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“Relying on institutional investors to self-regulate is the economic equivalent of letting children decide their own diets” 

Prof. B. Eichengreen UC Berkeley May 2009

“But there is a problem: banks have been tightly regulated for years, both in the United States and Europe, and of all the institutions hurt by the financial crisis, they are the most in trouble”

Peter J. Walliston American Enterprise Institute January 2009

OVERVIEW

There are few who would argue with the proposition that in the last two years the world’s money centers have generated negative net externalities. The United States, much of Europe and a number of other important countries are in formal recession and there has been a massive loss of apparent wealth following collapses in property and equity valuations and greatly increased risk spreads for most fixed interest securities and structured instruments. Any component of the global economic system that can do such damage needs to be governed – but how?  Certainly, while Marxian analysis forecasts such a crisis, it is far too early to ring the bell on mixed capital based economies.  However there will clearly need to be a number of well thought through changes in the way that the financial sector capital intermediation and risk transfer processes operate.  

While it will be decades before any real consensus is reached on what went wrong during and after 2007 (exactly a century after another warning bell tolled) a number of findings can be listed at this early stage.  Some of them are obvious in retrospect and some are new:

· Market discipline is an oxymoron – increasing spreads and reducing equity prices proved to be relatively ineffective in influencing managerial behaviour.  Short term greed will evidently trump common sense in even long established core financial institutions, particularly if macro policy settings and money flows dampen normal risk signals – corporate governance evidently needs to be supervised if it is to do its job.  

· Shareholders have few options in reality to enforce governance but supervisors also find it hard to do their job, unless the law forces them to do so.  Insider and market information appear to have been largely ignored.  Political and other influences will often lead to forbearance and avoidance of duty, particularly if large and powerful organizations are involved.
· The general public has short term horizons and often does not understand the risk return tradeoffs in financial products. Financial literacy is a long term goal at best and effective but non distorting consumer protection is a more important policy imperative in the short to medium term.  

· This short-termism can have a malign influence at the political and regulatory level – particularly if linked to a prevailing orthodoxy and certain unrealistic social objectives – such as housing for all.

· Some financial organizations have become so large and interlinked that they represent systemic risk in their own right – and normal resolution processes may cause more harm than good.  In fact there is some doubt that any supervisor would have the skills and capacity to resolve such organizations.

· Some products and systems have become too complex for supervisory bodies to comprehend and financial innovation may not be worth the resultant costs, particularly if designed to maximize intermediary and personal profit rather than to improve intermediation to the real sector. Certainly the financial sector has become a very expensive vehicle for allocating capital – as a percentage of US GDP it doubled in the last 20 years and it has appropriated a disproportionate share of overall profits (more than 40% in some recent years).
· Accounting standards can become dysfunctional and pro-cyclical during and immediately after an asset bubble.  Liquidity risk can be more important than credit or market risk in setting asset exit values when a bubble bursts.
· The transmission process from the financial sector to the real sector has become much more powerful and much more rapid in effect.  Countries in Africa that one would have thought were insulated saw their GDPs dropping rapidly within 3 months of the late 2008 credit freeze in the industrial countries.

· Cross border and group level governance and supervision of financial institutions has been ineffective at best.

An unwelcome lesson is that the financial sector cannot always be trusted to allocate capital efficiently under current risk models – and possibly, because of incentive effects, even if more accurate risk models were introduced.  However the ways in which the financial architecture should be changed are not obvious, despite a recent avalanche of papers from the academic and special interest communities (most of whom can be found on the web or the pages of the FT).  The current global review also needs to look beyond regulatory failure and consider the fact that misguided macro and social policies have contributed to the crisis.  Thus the new system will have to more explicitly allow for economic cycles (i.e. bubbles and their aftermath) and political short sightedness as well as what is now being called ‘remuneration risk’. 

Regulation almost always has a cost and knee jerk reactions can lead to a net reduction in social welfare. Indeed in my early days in the insurance sector in Australia we operated quite successfully with virtually no regulation of the P&C sector  – the Royal and the Commercial Union set the rules and every one more or less followed them.  The Life Act had been around since 1946, but largely relied on the actuarial profession to act as guardians of the gate. It did not refer to risk capital – this was built into the mathematical reserves.  That system worked well for many decades but eventually broke down under three influences – the first was the late 1970s/ early 1980s inflation and the others were globalization and convergence, leading to much increased levels of competition, sometimes incorporating much riskier investment strategies in an effort to raise returns.  

Insurance pricing and risk cycles had of course been noted before the 1980s in more competitive markets. The UK life insurance sector saw its capital buffers dangerously reduced in the late 1940’s because of out of control competition on the back of unsustainable bonus rates, and non life cash flow underwriting begun to rear its ugly head some time later – most notably with the demise of the market leading Vehicle and General following the removal of the UK motor market tariff .  However the competitive cycles could be contained and did not appear to have any systemic implications – they were seen as a necessary cost in a relatively laissez faire environment.  

The situation has now changed. We have seen increasing levels of systemic risk arising from the insurance sector, with AIG becoming the extreme example.  In the Caribbean governments and supervisors are grappling with the evolving CLICO/ BAICO situation and within the last decade or so we have seen insurance sourced systemic risk arising in Ireland, Australia and Jamaica.  In almost all cases the risk has become systemic through insurer links to banks and/or the property development sector.

In the following sections of this paper the current financial position of the major insurance markets will be reviewed, the international policy response will be outlined and some relevant questions asked. However two key messages can usefully be given at this point:

1. The insurance sector needs to aggressively transmit a ‘get real’ message out to those setting the new regulatory agenda – at present the agenda is in danger of being captured by academics, policy bureaucrats, and bankers.

2. The broad welfare impact of the regulatory system must be the overriding objective, not meaningless precision or testing some arcane accounting theory.  The policy setters need to remember that there are only three legitimate justifications for imposing the direct and potentially distortionary costs of regulatory oversight, namely:

i. Making sure that financial institutions meet their critical life cycle based obligations to consumers (e.g safe delivery of retirement funds or health service funding).  This could be deemed to include ‘suitability’ criteria but there needs to be a limit to the role of the state in taking over responsibilities that should lie with its citizens.

ii. Mitigating adverse impacts on the real sector (i.e. systemic risk management)

iii. Removing market inefficiencies such as monopoly structures at one extreme or incompetent or fraudulent competition at the other – a key role for minimum capital and licensing rules in the insurance sector. 

FINANCIAL STATUS OF THE INSURANCE SECTOR

To date, and AIG aside, there has been no indication of crisis induced global systemic risk arising from the insurance sector and in the case of AIG the relevant units were not overviewed by an insurance supervisor
.   However there is plenty of evidence of contagion from the banking sector to the insurance sector and this is reflected in market valuations (Chart 1).

These valuation effects are enormous despite the major insurance markets being relatively less affected so far in terms of GDP.  The United States has seen an annualized GDP drop to April 2009 of approximately 3%, while Europe averages a decline of around 4%, with Germany at the upper end of the major EU economies at minus 7%.   Japan, which is often tag teamed with the major Western economies, has seen a GDP decline approaching 10% but much of emergent Asia continues to show relatively robust growth despite the occasional failure of a financial entity – the lessons of the late 1990s have been well learned.  Developing countries, especially in Africa have been especially badly hit. 

The causes of these major losses of market value are still being debated but will likely reflect some of the following:

· A realization that the excessive financial sector profits of the past are now probably at an end.

· Significant liquidity effects on current exit values – some academics believe that liquidity risk accounts for more than 50% of current discounts from balance sheet valuations.

· A general belief that assets not held at current exit values are overvalued in financial institutions’ balance sheets, the previous point notwithstanding.

· A concern that the real sector will decline further with disproportionate feedback effects on the financial sector.

Chart 1:  Relative valuation effects – Banks and Insurers
[image: image1.emf]
Source: Actuary Australia – May 2009

In a sectorial sense, the insurance sector is now seeing related credit default swap spreads in excess of the banking sector - even though its aggregate balance sheet has held up much better to date in economic terms. Whether this situation can be maintained is a subject of much debate but it is clear that there is not a simple correlation between the location of core financial impairment and the subsequent impacts.  The most likely reason for this is preferential governmental action to support the banking sector (‘which is different’), both in terms of deposit guarantees but also in terms of assistance in raising capital at a cost that will enable them to rebuild their capital.   The numerous liquidity and capital support mechanisms deployed in the US have been well publicized.  It may be less well known that 12 industrial countries provided blanket guarantees to the liability sides of their banking sectors’ balance sheets immediately  after the events of early August, 2008.  In Europe the Dutch and British governments have shown a willingness to effectively nationalize banks (e.g. Fortis and Northern Rock) and be active participants in their resolution. On the other hand the Fortis insurance operations were quickly divested by the Dutch government.

An examination of capital losses and capital raisings to date (Table 1) demonstrates that the absolute capital needs of the insurance sector are likely to be substantially less than those of the banking sector, although significant losses are still to emerge in both sectors (see Fair Value discussion below):

 Table 1:  Global Capital Raisings Q3 2007 to Q1 2009: US$ billions

	
	Write downs/ 

 capital losses
	Capital raised

	Banks 
	983
	900

	Insurers
	226
	126


      Source: Bloomberg
The insurance figures largely reflect US life and benefits (annuity/ health) insurers as the position in Europe tends to be less transparent, and as noted there is greater willingness of EU governments to intervene directly.  Groups containing insurers that have been bailed out in Europe include Fortis, ING and Aegon (with Fortis causing an unusual quarterly loss for Ping An in China). Not coincidentally Aegon and ING are the two major European insurers with the highest relative exposure to life insurance. 

The best publicized private capital raising in Europe has been for Swiss Re. which was exposed to risky credit instruments of both sides of its balance sheet, and is now ‘de risking’ by winding down its investment banking division.  Berkshire Hathaway could eventually own up to 25% of Swiss Re. if it converts the US$3.9 billion of bonds it purchased (at a 12% coupon) after three years.    Other capital raising activities include Allianz selling its Dresdner Bank holding.  The large German insurers are exposed to covered bonds issued by the Landesbanks and this will warrant watching.

