Rodney Lester Grenada June 18, 2009


Good afternoon.  

I notice that most of the speakers seem to be actuaries – and I am the last one to speak.  This reminds me of a story that goes "I once told an actuary to go to the end of the line. He came back five minutes later and said he couldn't because someone else was already there." Precision has its place but it’s better to understand what is really going on – especially if you are an insurance supervisor.

Thomas Jefferson is reputed to have said that ‘I believe that banking institutions are more dangerous to our liberties than standing armies ….’  After the last two years there will be more than a few people who agree.

The great challenge for the insurance sector is to make sure that it is not inappropriately swept up in the current drive to place more controls over the banking sector.  I say inappropriately but it is a sad fact that insurance management is not entirely innocent - a number of insurers have strayed from their core business and into banking territory - attracting the attention of bank supervisors, the public at large and governments – I hardly need mention the CL Financial meltdown and the subsequent involvement of the T&T and EC central banks.

So how did the banks get into so much trouble and what are the implications for the insurance industry?

When I was at business school in the 1970’s we were taught that there are three ways of making money:

1. Create and market something of value – Thomas Edison and Bill Gates come to mind.

2. Optimize financial structures - in other words to use an appropriate combination of funding sources and to allocate capital sensibly.

3. Steal it from others – for example be a Bernie Madoff.

However a fourth approach was brewing at that time – the use of enormous amounts of borrowing, or leverage, in combination with the dictates of an emerging discipline called financial economics. The basic technique was to create wealth by accumulating profits from huge numbers of arbitrage and other small margin trades, funded almost entirely by debt.  
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This business model relied on a central assumption - that financial returns in a portfolio pretty much fitted a bell curve.  In other words the probability of producing a return far from the expected return was assumed to be very low.  As the number of assets in the portfolio increased the probability of not being near the expected return was assumed to become even less.  
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At the risk of oversimplifying, the investment banks packaged mortgages, and derivatives based on mortgages, into new exotic instruments that were then tranched and on-sold to institutional investors, including insurers, or to special investment vehicles – SIVs - associated with the commercial banks.  SIVs were largely funded by short term debt as the intention was to quickly on-sell the structured instruments.

The rating agencies also decided that they needed to get their snouts into the gravy train and conveniently forgot that the past is not necessarily a guide to the future – Hume’s famous error of induction.  
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The concept that brought the system down was originally developed by J.P. Morgan, based in part on a now famous paper written by a young Chinese actuary trained at the University of Waterloo in Canada - but the group of institutions that were at the core of this disaster - Freddie Mac, Fannie Mae, Citibank, Merrill Lynch and UBS - found a particularly dangerous class of asset to leverage up on – namely, sub-prime mortgages - and the drama is still only half over.  
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More than half of the variable rate mortgage debt issued in the last 5 years – the Alt As and Option ARMs are still to reach their interest rate and repayment reset and recast dates.  These remain largely on the banks balance sheets and as a number of observes have pointed out the banks are now in a race between their emerging operating profits and debt write downs. Based in the IMFs latest data some banks are going to lose this race.  

In addition the global banking industry has a refinancing gap of $160 billion between 2009 and 2011 so Governments will not be off the hook for some time.

The reality of course is that asset values, even in large portfolios, do not follow a well behaved bell curve – they tend to follow a much more dangerous curve called a power curve,
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and as you can see banking crises can be plotted against such a curve when measured in terms of their ultimate cost.  

So why were the masters of the universe in New York and London allowed to build a huge and risky financial edifice on the back of a theory that did not stand up to scrutiny? 

 I think there are four reasons – firstly some people actually believed in the model and could not accept the alternative – partly for ideological reasons.  Financial economics tends to rely on the belief that markets are efficient, and that regulation should be kept to a minimum.   This view was very much the case at AIG.
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This slide comes from a presentation made a few years ago by the head of AIGs risk management group at the IMF and the laissez faire philosophy clearly comes through.  There was a widely held belief, particularly in the US and UK, that financial institutions could be trusted to look after themselves and control risk.  This belief was echoed in Alan Greenspan’s shocked reaction to the crash when he testified before the US Congress.  

The second reason the merry go round was allowed to keep going was that a lot of powerful people, with strong political links, were making an enormous amount of money out of this fourth wealth generating mechanism.  Some must have had an inkling that it was a highly dangerous game but the moral hazard was enormous – ‘let’s make as much money as possible before it comes to an end’.

