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A) Introduction = 3

1. A sound regulatory and supervisory system is necessary for maintaining a fair, safe
and stable insurance' sector for the benefit and protection of the interests of
policyholders, beneficiaries and claimants (collectively referred to as policyholders
in this document) as well as contributing to the stability of the financial system.
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2. The insurance industry, like other components of the financial system, is changing
in response to a wide range of social, technological and global economic forces.
Insurance supervisory systems and practices must be continually upgraded to cope
with these developments. Insurance and other financial sector supervisors and
regulators should understand and address financial and systemic stability concerns
arising from the insurance sector as they emerge and their interaction with other
financial sectors.
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3. The nature of insurance activity - covering risks for the economy, financial and
corporate undertakings and households - has both differences and similarities when
compared to the other financial sectors. Insurance, unlike most financial products,
is characterised by the reversal of the production cycle insofar as premiums are
collected when the contract is entered into and claims arise only if a specified
event occurs. Insurers intermediate risks directly. They manage these risks through
diversification and risk pooling enhanced by a range of other techniques.
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4. In addition to business risks, s1gn1f1cant risks to insurers are generated on the
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liability side of the balance sheet. These risks are referred to as technical risks and
relate to the actuarial and/or statistical calculations used in estimating liabilities,
and other risks associated with such liabilities. Insurers incur market, credit,
liquidity and operational risk from their investments and financial operations,
including risks arising from asset-liability mismatches. Life insurers also offer
products of life cover with a savings content and pension products that are usually
managed with a long-term perspective. The regulatory and supervisory system
must address all these risks.
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5. Finally, the regulatory and supervisory system must address the increasing
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presence in the market of insurance groups and financial conglomerates, as well as
financial convergence. The importance of the insurance sector for financial
stability matters has been increasing which has implications for insurance
supervision® as it requires more focus on a broad set of risks. Supervisors at a
jurisdictional and international level must collaborate to ensure that these entities
are effectively supervised so that policyholders are protected and financial markets
remain stable; to minimise the risk of contagion from one sector or jurisdiction to

another; and to reduce supervisory gaps and avoid unnecessary supervisory

duplication.
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Scope and coverage of the Insurance Core Principles #*& 1% < J R 54 [f]

6.

The Insurance Core Principles (1CPs) provide a globally accepted framework for
the supervision of the insurance sector. The ICP material is presented according to
a hierarchy of supervisory material. The ICP statements are the highest level in the
hierarchy and prescribe the essential elements that must be present in the
supervisory regime in order to promote a financially sound insurance sector and
provide an adequate level of policyholder protection. Standards are the next level
in the hierarchy and are linked to specific ICP statements. Standards set out key
high level requirements that are fundamental to the implementation of the ICP
statement and should be met for a supervisory authority to demonstrate observance
with the particular ICP. Guidance material is the lowest level in the hierarchy and
typically supports the ICP statement and/or standards. Guidance material provides
detail on how to implement an ICP statement or standard. Guidance material does
not prescribe new requirements but describes what is meant by the ICP statement

or standard
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The ICP matenal is presented in order that the hierarchy can be clearly understood,

as follows:

--ICP statements — numbered and presented in a box with bold font

--Standards — linked to an ICP statement and presented in bold font, with the
number of the applicable principle statement followed by the standard number.
e.g. the second standard under ICP statement 3 appears as 3.2

--Guidance material — linked to a particular ICP statement and/or standard.



Guidance material is presented in regular font, with the number of the ICP
statement and standard followed by the guidance number, e.g. the second
paragraph of guidance under Standard 1.3 appears as 1.3.2.
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The ICPs apply to insurance supervision in all jurisdictions regardless of the level
of development or sophistication of the insurance markets and the type of
insurance products or services being supervised. Nevertheless, supervisory
measures should be appropriate to attain the supervisory objectives of a
jurisdiction and should not go beyond what is necessary to achieve those
objectives. It is recognised that supervisors need to tailor certain supervisory
requirements and actions in accordance with the nature, scale and complexity of
individual insurers. In this regard, supervisors should have the flexibility to tailor
supervisory requirements and actions so that they are commensurate with the risks
posed by individual insurers as well as the potential risks posed by insurers to the
insurance sector or the financial system as a whole. This is provided for in the ICPs
and standards where relevant.
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10.

I1.

The ICPs apply to the supervision of all insurers whether private or
government-controlled insurers that compete with private enterprises, wherever
their business is conducted, including through e-commerce. Where the principles
do not apply to reinsurers, this is indicated in the text. The ICPs do not normally
apply to the supervision of intermediaries but where they do, this is specifically

indicated.
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Insurance supervision within an individual jurisdiction may be the responsibility of
more than one authority. For example, the body that sets out the legal framework
for insurance supervision may be different from the body that implements it. The
expectation is that the ICPs are applied within the jurisdiction by all authorities in
accordance with their respective responsibility in relation to the supervision of the
insurance sector (referred to as “the supervisor”) rather than necessarily by only
one authority. It is, however, essential that in situations where multiple authorities
exist, coordination arrangements be established between them to ensure that the

implementation of the ICPs within the jurisdiction occurs in an accountable

framework.
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The supervisor must operate in a transparent and accountable manner. It needs
legal authority to perform its tasks. It should be noted, however, that the possession
of legal authority is not sufficient to demonstrate observance with an ICP: the
supervisor should also demonstrate that it is able to exercise its legal authority in

practice. Similarly, it is not sufficient for the supervisor to set supervisory
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requirements; it should also ensure that these requirements are implemented.
Having the necessary resources and capacity is essential for the supervisor to
effectively exercise its legal authority and implement supervisory requirements.
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The supervisor must recognise that transparency and accountability in all its
functions contribute to its legitimacy and credibility. A critical element of
transparency is for the supervisor to provide the opportunity for meaningful public
consultation on the development of supervisory policies, and in the establishment
of new and amended rules and regulations. To further ensure the proper
functioning of the insurance sector and promote transparency and accountability,
the supervisor should establish clear timelines for public consultation and action,
where appropriate.
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Application of ICPs and standards to group-wide supervision

ICPs z_
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The ICPs and standards apply to the supervision of insurers at the legal entity and
the insurance group level, unless otherwise specified. The application of individual
ICPs and standards to insurance groups may vary and where appropriate, further

guidance is provided under individual ICPs and standards.
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It is recognised that the implementation of the ICPs and standards relevant to
group-wide supervision may vary across jurisdictions depending on the
supervisory powers and structure within a jurisdiction. There are direct and indirect
approaches to group-wide supervision. Under the direct approach, the supervisor
has the necessary powers over the parent and other entities in the insurance group
and can impose relevant supervisory measures directly on such entities, including
non-regulated entities. Under the indirect approach, supervisory powers focus on
the insurance legal entities and supervisory measures are applied to those insurance
legal entities to address the group-wide risks posed by other entities within the
group, including non-regulated entities. There may also be different combinations
of elements of the direct and indirect approaches.
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Regardless of the approach, the supervisor must be able to demonstrate that in
effect, the outcome is similar to having the supervisory requirements applied
directly on those entities within the insurance group from which the risks are
emanating. This is to ensure effective group-wide supervision, which includes
ensuring that all relevant group-wide risks impacting the insurance entities are
addressed appropriately.
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18.

The ICPs can be used to establish or enhance a jurisdiction’s supervisory system.
They can also serve as the basis for assessing the existing supervisory system and
in so doing may identify weaknesses, some of which could affect policyholder
protection and market stability. The Assessment Methodology (pages 11 to 15) sets
out factors that should be considered when using or implementing these ICPs and
describes how observance should be evaluated.
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When implementing the ICPs and standards in a jurisdiction, it is important to take
into account the domestic context, industry structure and developmental stage of
the financial system and overall macroeconomic conditions. The methods of
implementation will vary across jurisdictions, and while established
implementation practices should be kept in mind, there is no mandated method of
implementation. In the ICPs, the term “legislation” is used to include both primary
legislation (which generally requires full legislative consent) and secondary and
other forms of legislation, including rules and regulations which have the legal
force of law but are usually the responsibility of the supervisor.
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For an ICP to be regarded as being “observed” by a jurisdiction, the standards must
be met without any significant shortcomings although there may be instances,
where one can demonstrate that the ICPs have been observed through different

means other than those identified in the standards. Conversely, owing to the
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specific conditions in individual jurisdictions, the standards identified in this
document may not always be sufficient to achieve the objective of the specific ICP
and therefore additional elements may have to be taken into account.
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Preconditions for effective insurance supervision F »<if'g & s s JPENY e S
An effective system of insurance supervision needs a number of external elements,
or preconditions, on which to rely as they can have a direct impact on supervision
in practice. The preconditions include:

- sound and sustainable macroeconomic and financial sector policies;

- a well developed public infrastructure;

- effective market discipline in financial markets;

- mechanisms for providing an appropriate level of protection (or public safety

net); and
- efficient financial markets.
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As these preconditions are normally outside the control or influence of the
supervisor, the supervisor should not be assessed against these preconditions.
However, the preconditions can have a direct impact on the effectiveness of

supervision in practice. Therefore, where shortcomings exist, the supervisor should

make the government aware of these and their actual or potential negative
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repercussions for the supervisory objectives and should seek to mitigate the effects
of such shortcomings on the effectiveness of supervision. The supervisor should
have the necessary powers to make rules and establish procedures to address
shortcomings. Where the preconditions for effective insurance supervision are not
yet met, the supervisor should have additional powers or adopt other measures to
address the weaknesses.
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Sound macroeconomic policies must be the foundation of a stable financial system.
This is not within the mandate of supervisors, although they will need to react if
they perceive that existing policies are undermining the safety and soundness of
the financial system. In addition, financial sector supervision needs to be
undertaken within a transparent government policy framework aimed at ensuring
financial stability, including effective supervision of the insurance and other
financial sectors.
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A well developed public infrastructure needs to comprise the following elements,
which if not adequately provided, can contribute to the weakening of financial
systems and markets or frustrate their improvement:

- a system of business laws, including corporate, insolvency, contract, consumer

protection and private property laws, which is consistently enforced and

10



provides a mechanism for the fair resolution of disputes;

- an efficient and independent judiciary;
- comprehensive and well defined accounting principles and rules that command

wide international acceptance;

- a system of independent audits for companies, to ensure that users of financial

statements, including insurers, have independent assurance that the accounts
provide a true and fair view of the financial position of the company and are
prepared according to established accounting principles, with auditors held
accountable for their work;

- the availability of skilled, competent, independent and experienced actuaries,

accountants and auditors, whose work complies with transparent technical and
ethical standards set and enforced by official or professional bodies in line with
international standards and is subject to appropriate oversight;

- well defined rules governing, and adequate supervision of, other financial sectors

and, where appropriate, their participants;

- a secure payment and clearing system for the settlement of financial transactions

where counterparty risks are controlled; and
- the availability (to the supervisor, financial services and public) of basic
economic, financial and social statistics.
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Effective market discipline depends, in part, on adequate flows of information to
market participants, appropriate financial incentives to reward well managed
institutions, and arrangements that ensure that investors are not insulated from the
consequences of their decisions. Among the issues to be addressed are the
existence of appropriate corporate governance frameworks and ensuring that
accurate, meaningful, transparent and timely information is provided by borrowers
to investors and creditors.
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In general, deciding on the appropriate level of policyholder protection is a policy
question to be addressed by the relevant authorities, particularly if it may result in
a commitment of public funds. Supervisors will normally have a role to play
because of their in-depth knowledge of the entities involved. They should be
prepared, as far as possible, and equipped to manage crises involving insurers.
Such mechanisms of protection could include a system of policyholder
compensation in the event of insolvency of an insurer. Provided such a system is
carefully designed to limit moral hazard, it can contribute to public confidence in

the system.
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25 Efficient financial markets are important to provide for both long-term and

short-term investment opportunities for insurers. They facilitate the assessment of
the financial and risk position of insurers and execution of their investment and
risk management strategies. When the financial market loses its efficiency,
assessment of financial and risk positions can be more challenging for both
insurers and supervisors. Therefore, supervisors will need to give due
consideration to the impact of financial market efficiency on the effectiveness of
their supervisory measures.
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B) Assessment Methodology 3%z = /*
Review of preconditions for effective insurance supervision
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1. The review of preconditions should include an overview of the preconditions for
effective insurance supervision, as described in paragraphs 19 to 25 of the
Introduction:

- sound and sustainable macroeconomic and financial sector policies;

- a well developed public infrastructure;

- effective market discipline in financial markets;

- mechanisms for providing an appropriate level of systemic protection (or public

safety net); and
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- efficient financial markets.
AdiFt g h e En s ¢ % 19 I 25 BT G ooniRg I AL 2
ps :

CREReARE R ERE AL

- = S PNE N G

CREF R ORT 2 AABEERY (A aEZ ) Uz

C T ehk @ H o
The review should pay close attention to the adequacy of preconditions and
provide a succinct and well structured factual summary, following the headings
indicated in paragraph 1 above. This review should give a clear picture of the
interaction of the preconditions with the assessment of observance with the ICPs
which should flag the individual ICPs which are most likely to be affected by any
material weakness in the preconditions.
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The review should not evaluate a jurisdiction’s observance of the preconditions, as
this is beyond the scope of the assessment of observance with the ICPs. Instead,
the objective of the review of preconditions is to inform the assessment of the
ICPs. The report normally should take up no more than one or two paragraphs for
each type of precondition. Assessors may rely to the extent possible on IMF, World
Bank and other official documents that assess the issues covered by the
preconditions’.
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4. In particular, with regard to the presence of sound and sustainable macroeconomic
policies, the report on the preconditions should be descriptive, and should not
express an opinion on the adequacy of policies in these areas, other than through
reference to analyses and recommendations in existing official documents. When
relevant, the review should attempt to include an analysis of the linkages between
these factors and the stability of the insurance sector.
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5. The review should also include a review of the relevant government financial
sector policies, including whether there is a clear and published framework
assigning responsibility to different bodies involved in financial stability and
supervisory work.

FARC M AT ARENRR 238 THRARARETE E21 7L T
$ R 2B EA L R

6. A factual review of the public infrastructure should focus on elements relevant to
the insurance sector.
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7. The review of the effectiveness of market discipline could, for instance, cover
issues such as the presence of rules on corporate governance, transparency and
audited financial disclosure, appropriate incentive structures for the hiring and
removal of managers and Board members, protection of shareholders’ and other
stakeholders’ rights, adequate availability of market and consumer information, an
effective framework for new entrants, mergers, takeovers, and acquisition of equity

interests, including those involving foreign entities.

* In the context of a Financial Sector Assessment Program (FSAP), assessors should rely on IMF and World Bank documents and should
seek to ensure that the description and recommendations are consistent with other IMF and World Bank posmons on the issues.
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An overview of the appropriateness of safety nets could, for instance, include the
following elements: an analysis of the functions of the various entities involved
such as supervisors, the policyholder protection fund and, if appropriate, the
central bank. The review should include a review of the extent to which
supervisors are prepared and equipped to manage crises involving one or more
insurers, including whether simulation exercises are undertaken and the availability
of appropriate skills and adequate resources. The review should also include a
review of any arrangements for the use of public funds (including central bank
funds) and whether measures are in place to minimise moral hazard.
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The overview of whether there are efficient financial markets could cover, for
example, the range of instruments and issuers (e.g. is there a spread of public
sector issues, index-linked as well as conventional government bonds) and the
spread of available maturities. The review could take note of how liquidity has
been affected in markets in periods of stress. The review should focus on relevant
issues for the carrying on of insurance business, taking into account the products
offered, for example, whether annuities or other long term contracts of insurance
are provided.
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Assessment of ICPs ICPs s %i%

10.

11.

12.

The factors that should be considered when carrying out an assessment of a
jurisdiction or authority’s observance of the ICPs and standards are set out below.
When carrying out an assessment of observance, it is important to take into
account the domestic context, industry structure and developmental stage of the
financial system and overall macroeconomic conditions.
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The IAIS strongly encourages implementation of the framework for effective
supervision described by the ICPs. Assessments can facilitate implementation by
identifying the extent and nature of any weaknesses in a jurisdiction’s supervisory
framework — especially those aspects that could affect policyholder protection and
insurance sector stability — as well as recommending possible remedies.
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The framework described by the ICPs is general. Supervisors have flexibility in
determining the specific methods for implementation which are tailored to their
domestic context (e.g. legal and market structure). The standards set requirements
that are fundamental to the implementation of each ICP. They also facilitate
assessments that are comprehensive, precise and consistent. While the results of
the assessments may not always be made public, it is still important for their

credibility that they are conducted in a broadly uniform manner from jurisdiction

to jurisdiction.
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Scope 4

13.

14.

Assessments against the ICPs can be conducted in a number of contexts including:

- self assessments, on either the full set of ICPs or against specific ICPs, performed

by insurance supervisors themselves, sometimes with the assistance of other
experts. Self assessments may be followed by peer review and analysis.
- reviews conducted by third parties
- reviews conducted in the context of the IMF and World Bank Financial Sector
Assessment Program (FSAP).
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Normally, but not always, the ICPs should be equally applicable to both life and
non-life sectors in order for an overall rating to be assigned. Similarly, it is possible
that certain specialised parts of the insurance sector would have observance with
the ICPs differing from the other insurance business in the jurisdiction. Where the
legal or practical position is materially different between life and non-life
insurance or with respect to specialised parts of the insurance business in the
jurisdiction such that it would give rise to a different rating had the assessments
been carried out separately, it is open to the assessor to consider assigning a level
of observance separately for the two parts of the insurance sector for that particular
principle. In such cases, the distinction should be clearly identified in the report.
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Generally, an assessment should be conducted on a system-wide jurisdictional
basis. However, follow-up assessments could focus on identified weaknesses or
areas of particular risk. Full FSAP reviews are always done with respect to the
jurisdiction as a whole. Where more than one authority is involved in the
supervisory process, the interaction of supervisory roles should be clearly
described in the assessment. If an assessment is conducted in the context of an
individual supervisor, a standard may be assessed as not applicable if the
responsibility lies with another authority within the jurisdiction. However, the

authority responsible for the observance of that standard should be indicated in the
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Conduct of independent assessments - assessment by experts & {7 > #FiG-d & 33& G

16.

The process of assessing each ICP requires a judgmental weighing of numerous
elements that only qualified assessors with practical and relevant experience can
provide. Assessors not familiar with the insurance sector could come to incorrect
or misleading conclusions due to their lack of sector specific knowledge.
Therefore, independent assessments should only be conducted by those with
relevant background and professional experience.

A B ICP Guffe > FEH IS & 2o bErgrd A P HEHTFE N £

19



jg«fr;]:g i mt%;m& ﬁzﬂ;::% A ﬁ U E o A gﬁ ol ,’g\.xﬁ ¥ m;:r_% A ﬁ s od

AR R £ T A gﬁﬂl R EE A o Tl
RS REE MR R ek et Ligh o

Conduct of independent assessments - access to information & {7 b = 313 - "FA’“‘ 2B {8

17.

When conducting an independent assessment, prior consent from the relevant local
authorities is required so that assessors can have access to a range of information
and people. The required information may include not only published information
such as the legislation and administrative policies but also non-published
information, such as self-assessments, operational guidelines for insurance
supervisors and the like. The information should be provided as long as it does not
violate confidentiality requirements. This information should be provided and
analysed in advance to the extent possible, in order to ensure that subsequent
on-site visits are efficient and derive the most value. The assessor will need to meet
with various individuals and organisations, including the insurance supervisor or
supervisors, other domestic supervisory authorities, any relevant government
ministries, insurers and insurance industry associations, actuaries, auditors, and
other financial sector participants.
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Assessment Categories % ip 5§ %)

Assessment of standards & |2 3%

18.

In making the assessment, each of the standards has to be considered. The
standards should be assessed using five categories: observed, largely observed,

partly observed, not observed, and not applicable.
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19.

20.
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For a standard to be considered observed it is usually necessary that the supervisor
has the legal authority to perform its tasks and that it exercises this authority to a
satisfactory level. Where the supervisor sets requirements it should also ensure that
these requirements are implemented. Having the necessary resources is essential
for the supervisor to effectively implement the requirements. Authority provided in
the legislation is insufficient for full observance to be recorded against a standard
except where the standard is specifically limited in this respect. In the event that
the supervisor has a history of using a practice for which it has no explicit legal
authority, the assessment may be considered as observed if the practice is clearly
substantiated as common and generally accepted.
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Assessments are based solely on the legislation and other supervisory requirements
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and practices that are in place at the time. Nevertheless, improvements already
proposed by the supervisor can be noted in the assessment report by way of
additional comments so as to give credit for efforts that are important but at the
time the assessment is made, have yet to be fully implemented. Similarly,
legislation that does not meet with a satisfactory level of observance in practice
cannot provide the basis for recording a standard as “observed”. As a result, it is
important to recognise when the assessment is conducted and to record this in the

report.
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21.

22.
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For a standard to be considered as largely observed, it is necessary that only minor
shortcomings exist which do not raise any concerns about the supervisor’s ability
to achieve full observance with the standard. A standard will be considered partly
observed whenever, despite progress, the shortcomings are sufficient to raise
doubts about the supervisor’s ability to achieve observance. A standard will be
considered not observed whenever no substantive progress toward observance has

been achieved.
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A standard would be considered not applicable if the standard does not apply given

the structural, legal and institutional features of a jurisdiction.
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Assessment of principles & P 2. 31

23.

As noted above, the level of observance for each ICP reflects the assessments of its
standards. An ICP will be considered observed whenever all the standards are
considered to be observed or when all the standards are observed except for a
number that are considered not applicable. An ICP will be considered to be not
applicable when the standards are considered to be not applicable.
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24.

25.

With respect to an assessment of an ICP that is other than observed or not
applicable, similar guidance is to be used as applies to the standards themselves.
So, for an ICP to be considered largely observed, it is necessary that only minor
shortcomings exist which do not raise any concerns about the supervisor’s ability
to achieve full observance with the ICP. An ICP will be considered partly observed
whenever, despite progress, the shortcomings are sufficient to raise doubts about
the supervisor’s ability to achieve observance. An ICP will be considered not
observed whenever no substantive progress toward observance has been achieved.
“/‘Pffz ‘43’**4’1* """ # ICP * 5 @ 3 > Aol g * BRIk & fFinam
Fp s @ Bt o Bl FARGRE T ARA i ICP 0 B F g ek A
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While it is generally expected that full observance of an ICP would be achieved
through the observance of the standards, there may be instances, where a
jurisdiction can demonstrate that observance with an ICP has been achieved
through different means. Conversely, due to specific conditions in a jurisdiction,
meeting the standards may not be sufficient to achieve observance of the objective
of an ICP. In these cases, additional measures are needed in order for observance of
the particular ICP to be considered effective.
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Reporting 3§ 2

26.

The TAIS does not prescribe the precise format or content of reports that result
from an assessment against the ICPs. It does, however, consider that the report

should:

- be in writing
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- include both the assessment of observance itself and any additional information

referred to in this section

- identify the scope and timing of the assessment

- in the case of an external assessment, identify the assessors

- in the case of an external assessment, refer to the information reviewed and
meetings conducted, and note when any of the necessary information was not
provided and the impact that this may have had on the accuracy of the
assessment

- in the case of an external assessment, include prioritised recommendations for

achieving improved observance of the ICPs recognising that the assessment
should not be considered as an end in itself

- in the case of an external assessment, include the formal comments provided by

the supervisors in response to the assessment

- include a review of areas identified in this section as the preconditions to

effective supervision.
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27. The question of publication of the results of an assessment is a matter for the local
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authorities.
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ICP 1 Objectives, Powers and Responsibilities of the Supervisor & 32 F 2 p &~ 12 §
B2
The authority (or authorities) responsible for insurance supervision and the objectives of

insurance supervision are clearly defined.
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1.1 Primary legislation clearly defines the authority (or authorities) responsible for
insurance supervision.
FREEPREITRDNEFRGE O .

1.1.1  The authority (or authorities) responsible for insurance Supervision should be
clearly identified in primary legislation.
Where there are multiple authorities responsible for insurance supervision (e.g.
separate authorities for prudential and market conduct supervision, for macro and
micro prudential supervision, or for licensing and ongoing supervision), it is
important that the institutional framework and the responsibilities of the respective
authorities are clearly set out in legislation for clarity and to ensure all the
objectives of insurance supervision are met.
RERPARIERLTFGERDE L KBERY f FRGEZFEoS 5 8
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1.2 Primary legislation clearly defines the objectives of insurance supervision and the
mandate and responsibilities of the supervisor and gives the supervisor adequate
powers to conduct insurance supervision, including powers to issue and enforce
rules by administrative means and take immediate action.
AEREPRERFLRGTE  RIUARE 0 DRI FIRE AL S LR
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1.2.1  Publicly defined objectives foster transparency. With this basis, the public,

government, legislatures and other interested bodies can form expectations about
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1.2.2

1.2.3

1.2.4

insurance supervision and assess how well the authority is achieving its mandate
and fulfilling its responsibilities.

SHREIBRER2ZPHE VUM EEP R o Mg PIRITLAAH S Ak
Fis Dz A H W IR 2 M B S R IR )

Fo T3

IR ERE AT T E S
Being entrenched in primary legislation ensures that the mandate and functions of
the supervisor cannot be changed on an ad-hoc basis. The process of periodically
updating the primary legislation can promote transparency by way of public
discussions on relevant issues; however, if done too frequently, stakeholders may
form the impression that the policymaking process is unstable. Therefore, it would
be prudent to avoid being overly specific in the primary legislation, which could be
supplemented as needed with updated regulations, for example.
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Legislation should be clearly specified and sufficiently extended so that the
objectives of legal entity and group-wide supervision are allowed for and the
supervisor has adequate powers to achieve these objectives.
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The objectives of group-wide supervision could be achieved either by direct means
where the supervisor has explicit authority and powers over entities within the
group, including the head of the group, or via the use of an indirect approach
where the supervisor has adequate power and authority over the regulated insurer
to access information in respect of the head of and other entities in the group and
apply relevant requirements
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1.2.5

1.2.6

1.2.7

1.3

1.3.1
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As overall coordinator for the supervision of the group, the group-wide supervisor
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should have sufficient legal power and authorities in place in order to practice
supervision on a group-wide basis whilst also effecting coordination and
collaboration with other relevant supervisors.
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The group-wide supervisor should have sufficient authority and power in order to
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coordinate and disseminate the essential information needed for reviewing and
evaluating risks and assessing solvency on a group-wide basis. A group-wide
supervisor ultimately should be responsible for ensuring effective and efficient

group-wide supervision.
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At a jurisdictional level, it is important that legislation supports the supervisor of
an insurer which is part of a group to appropriately contribute to the supervision of
that group on a group-wide basis.
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The principal objectives of supervision promote the maintenance of a fair, safe and
stable insurance sector for the benefit and protection of policyholders.
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While the precise objectives of supervision may vary by jurisdiction, it is
important that all insurance supervisors are charged with the objective of

protecting the interests of policyholders.
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1.3.2

1.4

1.4.1
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Often the supervisor’s mandate includes several objectives. As financial markets
evolve and depending on current financial conditions, the emphasis a supervisor
places on a particular objective may change and, where requested, this should be
explained.
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Where, in the fulfilment of its objectives, the supervisor identifies conflicts
between legislation and supervisory objectives, the supervisor initiates or proposes
correction in legislation.

SRR W E TR FREELHITTPEI TG 2 - RPEF B
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As markets evolve, the supervisor may identify changes in the environment that
affect the fairness, safety or stability of the insurance sector that are not currently
addressed by legislation. The supervisor should initiate or propose changes to
legislation to ensure supervisory objectives can continue to be achieved.
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ICP 2 Supervisor & 12 %
The supervisor, in the exercise of its functions and powers:
+ is operationally independent, accountable and transparent
* protects confidential information

+ has appropriate legal protection

+ has adequate resources

+ meets high professional standards
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2.1 The governance structure of the supervisor is clearly defined. Internal governance

procedures, including internal audit arrangements, are in place to ensure the
integrity of supervisory actions. There is effective communication and prompt
escalation of significant issues to appropriate levels within the supervisor. The
decision-making lines of the supervisor are structured in such a way that action can
be taken immediately in the case of an emergency.
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2.1.1  Independence should be accompanied by accountability to ensure that the
supervisor performs its functions in accordance with the mandate it is given in
legislation and does not act beyond its powers. Failure by the supervisor to meet or
deviation from its objectives should be explained to relevant stakeholders. The

supervisor is accountable for the actions it takes in fulfilling its mandate to those
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2.2

2.2.1

2.3

2.3.1

who delegated the responsibility - the government or the legislature - as well as to
those it supervises and the public at large. It should provide the rationale for

decisions taken.
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There are explicit procedures regarding the appointment and dismissal of the head
of the supervisor and members of its governing body, if such a governing body
exists. When the head of the supervisor or members of its governing body are
removed from office, the reasons are publicly disclosed.
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The “head of the supervisor” refers to the individual who heads the management
team (in some cases referred to as the “management board”) and exercises full
management responsibility for the day-to-day functioning and decisions of the
supervisor, while the “governing body” would be the body of individuals that
exercises oversight of the management team. The “head of the supervisor” may or

may not also be a member of the “governing body”.
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The institutional relationships between the supervisor and the executive and

judicial authorities are clearly defined and transparent. Circumstances where
executive overrides are allowed are specified.
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It is important to define the relationship between the supervisor and the executive
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24.1

242

2.5

and judicial authorities, including the circumstances and processes for sharing
information, consultation or approval with the relevant authority and the manner in
which the supervisor could be subject to judicial review.

This might include establishing what information should be provided, how each
entity should consult on matters of mutual interest and when approval from
relevant authorities is necessary.
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The supervisor and its staff are free from undue political, governmental and
industry interference in the performance of supervisory responsibilities. The
supervisor is financed in a manner that does not undermine its independence. The
supervisor has discretion to allocate its resources in accordance with its mandate
and objectives and the risks it perceives.
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Operational independence of the supervisor includes having the discretion to
allocate its financial and human resources in accordance with its objectives.
ERFTFHITEZ M G REERE PR A FRMIEE LS TR
In the ordinary course of business, the supervisor should not manage or otherwise
run the insurers it supervises. A member of the governing body of the supervisor

should exclude him/herself from decisions where he/she is in a conflict of interest

position.
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There are clear and transparent regulatory requirements and supervisory

procedures which are appropriate for the objectives they are intended to meet. The
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2.6

2.6.1

2.7

2.7.1

supervisor applies them consistently and equitably, taking into account the nature,
scale and complexity of insurers. These regulatory requirements and supervisory
procedures are published.
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Regulatory requirements and supervisory procedures are reviewed regularly. All
material changes are normally subject to prior public consultation.
THHRITZREEETE 2 BR 3 E-RFLEF LB T2 o
Significant changes to the supervisor’s regulatory requirements and supervisory
procedures should be subject to appropriate consultation with the public and the
insurance industry.