One disturbing straw in the wind has been the refusal of three major British life insurers to report full year figures under Market Consistent Embedded Value (MCEV), a revised version of European Embedded Value methodology
 that allows for risk in a consistent manner. Old Mutual, which did report its MCEV result, claimed that its profit would have been at least 25% higher under the older standard.  Such actions clearly raise public concerns about the strength of the non compliant insurers.

In 2008 seven life and benefits insurers became impaired in the US, two allegedly because of direct exposure to sub-prime instruments.  Three have become impaired so far in 2009.  A.M. Best has downgraded 64 life and annuity insurers this year (to April) and only awarded three upgrades.  The firm expects a significant deterioration in the US life and benefits sector’s impairment frequency in 2009 and 2010. 

Reflecting this, the US government has recently announced that six major life/ annuity insurers will be permitted to access the Troubled Asset Relief Fund (TARP) through the relevant capital raising intermediary.  Allstate, Metlife and Ameriprise have all indicated a preference to raise capital in a currently rising market. However the fact that the government thought fit to make this move public is an indication of the significance and fragility of the life/ annuity sector, which accounts for a significant portion of national corporate bond financing.  Adverse trends - aside from direct realized and unrealized capital losses - include reduced income from investment linked contracts as policyholders surrender or switch to contracts with embedded guarantees (thus pushing up capital charges), low running yields on investment grade liquid securities and debt, and increasing costs of capital.   The US life and benefits sector has been competing with banks and mutual funds over the last few decades with increasingly sophisticated and investment based product structures – recently 63% of all life and benefit sales have been annuities – and this has considerably raised its risk profile.  A number of European based insurers also have significant variable annuity exposures in the US.  For those insurers with a poor ALM situation accelerated surrenders have the potential to adversely affect solvency relatively quickly. 

The non life sector by virtue of its business model (more short term liabilities and relatively strong liquidity) is generally less exposed than the life/ annuity sector to the direct effects of the crisis, except for the monolines and others underwriting credit risk.  Of total underwriting losses of US$20 billion in the US in 2008, more the US$15 billion arose from credit related business.  However indirect effects will put pressure on profitability and capital, including reduced demand (growth in the non life sector is closely correlated with real sector growth)
 and resultant price competition, low returns on short term high quality liquid assets, an increased propensity to claim (and engage in fraud) in straightened times and increased liability claims arising from tort actions emerging from the mortgage meltdown.  This is likely to increase impairment levels but is very unlikely to cause systemic issues or threaten the finances of state guarantee funds.  Similar feedback effects can be expected in the European non life sector.  

An alternative source of capital for insurers is of course the reinsurance sector.  However this is likely to be more expensive for a period and reinsurers may become increasingly selective.  The major markets (US, Bermuda, the EU majors) saw approximately 15% of their capital disappear in 2008, despite a significant release of reserves, and the situation will not have improved in 2009.   The second tier group of reinsurers is likely to have seen a larger drop in capacity.

In this environment regulators would normally be encouraging merger and acquisition activity to reduce the number of weak players and to limit resolution costs.  However the weakened capital position of the major global insurers, not to mention leading names in large transition countries, will limit the scope for consolidation.  Such acquisition action as is occurring is emanating from the more traditionally managed Asian and European insurance sectors.  ING’s Taiwan operation was recently sold to a local group and AIG has begun its property and business divestment program with transactions in the Philippines and Japan.   Zurich Financial Services Group has purchased AIG’s 21st Century Insurance Group and Da-ichi Life of Japan has recently acquired an interest in a stressed Australian life insurer.  

Table 2:  Insurance sector priorities

	Issue
	Priority in North America
	Priority In Europe
	Priority in the Middle East and Asia

	Investment performance
	1
	1
	2

	Macro economic trends
	2
	4
	4

	Capital availability
	3
	3
	3

	Equity markets
	4
	2
	1

	Too much regulation
	5
	7
	6

	Complex instruments
	N/a
	5
	N/a

	Cost management
	N/a
	N/a
	5


Source: Insurance Banana Skins 2009: Centre for the Study of Financial Innovation, New York
Finally it is of interest that the financial crisis has forced a remarkable degree of consensus between senior insurance managers around the world (Table 2).  The main concerns expressed all resonate with the issues being raised at international governmental and local regulatory levels. The very evident preoccupation with short term income, capital and risk issues is further highlighted by the way in which headings have moved since the previous survey in 2007 (Table 3).  Thus the current environment provides a unique opportunity for the insurance sector and the regulators to reach consensus on what overview and control systems makes sense going forward.  In this they have a common interest – banking is different and riskier in a systemic sense and insurers should avoid being caught up in the regulatory regime that will be imposed on the deposit takers.  To ensure that this differentiation in approach is maintained the industry will need to keep to its core business and not be seen to facilitate regulatory arbitrage against banks or securities houses.

Table 3:  Movement in Insurance Management Priorities 2007 to 2009
	UP:

· Investment performance

· Equity markets

· Capital availability

· Risk management techniques

· Reinsurance security

· Complex instruments

· Interest rates


	DOWN:

· Too much regulation

· Management quality

· Managing technology

· Natural catastrophes

· Climate change




REGULATORY REFORM

G20, FSF, IMF and IAIS
The overriding ‘rules’ of the game in designing a new Financial Architecture were laid out the recent G20 meetings in Washington DC (November 15th, 2008) and London (April 2nd, 2009).  The ‘principles for reform’ outlined in Washington DC were as follows (see Annex I for explanatory text and Annex II for action plan):

1. Strengthening Transparency and Accountability

2. Enhancing Sound Regulation

3. Promoting Integrity in Financial Markets

4. Reinforcing International Cooperation 

5. Reforming International Financial Institutions

A number of specific issues were also flagged in the Washington ‘Declaration’ including:

· Mitigating pro-cyclicality in regulatory policy

· Reviewing and aligning global accounting standards

· Strengthening the resilience and transparency of credit derivate markets including reducing their systemic risk

· Reviewing compensation policies as they relate to incentives for risk taking 

· Defining the scope of systemically important institutions and determining their appropriate regulation or oversight

Subsequent to the meeting four working groups were established to move the action plan forward and to report at the London meeting:

1. Enhancing sound regulation and strengthening transparency

2. Reinforcing international cooperation and promoting integrity in financial markets

3. Reforming the IMF

4. The World Bank and other MDBs

The London meeting expanded and elaborated the Washington principles.  In particular it gave the IMF and a newly minted Financial Stability Board (the old FSF) responsibility to deal with systemic issues including:

· Macro-prudential risks

· Ensuring that regulation covers all systemically important financial institutions and markets (including hedge funds)

· Taking action against non cooperative jurisdictions – ‘the era of banking secrecy is over’

· Extending regulatory oversight and registration of Credit Rating Agencies.

Of particular interest is that the FSF appears to have been given a meta and coordinating role with regard to financial sector regulation (see Immediate actions under ‘Reforming International Financial Institutions’ in Annex II), will house a Standing Committee on implementation of Standards and Codes and ‘expects international standard setting bodies (SSBs) to report to the FSB on their work without prejudice to their existing reporting arrangements or independence’.  However the Action Plan clearly sees a number of specific roles for the international standard setters in dealing with crisis related reforms, viz.

Immediate Actions:   ‘The IMF, expanded FSF, and other regulators and bodies should develop recommendations to mitigate pro-cyclicality, including the review of how valuation and leverage, bank capital, executive compensation, and provisioning practices may exacerbate cyclical trends’, and

Medium-term actions: ‘The appropriate bodies should review the differentiated nature of regulation in the banking, securities, and insurance sectors and provide a report outlining the issue and making recommendations on needed improvement’.

More recently Working Group 1 has directly acknowledged the role of IAIS and effectively laid out its role in designing the new regulatory infrastructure – ‘The Working Group welcomes efforts by the IAIS to address issues that have emerged from the crisis with respect to the solvency of insurance companies.  This work plan should take into consideration the need for group-wide solvency requirements that take into account all the subsidiaries in internationally active insurance groups’, and 

‘The IAIS is elaborating its medium to long term strategic focus through examining issues related to the supervision of internationally active insurance groups, macro elements of prudential supervision including contagion effects and the issue of non-regulated entities and regulatory consistency across financial sectors.  A report is due in June 2000’.

IAIS had in fact anticipated this request by setting up a ‘New Focus Task Force’ (NFTF) in October, 2008 with a primary mandate to ‘explore options for the extension and focused development of the supervisory framework, ultimately as concerns the supervision of internationally active insurance groups’.  

The IAIS documented its position in a detailed response to the G20 Action Plan in a note published on February 13th, 2009.  Between the lines this note signaled an emerging tension between its ongoing standard setting and implementation activities (which are fundamental inputs and background to the country self assessment and IMF/ World Bank Financial Assessment processes) and the need to respond to the G20 agenda. Subsequently the NFTF submitted a proposed process for developing a common assessment framework for internationally active insurance groups (IAIGs) to an IAIS Executive Committee Retreat held in Washington DC in mid May, 2009. This proposed process links with work being done by the Technical Committee and its subgroups on such matters as solvency, Colleges of Supervisors and the IAIS Multilateral Memorandum of Understanding on Cooperation and Information Exchange (IAISMMoU). 

The key issue addressed at the Wshington retreat in light of IAIS’ expanded mandate was prioritization, including a review of the the balance between its two primary objectives of policyholder protection and contributing to global financial stability.  Resourcing and financing the program will be discussed once the core work program going forward is agreed.  One interesting point to be raised by a number of IAIS constituents is the need to better define the meaning of ‘macro-prudential’.  

Given the work being done on solvency and capital by the US and EU (and by the World Bank for less developed markets) and on governance and consumer protection by the OECD and World Bank it would make sense for IAIS to become more of a transmission/ translation mechanism for these regulatory vectors.  On the other hand the topics allocated by the G20 fit naturally with IAIS’ membership and global role, and considerable good work has already been done (e.g. the MMoU).  Working with the FSB and IMF IAIS could quickly make a significant contribution to the macro, group and cross border regulatory framework.

