a best 

estimate of tax rate.  

 

Netting or not 

One should also carefully assess what may be offset 

(netted) or not. This issue rises probably mainly for 

groups. 

                                                           
2
 Equal to Basic Solvency Capital Requirements (BSCR) + Adjustment for the Loss Absorbing Capacity of Technical Provisions (AdjTP) + 

Capital Requirement for Operational Risk (SCROp) 

 Calculation at high level, i.e. by applying a global tax rate on the SCR after diversification. In this case, one should use a 

best estimate tax rate (see further). 

 Calculation item by item, in order to properly take the tax rate into account. For this purpose, the first step is to allocate 

the amount of SCR (BSCR + AdjTP + SCROp) to the individual shocks, taking correlations into account. The second 

step is to calculate the tax adjustment individually, item by item. Last, individual tax adjustments are summed up to 

determine the global adjustment. 

List of Abbreviations 
 

AdjTP Adjustment for the Loss Absorbing Capacity of 
Technical Provisions 

BEL Best Estimate of Liabilities 

BSCR  Basic Solvency Capital Requirements 

DTA  Deferred Tax Assets 

DTL  Deferred Tax Liabilities 

Gaap Generally Accepted Accounting Principles 

QIS Quantitative Impact Study 

SCR Solvency Capital Requirements 

SCROp Solvency Capital Requirements Operational Risk 

 

Deferred taxes in Solvency II 

Available Capital  

(Balance Sheet) 

•    Deferred Tax Assets (DTA) 

•    Deferred Tax Liabilities (DTL) 

Solvency Capital Requirements 

•   Loss absorbing capacity of deferred taxes 

“double” impact on solvency ratio 
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RECOVERABILITY TEST FOR THE RECOGNITION OF DTA 

While a DTL can be recognized in the balance sheet without further justification, the recognition of a DTA 

is subject to a recoverability test, which aims at showing that sufficient profits will be available in the 

future to absorb the tax credit. Be it in the initial balance sheet or in the SCR calculation, a DTA can only 

be recognized “to the extent that it is probable that future taxable profit will be available against which the 

DTA can be utilised”
3
. 

A situation of a DTA actually means that, in the context and limits of the Solvency II balance sheet, a loss 

is anticipated and therefore, a tax credit also. One therefore has to look for other sources of profit for the 

DTA recoverability test, which are not already considered in the balance sheet. The test could actually be 

performed in two ways, as illustrated in the following chart: 

 

 

 
 

As illustrated in the chart above, the recoverability test for the SCR requires a post shock scenario. How does one build 

such a scenario? 

 
 

 

  

                                                           
3
 Draft Delegated Acts 

(1) Start with the initial balance sheet computed for the determination of the available capital 

(2) Compute the variation of the balance sheet due to the SCR shock in two steps 

 Cascade down the global BSCR + SCR Op into individual shocks, taking correlations into account 
and obtain a global equivalent scenario (scenario where the shocks occur simultaneously and 
which is equivalent in amount to the loss of the SCR). 

 Allocate each shock to one (or several) balance sheet movement(s) 

(3) Compute the balance sheet post shock = (1) + (2) 

(4) Create a pattern of profits and losses based on this stressed situation. 

 Use the information in the stressed balance sheet to construct the first projection year, then 
converge to a central, normal situation in several years 

 Be careful to consider the impact of this stressed situation on new business too, if new business is 
included (eg. impact on the expected volume or profit of new business) 

This is not the case for the test in the stressed situation, as here one must 
“demonstrate that future profits will be available, taking into account the 
magnitude of the loss and its impact on the undertaking's current and future 
financial situation”.  

In this case, one must build a post shock scenario, which would be a 
combination of a market, technical and operational scenario. The shocked 
situation would also potentially impact the new business (volumes, margins 
…) 

Option 1. Look for additional 
sources of profit not already taken 
into account in the balance sheet  

Which additional sources of profit? 

DTA recoverability test 

 Income, profit in excess of the risk free 

 Future new business not already included in the balance sheet 

 Other (unwinding of the risk margin?) 