This would include not only substantive rules of general applicability but also
policies and interpretations that are not confidential but that may affect members of
the public.

Detailed procedural manuals that are normally internal documents used to guide
staff of the supervisor in the performance of their day-to-day duties would be
excluded.
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The supervisor publishes information on the insurance sector, about its own role
and how it performs its duties.
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Unless reliably published by other parties in a timely fashion, the supervisor
publishes information and analysis about the financial condition of the insurance

sector.

%ﬂﬁﬂwﬁﬁaﬁﬁﬁiﬂ’Eﬂfﬁzﬁibﬁ%%%%%ﬁmﬁﬁ%
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e
2.7.2  Transparency reinforces accountability of supervisors. The supervisor publishes:
- information on its role and responsibilities;
- report, at least annually and in a timely manner on the conduct of its supervision

describing its performance in pursuing its objectives;

- information and analysis about the financial situation of the insurance sector;
- information about problem or failed insurers including information on

supervisory actions taken, subject to confidentiality considerations and in so far
as it does not jeopardize other supervisory objectives; and

- its audited financial statements at least annually.

SPRBCIERFLTENR FERYT RS
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2.8 There are processes to appeal against supervisory decisions, including using
judicial review. These processes are specific and balanced to preserve supervisory
independence and effectiveness. However, they do not unduly impede the ability of
the supervisor to make timely interventions in order to protect policyholders’
interests.

SR T 2 R AR N2 PR R PR F ALY - R SRR 7
W R RIS R AT, P L REL L b2 B a0 X
AIEA R BRFPREEY o FERERSOE A R R P ?E#F; N
4 o

2.8.1  The existence of an appeals or review mechanism helps ensure that regulatory and

supervisory decisions are made within the law as consistently as possible and are

well reasoned. However, this should not unduly impede the ability of the
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2.9

29.1

29.2

293

supervisor to exercise its functions and powers effectively and swiftly.

A Bz 0 N ERTIRA TR A ESIRN T 2 G

Fai- Ko RA 7 BREANERELY § oy Qe d G o
ERE

The supervisor, including its staff and any individual acting on its behalf (presently
or in the past), are required by legislation to protect the confidentiality of
information in the possession of the supervisor, including confidential information
received from other supervisors.The supervisor maintains appropriate safeguards
for the protection of confidential information. Wrongful disclosure of confidential
information is subject to penalties.The supervisor denies any request for
confidential information, other than when required by law, or when requested by
another supervisor who has a legitimate supervisory interest and the ability to
uphold the confidentiality of the requested information.
EREEFREAEI AR A TRF A ITARE IRAATRT 2B
4’wnéﬂw%p BRFR s e R TR BB TR
FRAFR Y PR T mm@m#woal EIRBWRTN o REE
R d BB fixE R BAZERY » FRHFLRLHEILTHRE
Bob o T RIESERPRIPRTRLZG R
The penalties for the wrongful disclosure of confidential information should be
specified in legislation. Such penalties may include disciplinary actions or criminal
proceedings.
B3 E? PRERPEHA EBRWRT AL T L DN o L EEHT N
&AL &2 T o
All persons (presently or in the past) gaining access to confidential information
should be subject to the penalties for the wrongful disclosure of that information.
EHEE AR T ERERTANL  BORLII EBEBRT LA
-
The supervisor takes all actions necessary to preserve, protect and maintain the

confidentiality of information received from another supervisor.
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295

2.9.6

2.10

2.10.1

EILE KRB & 2 40 1 T T AP A B TR TEB SR T o
Confidential information exchanged belongs to, and remains the property of, the

supervisor providing the information.
TR PR T ANMARE > BFHTRETALELY o
Safeguards for the protection of information include the restriction of access by the
supervisor to confidential information received from another supervisor to those
persons working for the supervisor or acting on its behalf who:
- are subject to confidentiality requirements
- are under its direct supervision and control, and
- have a need for such information that is consistent with, and directly related to,
the purposes for which the information was requested.
PG SR S R
CERFZARARARAERE2Z A K - BERE EREORET TR
ESRTI S 1
-?%%ﬁiiﬁ
LWL REFHEN
C R B AR ROTAZ P E - RYERRApM e
Supervisors should identify the data protection requirements attached to

information it receives and retain such information only for as long as permitted by
the data protection requirements.

W RS F A FRGGEL R R BN EE TR REE £
Eﬁﬁ’%?%gﬁgﬁﬂo
The supervisor and its staff have the necessary legal protection against lawsuits for
actions taken in good faith while discharging their duties, provided they have not
acted illegally. They are adequately protected against the costs of defending their
actions while discharging their duties.
ERFAAIGAR AL %FEU%%%‘ PR TR TR TR T L R
ZEwE G hFERY FREEFEHE LA F s @IS PR

Operational independence of the supervisor includes having legal protection for the
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2.11

2.11.1

2.11.2

2.12

actions the supervisor takes in the performance of its functions.

EREPITEZ P s RZEFREL L TR TR FH o

The supervisor has adequate resources, financial or otherwise, sufficient to enable

it to conduct effective supervision.Its staffing policies enable it to attract and retain

highly skilled, competent and experienced staff. The supervisor provides adequate

training for its staff. The supervisor has the ability to hire or contract the services

of outside experts when necessary.

ERTFEANREGHLEF ] REFLMBSAMBT R a7 L A F ik
o B B B S o F

R LA Ry e TILF F av 4 T EPFURH HI0E XA

BaTIRArE X o

P HREHS
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As part of its annual resource planning exercise, the supervisor should take stock
of existing skills, experience and projected requirements over the short to medium
term and review and implement measures that could be taken to bridge any gaps in
numbers and/or skill-sets. Such measures could include more flexible hiring
policies, schemes for secondment of staff to industry other supervisory authorities
within the jurisdiction or internationally. This effort would be aimed at providing
access to specialist skills on a temporary basis as well as provide opportunities for
supervisory staff to better understand industry practices.

T 5 & RFRAY L Feh- ML > TRFR/RMUIRG Ik ~ Ehfre - ¢ I
LHELGRCE S FRRERGEAT U RE R b BB B /S
2 A BRSPS T A ¢ 46 de L LA SO R 1 T
AFR A AgEFFEFP AREROE L ZIZH o 5 oL 127 T
EERTpEE L R o TP L BT IRMR 2 S R E T fRAE R iR .
Supervisor should have the ability to undertake the role of a group-wide supervisor
as deemed necessary.

FRUER ERFRLG OREFEERZ ETiu d o
The supervisor and its staff act with integrity and observe the highest professional

standards, including observing conflict of interest rules.
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2.12.1

2.13

2.13.1

BRPSEITONLELAPRIRFEGL G2 RIEERR 2
B4 g fIE ERAR -
Strong internal governance (as assessed in Standard 2.1) and maintenance of high
standards of integrity and professional standards amongst the staff of the
supervisor are important elements that contribute to the credibility of the
supervisory process. This includes having a code of conduct which incorporates
rules dealing with conflict of interest.

FEE P 38512 (4eStandard 21352 )~ AIFFREGEL R E TR 2
AR E KRS S IRBCREEL T CRAPEE G Y £ 5
MRIEH E PR 27 5 R e

Where the supervisor outsources supervisory functions to third parties, the
supervisor sets expectations, assesses their competence and experience, monitors
their performance, and ensures their independence from the insurer or any other
related party. Outside experts hired by the supervisor are subject to the same
confidentiality rules and professional standards as the staff of the supervisor.
EIRE OME L2 BarL MR TRY RR - BRE S uFTEH N
PoRFoTERRIPORR TaEFAH R AL AN A R
ik R LS ar@&%i*ﬁ—ﬁ’ﬁiﬁ?%%%mﬁ
bR

Outsourcing of some supervisory functions to third parties can complement the
supervisor’s resources with valuable expertise. However, the oversight and control
of supervisory functions is the primary responsibility of the supervisor and the
complete outsourcing of supervisory responsibility to third parties is not an
acceptable substitute for that performed by supervisors.
SEEE BBLA NSRS E S VHERT PR ERAIAH o KA 0 EF

1@;#1]57%%;4;;@;2 ﬁjikj\ﬁ%\;?—,_-kl}b,‘;j&_?ﬂ%\,‘ ERE /‘_:,e,:_:_ﬂ
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ICP 3 Information Exchange and Confidentiality Requirements 34 2 4 % i % 24

The supervisor exchanges information with other relevant supervisors and authorities
subject to confidentiality, purpose and use requirements.
?i&ﬂﬁ?ﬁﬁ~ﬂm£éﬁi%$mﬁﬁf’@ﬁgwﬁwggga;g%

=

F&g%ﬁ"ﬁ‘

3.1 The supervisor has the legal authority and power to obtain and exchange
supervisory information in respect of legal entities and groups, including the
relevant non-regulated entities of such groups.

ERFFEERERNZES S PFFE A HFHEZAZFRZEETH 2

FERPN 2 HTIE2 4R R .

3.1.1  The legal authority and power to which the supervisor is subject should enable it

to obtain and exchange information when:

- the supervisor considers the information to be necessary for the supervision of
insurance legal entities or groups, or when another supervisor considers the
information to be necessary, and

- the supervisor is reasonably requested to provide relevant information by one of
the authorities referred to in 3.2.1 below.

ETANT R G RS U E LA HERTA

CFERFAALERERG ATEZAZAEML L TR UZ
CERE X PR E TN OE IS SRR BREAM T
e

3.1.2  Information necessary for the supervision of insurance legal entities or groups may

include, but is not limited to:

- information on the management and operational systems and controls operated
by insurers;

- financial data relating to an insurer;

- objective information on individuals holding positions of responsibility in

insurers (to include owners, shareholders, directors, managers, employees or
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contractors);
- objective information on individuals or insurers involved, or suspected of being
involved, in criminal activities;
- information on regulatory investigations and reviews, and on any restrictions
imposed on the business activities of insurers;
- specific information requested and gathered from a supervised entity (including
appropriate customer transactional information);
- reporting information within groups to meet group supervisory requirements;
- information on a legal entity and a group-wide basis including, but not limited
to, branches, subsidiaries and non-regulated holding companies; and
- information on prospective and actual insurer transactions and prospective and
actual transactions of policyholders.
“Tvﬁn. ;;413@7.4.§A*m,é;}é’1x3%?:
;%~m$,iﬁﬁ@%aﬁﬁig§%%m§a;
-7 OB R A 2 MIREOR
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Agreements on the information exchange F 3% 4% 2 +5 T

3.1.3  Agreements and understandings can be used to establish a framework between
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supervisors to facilitate the efficient execution of requests for or provision of
information.
PR 2 R LET IR A - BATILE 2 AAEE L {IGRA
HEFTMZG RFHRGE -
Agreements suchas the IAIS Multilateral Memorandum of
Understanding (MMoU) or bilateral Memoranda of Understanding (MoU)
facilitate information exchange because they provide the basis for a two
way flow of information and the basis on which supervisors can rely on the
information they exchange with other supervisors being treated as confidential.
BlAe % R B E I B (TALS) 7 i & L &(MMoU) & B % L 4-(MoU)
FRRFTVIPFTRIE FZ v PRE- BE TR AH P A3
HIERP T OGRS T EA R N I .

The TAIS MMoU is an example of a multilateral memorandum of understanding

oY

i

for cooperation and exchange of information between insurance supervisors in

relation to all issues related to the supervision of insurers — also covering

insurance groups. All signatories to the IAIS MMoU have to undergo a validation

of their laws and regulations to guarantee compliance with the strict confidentiality

regime set forth therein.

R FRE I e SR L - BRERREEE R

AE e BB E R EITR TR #m ﬁ;% s e BB T
FERLEZ AR FERE AR s i el T AR

W%%%i%ﬁ%%%ﬁ°

Agreements and understandings are valuable where there is a need to provide a

33 MR

basis for exchanging information between the supervisors in two or more
jurisdictions, or between supervisors responsible for different financial sectors.
= A - 7%m+%’§¢:%uj§gﬁiﬁﬂ Kj zk$ﬁ
AER2ZTRY 2 ZEREATALIAH -

An agreement or understanding may set out the types of information to be

exchanged, as well as the basis on which information obtained by the supervisor
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Supervisory colleges & B % 12| 8

3.1.8

3.1.10

may be shared.
Bk E LT g ?\;mi#%;ﬁﬁiﬁf’# EEEE S-S SRR RIESE 2o S )

MAFLHEB T

Information exchange is particularly important for the operation of a supervisory
college. For a supervisory college to be effective there needs to be mutual trust
and confidence between supervisors, particularly in relation to exchange and
protection of confidential information.
FAREHEMERL | 2 FEEYER - SREMEL | B E RN 5T
ek ERF LM FINGHE G E o FU AN R BESR TR
It is the responsibility of each supervisor within the supervisory college to ensure
the safe handling of confidential information; there is no global law or regulation
on confidential information. Each member of the supervisory college should take
measures necessary to avoid unintentional divulgence of information or the
unauthorised release of confidential information. It is vital that appropriate
information exchange agreements or direct arrangements are in place between
the members of the supervisory college to ensure that information can be
exchanged in a secure environment.
R30I U BTy 2 %\4
FTEREL2ZEREL o F- BEBMEL | R

ROFTABEAN RGPV 2T PBFT R SMETAIHIL L - BF 2ep
BHiEF? CEBEE L AR EAREOTAIMBRERS L BB H A
FEL o

There are two principal methods by which this could be achieved :

Each supervisor involved in the supervisory college establishes a MOU on a
bilateral basis with the other members of a supervisory college. In many instances
such MOU s already exist.

The members of the supervisory college are signatories to the IAIS MMOU which

requires the commitment to a strict confidentiality regime.
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3.1.11

3.2

3.2.1

FoBARSE T
LREBER e M2 ERTREZEFMER o2 B L - BEE
AAK 2o B el LT 5 R 6
FRER 2 SEIREFRGERTE ) 2 BH L2 EFR 2K
1T Bt R 4505 o
Where confidential information exchanged within a supervisory college is also
communicated to other supervisors there should be a formal mechanism in place
with these supervisors to ensure the protection of the confidential information.
Mechanisms could be included in MoUs or via direct arrangement.
FARBER P ed AR RTA L RBEI AL ERFE L TR
PRE G D SRS R TR 2 o BB T AT A
Ed TR/PFED o
The supervisor has the legal authority and power, at its sole discretion and subject
to appropriate safeguards, to exchange information with other relevant supervisors.
The existence of an agreement or understanding on information exchange is not a
prerequisite for information exchange.
BHFELETE G RELTRT OEETF ARSI 2L pHE
BEIHEFTA s FAIERARSAIEL 3T LH T2 LR EER -
Other relevant supervisors may include, but are not limited to:
- other insurance supervisors within the jurisdiction;
- insurance supervisors in other jurisdictions;
- supervisors responsible for banks and other credit institutions both within
the jurisdiction and in other jurisdictions;
- supervisors responsible for investments, securities, financial markets and other
sectors both within the jurisdiction and in other jurisdictions;
- relevant authorities for anti-money laundering or combating the financing of
terrorism (AML/CFT matters); and/or

- law enforcement agencies.

R AMERLY o e T
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3.3.1

- FEEEN 2B R R TRE
Hou g 2 e ERY
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JELRER 3 B
The supervisor proactively exchanges material and relevant information with
other supervisors. The supervisor informs any other supervisor in its jurisdiction
and the supervisors of insurance group entities in other jurisdictions or sectors in
advance of taking any action that might reasonably be considered to affect those
group entities. Where prior notificationis not possible, the supervisor
informs other relevant supervisors as soon as possible after taking action.

WYy I EH s TR HERZ YT SRF BRAERET G
ot g B W2 FHn ol o E P E s AP EIRE 2 Rk BB oS R e
B2 ERY AR RAE A FRYRNEEFHSGEEE A B 4P

2
EREL N

F‘a

Lk

Tm}

Relevant proactively provided information includes but is not limited to:

- any information the supervisor considers will facilitate the effective supervision
of groups or entities in the group ;

- any material changes in the supervisory approach

- any event or series of events that may have a significant bearing on the

operations of group entities operating in the jurisdictions of other supervisors

- information that may affect the financial system of another jurisdiction
- information that may affect the financial condition or other interests of the

policyholders of a group entity in another jurisdiction

- prior notification to another supervisor of any action to be undertaken which

44



3.4

3.4.1

relies on information received from that supervisor, subject to the compulsory

requirements applicable to the supervisor of criminal justice or other

legislation.

=

CERFRIVUGENEEAEBRP A
CERS Z 2 ERE ¥

AR IR LEREREYELBE
zZErE A agE e
TRBPL i L AR R TR
Tl FEe gL g R RS FE
no;
EFREAREEER TR Fhd vl F

T2 AP T o ¢ 45 R P

CERAPER N SR 1 N

—\

R

—=h
[

The supervisor has a legitimate interest and a valid purpose related to the

fulfilment of supervisory functions in seeking information from another

supervisor.
£z

HRBEFR o

Valid purposes may include, but are not limited to:

- Licensing

- fit and proper criteria

oo R A 7 T

:?FI}‘_ S

7
~

- ongoing supervision, including enforcement action and sanctions

- supervisory practices

- winding-up, liquidation or bankruptcy

RS

- anti-money laundering or combating the financing of terrorism (AML/CFT).

TE R T8 A T
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3.5

3.5.1

ARG S RS A & D F (AML/CFT) -

The supervisor assesses each request for information from another supervisor on a

case by case basis.

e ERTRIZFTAFR ERYRFERAABYFR -

By way of principle, a supervisor is expected to provide the information requested
by another supervisor. In deciding whether and to what extent to fulfil a request
for information, the supervisor may take into account matters such as, but not
limited to:

- whether it would be contrary to the essential interest of the jurisdiction of the
requested supervisor

- the ability of the recipient supervisor to maintain the confidentiality of any
information exchanged, taking account of the legal arrangements in each
jurisdiction

- relevant legislation in their jurisdiction (in particular those relating to
confidentiality and professional secrecy, data protection and privacy, and
procedural fairness)

- the nature of the information to be exchanged

- the use to which the information will be put (for example, see Standard 3.4).

;ﬁd WPz R ERFTHFHEREFTHREI b RTFAZE B £ 2
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3.5.2

3.6

3.6.1

3.7

3.7.1

3.8

- RAEFTRZAF S

- Faz @ * 358 (b4 %A Standard 3.4) o

Whilst requests for information should normally be made in writing, the supervisor
should not insist on written requests in an emergency situation, and should not
unreasonably delay a response to an oral request, where the requesting supervisor

is known to it.

fai%ﬁiﬁuéaﬁﬁ’@Eﬁé%ﬁ%’EE?%@%%—i,

Fzw o

The supervisor responds ina timely and comprehensive manner when
exchanging relevant information and in responding to requests from supervisors
seeking information.

BLEAAMTR 2 v BE B FRFTAZIERT 25 R ERE &G X
Py o w R oo

Supervisors should consider nominating an individual to act as their main contact
point to facilitate the free flow of information.

ERFRITREpE- A T8 PHIRBMET 0 A FTAZP
d il o

Strict reciprocity in terms of the level, format and detailed characteristics of
information exchanged is not required by the supervisor.
TIFFORHT AU s BN e R T A

Lack of strict reciprocity should not be used by the supervisor as the reason for not
exchanging information that it would otherwise be appropriate to exchange —
particularly in an emergency or other crisis situation.

TR L ERIATLES AL B ARA R
BRER o P g sk S P

Before exchanging confidential information, the supervisor ensures that the party

receiving the information is bound by confidentiality requirements.

BABBRTAT 0 EEY RARAL TRLE S 48 TRRAE -
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3.9

3.9.1

3.9.2

393

3.10

3.10.1

The supervisor generally permits the information it exchanged with another
supervisor to be passed on to other relevant supervisors or other bodies in that
jurisdiction, provided that the necessary confidentiality requirements are in place.
FRFTAFRAIHEE L ERF 2 T 7 L Aags EF ¥ EFERS
PR BEEHS AP EILY e EH L R DRG R
Other parties with whom supervisors may wish to exchange information may
include the authorities listed at Standard 3.2 above or other authorities such as
those with jurisdiction over a supervisor or relevant courts.
ERFVHFEHLE TN f S Standard 324772 FRE A H 5 4
EWH OGP RSP ZEZT MM ZIR
The originating supervisor may attach conditions to the subsequent exchange of
the information to other supervisors or other bodies.
RETRLEEFPHARGT ARSI A M E LT A0 6wy
befE it o
Conditions imposed by the originating supervisor on the exchange of
information should not prevent the receiving supervisor from being
able to use the information for its own purposes in accordance with Standard 3.10.
REFRLERE P2 FRUMEE T BIAEE FALERY » &1 4
Standard 3.10™ > Z H p £ p ehm & * ZF M o
The supervisor receiving confidential information from another supervisor uses it
only for the purposes specified when the information was requested. Before using
the information for another purpose, including exchanging it with other parties,
the supervisor obtains agreement of the originating supervisor.
ERFHNEAL FRFFEIRTEALET > R RHF A GRTALP
HO R GFR AR RTARLEL YRR D B R ET
Mo TRE RFAREREFTNZEZF R o
There are specified circumstances within Annex B of the IAIS MMOU whereby
signatories are considered to have provided consent to the passing on of

information where it will assist other IAIS MMOU signatories in the performance
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3.11

3.11.1

of their supervisory functions and other relevant domestic bodies (including
central banks, law enforcement agencies and relevant courts).

LRR G G BRI e 5 L B L AR
T E% 2 ¢ R Wk %—@%zwﬁ Bps TR RERLE T

() B FEReEBEER ] 2 LEFEFLERRNAGE PahERE
2 (i) £ # ek R p :sgf%h (#4679 &40 ~ UM - 2 fAM 2 1R) o
In the event that the supervisor is legally compelled to disclose confidential
information it received from another supervisor, the supervisor promptly notifies
the originating supervisor, indicating what information it is compelled to release
and the circumstances surrounding the release. Where consent to passing this
information on is not given, the supervisor uses all reasonable means to resist the
demand and to protect the confidentiality of the information.
PERTRZABFNERSCBHBR I TRFEREFLPRT U ZE
BERAFE TR EFTAZERF FE A RTAPT R 2IHEZ G
Mgz ATl e 4 22 FHFTARL TR 2 FIF TRFRREY - >
&Ew”fz’:h:"”\m%%%xpf‘j\ FAREEF RSB
Legal compulsion includes but is not limited to a court or parliamentary order.

R PIRET D FHEAINERARELHL o
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ICP 4 Licensing % 3# ¥ 3 R

A legal entity which intends to engage in insurance activities must be licensed before it can
operate within a jurisdiction. The requirements and procedures for licensing must be clear,
objective and public, and be consistently applied.

KRG ER2L A - FERREP Y ED L FABRTHFTHE - PEFTR

B2 RTEMRELELEP - EBE OF > ¥ E - R

Introductory Guidance # 7%

4.0.1  Licensing plays an important role in ensuring efficiency and stability in the
insurance sector. Strict conditions governing the formal approval through licensing
of insurers are necessary to protect consumers. The relevant licensing criteria
should be applied to prospective entrants consistently to ensure a level playing
field at point of admission to the insurance sector.

P aF T PR B @@%ﬁixxiiﬁaﬁ’%ﬁ—ﬁéiié0%%4

S Rph i ERE S SRR F F A LR g
B2 13 3F v B AR RAR - RGE * At A kY Gt R R AR TR N
g A F2 PEREL - T2 F R .

4.0.2  The role of the supervisor is to ensure that insurers are able to fulfil their
obligations on an ongoing basis and that the interests of the policyholders are
sufficiently safeguarded. The licensing procedure is the first step towards
achieving these objectives.

ERF2 A GAEFEFEA AAFTEY2ZAHT G0 it Pk
B R RS2 EERAAS R PF T RS LA P R ¥ -
# 5 -

4.0.3  If the licensing procedures as well as the on-going supervision of licensed insurers
meet internationally recognised standards, then confidence in the supervisory
systems will grow on a domestic level as well as on an international level.

Ik PR E VRS HETHRL B A HFHE IE’_‘,!-.’KE‘L & BT
2 ARERE S P2 F AP AREE S HERYIRZ B mEH L

Licensing requirements %5 3% ¥ 34 R A&
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4.1

4.1.1

To protect the interests of policyholders, a jurisdiction controls through licensing
which entities are allowed to conduct insurance activities within its jurisdiction.
SREFRS LR 0 TSEPE T RE A S R m g B
I e Fi% -

Licensing is distinct from approval granted in terms of the general domestic
company, trade or commercial law. Apart from applying for a supervisory licence,
other requirements pertaining to company, trade or commercial law should be met
(e.g. filing incorporation documents or applying to the registrar of commerce).
Entities should neither be allowed to present themselves nor act as licensed
insurance companies without or before having been granted a licence.
PERGEFTHBA R RRB- SRR 2220 2 AP L2 ENTLT 2

P e YRR LT HUMN LD A AP ERELRT

s e (blaef g iy & '%#€E€F“@%J°@%Qé&éubﬁg
FHEBAREFTREBLG > AFALE e AEAFE L EERBLF
%A o

In jurisdictions where another authority is responsible for issuing licences, the
insurance supervisor should be able to give input and recommend conditions or

restrictions (including refusal) on a licence where appropriate to the licensing

authority.
- Bd HUERF L FPEFTRARLFHRFSP 0 FRELT L5
EPEFTRBT AL > REEF LA ERFELU (FRER) B

PHEFTRBLERT 57 ¢

Methods of licensing %78 ¥ ¥ H{ 2.3 ;¢

4.1.3

Depending on the legal forms that might be permitted in a jurisdiction, foreign
insurers may be allowed to conduct insurance activities within the jurisdiction by
way of a local branch or subsidiary or on a cross border provision of services basis
only. A subsidiary is a domestically established legal entity that needs to be
licensed. A branch is part of a company, not being a separate legal entity,

established in a jurisdiction other than the company’s home jurisdiction. Branches
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require authorisation to operate with the licence usually granted to the legal entity.
Cross border provision of services basis only does not require a local
establishment but may require approval from the host supervisor.
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In some regions, a number of jurisdictions have agreed to a system of passporting
as a manner of acknowledging each other’s licences. This provides the opportunity
for insurers established in one of the jurisdictions to open branches and provide
insurance services across borders on the basis of their home jurisdiction
authorisation to conduct insurance activities, i.e. the passport.

FLEFERRE 0 ¢ R - U 7SR (passport) - KR P FT
HPBL o ) MR AR FEREEY - SR B g
PR AR FTIRE 2FV T REBRIRAHF T e 50 4 ,Tk{
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In some jurisdictions, licensing of a foreign insurer that conducts cross border
business without a physical presence takes the form of an authorisation to conduct
Insurance activities.
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The method of licensing may differ in various jurisdictions in order to take into
account the nature, scale and complexity of an entity conducting insurance
activities. Some jurisdictions may allow registration, which is a less formal
process, for non-significant entities (e.g. limited geographic scope, limited size,

and limited lines of business) for the purposes of licensing. In such situations, the
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4.2

4.2.1

legislation should state clearly the applicability, requirements and process for
registration.