EU and USA solvency and accounting developments are discussed in some detail below with NAIC, CEIOPS, FASB and IASB being the key regulatory players. However there are many other bodies seeking and providing input including special crisis task forces set up by the IASB (Financial Crisis Advisory Group) and the International Actuarial Association (IAA), and a range of industry representative bodies.  Possibly the topic generating most disputation is the definition and use of fair values, with industry bodies such as GNAIE seeing this as being at the core of the crisis while other bodies such as the IAA see off balance sheet vehicles as having had more impact.  The fair value issue is discussed below.

At the political level both the US and EU are looking to rearrange their regulatory and supervisory deck chairs with a view to achieving better early warning of systemic risk build up and improved regulatory and supervisory coordination..  The EC issued a paper on May 27th, 2009 that laid out its intentions.  These include the establishment of a two new entities, namely a European Systemic Risk Council (ESRC) to ‘monitor and assess potential threats to financial stability that arise from macro-economic developments’ and a European System of Financial Supervisors that will work with the EU’s umbrella banking, insurance and securities supervisory bodies to ‘safeguard financial soundness at the level of individual financial firms and protect consumers of financial services’.

Political constituencies in the US are already moving to protect ‘their’ supervisors and the various supervisors are jockeying to have a role in the oversight of systemically important institutions.  It is not clear what will eventually emerge.

Solvency II:

The EU Insurance and Reinsurance Solvency II Framework Directive (SII) was approved on April 22nd, 2009.  Due to be implemented in late 2102 or early 2013 it represents a massive change in regulatory dogma and the role of the supervisor.  However it is also likely to be the starting point for all considerations of regulatory reform outside the EU for the foreseeable future including the current NAIC solvency review.  The financial crisis has already led to some rethinking of the way in which the working regulations should be drafted (Lamfalussy stage II) and consistently implemented across the EU (Lamfalussy stage III).

Solvency II has three Pillars: solvency capital; supervisory overview of corporate governance and risk management systems; and transparency (i.e. market discipline).  The author’s views on market discipline have already been stated.  Although the market often signals distress long before supervisory processes pick it up insurance supervisors have a poor track record in recognizing and reacting to such inputs and shareholders have in practice only been able to vote with their feet.  At the end of the day governance and discipline relies on boards and management, and where it is deemed relevant, supervisory oversight.  The UK FSA was allegedly slow to react to employee concerns about Independent and in Australia APRA was warned about the position of HIH many times, both through stock market trends and direct market feedback well before that insurer ceased trading. The Canadian RBS system is perhaps the only supervisory arrangement that formally recognizes such risk indicators for rating purposes and it is not clear that Solvency II will incorporate such inputs.  For this reason this section will focus on the first two Pillars, which are closely integrated and likely to form the heart of the system.

The essential thesis in solvency II supports the view that risk management is primarily the responsibility of management and boards and thus a principles based approach (as opposed to an imposed rules based approach) is required. However this responsibility needs to be overviewed by the supervisor who will, if necessary communicate a ‘needs to do better’ finding (including raising capital levels). Concomitant with this governance theme is an approach to determining liability and asset values and capital which derives largely from the thinking of the International Accounting Standards Board.  The Board has a strong bias towards accounting harmonization between sectors (i.e. some members apparently believe that all business activities can be reduced to common elements) and the reporting of economically meaningful profits (i.e. the profit and loss statement’s needs now dominate the balance sheet). In summary assets and liabilities are to be accounted at fair value (called market consistent values in SII language) and capital will thus bear most of the balance sheet risk and uncertainty.  

Under SII two levels of capital will be determined – a Solvency Capital Requirement (SCR) and a Minimum Capital Requirement (Articles 100 through 133).  The SCR is calibrated to a one year value at risk (VAR)
 metric of 99.5% and the MCR to a metric of 85%.  In other words the SCR should ensure that there is a 99.5% probability that the insurer will still be solvent after one year. Similarly to the US RBC system supervisory intervention becomes formalized once the upper solvency level has been breached (Figure 1)
The standard SCR consists of a Basic Solvency Capital Requirement that allows for non life underwriting risk, life underwriting risk, health underwriting risk, market risk and credit risk (counterparty default risk), plus a formulaic addition for operational risk and an allowance for the impact of uncertainty (unexpected risk) on technical provisions.  While a standard formulaic approach will be disseminated for the SCR, insurers will be encouraged to develop internal models (or partial models) based on their own asset, liability and business model risk profile.  A major reason for private sector support of SII has been the perceived opportunity to use capital more efficiently through internal models. 

Figure 1: Solvency II – Pillars I and II
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The SII lays out the risk factors that must be incorporated into the capital determination and allowed for qualitatively in an insurer’s internal enterprise risk management (ERM) system.  The factors differ by primary class of business (life, non life etc) and some Pillar II risks (e.g. liquidity) are not mandatory for Pillar one calculations.  A core element of the Pillar II process, which will feed into Pillar I, is the Own Risk and Solvency Assessment (ORSA) which is self explanatory.  This will probably form a key element in the supervisory oversight process. Fit and proper rules will presumably also become more important as the technical skills required to be part of the governance process of an insurer will be significantly raised, although their application is likely to vary across countries: the insurance industry far more than the banking or securities sectors tends to be owned and controlled by politically connected insiders.

One major innovation of SII (Articles 74 through 100) is a move towards a Basel II style definition of the solvency buffer (see Annex IV for a brief comparison of Solvency II and Basel II). Instead of adjusted shareholders funds the SCR will be compared to a weighted combination of liability side items and other funds sources.  Own funds can include net assets, subordinated debt and hybrid instruments and is divided into basic own funds (net assets plus subordinated liabilities less treasury stock) and ancillary own funds (i.e. callable funds).  Basic and ancillary funds are categorized into three tiers (see Box 1) according to the proportion of the relevant item that may be included in eligible own funds for comparison with the two solvency measures.  Ancillary own funds and half of Tier II will not be eligible for comparison with the MCR.

Box  1 – QIS 4 Eligible Own Funds Weighting Tiers

Tier I 

Net assets

Subordinated mutual member accounts

Hybrids and subordinated liabilities equivalent to equity

Tier II (Own Funds)

Hybrids and subordinated liabilities intended to cover insurance liabilities and with a term of at least 5 years.

Tier II (Ancillary Funds)

Unpaid equity and non cumulative preference shares

Unpaid and callable hybrids eligible for Tier I

LOCs and guarantees

Calls available on mutual memberships

Available calls equivalent to Tier II own funds

Tier III

Hybrid capital and subordinated liabilities with a term of less than 5 years

Source: CEIOPS QIS4 technical specification

Various approaches to defining SCR, MSR and eligible own funds have been tested with European insurers over the last few years.  Known as Quantitative Impact studies (QIS) these have attracted more insurer input with each round.  QIS4 results were published in late 2008 and showed that 99% of insurers responding satisfied the QIS 4 MCR requirement.  Approximately 11% of insurers did not satisfy the SCR test (13% in the case of large insurers).  However these results reflect 2007 balance sheets and it is not known how the crisis will have affected the results – the current interim period before implementation is being dubbed QIS5 by some observers.  One feature to emerge is that hybrid capital may form a larger component of Tier I than under Basel II. 

Another fundamental innovation has been the removal of investment limits and their replacement with a prudent person principle.  This is a particularly brave step and there is some evidence that it being rethought (see below). The EC has reserved the right to reintroduce investment limits.

The impact of the financial crisis on SII is discussed at some length in a paper published by CEIOPS on March 19, 2009.  Some elements  now under more detailed consideration as a result of the financial crisis are as follows:

· Recalibration of some risk loadings (e.g. market volatility,  counterparty non performance, asset dependency structures) 

· Reconsider the treatment of liquidity risk – should there be an explicit module or sub module in the standard solvency formulae?

· Ensure supervisors can operate at group level (including holding companies, non regulated entities and off balance sheet entities) and continue the development of colleges of supervisors 

· Consider ‘through the cycle’ (i.e. dynamic) reserving for classes of insurance affected by the business cycle (e.g. mortgage lenders insurance)

· Review the credit risk loading applied to loss given default (LDR) provisions –at 50%, it allows for reinsurance credit risk but may be inadequate for structured instrument counterparty risk

· Allow for custodial non performance in assessing counterparty risk?

· Increase the focus on insurers investment policy and rules under Pillar II – insurers should have investment limits even if there are none under SII  (as noted above one wonders if the EC now feels that it made a mistake here – see Principles versus Rules based discussion below)

· Ensure that key managers (including senior managers) understand the standard and any internal risk models – otherwise they will not be approved

· Emphasize the role of stress testing (including to breaking point – reverse stress testing) in challenging the capital model outputs

· Increase the risk loading on policy reserves in periods of high uncertainty

· Consider the risk capital implications of ‘remuneration risk’

The CEIOPS note also re-emphasizes the important role of the internal risk management function and SII anticipates that large entities/ groups will appoint professional risk officers.  However there appears to be no prescription regarding the independence and reporting lines of such individuals.

A cost benefit analysis has been carried out for the impact of SII. This concludes that SII will have a small net economic benefit largely through better asset allocation and the development of deeper long term fixed interest markets.  Equity holding are likely to be scaled back and reallocated with possibly some impact on market liquidity. One unstated benefit is that many smaller and less professionally managed insurers may be driven to close or merge.

Fair values and cyclicality:
As noted above the definition of fair value has been the subject of considerable controversy. Broadly speaking it is the selling or exit price of an asset (or equivalent price for a liability) and thus does not include any transaction costs.  In the USA it is covered by FAS 157 which was issued in September 2006. FAS 157  is a principles based standard – presumably causing a degree of discomfort for the rules orientated American accounting profession.   The key innovation was to define a three level hierarchy of inputs to determine fair values, namely: Level 1 consists of the most observable market inputs (i.e. quoted prices on sintegrated highly liquid markets); Level 2 covers securities valued using observable inputs (e.g. prices in similar markets for similar instruments); and Level 3 covers unobservable inputs (i.e. in the case of highly illiquid instruments such as bespoke derivatives and structured instruments).  The issue of illiquid markets was also addressed at the time FAS 157 was promulgated with the general conclusion being well defined by the Center for Audit Quality in a white paper (Measurement of Fair Value in Illiquid Markets).  This argued that even in inactive markets valuations from observed trading had to be an input to valuation.  This was not an issue at the time as markets were not distressed.  