The third reason had to do with a long standing but poorly designed US policy of affording housing ownership to all - and finally we saw huge amounts of liquidity looking for a home under the international dollar recycling process, leading to a long period of low and even negative real interest rates.

So what is the answer – 
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Well, put simply, the powers that be need to install some ‘system dampeners or road bumps’ into the international financial architecture and this is where regulation comes in.  If we look at what has been happening in the last thirty years we can see that many of the mechanisms that limited risk taking and the scope for international and cross sectorial contagion have been removed. Some, such as exchange controls, deserve a good riddance but others, such as controlling leverage ratios, turn out to be pretty important in reducing excessive risk taking and financial contagion. 

OK – so what does this mean for insurance regulation and supervision?  Well for a start the global insurance industry is in serious danger of losing control of its destiny as the decision makers obsess over systemically important institutions and cross sectorial coordination. 

If some major insurers are nominated as being systemically important we will see major changes in the competitive landscape and possibly significant consolidation.  We could also see a strong trend for insurance supervisors to come under the influence of their banking peers – not always a bad thing but the differences need to be acknowledged.  The groundwork for this consolidation is in fact already underway – the La Rosiere report, on which much of the EU reforms will be based has recommended that Europe move to a twin peaks supervisory structure once the initial reforms are bedded down around 2015.

Unfortunately the insurance sector has precious few organizations that seem to be capable of representing its views to the key global decision makers - including the G20 and the about to be empowered Financial Stability Board.  IAIS is still working out its detailed response to the crisis and the industry itself has no globally recognized representative, although the Geneva Association seems increasingly willing to take on this role.
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This slide shows the agenda from here on in.  

I am first going to cover Solvency II developments as these broadly parallel what is happening in the banking sector, then cover the trend towards harmonized accounting standards, mention an alternative path for insurance regulation in emerging markets and lastly briefly talk about the implications for the Caribbean region. Then, hopefully we will have time for questions and answers.

But first let’s quickly review how much damage our banking friends have done to the insurance sector – admittedly with some help from those insurance CEOs and boards who forgot what business they were in.

Most damage has been done to those insurers writing credit risk and/or buying too many structured instruments in an effort to increase returns.  The stories of the US mono-lines, AIG, Swiss Re. and Fortis have been pretty well publicized.   Swiss Re. could end up being 25% owned by Warren Buffet and Fortis Bank is now a ward of the Dutch state with some of the insurance operations already sold off.  AIG is almost too painful to talk about – in the words of the current US Secretary of the Treasury -  ‘AIG is a huge, complex, global insurance company attached to a very complicated investment bank/ hedge fund that was allowed to build without any adult supervision ‘.  The recent impairment of at least two US life insurers can also be directly linked to the purchase of toxic assets. 
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Then we have less direct impacts.  These are affecting all insurers, with the heat being most intensely felt by the variable annuity writers.  As noted in my paper annuities have recently accounted for 63% of US life sales and the underlying guarantees are coming into the money. US life sales are down 26% so far this year and given that 70% of a typical life office’s costs are related to sales and marketing this will a significant negative effect on profitability.

So far we have seen capital reduce by around 15% in the main reinsurance markets, and I would guess by between 20% and 30% in the life markets, mainly due to asset write downs.  A.M. Best have already downgraded 64 US life insurers this year and fully expect the impairment rate to get worse this year and next.   

P&C insurers have been less affected so far but there are probably some nasty tort claims and an increase in claims frequency coming down the track – I was recently in Russia and the MTPL insurers there are already seeing a much increased propensity to claim despite a reduction in accident rates.  
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However overall, the insurance sector has weathered the credit and liquidity storm much better than the banks.  Of the six major insurers offered TARP funds only Hartford and Lincoln National have decided to take them, although these insurers are also raising funds from other sources. Ten banks will be returning TARP funds but some of these claim they did not want them in the first place – and as this week’s Economist points out they may yet find they have acted too soon.

