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Introduction and goal of the study

The task of science is to analyze the nature of various risks, to accurately classify them, and to develop
management mechanisms. In nature, risks exist by themselves, are constantly changing, and are difficult to
define. Civilization of society, scientific and technological progress, effective use of finite natural resources,
and the growth of man as an important capital in it are the basis for generating new risks and raising the
guality of existing risks.

The purpose of the paper is to assess the operational risk generating sources and their effects on the
financial stability of the insurance company using historical operational risk analysis, conducted scientific
investigations, and analysis of the present environment.

Literature evaluation

Human capital researchers include John Mayner Clark, I. F. Theunen, A. Marshall, S. Fisher, and
William Petty, a representative of classical political economy in the history of economic thought, who
defined it as the "living active power of a person™ in his work "Political Arithmetic" (William m......... 1681)
and noted that it is a part of national wealth.

According to philosophical science, "uncertainty is the state of the decision-making brain, or its level
of knowledge about a specific situation”. In this definition, the activation of the decision made in the human
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subconscious as a risk-generating factor is clearly visible. In the theory of risk management, a person as a
decision-maker is considered as a subject generating operational risks.

Operational risk management in non-financial institutions: Case study in Brazilian Companies (Parera,
L.C.J.....2010) is a study that explains how to manage operational risk in non-financial institutions.

In the article "Operational risk management in non-financial institutions: Case study in Brazilian
Companies"” (Parera, L.C.J....2010), Parrera and others point out that managers pay less attention to operatio-
nal risk management because quantifying the damage is challenging. In actual production, it can be caused
by various risks arising in the production process and operational risk, as the accumulation of these risks can
be detrimental.

In order to fulfill its obligations, the company creates a reserve capital according to the risks taken and
is somewhat prepared to pay the loss; however, as for the risks caused by the personnel or the organization of
the company, it is difficult to determine the probability of their occurrence and the amount of the expected
loss, therefore the foregoing is true for operational risks as well as losses caused by insurance cases based on
accepted contracts.

Low staff qualifications can lead to pre-contractual opportunism because, for instance, if an employer
pays at the level of an average productive worker, then workers with higher experience will decline the
contract and the company will be staffed with specialists of medium and low level, who are unable to
recognize the asymmetric information provided by the client in order to realize preconceived opportunistic
intentions

Attribution of rights and obligations in selection minimizes operational risks but raises monitoring
expenses. Seeking information about it when recruiting, and signing standard contracts with agents and
brokers are two ways to shield the employees from the dangers of carelessness.

It is impossible to properly record information about all the requirements in the contract, and it is also
challenging to fully explain to the client all the regulations prescribed by the regulatory legislation, which is
the source of operational risk.

It should be noted that the actions of contractors are no less a reason for the emergence of operational
risks, and this is especially felt in the cooperation of insurance companies and pharmaceutical companies, as
well as in the relationship between insurance companies and medical institutions. In both cases, there is a
potential for fraud on the part of the agent or broker to indicate false information in the insurance contract,
misappropriation of part of the premium, etc.

Figure No. 1 Analysis of the types and contents of insurance used to classify referrals to the mediation

service
2017 2018 2019 2020 2021
Towl 177 310 284 161 01
dispute/disagreement
health insurance 138 217 212 133 82
Agro insurance 25 78 56 14 4
other 14 15 16 14 5

Source: Insurance Mediation Report from the Association of Insurance Companies of Georgia.
http://www.insurance.org.ge/index.php?a=main&pid=348&lang=geo

According to the mediation report, frequent referrals according to typology refer to: receiving/funding
hospital services, receiving/funding outpatient services, receiving/funding medical services in provider and
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non-provider clinics, funding medicine. As can be seen from the data in the table, the problems of relations
with the insurance company are most apparent in health insurance.

The operational risk that arises in the cases under consideration can be split into two categories: first,
the operational risk resulting from the insurance agent or broker's or staff's failure to provide complete
information on the insured; and second, the operational risk resulting from the contractor company's or
employee's failure to timely or properly fulfill its obligations (liquidity, profitability, sustainability, market).

Solvency Il proposes a standard formula based on the volumes of premiums received and claims paid
and the determination of the level of solvency in relation to the supervisory capital in order to measure
operational risk as a cumulative effect by calculating the solvency margin of the insurance company.

In Georgia, the prerequisite for determining solvency in accordance with the Solvency Il standard was
the increase of supervisory capital, which was implemented step by step and currently amounts to 4,800,000
GEL for non-life insurance, and 7,200,000 GEL for life insurance.