While listed equities and preference shares should clearly be held at fair value (i.e. market) an option exists under both IASB and FASB standards for fixed interest securities and property to be valued at fair value or on an amortized or cost basis at ‘first recognition’.   Generally an ‘intent test’ is applied, with the auditor being the only effective ‘independent’ check on whether the intent applied is reasonable.  The intent relates to whether the asset is to be held in a trading book or as a long term investment.  In practice some auditors have appeared to be more concerned with consistency (e.g. between statutory and published accounting approaches) than with categorization. One disciplinary measure that both standards applied in their original forms was that once an election had been made to use fair values for a particular asset or asset class the decision became irrevocable.

 There are situations in which it is quite clear that fair value should apply – for example the trading desks of investment banks.  Thus US investment banks (now largely an extinct breed) were required to mark to market a large proportion of their balance sheets and saw huge losses mounting under the pressure of at least two  types of liquidity spiral – precipitating the ultimate freezing of credit.  US commercial banks in contrast hold approximately 60% of their assets (mainly loan related) at ultimate repayment amount unless actual loan default occurs (Table 4). 

Table 4: Losses realized – Q2 2007 to Q42008, US$ bilions

	
	US Investment banks 

(broker dealers)
	US Banks

	Losses on assets held at fair value
	45
	170

	Other losses and write downs
	4
	267

	Total
	49
	437


Source: McKinsey

Thus it could be argued that the fair (or exit or market consistent) value methodology had direct systemic consequences through the primary brokers while the banks will be allowed to realize a good part of their US1 trillion plus yet to be realized losses in a leisurely and less threatening manner
, with the added comfort of enhanced trading margins. Bank of America disclosed in February 2009 that it ended 2008 with US$886.2 billion in loans, but estimated the fair value for these loans as US$841.6 billion. 

The relevant IASB standard is IAS 39 Financial Instruments: Recognition and Measurement 
 (sometimes called the most difficult standard – see www.iasplus.com/standard/ias39.htm  for its long history).  This standard was amended in October 2008 (allegedly under EU pressure) to allow re- classification of non derivative securities (i.e. as held for trade or as a long term asset), partly on the grounds that FAS 157 allegedly allowed some limited reclassification.  In April 2009 the US FASB introduced greater flexibility in its asset classification rules and provided a more rules based guide as to how fair values should be determined in an illiquid market.  This places less weight on current observable prices than had previously been assumed. FASB has also allowed ‘other than temporary impairment’ of loans to be split between credit related loss (to go though the P&L statement) and other factors (to be reflected elsewhere). These amendments have enabled the US Prudential to recently declare a profit of US$14 million rather than a loss of US$400 million for Q1 2009.  The market reacted positively to this news (so much for efficient markets) and Prudential may now find it easier to raise capital.  

Under pressure from the G20 IASB has now released a draft Fair Value guideline for comment (by September 28, 2009) which largely parallels the FAS 157 standard.  Possibly in reaction to criticism that it has lost some independence IASB has also indicated that it intends to replace IAS 39 and a summary of the relevant minutes of a Board meeting held on June 5th, 2009 appears in Annex V.  The ultimate outcome is likely to be a return to the prohibition on reclassification but a more flexible approach to valuation.

The basic argument used to justify a more flexible approach to security valuations is that in extreme situations market or market consistent valuations do not reflect the present value of the cash flows that will be generated by the asset concerned. Thus a well run financial institution with a strong asset liability structure and good liquidity resources could be forced into insolvency unnecessarily because its assets are valued at unrealistically low levels.  This has in fact been an argument for supervisory forbearance and used as such many times in the past (including for Australia’s second largest life office in the 1970s).  

These developments are relevant because, as  noted earlier, Solvency II requires that all insurance assets and liabilities be valued on market consistent bases (i.e. at fair value) thus abrogating the mixed attribute approach (see Annex III for extracts from the relevant CEIOPS consultation paper). To be specific (Art. 74):

· Assets shall be valued at the amount for which they could be exchanged between knowledgeable willing parties in an arm’s length transaction.

· Liabilities shall be valued at the amount for which they could be transferred , or settled, between knowledgeable willing parties in an arm’s length transaction. 

· When valuing liabilities, no adjustment to be taken of the own credit standing of the insurance or reinsurance undertaking to be made.

The last bullet point is essential as the paradoxical situation would otherwise arise that an insurer’s net assets could be seen to be improving as its credit rating declined (and hence the relevant risk adjusted valuation discount rate increased). 

There are no liquid markets for insurance liabilities.  What this means for technical provisions is laid out in Article 76 and summarized below:

1. The value of a technical provisions shall be equal to the sum of a best estimate and a risk margin as set out in paragraphs 2 and 3.

2. The best estimate shall correspond to the probability weighted future gross cash flows, taking account of the time value of money (i.e. the expected present value of future cash flows), using the relevant risk free interest rate term structure.

3. The risk margin shall be such as to ensure that the value of the technical provisions is equivalent to the amount insurance and reinsurance undertakings would be expected to require in order to take over and meet the insurance and reinsurance obligations.

4. Insurance and reinsurance undertakings shall value the best estimate of the risk margin separately.

From a utility point of view this valuation approach basically acknowledges that those responsible for an insurer’s governance (and potential assumers of the liabilities) would prefer over time that provisions are somewhat more likely than not to be adequate.  Effectively a risk margin is being put on top of a symmetrical quadratic utility function (i.e. the further the estimate is away from the real value the worse the error is deemed to be), and fair value is defined as being greater than expected value.

The London based IASB (its standards are now used in more than 100 countries) and the US FASB have been working on accounting standard convergence since 2002
, and in 2008 FASB agreed to establish a joint project with the IASB group working on the valuation of insurance contracts.  On May 27th 2009 FASB reported on relevant decisions reached at meetings held on February 25th, 2009 and May 18th   2009:

· The Board agreed to explore an approach where an insurance contract is measured at current fulfillment value rather than fair value as defined in FAS No. 157 (Exit value). The fulfillment value would be entity specific and not require consideration of market participant views.

· The Board agreed that in principle the initial recognition of an insurance contract should not result in the recognition of an accounting profit.

· The Board decided that an entity should expense all acquisition costs when incurred. It also recognized that an entity should not recognize any revenue (or income) to offset those costs incurred.

· The Board reached no decision on risk margins.

The accounting treatment of insurance contracts is expected to be resolved by 2011 with a number of battles no doubt still to be fought.  However the approach being adopted by FASB seems to be sensible and hopefully the cavalier approach initially adopted by IASB regarding the insurance contracts standard is now a thing of the past.  The prohibition  on allowing for own credit standing under SII will however need to be reconciled with an entity specific approach.

The impact of asset bubbles on capital and risk has been mentioned by almost all commentators.  During the growth stage asset bubbles are often accompanied by reduced volatility and of course they seem to increase solvency (often with liabilities decreasing because of assumed increased future investment returns – which is evidently allowable under some actuarial standards, albeit with risk margins incorporated)
.  The reduced volatility feeds into reduced VAR capital requirements.  When the bubble bursts correlations appear, liquidity risk becomes evident and as noted above market based exit values can systemically drop below the NPV of an asset’s future cash flows.  This issue is being examined at both regulatory (see above) and academic levels with a view to adjusting required capital and reserving  levels in an anti cyclical manner.  Aside from more aggressive use of stress testing there have been various proposals to link VAR to statistical measures related to asset price movements.  However there is presumably a limit to just how complex the Solvency II system can become.  

The basic issue of determining asset fair values in stressed market conditions has now hopefully been addressed, partially because of pressures applied to both IASB and FASB to review and clarify the intent in light of actual experience ( as opposed to Platonic theory).  However under the new more relaxed  interpretations there is a need for FASB to become more prescriptive as to when fair value methodology should (as opposed to may) be used if egregious regulatory arbitrage is to be avoided in the future.

Group and cross border supervision and systemically important institutions:

The challenges involved in developing cross border regulatory and supervisory regimes became evident when the relevant articles had to be removed from SII.  The original intent was that a single EU supervisor would have over-riding responsibility for each insurance group and that capital could be transferred between various parts of the Group as required.  This concept had the support of the insurance sector and the European Parliament, but in the end more than half the EU states opposed the proposal on the grounds that the funds backing the insurance liabilities in their countries would inevitably end up in the major insurance centers (i.e. UK, France, Germany and Italy).  Having a reasonably intimate knowledge of the position of the four CL Financial Group life insurers the author has some sympathy with this view, although it theoretically leads to an inefficient use of capital as diversification effects cannot be applied.  In practice the rejection of the group supervision articles in SII will probably lead to a greater use of branches and internal reinsurance by large insurers and the small countries will have gained little by their resistance. 

In a number of regions, including the Caribbean, there is an urgent need for quick and accurate cross jurisdictional information gathering, processing and exchange (probably through colleges of supervisors but ideally through US NAIC or West African CIMA type structures where political or monetary alignments are already in place), a methodology for winding up multi country operations and a means of counteracting outside influences that potentially lead to egregious levels of forbearance.  

At the G20, FSF/ IMF level the main preoccupation is systemically important groups – largely driven by the AIG surprise. Criteria in defining such beasts will include size, interconnectedness, leverage and an overriding ‘scope to cause disruption to financial markets and loss of confidence’  On this basis one could see an argument for the State Farms and Met Life’s of this world to be caught up and probably treated more like major banks. This is where a number of dangers lie for the insurance sector and there will be a need to ensure that the definition of systemically important is narrowly interpreted.  Otherwise a ‘boundary problem’ will emerge - the defined organizations could easily be seen by the general public as too big to fail candidates (TBTF) and thus gain an unfair competitive advantage.  Moral hazard has already run rampant in many industrial countries and there is no need to add to the crime.

As already mentioned group supervision and international cooperation now have a higher profile in the IAIS work plan thanks to the G20 intervention. In its response to the G20 the IAIS has undertaken to complete a guidance paper on the use of supervisory colleges in group-wide supervision by October, 2009.  IAIS is also liaising with both FSF and BCBS to ensure consistency and with a view to addressing conglomerates.  This will presumably build on (and hopefully tighten up) the 10 Principles already agreed by an Interim Working Committee on Financial Conglomerates established by CEIOPS and the Committee of European Banking Supervisors (CEBS) - (Box 2).