However If we look at the relative effects on the valuation of the life and banking sectors we see something unexpected.  The insurers have been lumped in with the banks by the capital markets.
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We see a similar pattern with credit default swap spreads, with some major insurers being treated more harshly than the banks.  I can only conclude that this reflects a combination of the opaque nature of insurers’ accounts and the fact that the banks are clearly receiving preferential treatment.   This is justified on the grounds that banks are ‘different’, presumably because they are the custodians of liquidity for the economy as a whole.  

Senior management in the insurance sector is admittedly very worried about cash flows, profitability and access to capital as the results of the most recent Banana Skins survey shows.
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The preoccupation with investment returns is particularly striking and shows just how much the sector has become reliant on investment returns for its profitability.  

However this slide understates the ongoing concern about increasing regulation, which still remains at around issue number 7 for most senior managers.  I believe it was still a hot topic at the recent International Insurance Society conference in Jordan.

So let’s turn to Solvency II – which owes a lot to Basel II.
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I mentioned earlier that one of the key road bumps that need to be built into the system is control over leverage – the amount of capital employed per unit of risk.  Until recently the most sophisticated systems for linking capital to risk were to be found in Canada, Australia, the UK and Singapore – all of which use varieties of risk based capital.

However as from 2012 the European Union will be making a quantum leap with the implementation of Solvency II. This intimately links corporate governance and capital management – where the term capital management is interpreted to include the setting of reserves as well as supporting capital.  Solvency II has three pillars, namely capital, supervisory oversight of governance and transparency.  Today we will focus on pillars one and two as transparency is pretty generic - it is pretty clear by now that the words market discipline form an oxymoron.
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The first pillar sets two solvency levels – a solvency capital ratio – or SCR - that is supposed to ensure an annual value at risk – including business written in the coming year – of 99.5%.  Put another way it is supposed to ensure that there is a 99.5% chance that the insurer will still be able to meet its commitments after 12 months have elapsed.   This SCR may be determined by a standardized approach, by a full internal model or by a partial internal model.  Internal models need to be approved by the supervisor as part of the Pillar II oversight process. 

I stated that the MCR is based on an 85% VAR in the paper but it will also be subject to minima defined in absolute Euros and minima and maxima defined as percentages of the SCR.   The MCR will have to be calculated at least quarterly. Once an insurer’s solvency falls below the SCR the supervisor will intervene and below the MCR management can effectively lose control of their company.

It is important to note that assets and liabilities will all need to be determined on a fair value basis and in some regards this puts Solvency II at odds with where international accounting standards are heading.   Under Solvency II Insurance reserves will include a resilience margin to cover run off contingencies – after all prudential regulation broadly assumes a wind up situation – and the expected value component will be determined using a risk free discount rate – a welcome piece of sanity given some of the silliness being propagated by the accounting boards.   

Another Basel capital accord inspired change is that the balance sheet value compared with the required capital levels will be determined as a weighted average of net assets, subordinated debt and hybrids, and callable capital.  This figure will, as with Basel II, be called ‘eligible own funds’. 
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This slide shows one possible break up of sources of solvency funds and is based on what is known as Quantitative Impact Study or QIS number 4.  QIS have been carried out over the last few years as a means of calibrating the solvency measures to the insurance sector’s balance sheet given required levels of safety.  QIS 4 showed that almost all EU insurers satisfied the MCR requirement but that more than 10% failed the SCR test.  

The state of the market has deteriorated markedly since the QIS 4 returns came in and the time delay until Solvency II becomes effective in 2012 or 2013 is now being called QIS 5 by some of those involved.

Under SII supervisors will have an important oversight role and will be able to reject internal models and require that additional capital be sought, but the onus will be on the corporate governance and risk management processes.  For this reason every insurer will be required to produce an annual Own Risk and Solvency Assessment or ORSA.  

The crisis has had the welcome effect of producing a re-think amongst those who will have to draft the working regulations and implement Solvency II.  I have listed most of the new issues they are now addressing in my paper.
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My guess is that any significant modifications will involve recalibration, liquidity risk and contra-cyclicality.   

One further solvency issue not really addressed in the CEIOPs lessons learned paper is receiving some muted discussion in the trade press.  This arises from the fact that some of the banks that got into trouble had strong capital ratios using the Basel II own funds definition, but    according to vanilla capital ratios they were weak.  The La Rosiere report has in fact called for a fundamental rethink of Basel II. Thus we may see some backing off from the principals based approach with the imposition of circuit breakers based on simple leverage ratios
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It is now time to turn to perhaps the most contentious issue of all – financial reporting standards for financial institutions, and insurers in particular. 