AT R F R EIZ B RAEM P IR PEFTRRL 2L
PR EEREBM G TR o} g&%g#ﬁ g Al (B4 1
FIB RFE - VFIREE YR AE) T UR R E R N2 F e U
PP R P e e T o 2 ERP P B R R R

The insurance legislation:

- includes a definition of regulated insurance activities which are subject to
licensing;

- prohibits unauthorised insurance activities;

- defines the permissible legal forms of domestic insurers;

- allocates the responsibility for issuing licences; and

- sets out the procedure and form of establishment by which foreign insurers are
allowed to conduct insurance activities within the jurisdiction.The insurance
legislation:
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Some jurisdictions may decide some limited activities are not included in the
definition of regulated insurance activities subject to licensing requirements. Any
such activities should be explicitly stated in the legislation. Jurisdictions may do
this because the insured sums do not exceed certain amounts, losses are
compensated by payments in kind, or activities are pursued following the idea of
solidarity between policyholders (e.g., small mutuals, cooperatives and other

community-based organisations, especially in the case of microinsurance).
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4.2.2

4.3

Examples include insurers whose activities are limited to a certain geographical
area, limited to a certain number or class of policyholders and/or offer special
types of cover such as products not offered by licensed domestic insurers.
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Given the principle that all entities engaged in insurance activities must be
licensed, the exclusion of limited insurance activities from licensing requirements
should give due regard to having appropriate alternative safeguards in place to
protect policyholders.
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Licensing requirements and procedures are clear, objective and public,and are
consistently applied, requiring:

- the applicant’s Board Members, Senior Management, both individually and
collectively, Significant Owners and Key Persons in Control Functions to be
suitable;

- the applicant to satisfy capital requirements;

- the applicant to have a sound corporate or group structure and governance
framework that does not hinder effective supervision; and

- the applicant to have sound business and financial plans.
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4.3.1

4.3.2

433
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Licensing requirements should be publicly available and easily accessible. The
rules for licensing should be neutral in application and administered in a fair and
equitable manner. Application procedures should be straightforward and no more
administratively burdensome than absolutely necessary to administer the measure.
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Further guidance on suitability, governance and capital requirements can be
found in other IAIS work under those respective topics. (ICP 5 Suitability of
Persons, ICP 7 Corporate Governance, and ICP 17 Capital Adequacy.)
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Business plans should be projected for a minimum of three years by the applicant
and reflect the business lines and risk profile, giving details of projected
setting-up costs, capital requirements, projected development by business line,
solvency margins and reinsurance arrangements. They should include information
on the products to be offered and on distribution methods and channels to be used
by the applicant. Information regard in primary insurance and reinsurance should
also be provided separately. The applicant should also provide information on its
risk management systems including contracts with affiliates, outsourcing
arrangements, internal control systems, information technology systems, policies
and procedures.
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4.3.4

4.3.5
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If an insurer wishes to be licensed to underwrite life insurance business and
non-life insurance business, it should demonstrate to the satisfaction of the
supervisor that its risk management processes are adequate to manage the risks
separately for each business stream on both a going-concern and a winding up
basis.
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Where the applicant is part of a group, the applicant should submit its group
reporting structure, indicating all of the material entities within the group
(including both insurers and other entities, including non-regulated ones).
Information on the type of related party transactions and/or relationships between
all material entities within the group should also be provided.
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Requirements on the supervisor & I F &

4.4

4.4.1

Where an insurer is seeking to establish a branch or subsidiary in a foreign
jurisdiction, the host supervisor concerned consults the home supervisor as
appropriate before the issuance of a licence.
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In deciding whether, and if so on what basis, to license or to continue a licence of
branch or subsidiary of a foreign insurer in its jurisdiction, the host supervisor

should consult the home supervisor as necessary and take into account the ICPs
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4.4.2

443

and standards. As part of the consultation, supervisors should be able to exchange
information relevant for the application (e.g. check of suitability of directors and
owners) with domestic or foreign authorities. The exchange of information may be
governed by law, agreement, memorandum of understanding, etc., especially if the
information is deemed confidential. The host supervisor should have an
understanding of how the home supervisor supervises the insurer on an ongoing
basis, including the ability of the home supervisor to apply sanctions to prevent
corporate structures that conflict with effective supervision.
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Host supervisors may wish to consult home supervisors on particular aspects of
any licensing proposal, but in any event they should always consider checking that
the home supervisor of the insurer has no objection before granting a licence. The
host supervisor should inform the home supervisor of any restrictions or
prohibitions imposed on a licence.
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Host supervisors should reject applications for a licence from foreign entities
which are not subject to prudential regulation of their capital strength in the home
jurisdiction. In the case of joint ventures, supervisors should consider whether
there is clear parental responsibility. In such circumstances, if there is lack of clear

parental responsibility, the supervisor should reject such applications.
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4.4.4

4.5

4.5.1
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A foreign insurer may be allowed to operate through a branch or cross border
provision of services, without a licence or an approval from the host supervisor
where, for example, bilateral or multilateral agreements are in place which
ensure that the insurer:
- 1s subject to supervision in its home jurisdiction which has been recognised as
adequate by the host jurisdiction; and
- may be subject to sanction if it does not meet the legal provisions of the host
jurisdiction.
- In such circumstances, the home supervisor should be informed.
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Where an insurer is seeking to conduct cross border insurance activities without a
physical presence in the jurisdiction of the host supervisor, the host supervisor

concerned consults the home supervisor as appropriate before allowing such

activities.
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Information exchanged as part of the consultation should include:

- confirmation from the home supervisor that the insurer is authorised to conduct

the proposed types of insurance activities; and
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4.5.2

4.6

4.6.1

4.6.2

- confirmation from the home supervisor that the insurer meets all the insurance
regulatory requirements in the home jurisdiction.

T (T B 2 A Y 45

C A BE IR ARG R A AR L TR Y iR R A2 A

A RERET R R E AP EA R T RRE IR -
A foreign insurer may be allowed to operate on a cross border provision of
services basis only, without approval from the host supervisor where, for example,
bilateral or multilateral agreements are in place.
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The supervisor assesses applications, makes decisions and informs applicants of
the decision within a reasonable time which is clearly specified.
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The supervisor should require an entity to submit an application if it intends to
conduct insurance activities. The application should include information on the
types of business to be written and contain all the documents and information
required by the legislation to confirm that the licensing requirements are met.
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Supervisors are encouraged to issue guidelines on how to file an application for a
licence. These guidelines could include the licensing requirements set out by
legislation and advice on the required format of documents. To make the formal
licensing procedure easier and prevent any unnecessary delays, the supervisor may
encourage persons proposing to establish an insurer to contact the supervisor prior
to applying for the licence to receive advice on the licensing requirements and

procedures involved in the application process.
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4.6.3

4.6.4

4.6.5
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In instances where the application is deemed not complete, the supervisor should
inform the applicant without delay, and the applicant should be provided the
opportunity to provide additional information to complete the application for
consideration.
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In assessing the application documents, the supervisor could rely on audits by
external bodies, actuarial reports, or in the case of branches or foreign subsidiaries
on the opinion of other supervisors. Supervisors should consider the reports or
opinions from these various sources carefully and apply their own judgment in
making the final decision on the application. Before placing reliance on such
reports from external auditors or actuaries, supervisors should consider:

- whether the external auditors and actuaries have the necessary expertise and

experience to perform the roles; and

- their independence from the entity and the consideration they give to the

protection of the policyholders’ interests.
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The supervisor should finalise its decision within a reasonable timeframe. A time

period should be indicated to the applicant for the assessment procedure,

commencing from the date on which all application documentation has been
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4.7

4.7.1

submitted to the supervisor. Within this period, the supervisor should decide on
the acceptability of the application for a licence. However, if the supervisor has
not come to a decision within the indicated timeframe, the licence cannot be
considered granted.
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The supervisor refuses to issue a licence where the applicant does not meet the
licensing requirements. The supervisor has the authority to impose additional
requirements, conditions or restrictions on an applicant where appropriate.
UG ppEET AR %#%’rw BAEG P 37 U - T
FAREY G & Ao d 2 R A
In general, requirements, conditions or restrictions that are imposed on an
applicant at the point of issue of the licence deal with the scope of activities that
an insurer is permitted to conduct or the nature of customers with whom
insurance should be carried out (e.g. retail versus sophisticated customers).

The supervisor has the authority to impose additional requirements, conditions or

restrictions on an applicant not only at the point of issue of the licence, but also as

part of its on-going supervision of the insurer. Further standards and guidance on

supervisory review and reporting and on preventive and corrective action can be

found in other TAIS work under those respective topics. (ICP 9 Supervisory

Review and Reporting and ICP 10 Preventive and Corrective Measures).

BT F P T R ST A 2 R L E A

Hr g A AR R FRE L F RS LR TR AL L (SR g
WAFFET FEHRNTE Y ) TIREFE G RAPFEFT BRI 0 eF Y 5k

sy
pEIS)
iy

2AGE IEEAU] > B T A LH R ASFTERL - e o F A
Fig R iEt 2 TRt F2 2 R A e Rl MERGEBER
Jle1 TR T2 BUA Y (e RPIO-ERE A E AL RGP

61



4.8

4.8.1

4.9

4.9.1

4.9.2

4.9.3
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If the licence is denied, conditional or restricted, the applicant is provided with an
explanation.
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The denial of a licence or conditions or restrictions on a licence should be
confirmed in writing to the applicant. The explanation should also be provided to
the applicant in a transparent manner. Supervisors should convey their concerns
with regard to an applicant’s proposed insurance activities to explain the reasons
for imposing licensing conditions or restrictions.
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A licence clearly states its scope.
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A licence should clearly state the classification of insurance activities that the
insurer is licensed to conduct. Regarding classification, legislation should
categorise insurance business into types and classes of insurance (at least into life
and non-life).
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Before adding new classes of insurance to the list of classes already granted to the
insurer, the supervisor considers all of the above mentioned licensing
requirements, as applicable.
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A licence should be granted for an unlimited period, given that insurance is by

nature a long-term business.
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ICP 5 Suitability of Persons * F 2_ if 214+
The supervisor requires Board Members, Senior Management, Key Persons in Control

Functions and Significant Owners of an insurer to be and remain suitable to fulfil their

respective roles.
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Introductory Guidance 7 7
5.0.1  Suitability is an overarching term that means :

- for Board Members, Senior Management, and Key Persons in Control Functions,
having the competence and integrity to fulfil their respective roles (also known
as being “fit and proper”);

- and for Significant Owners, having the financial soundness and integrity to fulfil

their roles.
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5.1 Legislation identifies which persons meet suitability requirements.
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5.1.1 At a minimum, the legislation should include Board Members, Senior
Management, Key Persons in Control Functions and Significant Owners.
Suitability requirements may extend to other individuals to account for the duties
and responsibilities of such individuals that may differ depending on the
jurisdiction and the legal form and governance structure of the insurer. Some
jurisdictions may impose these requirements and apply these tests also to other

individuals including financial controllers and treasurers.
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5.2
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The supervisor requires that in order to be suitable, Board Members, Senior
Management and Key Persons in Control Functions possess competence and
integrity to fulfil their roles. Significant Owners are required to have the financial
soundness and integrity necessary to fulfil their roles.
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Suitability requirements for Board Members, Senior Management and Key Persons in
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In order to meet suitability requirements, a Board Member, a member of the Senior
Management and a Key Person in Control Functions should have the necessary
qualities that will allow that individual to perform the duties and carry out the
responsibilities required in his/her position in the insurer.
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Competence can generally be judged from the level of an individual’s professional
or formal qualifications and knowledge and/or pertinent experience within the
insurance and financial industries or other businesses. Competence also includes
having the appropriate level of commitment to perform the role. (Please also refer
to ICP 7 Corporate Governance with regard to competence and commitment and to
ICP 8 Risk Management and Internal Controls with regard to control functions).
When assessing the competence of the members of collective organs of an insurer
(e.g. the Board), regard should be given to respective duties allocated to individual
members to ensure appropriate diversity of qualities and to the effective
functioning of the collective organ as a whole.
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Integrity is demonstrated through evidence regarding character and in personal
behaviour and business conduct. The conduct and actions of the individual who is
subject to the suitability requirements should be such that his/her integrity is to the
satisfaction of the supervisor.
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Indicators for an individual’s assessment in terms of suitability include criminal,
financial, supervisory and other aspects.

The presence of any one indicator may, but need not in and of itself, be
determinative of a person’s suitability. All relevant indicators, such as the pattern
of behaviour, should be considered in suitability assessment. Examples of
indicators could be as follows:

- Criminal indicators: The individual should not have a record or evidence of
previous conduct and activities where he/she has been convicted of a criminal
offence such as under any legislation designed to protect members of the public
from financial loss, e.g. dishonesty, or misappropriation of assets, embezzlement
and other fraud or other criminal offences (includin anti-money laundering and
the combating of the financing of terrorism (AML/CFT) matters). In assessing
this indicator, the supervisor should recognise that criminal convictions or past
misconduct are relevant factors for assessing the suitability of a person.
Consideration should also be taken to the lapse of time since the misconduct or

conviction, and its severity, as well as the person’s subsequent conduct.
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- Financial indicators: These provide information on possible financial misconduct,

improper conduct in financial accounting, or negligence in decision-making.
Indicators could be financial difficulties leading to legal proceedings, a
mismatch  between financial commitments and income and other funds,
personal bankruptcy or financial difficulties, bankruptcy or insolvency
proceedings in or in respect of an entity in which the individual is a Board
Member, a member of the Senior Management or a Key Person in Control
Functions

- Supervisory indicators: These provide information gathered by or that comes to

the attention of supervisors in the performance of their supervisory duties. These
supervisors could also be authorities with supervisory responsibility in sectors
other than insurance. Indicators could be the withholding of information from
public authorities, submission of incorrect financial or other statements, market
conduct transgressions, and prior refusal of regulatory approval for key
positions, other corrective actions or interventions by a public authority.

- Other indicators: These may provide other information relating to the suitability
of the individual. Examples include disputes with previous employers
concerning incorrect fulfilment of responsibilities or non-compliance with
internal policies, including code of conduct, which led to the lawful dismissal of
the person or to the imposition of a penalty under employment law or contract
law, and disciplinary measures imposed by trade or professional associations,
for example on actuaries, accountants or lawyers. Additionally, strength of
character, such as the ability and willingness to challenge, may be an indicator
of a person’s integrity as well as competence to perform the respective role.
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Suitability requirements for Significant Owners
At a minimum, the necessary qualities of a Significant Owner relate to:

- financial soundness;
- and the integrity demonstrated in personal behaviour and in business conduct.

The presence of any one indicator may, but need not in and of itself, be
determinative of a person’s suitability. All relevant indicators, such as the pattern
of behaviour or a prior refusal of regulatory approval for key positions, should be
considered in suitability assessment.
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5.2.6
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Financial soundness is an important element in determining the suitability of
Significant Owners. In determining the financial soundness of Significant Owners,
besides their source of financing/funding and future access to capital, the
supervisor should also consider matters such as, but not limited to whether:

- there are any indicators that they will not be able to meet their debts as they fall
due;

- appropriate prudential solvency requirements for financial institutions are met

- they have been subject to any legally valid judgment, debt or order that remains
outstanding or has not been satisfied within a reasonable period;

- they have made arrangements with creditors, filed for bankruptcy or been
adjudged bankrupt or had assets sequestered; and they have been able to provide
the supervisor with a satisfactory credit reference.

- there are any indicators that they will not be able to meet their debts as they fall
due;

- appropriate prudential solvency requirements for financial institutions are met

- they have been subject to any legally valid judgment, debt or order that remains

outstanding or has not been satisfied within a reasonable period;

- they have made arrangements with creditors, filed for bankruptcy or been
adjudged bankrupt or had assets sequestered; and they have been able to provide
the supervisor with a satisfactory credit reference.

- they have been able to provide the supervisor with a satisfactory credit reference.
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5.3.1
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The supervisor requires the insurer to demonstrate initially and thereafter, when
requested by the supervisor, the suitability of Board Members, Senior
Management, Key Persons in Control Functions and Significant Owners. The
suitability requirements and the extent of review required depend on the person’s
position and responsibility.
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The supervisor requires the insurer to take the necessary measures to ensure that
these requirements are met by setting high internal standards of ethics and
integrity, promoting sound corporate governance and requiring that the
above-noted individuals have pertinent experience, and maintain a sufficient
degree of knowledge and decision making ability.
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The application of suitability requirements relating to competence for Board
Members, Senior Management and Key Persons in Control Functions in an insurer
may vary depending on the degree of their influence and on their responsibilities. It
is recognised that an individual considered competent for a particular position
within an insurer may not be considered competent for another position with

different responsibilities or for a similar position within another insurer.
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5.33

534

54
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The suitability assessment of Board Members, Senior Management, Key Persons
in Control Functions and Significant Owners of an insurer by the supervisor should
be conducted as part of the licensing procedure before the insurer is permitted to
operate, see ICP 4 Licensing.

When the insurer is already licensed, the supervisor should require the insurer to
review and satisfy itself as to the appropriateness of the procedures that are in
place within the insurer to perform internal suitability assessments. The supervisor
may also require the insurer to certify that it has conducted such assessments and
demonstrate how it reached its conclusions.
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The supervisor should collect sufficient and appropriate information, or satisfy
itself that the insurer has collected such information, in order to assess whether an
individual meets suitability requirements. The information to be collected and the
supervisor’s assessment of such information may differ depending on the position
of the person being assessed in relation to the interests to be safeguarded.
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The supervisor requires to be notified by insurers of any changes in Board

Members, Senior Management, Key persons in Control Functions and Significant
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54.1

5.5

5.5.1

Owners, and of any circumstances that may materially adversely affect the

suitability of its Board Members, Senior Management, Key Persons in Control

Functions and Significant Owners.
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Insurers should be required to report forthwith any information gained about these
persons that may materially adversely affect their suitability.
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The supervisor takes appropriate action to rectify the situation when Board

Members, Senior Management and Key Persons in Control Functions or

Significant Owners no longer meet suitability requirements.
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The supervisor should have the power to impose various measures in respect of

Board Members, Senior Management and Key Persons in Control Functions who

do not meet the suitability requirements. Examples of such measures could include

the power to:

-request the insurer to provide additional education, coaching or propose the use of
external resources in order to achieve the compliance of suitability requirements
by an individual in a position as member of the Board, member of the Senior
Management or Key Person in Control Functions;

- prevent, delay or revoke appointment of an individual in a position as Board
Member, member of the Senior Management or Key Person in Control
Functions by the insurer;

-suspend, dismiss or disqualify an individual in a position as member of the Board,

member of the Senior Management or Key Person in Control Functions with the
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insurer, either directly or by ordering the insurer to take these measures;

- order the insurer to appoint a different person for the position in question who
does meet the suitability requirements, to reinforce the sound and proper
management and control of the insurer;

- take other actions such as impose additional reporting requirements and increase
solvency monitoring activities; and

- withdraw or impose conditions on the business licence, especially in the case of a
major breach of suitability requirements, taking into account the impact of the
breach or the number of members of the Board, Senior Management or Key
Persons in Control Functions involved.
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5.5.2  The supervisor should have the power to impose various measures of a preventive
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and corrective nature in respect of Significant Owners who do not meet the
suitability requirements. Examples of such measures could include the power to
require the Significant Owners to dispose of their interests in the insurer within a
prescribed period of time, the suspension of the exercise of their corresponding
voting rights, or the nullification of any votes cast or the possibility of their
annulment.
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There can be circumstances where a Board Member, a member of the Senior
Management or a Key Person in Control Functions is unable to carry out his/her
role and a replacement needs to be appointed on short notice.

In jurisdictions where the supervisor approves the post-licensing appointment of
Board Members, Senior Management or Key Persons in Control Functions, it may
be appropriate, for example for policyholder protection, for the supervisor to
permit the post to be filled temporarily until the successor’s suitability assessment
is affirmed.

In such circumstances, a supervisor might require that these temporary
replacements meet certain suitability requirements, depending on his/her position
or responsibilities within the insurer.

However, such assessment should be conducted and concluded with all the
deliberate speed.
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5.6

5.6.1

5.6.2

5.6.3

The supervisor exchanges information with other authorities inside and outside its
jurisdiction where necessary to check the suitability of Board Members, Senior
Management, Key Persons in Control Functions and Significant Owners of an
insurer.
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Legislation defines the extent of possible information exchange inside and outside
a jurisdiction taking into account confidentiality issues and existing Memoranda of
Understanding. For additional information, see ICP 3 Information Exchange and
Confidentiality Requirements.
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The supervisor uses this information as an additional tool to effectively assess the
suitability of, or to obtain information about, a Board Member, a member of the
Senior Management or a Key Person in Control Functions of an insurer, notably
for foreign insurers.
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If a Significant Owner that is to be assessed is a legal person or a corporate entity
regulated in another jurisdiction, the supervisor should seek confirmation from the
pertinent supervisor that the entity is in good standing in that other jurisdiction.
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ICP 6 Changes in Control and Portfolio Transfers#; 4| % # {v ¥ 7+ 45 &

Supervisory approval is required for proposals to acquire significant ownership or an
interest in an insurer that results in that person (legal or natural), directly or indirectly,
alone or with an associate, exercising control over the insurer. The same applies to
portfolio transfers or mergers of insurers.
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Introductory Guidance 7 7

Significant Ownership and Control £ = % & % 741 4&

6.1 The term “control” over an insurer is defined in legislation and it addresses, at a
minimum:

- holding of a defined number or percentage of issued shares or financial
instruments (such as compulsory convertible debentures) above a designated
threshold in an insurer or its intermediate or ultimate beneficial owner.

- voting rights attached to the aforementioned shares or financial instruments.

- power to appoint directors to the Board and other executive committees or
remove them.
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6.2 The supervisor requires the insurer to provide notification of any proposed
acquisitions or changes in control of the insurer. The supervisor grants or denies
approval to person(s) (legal or natural) that want(s) to acquire significant
ownership or a controlling interest in an insurer, whether directly or indirectly,
alone or with an associate.
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6.2.1

6.3

6.3.1

6.4

In addition to having control defined in legislation, the concepts of significant
ownership should be defined in legislation.
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The supervisor approves any significant increase above the predetermined control
levels in an insurer by person(s) (legal or natural), whether obtained individually or
in association with others. This also applies to any other interest in that insurer or
its intermediate or ultimate beneficial owners. The supervisor requires appropriate
notification from insurers in the case of a significant decrease below the
predetermined control levels.
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Notification should be required for changes in ownership or control according to

NE'

the percentages of an insurer’s issued shares. These established percentages
typically range between 5 and 10 percent. Where supervisory approval is required
in addition to notification, specific thresholds (equal to or higher than those for
notification) should be set.
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The requirements in Standards 6.2 and 6.3 above also refer  to the acquisition or
change of control where the intermediate or ultimate beneficial owner(s) of an
insurer is (are) outside the jurisdiction where the insurer is incorporated. In such
cases, the supervisor coordinates, where relevant and necessary, with

corresponding supervisors of those entities.
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6.4.1

6.5

6.5.1

6.5.2

6.6

6.7
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Information exchange and confidentiality requirements are set out in ICP 3
Information Exchange and Confidentiality Requirements while supervisory
cooperation and coordination requirements are set out in ICP 25 Supervisory
Cooperation and Coordination.
?aiﬁA%%%%’?iﬁ%%ﬁu@m3f TR ERRF o AER
& IFR R gl > RIRT RO IRG Pe R 25-5 IR £ 17 2§23 o
The supervisor is satisfied that those seeking control meet the same criteria as they
would be required to meet if they sought a new licence.
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The supervisor should ensure that the proposed owners have the resources to
provide the minimum capital required as well as the ability to provide further
capital or other support for the insurer when needed.
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Licensing and suitability of persons requirements are set out in ICPs 4 Licensing

and 5 Suitability of Persons, respectively.
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The supervisor requires insurers to provide appropriate information on their

shareholders and any other person directly or indirectly exercising control.
PREREGARENAZ I RATRAREIEL EeH 6 A 2L
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The supervisor rejects applications of proposed owners to control insurers if facts

exist from which it can be reasonably deduced that their ownership will be

unduly prejudicial to policyholders. The supervisor is able to identify the intended

beneficial owner.
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6.7.1

6.8

6.9

6.10

6.10.1
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Owners should not expose the insurer to undue risks or hinder effective
supervision.
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To assess applications for proposed acquisitions or changes in control of insurers
the supervisor establishes requirements for financial and non- financial resources.
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A change of a mutual company to a stock company, or vice versa, is subject
to the supervisor’s approval. The supervisor satisfies itself with the new

constitution or governing organisational document of the company before giving

approval.
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The transfer of all or a part of an insurer’s business is subject to approval by the
supervisor, taking into account, amongst other things, the financial position of the
transferee and the transferor. The supervisor satisfies itself that the interests of the
policyholders of both the transferee and transferor will be protected.
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Insurance policies are legal contracts between an insurer and its policyholders. An
insurer should not be able to unilaterally alter the terms of a contract by merging
with another insurer, mutualising or demutualising or transferring some of its
policy liabilities to another insurer. In order to protect the interests of
policyholders, legislation should restrict the ability of insurers to transfer their

policy liabilities. The supervisor should ensure that policyholders’ reasonable
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6.10.2

benefit expectations and existing policy values will not normally be lessened as a
result of liability transfer. This should apply whether the transfer involves a single
policy or a portfolio, or the transaction is considered a part of normal business, a
merger or part of a winding-up procedure in a situation where the insurer is no
longer financially viable or is insolvent. (Refer to ICP 12 Winding-up and Exit
from the Market.)
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A key consideration regarding the nature of portfolio transfers is whether the
transaction is between reinsurers. Legislation should not restrict the transfer of
portfolios from one reinsurer to another, if the contractual rights of the involved
parties are considered. However, as an element of its supervisory activity, the
supervisor takes the financial position of the transferee in particular into account.
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ICP 7 Corporate Governance =* # ;572

The supervisor requires insurers to establish and implement a corporate governance
framework which provides for sound and prudent management and oversight of the
insurer’s business and adequately recognises and protects the interests of policyholders.
P RREEEF R F GNP AEAE GRS EREFHELFE 2 2
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Introductory Guidance 77 7

7.0.1  Corate governance refers to systems (such as structures, policies and processes)
through which an entity is managed and controlled. Accordingly, the corporate

governance framework of an insurer :
- promotes the development, implementation and effective oversight of policies

that clearly define and support the objectives of the insurer;

- defines the roles and responsibilities of persons accountable for the

management and oversight of an insurer by clarifying who possesses legal
duties and powers to act on behalf of the insurer and under which
circumstances;

- sets requirements relating to how decisions and actions are taken including

documentation of significant or material decisions, along with their rationale;

- provides for communicating, as appropriate, matters relating to the

management, conduct and oversight of the insurer to stakeholders; and

- provides for corrective actions to be taken for non-compliance or weak
oversight, controls or management.
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7.0.2

7.0.3

7.0.4
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Corporate governance is often referred to as a system of “checks and balances”.
This recognises that an insurer has to be flexible and responsive to developments
affecting its operations in making timely decisions, while at the same time being
transparent and having appropriate systems, controls and limits to ensure that
powers are not unduly concentrated and are used in the best interest of the insurer
as a whole and its stakeholders.
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Effective corporate governance supports and enhances the ability of the key
players responsible for an insurer’s corporate governance; i.e. the insurer’s Board
of Directors (“the Board"), Senior Management and Key Persons in Control
Functions to manage the insurer’s business soundly and prudently. This allows
the supervisor to place greater confidence in their work and judgment.
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The corporate governance standards are designed with sufficient flexibility to
apply to supervision of insurers regardless of any differences in the corporate
structures and legal systems that prevail in the “jurisdiction of incorporation” or
“domicile of operations” of insurers. The application of corporate governance
standards in this document by both insurers and supervisors should reflect the
nature, scale and complexity of the business of the insurer.
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One-tier and two-tier Boards ¥ & 4|2 A 4/€ % €

7.0.5

7.0.6

While some jurisdictions adopt a one-tier (unicameral) board system, in other
jurisdictions a two-tier (bicameral) board system is used. In a one-tier system,
there is one board comprised of both executive (internal) and non-executive
(external or independent) directors. In a two-tier system, there are two boards;
i.e. the supervisory or external board (comprised of external independent or
non-executive directors) and the management or internal board (comprised of
internal or executive directors).
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A reference to the Board in these standards, unless otherwise specified, should be

b

taken as a reference to the entire Board. However, in a two-tier system, oversight
responsibilities of the Board should generally be applied to the supervisory or
external board, whereas the internal board, to the extent it assumes day-to-day
management functions of the insurer, shares the responsibilities allocated to the
Senior Management. In a one-tier system, the references to the Board and Senior
Management follows the oversight and management roles performed by these
functions respectively.
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Mutuals and co-operatives 18 3 ' o & 22 i & (TAL

7.0.7

Governance of insurers formed as mutuals or co-operatives is different from that
of insurers formed as joint stock companies (i.e., bodies corporate). In these
mutuals and co-operative structures, the insurer is collectively owned (and/or

controlled) by policyholders, thereby reducing the divergence of interests that
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arise in corporate structures between shareholders and policyholders. These
standards are nevertheless sufficiently flexible to be adapted to mutuals and
co-operatives to promote the alignment of actions and interests of the Board and
Senior Management with the broader interests of policyholders, consistent with
sound corporate governance practices. Where there are references to shareholders
or stakeholders, they should be generally treated as references to policyholders in
mutuals, unless otherwise indicated.
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Group structures f B4

7.0.8

Insurance groups should have and implement group-wide governance policies for
their subsidiaries. It is expected that where an insurer adopts group-wide
corporate governance policies and practices, such group-wide policies and
practices should meet the requirements and objectives of these standards at the
legal entity level, taking into account the nature, scale and complexity of the
operations of the legal entity and any group-wide risks that affect the entity.
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Branch operations 4 % % 7*

7.0.9

Insurer is a branch operation, these standards would generally apply to the legal
entity in its home jurisdiction. However, the host supervisor may require
designated oversight and/or management accountabilities and structures to be

maintained at the branch, including in some cases a designated representative
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responsible for the management of the branch operation. In such cases, these
standards should also apply as appropriate, to the oversight and management
roles maintained within the branch operation taking due account of the
governance structures and arrangements as determined by the host supervisor.
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Remuneration policy and practices —F " 5c i &2 § B

7.0.10 Sound remuneration practices are part of sound corporate governance of an

insurer. This standard and guidance are neither intended to unduly restrict nor
reduce an insurer’s ability to attract and retain skilled talent by prescribing any
particular form or level of individual remuneration. Rather, they aim to promote
the alignment of remuneration policies with the long term interests of insurers to
avoid excessive risk taking, thereby promoting sound overall governance of
insurers and fair treatment of customers. The standard and guidance apply to the
supervision of remuneration policies and practices of all insurers, especially
where variable remuneration is used, taking into account the nature, scale and
complexity of the business of the insurer.
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Objectives and strategies of the insurer % 4 e p 27 F ek

7.1

The supervisor requires the insurer’s Board to set and oversee the

implementation of the insurer’s business objectives and strategies for achieving
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7.1.1

7.1.2

7.1.3

those objectives, including its risk strategy and risk appetite, in line with the
insurer’s long term interests and Viability.
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The Board should adopt a rigorous process for setting (including approving), and
overseeing the implementation of the insurer’s overall business objectives and
risk strategies, taking into account the long term financial safety and soundness
of the insurer as a whole, and the legitimate interests of its stakeholders,
including fair treatment of customers. These objectives and strategies should be
adequately documented and properly communicated to its Senior Management,
Key Persons in Control Functions and all other relevant staff of the insurer.
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The Board should take a lead in setting the “tone at the top”, including by setting
the fundamental corporate values for the insurer. These values should be
reflected in the insurer’s business objectives and strategies, and be supported by
professional standards and codes of ethics that set out what the insurer considers
to be acceptable and unacceptable conduct. In this regard, the Board should take
account of the nature of the insurer’s business and the role it plays in the wider
financial system.
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The Board should ensure that the insurer’s overall business objectives and
strategies are reviewed at least annually to ensure that they remain appropriate in
light of any changes in internal or external business and operating conditions.