Other steps include expediting the operation of the Multilateral MOU framework, particularly in times of crisis and issuing a guidance note on group-wide supervision. 

Box 2:  Colleges of Supervisors – 10 Common Principles

Principle 1: The supervisors of the Member States involved in the supervision of any of the relevant activities of a cross-border insurance group, banking group or a financial conglomerate, hereinafter called a “Group” shall form a “College” (College of supervisors).
Principle 2: The College of supervisors shall provide an effective and flexible permanent forum for cooperation and coordination among the authorities responsible for and involved in the supervision of the Group. Where appropriate, Colleges may cooperate with other authorities.
Principle 3: The organization of the Colleges of Supervisors is proportionate to the organization, nature, scale and complexity of the Group and to the assessment of the Group’s soundness, and reflects the activities, risks and the legal structure of the Group.
Principle 4: When forming the College of supervisors, the involved Supervisors shall communicate to each other their assessment of their respective supervised entity’s significance and risks for the Group and systemic relevance for local financial markets, and take into account each other’s assessments.
Principle 5: The Colleges of supervisors shall have agreements in place, laying out the basis for the cooperation between the involved authorities and the practical organisation of the supervisory activities of the Group

on a on-going basis and in a crisis situation, including engagement with Cross Border Stability Groups.
Principle 6: The Group Supervisor (for an Insurance Group) or Consolidating Supervisor (for a Banking Group) or the Coordinator (for a Financial Conglomerate), shall initiate the cooperation process, chair the

meeting of the College of supervisors, and be responsible for designing a work programme for the supervision of the Group, which shall be approved by the College of Supervisors.
Principle 7: The Colleges of Supervisors provide an efficient platform for the gathering and dissemination of relevant or essential information in going concern and emergency situations, developing a common

understanding of the risk profile of the Group, achieving coordination of supervisory review and risk assessment at Group level as well as establishing supervisory plans for the mitigation of risks at Group level.
Principle 8: The Colleges of supervisors promote harmonization of approaches and coordinates input to major supervisory decisions taken by individual authorities as far as possible and practicable, and draw their conclusions where appropriate.
Principle 9: The Colleges of supervisors shall have on their regular agenda, planning and coordination of supervisory on-site inspections, including joint supervisory examinations, and the findings of such visits

will be shared by the Group Supervisor/Consolidated Supervisor/Coordinator with the other supervisors in the College of supervisors according to their respective needs and subject to confidentiality provisions.

Principle 10: Within the College of supervisors, the supervisors review and evaluate risks to which the group and its entities are or might be exposed to ensure a prospective supervision and foster early-warning of major risks to the extent possible.

Source: CEIOPS
Commentary on the reform program :

Rules versus principle based regulation:

Because it has taken so long to develop and implement, the revolutionary nature of Solvency II has to some extent been lost. It is a principles based system that places most risk and uncertainty on the back of insurers’ access to capital and depends on companies’ governance and risk management systems to get that capital right.  These systems will be highly dependent on the availability of actuaries, highly trained financial staff and excellent MIS. In addition supervisors will need to work hard to avoid ‘regulatory capture’ given the close working relationship they will have with insurance managements under SII. It is thus likely to be unsuited to most early transition and developing countries, although late transition countries could conceivably consider this approach (perhaps after the experiment has been allowed to run for a few years!).   

As many countries around the world have turned to EU based principles in the past (i.e. Solvency 1 and IAS) the introduction of Solvency II will provide them with a conundrum.  Do they stick with a Solvency I approach, try to implement a scaled down version of Solvency II or turn to another approach.  The main alternative is the American RBC system, which is a combination of rules and principles based approaches, and has shown that it can operate in a wide range of jurisdictions (55 or so states and territories) with widely varying capacities.  This author believes that modified versions of the current
 US model are now the most appropriate starting points for early transition and developing markets.

As most of the audience for this paper will know, the US system is state based but with a central body, the National Association of Insurance Commissioners (NAIC)  providing central databases, model law drafting, standards setting,  research (often working with the various actuarial bodies) and certification.

The US risk based capital (RBC) system is generally much more prescriptive than SII with well defined and transparent early warning and capital adequacy tests, based on very detailed statutory returns that have to be provided using relatively conservative Statutory Accounting Principles (SAP). The formulae and inputs to the various tests are frequently updated based on emerging experience.  In addition most states specify investment limits and quality controls over insurance assets.

In recent years there has been a necessity to resort to some internal models because of the very complex product structures (e.g. multi option universal life) being developed by US based life insurers, although here again a deterministic (but uncalibrated) standard algorithm provides a floor.  Unlike SII the NAIC approach tends to rely on the actuarial profession to attest to the internal models (which are usually calibrated to a tail VAR
  and thus force a consideration of the loss tail characteristics).  A European Insurance and Reinsurance Federation (CEA) note on the relative merits of the VAR and tail VAR risk measures is provided in an Appendix to this paper.

Another attractive aspect of the American approach is that certain overriding circuit breakers apply – for example if a P&C insurer reveals a combined ratio in excess of 120% company level action is triggered.  The post crisis review of SII may consider such triggers.

A further positive feature of the US system is that it already incorporates a counter cycle mechanism in the form of the asset valuation reserves (AVR).  This capital reserving approach was also adopted in some countries in Europe when the adoption of IAS forced a move to asset fair values without commensurate adjustment of mathematical reserves.  It has of course been quietly adopted by competent management teams for many decades in the form of hidden (but in the author’s opinion legitimate) reserves .

Hence the key area where a principles based approach is required in more sophisticated markets is reserving.  Surveys by A.M. Best and others have clearly demonstrated that this is the most common proximate cause of insurer failure (although poor management is usually the original cause).  However it needs to be remembered that what is now the industrial world survived quite well in simpler times with standards that specified maximum discount rates and acquisition cost deferral periods and conservative mortality and morbidity assumptions.  Admittedly the methodologies used also tended to net out running expenses so as to simplify the calculations (e.g. net premium life valuations and pure P&C claims provisions and thus tended to miss chronic expense losses).

The US has a well defined and objective supervisory intervention approach, based on risk based capital ratios. However there is also an overriding power to intervene under the Hazardous Financial Condition Model Regulation. From 2010 this will incorporate supervisory assessment of an insurer’s governance and risk management approaches.

Overall the author’s view is that a combination of rules and principles based supervision will gradually emerge as the global standard. SII is going to test the abilities of supervisors to the limit, particularly in smaller and less well resourced markets, and a set of basic rules will almost certainly be seen as the only way of coping in practice, limiting the scope for regulatory capture and dealing with pressures to grant regulatory forbearance.

Other matters:

Is capital the best way of dealing with systemic risk?

As a series of events in recent decades have demonstrated the past can be a cruel and deceptive guide to the future. The money centers have already used up many lives of the universe based on their Gaussian (including lognormal) risk models.  Hopefully financial economics is about to enter a more mature phase and its models will better allow for the cooperative behavior that characterizes the end state of asset bubbles.  However any move to take a more realistic ex ante view of risk under the current international financial architecture is likely to require significant increases in required capital. While this may prevent some of the more egregiously dangerous (but remunerative) antics of the financial markets it is also likely to forestall some desirable innovations if taken too far.

Thus there will be ongoing pressure to understate tail risk for both good and bad reasons and unless some method is found to dampen asset bubbles (unlikely in the author’s view) there will be a need to develop more effective policyholder protection mechanisms.  These are likely to include the development of more scientific countercyclical reserving and capital requirements as well as widening the aoolication of specialist insurance wind up law.  Unfortunately it will probably also see an increasing proliferation of guarantee funds.  As guarantee funds add moral hazard and probably degrade insurers risk management and governance functions, this will place additional pressure on supervisors under the emerging EU and US models.  Thus one very practical step that many countries can take is to pay their supervisors at levels commensurate with their increasingly important role and to make them as independent as possible from political temptations and pressures.

Is there a role for rating agencies?

Based on the author’s own experience as a CEO and more recent events it can be confidently stated that the leading rating agencies have provided an excellent commentary on what is happening in the rear view mirror. Some of their professionals are still arguing in public that recent events were an aberration - the classic error of induction.

However given the very weak and sometimes corrupt insurance supervisory capacity in a number of developing countries and some transition countries there is clearly a potentially important role for the rating agencies.  Even if the ratings are questionable there is considerable value in the thorough question and answer sessions their on-site staff require of company senior management.  A number of countries already require ratings and others, such as Turkey, have contemplated introducing them.  In all cases internationally credible agencies should be specified.

If a country intends to require ratings a good plan is to give the industry a year or two of notice so that it can restructure and build any necessary internal capacity. 
Conclusion:
The financial crisis has wounded the international insurance sector and particularly those companies that have been adopting risky business models (i.e. writing credit risk, variable annuities with guarantees etc).  However the industry as a whole appears to be in better shape than the banking sector, government bail outs in Europe and offers of government equity in the US notwithstanding.  This period should be witnessing a major consolidation and cleaning out of the insurance sector however capital constraints will limit the capacity of many major Western insurers to participate as acquirers.

The financial crisis has come at a time when insurance regulation and supervision were facing up to a major experiment in the form of Solvency II.  While the crisis will certainly modify the application of Solvency II it appears to have in no way slowed its progress.  At the same time the main accounting standard bodies continue to grapple with how to value insurance liabilities and the crisis, together with the Solvency II approach has hopefully brought some reality into what has to date been a rather academic (and closed shop) debate.

For early transition and developing markets the US RBC approach, which is more straightforward and prescriptive thanks to a more even balance of rules and principals will probably become a preferred model.

The G20 has loaded an additional task onto insurance policy setters with its concerns about internationally active groups and macro issues such as pro cyclicality in capital and reserving requirements.   The work being done to address these issues will have particular relevance for the Caribbean region in light of recent events.

ANNEX I – G20 PRINCIPLES

We commit to implementing policies consistent with the following common principles for reform. 
Strengthening Transparency and Accountability: We will strengthen financial market transparency, including by enhancing required disclosure on complex financial products and ensuring complete and accurate disclosure by firms of their financial conditions. Incentives should be aligned to avoid excessive risk-taking. 