This requirement demonstrates that maintaining solvency at all times is the most crucial requirement
for insurance companies. Therefore, Georgia faces a significant difficulty as a result of the European
legislation. Although each nation has its unique technique for determining the solvency margin, which is
devised by the supervisory agency, the company will receive a high-quality assessment of its financial status
within the framework of conformity with European standards. The current solvency regulation in Georgia is
governed by the order of the head of the State Insurance Supervision Service of Georgia N15 (September 16,
2016, Thilisi) on the calculation of the solvency margin by the insurer when performing insurance activities.
This regulation fully complies with the solvency Il regulations defined by the European Parliament. A model
based on premiums or losses can be employed with a common formula. It is permitted by the norm that
companies with a history of less than three years utilize the model based on the volume of premiums. We
used the following formula to determine the solvency margin of the insurance provider Aldagi for the years
2019-2021:

NIC1+NICo+NICy 5} [1]

SR, = B X max .
¢ { GIC1+GIC2+GIC3’

_ GIC1+GIC,+GIC3 2]

L 3

where, NIC;, NIC,, NICs_ the total net losses experienced within a specific year;
GIC4, GIC,, GIC;— the total gross losses incurred during a particular year.

_ GIC1+GIC,+GIC3 _ 27383000+41540000+29990000
- 3 - 3

L =32971 000

B=Ly;x0.26 =32971000 x 0.26 =8 572 460

Solvency ratio (SR()

NIC1+NIC,+NIC3
SR =B xmax{——2*—-2,0.5
¢ { GIC1+GIC;+GIC3 ' }

The following is an assumption based on the results of the calculation using the provided formula: the
retention coefficient is 0.5 if the ratio of the total of the net losses over the last three years to the sum of the
gross losses is less than 0.5; otherwise, the coefficient is equal to 0.7

SR, = 8572460 % 0.7 =6000 722 lari
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The solvency margin indicates how high the insurance company's minimum capital need should be in
order to ensure its financial stability and safeguard it against anticipated or unforeseen dangers. For insu-
rance companies doing business in Georgia, the margin is 18% of this amount for premiums raised up to 100
million GEL, and 18 million GEL + 16% of the amount over 100 million GEL for premiums raised beyond
100 million GEL. According to the rule, the normative value of the solvency margin is equal to 18 000 000 +
80 692 000 0.16 = 30 910 720. The insurance premium collected by the "Aldagi" company over the course of
three years was 180 692 000 GEL. This data indicates that the solvency margin in the normative level (L =
32 971 000) is high. The financial status of the “Aldagi” company is within the standard based on the num-
ber of premiums collected by the company and compensated losses: the premiums collected are nearly 40-45
percent greater than the losses. The fiscal years 2019-2021 concluded with a profit. The results show that the
company is in good financial shape, but we believe that the standard solvency ratio formula is flawed
because it fails to account for operational risk losses, which are the most readily identifiable risks in the
insurance industry among those listed in the Solvency Il document. For this reason, we think that the
company's underwriting should detail every circumstance that gave rise to operational risk and track the total
amount of losses incurred as a result. In particular, it is advised that 3% of the premium raised during the
year and 3% of the technical reserves be devoted to the management of operational risks, thereby
maintaining solvency by a maximum of 30%. We also believe that the amount of risk capital for operational
risks is insufficient. Uncertainty surrounds the assets available in insurance reserves to compensate losses
brought on by operational risks. The analysis of the audit conclusions of insurance companies reveals that the
risk management block examines market, liquidity, and currency risk management issues, but that
operational risk management is not given any consideration in any of the results. The existence of court
costs, which reflect challenges initiated against the company and in which the court costs are paid, is the sole
data that partially proves the existence of operational hazards.

Results and conclusion

The following suggestions were made in light of the examination, analysis, and computations of the
materials under consideration:

The company's risk management should research the annual losses generated by human capital and
make reference to the management standards defined by the Solvency Il standard in order to detect
operational risks and ensure the solvency of insurance firms.

Financial statements should include information on the cost of losses brought on by operational risk.

The management of the business should put its attention on mitigating operational risk factors rather
than using reserves to offset losses. Prevention includes staff training, prompt discovery of indifference,
fraud, and reckless attitudes, and their replacement. Such a strategy will lessen the danger of operational
risks developing "ex ante" at the contract signing, "ex ante" during the contract's term, and "ex post"
following the occurrence of the covered event.
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