To get a feel for how fluid the situation is as a result of the crisis we need to first understand the modern approach to valuing financial assets.
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There are basically three types of financial asset;  trading securities - known as fair value through P&L under IAS; held to maturity assets which basically consists of fixed interest securities that the institution intends to hold onto;  and the balance, known as available for sale or AFS. Approximately 70% of US bank assets are classified as available for sale and a brief review of some balance sheets would indicate that insurers are in the same ball park. Capital gains and losses are treated differently according to which category the asset falls into.  

All gains and losses on trading securities are brought to P&L.  Unrealized gains and losses on available for sale are taken to an equity account called Other Comprehensive Income – or OCI.  Once the losses or gains are realized they are transferred from OCI to P&L.  The exception is when there is deemed to be an ‘other than temporary loss’ or OTTI, in which case the loss is taken directly to P&L.  OTTI treatment is where a lot of the recent controversy has erupted.

As the available for sale category covers a lot of different types of security and loans, of greatly varying liquidity, there is a hierarchy of valuation inputs.
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Thus highly liquid assets valued at the same level across all markets are valued at market.  Less liquid assets are valued at exit - or sale - value using inputs from similar markets.  And then we have the over the counter stuff – where models are usually employed.

So if we look at the investment banks versus the banks we see that a different loss picture emerges.
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 The investment banks held trading books so they had to mark immediately to market and take their knocks early.  The banks took an early hit on their trading books – including connected SIVs – but are possibly only about half way through their loan write offs.
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If we look at Met Life’s 2008 accounts we see a wide range of fair value methodologies being employed with easily the largest coming under level 2 and having the enigmatic title ‘independent pricing source’.  Met life saw its net assets drop by about a third in 2008 and like the banks the insurers are now taking a keen interest in the treatment of asset held at fair values. 

The accounting controversy arising from the crisis has unfortunately led to a bit of political competition across the Atlantic to see who can put more pressure on their accounting standards body.  There are two core issues the first being classification – with both the FASB and IASB recently building some flexibility into their rules.  Under the original standard insurers and banks were stuck with the classification made when the asset was first recognized on the books. 

The second issue is the treatment of other than temporarily impaired.  Here the argument is that liquidity risk has accounted for a good part of the increased spread on fixed interest securities – so the solution has been to include only the impairment arising from credit risk through the P&L statement, with the rest going to OCI.  

IASB has now published an exposure draft on fair value accounting and has drawn pretty heavily on the corresponding FASB standards.   My guess is that there will be a return to inflexibility on reclassification but that there will be more flexibility on valuation and how losses and gains are presented.

We now turn to the most controversial issue of all – the valuation of policy liabilities.
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Here we see the current relative approaches to margins and cash flows under Solvency II and under the Phase II work of the IASB insurance steering committee – I should, say that I am indebted to KPMG for this and the next two slides.  As one would expect the regulatory requirements are pretty pragmatic. They look at all relevant cash flows and require sufficient safety margin to run off a book of business.  The general accounting standard is less specific and tends to rely on legal constructs. However there is nothing here to give one a heart attack.
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Now we turn to something far more controversial – the liability discount rate. Statutory accounts increasingly require a risk free discount rate for the calculation of the expected value of the policy liabilities – and of course the US does not allow any discounting at all for P&C claims provisions.  This makes sense if one sees the insurance liability as an entity in itself as any marginal return or loss taken by making riskier investment accrues to the shareholders – unless of course the liabilities are directly tied to the asset class.  

However the accounting boards – and this applies on both sides of the Atlantic – want to treat the liabilities as being akin to a debt -and under accounting doctrine the amount and ongoing cost of debt on a company’s books depends on that company’s credit standing.  

These two differing views of the world have led to a major schism between practicing actuaries and those sections of the accounting profession dominated by modern financial thinking.  Some extremely difficult- one might even say philosophical – papers have been written on the topic.  I will not try to elaborate at this stage as it is late in the day but would be happy to discuss this later if you want to enter the realm of metaphysics.  
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The upshot of this debate is that it will be still a few years before the IASB Phase II review of insurance contracts accounting is finalized – in the meantime KPMG has recommended a close collaboration between the supervisors and the accounting standard setters from here on in.  Hopefully the academic accountants will see the error of their ways – an insurer’s accounted value cannot possibly be maximized the day before it goes bankrupt.