Enhancing Sound Regulation: We pledge to strengthen our regulatory regimes, prudential oversight, and risk management, and ensure that all financial markets, products and participants are regulated or subject to oversight, as appropriate to their circumstances. We will exercise strong oversight over credit rating agencies, consistent with the agreed and strengthened international code of conduct. We will also make regulatory regimes more effective over the economic cycle, while ensuring that regulation is efficient, does not stifle innovation, and encourages expanded trade in financial products and services. We commit to transparent assessments of our national regulatory systems. 

Promoting Integrity in Financial Markets: We commit to protect the integrity of the world’s financial markets by bolstering investor and consumer protection, avoiding conflicts of interest, preventing illegal market manipulation, fraudulent activities and abuse, and protecting against illicit finance risks arising from non-cooperative jurisdictions. We will also promote information sharing, including with respect to jurisdictions that have yet to commit to international standards with respect to bank secrecy and transparency. 

Reinforcing International Cooperation: We call upon our national and regional regulators to formulate their regulations and other measures in a consistent manner. Regulators should enhance their coordination and cooperation across all segments of financial markets, including with respect to cross-border capital flows. Regulators and other relevant authorities as a matter of priority should strengthen cooperation on crisis prevention, management, and resolution. 

Reforming International Financial Institutions: We are committed to advancing the reform of the Bretton Woods Institutions so that they can more adequately reflect changing economic weights in the world economy in order to increase their legitimacy and effectiveness. In this respect, emerging and developing economies, including the poorest countries, should have greater voice and representation. The Financial Stability Forum (FSF) must expand urgently to a broader membership of emerging economies, and other major standard setting bodies should promptly review their membership. The IMF, in collaboration with the expanded FSF and other bodies, should work to better identify vulnerabilities, anticipate potential stresses, and act swiftly to play a key role in crisis response. 

ANNEX II 

G20 ACTION PLAN TO IMPLEMENT PRINCIPLES FOR REFORM

This Action Plan sets forth a comprehensive work plan to implement the five agreed principles for reform. Our finance ministers will work to ensure that the taskings set forth in this Action Plan are fully and vigorously implemented. They are responsible for the development and implementation of these recommendations drawing on the ongoing work of relevant bodies, including the International Monetary Fund (IMF), an expanded Financial Stability Forum (FSF), and standard setting bodies. 

Strengthening Transparency and Accountability
Immediate Actions by March 31, 2009 
· The key global accounting standards bodies should work to enhance guidance for valuation of securities, also taking into account the valuation of complex, illiquid products, especially during times of stress. 

· Accounting standard setters should significantly advance their work to address weaknesses in accounting and disclosure standards for off-balance sheet vehicles. 

· Regulators and accounting standard setters should enhance the required disclosure of complex financial instruments by firms to market participants. 

· With a view toward promoting financial stability, the governance of the international accounting standard setting body should be further enhanced, including by undertaking a review of its membership, in particular in order to ensure transparency, accountability, and an appropriate relationship between this independent body and the relevant authorities. 

· Private sector bodies that have already developed best practices for private pools of capital and/or hedge funds should bring forward proposals for a set of unified best practices. Finance Ministers should assess the adequacy of these proposals, drawing upon the analysis of regulators, the expanded FSF, and other relevant bodies. 

Medium-term actions 
· The key global accounting standards bodies should work intensively toward the objective of creating a single high-quality global standard. 

· Regulators, supervisors, and accounting standard setters, as appropriate, should work with each other and the private sector on an ongoing basis to ensure consistent application and enforcement of high-quality accounting standards. 

· Financial institutions should provide enhanced risk disclosures in their reporting and disclose all losses on an ongoing basis, consistent with international best practice, as appropriate. Regulators should work to ensure that a financial institution’ financial statements include a complete, accurate, and timely picture of the firm’s activities (including off-balance sheet activities) and are reported on a consistent and regular basis. 

Enhancing Sound Regulation 
Immediate Actions by March 31, 2009 
· The IMF, expanded FSF, and other regulators and bodies should develop recommendations to mitigate pro-cyclicality, including the review of how valuation and leverage, bank capital, executive compensation, and provisioning practices may exacerbate cyclical trends. 

Medium-term actions 
· To the extent countries or regions have not already done so, each country or region pledges to review and report on the structure and principles of its regulatory system to ensure it is compatible with a modern and increasingly globalized financial system. To this end, all G-20 members commit to undertake a Financial Sector Assessment Program (FSAP) report and support the transparent assessments of countries’ national regulatory systems. 

· The appropriate bodies should review the differentiated nature of regulation in the banking, securities, and insurance sectors and provide a report outlining the issue and making recommendations on needed improvements. A review of the scope of financial regulation, with a special emphasis on institutions, instruments, and markets that are currently unregulated, along with ensuring that all systemically-important institutions are appropriately regulated, should also be undertaken. 

· National and regional authorities should review resolution regimes and bankruptcy laws in light of recent experience to ensure that they permit an orderly wind-down of large complex cross-border financial institutions. 

· Definitions of capital should be harmonized in order to achieve consistent measures of capital and capital adequacy. 

Prudential Oversight
Immediate Actions by March 31, 2009 
· Regulators should take steps to ensure that credit rating agencies meet the highest standards of the international organization of securities regulators and that they avoid conflicts of interest, provide greater disclosure to investors and to issuers, and differentiate ratings for complex products. This will help ensure that credit rating agencies have the right incentives and appropriate oversight to enable them to perform their important role in providing unbiased information and assessments to markets. 

· The international organization of securities regulators should review credit rating agencies’ adoption of the standards and mechanisms for monitoring compliance. 

· Authorities should ensure that financial institutions maintain adequate capital in amounts necessary to sustain confidence. International standard setters should set out strengthened capital requirements for banks’ structured credit and securitization activities. 

· Supervisors and regulators, building on the imminent launch of central counterparty services for credit default swaps (CDS) in some countries, should: speed efforts to reduce the systemic risks of CDS and over-the-counter (OTC) derivatives transactions; insist that market participants support exchange traded or electronic trading platforms for CDS contracts; expand OTC derivatives market transparency; and ensure that the infrastructure for OTC derivatives can support growing volumes. 

Medium-term actions 
· Credit Ratings Agencies that provide public ratings should be registered. 

· Supervisors and central banks should develop robust and internationally consistent approaches for liquidity supervision of, and central bank liquidity operations for, cross-border banks. 

Risk Management
Immediate Actions by March 31, 2009 
· Regulators should develop enhanced guidance to strengthen banks’ risk management practices, in line with international best practices, and should encourage financial firms to reexamine their internal controls and implement strengthened policies for sound risk management. 

· Regulators should develop and implement procedures to ensure that financial firms implement policies to better manage liquidity risk, including by creating strong liquidity cushions. 

· Supervisors should ensure that financial firms develop processes that provide for timely and comprehensive measurement of risk concentrations and large counterparty risk positions across products and geographies. 

· Firms should reassess their risk management models to guard against stress and report to supervisors on their efforts. 

· The Basel Committee should study the need for and help develop firms’ new stress testing models, as appropriate. 

· Financial institutions should have clear internal incentives to promote stability, and action needs to be taken, through voluntary effort or regulatory action, to avoid compensation schemes which reward excessive short-term returns or risk taking. 

· Banks should exercise effective risk management and due diligence over structured products and securitization. 

Medium -term actions 
· International standard setting bodies, working with a broad range of economies and other appropriate bodies, should ensure that regulatory policy makers are aware and able to respond rapidly to evolution and innovation in financial markets and products. 

· Authorities should monitor substantial changes in asset prices and their implications for the macroeconomy and the financial system. 

Promoting Integrity in Financial Markets
Immediate Actions by March 31, 2009 
· Our national and regional authorities should work together to enhance regulatory cooperation between jurisdictions on a regional and international level. 

· National and regional authorities should work to promote information sharing about domestic and cross-border threats to market stability and ensure that national (or regional, where applicable) legal provisions are adequate to address these threats. 

· National and regional authorities should also review business conduct rules to protect markets and investors, especially against market manipulation and fraud and strengthen their cross-border cooperation to protect the international financial system from illicit actors. In case of misconduct, there should be an appropriate sanctions regime. 

Medium -term actions 
·               National and regional authorities should implement national and international measures that protect the global financial system from uncooperative and non-transparent jurisdictions that pose risks of illicit financial activity. 

·               The Financial Action Task Force should continue its important work against money laundering and terrorist financing, and we support the efforts of the World Bank - UN Stolen Asset Recovery (StAR) Initiative. 

·               Tax authorities, drawing upon the work of relevant bodies such as the Organization for Economic Cooperation and Development (OECD), should continue efforts to promote tax information exchange. Lack of transparency and a failure to exchange tax information should be vigorously addressed. 

Reinforcing International Cooperation
Immediate Actions by March 31, 2009 
· Supervisors should collaborate to establish supervisory colleges for all major cross-border financial institutions, as part of efforts to strengthen the surveillance of cross-border firms. Major global banks should meet regularly with their supervisory college for comprehensive discussions of the firm’s activities and assessment of the risks it faces. 

· Regulators should take all steps necessary to strengthen cross-border crisis management arrangements, including on cooperation and communication with each other and with appropriate authorities, and develop comprehensive contact lists and conduct simulation exercises, as appropriate. 

Medium -term actions 
· Authorities, drawing especially on the work of regulators, should collect information on areas where convergence in regulatory practices such as accounting standards, auditing, and deposit insurance is making progress, is in need of accelerated progress, or where there may be potential for progress. 

· Authorities should ensure that temporary measures to restore stability and confidence have minimal distortions and are unwound in a timely, well-sequenced and coordinated manner. 

Reforming International Financial Institutions
Immediate Actions by March 31, 2009 
· The FSF should expand to a broader membership of emerging economies. 

· The IMF, with its focus on surveillance, and the expanded FSF, with its focus on standard setting, should strengthen their collaboration, enhancing efforts to better integrate regulatory and supervisory responses into the macro-prudential policy framework and conduct early warning exercises. 