The Board should ensure more frequent reviews, for instance when an insurer
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7.1.4

embarks on a significant new business initiative (e.g. a merger or acquisition, or
a material change in the direction with respect to the insurer’s product portfolio,
risk or marketing strategies), upon the introduction of a new type or class of risk
or product or a decision to market products to a new class or category of clients,
or following the occurrence of significant external or internal events which may
potentially have a material impact on the insurer (including the financial
condition, objectives and strategies of the insurer) or the interests of its
stakeholders.
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The Board should establish clear and objective performance goals and measures,
both for the insurer and its Senior Management, to promote the effective
implementation of the insurer’s business objectives and risk strategies, taking
due account of, among other things, the insurer’s long term interests and
viability. Where performance goals and measures are developed by the internal
or management board in a two-tier system, the external or supervisory board
should review the appropriateness of the goals and measures set. The Board as a
whole (i.e. including the external or supervisory board in a two-tier system)
should also assess, at suitable intervals, whether those performance goals are
achieved against the set performance measures for the Senior Management.
EFEAA R A EFHELA R 2P o E R fe ik 1
B e A i P Rob e K hg AR T X s TR G E DR
15205 -4 Soep Forhihind M UEESN EE TS S X 1
AP A TR DT E E R ERALD SRR S e FHSE T §
(TefERHATAINATEER §) 4 B AR R

R R LR ST EL S LT LT SR

86



Appropriate allocation of oversight and management responsibilities % fg‘ﬁ’ S¥FED
X RYE
7.2 The supervisor requires the insurer’s Board to:

7.2.1

7.2.2

- ensure that the roles and responsibilities allocated to the Board, Senior
Management and Key Persons in Control Functions are clearly defined so as to
promote an appropriate separation of the oversight function from the
management responsibilities; and

- provide adequate oversight of the Senior Management.
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The Board should ensure that the insurer has a well defined governance structure
which provides for the effective separation between oversight and management
functions. In some jurisdictions, notably those which adopt two-tier systems,
such a separation is required by law. The Board is responsible for providing the
overall strategy and direction for the insurer and overseeing its proper overall
management, while leaving the day-to-day management of the insurer to key
executives and management. The separation of the roles of the Chair of the
Board and the Chief Executive Officer (CEO) is also commonly used as an
effective means for reinforcing a clear distinction between accountability for
oversight and management.
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The Board should also ensure that there is a clear allocation of roles and
responsibilities to the Board as a whole, to committees of the Board where they

exist, and to the Senior Management and Key Persons in Control Functions to
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7.2.3

7.2.4

ensure proper oversight of the management of the insurer. The allocation of roles
and responsibilities should also clearly identify the individual and collective
accountabilities for the discharge of the respective roles and responsibilities.
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Where an insurer has a one-tier Board comprising both executive and
non-executive directors, the allocation of responsibilities to individual Board
members (for example the membership of certain committees of the Board such
as the audit or remuneration committee) should take due account of whether the
relevant member has the degree of independence and objectivity required to
carry out the functions of the particular committee. As non-executive members of
the Board are not involved in the day-to-day management of the insurer, they are
more suited to perform the effective oversight of the executive functions. In
two-tier systems, the allocation of responsibilities to individuals should similarly

reflect the roles played by such individuals as members of the supervisory or

executive boards.
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In order to provide effective oversight of the Senior Management, the Board
should:
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G

- ensure that there are adequate policies and procedures relating to the

engagement, dismissal and succession of the Senior Management, and be
actively involved in such processes;

- monitor whether the Senior Management is managing the affairs of the insurer

in accordance with the strategies and policies set by the Board, including the
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insurer’s risk appetite, and meeting the performance goals set by the Board;
and
regularly meet with the Senior Management to discuss and review critically
the decisions made, information provided and any explanations given by the
Senior Management relating to the business and operations of the insurer.
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7.2.5  As apart of its regular monitoring and review of the insurer’s operations, the
Board should review whether the policies and procedures, as set by the Board,
are being properly implemented and are operating as intended. Particular
attention should be paid as to whether the responsibilities for managing and
implementing the policies of the Board have been effectively discharged by those
responsible. The Board should obtain reports at least annually for this purpose
and such reports may include internal or external independent reports as
appropriate.
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Structure and governance of the Board & ¥ § 2 ¥ 322 % ff

7.3 The supervisor requires the insurer’s Board to have, on an on-going basis:
- an appropriate number and mix of individuals to ensure that there is an overall
adequate level of knowledge, skills and expertise at the Board level
commensurate with the governance structure and the nature, scale and

complexity of the insurer’s business;
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- appropriate internal governance practices and procedures to support the work of

the Board in a manner that promotes the efficient, objective and independent
judgment and decision making by the Board; and

- adequate powers and resources to be able to discharge its duties fully and
effectively.
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7.3.1

The Board of an insurer should have a sufficient number of members who have
relevant expertise among them as necessary to provide effective leadership,
direction and oversight of the insurer’s business to ensure it is conducted in a
sound and prudent manner. For this purpose, the Board should collectively and
individually have, and continue to maintain, including through training,
necessary skills, knowledge and understanding of the insurer’s business to be
able to fulfil their roles. In particular, the Board should have, or have access to,
knowledge and understanding of areas such as the lines of insurance
underwritten by the insurer, actuarial and underwriting risks, finance, accounting,
the role of control functions, investment analysis and portfolio management and
obligations relating to fair treatment of customers. While certain areas of
expertise may lie in some but not all members, the collective Board should have
an adequate spread and level of relevant competencies and understanding as
appropriate to the insurer's business.

FREFDEFE 27 0T KBTI AAME R | o e Rk
TR AR RREF Y Y LRERREE LIRS
3 N ST LMD TEERERE BRI QIR T
atip e andd > & REEBFBHFGEBZEY L 2 B o oo f2 o
Fu A FF E R FAR BRI iR &5 g 2 B

90



7.3.2

7.3.3
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Board members should meet the suitability requirements set out in ICP 5
Suitability of Persons. In addition, they should have the commitment necessary
to fulfil their roles, demonstrated by, for example, a sufficient allocation of time
to the affairs of the insurer and reasonable limits on the number of external Board
memberships held.
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Board members should avoid commercial or business interests which conflict
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with that of the insurer. Where it is not reasonably possible to avoid conflicts of
interests, such conflicts should be effectively managed. Procedures should be in
place to address conflicts of interests which could include disclosure of potential
conflicts of interests, requirements for arm’s length transactions and where
appropriate, prior approval by the Board or shareholders of such transactions.
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7.3.4

The Board should review, at least annually, its own performance to ascertain
whether members collectively and individually remain effective in discharging
the respective roles and responsibilities assigned to them and identify
opportunities to improve the performance of the Board as a whole. The Board
should implement appropriate measures to address any identified inadequacies,
including any training programmes for Board members. The Board may also
consider the use of external expertise from time to time to undertake its
performance assessment where appropriate in order to enhance the objectivity

and integrity of that assessment process.
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Internal governance p 3%;53Z

7.3.5

The Board should have appropriate practices and procedures for its own internal
governance, and ensure that these are followed and periodically reviewed to
assess their effectiveness and adequacy. These may be included in organisational
rules or by-laws, and should set out how the Board will carry out its roles and
responsibilities. They should also cover a formal and documented process for
nomination, selection and removal of Board members, and a specified term of
office as appropriate to the roles and responsibilities of the Board member,
particularly to ensure the objectivity of decision making and judgment.
Appropriate succession planning should also form part of the Board’s internal
governance practices.
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Chair of the Board & % &

7.3.6

While the Board as a whole remains collectively responsible for the stewardship
of the insurer, the Chair of the Board has the pivotal role of providing leadership
to the Board for its proper and effective functioning. The role of the Chair of the
Board should generally encompass responsibilities such as setting the Board’s
agenda, ensuring that there is adequate time allocated for the discussion of
agenda items, especially if they involve strategic or policy decisions of

significant importance, and promoting a culture of openness and debate by
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facilitating effective participation of non-executive and executive members and

communication between them and also with the Senior Management and Key

Persons in Control Functions.
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7.3.7

To support the effective discharge of the responsibilities of the Board, the Board
should assess whether the establishment of committees of the Board is
appropriate. Committees that a Board may commonly establish, depending on the
nature, scale and complexity of operations of the insurer, include the audit,
remuneration, ethics/compliance, nominations and risk management committees.
Where committees are appointed, they should have clearly defined mandates,
authority to carry out their respective functions, and the degree of independence
and objectivity as appropriate to the role of the committee. If the functions of any
committees are combined, the Board should ensure such a combination does not
compromise the integrity or effectiveness of the functions combined. In all cases,
the Board remains ultimately responsible for matters delegated to any such
committees.
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Independence and objectivity f = 4 % @i

7.3.8

The Board should establish clear and objective independence criteria which
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should be met by a sufficient number of members of the Board to promote
objectivity in decision making by the Board. For this purpose, the independence
criteria should also take account of group structures and other applicable factors.
Meeting such criteria is particularly important for those Board members
undertaking specific roles (such as members of the remuneration and audit
committees) in which conflicts of interests are more likely to arise. Board
members should also bear in mind the duties of good faith and loyalty applicable
to them at the individual level, as set out in Standard 7.4.
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7.3.9

To be able to discharge its role and responsibilities properly, the Board should
have well-defined powers, which are clearly set out either in the legislation or as
part of the constituent documents of the insurer (such as the constitution, articles
of incorporation or organisational rules). These should, at a minimum, include
the power to obtain timely and comprehensive information relating to the
management of the insurer, including direct access to relevant persons within the
organisation for obtaining information such as the Senior Management and Key
Persons in Control Functions.
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7.3.10 Funding and other resources should be allocated to the Board to enable the Board

members to carry out their respective roles and responsibilities efficiently and

effectively. The Board should have access to services of external consultants or
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specialists where necessary or appropriate, subject to due procedures for
appointment and dismissal of such consultants or specialists.
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Delegations % i

7.3.11

The Board may, as appropriate to the nature, scale and complexity of the
insurer’s business, delegate some of the activities or tasks associated with its own
roles and responsibilities. (Delegations in this context are distinguished from
outsourcing of business activities by the insurer, which is dealt with in ICP 8
Risk Management and Internal Controls.) Notwithstanding such delegations, the
Board as a whole retains the ultimate responsibility for the activities or tasks
delegated, and the decisions made in reliance on any advice or recommendations
made by the persons or committees to whom the tasks were delegated. Where the
Board makes any delegations, it should ensure that:

- delegation is appropriate. Any delegation that results in the Board not being
able to discharge its own roles and responsibilities effectively would be an undue
or inappropriate delegation. For example, the duty to oversee the Senior
Management should not be delegated to a Board committee comprised mostly or
solely of executive members of the Board who are involved in the day-to-day
management of the insurer;

- delegation is made under a clear mandate with well defined terms such as those
relating to the powers, accountabilities and procedures relating to the
delegation, and is supported by adequate resources to effectively carry out the
delegated functions;

- there is no undue concentration of powers giving any one person or group of
individuals unfettered and inappropriate level of powers capable of influencing
the insurer’s business or management decisions;

- it has the ability to monitor and require reports on whether the delegated tasks
are properly carried out; and

- it retains the ability to withdraw the delegation if it is not discharged properly

and for due purposes by the delegate, and for this purpose, have appropriate
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contingency arrangements in place.
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Duties of individual Board members & ¥ ¢ = i 2 B §
7.4 The supervisor requires the individual members of the Board to:
- act in good faith, honestly and reasonably;
- exercise due care and diligence;
- act in the best interests of the insurer and policyholders, putting those interests
of the insurer and policyholders ahead of his/her own interests;
- exercise independent judgment and objectivity in his/her decision making,
taking due account of the interests of the insurer and policyholders; and
- not use his/her position to gain undue personal advantage or cause any

detriment to the insurer.
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7.4.1

7.4.2

7.4.3
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The specific duties identified above are designed to address conflicts of interests
that arise between the interests of the individual members of the Board and those
of the insurer and policyholders. The insurer should include these duties as part
of the Board charter or mandate containing the terms of engagement of the
individual Board members.
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The supervisor should be satisfied that individual Board members understand the
nature and scope of their duties and how they impact on the way in which the
member discharges his/her respective roles and responsibilities. A Board member
should consider his/her ability to discharge the roles and responsibilities in a
manner as would be expected of a reasonably prudent person placed in a similar
position. He/she should act on a fully informed basis, and for this purpose
continually seek and acquire information as necessary.
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Where a member of the Board of an insurer has common membership on the
Board of any other entity within or outside the insurer’s group, there should be
clear and well defined procedures that require the member of the insurer’s Board
to act in the best interests of the insurer, putting the insurer’s and policyholders

interests ahead of that of any other entity or that of his/her own. These may
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include appropriate disclosure and in some instances shareholder approval of
such overlapping roles. In the event of a material conflict with the interests of the
insurer, the member should disclose such conflicts promptly to the Board of the
insurer and its stakeholders as appropriate, and be required to decline to vote or
take any decisions in any matters in which he/she has an interest.
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7.5

7.5.1

13 i

The supervisor requires the insurer’s Board to provide oversight in respect of the
design and implementation of sound risk management and internal control
systems and functions.
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The Board’s responsibility to ensure that the insurer has appropriate systems and
functions for risk management and overall internal controls and to provide
oversight to ensure that these systems and the functions that oversee them are
operating effectively and as intended. ICP 8 Risk Management and Internal
Controls sets out the elements of these systems and functions. These systems and
functions should cover not only prudential risks but also conduct of business
risks, which are described in ICP 19 Conduct of Business.
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7.6

The supervisor requires the insurer’s Board to:

- adopt and oversee the effective implementation of a remuneration policy, which
does not induce excessive or inappropriate risk taking, is in line with the
identified risk appetite and long term interests of the insurer, and has proper
regard to the interests of its stakeholders; and

- sure that such a remuneration policy, at a minimum, covers those individuals
who are members of the Board, Senior Management, Key Persons in Control
Functions and other employees whose actions may have a material impact on
the risk exposure of the insurer (major risk—taking staff).
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7.6.1

7.6.2

As a part of effective risk management, an insurer should adopt and implement a
prudent and effective remuneration policy. Such a policy should not encourage
individuals, particularly members of the Board and Senior Management, Key
Persons in Control Functions and major risk-taking staff, to take inappropriate or
excessive risks, especially where performance based variable remuneration is
used.
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Board, particularly members of the remuneration committee where one exists,
should collectively have the requisite competencies to make informed and
independent judgments on the suitability of an insurer’s remuneration policy.
Such competencies include things such as a sufficient understanding of the
relationship between risk and remuneration practices. The remuneration

committee, where established, should have an adequate representation of
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independent non-executive members to promote objectivity in decision-making.
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7.6.3  The Board should ultimately be satisfied that the overall remuneration policy and
practices are consistent with the identified risk appetite and the long term
interests of the insurer and its stakeholders. For this purpose, appropriate

consideration should be given by the Board to relevant elements of the

remuneration policy and structure, such as:

- the components of the overall remuneration policy, particularly the use and
balance of fixed and variable components and the provision of other benefits;

- the performance criteria and their application for the purposes of determining
remuneration payments;

- the individual remuneration of the members of the Board and Senior
Management, including the CEO and, the structure of remuneration of major
risk-taking staff; and

- reports or disclosures on the insurer’s remuneration practices provided to the
supervisor or the public.
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7.6.4  The Board should ensure that in structuring, implementing and reviewing the
insurer’s remuneration policy, the decision-making process identifies and

manages conflicts of interests and is properly documented. Any member of the
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7.6.5

7.6.6

Board should not be placed in a position of actual or perceived conflicts of
interests in respect of remuneration decisions.
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The Board should also ensure that the relevant Key Persons in Control Functions
are involved in the remuneration policy-setting and monitoring process to ensure
that remuneration practices do not create incentives for excessive or
inappropriate risk taking, are carried out consistently with established policies
and promote alignment of risks and rewards across the organisation. Similarly,
the remuneration and risk management committees of the Board, if such
committees exist, should interact closely with each other and provide input to the
Board on the incentives created by the remuneration system and their effect on
risk-taking behaviour.
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The potential for conflicts of interests that may compromise the integrity and
objectivity of the staff involved in control functions should be mitigated. This
can be achieved by a variety of means, such as making their remuneration:

- predominantly based on the effective achievement of the objectives appropriate

to such control functions. Performance measures for staff in control functions
should represent the right balance between objective assessments of the
control environment (e.g. the conduct of the relationship between the control
functions and executive management) and outputs delivered by the control
functions, including their impact, quality and efficiency in supporting the
oversight of risks. Such output measures may include recommendations made
and implemented to reduce risks, reduction in number of compliance breaches

and measures adopted to promptly rectify identified breaches, results of
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7.6.7

external quality reviews and losses recovered or avoided through audits of

high risk areas;

- not linked to the performance of any business units which are subject to their

control or oversight. For example, where risk and compliance functions are
embedded in a business unit, a clear distinction should be drawn between the
remuneration policy applicable to staff undertaking control functions and other
staff in the business unit, such as through the separation of the pools from

which remuneration is paid to the two groups of staff; and

- adequate as an overall package to attract and retain staff with the requisite

skills, knowledge and expertise to discharge those control functions effectively

and to increase their competence and performance.
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Where any control function is outsourced, the remuneration terms under the
agreement with the service provider should be consistent with the objectives and
approved parameters of the insurer’s remuneration policy.
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7.6.8

7.6.9

Variable remuneration should be performance-based using measures of
individual, unit or group performance that do not create incentives for
inappropriate risk taking.
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To better align performance-based incentives with the long term value creation
and the time horizon of risks to which the insurer may be exposed, due
consideration should be given to the following:

- There should be an appropriate mix of fixed and variable components, with

adequate parameters set for allocating cash versus other forms of
remuneration, such as shares. A variable component linked to performance that
is too high relative to the fixed component may make it difficult for an insurer
to reduce or eliminate bonuses in a poor financial year;

- The reward for performance should include an adjustment for the material

current and future risks associated with performance. Since the time horizon of
performance and associated risks can vary, the measurement of performance
should, where practicable, be set in a multi-year framework to ensure that the
measurement process is based on longer term performance;

- If the variable component of remuneration is significant, the major part of it
should be deferred for an appropriate specified period. The deferral period
should take account of the time frame within which risks associated with the
relevant performance (such as the cost of capital required to support risks
taken and associated uncertainties in the timing and the likelihood of future
revenues and expenses) may materialise. The deferral period applied may vary
depending on the level of seniority or responsibility of the relevant individuals
and the nature of risks to which the insurer is exposed;

- The award of bonuses should contain provisions that enable the insurer, under

certain circumstances, to apply malus or claw back arrangements in the case of
subdued or negative financial performance of the insurer which is attributed to
the excessive risk taking of the staff concerned; and

- Guaranteed bonuses should generally not be offered, as they are not consistent

with sound risk management and performance based rewards.
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7.6.10 The variable component should be subject to prudent limits set under the

7.6.11

remuneration policy that are consistent with the insurer’s capital management
strategy and its ability to maintain a sound capital base taking account of the
internal capital targets or regulatory capital requirements of the insurer.
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The performance criteria applicable to the variable components of remuneration
should promote a complete assessment of risk-adjusted performance. For this
purpose, due consideration should be given to the need for performance criteria
to:

- be clearly defined and be objectively measurable;
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- be based not only on financial but also on non-financial criteria as appropriate

(such as compliance with regulation and internal rules, achievement of risk
management goals as well as compliance with market conduct standards and
fair treatment of policyholders and claimants);

- take account of not only the individual’s performance, but also the performance

of the business unit concerned where relevant and the overall results of the
insurer and the group; and

- not treat growth or volume as a criterion in isolation from other performance
criteria.
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7.6.12

Where share-based components of variable remuneration (such as shares, share
options or similar instruments) are used, appropriate safeguards should be
implemented to align incentives and the longer-term interests of the insurer. Such
safeguards may include that:

- shares do not vest for a minimum specified period after their award (“vesting
restrictions”);

- share options or other similar rights are not exercisable for a minimum specified
period after their award (“holding restrictions”); and

- individuals are required to retain an appropriate proportion of the shares

awarded until the end of their employment or other specified period beyond
their employment (“retention restrictions”).
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7.6.13 Subject to any applicable legal restrictions, it is appropriate that future vesting
and holding restrictions for share-based remuneration remain operative even
upon cessation of employment (i.e. there should be no undue acceleration of the
vesting of share-based payments or curtailing of any holding restrictions).
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7.6.14 Where an insurer provides discretionary payouts on termination of employment
(“severance payments”, sometimes also referred to as “golden parachutes”), such
payment should generally be subject to appropriate governance controls and
limits. In any case, such payouts should be aligned with the insurer’s overall
financial condition and performance over an appropriate time horizon. Severance
payments should generally not be payable in the case of failure or threatened
failure of the insurer, particularly to an individual whose actions have contributed
to the failure or potential failure of the insurer.
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7.7 The supervisor requires the insurer’s Board to ensure there is a reliable financial

reporting process for both public and supervisory purposes which is supported by
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7.7.1

clearly defined roles and responsibilities of the Board, Senior Management and

the external auditor.
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The Board is responsible for having adequate systems and controls to ensure that
the financial reports of the insurer present a balanced and accurate assessment of
the insurer’s business and its general financial health and viability as a going
concern. In discharging this responsibility, the Board should carry out specific
oversight functions. To increase its effectiveness, many insurers have an Audit
Committee of the Board for this purpose. Where this is not practicable, the
Board, as a whole, carries out these functions. These functions should include:

- overseeing the financial statements, financial reporting and disclosure

processes;

- monitoring whether accounting policies and practices of the insurer are
operating as intended;

- overseeing the audit process (encompassing external audit and reviews by
internal audit of the insurer’s financial reporting controls) and reviewing the
auditor’s plans and material findings;

- overseeing the processes for hiring, removing and assessing the performance
and independence of the external auditor to ensure the appointed external
auditor has the necessary knowledge, skills, expertise, integrity and resources
to conduct the audit;

- investigating the circumstances relating to the resignation or removal of an
external auditor, and ensuring prompt actions are taken to mitigate any
identified risks to the integrity of the financial reporting process; and

- reporting to the Board (by the Audit Committee where one is established) and
the supervisor on significant issues concerning the financial reporting process,
including the circumstances relating to the resignation or removal of the
external auditor and the actions taken to address or mitigate identified

financial reporting risks.

ET 45 a8 R LR sfeid] > R R B M RS R

107



A hEE S A AR 2R S ATy
el FamER o 2 FEHABRT  FEERTBH LN AN - SR
FEDFFLRE Aok e i
TiEa FMOETEE o FRBNT SR SRR LS
CERMIREA MR E 2 R E AR,
C R A g PR R o iTiE A F Aedp g A 0
AT B AL (& 5B 2 b R A A AR IR AT S 2 B
B) XV R AR ERER
'E?ﬁ*”%%ﬁﬁi%%‘ﬂ%#?%ﬁ%ﬁﬁwi%ﬁﬁ@ﬁ’Nﬁ
FALE 2 PIRFEPR 0 R i B~ B E B e TR
i®
CHAET IR R 2 AP M BB S RN TR R (e 0 1

v

Rpoclb gt P REF

AP S L YR T oA HOT AR A AR R B 2 A,
e d R E (FFFEA 22 ) rE Ry FEMBHLERY DL
RAL > ¢ B INAEP R 2 AR B PRI R RBR hT 00 E BRBfR 2 e
FERMIEF L b ‘g DT o
7.7.2  Itis particularly important that the Board safeguards and promotes an effective

relationship with the external auditor and for this purpose ensures that:

- the terms of engagement of the external auditor are clear and appropriate to the

scope of the audit and resources required to conduct the audit and specify the
level of audit fees to be paid;

- the auditor undertakes a specific responsibility under the terms of engagement

to perform the audit in accordance with applicable auditing standards;

- there are adequate policies and a process to ensure the independence of the

external auditor, including policies and processes that address the auditor’s
compliance with applicable ethical and professional standards, restrictions and
conditions for the provision of non-audit services which are subject to
approval by the Board, partner or firm periodic rotation as appropriate, and
safeguards to eliminate or reduce to an acceptable level identified threats to the
independence of the external auditor;

- there is adequate dialogue with the external auditor on the scope and timing of
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the audit to understand the issues of risk, information on the insurer’s
operating environment which is relevant to the audit, and any areas in which
the Board may request for specific procedures to be carried out by the external
auditor, whether as a part or an extension of the audit engagement;

- there is unrestricted access by the external auditor to information and persons

within the insurer as necessary to conduct the audit; and

- there is an evaluation of the effectiveness of the external audit process at the
end of the audit cycle
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7.7.3  The Board should also understand the external auditor’s approach to internal

d PR FE S

controls relevant to the audit. This includes evaluating the relationship between
the external auditor, the internal audit function and the actuarial function in order
to establish the degree of assurance that the Board can draw from the external
auditor’s report. The Board should require that any information regarding
internal control weaknesses or deficiencies which the external auditor becomes
aware of is promptly communicated to the Board. Appropriate actions should be

taken by the Board where doubts arise as to the reliability of the external
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7.7.4

7.7.5

7.7.6

7.7.7

auditor’s opinion as an independent attestation of the insurer’s internal financial

reporting and control processes.
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There should be regular meetings between the Board and the external auditor

during the audit cycle, including meetings without management present.
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The supervisor should require that it be notified by the external auditor of
material fraud, suspicion of material fraud and regulatory breaches or other
significant audit findings identified in the course of the audit. Copies of reports
prepared by the external auditor for the insurer (e.g. such as management letters)
should be extended to the supervisor. Such information should be provided to the
supervisor without the need for prior consent of the insurer and the external
auditor should be duly protected from liability for any information so disclosed
to the supervisor in good faith.
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The supervisor should have and exercise the power to require a further audit by a
different external auditor or to have the auditor replaced where necessary.
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The Board should ensure that significant findings and observations regarding

weaknesses in the financial reporting process are promptly rectified. This should
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be supported by a formal process for reviewing and monitoring the

implementation of recommendations by the external auditor.
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7.8

7.8.1

7.8.2

The supervisor requires the insurer’s Board to have systems and controls to
ensure the promotion of appropriate, timely and effective communications with
the supervisor and relevant stakeholders on the governance of the insurer.
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Communications with the supervisor and other stakeholders should promote
effective engagement of the supervisor and stakeholders on the governance of the
insurer to enable informed judgments about the effectiveness of the Board and
Senior Management in governing the insurer.
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Subject to any reasonable commercial sensitivities and applicable privacy or
confidentiality obligations, the insurer’s communication policies and strategies
should include providing to the insurer’s stakeholders information such as the
following:

- the insurer’s overall strategic objectives, covering existing or prospective lines
of business and how they are being or will be achieved;

- the insurer’s governance structures, such as allocation of oversight and
management responsibilities between the Board and the Senior Management,
and organisational structures, including reporting lines;

- members of the Board and any Board committees, including their respective
expertise, qualifications, track-record, other positions held by such members,
and whether such members are regarded as independent;

- processes in place for the Board to evaluate its own performance and any

measures taken to improve the Board’s performance;
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7.8.3

- the general design, implementation and operation of the remuneration policy;
- major ownership and group structures, and any significant affiliations and
alliances; and
- material related-party transactions.
%E@@EﬁﬁﬂﬁV“m‘ﬁém%~ﬁ%%§ﬁ’%%4ﬁﬁiﬂ§#
LR A T A s T F
CEE AR R P F IR IRV IEHNEE B B P L RN
BB o PR
CEEA RS TR B F R MR YL FAREEF
WB G ¢ dE L TE R AR R
CERENREMNZEERPERELAE 0 F AL PR E S TR Lk
f:\f‘u g S i R E W R Rl S | AT ARARG B
CEBEE TR OERE R APt R TR LT 6
HATDE P4
CFRE R - BEKE ~ F e {edk 1E o
CA Ry iR RS R L < B e
CEERRADTE o
The supervisor may require more detailed and additional information relating to
the insurer’s corporate governance for supervisory purposes, which may include
commercially sensitive information, such as assessments by the Board of the
effectiveness of the insurer’s governance system, internal audit reports and more
detailed information on the remuneration structures adopted by the insurer for the
Board, Senior Management, Key Persons in Control Functions and major
risk-taking staff. The insurer’s communication policies and strategies should
enable such information to be provided to the supervisor in a timely and efficient
manner. Supervisors should safeguard such information having due regard to the
confidentiality of commercially sensitive information and applicable laws.
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7.84

7.8.5
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Disclosures of information on remuneration should be sufficient to enable
stakeholders to evaluate how the remuneration system relates to risk and whether
it is operating as intended. Relevant information may include:
- the operation of risk adjustments, including examples of how the policy results
in adjustments to remuneration for employees at different levels;
- how remuneration is related to performance (both financial and personal
business conduct) over time; and
- valuation principles in respect of remuneration instruments.
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Appropriate quantitative information should also be made available to enable
supervisors and stakeholders to evaluate the financial impact of the remuneration
policy. Such information may include:
- the total cost of remuneration awarded in the period, analysed according to the
main components such as basic salary, variable bonus and long-term awards;
- the total amount set aside in respect of deferred remuneration;
- adjustment to net income for the period in respect of remuneration awarded in
previous periods;

the total costs of all sign-on payments in the period and number of individuals

to whom these relate; and

- the total costs of all severance payments in the period and number of

individuals to whom these relate.
These amounts should be analysed by type of instrument (e.g. cash, shares, share

options etc.) as applicable, and in a manner consistent with the key elements of

the remuneration policy.
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7.8.6

&% fﬁl——_@l’éﬁm IL""‘IL‘J‘ TE" 'fr*f ?Fﬁ,@ A d Llp%ﬁwﬁi B ep4

B BEFRT

énhn

RS e A A > RRAE B AIAS S oA AFT > EH
BEEfrE W ER
- VRAE EEN G G ATIE PR
SRENPRTE /-3 LU i ol NI =t B S s e P
A RN BT L e R A 0 1R A TR B A 2 X ik
e LE%—;}-;ﬁPF"’p\HLrﬁx% T sk ROl SR R WUS 37/ N R OESRS : S

m

B (Aol g ~ R E REREES ) AT 0 MR B R
FIR B GER F 49— 3™ 30 e

Disclosure of information on governance should be made on a regular (for

instance, at least annually) and timely basis.
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7.9

The supervisor requires the insurer’s Board to have appropriate policies and
procedures to ensure that Senior Management:

- carries out the day-to-day operations of the insurer effectively and in
accordance with the insurer’s strategies, policies and procedures;

- promotes a culture of sound risk management, compliance and fair treatment of
customers;

- provides the Board adequate and timely information to enable the Board to
carry out its duties and functions including the monitoring and review of the
performance and risk exposures of the insurer, and the performance of Senior
Management; and

- provides to the relevant stakeholders and the supervisor the information
required to satisfy the legal and other obligations applicable to the insurer or
Senior Management.
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7.9.1
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Senior Management should implement appropriate systems and controls to
ensure that they can effectively carry out the day-to-day management of the
business of the insurer in order to achieve the insurer’s business objectives and
strategies, and in particular, in accordance with the established levels of risk
tolerance and consistent with internal policies. Such systems and controls should
encompass:

- clear and transparent process for engaging persons with appropriate

competencies and integrity to discharge the functions of the Senior
Management, which include succession planning, on-going training and
procedures for termination;