Slide 25

We now turn to the G20 reaction to the crisis and the implications for IAIS and its work program.  I have described the outputs of the two G20 meetings in some detail in the paper – in essence a daunting work program has been laid out and it appears that the newly renamed Financial Stability Board will pretty much be running the show – along with the IMF. The World Bank’s main role will be to support the FSAP program in its client countries.
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For those who have not had an opportunity to read the paper I have listed the five key principles that the G20 meetings produced.  Of these, four relate to cross border and international monitoring, risk control and mitigation and so called macro risk.  From your point of view principles one, three and four are probably the most relevant.

I will not talk much about the IAIS here – I suspect that alarm bells go off in Basel every time I mention those four letters in public and Arun has already spoken - but for a change IAIS has my full sympathy.  The secretariat and committees have been putting a good work program together, particularly in terms of developing a workable set of insurance core principles and their supporting standards.  

In this regard one would hope that the G20 involvement will ensure that FSAP Aides Memoire from now on will fully reflect the assessment teams’ views and not be negotiated documents. 

 IAIS now find themselves having to take on a major role in developing a global regulatory and supervisory regime for the insurance sector in particular and the financial sector as a whole.  My only thought for this forum is that perhaps the Association could perhaps in future rely more on work already done by others – such as on solvency, capital and consumer protection. This would hopefully free resources to work on systemically important multinational insurers and other cross border and macro issues – including how to dampen pro cyclical balance sheet effects and develop an international approach to insurer resolution and wind up.  

Regarding pro-cyclicality the most common suggestion involves adjusting reserves or capital according to the stages of the market valuation cycles – the US asset valuation reserves system is one possible simple and practical approach.  

Turning back to the cross border issues the EU has announced that it will create two new bodies based on the recommendations of the La Rosiere report. These are a European Systematic Risk Council to monitor macro risk and a European System of Financial Supervisors to effect better coordination and run the emerging consumer protection program. The Americans only announced their plans yesterday but it seems they will also be establishing an entity to monitor systemic risk – probably the Fed. and will try to get a separate entity established to look after consumer protection in the retail credit sector.  

One obvious matter – which IAIS has already acknowledged as a work plan item - is the need for colleges of supervisors to keep track of important multi- national insurers and conglomerates containing insurers.
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I have included a summary slide showing the European insurance and banking supervisors’ take on how to set up a college.  Of particular interest is the appointment of a central supervisor to design the work plan and act as a clearing house for information and the separation of the business as usual and crisis protocols.
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Next we move to the applicability of the principles based Solvency II approach to developing and transition countries.   I have already made it clear that I do not think it will work outside pretty sophisticated markets with lots of technical and system resources and plenty of political support.  In fact I am not convinced that it will work in all of the EU accession countries – especially now that the group supervision articles in the Solvency II Framework Directive have been deleted.  

The alternative of course is a much more prescriptive - that is rules based – approach, and the United States provides the best example of this.  The bedrock of the US supervisory system consists of the statements of statutory accounting practice – or SSAPs.   All insurers are required to fill out voluminous returns based on these and this data is processed by NAIC to produce useful information for the relevant state supervisory bodies.  

While GAAP and SAP overlap in places there are some major differences.  For example deferral of acquisition costs in not permitted under SAP and a number of illiquid asset classes are also not admitted.  Perhaps most significantly unrealized gains and losses on AFS securities are not included in capital under SAP.
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The three basic tool sets are the early warning ratios of which the IRIS ratios are perhaps the best known because they are published. The internally used FAST ratios are more numerous than for IRIS but many are similar.  
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The IRIS ratios can lead to supervisory intervention and there is empirical evidence that some US insurers have manipulated their reserves to avoid failing on four counts.   Despite this the World Bank has recommended in some client countries that early warning ratios be instituted as a first step in the transition from audit to risk based supervision.