· The IMF, given its universal membership and core macro-financial expertise, should, in close coordination with the FSF and others, take a leading role in drawing lessons from the current crisis, consistent with its mandate. 

· We should review the adequacy of the resources of the IMF, the World Bank Group and other multilateral development banks and stand ready to increase them where necessary. The IFIs should also continue to review and adapt their lending instruments to adequately meet their members’ needs and revise their lending role in the light of the ongoing financial crisis. 

· We should explore ways to restore emerging and developing countries’ access to credit and resume private capital flows which are critical for sustainable growth and development, including ongoing infrastructure investment. 

· In cases where severe market disruptions have limited access to the necessary financing for counter-cyclical fiscal policies, multilateral development banks must ensure arrangements are in place to support, as needed, those countries with a good track record and sound policies. 

Medium -term actions 
·         We underscored that the Bretton Woods Institutions must be comprehensively reformed so that they can more adequately reflect changing economic weights in the world economy and be more responsive to future challenges. Emerging and developing economies should have greater voice and representation in these institutions. 

·         The IMF should conduct vigorous and even-handed surveillance reviews of all countries, as well as giving greater attention to their financial sectors and better integrating the reviews with the joint IMF/World Bank financial sector assessment programs. On this basis, the role of the IMF in providing macro-financial policy advice would be strengthened. 

·         Advanced economies, the IMF, and other international organizations should provide capacity-building programs for emerging market economies and developing countries on the formulation and the implementation of new major regulations, consistent with international standards. 

ANNEX III

CEIOPS CP 35 ON FAIR VALUES OF FINANCIAL INSTRUMENTS AND PROPERTY

3.2.4. Investment property

Explanatory text

Definition:

3.64. In accordance with IAS 40.5, an investment property is a property held to

earn rentals, or for capital appreciation, or both, rather than for:

use in the production or supply of goods or services or for

administrative purposes; or

sale in the ordinary course of business.

This principle is considered to be in line with Article 74 of the Level 1 text.

Valuation for solvency purposes:

3.65. According to IAS 40, at initial recognition investment properties are measured at cost (including transaction costs). After recognition IAS 40 admits cost (initial cost less depreciation and impairments) or fair value measurement. The adopted policy must be applied to all investment properties until disposal, even if market transactions become less frequent or if market prices become less readily available. If the entity is unable to determine fair value reliably, then it shall use the cost model in IAS 16

(IAS 40.53). IAS 40 expects this situation to be exceptional. It could occur when comparable market transactions are infrequent and alternative reliable estimates of fair value (e.g. based on discounted cash flow projections) are not available.
3.66. IAS 40 defines fair value as the amount for which an asset could be exchanged between knowledgeable, willing parties in an arm’s length transaction. This definition corresponds to the wording of Article 74 for the valuation of assets and liabilities.
3.67. CEIOPS believes that the fair value model of IAS 40 can be considered as consistent with Article 74 of the Level 1 text. Therefore investment properties that are measured at cost in IFRS financial statements should be re-measured at fair value for solvency purposes.
3.68. As for property, plant and equipment, undertakings may need to obtain regular independent external fair valuation or confirmation of internally calculated fair values. External valuations may need to take place when significant changes occur in the real estate market conditions or in the assumptions on which previous valuations were based, but at least every 3 years.
3.69. Information regarding the methodologies used for the revaluation of investment property and the date of the last revaluation (as well as the date of hypothesis and data used in the last revaluation) should be provided to supervisors on request.
CEIOPS’ advice

3.70. CEIOPS considers the fair value model of IAS 40 to be consistent with Article 74 of the Level 1 text. Therefore investment properties that are measured at cost in IFRS financial statements shall be re-measured at fair value for solvency purposes.

3.71. Undertakings may need to obtain regular independent external fair valuation or confirmation of internally calculated fair values. External valuations shall take place when significant changes occur in the real estate market conditions or in the assumptions on which previous valuations were based, but at least every 3 years. 3.72. Information regarding the methodologies used for the revaluation of investment property and the date of the last revaluation (as well as the date of hypothesis and data used in the last revaluation) shall be provided to supervisors on request.

3.2.6. Financial assets

Explanatory text

Definition:

3.86. Financial assets under this chapter are those defined as such by IAS 39.
3.87. According to IAS 39.14, an undertaking has to recognise a financial asset on the balance sheet when it becomes a party to the contractual provisions of the instrument.
3.88. There are scope exclusions (planned future transactions (AG 35e), some derivatives relating to non-financial assets, assets to be acquired as long as one of the parties has not performed under the agreement (AG 35b)).
3.89. An economic Solvency II balance sheet assumes recognition of all assets. Accordingly, the scope of IAS 39 is in line with Article 74 of the Level 1text.

Valuation for solvency purposes:

3.90. Financial instruments are split into four categories in IAS 39.9:

a) Financial assets or financial liabilities at fair value through profit and loss;

b) Held-to-maturity investments;

c) Loans and receivables, and

d) Available-for-sale financial assets.
3.91. In accordance with IAS 39.46, the measurement of financial assets after initial recognition should be at their fair value without any deduction for transaction costs it may incur on sale or other disposal, except for:

Held-to-maturity investments and loans and receivables which have to be measured at amortised cost using the effective interest method, and

Investment in equity instruments that do not have a quoted market price in an active market and whose fair value cannot be reliably measured and derivatives that are linked to, and must be settled by,

the delivery of such unquoted equity instruments.
3.92. IAS 39.9 defines fair value as “the amount for which an asset could be exchanged (…) between knowledgeable, willing parties in an arm’s length transaction”. This definition corresponds to the wording of Article 74 for the valuation of assets and liabilities.
3.93. The IAS 39 definition of fair value and the related application guidance correspond to the valuation principles set out in Article 74 of the Level 1text. Therefore, all assets recognised as financial instruments in accordance with IAS 39 by (re)insurance undertakings should be measured at fair value. Consequently, financial instruments that are not measured at an economic value should be re-measured for solvency

purposes.

CEIOPS’ advice

3.94. Financial assets as defined in IAS 39 shall be measured at fair value.

ANNEX IV

Brief Comparison of Solvency II and Basel II

Solvency II has often been compared to Basel II, the regulatory capital standard for globally active banks, adopted by the Basel Committee on Banking Supervision in 2004. On the surface, they appear to be similar, because both are based on a three-pillar structure. In fact, however, there are significant differences in the details. For example: 

(1) Risks Encompassed. Pillar 1 in Basel II is focused on only three risk categories – credit risk, operational risk, and market risk in a bank’s trading operations. Solvency II takes a broad, holistic approach to establishing capital requirements, broadening the market risk category to include market risk across the organization, including asset/liability mismatch. It also, of course, includes insurance risk. 

(2) Internal Models. Basel II has taken a more cautious approach to the use of internal models. Internal models are permitted for operational risk and for certain aspects of market risk (i.e., market risk related to a bank’s trading book). The treatment of credit risk, however, falls short of a full internal models approach. Under the Advanced-Internal Ratings Based (A-IRB) Approach to credit risk, the bank is permitted to use internal estimates of the probability of default, loss given default, and exposure at default. Basel II specifically defines how those factors are applied to produce a capital charge, however. 

(3) Diversification. Basel II takes a more cautious approach to the rolling up of the individual risk capital requirements. Specifically, Basel II does not permit the recognition of correlation across risk categories; Solvency II does. 

(4) Treatment of Groups. While Basel II requires a banking group to calculate its capital at the group level, it does not permit a reduction for diversification of risks across the group. In contrast, the Solvency II Directive Proposal includes a diversification benefit in the calculation of the group solvency requirement. Under certain conditions, an insurance firm could elect to be supervised under a group support regime, and the individual members of the group would be permitted to hold lower levels of capital in recognition of the groupwide diversification benefit. 

Source: Vaughen, T.M. (see references)

ANNEX V
PROPOSED IAS 39 CHANGES

The International Accounting Standards Board (IASB) met for an additional Board meeting on 5 June 2009 to discuss its project to replace IAS 39 Financial Instruments: Recognition and Measurement. 

The Board reaffirmed its tentative decision to propose a classification model with the following features:

· All financial instruments to be measured at either:
   - amortised cost; or
   - fair value. 

· No reclassification between the two measurement methods after initial recognition. 

· No tainting requirements for financial instruments measured at amortised cost. However, gains and losses on sales of instruments measured at amortised cost would be separately presented in the statement of comprehensive income. 

· Retain a fair value option at the initial recognition of a financial instrument if use of the option eliminates or significantly reduces a measurement or recognition inconsistency. 

· A principle to determine equity instruments whose fair value changes shall be recognised in Other Comprehensive Income (OCI). There would be no recycling or impairment for such instruments. The Board will discuss whether there is any role for subsequent reclassifications for such instruments between profit or loss and OCI at its main June meeting (15-19 June 2009).


The Board tentatively concluded that amortised cost provides useful information to users if a financial instrument only has basic loan features and it can be demonstrated that the financial instrument is managed on a contractual yield basis. For all other instruments, the Board tentatively decided that only fair value provides useful information to users.

The Board will discuss the interaction between the classification criteria and the current embedded derivative requirements for financial host contracts in IAS 39, and the issues relating to concentrations of risk, at the main IASB June meeting. The Board tentatively decided not to propose changing the embedded derivative requirements in IAS 39 for non-financial host contracts.

The Board noted the concerns raised by many relating to the fair value measurement of liabilities and the effects of changes in own credit risk. The Board noted that an Invitation to Comment will be issued shortly to seek input on this issue.

The Board also tentatively decided:

· to propose eliminating the cost exemption in IAS 39 for unquoted equity instruments. 

· to consider further the transition requirements at the main IASB June meeting, but to propose allowing (but not requiring) application of the finalised requirements for financial years ending December 2009.


The Board reaffirmed its aim to issue an exposure draft on classification and measurement in July 2009.

APPENDIX

VAR AND TAILVAR AS RISK MEASURES

Introduction

The industry has strongly supported a risk based economic approach as a basis for the Solvency II framework. Under this framework the Solvency Capital Requirement (“SCR”) is expected to be calibrated to a 1 in 200 probability of ruin (assuming a VaR measure) over one year and based on a comprehensive analysis of risks taking into account both risk mitigation and diversification.