- clear lines of accountability and channels of communication between persons in

Senior Management and Key Persons in Control Functions;

- proper procedures for the delegation of Senior Management functions and

monitoring whether delegated functions are carried out effectively and
properly, in accordance with the same principles that apply to delegations by

the Board (see Guidance 7.3.11);

- standards of conduct and codes of ethics for the Senior Management and other

staff to promote a culture of sound risk management and compliance, which
include procedures for dealing with conflicts of interests, and the effective
implementation on an on-going basis of such standards and codes (see ICP 8
Risk Management and Internal Controls for conflicts of interest provisions);

- proper channels of communications, including clear lines of reporting, as
between the individuals performing the functions of the Senior Management
and the Board, including provisions dealing with whistleblower protection,
and their effective implementation; and

- effective communication strategies with supervisors and stakeholders that
include the identification of matters that should be disclosed, and to whom

such disclosure should be made.
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7.9.2

7.9.3
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Senior Management should also ensure that there are adequate procedures for

assessing the effectiveness of their performance against the performance

objectives set by the Board. For this purpose, annual assessments of their
performance against set goals should be carried out at least annually, preferably
by an independent party, a control function, or the Board itself. Any identified
inadequacies or gaps should be addressed promptly and reported to the Board.
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Senior Management should also promote strong internal controls. It should not

interfere with the activities that control functions carry out in the rightful exercise

of their responsibilities, including that of providing an independent view of
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governance, risk, compliance and control related matters.
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7.10

7.10.1

7.10.2

The supervisor has the power to require the insurer to demonstrate the adequacy
and effectiveness of its corporate governance framework.
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The supervisor plays an important role by requiring the Board and Senior
Management of the insurer to demonstrate that they are meeting the applicable
corporate governance requirements, consistent with these standards, on an
on-going basis. For this purpose, the supervisor should assess whether the
insurer’s overall corporate governance framework, including remuneration
policies and practices, is effectively implemented and remains adequate by
undertaking periodic on-site inspections and/or other (including off-site) reviews
as appropriate to the nature, scale and complexity of the insurer’s business and its
risk profile. Where significant changes in the insurer’s corporate governance
framework are identified, including through information provided by the insurer,
the supervisor should update its assessment.
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The onus for demonstrating, to the satisfaction of the supervisor, that the
corporate governance framework is effective and operates as intended rests with
the insurer. The supervisor should provide any guidance and rulings as
appropriate to facilitate this process. The supervisor should, for the purposes of
monitoring due compliance, establish effective channels of communication with
the insurer, and have access to relevant information concerning the governance of

the insurer. This may be obtained through periodic reports to the supervisor and
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7.10.3

7.10.4

any information obtained on an ad-hoc basis (see also Standard 7.8).
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The supervisor should assess the effectiveness of the Board, particularly whether
the Board members have the relevant expertise, ability and commitment among
them to provide effective leadership, direction and oversight of the insurer,

taking into due account of the nature, scale and complexity of the operations of
the insurer. The supervisory review should encompass the expertise and
qualifications of Board members, their continuous training, the frequency of their
participation and proactive involvement in Board proceedings as evidenced by
the minutes or records of such meetings and the quality and timeliness of the
information made available to Board members relating to the affairs of the
insurer, including for the purposes of the Board or committee meetings.
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To ascertain the on-going effectiveness of the Board in light of the nature, scale
and complexity of the insurer’s operations, the supervisor may also consider the
use of measures such as the following, where appropriate:
- on-going mandatory training for Board members that is commensurate with
their respective duties, roles and responsibilities within the insurer;
- areview of the periodic self-evaluation undertaken by the Board as referred to
in Guidance 7.3.4;

- meetings and/or interviews with the full Board and its individual members as

appropriate, particularly to reinforce the expectations placed on Board
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members relating to their performance and to get a sense of how informed and
proactive they are; and

- attending and observing Board proceedings.
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7.10.5 Where remuneration policies of an insurer contain more high risk elements,
closer supervisory scrutiny of those policy and practices may also be warranted,
including requests for additional information as appropriate to assess whether
those practices are having an adverse impact on the on-going viability of the

insurer or commissioning an independent assessment of the insurer’s

remuneration policy and practices.
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ICP 8 Risk Management and Internal Controls k *& ¢ 32 frp $847 4]

The supervisor requires an insurer to have, as part of its overall corporate governance
framework, effective systems of risk management and internal controls, including
effective functions for risk management, compliance, actuarial matters and internal
audit.
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Introductory Guidance # %

8.0.1  As part of the overall corporate governance framework and in furtherance of the
safe and sound operation of the insurer, the Board*is responsible for overseeing
that the insurer has in place effective systems and functions to address the key
risks it faces and for the key legal and regulatory obligations that apply to it, and
that Senior Management implements these systems properly and provides the
necessary resources and support for these functions.
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8.0.2  The systems and functions should be adequate for the nature, scale, and
complexity of the insurer’s business and risks and should be adapted as the
insurer’s business and internal and external circumstances change.
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8.0.3  The nature of the systems that the insurer has is dependent on many factors.
These include the insurer’s risk profile and the applicable legal and regulatory
requirements. These systems typically include:

- strategies setting out the approach of the insurer for dealing with specific areas

of risk and legal and regulatory obligation;

- policies defining the procedures and other requirements that members of the
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8.0.4

8.0.5

8.0.6

Board and employees need to follow;
- processes for the implementation of the insurer’s strategies and policies; and
- controls to ensure that such strategies, policies and processes are in fact in
place, are being observed and are attaining their intended objectives.
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The risk management system of an insurer comprises the totality of strategies,
policies, processes and controls for identifying, assessing, monitoring, managing
and reporting risks to which the insurer may be exposed at a legal entity and
group-wide level.
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The totality of all controls an insurer has in place is generally referred to as the
internal controls system.
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An insurer also has properly authorised functions (whether in the form of a
person, unit or department) to carry out specific activities relating to matters
such as risk management, compliance, actuarial matters and internal audit. These
are generally referred to as control functions. Subject to Guidance 8.2.8 and
Standard 8.7 below, and to the nature, scale and complexity of the insurer's
business, the outsourcing of one or more control functions may be appropriate
for some insurers.
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Special considerations for groups £ B 7R+ £

8.0.7

8.0.8

8.0.9

Adequate governance, including risk management and internal controls, should
be in place within the group. This should be assessed by the supervisor on a
group-wide basis as well as on a legal entity basis to have a group-wide view and
enhance the assessment of the legal entities.
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Groups may adopt different types of organisational or operational structures
(referred to here as "management structures"), sometimes centralised, sometimes
decentralised. The supervisor should take the management structure of the group
into consideration in evaluating its governance. Particularly when the
management structure differs from the legal entity structure, it is not sufficient to
address governance or risk only at the legal entity level. In such a case, it is
important that appropriate governance exists across the group and that risks are
being identified, assessed, monitored and managed appropriately also on a
group-wide basis.
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To facilitate informed decision-making within a group, it is important that
material information is delivered to all relevant Senior Management and Boards
in a timely manner on a group-wide basis as well as on a legal entity or line of
business basis.
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Supervisory and insurer responsibility ' & L F & iFig A (hf T

8.0.10

The supervisor develops supervisory practices for the assessment of the insurer's
systems of risk management and internal controls pursuant to this ICP. The
ultimate responsibility, however, for the insurer having in place the necessary
systems and functions for risk management and internal controls lies with the
Board and Senior Management of the insurer.
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Systems for risk management and internal controls & *& ¥ JZ & b #8045k b

8.1

8.1.1

8.1.2

The supervisor requires the insurer to establish, and operate within, effective
systems of risk management and internal controls.
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The risk management system is designed and operated to identify, assess,
monitor, manage and report on all reasonably foreseeable material risks of the
insurer in a timely manner. It takes into account the probability, potential impact
and time duration of risks.
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Subject to the nature, scale and complexity of the insurer, an effective risk
management system typically includes elements such as:
- a clearly defined and well documented risk management strategy which takes
into account the insurer’s overall business strategy (as approved by the Board)

and its business activities (including any business activities which have been

outsourced);
- relevant objectives, key principles and proper allocation of responsibilities for

dealing with risk across the business areas and organisational units of the
insurer, including branches;
- a clearly defined risk appetite approved by the Board in consultation with

Senior Management;
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- a written process defining the Board approval required for any deviations from

the risk management strategy or the risk appetite and for settling any major
interpretation issues that may arise;

- appropriate written policies that include a definition and categorisation of
reasonably foreseeable and relevant material risks (by type) to which the
insurer is exposed, and the levels of acceptable risk limits for each type of risk
(such as underwriting, market, credit, liquidity, operational and reputational
risk, but also internal risks such as those arising from intra-group or related
party pricing, transfers, transactions, etc.). These policies define the risk
standards and the specific obligations of employees and the businesses in
dealing with risk, including in respect of capital, risk escalation and risk
mitigation (e.g. reinsurance, hedging);

- suitable processes and tools (including, where appropriate, models) for
identifying, assessing, monitoring, managing, and reporting on risks. Such
processes should also cover areas such as contingency planning, business
continuity and crisis management;

- regular reviews of the risk management system (and its components) to help
ensure that necessary modifications and improvements are identified and
made in a timely manner;

- appropriate attention to other matters set out in ICP 16 Enterprise Risk
Management for Solvency Purposes; and

- an effective risk management function.
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Scope and embedding of the risk management system . *& ¢ Emgfz &7 4%

8.1.3

8.14

8.1.5

The risk management system should take into account all reasonably foreseeable
and relevant material risks to which the insurer is exposed, both at the
enterprise-wide and the individual business unit levels. This includes current and
emerging risks.
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The risk management system should be integrated into the culture of the insurer
and into the various business areas and units of the insurer with the aim of
having the appropriate risk management practices and procedures embedded in
the key operations and structures of the insurer enterprise-wide.
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The insurer’s risk policies should be written in a way to help employees
understand their risk responsibilities. They should also help explain the
relationship of the risk management system to the insurer’s overall governance
framework and to its corporate culture.
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8.1.6

8.1.7

8.1.8

8.1.9

8.1.10

8.1.11

o AR LI 2117 S 3
Regular internal communications and training on risk policies should take place.
BT EEF MR "G FC R ap JREE E R o
The insurer’s risk escalation process should allow for reporting on risk issues
within established reporting cycles and outside of them for matters of particular
urgency.
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The Board should have appropriate ways to carry out its responsibilities for risk
oversight. This includes having a policy on the content, form and frequency of
reporting that it expects on risk from Senior Management and each of the control
functions. Any proposed activity that would go beyond the Board-approved risk
appetite should be subject to appropriate review and require Board approval.
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Significant new activities and products of the insurer that may increase an
existing risk or create a new type of exposure should be subject to appropriate
risk review and be approved by the Board and Senior Management.
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The Board and Senior Management should be attentive to the potential need to
modify the risk management system in light of new internal or external
circumstances.
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Material changes to an insurer’s risk management system should be documented
and subject to approval by the Board. The reasons for the changes should be
documented. Appropriate documentation should be available to internal audit,
external audit and the supervisor for their respective assessments of the risk

management system.

126



f%*ﬁ«&*ﬁ%ﬁ,}a.@ﬁ@«'%@%% RERF BGEEF DA TG
T P o N FRAEP S R IR E R EILF 00 L ARG R G E Ik S
B R B Y 2 (FLEEG o

Internal controls system p $R4741 % 4%

8.1.12 Internal controls system should be designed and operated to assist the Board and
Senior Management in the fulfilment of their respective responsibilities for
oversight and management of the company. The internal controls system
provides them with reasonable assurance from a control perspective that the
business is being operated consistently with the strategy and risk appetite set by
the Board; agreed business objectives; agreed policies and processes; and
applicable laws and mgulations.5
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8.1.13 At a minimum, the internal controls system should be designed and operated to
provide reasonable assurance over the insurer’s key business, I'T and financial
policies and processes, including accounting and financial reporting, and the
related risk management and compliance measures in place. Each individual
control® of an insurer, as well as all its controls cumulatively, should be designed
for effectiveness and operate effectively.
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While risk management and internal controls are discussed separately in this document, some supervisors or insurers may use

“internal controls” as an umbrella term to include risk management, internal audit, compliance, etc. The two terms are in fact closely
related. Consensus on where the boundary lies between risk management and internal controls is less important than achieving, in
practice, the objectives of each.
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® Individual controls may be preventive (applied to prevent undesirable outcomes) or detective (to uncover undesirable activity).
Individual controls may be manual (human), automated, or a combination thereof and may be either general or process or application

specific. Further classification of controls is sometimes used such as distinguishing between controls that apply to inputs or to outputs
and between key and other controls.

AT BRI (O30 RO ) gw;r;a*pﬂ R BRI £3) Wﬂfufr FEALS 1= (19 ~ FIpiog B
A H EE R L i e L e B R r+¥~>”'ﬁ&¥f‘ﬁlﬂﬁﬂ" P
W“ﬂWﬂﬂ

127



PR A R LG s E T e
8.1.14 In fufilling its responsibility in respect of the internal controls system, the Board
reviews and approves the organisational and other measures regarding internal
controls.
The goal is a coherent system where the controls form a group-wide framework
(from process or transactional level, to legal entity level, to group level) which
can be regularly assessed and improved as necessary for maximum effectiveness.
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8.1.15 The Board has an overall understanding of the control environment across the
various entities and businesses, and requires Senior Management to ensure that
for each key business process and policy, and related risks and obligations, there
is an appropriate control.
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8.1.16 In addition, the Board ensures there is clear allocation of responsibilities within
the insurer, with appropriate segregation, including in respect of the design,
documentation, operation, monitoring and testing of internal controls.”
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8.1.17 The Board determines which function or functions report to it or to any existing

Board Committees in respect of the internal controls system.
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* Appropriate segregation of duties is a fundamental building block of an_internal controls system. Some companies in some
jurisdictions allocate responsibilities according to the concept of “lines of defence” such as in considering management as the first line
of defence, the control functions (other than internal audit) as the second line of defence, and internal audit as the third line of defence.
Management is deemed to “own” the controls, and the other lines of defence are there to help ensure their application and viability.
Whatever approach is used, it is important that responsibilities be allocated to promote checks and balances and avoid conflicts of
interest. Responsibilities should be properly documented, such as in charters, authority tables, or other similar governance documents.
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8.1.18 Reporting on the internal controls system should cover matters such as:
- the strategy in respect of internal controls;
- the stage of development of the internal controls system, including the scope

that it covers, testing activity, and the performance against annual or periodic
internal controls system goals being pursued;

- information on resources (personnel, budget, etc.) being applied in respect of

the internal controls system, including an analysis on the appropriateness of
those resources in light of the nature, scale and complexity of the insurer’s
business, risks and obligations;

- an assessment of how the various organisational units or major business areas

of the insurer are performing against internal control standards and goals; and

- control deficiencies, weaknesses and failures that have arisen or that have been
identified (including any identified by the internal or external auditors or the
supervisor) and the responses thereto (in each case to the extent not already
covered in other reporting made to the Board).
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8.1.19 Subject to the nature, scale and complexity of the insurer, an effective internal
controls system typically includes :

- appropriate controls to provide reasonable assurance over the accuracy and
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completeness of the insurer’s books, records, and accounts and over financial
consolidation and reporting, including the reporting made to the insurer’s
Supervisors;

- appropriate controls for other key business processes and policies, including for

major business decisions and transactions (including intra-group transactions),
critical IT functionalities, access to databases and IT systems by employees,
and important legal and regulatory obligations;

- appropriate segregation of duties where necessary and controls to ensure such

segregation is observed. Appropriate segregation of duties means, among
other things, having sufficient distance between those accountable for a
process or policy and those who check if for such process or policy an
appropriate control exists and is being applied. It also includes appropriate
distance between those who design a control or operate a control and those
who check if such control is effective in design and operation;8

- up-to-date policies regarding who can sign for or commit the insurer, and for
what amounts, with corresponding controls, such as the requirement of double
or multiple signatures. Such policies and controls should be designed, among
other things, to prevent any major transaction being entered into without
appropriate governance review or by anyone lacking the necessary authority
and to ensure that borrowing, trading, risk and other such limits are strictly
observed. Such policies should foresee a role for control functions, for
example by requiring for major matters the review and sign-off by Risk
Management or Compliance, and/or approval by a Board level committee;

- controls at the appropriate levels so as to be effective, including at the process
or transactional level, at the entity level (whether legal entity or business area
level), and in the case of groups, at the group level;

- a centralised written inventory of insurer-wide key processes and policies and

of the controls in place in respect of such processes and policies;

- training in respect of controls, particularly for employees in positions of high

trust or responsibility or involved in high risk activities;

-processes for regularly checking that the totality of all controls forms a coherent

system and that this system works as intended; fits properly within the overall
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governance structure of the insurer; and provides an element of risk control to
complement the risk identification, risk assessment, and risk management
activities of the insurer. As part of such review, individual controls are
monitored and analysed periodically to determine gaps and improvement
opportunities with Senior Management taking such measures as are necessary

to address these; and

- periodic testing and assessments (carried out by objective parties such as an
internal or external auditor) to determine the adequacy, completeness and
effectiveness of the internal controls system and its utility to the Board and
Senior Management for controlling the operations of the insurer.
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It is not inconsistent with good practice, and indeed in some situations desirable, if managers responsible for a business process are
allowed to apply certain self-controls and do certain self-assessments at their level, as long as there is a separate review of those

controls from an independent control function.
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Control functions (general)¥y#]# it (- #&)

8.2

8.2.1

The supervisor requires the insurer to have effective control functions with the
necessary authority, independence, and resources.
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As part of an effective system of risk management and internal controls, insurers
have control functions, including for risk management, compliance, actuarial
matters and internal audit. While Senior Management has primary executive
responsibility in respect of risk, compliance and related areas, specific control
functions are essential for providing expertise, leadership, objectivity and
independence where required on these subjects. Control functions add to the
governance checks and balances of the insurer and are a source of support for the
Board in the fulfilment of its risk, compliance and control oversight duties.
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8.2.2

8.2.3

8.2.4

8.2.5

8.2.6

e

A control function should be led by a person of appropriate seniority and
expertise.
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The appointment, performance assessment, remuneration, disciplining and
dismissal of the head of each control function (other than the head of the internal
audit function for which more stringent standards should apply) should be done
with the approval of, or after consultation with, the Board or the relevant Board
committee. While Senior Management may provide input, the appointment and
the annual or other periodic performance assessment of the head of the internal
audit function should be done by the Board (or its Chair or the Audit Committee)
which solely determines his or her salary, bonus, and any promotions,

demotions, or disciplinary actions.
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The existence of control functions does not relieve the Board or Senior

fesks

Management of their respective governance and related responsibilities.
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Insurers should position each control function and its associated reporting lines
into the insurer’s organisational structure in a manner that enables such function
to operate and carry out its responsibilities effectively.
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The control functions (other than internal audit) should be subject to periodic
internal or external review by the insurer’s internal auditor or an objective
external reviewer. The internal audit function should be subject to periodic
review by an objective external reviewer.
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8.2.7

8.2.8

TR TP fR AR o
To provide additional checks and balances, some insurers (particularly larger or
more complex insurers) have a designated person or function to support the
advancement, coordination and/or management of the overall internal controls
system on a more regular basis (such as an internal controls system manager or
similar). Unlike the internal or external auditor who may from time to time test
certain controls or periodically opine formally on the existence or effectiveness
of the internal controls system and who thus must have more operational
distance, the internal controls system manager or similar is closer to the
operations of the insurer and helps ensure that appropriate documented controls
are in place for the appropriate areas and at the appropriate levels, locally and
company-wide.
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Subject to supervisor approval where required, an insurer may combine certain
control functions or outsource a control function in whole or in part where
appropriate in light of the nature, scale and complexity of the insurer’s business,
risks, and legal and regulatory obligations. In cases where an insurer combines or
outsources a control function, or part thereof, the Board satisfies itself that this
does not interfere with the function’s independence, objectivity, or effectiveness.
The Board approves and reviews periodically the effectiveness of any
arrangement for combining or outsourcing control functions, including by
getting direct input from the relevant control function(s).
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Authority and independence of control functions 3745 it (2B 8 fh = 14

8.2.9

8.2.10

8.2.11

8.2.12

8.2.13

Each control function should have the authority and independence necessary to
be effective in fulfilling its duties and attaining its goals.
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The Board should set or approve the authority and responsibilities of each

control function.
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The authority and responsibilities of each control function should be set out in
writing and made part of or referred to in the governance documentation of the
insurer. The head of each control function should periodically review such
document and submit suggestions for any changes to Senior Management and
the Board for approval.
Bl A D G TR If’% CREERTDE - BRI AR ES T EoE - B
FIH Rl FRGZIDRRTHELE B ERA 2 TF 6 RIRE
gukik o VBEH R o
Notwithstanding the possibility for insurers to combine certain control functions,
as described in Guidance 8.2.8, a control function's independence from Senior
Management and from other functions should be sufficient to allow its staff to:
- serve as a further component of the insurer’s checks and balances;
- provide an objective perspective on strategies, issues, and potential violations
- implement or oversee the implementation of corrective measures where
necessary.
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Each control function should avoid conflicts of interest. Where any conflicts

remain and cannot be resolved with Senior Management, these should be
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brought to the attention of the Board for resolution.
F - BiHEH R RBZEFLNEIFER - R E 5 7 B SR & 213
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8.2.14 Each control function should have the authority to communicate on its own
initiative with any employee and to have unrestricted access to such information

as it needs to carry out its responsibilities. In addition, control functions should

have appropriate access to Senior Management.
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Board access and reporting by the control functions; Board assessment of control

functions #7417 iv B ¥ § PRI L FL T €T AIH N

8.2.15 The Board should grant the head of each control function the authority and
responsibility to report periodically to it or one of its committees. The Board
should determine the frequency and depth of such reporting so as to permit

timely and meaningful communication and discussion of material matters. The
reporting should include, among other things:
- information as to the function’s strategy and longer term goals and the progress
in achieving these;
- annual or other periodic operational plans describing shorter term goals and the
progress in achieving these; and
- resources (such as personnel, budget, etc.), including an analysis on the
adequacy of these resources.
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8.2.16 In addition to periodic reporting, the head of each control function should have

the opportunity to communicate directly and to meet periodically (without the
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8.2.17

presence of management) with the chair of any relevant Board committee (e.g.
Audit or Risk Committee) and/or with the Chair of the full Board.
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The Board should periodically assess the performance of each control function.
This may be done by the full Board, by the Chair of the Board, by the committee
of the Board to which the head of the control function reports, or by the Chair of
such committee.
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Resources and qualifications of the control functions $7#]# i 9% & T

8.2.18

8.2.19

8.2.20

Each control function should have the resources necessary to fulfil its
responsibilities and achieve the specific goals in its areas of responsibility. This
includes qualified staff and appropriate IT/management information systems.
The function should be organized in a manner appropriate to achieve its goals.
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The head of each control function should review regularly with Senior
Management the adequacy of the function's resources and request adjustments as
necessary. Where he or she has a major difference of opinion with Senior
Management on resources needed, such person should bring the issue to the
Board or relevant Board Committee for resolution.
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Persons who perform control functions should possess the necessary experience,
skills and knowledge required for the specific position they exercise and meet
any applicable professional qualifications. Higher expectations apply to the head
of each control function. To ensure that persons who perform control functions

remain up to date on the developments and techniques related to their areas of
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responsibility, they should receive regular training relevant to their field and

areas of responsibilities.
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Risk management function h *& F =7 i

8.3 The supervisor requires the insurer to have an effective risk management
function capable of assisting the insurer to identify, assess, monitor, manage and
report on its key risks in a timely way.
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8.3.1  Arobust risk management function that is well positioned, resourced and
properly authorised and staffed is an essential element of an effective risk
management system. Within some insurers, and particularly at larger or more

complex ones, such function is led by a Chief Risk Officer or similar.
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Access and reporting to the Board by the risk management function k *& ¢ =7 it & &
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8.3.2  The risk management function should have access to and report to the Board as

required by the Board, typically on matters such as:

- an assessment of risk positions and risk exposures and steps being taken to

manage them,;

- an assessment of changes in the insurer’s risk profile;
- where appropriate, an assessment of pre-defined risk limits;
- where appropriate, risk management matters in relation to strategic affairs such

as corporate strategy, mergers and acquisitions and major projects and
investments;

- an assessment of risk events and the identification of appropriate remedial
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actions.
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8.3.3  The head of the risk management function should have the authority and
obligation to inform the Board promptly of any circumstance that may have a
material effect on the risk management system of the insurer.
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Main activities of the risk management function k. *% fg T r i ena & E B

8.3.4  The risk management function should establish, implement and maintain
appropriate mechanisms and activities to:

- assist the Board and Senior Management in carrying out their respective
responsibilities, including by providing specialist analyses and performing risk
reviews;

- identify the risks the insurer faces;

- assess, aggregate, monitor and help manage and otherwise address identified
risks effectively; this includes assessing the insurer’s capacity to absorb risk
with due regard to the nature, probability, duration, correlation and potential
severity of risks;

- gain and maintain an aggregated view of the risk profile of the insurer at a legal
entity and at the group-wide level;

- evaluate the internal and external risk environment on an on-going basis in
order to identify and assess potential risks as early as possible. This may
include looking at risks from different perspectives, such as by territory or by
line of business;

- consider risks arising from remuneration arrangements and incentive structures;
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- conduct regular stress testing and scenario analyses as defined in ICP 16

Enterprise Risk Management for Solvency Purposes;

- regularly report to Senior Management, Key Persons in Control Functions and

the Board on the insurer's risk profile and details on the risk exposures facing
the insurer and related mitigation actions as appropriate;

- document and report material changes affecting the insurer’s risk management

system to the Board to help ensure that the framework is maintained and
improved; and

- conduct regular assessments of the risk management function and the risk
management system and implement or monitor the implementation of any
needed improvements.
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8.4 The supervisor requires the insurer to have an effective compliance function
capable of assisting the insurer to meet its legal and regulatory obligations and
promote and sustain a corporate culture of compliance and integrity.
FRERTREREGALEF - BB RegA PEZERETRZRE @0
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8.4.1 The Board adopts a code of conduct or takes other appropriate means to commit
the insurer to comply with all applicable laws, regulations, supervisory
decisions, and internal policies, and conduct its business ethically and
responsibly.
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8.4.2  As part of this commitment, the insurer has in place a robust and well positioned,
resourced and properly authorised and staffed compliance function. Within some
insurers, particularly larger or more complex ones, such a function is led by a
Chief Compliance Officer or similar.
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8.4.3  The compliance function should have access to and report to the Board on
matters such as:

- an assessment of the key compliance risks the insurer faces and the steps being
taken to address them:;

- an assessment of how the various parts of the insurer (e.g. divisions, major
business units, product areas, etc.) are performing against compliance
standards and goals;

- any compliance issues involving management or persons in positions of major
responsibility within the insurer, and the status of any associated

investigations or other actions being taken;
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8.4.4

- material compliance violations or concerns involving any other person or unit
of the insurer and the status of any associated investigations or other actions
being taken;

- material fines or other disciplinary actions taken by any regulator or supervisor
in respect of the insurer or any employee.
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The head of the compliance function should have the authority and obligation to
promptly inform the Chair of the Board directly in the event of any major
non-compliance by a member of management or a material non-compliance by
the insurer with an external obligation if in either case he or she believes that
Senior Management or other persons in authority at the insurer are not taking the
necessary corrective actions and a delay would be detrimental to the insurer or
its policyholders.
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Main activities of the compliance function ;# 4 ﬁ Paehi & iFEH

8.4.5

The compliance function should establish, implement and maintain appropriate

mechanisms and activities to:

- promote and sustain an ethical corporate culture that values responsible conduct
and compliance with internal and external obligations; this includes

communicating and holding training on an appropriate code of conduct or
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similar that incorporates the corporate values of the insurer, aims to promote a
high level of professional conduct and sets out the key conduct expectations of
employees;

- identify, assess, report on and address key legal and regulatory obligations,
including obligations to the insurer’s supervisor, and the risks associated
therewith; such analyses should use risk and other appropriate methodologies;

- ensure the insurer monitors and has appropriate policies, processes and controls
in respect of key areas of legal, regulatory and ethical obligation;

- hold regular training on key legal and regulatory obligations particularly for
employees in positions of high responsibility or who are involved in high risk
activities;

- facilitate the confidential reporting by employees of concerns, shortcomings or
potential or actual violations in respect of insurer internal policies, legal or
regulatory obligations, or ethical considerations; this includes ensuring there
are appropriate means for such reporting;

- address compliance shortcomings and violations, including ensuring that
adequate disciplinary actions are taken where appropriate and any necessary
reporting to the supervisor or other authorities is made; and

- conduct regular assessments of the compliance function and the compliance
systems and implement or monitor needed improvements.
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Actuarial function ## & # i¢

8.5

8.5.1

8.5.2

The supervisor requires that there is an effective actuarial function capable of
evaluating and providing advice to the insurer regarding, at a minimum,
technical provisions, premium and pricing activities, and compliance with
related statutory and regulatory requirements.
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A robust actuarial function that is well positioned, resourced and properly
authorised and staffed is essential for the proper operation of the insurer.
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The supervisor should have or have access to the appropriate skills, knowledge
and resources to enable it to critically assess the work of an insurer’s actuarial
function.
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Board access and reporting of the actuarial function # & # i ©2 § ¥ § s ap 2

8.5.3

The actuarial function should have access to and periodically report to the Board

on matters such as:

- any circumstance that may have a material effect on the insurer from an

actuarial perspective;

- the adequacy of the technical provisions and other liabilities;
- the prospective solvency position of the insurer; and
- any other matters as determined by the Board.
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8.54
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Written reports on actuarial evaluations should be made to the Board, Senior
Management, or other Key Persons in Control Functions or the supervisor as
necessary or appropriate or as required by legislation.
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Main activities of the actuarial function # & # 5 e & 58

8.5.5

The actuarial function should carry out such activities as are needed to evaluate
and provide advice to the insurer in respect of technical provisions, premium and
pricing activities and compliance with related statutory and regulatory
requirements. The actuarial function evaluates and provides advice on matters
such as:

- the insurer’s actuarial and financial risks;
- the insurer’s investment policies and the valuation of assets;
- an insurer’s solvency position, including a calculation of minimum capital

required for regulatory purposes and liability and loss provisions;