Option 2. Disregard the initial 
situation in the risk neutral balance 
sheet and assess the probability of 
future profits in a real world situation: 
“Whatever the risk neutral situation, 
are we expecting to make profits in a 
real world vision?” 

Which scenario should we consider? 

In the initial unstressed balance sheet (i.e. the initial balance sheet in the 
average situation, from which the available capital is determined), one could 
consider a kind of “business plan” central scenario. In order to test this 
recoverability, one has to take “into account any legal or regulatory 
requirements on the time limits relating to the carry forward of unused tax 
losses / credits.” 

@ Reacfin 

@ Reacfin 
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A PROCESS TO MEASURE AND IMPACT DEFERRED TAXES CONSISTENTLY ON 

THE SII BALANCE SHEET 

An optimal process for the computation of deferred tax effects can now be defined in nine steps. 

 

Begin with the computation of the unstressed 

balance sheet (1). At this point, two elements 

cannot be calculated yet: the risk margin and the 

Deferred Tax. 

Then calculate the individual Solvency Capital 

Requirements (2). Aggregate them (BSCR), and 

compute the adjustment for technical provisions 

(Adj TP) and the capital charge for operational 

risk (SCR Op). The risk margin can now be 

computed (3) in a cost of capital approach. 

All elements of the unstressed balance sheet 

which could lead to possible deferred taxes are 

then available. So now measure the DTL/DTA 

item by item (4), taking into account the country 

tax specificities. 

In case there is an initial DTA, test its 

recoverability (5). If the complete DTA cannot be 

recovered, it must be capped. In case there is an 

initial DTL, this step can be skipped. 

Now compute the adjustment for taxes in the SCR 

environment and the DTL/DTA post shock (6), 

which is calculated as the sum of the initial 

DTL/DTA in the base case and the adjustment for 

taxes in the SCR calculation.  

 

If this leads to a DTA situation post shock, test its recoverability (7). As explained earlier, this must be done in a stressed 

environment. In order to construct such a scenario, start with the creation of a stressed balance sheet. If the recoverability 

test is not completely conclusive, cap the adjustment for deferred tax. 

Now determine the final SCR (8). Finally, assess the DTA eligibility as Tier 3 in the unstressed balance sheet by 

comparing the DTA amount with the limit of 15% of the SCR (9). Then determine the available capital and its quality 

(Tiering). 

 

STRESSED CASE (SCR) BASE CASE (Initial Balance Sheet) 

1. Compute the unstressed 
balance sheet (except Risk 

Margin & Deferred Tax) 

2. Compute the  
BSCR + Adj TP + SCR Op 

3. Calculate the Risk Margin 

4. Compute DTA/DTL 
before shock 

5. Assess the DTA 
recoverability  

9. Determine the final % of 
eligible DTA and the 

available capital 

6. Compute the DTA/DTL in 
the stressed case & assess 
the DTA / DTL post shock 

7. Create a stressed balance 
sheet and assess DTA 

recoverability 

8. Determine the SCR 

Is there a DTA? 
 If yes, go on to the next step. If no, skip the next step 

If failure at the recoverability test: cap the DTA / Adj DT 

@ Reacfin 
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About Reacfin 
Reacfin is a consulting firm focused on setting up 

best quality tailor-made Risk Management 

Frameworks, and offering state-of-the-art actuarial 

and financial techniques, methodologies & risk 

strategies. 

While we initially dedicated ourselves to the financial 

services industry, we now also serve corporate or 

public-finance clients. 

Advancements in finance and actuarial techniques 

are developing at a fast pace nowadays. Reacfin 

proposes highly-skilled and experienced 

practitioners, employing innovative techniques and 

offering expertise in compliance and risk strategies & 

governance. Our support will allow your firm to reach 

top performances and gain new competitive 

advantages. 

As a spin-off from the UCL (University of Louvain 

which ranks eighth in the world for master’s degrees 

in insurance), we maintain a strong link with this 

institution which  enables us to give independent, 

tailored and robust advice on risk management, 

actuarial practices and financial models. 
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