There has been discussion from certain stakeholders on the relative merits of VaR as the risk measure to be applied in the framework. In particular, TailVaR has been suggested as an alternative risk measure for the overall framework. The purpose of this document is to highlight certain key points that must be considered as part of the discussion and to explain why the industry is in favour of the VaR

approach set out in the Framework for Consultation provided by the Commission.

1 Key messages to be taken into account

1.1 This document discusses the issues related to using VaR and TailVaR as risk measures within the solvency assessment of insurance companies for the calibration of the Solvency Capital Requirement.

1.2 The use of VaR as opposed to TailVar has the following advantages:

􀂃 VaR has become the generally accepted risk measure for financial risk management. It is consistent with the way that many insurance and other financial institutions currently measure and manage their risk.

􀂃 Conceptually VaR is simpler and easier to communicate to third parties. This makes it more likely that it will be embedded in the business by general management. The TailVaR measure is conceptually more complex and requires a greater statistical knowledge to be understood.

􀂃 TailVaR is more difficult to calculate since information on the full distribution of outcomes is required.

Details of the distributions of the tail are usually not available and often require additional subjective

assumptions. This adds to the overall complexity of the resulting framework without necessarily making the system more robust.

1.3 Finally, although this document highlights below a number of practical advantages of using the VaR measure, we recognise that certain companies may prefer to use alternative risk measures, such as TailVaR, if these were thought to be more suitable to their business. It is important that Solvency II does not prevent companies from adopting the approach they think is best to manage their business.

1.4 Hence, the adoption of VaR should not preclude the use of TailVaR for internal models if this is chosen by companies/groups and acceptable to the supervisor. However companies would need to demonstrate that the calibration approach used was equivalent to that of the regulatory minimum. The difference in calibration between VaR and TailVaR is discussed further below. This approach would have the additional advantage of reducing burden for companies already using the TailVaR measure.

2 Elaboration of key messages
There are tangible practical advantages of the VaR measure

2.1 Conceptually VaR is easier to explain and communicate within the company. This is an important aspect as one of the objectives of Solvency II is to encourage companies to improve risk measurement and risk management throughout the business. A better understanding of the underlying Risk Management principles increases the real embedding into day-to-day management processes both at the operational level and the Executive Board level.

2.2 For companies VaR is easier to calculate as TailVaR requires information on the tail of the distribution. Details of the distributions of the tail are not normally available and often require additional subjective assumptions. This adds to the overall complexity of the resulting framework without necessarily making the system more robust.

2.3 TailVaR is not compatible with the use of scenarios within the Standard Approach. A scenario represents a sample from a distribution of possible outcomes so it is possible to select a scenario at the 99.5th percentile for a particular distribution. Therefore, using the VaR measure, it is possible to define the shock or scenario with the required confidence level. In order to perform a TailVaR analysis, one would require scenarios to describe every position in the tail. This is not practical and could significantly increase the burden on companies with potentially limited additional value added.

2.4 Finally, there are significant precedents to the use of VaR in both companies’ existing risk management processes and existing supervisory frameworks. This is discussed further in the following section.

There are viable precedents for the use of VaR by companies and supervisors

2.5 The following are some of the precedents for using VaR as the basis for a risk based economic approach:

CRO Forum: The work done by the CRO Forum in its paper “Principles for Regulatory Admissibility of Internal Models” indicates that the CRO Forum also support a VaR approach calibrated to an annualised 99.5% probability of solvency. The CRO Forum document also indicates that alternative risk measures are permissible (e.g. TailVaR) provided the calibration approach used can be shown to be consistent with that of a 0.5% probability of economic insolvency.
Society of Actuaries: The Society of Actuaries (SOA) did a survey in 20021 on the common practices related to economic capital in insurance worldwide. The survey showed that around 77% of all respondents used a VaR approach as the risk measure based on a given quantile or multiple of the standard deviation, whereas only 15% were using a TailVaR.
Other industry stakeholders: Industry stakeholders have developed a number of models for the design and structure of the Standard Approach. These include the GDV model, FFSA model and the European Standard Approach (ESA). These models have all been based on a VaR approach.

Insurance Regulatory Precedents: In certain jurisdictions, European regulators have supplemented the existing Solvency I regulation with additional requirements. In the case of the UK ICAS regime and Swedish Traffic Light system, these requirements have been calibrated based on a VaR approach.

Banking Supervision: The Basel Committee’s recommendation for VaR in 1996 (Basel Committee on Banking Supervision, 1996) and the Basel II norms (Basel Committee on Banking Supervision, 2003) have heightened the importance of VaR as a market risk measure. Following the guidelines of the Basel Committee, financial regulators all over the world have adopted VaR for designing capital adequacy standard for banks and financial institutions. Correspondingly, many financial firms have adopted VaR for internal risk management and allocation of resources.

2.6 Despite its global acceptance, VaR has been criticised on certain theoretical grounds. In particular, that it is not sub-additive in general and is therefore not a “coherent” risk measure. It is probably for this reason that the TailVaR risk measure was adopted in the Swiss Solvency Test (SST). However, there is research showing that VaR is sub-additive in the tail regions of heavy tailed distributions such as those for asset returns.

2.7 It is worth pointing out that the International Actuarial Association (“IAA”) solvency working party appears to favour TailVaR as a suitable risk measure in insurance. This is again, most likely due to its theoretical appeal and its focus on tail events. In its paper the IAA working party also outlines a possible method to applying TailVaR. The paper highlights that this does, however, require further assumptions as to the underlying distribution. This is significantly more complex than the corresponding VaR calculations (which do not require the estimation of the expected value of the tail) and it is not clear that this is viable in the context of a Standard Approach.

VaR at the 99.5th percentile is not the same as TailVaR at the 99.5th percentile

2.8 It is important to note that although both VaR and TailVaR are potential risk measures, a 99.5% confidence level under VaR is not the same as a 99.5% confidence level under TailVaR.

2.9 In order to illustrate this point we have provided the following table which shows the calibrations required in order to generate equivalent levels of capital under both risk measures. The results are based on the Normal distribution but the relationship between VaR and TailVaR will depend on the underlying distribution and parameter setting for the various risks. The differences can become more pronounced in case of more ‘skewed’ distributions which are more typical in insurance.

PERCENTILES GIVING RISE TO EQUIVALENT CAPITAL AMOUNTS FOR

THE NORMAL DISTRIBUTION

From VaR                        To TailVaR                      From TailVaR                            To VaR

    99.0%                                  97.2%                                 99.0%                                 99.62%

    99.5%                                  98.7%                                 99.5%                                 99.81%
    99.9%                                  99.7%                                 99.9%                                 99.96%

2.10 The above Table shows that if TailVar were to be used as the risk measure, then a different calibration would be required in order to generate equivalent capital requirements. For example, under the Normal distribution, TailVaR at the 99.5th percentile would be equivalent to the VAR at 99.8% (or a 1 in 500 probability of ruin over 1 year).

2.11 The difference in the calibration was recognised in paragraph 1.9 of the CEIOPS QIS 2 specification: “The 'target' standard is TailVaR at an equivalent level of prudence to VaR 99.5%. A broad assumption has been made that TailVaR 99% would meet this objective, and this is reflected in certain SCR parameters.”

2.12 In light of this, care is required to ensure that the calibration used is consistent with the original objective stated in the Framework for Consultation. It would not be acceptable for a change in the risk measure implicitly to change the intended calibration and so raise the target capital requirements for companies. This would act as a barrier to entry into the insurance industry with consequences for both policyholders (increased costs) and markets (reduced competition).
Definition of VaR and TailVaR

􀂄 Value-at-Risk (VaR) is the loss at a predefined confidence level (e.g. 99.5%). Thus if the company holds a capital of VaR, it will remain solvent (in the sense of having assets at least as great as its regulatory liabilities) with probability of the confidence level (e.g. 99.5%) and be insolvent with probability of one minus the confidence level (e.g. 0.5%).

􀂄 Tail Value-at-Risk (TailVaR) is the expected value of the loss in those cases where it exceeds the predefined confidence level. It is sometimes also called Conditional Tail Expectation (CTE), Expected Shortfall (ES) or Expected Tail Loss. Thus the TailVaR is equal to the average loss a company will suffer in case of (extreme) situations where losses exceed the predefined confidence level (of 99.5%).

Another way to explain VaR and TailVaR, is by looking at for example 10000 (simulated) losses. VaR would be set equal to the 50th largest loss (assuming a confidence level of 99.5%). TailVaR would be calculated as the average of the 50 largest losses.

The figure below shows an example of how the VaR and the TailVaR are derived from a loss probability distribution function. The VaR is calculated as the loss by a predefined quantile on the loss distribution function. In this example the VaR is at the 99.5% quantile. The TailVaR is defined as the expected value of all losses exceeding the 99.5% quantile. The TailVar is by definition always greater or equal to the VaR (for the same confidence level).







99.5% confidence level
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� The Office of Thrift and Supervision (OTC) was selected by the AIG holding Company as its supervisor on the basis of a unit that accounted for 0.1% of AIGs total trading activities.


� Embedded values based results are now reported voluntarily by many life insurers in their supplementary accounting information to better disclose the value of their in-force books of business.


� The last 2 years are the first since the Great Depression to see successive reductions in US non life premium levels.


� VAR was developed by J.P. Morgan after the 1987 stock market crash to monitor internal risk.  Like a number of other innovations originating in that organization its application has been stretched far beyond the original intent.


� Some Banks, including Deutsche Bank, did classify up to 60% of their assets so as to be fair valued and paid a commensurate price after the bubble burst.


� Since 2007 non US companies have not been required to refile using GAAP for US investors.  A trial is also underway with 150 large multinationals with a view to their using IFRS from 2010.


� This may have been the case for Clico, where Canadian valuation standards were applied.


� The NAIC created a high level Solvency Modernization Initiative (SMI) task force in  2008 to consider the implications of SII and other risk capital regimes (Australia, Canada, Singapore etc) for US solvency requirements.


� Tail VAR is the average of all losses exceeding the VAR value.
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