- an insurer’s prospective solvency position;
- risk assessment and management policies and controls relevant to actuarial

matters or the financial condition of the insurer;

- distribution of policy dividends or other benefits;

- underwriting policies;

- reinsurance arrangements;

- product development and design, including the terms and conditions of

insurance contracts;

- the sufficiency and quality of data used in the calculation of technical

provisions; and

- risk modelling in the ORSA and use of internal models.
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8.5.6  Where required, the actuarial function may also provide to the supervisor
certifications on the adequacy, reasonableness and/or fairness of premiums (or

the methodology to determine the same) and certifications or statements of
actuarial opinion.
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8.5.7  The supervisor should clearly define when such certifications or statements of
actuarial opinion need to be filed. When these are required to be filed, the
supervisor should also clearly define both the qualifications of those permitted to
certify or sign such statements and the minimum contents of such an opinion or
certification.
FREET RGFETE PETEL R A Y FFOERED MR
oof & R R RRTIT R ERT TEP & EF SRR o
Fhi o A RASEHE L LAER B imE PP F o

\

Appointed actuary & A E 4 B

99 ¢

8.5.8  Some jurisdictions may require an “appointed actuary,” “statutory actuary,” or

“responsible actuary” (hereinafter referred to as an “Appointed Actuary”) to
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8.5.9

8.5.10

8.5.11

perform certain functions, such as determining or providing advice on an
insurer’s compliance with regulatory requirements for certifications or
statements of actuarial opinion. The tasks and responsibilities of the Appointed
Actuary should be clearly defined and should not limit or restrict the tasks and
responsibilities of other individuals performing actuarial functions.
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The insurer should be required, at a minimum, to report the Appointed Actuary’s
appointment to the supervisor.
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The Appointed Actuary should not hold positions within or outside of the insurer
that may create conflicts of interest or compromise his or her independence. If
the Appointed Actuary is not an employee of the insurer, the Board should
determine whether the external actuary has any potential conflicts of interest,
such as if his or her firm also provides auditing services to the insurer. If any
such conflicts exist, the Board should subject them to appropriate controls or
order other arrangements
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If an Appointed Actuary resigns or is replaced, the insurer should notify the
supervisor and give the reasons for the resignation or replacement. In some
jurisdictions, such a notification includes a statement from the insurer of whether
there were any disagreements with the former Appointed Actuary over the
content of the actuary’s opinion on matters of risk management, required
disclosures, scopes, procedures, or data quality, and whether or not such
disagreements were resolved to the former Appointed Actuary’s satisfaction.
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8.5.12
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The supervisor should have the authority to require an insurer to replace an
Appointed Actuary when such person fails to adequately perform required
functions or duties, is subject to conflicts of interest or no longer meets the
jurisdiction’s eligibility requirements.
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8.6

8.6.1

8.6.2

The supervisor requires the insurer to have an effective internal audit function
capable of providing the Board with independent assurance in respect of the
insurer’s governance, including its risk management and internal controls.
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Part of the oversight role of the Board is to ensure there are means for it to
receive independent assurance from an internal audit function that is not

operationally involved in the business and is not subject to any conflicts of

interest.
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The internal audit function should provide independent assurance to the Board
through general and specific audits, reviews, testing and other techniques in
respect of matters such as:

- the overall means by which the insurer preserves its assets and those of
policyholders, and seeks to prevent fraud, misappropriation or misapplication
of such assets;

- the reliability, integrity and completeness of the accounting, financial reporting
and management information and IT systems;

- the design and operational effectiveness of the insurer’s individual controls in
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respect of the above matters, as well as of the totality of such controls (the

internal controls system);
- other matters as may be requested by the Board, Senior Management or the
supervisor; and
- other matters which the internal audit function determines should be reviewed
to fulfil its mission, in accordance with its charter, terms of reference or other
documents setting out its authority and responsibilities.
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Authority and independence of the internal audit function P 38 F5+% 74 st m%‘« e b

8.6.4

To help ensure objectivity, the internal audit function is independent from
management and is not involved operationally in the business. The internal audit
function’s ultimate responsibility is to the Board, not management. To help
ensure independence and objectivity, the internal audit function should be free
from conditions that threaten its ability to carry out its responsibilities in an
unbiased manner. In carrying out its tasks, the internal audit function forms its

judgments independently.
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The Board should grant suitable authority to the internal audit function,
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including the authority to:
- access and review any records or information of the insurer which the internal
audit function deems necessary to carry out an audit or other review;
- undertake on the internal audit function’s initiative a review of any area or any
function consistent with its mission;
- require an appropriate management response to an internal audit report,

including the development of a suitable remediation, mitigation or other
follow-up plan as needed; and

- decline doing an audit or review, or taking on any other responsibilities

requested by management, if the internal audit function believes this is
inconsistent with its mission or with the strategy and audit plan approved by
the Board. In any such case, the internal audit function should inform the

Board and seek its guidance.
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8.6.5  The head of the internal audit function reports to the Board (or to any member
who is not part of the management) or to the Audit Committee if one exists (or
its Chair). In its reporting, the internal audit function should cover matters such
as:

- the function’s annual or other periodic audit plan, detailing the proposed areas
of audit focus;

- any factors that may be adversely affecting the internal audit function’s
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independence, objectivity or effectiveness;

- material findings from audits or reviews conducted; and
- the extent of management's compliance with agreed upon corrective or risk

mitigating measures in response to identified control deficiencies, weaknesses

or failures, compliance violations or other lapses.
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8.6.6  In addition to periodic reporting, the head of internal audit should be authorised

to communicate directly, and meet periodically, with the head of the Audit

Committee or the Chair of the Board without management present.
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Main activities of the internal audit function p R F£+% 3 & & #-

8.6.7  The audit function should carry out such activities as are needed to fulfil its
responsibilities. These activities include among others:

- establishing, implementing and maintaining a risk-based audit plan to examine
and evaluate general or specific areas, including on a preventive basis;

- reviewing and evaluating the adequacy and effectiveness of the insurer’s
policies and processes and the documentation and controls in respect of these,
on a legal entity and group-wide basis and on an individual subsidiary,
business unit, business area, department or other organisational unit basis;

- reviewing levels of compliance by employees and organisational units with
established policies, processes and controls, including those involving
reporting;

- evaluating the reliability and integrity of information and the means used to
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identify, measure, classify and report such information;

- ensuring that the identified risks and the agreed actions to address them are

accurate and current;

- evaluating the means of safeguarding insurer and policyholder assets and, as

appropriate, verifying the existence of such assets and the required level of
segregation in respect of insurer and policyholder assets;

- monitoring and evaluating governance processes;
- monitoring and evaluating the effectiveness of the organisation’s control

functions;

- coordinating with the external auditors and, to the extent requested by the

Board and consistent with applicable law, evaluating the quality of
performance of the external auditors; and

- conducting regular assessments of the internal audit function and audit systems

and incorporating needed improvements.
P L RGN T EE R AR
TEZ SR L AE - BRRAADHEP R RE LR - B g
el ¢ 35 k35— BB ILAH

S EEY o BBE: 2P S BRERE S BRI R B

e w S H bl s 3 e 4 sc K & AR §
RS SRR AR E T
SRR 12 R e 2 2 e TRAE S 2 BAARR 0 ¢ 3
H 4p B4R 2
CFERFROV ARE RN DR KRS E AU 2R B
FRIEZFRAEZER
SRR FEROL R C L R 7R AR Y T
'ﬁ%%’?ﬁﬁ%kﬁ%ﬁﬁﬁé%§%¥ PEHEETF A iy o 142
i A B T A R R AR R
TR e RN AR
e el RV ol E Al T B A

CEAINEP RN > X AP EETE DR RUE T EF FEDERT TR
2 ¥ Tg 7 IR

152



8.6.8
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In carrying out the above tasks, the internal audit function should ensure all
material areas of risk and obligation of the insurer are subject to appropriate
audit or review over a reasonable period of time. Among these areas are those
dealing with:

- market, underwriting, credit, liquidity, operational and reputational risk;

- accounting and financial policies and whether the associated records are

complete and accurate;

- extent of compliance by the insurer with applicable laws, regulations, rules and
directives from all relevant jurisdictions;

- intra-group transactions, including intra-group risk transfer and internal pricing;

- adherence by the insurer to the insurer’s remuneration policy;

- the reliability and timeliness of escalation processes and reporting systems,
including whether there are confidential means for employees to report
concerns or violations and whether these are properly communicated, offer the
reporting employee adequate protection from retaliation, and result in
appropriate follow up; and

- the extent to which any non-compliance with internal policies or external legal
or regulatory obligations is documented and appropriate corrective or
disciplinary measures are taken including in respect of individual employees
involved.
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8.6.9
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Subject to applicable laws on record retention, the internal audit function should
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keep careful records of all areas and issues reviewed so as to provide evidence of

these activities over time.
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Outsourcing of material functions or activities & & ¥ i £ 7% &% en¢t

8.7

8.7.1

8.7.2

8.7.3

The supervisor requires the insurer to retain at least the same degree of oversight
of, and accountability for, any outsourced material activity or function (such as a
control function) as applies to non-outsourced activities or functions.
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In general, outsourcing, whether to external parties or within the same insurance
group, should not materially increase risk to the insurer or materially adversely
affect the insurer’s ability to manage its risks and meet its legal and regulatory

obligations.
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The supervisor should require the Board of an insurer to approve outsourcing of
any material function or activity and to verify, before approving, that there was
an appropriate assessment of the risks of such outsourcing, including in respect
of business continuity and that such outsourcing is subject to appropriate
controls.
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In choosing an outsourcing provider, the Board or Senior Management should be
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8.7.4

8.7.5

required to satisfy themselves as to the expertise and experience of such
provider.
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The supervisor should require insurers which outsource any material function or
activity to have in place an appropriate policy for this purpose, setting out the
internal review and approvals required and providing guidance on the contractual
and other risk issues to consider. This includes considering limits on the overall
level of outsourced activities at the insurer and on the number of activities that
can be outsourced to the same service provider. Because of the particularly
important role that control functions and control activities play in an insurer’s
governance system, the supervisor should consider issuing additional
requirements for their outsourcing or dedicating more supervisory attention to
any such outsourcing.
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Outsourcing relationships should be governed by written contracts that clearly
describe all material aspects of the outsourcing arrangement, including the rights,
responsibilities and expectations of all parties. When entering into or varying an
outsourcing arrangement, the Board and Senior Management should consider,
among other things:

- how the insurer’s risk profile will be affected by the outsourcing;

- the service provider’s governance, risk management and internal controls and

its ability to comply with applicable laws and with regulations;

- the service providers’ service capability and financial viability; and
- succession issues to ensure a smooth transition when ending or varying an

outsourcing arrangement.
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8.7.6

8.7.7
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Outsourcing arrangements should be subject to periodic reviews. Periodic

reporting thereon should be made to management and the Board.
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The Board and Senior Management remain responsible in respect of functions or

activities that are outsourced.
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ICP 9 Supervisory Review and Reporting % JZ#s 4L % 3R 2
The supervisor has an integrated, risk-based system of supervision that uses both off-site
monitoring and on-site inspections to examine the business of each insurer, evaluate its
condition, the quality and effectiveness of its Board and Senior Management and
compliance with legislation and supervisory requirements. The supervisor obtains the
necessary information to conduct effective supervision of insurers and evaluate the
insurance market.
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Introductory Guidance 7 73

9.1 The supervisor has a system of assessing the risks of insurers, which takes into
account their nature, scale and complexity. The supervisor uses this system to
determine the appropriate depth and level of on-site inspection activity and
off-site monitoring needed for each insurer. The system uses the inputs from
on-site inspections and off-site monitoring, including market analyses, horizontal

reviews and other sources of information to assess risks.
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9.1.1  Supervisors should ensure that there are adequate resources allocated to on-site
inspection and off-site monitoring to ensure a comprehensive assessment of risk
is undertaken taking into account the nature, scale and complexity of the insurer.
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9.1.2  The supervisor should promptly analyse financial information received from
insurers. Financial analysis by the supervisor helps to provide a deeper
understanding of developing trends affecting an insurer, its risk tolerance and the
effectiveness of its strategy. Analysis by business lines helps to provide insights

into the insurer’s risk/return profile.

157



9.13
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The supervisory framework for risk assessment should analyse trends and
compare risk assessments against stress tests outcomes. Supervisors should
assess the quality of outcomes of insurer’s enterprise risk management
framework for the identification and quantification of risks (refer to ICP 16
Enterprise Risk Management for Solvency Purposes) and evaluate whether

business lines rated as low risk show outcomes that support this assessment.
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Reporting and off-site monitoring 3% % % R FEE 47

9.2

The supervisor:
- maintains a framework for continuous monitoring and supervision of insurers
based on on-going communication with the insurer, financial and statistical

reporting and market analyses as well as any other information acquired;

- sets requirements for the submission of regular, systematic and comprehensive

financial and statistical information, actuarial reports, solvency position
reports and other information from all insurers licensed in its jurisdiction;

- defines the scope, content and frequency of those reports and information;
- requires more frequent and more detailed additional information on a timely

basis whenever there is a need; and

- establishes documented procedures and guidelines for reporting.
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9.2.1

9.2.2

9.23

9.24
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The supervisor should develop a comprehensive communication regime to
ensure continuous information flow between the supervisor and insurers. The
communication regime should include the role of senior levels and specialised
areas within both the supervisor and the insurer.
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It is essential for the supervisor to be proactive and forward looking in
requesting information necessary to conduct effective off-site monitoring. The
results can inform the content, nature, timing and frequency of on-site
inspections and provide early detection of problems so that prompt corrective
action is taken before problems become more serious. Conversely, off-site
reviews should take account of the results of on-site inspections.
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The supervisor requires insurers to submit supervisory financial reports, which
include at least a balance sheet and income statement and such information is
reviewed by the supervisor on a regular basis.
B ERT R REGABCPDERBRRL I PR 2 FALFEE2HE

Z:l; o

The supervisor decides what information it requires, in what form, from whom,
and with what frequency. The reporting requirements are a reflection of the
supervisory needs and will thus vary according to overall market structure and
conditions. They also reflect the situation at individual insurers and the way they
control their risks (e.g. asset/liability management, reinsurance policy). In
particular, the system ensures that information on all changes that could
materially impact the insurer’s risk profile and financial position are obtained in
a timely manner.
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9.2.5

9.2.6

9.2.7

9.2.8

9.3
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In setting the requirements, the supervisor should strike a balance between the
need for information for supervisory purposes and the administrative burden it
puts on insurers.
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Reporting requirements should apply to all insurers licensed in a jurisdiction and
form the general basis for off-site analysis. Depending on the nature, scale and
complexity of the insurer, additional information may be requested from specific
insurers on a case-by-case basis. New developments may require the supervisor
to carry out market-wide off-site analyses, which will require insurers to submit
information on an ad-hoc basis.
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In setting the requirements, the supervisor may make a distinction between the
financial and statistical reporting requirements for insurers incorporated in its
jurisdiction and for branch operations in its jurisdiction of insurers incorporated
in another jurisdiction.
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The supervisor should be able to process data in a timely and comprehensive
way. For efficiency, the supervisor should have processes and procedures to

collect and store financial and statistical data in electronic form.
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For the collection of information, the supervisor:

- requires insurers to submit timely information about their financial condition
and performance. It may request and obtain financial information on any

member of the insurance group;

- sets out principles and norms regarding accounting and consolidation standards
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to be used for supervisory reporting;

- requires insurers to report any off-balance sheet exposures;

- requires insurers to report on their outsourced functions; and

- requires insurers to report promptly any material changes that could affect their
condition.
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9.3.1  The supervisor should require insurers to utilise a consistent, well defined set of

instructions and definitions for any element in the financial statements that is not

self evident in order to maximise comparability.
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9.4 To help ensure the accuracy of information, the supervisor further requires that:
- the appropriate level of an insurer’s Senior Management is responsible for the

timing and accuracy of the financial and statistical reporting as well as other

reports required to be submitted;
- inaccurate financial and statistical reporting be corrected as soon as possible;
- certain reports and information be subject to audit and/or actuarial review; and
- at a minimum, an audit opinion to be provided on annual financial statements.
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9.5 The supervisor periodically reviews its reporting requirements, including

consideration of higher requirements for certain insurers based on their nature,

scale and complexity, to:
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9.5.1

- ensure they still serve their intended objectives; and
- identify any gaps which need to be filled
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The various reporting requirements should be subject to periodic review to
assess their continued utility and to identify gaps, if any, so that they remain
relevant with dynamic changes in the external markets.
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On-site inspection § ¥ ¥ &

9.6

9.6.1

9.6.2

9.6.3

Primary legislation provides the supervisor with wide-ranging powers to conduct
on-site inspections and gather information deemed necessary to perform its
duties. Advance notice to the insurer is not a necessary requirement before
conducting an on-site inspection.

B2 %S B ERFTRELDES REFERATRELET A
A F @ ERRBEN T EEEHNEE A F G TP ok
On-site inspection should have a legal basis in order to sustain the right of the
supervisor to obtain any information. Legislation should give the supervisor
wide-ranging powers to investigate insurers and to gather any kind of
information
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An on-site inspection may normally be conducted with prior notice from the
supervisor to the insurer.
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Whether performed by the staff of the supervisor or other suitably qualified
specialists, on-site inspection is an important part of the supervisory process,

closely related to the off-site monitoring process. It provides information that
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9.6.4

9.6.5

9.6.6

9.6.7

supplements the analysis of the reports submitted by the insurer to the
supervisor. On-site inspection, however, also needs the support of market
information and statistics derived from the analysis of the financial and statistical
information.
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Following the analysis of the financial and statistical information sent by
insurers, the supervisor should develop an on-site inspection plan, based upon a
systematic analysis of the records of the insurer.
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The frequency of on-site inspections will take account of the nature, scale and
complexity of the insurer as it appears from previous on-site inspections and
off-site monitoring; an additional factor may be the relative importance of the
insurer in the local market. On-site inspections are more frequent and more in
depth when they concern insurers which are in a difficult economic or financial
position. However, a major change in the management or in the objectives and
business plan of the insurer might be a sufficient reason for an on-site inspection.
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The supervisor should organise the process of on-site inspections in order to
maximise their efficiency. By doing so, they should consider, among other
matters, the allocation of supervisory tasks between supervisors and they may
wish to outsource certain parts of the inspection.
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An on-site inspection should begin with an overview of the insurer in order to

properly plan and focus the fieldwork. This review should be pursued with the
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9.6.8

9.6.9

managers and result in an agenda of the fieldwork to be made.
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While off-site monitoring can be systematic and to a certain extent standardised
(analysis of financial and statistical reports, position of the insurer with respect
to the average of the market), on-site inspection is customised and suited to the
particular insurer, and to the problems detected on site. Nevertheless, the on-site
inspection plan should remain indicative since new priorities might arise during
the year. The length of the inspections is not predictable; the actual on-site
inspection may take from one day to several months depending on the nature,
scale and complexity of the insurer and above all on the problems met.
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On-site inspection enables the supervisor to obtain information and detect
problems that cannot be obtained or detected through off-site monitoring. In
particular:

- In the case of insurers experiencing asset trouble, accounting irregularities or
deficient management, it enables the supervisor to identify problems that the
insurer could be given to ignore and, sometimes, to hide;

- it offers supervisors the opportunity to have interactions with the managers,
which is very valuable to assess their suitability;

- It enables supervisors to assess the management's decision-making processes
and internal controls;

- It enables supervisors to identify activities that could potentially breach rules
and regulations and take appropriate action; and

- It provides supervisors the opportunity to analyse the impact of specific
regulations and, more generally, to gather information for benchmarking.
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9.6.10 On-site inspection is also of great assistance in dealing with insurers' problems.

9.6.11

For example, the supervisor:

- may be able to persuade the insurer's management to take action to avoid

current or future problems through dialogue during an on-site inspection,

which may be more efficient than through regulations; and

- can use an on-site inspection as an opportunity to provide the insurer's

~=h

management with information, especially concerning new legislation which
might need to be explained in order to avoid misinterpretation.
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In general, a key objective of any on-site inspection is the appraisal of the

insurer’s current and prospective solvency. More specifically, the objective is to

compare the risk profile of the insurer with its risk-carrying capacity and to

detect any problem that may affect the insurer's capacity to meet its obligations

towards policyholders in the long term. However, on-site inspection should not

be limited to detecting the insurer’s problems. The supervisor should also delve

into the reasons behind them and identify solutions to overcome them. These

objectives can be split into intermediate objectives:

165



9.7

9.7.1

- to appraise the assets and liabilities (including off-balance sheet commitments)
and analyse the operations by line of business;

- to evaluate the technical conduct of the insurance business (e.g. actuarial
methods, commercial policy, reinsurance policy);

- to evaluate the treatment of customers and to determine whether unlawful or

improper activities are engaged in at the expense of policyholders’ or public
interests;

- to assess the accounting and internal control systems, and to form an opinion on

the corporate governance; and
- to detect problems that may arise from the insurer's organisation or its
belonging to a group.
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The supervisor periodically verifies information in financial and statistical
reports through on-site inspections. Where parties other than the supervisor
verify information, arrangements for communication with the supervisor are
established.
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On-site inspections help the supervisor to verify or capture reliable data or
information to assess the risks that an insurer is exposed to and analyse its
solvency. In particular, on-site inspections allow the supervisor to identify
problems or irregularities in a range of areas, including asset quality, accounting

and actuarial practices, internal controls (including those dealing with
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9.7.2

9.7.3

9.8

9.8.1

information technology and outsourcing), underwriting policies and processes
(the prudence of the underwriting policy and the effectiveness of its
implementation in practice), valuation of technical plrovisions,9 strategic and
operational direction, reinsurance and risk management.
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Whatever the internal organisation of the supervisor, the supervisor may get
assistance from external auditors or actuaries to whom it delegates, in part or
completely, on-site inspections. Using these professionals may provide the
supervisor with flexibility and augment its skill. However, since the supervisor
remains responsible for the supervision, the decision to use external auditors or
actuaries should take into consideration:
- whether adequate controls over their competence exist and the need to monitor
their performance (for instance, through reviewing their working papers); and
- their independence towards the insurer (in particular when they are paid by the
Board) and the consideration they give to the protection of the policyholders’
interests.
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Should such a delegation be set up, the supervisor should have the ability to take
legal action against these auditors and actuaries, if necessary.
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The supervisor sets the objective and scope for on-site inspections, develops
corresponding work programmes and conducts such inspections.
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The supervisor may conduct on-site inspections on either a full scale or a

focussed basis, investigating areas of specific concern. Both forms of inspection
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need to be conducted by skilled staff that can evaluate and analyse the
information that they obtain during the inspection. Usually the supervisor
provides guidance on the scope and procedures for on-site inspections. However,
staff performing inspections should use their investigative and technical skills

when forming views about the information they obtain.
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9.8.2 A full-scale on-site inspection would be expected to include the following

activities:

- evaluation of the management and internal control system

- analysis of the nature of the insurer’s activities, e.g. the type of business written
- evaluation of the technical conduct of insurance business or evaluation of the

organisation and the management of the insurer, the commercial policy and
the reinsurance cover and its security

- analysis of the relationships with external entities, such as through outsourcing

or with respect to other companies in the same group

- assessment of the insurer’s financial strength, notably the technical provisions
- evaluation of compliance with corporate governance requirements.
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9.8.3  The way the items in Guidance 9.8.2 can be achieved are set out below:

a. Evaluation of the management and internal control system

- reading of the minutes of the Board and its committees, the auditors’ reports
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and, if any, actuaries' and electronic data processing audits;

- analysis of the ownership structure and sources of capital funds;

- evaluation of the suitability of the Senior Management, their effectiveness, and
their ability to acknowledge and correct their management mistakes
(especially after changes in the composition of the board);

- examination of the insurer's internal procedures and risk control systems in
order to assess the relevance of these internal controls and the insurer's
approach to risk management; and

- examination of the accounting procedures in order to know whether the
financial and statistical information periodically sent to the supervisor is
accurate or not, and in compliance with the regulations. b. Analysis of the
nature of the insurer’s activities

b.analysis of the major categories of business, the policyholders and the
geographical spread thereof;

- examination of the business plans and meeting with the management to get
information about the plans for the future; and

- analysis of the contracts.

c. Evaluation of the technical conduct of insurance business

- evaluation of the organisation and the management of the insurer;
- analysis of the commercial policy of the insurer, in particular, policy conditions

and commissions paid to the intermediaries; and

- evaluation of the reinsurance cover and its security, in particular, the

reinsurance cover should be appropriate with regards to the financial means of
the insurer and the risks it covers.

d. Analysis of the relationships with external entities

- analysis of the organisational charts, the group structures and the intragroup
links;

- analysis of the relationships with branches abroad and the intragroup

transactions;

- analysis of agreements with external service providers; and
- identification of any financial problems originating from any entity in the group

to which the insurer belongs.
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e. Evaluation of the insurer's financial strength

- analysis of the settlement of claims and the calculation of the technical

provisions according to current regulations;

- analysis of the operations by line of business;
- analysis of the investment policy (including derivatives policy), the assets held

to cover the technical provisions;

- verification of property and valuation of the insurer’s investments;
- analysis of the litigation and off-balance sheet commitments; and
- analysis of the forecasted balance sheets and profit & loss accounts of the next
two or three years, on the basis of the most recent results and the management
plans.
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9.8.4

9.8.5
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A full-scale on-site inspection of market conduct issues would be expected to
include the following activities:
- checking the sufficiency, adequacy and timeliness of the information given to
consumers;
- reviewing the timing of payments;
- reviewing the frequency and nature of litigation; and
- assessing observance of the market conduct standards and consumer
regulations.
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Some supervisors may have responsibility for both off-site monitoring and
on-site inspections. This type of organisation facilitates a close relationship
between off-site monitoring and on-site inspection and can be an efficient and
effective way to supervise insurers. However, it requires supervisory staff that
are knowledgeable and capable of dealing with all aspects of insurance
supervision (e.g. accounting, actuarial methods, finance, data processing) and all

types of insurance (e.g. health, vehicle, liability).
FRERFRPRFLFRIEESEFFRA LD LB R R e

171



9.8.6

9.9

9.9.1
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Some supervisors may have specialists with specific expertise that take part in
the on-site inspection of a number of insurers. This type of organisation may be
desirable as a means to efficiently and effectively deal with complex issues and
market conditions. However, good cooperation and exchange of information is
needed between all parties involved in supervising an individual insurer.
Accordingly, the results of analyses should be documented and accessible to all
involved parties within the supervisor.
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The supervisor promptly discusses findings and the need for corrective action
with the insurer, obtains appropriate feedback from the insurer and follows up to
ensure that required actions have been taken. At the conclusion of an on-site
inspection, the supervisor issues a report to the insurer outlining the results of the
inspection.
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During, or at least at the end of the on-site inspection, the supervisor should
discuss findings with the insurer and should pay adequate attention to the
insurer’s reaction. The insurer’s willingness to address identified issues should
be considered in the on-going evaluation or the risk profile of the insurer and
should be factored into the ongoing supervisory plan.
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9.10

9.10.1

9.10.2

9.10.3

The supervisor’s ability to conduct on-site inspections is not limited by
outsourcing of business activities by insurers.
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Effective inspections may need to include access to outsourced service providers
or other parties to ensure that the inspection adequately addresses insurers who
transfer functions and information outside the insurer. Where another authority
supervises the outsourced service provider, supervisory actions should be
coordinated.
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The supervisor should ensure that agreements in place between the insurer and
entities providing outsourced functions enable the supervisor to conduct its
supervisory activities in an unfettered way.
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Furthermore, the supervisor should have the power, where appropriate, to extend
on-site inspections to companies that have accepted functions outsourced by the

insurer.
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ICP 10 Preventive and corrective measures 3f [# 2 %' it «%ﬁ K7

The supervisor takes preventive and corrective measures that are timely, suitable and
necessary to achieve the objectives of insurance supervision.
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Introductory Guidance + %

10.1

10.2

10.2.1

10.2.2

The supervisor has the power to take action against individuals or entities that
conduct insurance activities without the necessary licence.
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The supervisor has sufficient authority and ability, including the availability of
adequate instruments, to take timely preventive and corrective measures if the
insurer fails to operate in a manner that is consistent with sound business
practices or regulatory requirements. There is a range of actions or remedial
measures which include allowing for early intervention when necessary.
Preventive and corrective measures are applied commensurate with the severity
of the insurer’s problems.
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Where an insurer fails to meet regulatory requirements or enters into
unsound business practices and the supervisor detects vulnerability in

the insurer’s ability to protect policyholders, there should be adequate legal
and operational capacity available for timely intervention. The
decision-making lines of the supervisor should be structured so that action
can be taken immediately in the case of an emergency situation
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The supervisor has adequate tools to supervise insurers according to the nature,
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scale and complexity of their activities, including activities that could pose
systemic risk. These could include restrictions on the insurer’s business

activities, directions to reinforce the insurer’s financial position, introduction of
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10.3

10.4

10.5

10.5.1

liquidity requirements or large exposure limits.
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There is a progressive escalation in actions or remedial measures that can be
taken if the problems become worse or the insurer ignores requests from the
supervisor to take preventive and corrective action.
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If necessary, the supervisor requires the insurer to develop an acceptable plan for
prevention and correction of problems. Preventive and corrective plans include
agreed and acceptable steps to be taken to resolve the issues raised within an
acceptable timeframe. Once preventive and corrective plans have been agreed to
or imposed, the supervisor periodically checks to determine that the insurer is
complying with the measures.
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The supervisor communicates with the Board and Senior Management and Key
Persons in Control Functions and brings to their attention any material concern
in a timely manner to ensure that preventive and corrective measures are taken
and the outstanding issues are followed through to a satisfactory resolution.
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For a group-wide supervisor applying an indirect approach to group-wide
supervision, the primary communication will be with the Board or Senior
Management of the insurance legal entity. However, for issues that have arisen
outside the regulated entities, communication with the Board or Senior

Management of other entities within the group may be required.
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10.6
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The supervisor initiates measures designed to prevent a breach of the legislation
from occurring, and promptly and effectively deals with noncompliance that

could put policyholders at risk or impinge on any other supervisory objectives.
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ICP 11 Enforcement #, {7 4

The supervisor enforces corrective action and, where needed, imposes sanctions based

on clear and objective criteria that are publicly disclosed.
TR RBAEPAE S TR DBHBB RS REPLhER > LB T Y
PR 40

Introductory Guidance 7 7

11.1 The supervisor has the power to enforce corrective action in a timely manner
where problems involving insurers are identified. The supervisor issues formal
directions to insurers to take particular actions or to desist from taking particular
actions. The directions are appropriate to address the problems identified.
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11.2 The supervisor has a range of actions available in order to apply appropriate
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enforcement where problems are encountered. Powers set out in legislation
should at a minimum include restrictions on business activities and measures to
reinforce the financial position of an insurer.
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11.2.1 At a minimum, the supervisor should have the power to issue the following:

- restrictions on business activities

- prohibiting the insurer from issuing new policies

- withholding approval for new business activities or acquisitions

- restricting the transfer of assets

- restricting the ownership of subsidiaries

- restricting activities of a subsidiary where, in its opinion, such activities

jeopardise the financial situation of the insurer.