Then we have the Risk Based Capital system – which is probably the closest analogue to SII.  
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The difference of course is that the RBC ratios are formulaic and allow little scope for company by company tailoring.  The square roots are an attempt to allow for diversification effects. As mentioned in my paper a partial internal model approach is now being forced on the American supervisors because the standard algorithm cannot cope with the complex products that have been created in the last few years.  
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Unlike SII the RBC models are not calibrated to any VAR measure – they are more intended, like the other ratios to be early warning signals leading to a mandatory enforcement regime.  TAC means total adjusted capita and includes 50% of the insurer’s dividend liability and the Asset Valuation Reserve in addition to capital and surplus.  RBC is not too pretty, but to date it has been effective. 

Then finally we have the catch all Hazardous Financial Condition powers, which again – under the relevant model law – largely rely on quantitative measures.  However as noted in my paper, US supervisors will be expected to look at governance and risk management systems as from next year. So, as with accounting, we see some convergence across the Atlantic.

My own view is that American RBC, in its basic form, is a good half way house between Solvency I and Solvency II, and that emerging markets should take a close look at it – possibly together with the work that the Bank and Fund have done on transition risk based capital – and you have the two leading experts in this room.
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We now come to the final item on the agenda – the Caribbean situation.  In this regard I can claim some familiarity with the situations in the last 11 years in Jamaica, the ECCU countries and Trinidad and Tobago.  I have also recently seen information from most other countries affected by the problems of the CL Financial Life subsidiaries.  Thus I hope that you will indulge me if I make some observations.
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On this slide I have prioritized a possible regulatory reform agenda for the Caribbean.  The first item is hopefully self evident in light of the Clico and Baico cash flow crisis and subsequent revelations. In many countries assets that were supposed to be in statutory funds with trustee oversight were effectively removed through a range of techniques.  For example some assets that were supposed to be on life insurer balance sheets turned out never to have been legally transferred and intra group debts secured against CLF turned out to have never been legally registered.  

If a Chairman’s or CEO’s rule is sign or resign then the ethical manager of professional has no choice but to resign – but this is not always an easy decision and regulatory systems can break down.
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The much more restrictive system used by South Africa, Australia and some South Asian countries could perhaps be considered in this part of the world.  Under what I will call the Indian Ocean approach the statutory fund has a completely separate legal existence with all policy moneys flowing to and from it.   It is much more difficult to employ such a statutory fund for related party activities as the board of directors of the insurer has a trustee responsibility for its proper management and the separation of activities is absolute.  The general or shareholder’s fund is there purely for capital management purposes.

Secondly we have the policy liability valuation question – the two examples I have seen in the Caribbean so far would not in my opinion pass muster with an actuarial disciplinary committee.  In the more egregious case short term deposits with guaranteed returns higher than actual earnings were being held at cash surrender value in the first year.  In another case the Canadian standard was employed in a way that generated high assumed future earning rates and made no allowance for the fact that in the country concerned there is no solvency requirement for life insurers.  Thus a significant part of the deficits in the CLF life insurers reflect poor actuarial practice.   In future your supervisory regimes must be capable of assessing the quality of actuarial inputs – and if necessary a minimum valuation basis will have to be specified in the law or through regulation.  

It is also probably redundant for me to mention that any new laws should define exactly what an insurance policy is – and is not -– and explicitly exclude bank term deposit style contracts.  There is a legitimate question as to whether the Clico style annuity contracts are insurance policies at law.

Aside from the product structure perhaps the most startling fact to arise from the CLF situation has been that some supervisors in the region evidently could not share information.  This needs to change quickly. In addition – given the limited resources available it would make sense to have some centralized data processing and preliminary analysis capacity at the sub-regional level, along the lines of the NAIC system in the US.

The need for a protocol on region wide wind ups also barely needs mentioning – I cannot say much on this given the sensitivity of the situation but we all know that forbearance inevitably leads to a worse result than early action.

Finally, steps should be taken to reduce the number of insurers. As Governor Venner has pointed out on a number of occasions there are far too many and a lot are inactive.  
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A number of countries, including Nigeria and Russia have found that a quick and vicious rise in minimum capital requirements will help in this regard.  Licensing requirements also provide a tool.  India and China used their minimum capital requirements up front to acts as filters for the size and strength of the foreign insurers that could enter their markets.  China is not shown on this chart because its requirement is so high.

Slide 37 – and now it is time for questions.  And I have one for you – would a Caribbean System of Financial Supervisors have any chance of being established and of functioning effectively?
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