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1. Introduction

 The current capital adequacy requirements do not allow for the loss 

absorbing capacity of deferred taxes and technical provisions.

 TASK proposes to allow for the loss absorbing capacity of deferred taxes 

and technical provision when determining the solvency ratios in order to be 

in line with international best practice.

 We will discuss how deferred taxes arise and how they can be utilized to 

absorb losses under a stressed scenarios.

 We will also discuss how the technical provisions for with profit businesses 

can be used to absorb losses under stressed scenarios.



2. Loss Absorbing Capacity of 

Deferred Taxes



Deferred Taxes Assets and Liabilities 

(DTA & DTL)

 Deferred taxes arise from temporary differences between accounting basis 

and tax basis. 

 They normally arises because one of the bases may accelerate or delay 

profit emergence and thus accelerate or delay tax liabilities.

 Therefore, depending on whether the company is making profits of losses, 

the different treatment of assets and liability valuation under the two bases 

will create a deferred tax liability or a deferred tax asset. 

 Example include;

 Different depreciation rates used by accounting regimes from capital allowance 

rates by tax authorities

 In Life business in Kenya, deferred taxes arise from timing difference between 

when profits are made and when dividends are paid to shareholders.



Insurance Amendment Act 2019 No. 28 

 Prior to December 2019, the deferred tax liability was not admissible for solvency 
purposes as contained in Section 43A of the Insurance Act. 

 It specifically defined admitted liability to exclude the following;

 liability in respect of a share capital or reserve in lieu of capital approved by the 

Commissioner;

 liability in respect of such matters as the Commissioner may by notice in writing direct;

 tax liability arising from an unappropriated or undistributed surplus of a statutory fund;

 such other liability as may be prescribed.

 This section was repealed and thus deferred tax liability and those other listed 
liabilities are now admissible for solvency purposes which reduces the available 
capital when calculating solvency. 

 TASK understands that allowing deferred tax liabilities to be admissible is not 
inline with international best practice and is proposing an alternative.



Accounting vs Risk Based Balance 

Sheet

 RBC balance sheet is determined after shocking the assets and liabilities in 

the Accounting balance sheet. Some assets are shocked by 30-40%.

 This leads to a decline in the surplus (net assets ) as reported In the 

accounting balance sheet.

 The reduction in surplus means a reduction in the DTL or even could lead to 

a loss and hence create a (Deferred Tax Asset) DTA.
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Loss Absorbing Capacity of DTL

 The DTL is able to absorb losses under the shocked balance 

sheet/RBC balance sheet as seen in the previous slide.

 This loss absorbing capacity is not allowed for under the current 

RBC rules.

 TASK proposes that the Capital Adequacy Guidelines be 

amended to allow for the loss absorbing capacity of DTL by 

reducing the required capital (higher of the absolute minimum, 

percentage of volume of business or risk based capital (RBC)) by 

the effective tax rate in Kenya of 25%. 

 This will ensure that our capital guidelines are in line with 

international best practice.

 Rules on creating a DTA should apply.



3. Loss Absorbing Capacity of 

Technical Provisions



Current Regulatory Environment

 The regulations are not specific on the treatment of the loss absorbing capacity 

of technical provisions for with-profits business.

 The technical provisions are made up of the present value of future benefits that 

the entity is expected to pay to its policyholders and the expenses of managing 

the business and the risk margin.

 However, due to the discretionary nature of the benefits it is important to take 

into account the management actions that an insurer has to cushion itself during 

stress scenarios when calculating its capital.   By doing this the risk based capital 

regulations will be consistent with Solvency II and SAM.



Loss Absorbing Capacity of Technical 

Provisions
 The value of the technical provisions are normally shocked when determining the solvency 

capital requirements.

 The difference between the unstressed (balance sheet) values and the stressed values, is 
used to build-up the capital requirements. 

 For guaranteed benefits, these shocked scenario “forces” the company to set up capital 
amounts if the scenarios materialize. 

 However, for discretionary participating contracts, management may be allowed to vary 
Future Discretionary Benefits (FDB i.e. future bonuses to take into account the drop in 
capital because of these stresses. 

 This adjustment is commonly referred to as loss absorbing capacity of technical provisions. 



Proposed Approach for Loss Absorbing 

Capacity of Technical Provisions
 A proposed approach to allowing for this is;

1. When determining the available capital under the Risk-based balance sheet;

a) Keep the values of the future discretionary benefits unchanged i.e. do not shock them 

when determining the base Risk-Based Capital (bRBC ) requirements.

2. When calculating the solvency capital requirements under each capital requirement 

(e.g. market risk and insurance risk);

a) Determine the value of the future discretionary benefits applying the shocked scenario and 

allowing for any management actions on future discretionary benefits. It is expected that 

the values of the discretionary benefits will be lower than that which is booked in the risk-

based balance sheet. This is called the net Risk-Based Capital requirement, denoted nRBC.

b) Determine the difference between 2(a) and the value of the technical provisions for 

discretionary benefits booked under the risk-based balance sheet 1(a).



Proposed Approach for Loss Absorbing 

Capacity of Technical Provisions
3. The value in 2 is compared with the future discretionary benefits (FDB) which denotes 

the technical provisions without risk margin in relation to future discretionary benefits 

and the minimum of the FDB and the result of 2 taken;

4. The adjustment for the loss absorbing capacity of technical provisions will therefore 

be the maximum of the value in 3 and zero.

 This can be shown by the formula below:

 Adjustment for loss absorbing capacity of the Technical Provisions = − 

max(min(bRBC Requirement  – nRBC Requirement, FDB);0)



Considerations for Management 

Actions to be allowed
 Assumptions of future management actions should be realistic,

 Should consider management actions taken in the past,

 Should be approved by the board of directors, and

 Should take account of the time needed to implement the management actions 

and any expenses caused by them.



4. Summary

 TASK proposes to allow for the loss absorbing capacity of deferred taxes and 

technical provision when determining the solvency ratios.

 These proposals are in line with international best practice for solvency assessment.
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