- directions to reinforce financial position
- requiring measures that reduce or mitigate risks

- requiring an increase in capital
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11.3

11.4

- restricting or suspending dividend or other payments to shareholders

- restricting purchase of the insurer’s own shares.

- other directions

- arranging for the transfer of obligations under the policies from a failing insurer

to another insurer that accepts this transfer

- suspending or revoking the licence of an insurer

- barring individuals acting in responsible capacities from such roles in future.
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After corrective action has been taken or remedial measures, directions or
sanctions have been imposed, the supervisor checks compliance by the insurer
and assesses their effectiveness.
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The supervisor has effective means to address management and governance

problems, including the power to require the insurer to replace or restrict the
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11.5

11.6

11.6.1

11.7

11.8

11.9

power of Board Members, Senior Management, Key Persons in Control
Functions, significant owners and external auditors.
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Where necessary and in extreme cases, the supervisor imposes conservatorship
over an insurer that is failing to meet prudential or other requirements. The
supervisor has the power to take control of the insurer, or to appoint other
specified officials or receivers for the task, and to make other arrangements for

the benefit of the policyholders.
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There are sanctions by way of fines and other penalties against insurers and
individuals where the provisions of the legislation are breached. The sanctions
are proportionate to the identified breach.
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In some cases it may be appropriate to apply punitive sanctions against insurers
or individuals.
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The legislation provides for sanctions against insurers and individuals who fail to
provide information to the supervisor in a timely fashion, withhold information
from the supervisor, provide information that is intended to mislead the
supervisor or deliberately misreport to the supervisor.
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The process of applying sanctions does not delay necessary preventive and
corrective measures and enforcement.
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The supervisor, or another responsible body in the jurisdiction, takes action to

enforce all the sanctions that have been imposed.
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11.10

7

R

SRS T IR RER FY NS NN L 3

g
=
o

The supervisor ensures consistency in the way insurers and individuals are
sanctioned, so that similar violations and weaknesses attract similar sanctions.
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ICP 12 Winding-up and exit from the market i% % F 32 (i & )£
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The legislation defines a range of options for the exit of insurance legal entities from the
market. It defines insolvency and establishes the criteria and procedure for dealing with
insolvency of insurance legal entities. In the event of winding-up proceedings of
insurance legal entities, the legal framework gives priority to the protection of

policyholders and aims at minimising disruption to the timely provision of benefits to

policyholders.
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Introductory Guidance 7 7

12.0.1 This ICP only applies to individual legal entities. The focus of this ICP is on
insolvency and run-off under distressed conditions; however policyholder
protection also applies for financially sound run-offs.
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12.0.2 An insurer may no longer be financially viable or may be insolvent. In such
cases, the supervisor can be involved in resolutions that require a take-over by or
merger with a healthier institution. When all other measures fail, the supervisor
should have the ability to close or assist in the closure of the troubled insurer
having regard to the objective of the protection of policyholder interests.
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12.0.3 The legislation should establish the priority that policyholders receive in
winding-up an insurer. However, it is also common in many jurisdictions that
priority is given to other stakeholders, such as employees or the fiscal
authorities. In some jurisdictions, a policyholder protection fund provides

additional or alternative protection.
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12.0.4

12.0.5

12.1

12.1.1

12.2
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Where an insurer is a member of a group, there could be intra-group transactions
and guarantees among the insurer and other group entities. In such cases, in the
winding-up of an insurer, the supervisor should cooperate with other involved
supervisors to ascertain orderly resolution where possible. For additional
information on supervisory cooperation, see ICP 25 Supervisory Cooperation
and Coordination.
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In cases where an insurer has cross-border dealings (eg through branches), the
supervisor should cooperate with other involved supervisors to ascertain orderly
resolution where possible.
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The procedures for the winding-up and exit of an insurer from the market are
clearly set out in legislation. A high legal priority is given to the protection of the
rights and entitlements of policyholders. The procedures aim at minimising the
disruption to the timely provision of benefits to policyholders.
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The bodies responsible for dealing with the insolvency of an insurer, including
the possible restructuring or portfolio transfer, and winding-up of the insurer are
clearly set out in legislation.
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The legislation provides for the determination of the point at which it is no

longer permissible for an insurer to continue its business.

182



4 2 > [ vy 4 g W
2 ERFR BN YT AVt BRI > R A LA LFREY ¥

183



ICP 13 Reinsurance and Other Forms of Risk Transfer £ &' 27 H 4 b ' #5812

The supervisor sets standards for the use of reinsurance and other forms of risk transfer,
ensuring that insurers adequately control and transparently report their risk transfer
programmes. The supervisor takes into account the nature of reinsurance business when
supervising reinsurers based in its jurisdiction.
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Introductory Guidance # %

13.0.1  This ICP provides guidance to supervisors on issues related to reinsurance and

retrocession. It provides specific guidance on observance of ICP13 —
Reinsurance and other forms of risk transfer, and its associated Standard. It also
provides guidance to supervisors on reinsurance matters in general, but does not
provide guidance on the direct supervision of reinsurers.
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13.0.2  Direct supervision of reinsurers involves supervising them in a broadly similar
way to primary insurers. In this sense, the whole body of the IAIS Insurance
Core Principles, standards and guidance are applicable to the direct supervision
of reinsurers. The IAIS expects that supervisors will apply the ICPs and their
associated standards and guidance papers with regard to the ‘scale, nature and
complexity’ of the business transacted, and supervisors in relevant jurisdictions
will therefore be expected to take account of the specific nature of reinsurance
business.

EHGAEREE  HEREGANS N aRppk - B ER K

TAIS % o RUR ~ RFEFHE 7 IE KRB FIE R A NERER
IAIS # ¥ 32 ¢ 4p B £ 7% %w’%?ﬁ@wwiyhmm\ﬁw o
Sgp e B oo T M F RN NE R MR R E T

41”5%~{)% °

b

184



13.0.3

13.04

13.0.5

The sections on ceded reinsurance are of equal applicability to insurers and
reinsurers, meaning that any references to ceded reinsurance should be taken to
include ceded retrocession; references to cedants (insurers) should be taken to
include retrocedants (reinsurers); and references to reinsurers should be taken to
include retrocessionaires. For convenience in this ICP, ‘cedants’ and ‘insurers’
are used interchangeably. Many of the issues in this ICP also have relevance for
captive insurers and reinsurers.
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This ICP is designed to be of equal relevance to life and non-life business.
Whilst many examples cited relate to non-life firms, most of the issues
highlighted in this ICP are of equal applicability to life and non-life reinsurance
business.
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Supervision of the use of reinsurance by cedants takes place not in order to
control the activities of reinsurers, but rather as part of the wider programme of
supervision of those cedants. It is necessary in order to allow supervisors to
have a complete picture of the prudential soundness of cedants based in their
jurisdictions, and to require that the financial condition of those cedants is
adequately described. This ICP focuses principally on such supervision of
cedants (and retrocedants).
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13.0.6

13.0.7

13.0.8

13.0.9

g

Use of reinsurance by cedants should be looked at as part of an overall risk
assessment of the cedant and not merely with reference to a single type of risk
and whether that risk has increased or decreased.
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A reinsurance contract is by nature a business-to-business transaction, made
between professional counterparties as part of a wider risk and capital
management approach. For this reason, the sort of asymmetry of expertise and
knowledge associated with contracts involving consumers is generally not a
feature of the reinsurance sector, although some asymmetry of bargaining power
can exist, depending on the precise dynamics of the market. It is not necessary
for the supervisor to offer the same form of protection to cedants as it does to
consumer policyholders.
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The supervisory focus should be on expectations of the Board and Senior
Management of the cedant, discussions with them about their approach, and an
assessment of that approach and how it is executed. This focus does not
preclude other activities which supervisors should undertake, both as part of the
initial licensing process (where applicable) and as part of ongoing supervision.
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The assessment of reinsurance arrangements by the supervisor should be based
on a number of factors, which need to be reviewed on a case-by-case basis,
including:

- the relative financial strength and claims payment record of the reinsurers in
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question (both in normal and stressed conditions);

- the soundness of the risk and capital management strategy;
- the appropriateness of the reinsurance strategy given the underlying insurance

portfolios;

- the structure of the programme including any alternative risk transfer

mechanisms;

- the extent to which relevant functions are outsourced, either externally or

within the same group of companies;

- the levels of aggregate exposure to a single reinsurer or different reinsurers

being part of the same group;

- the proportion of business ceded so that the net risks retained commensurate

with the cedant’s financial resources;

- the level of effective risk transfer;

- the resilience of the reinsurance programme in stressed claims situations;

- the extent of any credit risk mitigation in place; and

- the regulatory regime in place in the domicile of the reinsurer.
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13.0.10 The administrative arrangements surrounding a reinsurance programme can
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13.0.11

giverise to operational risk, for instance through inadequate contractual
arrangements, inadequate administration and IT system capabilities, ineffective
tracking of aggregate claims which may give rise to a recovery under the
reinsurance programme, failure to collect receivables as they fall due, and
untimely reporting to reinsurers.

P ERGERET AT RTER S > Gl FF 4 g FBEEHE S Ay en
FREIT ki iiivd ~ B2 3 2cE AL g3t 7 B F R crpd ik
Bk fow B RfIER 0 B Rk R PR SR B o

Reinsurance contracts may pose legal risk as they can be relatively complex,
and may not always respond in the way in which the cedants expect that they
will. Legal risk is the possibility that lawsuits, adverse judgments or contracts
that are disputed or turn out to be unenforceable disrupt or adversely affect the
operations or condition of a cedant. In practice, this risk may be mitigated by a
number of factors, including:

- clear contract language that is agreed and finalised in a timely fashion;

- use of commonly used contractual terms with long standing interpretations;

- the relatively expert nature of the buyers;

- the use by some cedants of intermediaries in the placement process (who may

provide both expert advice and a potential source of legal redress in the event
of problems arising); and
- the long-standing nature of some personal and corporate relationships in the

reinsurance market.
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Objectives of reinsurance and other forms of risk transfer £ ' £2 2 i b "% # 1 (¥ 2
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13.0.12 Risk transfer transactions, whether traditional reinsurance or otherwise, seek to

13.0.13

13.0.14

provide cedants with lower or more predicable claims costs, in return for a
premium. They can function as alternative means of capital access in order to
finance risk and business acquisition costs.
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A reinsurance contract is a contract of indemnity between the reinsurer and
cedant, and does not constitute a legal transfer of part of the underlying risk in
the same way as, for example, a novation. Nonetheless, it is normal within the
reinsurance industry to refer to reinsurance contracts as having the effect of
transferring part of the underlying risk, and this is true in an economic (although
not legal) sense. It should be borne in mind, however, that reinsurance more
accurately transforms risk (hopefully to the mutual advantage of both parties) in
the sense that the parties assume different types of risk upon entering the
transaction. In a standard transaction, the cedant exchanges (normally)
insurance risk for credit, operational and (sometimes) basis risk, whereas the
reinsurer assumes (normally) insurance, timing, and operational risk.
PRGEEZHQILFLTELFRAZFad g i g BT Y

(novation) e 3N 5 Kk £ E B IR ARPEDR G o K

(=
ey
P’_‘-
=
ks
5
e

Fooo #0R £ tE g T G B BN ATRIE Ok e h R K 0 SRV E
hdk R kg o ARG P E R kg o T2 opt) o Ra o Bzt e
b B g L AE LGB ECE LT e E R
LSRR b o - BARESRE 0 AL P KA BED S L
A7~ A 3 A R A7~ <R S I e ’ﬁ']tdx'?—'&#j\ﬁ_ﬂ g A i F oS
CECGREIIALR G AR R E KB RGBT TR
Other legal forms of risk transfer exist which can seek to achieve the same

objectives. These include catastrophe bonds, industry loss warranties and
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13.0.15

13.0.16

various derivative transactions, which are often collectively referred to as
“alternative risk transfer”. These forms continue to evolve, and supervisors
should understand new structures in accordance with the principles set out in
this ICP, without being limited to the examples of current practice described
here.
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The objective of reinsurance is to reduce volatility, and thus the uncertainty of
the cedants pricing risks, by pooling. This is done to increase the probability of
survival of the cedant over a given time. In purchasing reinsurance, cedants seek
to stabilise their financial performance and to improve their security through the
pooling of risk. Normally the purpose of reinsurance is associated with the
following functions, and it is important for supervisors to understand the
commercial rationale behind a reinsurance programme as part of making their
assessment of its suitability.
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Reinsurance provides flexibility for insurers in the size and types of risk and the
volume of business they can reasonably underwrite. It can allow the insurer to
enter into new business, expand or withdraw from a class or line of business
and/or geographical area within a short period.
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13.0.17 Properly structured reinsurance programmes will assist insurers by limiting
wide fluctuations in underwriting results. As a consequence, the limited risk
spread will allow the insurers to reduce the required amount of their own funds
at risk, and hence improve the insurer’s solvency margin.
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13.0.18 Associated with stability, reinsurance provides for protection against the
potential large accumulations of individual losses that can result from
catastrophic events; for example, earthquakes, bush-fires and cyclones.
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13.0.19 Reinsurance assists in financing insurance operations as an alternative to

increasing an insurer's capitalisation. In this regard,the insurer is able to utilise

the asset backing of large reinsurers.
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13.0.20 Reinsurers can supply technical, underwriting and claims assistance to insurers
in specialised areas where the insurers may have little or no experience. The
qualified members of staff of a professional reinsurer can offer services
regarding the underwriting and claims processes to new insurers in particular
and/or to insurers taking up new business lines or expanding their area of

operations.
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13.0.21 Reinsurance contracts can be used to facilitate the operation of complex
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13.1

13.1.1

13.1.2

insurance and reinsurance groups. Guidance in this area will be provided
separately by the TAIS.
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The supervisor requires that cedants have reinsurance and risk transfer strategies
appropriate to the nature, scale and complexity of their business, and which are
part of their wider underwriting and risk and capital management strategies. The
supervisor also requires that cedants have systems and procedures for ensuring
that such strategies are implemented and complied with, and that cedants have
in place appropriate systems and controls over their risk transfer transactions.
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A cedant’s reinsurance strategy should be part of its wider risk and capital
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management strategy, which should take into account the cedants overall risk
appetite, comparative costs of capital, liquidity positions, the cedant’s views on
future market and economic trends, and underwriting forecasts. The strategy
should be appropriate to the nature, scale and complexity of the cedant.
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The reinsurance strategy should take into account the cedant’s business model,
levels of capital and business mix, with particular reference to:

- risk appetite (both gross limit and net retention);
- peak exposures and seasonality in the insurance book;
- levels of diversification; and
- appetite for credit risk.
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13.1.3

13.1.4

13.1.5

13.1.6

13.1.7
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Responsibility for developing and agreeing upon the strategy should rest with
the Board and Senior Management of the cedant, who should also be

responsible for establishing appropriate monitoring mechanisms to ensure that

the strategy is being delivered and complied with by the company’s

management.
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The Board and Senior Management’s monitoring of compliance with the
strategy should include approval of the reinsurance programme. Deviations
from the strategy should be approved by the Board and Senior Management.
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The Board and Senior Management should also commission regular reviews of
the performance of the reinsurance programme, to ensure that it functions as
intended and continues to meet its strategic objectives. It is likely that such a
review would take place as part of the regular business planning cycle.
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Where there is delegation of the day-to-day management of the reinsurance
programme, there should be appropriate terms of reference for the individuals or
departments involved, including scope of authority and specification of matters
reserved for the Board and Senior Management.
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The supervisor needs to understand the cedant’s strategic objectives and
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13.1.8

business models, and how its reinsurance strategy fits into these. After gaining
this understanding, the supervisors should be in a position to challenge the
strategy where they feel it is not appropriate or poses undue risk.

TIE IR A RS PR PR ERE L BREEA R TR R
BRI o e g P RR R EA .

ﬁé%ﬁ“m“%«mmv‘?u%ﬁ@;&%mﬂﬁ’ﬁ*ﬁ

\\3
ik
.A

s
p}
=
=
T,
N
~=h

Control of reinsurance arrangements should be part of the cedant’s overall
control and governance structure. Supervisors should require that the controls
and oversight in place are suitable in the context of the nature, scale and
complexity of the cedant’s business, and the extent of their reinsurance
exposures. The following features would normally be expected for traditional
reinsurance transactions, and most are also applicable to transactions involving
special purpose entities. Supervisors should require that these following
elements be addressed by cedants in their jurisdictions.
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13.1.9

The cedant should ensure that the characteristics of its reinsurance programme,
including associated counterparty risk, are adequately reflected in any
assessment of risk-based solvency capital.
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13.1.10 The cedant should have in place procedures for identifying reinsurers that

provide security which it finds acceptable, and for keeping this under review.
There should also be processes for dealing with situations where there is a need
to assess reinsurers outside any pre-approved list.

AN TG - BRRE T RPN - ELFELSFRIT AR T

194



<\_‘\
g

PR 2R BG4 0 52 AW RARSE AR o dog HARA e
FHGE R A RFFER 04 FERITEAPMARS -

13.1.11 In line with other approaches to identify appropriate reinsurers any approved
security criteria should be derived from a high level statement of what
reinsurance security will be acceptable to the cedant, which may be based on
external opinions, the cedant’s own view of the reinsurer, minimum levels of
capital, duration and quality of relationship, expertise, levels of retrocession, or
a mixture of these and other factors.
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13.1.12 A cedant should set prudent limits or guidelines reflecting security and size of

the reinsurer, in relation to its maximum aggregate exposure to any one
reinsurer or to a group of related reinsurers, which will be complementary to
any local regulatory limits, or guidelines. The insurer should also have in place
procedures for monitoring this aggregate exposure to ensure that these limits or
guidelines are not breached; including procedures to see that excess
concentrations are brought back within limits or guidelines, or otherwise
managed, going forward. At certain times, for acceptable reasons, a cedant
might breach a limit, for example facultative placements and capacity issues or
the growth of claim reserves. In the event of a limit being breached
consideration should be given to additional risk mitigation procedures in place
to counterbalance any breaches.
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Procedures for managing the reinsurance asset ¢ 3 £ 3 & 42 5

13.1.13

The cedant should have in place processes to ensure that all reporting due to and
from reinsurers is timely and complete and that settlements are made as required
by the contract.
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Matching of underlying underwriting criteria #& & crfie &

13.1.14 The cedant should give due consideration to the risk posed by a mismatch,

unintended or not, in terms and conditions between reinsurance contracts and
the underlying policies, meaning that the cedant may bear a greater net exposure
than it intended because of this gap.
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Criteria and procedures for purchasing facultative coverpi-§ T2k ek & 47 &

13.1.15

The cedant should have appropriate criteria in place for the purchase of
facultative coverage. Any facultative reinsurance bought should be linked into
the procedures mentioned above for aggregations and recovery management.
The cedant should have a specific process in place to approve, monitor and
confirm the placement of each facultative risk. The facultative reinsurance
should be secured before the cedant accepts a risk that exceeds its treaty
capacity and/or its risk appetite.
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Management information 3= 3 31

13.1.16 There should be appropriate management information available to allow the

13.2

13.2.1

13.2.2

13.2.3

Board and Senior Management of the cedant to monitor the performance and
potential exhaustion of its reinsurance programme, to ensure compliance with
the reinsurance strategy, and to make decisions about the ongoing suitability of
the programme.
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The supervisor requires that cedants are transparent in their reinsurance
arrangements and the associated risks, allowing the supervisor to understand the
economic impact of reinsurance and other forms of risk transfer arrangements in
place.
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Supervisors should require that cedants make available to them all information
about the reinsurance programme that the supervisor requires in order to form a
judgment about risk management and the prudential ramifications of the
reinsurance programme and the associated risks. This need not entail an
inspection of all individual contracts.
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Supervisors should use this information to determine whether or not the
reinsurance programme is compatible with the cedant’s stated reinsurance
strategy. They should challenge the senior management of the cedant on the
purpose and performance of individual contracts where this is appropriate.
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Supervisors should be able to obtain sufficient information from cedants to

assess whether the substance of any reinsurance contracts entered into by the
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13.2.4

13.2.5

13.2.6

cedant is reflected in its reporting. Supervisors should pay particular attention in
this regard to those contracts which have, or appear to have limited levels of
risk transfer, and require that the purpose and accounting treatment of such
contracts be properly understood.
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Supervisors should require that systems of reporting for regulatory use include
adequate information about the cedant’s reinsurance arrangements to allow
supervisors informed judgments about the economic impact of the reinsurance
coverage that the cedant buys.

AT b TP RE FIEF LI B R R i
RN A ETIEY A RO P AR L A iRl > G oAt
X

Supervisors should require in respect of supervisory provisions that a contract is
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regarded as a reinsurance arrangement if it cedes business which under local
rules is accepted as insurance. The contract is to be considered as a loan or
deposit if during its development, the cedant has the unconditional obligation to
indemnify the reinsurer for any negative balances that may arise out of the
treaty relationship. All liabilities of the cedant must be contingent on the
proceeds of the underlying insurance business.
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Finite reinsurance (also known in some jurisdictions as “financial reinsurance”,

LIS

“structured reinsurance”, ‘“non-traditional reinsurance” or “loss mitigation
reinsurance”) is a generic term that, for purposes of this ICP, is used to describe
an entire spectrum of reinsurance arrangements that transfer limited risk relative

to aggregate premiums that could be charged under the contract.
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13.2.7

13.3

13.3.1

ST R ek (B AT ALIT MR R BHEL R B

%
N
a1

= ) E - B L e A ICP Y 5T ']}FPF#FIm
LR WY F PR G (R HT E AT L G § A ) iR
CEST
Supervisors should be cognisant of the fact that finite reinsurance transactions
are legitimate; however it is essential that they are accounted for appropriately.
In particular it is necessary to ensure that contracts that are afforded “insurance”
accounting have transfer of sufficient insurance risk to meet the requirements of

the relevant accounting standards.
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The supervisor takes into account the nature of supervision of reinsurers and
other counterparties, including any supervisory recognition arrangements in
place.
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Supervisory recognition can be conducted through unilateral,bilateral and
multilateral approaches to recognition. The IAIS guidance has been designed to
reflect the international and crossborder nature of the reinsurance sector, and to
facilitate the steps which supervisors can take. One aim of supervisory
agreements is to facilitate the international supply of reinsurance by fostering
the development of a framework for efficient and effective international
supervision and thus reducing any unnecessary duplication of supervisory
effort. Thus furthering the interests of both international trade and efficiency
through diversification whilst also enhancing the security of underlying
policyholders. The international and crossborder nature of reinsurance
transactions paired with the relative sophistication of market participants
involved make reinsurance particularly suitable for such supervisory recognition
agreements. Supervisory recognition in the broader group-wide supervision
context is covered under ICP 25 Group-wide Supervision.
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13.4

13.4.1

13.4.2

13.5
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The question of binding documentation requirements for reinsurance contracts

is a question of national contract law. However, the supervisor requires that

parties to reinsurance contracts promptly document the principal economic and

coverage terms and conditions agreed upon by the parties and finalise the

formal reinsurance contract in a timely fashion.
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In order to reduce the risk and scope of future disputes, the parties to
reinsurance contracts should, either directly or through their intermediaries,
develop, maintain and apply sufficient resources and procedures to ensure the
timely finalisation of reinsurance contracts. It would normally be desirable for
contract documentation to be finalised prior to the inception of coverage and if
not as soon as possible thereafter
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Supervisors should have access on request to all reinsurance documentation
relating to a cedants’ reinsurance programme.
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The supervisor assesses whether cedants control their liquidity position to take

account of the structure of risk transfer contracts and likely payment patterns
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13.5.1

13.5.2

13.5.3

arising from these.

ERFRTGAFLIALISEERGHBEE G E 7 RERE G2
o3 BIELTE S T8 TSR

Liquidity risk has historically not been considered to be a major issue in the
insurance sector, because of the nature and direction of cash flows within a
cedant. However, there can be liquidity issues within an individual cedant and
these could arise specifically from such cedant’s reinsurance programme. More
general guidance on liquidity aspects is covered under ICP 16 and ICP 17.
LG ER A NSRS FRENENATE 2w o B L% - B UK
AL A - BEE AR KA 0 BRAERLT T EF A D
MR A A B R DE L o T oA R R L g E o L
Bofd = g - Adg R R 7 24 ICP16 2 ICP17 -

Reinsurance contracts do not remove the cedant’s underlying legal liability to its
policyholders, meaning that the cedant remains legally liable to fund all valid
claims under contracts of insurance it has written, regardless of whether they are
reinsured or not. For this reason, a large claim or series of claims (e.g. resulting
from a major catastrophe) could give rise to cash flow difficulties, especially if
there were delays in settlement by reinsurers or in providing proof of loss to
reinsurers by the cedant.
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External triggers can give rise to similar issues, especially where reinsurers have
retroceded significant amounts of business. If a reinsurance contract contains a
downgrade clause that gives the cedant the right to alter the contract provisions,
or obliges the reinsurer to post collateral with a cedant to cover some or all of its
obligations to that cedant, such action may cause liquidity issues among
reinsurers and tend to be pro-cyclical. Therefore, supervisors have to be aware
of the consequences of such triggers for overall efficiency in the market.

HERR FIT i €51 AT R AT 0 ] R e A A LI LA S pE o
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13.5.5

13.5.6
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There are a number of ways in which liquidity risk may be mitigated. As with
other risks, it is appropriate for the cedant to develop its own response to the
level of risk it faces, and for the supervisor to assess its response.

FASET Y KRB G A B R R A RSP R
W RIRE PG $henh ARG S A HERE RE o A Lo
Some cedants choose to arrange a line of credit from a bank in order to deal
with short-term liquidity issues.

RS RSP ERIAGIEE T FE O U AITEY R 6 R 5T -
Cedants may also make arrangements with their reinsurers in order to reduce
their liquidity risk. These can include clauses which allow for accelerated
payment of amounts due from reinsurers in the event of a large claim and/or the
use of collateral or deposit accounts, giving cedants access to funds as needed.
Use of such arrangements is a commercial matter between cedant and reinsurer.
Supervisors should require that cedants take appropriate measures to manage
their liquidity risk including funding requirements in reasonably adverse
circumstances. When widespread amongst cedants, the practice of requesting
collateral may significantly reduce the fungibility of resources within the
reinsurance sector, and supervisors should balance the need to reduce liquidity
risk for individual cedants with the need to promote overall efficiency in the
market.
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13.6

13.6.1

13.6.2

13.6.3

T R EFFERL EREDT RaULE > TILE R AE KL F O PR
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Where risk transfer to the capital markets is permitted, supervisors are able to
understand the structure and operation of such arrangements and to assess issues
which may arise.
PR EHBEIIT AT F A LFh o EIRE R0 Rty Pand
W2 BB DR AL - R
Over the past decade a range of new techniques has been developed to allow the
transfer of insurance risk to the capital markets. As a result the diversity and
complexity of the risk transfer arrangements has been growing.
hiBd -t BT o - B ATPE GAEE  LFEEFELGESTT
AR o FP o REHBEDIFEMEAFRL S DERBIEP o
Risk transfer to the capital markets can occur by making use of a wide variety
of arrangements. These usually entail the creation of a dedicated entity,
specifically constituted to carry out the transfer of risk. These are variously
referred to as Special Purpose Vehicles, Special Purpose Reinsurance Vehicles,
Special Purpose Insurers, Special Purpose Entities, etc. In this guidance the term
SPE is used to cover all such vehicles. However, risk transfer to the capital
markets is not limited to the use of SPEs. Supervisors should monitor
developments in this area.
%ﬁd@*%&?ﬁlga"ud—»—&%ﬁ’ﬁi AT H o iFW A 1B i F
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It should be noted that, in many respects, these transactions are the same as
traditional reinsurance arrangements, and therefore the guidance throughout this
paper will be applicable. These transactions do, however, have special features
that supervisors will need to bear in mind in order to assess the appropriateness

and effectiveness of their use by cedants.
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13.6.4

13.6.5

A key element of any SPE structure is the transfer of insurance risk to a “fully
funded”, bankruptcy-remote vehicle whereby the claims of any investors are
subordinated to the cedant and whereby the investors have no recourse to the
cedant in the event of an economic loss to the vehicle. Supervisors should be in
a position to understand, and gain comfort with, the extent to which SPEs fulfil

the “fully funded” and “bankruptcy remote” conditions.

“r3 SPE b4t 22 - > GHFREGHEIIR2ERH 2 LA
G115 EREFTHAEBGINAELT A I RTFAFILFLY
AL e A D R0 o FILP R T fEL YRR > SPEs 7 i

FrrBE S ERLA TIER o
In order to ensure that an SPE structure meets the “fully funded” criterion,
supervisors should take the following into account when supervising SPEs:

- ownership structure of the SPE;

- investment and liquidity strategy of the SPE;

- the SPE’s strategy in relation to credit, market, underwriting and operational
risks;

- the ranking and priority of payments (e.g. waterfall);

- the extent to which the cash flows in the SPE structure have been stress tested;

- the arrangements for holding the SPE’s assets (e.g. trust accounts) and the

legal ownership of the assets;

- the extent to which the SPE’s assets are diversified; and use of derivatives,
especially for purposes other than risk reduction and efficient portfolio
management.
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13.6.6  In order to ensure that an SPE structure meets the “bankruptcy remote”
criterion, supervisors should require that:

- there is an appropriate legal opinion as to the bankruptcy remoteness; and
- there is full disclosure of the bankruptcy remoteness of the SPE in any

prospectus, offering circular or private placement memorandum.
RFEGAFIRP (E A(SPE)T £ 7 ¢ LA iR > TR F BEE Rdr T
AR GEASERERL L

CRBRESBEN TR L GOEP L R ERBHEHRD 02 L (SPE)i T B

13.6.7  Understanding the role of all the parties to the SPE arrangement is critical to
understanding the underlying risks, particularly as these may be fundamentally
different from those involved in a traditional reinsurance transaction.
Supervisors should be in a position to understand, inter alia the:

- extent to which key parties have been fully disclosed (e.g.sponsor,(re)insured,
investors, advisors, counterparties,etc) and are known to the supervisor;

- extent to which potential conflicts of interest between all parties to the SPE
have been adequately disclosed and addressed (such as situations where
sponsors also take a managing role);

- degree of basis risk that is assumed by the sponsor and to what extent this
could have immediate ramifications for the sponsor’s financial position in
case of a loss;

- details of the SPE’s management arrangements and key personnel;

- third party assessments of the SPE structure (e.g. by external agencies);

- expertise of the legal advisors involved;

- robustness of any financial or actuarial projections, if applicable (e.g. if
triggers are indemnity based);

- disclosure of outsourcing agreements; and

credit risk associated with key service providers, including financial
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13.6.8

13.6.9

guarantors used to protect the position of investors.
TfRFGRP E A (SPE)X R end By E A hE o H T R E G Db R
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As many SPEs are designed to operate with a minimum of day-to-day
management, supervisors should understand the extent to which the systems and
controls are adequate and proportionate to the nature of the underlying risks and
to the complexity of the SPE structure. There is clearly an overlap here between
the role of the supervisor of the cedant, and that of the supervisor of the SPE, if
the latter is located in a jurisdiction where such vehicles are subject to
regulation.
e S HRD 2 ARKF LN TR PR FR . TRY RZERfE
FARP ez A ch i B2 rg o JHEKEDR G2 B Rt L
T AT Hl e ek SPEC R P ZFIEFREERAAM B SRS
FERTEASPESERT e d > g3 P L -
Systems and controls, in addition to those required for a traditional reinsurer,

are required to ensure that:

- investment restrictions are not breached;
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- interest payments, dividends, expenses and taxes are properly accounted for;
- movements above established thresholds in assets and collateral accounts are
reported;
- assets are legally existent and technically identifiable; and
- liabilities can be determined on a timely and accurate basis and obligations
satisfied in accordance with the underlying contracts.
N @ SLENE (R LR R SR g S R R
S E R BT
CEPSPIL | R 3 F fofid g P RIE
o FACRP SRR R o AR E 2 TR R 0 it R R
R AR R AZ PN T R
R RTATRoREEOAT > P RBEREFNEN AT E
13.6.10 Supervisors should therefore understand:

- the internal controls and risk management of the SPE,particularly the extent to

which these are sufficient to ensure effective operation in compliance with
the SPE’s legal and regulatory obligations;
- operational risk within the SPE structure and any mitigation arrangements; and
- robustness of monitoring processes in place.
[ELAAI B
CEGRD R AP ISR G E IR PR EN R A F T R
fo 7 F Eehi 4 AR
CEFRP A NIEER G R TR ,)gc_zga;#g% %
CIG hE B ARG Ak e
13.6.11 Supervisors will need to understand the extent to which SPE arrangements give
rise to basis risk. This arises where the trigger for indemnity under the SPE
arrangement is different from the basis on which underlying protected liabilities
can arise. Where SPEs contain indemnity triggers (i.e. recovery from the SPE is
based on the actual loss experience of the cedant) this is less likely to be an
issue. Many SPEs, however, contain parametric (driven by objectively
measurable events) or modelled (driven by the outcome of modelled,

industry-wide losses) triggers. In these cases, there may be events whereby the
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cedant will remain exposed to its underlying policyholders without having
recourse to the SPE. Any basis risk should be considered with reference either
to the amount of credit given by the supervisor for the SPE arrangement, or in
the cedant’s risk-based capital requirement, where such mechanisms are used.
ERFT L BERD DZATRINFPRLRGIER Gk RA 2 BT
GRTKR ik AR RT R ] RN T 2 i
Bl oHAR e A G R B AT R E - BRI kP B
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FTAOTSSPEAG * FER 0 A T P b e AHF Ao Ko
Ongoing Supervisiond § & 72
13.6.12 Supervisors should understand the various specific issues that emerge in the

ongoing supervision of SPEs and their use. Consideration should be given to the

following areas:
- actions to be taken by the supervisor if any of the licensing or authorisation
conditions are breached;
- level of capital and ability of the SPE to continue to respond adequately should
covered events occur;
- level of reporting required by the supervisor to require that the structure is
complying with its obligations; and
- the SPE’s response in the event of fluctuations in the values of invested assets

(e.g. match/mis-match between collateral account and exposure, flow of

premiums, fees,commissions, etc).
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Unwinding of SPE arrangements % & SPE

13.6.13

13.6.14

The dismantling of arrangements transferring insurance risk to the capital
markets is often influenced by the dynamics of insurance losses. The supervisor
should understand and gain comfort with the provisions in place to require
orderly dismantling of cross-sectoral risk transfer arrangements. In particular,
supervisors should understand the process related to the generation, mitigation
and management of any residual risk emerging from it.
BARBEFEELGHBEDINT AP FGSPE ¥ ¥ € X PG dp 4 ot |
e LI REHIRG RGBT AR I > & R LA S
BEah gHELE o« TG RIL EM I RARRL % DA S
BEEEEORER o

In addition, supervisors should understand the process and stages that the SPE
goes through when it comes to a natural end and its obligations have been
fulfilled, and the SPE is liquidated. It is relevant for supervisors to distinguish
between unwinding the event of a loss, and the unwinding of a transaction
reaching legal maturity (without a loss having occurred). While the latter case is
usually simple and straightforward, the unwinding in a full or partial loss
situation deserves close attention. Consideration should be given to the
following areas:

- issues relating to share buy-back and conditions to its materialisation;

- issues relating to disposal of the investment portfolio;

- ‘dismantling’ of the SPE and residual risks; and

- supervisory issues relating to risks which revert to the sponsor/cedant on

termination of the arrangement.
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ICP 14 Valuation %%
The supervisor establishes requirements for the valuation of assets and liabilities for

solvency purposes.

TILE R (R A)F Y S P TASf AT R

=

Introductory Guidance 7w 3

Application & *

14.0.1

14.0.2

14.0.3

The IAIS considers it is most desirable that the methodologies for calculating
items in general purpose financial reports can be used for, or are substantially
consistent with, the methodologies used for regulatory reporting purposes, with
as few changes as possible to satisfy regulatory requirements. However, the
IAIS also recognises that this may not be possible or appropriate in all respects,
considering the differing purposes. The IAIS believes it is essential that
differences between general purpose financial reports and published regulatory
reports are publicly explained and reconciled.

IAISiR 5 B - SMIAHEAF L 9THEY 2353 2 afeT B4 - b <
- REWF o AP B ERFA S By - R g b iFra g
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The IAIS considers that differences between technical provisions for general
purpose financial reports and published regulatory reports should be publicly
explained and reconciled in terms of differences in data, discount rate,
methodology and assumptions used together with the rationale for why any
different approach is appropriate for solvency purposes.

TAIS 325 B3t - A i 3R £ &2 £ 3247 £ 2 B £ (technical provisions)
ZREWA S RASBRPLR - R ¢ FTH CITRF 2 E 2 HER
PERM G e REF RS BRY b kL

To the extent that financial reporting standards, including IFRS, are consistent
with the standards in this ICP, valuations that are in accordance with those
financial reporting standards may be regarded as compliant with this ICP

R B pIRIE A BR)(2 7 IFRS) 22 & ICP 2 3 |- 5o {34554 P 4R 97 (T eh
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14.0.4

14.0.5

14.0.6

o VARG F B A ICP -

The context and purpose of the valuation of assets or liabilities of an insurer are
key factors in determining the values that should be placed on them. This ICP
considers the valuation requirements that should be met for the purpose of the
solvency assessment of insurers within the context of IAIS risk-based solvency
requirements that reflect a total balance sheet approach on an economic basis''
and address all reasonably foreseeable and relevant risks.

ARG AT AR fRFROERE PO RATGEFTASEL GOV E
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Standard 17.1 states that the supervisor requires a total balance sheet approach
to be used in the assessment of solvency to recognize the interdependence
between assets, liabilities, regulatory capital requirements and capital resources
and to ensure that risks are appropriately recognised'? . Such an approach
ensures that the determination of available and required capital is based on
consistent assumptions for the recognition and valuation of assets and liabilities
for solvency purposes.

ICPI7.1 A E LT & oo o3 R b fhic 4 pbo 5 » RF AL G 452 0 7
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To achieve consistency with this approach to setting capital requirements in
the context of a total balance sheet approach, capital resources
should broadly be regarded as the difference between assets and liabilities, but
on the basis of their recognition and valuation for solvency purposes.
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14.0.7

14.0.8

14.0.9

The valuation "for solvency purposes" referred to in this ICP is the valuation of
the assets and liabilities used within the broad concept of a risk-based solvency
assessment of insurers.
AICP #73) 22 A% T hac 4 p ey 2378 » Thdg R ZRDEE A b G A

HFHA A ERIEAY 2 F AR FE
Solvency assessment results from the application of supervisory judgment to
various measures and estimates of an insurer’s current financial position and
future financial condition which serve to demonstrate the insurer’s ability to
meet its policyholder obligations when they fall due. Useful in this regard is a
set of financial statements which may differ from those used for general purpose
financial reporting. To distinguish them, this ICP refers to the
financial statements used for solvency assessment as “regulatory financial
statements”. Such statements include a regulatory balance sheet and regulatory
capital requirements. For the purposes of this ICP, “valuation for solvency
purposes” refers to valuation of assets and liabilities in the regulatory
financial statements. The overall solvency assessment may use information
additional to the regulatory financial statements such as:

- stress and scenario testing;

- the insurer’s own risk and solvency assessment; and

- relevant disclosure.
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Technical provisions are a significant component of valuation for solvency
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14.0.10

14.1

14.1.1

purposes. They include a margin for risk appropriate for solvency purposes.
Regulatory capital requirements are another component of the solvency
assessment, and they include further allowance for risk so that when taken
together, they are sufficient to ensure that policy obligations are satisfied with
the probability of sufficiency required by the supervisor.

Jes TR mpha g o B anER ALk BE £ 7 bR
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In adverse circumstances, certain assets may be considered to have reduced
or nil value. Consequently, in the capital adequacy assessment such assets may
be excluded from or have reduced value in capital resources. Alternatively, a
capital requirement may be set to cover the potential shortfall in value. Such
adjustments are part of the process of determining capital
requirements and/or capital resources and are covered by ICP 17 Capital
Adequacy. These adjustments are shown separately from asset values in the
regulatory financial statements. This enables improved transparency,
consistency and comparability.
BT BB FAT L GRAREPEALT KB T AT A
K pE o px;fjfiﬁ AT i ﬁli\ﬁ LR 7] "fﬁ\' ERENS LA l% B o g
Foor TR BT ALR BFTVROT AR LA o B
B SN2 Rt ICPIT F A Y Rp > TR EMBRFEA L FTAY
EAREAT o Rt HEP S - REE TR
The valuation addresses recognition, derecognition and measurement of assets
and liabilities
;LT%[@-E % ?FF[?’, 2 f 'F' 23270 ~ %;IJ; g o
Assets and liabilities should be recognised and derecognised to the extent
necessary for risksto be appropriately recognised. Such
recognition/derecognition principles may differ from those used for general
purpose financial reporting in a jurisdiction.
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14.1.2

14.1.3

14.1.4

14.1.5

14.2

14.2.1

Recognition of insurance contracts as part of the valuation of technical
provisions is a significant issue forinsurers and supervisors.

There are two key possible points of recognition — on entering into a binding
contract (the bound date) and the inception date of the contract. In principle, the
bound date is the date at which an economic obligation arises. However, in
practice, these dates are only likely to be significantly different for certain
classes of non-life insurance.

ARG SN TR R B - A HEG A ERT AT Ao
ERORRAM o F - B A RT Al g o ARG F 4 24 P (the bound date)
22 & X B 4 P (the inception date of the contract) °

Contracts for ceded reinsurance should be recognised and valued so as to
correspond to the recognition of the risks which they are mitigating. Where a
current reinsurance policy is contracted to cover future direct policies, the value
of the reinsurance policy should not include any amount in respect of future
direct policies that have not been recognised.

ARG ERZE TR RGP DR - RARRIIETY o A - B
e H AT AT Rim A RNE R FAPE 0 R R £ 3 B e
FERAARRI DA KD S ER -

An insurance contract liability (or a part of an insurance contract liability)
within technical provisions should be derecognised when, and only when, it is
extinguished — i.e. when the obligation specified in the insurance contract is
discharged or cancelled or expires

BRFEAT - BERGENDE R - BERGENE G- L) BT
AR PR SRV EEEES RN EEES ST S
The purchase of reinsurance should not result in the derecognition of technical
provisions unless the purchase of that reinsurance results effectively in the
extinguishment or novation of the insurance contracts
ﬁ%%@ﬁﬁ%%%@ﬁﬁﬁﬁﬁéiﬁﬂ’%ﬁz Big & K erpky o
R REREFTHRAELNRGE Y -

The valuation of assets and liabilities is undertaken on consistent bases.

FAS G Foammg b K2 PRHT R

Solvency assessment based on consistent valuation of assets and liabilities is a
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14.2.2

14.2.3

14.2.4

prerequisite for obtaining a meaningful insight into the asset-liability positions
of an insurer and an understanding of the financial position of an insurer relative
to other insurers. It provides reliable information on which to base the actions
that are taken by insurers and their supervisors in respect of those positions
BFAR G- R AA AL R ARG A DT A
BB AR ET A B g A P AR R R R o U R T
Mo FLRGABETIRY REFH A -
The overall financial position of an insurer should be based on the consistent
measurement of assets and liabilities, the explicit identification and consistent
measurement of risks and their potential impact on all components of the
balance sheet. This consistency should apply to all assets and liabilities,
including assets in excess of the liabilities, and extend across insurers and time
periods so as to achieve comparability
Pt A2 T AT BE - ROFT AL I N RGE ALY
FFE - REFTFRZA#Y o - REEBFZRT D5 DF AL LR > @
FTAREE G2 Tul T EEe A BB R TR
Undertaking valuation on consistent bases means that differences in values of
assets and liabilities can be explained in terms of the differences in the nature of
the cash flows including their timing, amount and inherent uncertainty, rather
than differences in methodology or assumptions. Such consistency may be
applied at different levels such as segment within a company, a company or a
group.
- REPAATEEFYE P BRI FTAZ L FRELZAR 7R ER
B2 ABUrFRF g HEZ2'E7 2 2 E)REHE> a2t 2 BEXR2L AL
Foodoptin- REHF AR 3 ok B(ie PIF 27 2 L)
Observed market valuations or amortised cost valuations may be used for some
assets and liabilities, while valuation models, such as discounted cash flow
models, may be used for other assets and liabilities. Calibration of such
discounted cash flow models to market valuations or amortised cost of other
assets and liabilities can be of assistance in achieving consistency.
RS AFM TR A- BFTALE G A TR (R AT

R
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14.2.5

14.2.6

14.3

BTG A AR B - R 0 e
The specific characteristics of insurance contracts,financial instruments and data
available may vary within and across jurisdictions. Consistency in the valuation
of assets and liabilities means that such variations can be explained in terms of
the differences in the nature of the cash flows valued in each jurisdiction.
L MBI EZ FEREOT RN T Ee RYA G LR o
FTALRITRZ - RE APt FRE7 AR EP FR2ZRETEHEZ
LB wfafl .
Regulatory capital requirements are determined using a consistent treatment of
the valuation of assets and liabilities. Consistency in the valuation of assets and
liabilities for solvency purposes does not necessarily mean that a single
valuation basis is used for all assets and liabilities. The balance sheet, when
taken together with capital requirements, should result in an appropriate
recognition of risks.
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The valuation of assets and liabilities is undertaken in a reliable, decision useful

and tr ansparent manner.
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14.3.1

14.3.2

The values placed on the assets and liabilities of an insurer for solvency
purposes should be a reliable measure of their value at the date of solvency
assessment.
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Objectivity is an important aspect of valuing assets and liabilities in a reliable
manner, so that a valuation is not influenced inappropriately by an insurer’s
management. The valuation of assets and liabilities typically involves judgment,
e.g. expert judgment in assessing the relevance of data and deriving
assumptions. Consistent with reliability of outcome, subjectivity in valuation

should be reduced as far as practicable. This may be achieved by using
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Decision

14.3.3

information available from effective internal control processes,market
valuations and other relevant current or factual information, by applying
professional standards and subjecting valuations to independent review. The
supervisor should require a valuation methodology which uses information
provided by the financial markets and generally available data on insurance
technical risks. Company-specific information may be appropriate, for example,
where the insurer’s business model and practices are sufficiently substantiated

as representative of the portfolio and similar information is used in market

valuations.
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In the context of this standard, ‘decision useful’ means useful in making
judgments for solvency purposes. It should be recognised that, in valuing assets
and liabilities in a reliable manner, and in reducing the subjectivity in the
valuation, it may not be appropriate to eliminate subjectivity completely. A
method that provides a single value without the need for judgment may be less
decision useful than one that produces a range of reasonable values from which
a value is selected by applying judgment. A method that produces a decision
useful outcome should take precedence over one that does not.
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14.3.4

14.3.5

14.3.6

14.3.7
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In some jurisdictions, enforcement actions can only be based on objective
calculations. In those jurisdictions, an objective calculation should take
precedence over one based on subjective assumptions and methods. Supervisors
may need to provide greater specificity on assumptions (e.g. mortality and
interest) and methods for regulatory purposes. Specified methodology should

include a margin for risk that is appropriate for a valuation done for solvency

purposes.
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Decision useful values may be derived from a range of sources, including
market-consistent valuations, amortised cost valuations and other valuation
models, such as discounted cash flow projection models.
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Where there is a market for an asset or liability in which prices are quoted
publicly and trades are readily available, the quoted prices could provide a
decision useful value of the asset or liability in the large majority of situations.
Typically, there will be a range of market prices for the same item, and
judgment will be needed in determining the final value.
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In some circumstances, a market price may not necessarily provide a decision
useful basis for a valuation. If the reference market is dysfunctional or
anomalous in its operation, a more reliable method of determining value based
on more normal conditions may be appropriate. Such circumstances may occur,
for example, if there is a high cost in making actual trades, trading is thin,

independent pricing sources are not available or are limited, or the market is
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14.3.8

14.3.9

subject to distorting influences. The supervisor should evaluate such
circumstances and as a result may conclude that the use of an alternative

economic valuation is appropriate.
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Amortised cost could be a decision useful value for assets and liabilities where
it is a reflection of the amount the insurer will pay and receive over time, and
fluctuations in market values are not indicative of the insurer’s ability to meet
its obligations. Amortised cost may provide a pragmatic and decision useful
value when other valuation approaches are no more useful or reliable. It is
useful to complement such valuations with sensitivity and adequacy testing
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An insurer’s modelling of its assets and liabilities may also provide a decision
useful value. The reliability of model results is enhanced through the use of
insurers’ and supervisors’ best practices surrounding model governance,
controls and independent review. Supervisory comparisons or benchmarking of
modelling practices can further enhance the reliability of modelled results.
Models can be used to apply common measurement criteria across all risks (e.g.
same methodology, time horizon, risk measure, level of confidence, etc.)
W AT AL R 4 PAREET Y 5 {2 Bl o A kRS
TR TS E R A E LY § MR 2 R A
MR ARES S a1 FILF it A B R A R

T e i HAIS R 2 T Rl o R ECRT @R L il R

220



14.3.10
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The supervisor should evaluate the extent to which the time value and risk
adjustments add decision useful information. Where this is not the case, the
disclosure requirements may be relied upon. For liabilities subject to significant
litigation uncertainty, it may not be appropriate to include estimates of time
value and risk in the reported liability, due to the unreliability of such
adjustments
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Transparency % ! |4

14.3.11

14.3.12

The solvency regime should be supported by appropriate public disclosure and
additional confidential reporting to the supervisor. For example, explicit
determination of the components of the technical provisions supports the
objectives of transparency and comparability and facilitates convergence.
Standards for public disclosure including the valuation of assets and liabilities
for solvency purposes can be found in ICP 20 Public Disclosure.

Fa G A Ry R BB RESTET PR kL
Fobl4r: BE L3 BZ2 Pl BAFEPE TR 1E
E B2 e M ORI BZ BR(s ZRGHNA P FTAZE R
) g mICP20 2B g p 7 ¢ b -

Insurers should provide sufficient information about the approaches they have
taken to the valuation of assets and liabilities, describing how the principles of
reliability, decision usefulness and consistency have been addressed.
Transparency facilitates understanding and comparability within and across
jurisdictions.
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14.4

14.4.1

14.5

14.5.1

14.5.2

The valuation of assets and liabilities is an economic valuation

FA G L e -

An economic valuation is a valuation such that the resulting assessment of an
insurer’s financial position is not obscured by hidden or inherent conservatism
or optimism in the valuation. Such an approach is appropriate in the context of
risk-based solvency requirements which satisfy these ICPs and standards and
shares their objectives of transparency and comparability.
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An economic valuation of assets and liabilities reflects the risk-adjusted present
values of their cash flows.
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An economic value should reflect the prospective valuation of the future cash
flows of the asset or liability allowing for the riskiness of those cash flows and
the time value of money. An asset or a liability may have both cash inflows and
cash outflows the net effect of which is a positive or negative value. Such a
valuation is not necessarily determined directly using a discounted cash flow
calculation. A current quoted market value or a current sale or purchase value
may also reflect the prospective valuation of cash flows.
+%?$@F%ﬁéﬁﬁ%1%%mémiﬁﬁ$?$’az%%mﬁm
ERTETEZ LA GEIFEARE - - BFAN LGV R R T s R
i~ Z RS A HERET W

Wi

BB Bee doptemml A -

EREd RENEITIRGE KT

=t

Wfrend SRR ARG RE § R
APUFM%mﬁmiﬁﬁyﬁﬁo

Supervisors should take into account all relevant information available about
current market assessments of value and risk and the principles, methodologies
and parameters used in the relevant markets for assessing the value of an asset
or liability.
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14.5.3

1454
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The historic cost of an asset or liability may not reflect a current prospective
valuation of the future cash flows and may therefore not be consistent with the
current economic valuation of other assets or liabilities. Historic cost generally
does not reflect changes in value over time. However, amortised cost, which
adjusts the historic cost of an asset or liability over time, may reliably reflect the
value of future cash flows, when used in conjunction with an adequacy or
impairment test.
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Some jurisdictions utilise a subset of economic valuation known as
market-consistent valuation which is described further in Guidance14.5.5 to
14.5.11. Some jurisdictions use a subset of economic valuation known as
amortised cost valuation which is described further in Guidance 14.5.12 to
14.5.15.
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Market-consistent valuation # 35— 3% {2371} =

14.5.5

It may be appropriate to use market-consistent values for the economic
valuation of assets and liabilities. A valuation that is based upon principles,
methodologies and parameters that the financial markets would expect to be
used is termed a market- consistent valuation.Where a range of assessments and
approaches is evident from a market, a market-consistent valuation is one that
falls within this range.
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14.5.6

14.5.7

14.5.8
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It may be well known to financial markets that the approach taken to market
assessments for some assets and some insurance liabilities or their components
uses modelling based on certain assumptions and techniques and portfolio
specific information as well as generally available data on insurance
technical risks. A calculation consistent with this approach would be
market-consistent.
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However, in exceptional circumstances there may be information additional to
that on market assessments from the wider economy that should be taken into
account e.g. where a market is anomalous, not operating effectively or is
subject to intervention from the relevant authorities. For example, where a
government/regulator intervenes in a major way e.g. by injecting money or
taking control. Such action may be in response to or the cause of distortions of
supply and demand in relevant markets so that values determined in a market
consistent way may also be distorted temporarily
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A market-consistent value may not then be appropriate and a different value,
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which may, for example, be expected to be market- consistent under more
normal market conditions, may need to be determined to arrive at an economic
valuation for solvency purposes. The extent to which this is appropriate is likely
to vary according to market conditions in different jurisdictions. If such
circumstances arise, supervisors should provide guidance as to the appropriate
values or adjustments insurers should use for solvency purposes to reflect the

risk-adjusted present value of their cash flows and maintain
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14.5.9

14.5.10

consistency,decision usefulness,relevance and transparency
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A sufficiently active market may exist for an asset or liability that in itself
provides a measure of value that is market consistent. For other assets and
liabilities or when the market becomes illiquid, there may be no direct measure
of value. However, relevant market information may be available regarding the
assessment of components of the rights, obligations or risks of the asset or
liability. If, for example, a component of the obligations of an insurance liability
can be replicated using financial instruments for which there is a reliable market
value, that value provides a reliable indication of the value for this component
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The market-consistent value of an asset or liability may be determined using
different techniques, or a combination thereof. For example, in valuing technical
provisions:

- if the insurance obligations are traded in a sufficiently deep and liquid market
the observed prices may be used to arrive at a market consistent
value. The availability, decision usefulness and reliability of the prices
should be taken into account when deriving the market consistent value;

-if some or all of the cash flows associated with the
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insurance obligations can be replicated using financial instruments, the
market value of the replicating financial instruments may be used as the
value of those cash flows;

- if the cash flows associated with the insurance obligations cannot be replicated
perfectly, then the remaining cash flows may be valued using a discounted
cash flow model. To be market consistent, the methodology used needs to
deliver a proxy for market value based on  market
consistent valuation principles and to reflect the uncertainty or unavailability
of market information.
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14.5.11 This approach to valuation is sometimes termed the “components approach”,
under which risk components are valued at market value where such a value is
ascertainable, decision useful and reliable; other components may need to be
valued using marked-to-model methods. Separate components may, for
example, be identifiable for insurance contracts which have an investment or
deposit component and an insurance risk component. The components approach
helps to improve market consistency and reduce modeling error. It should be
noted that where there is no sufficiently deep liquid market from which to
determine a market consistent value for a risk component, the additional

liquidity risk needs to be considered
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Amortised cost valuation #&4l {5 & &%

14.5.12

14.5.13

14.5.14

It may be appropriate to use an amortised cost method for economic valuation
of assets andliabilities. Amortised cost methods determine the value of an asset
or liability at any point in time as the present value of future cash flows
discounted at an appropriate interest rate, with an appropriate adjustment for
risk
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The discount rate used in valuing assets under an amortised cost method equates
the present value of expected contractual cash flows with the amount paid to
acquire the asset. The price paid for an asset usually equals the market value at
time of purchase. Since the price paid reflects the risk of the instrument at

the time of purchase, an adjustment for the risk assessed at that time is
automatically included in the discount rate.
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When valuing both assets and liabilities under an amortised cost method, there
is a close relationship between the discount rate and the provision for risk. The
discount rate used may be based on the expected yield, after making allowance
for default, of the supporting asset portfolio. Other combinations of discount

rate and risk adjustment are possible.
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14.5.15

14.6

14.6.1

14.6.2
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When an amortised cost method is used, the values produced should be
evaluated for adequacy at least annually. For assets, when the asset has been
impaired to a significant degree, the carrying value of that asset should be
adjusted to reflect that impairment. For liabilities, the value should be tested at
least annually. When the liability value is found to be inadequate, it should be
strengthened. Adjustments should also be made to reduce any significant, undue
conservatism identified by the adequacy test
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The value of technical provisions and other liabilities does not reflect the
insurer’s own credit standing
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To achieve consistent and reliable economic values of insurance portfolios for
solvency purposes, the value of technical provisions should not reflect an
insurer’s own credit standing. Insurance obligations are required to be met to
the same level of confidence by all insurers in a jurisdiction and the value of an
identical portfolio held by different insurers should not depend on the insurer’s
credit standing. This also applies to the technical provisions of a reinsurer.
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However, the credit standing of a reinsurer should be taken into account when
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14.6.3

14.6.4

14.7

14.7.1

14.7.2

considering the solvency of a ceding (re)insurer even if the contractual cash
flows are the same. The risk of reinsurer default could be covered either by the
regulatory capital requirements or adjustments made to the value of assets in
determining available capital. Alternatively, some allowance for the credit

default risk could be made in valuing the reinsurance asset directly
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The valuation of liabilities, other than technical provisions, should also not
reflect the insurer’s own credit standing
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Where the terms of the debt make it subordinate to the insurer’s obligations in
respect of insurance contracts, the value of the debt may reflect the lower
probability of repayment under subordinated debt and the lower capital needed
to cover the risk of non-payment
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The valuation of technical provisions exceeds the Current Estimate by a margin
(Margin over the Current Estimate or MOCE L * i '%).
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Technical provisions are assets or liabilities that represent the economic value of
the insurer fulfilling its insurance obligations to policyholders and other
beneficiaries arising over the lifetime of the insurer’s portfolio of insurance
policies. This includes a margin (Margin Over the Current Estimate or MOCE

B *& 28 %) to cover the inherent uncertainty of those obligations.
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The cash flows associated with fulfilling an insurer’s insurance obligations
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14.7.3

14.7.4

14.7.5

include the premiums receivable, the claims payable under the insurance
policies, any other policy cash flows (e.g. future distributions under
participating contracts) and the future expenses of administering the policies.
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Acquisition costs are usually a significant component of an insurer’s cash flows.
After acquisition costs have been paid future cash inflows may exceed future

cash outflows.

B"I" ]!;'_E rr]r,\ﬂ\ ’ 1§ '#'q—\lixﬁ 1\;&,$/n 'El 4

-HEEAF o AARER
HA AL > ARRE Vi §AREA RILER o

Because an insurer’s obligations under an insurance policy are inherently
uncertain as to amount and/or timing, the present value of the cash flows
associated with fulfilling them has a range of possible values with varying
probabilities. The probability-weighted average of these present values is their
expected present value (also called the statistical mean) and is termed the
“current estimate of the cost of meeting the insurance obligations” (Current
Estimate). Actuarial and statistical techniques may be used in determining the

current estimate,including deterministic, analytical and simulation techniques.
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In addition to covering the cash flows associated with fulfilling insurance
obligations, an insurer incurs the cost of covering the uncertainty inherent in
those cash flows (e.g. through holding capital, or through hedging, reinsurance
or other forms of risk mitigation). Insurers are required to maintain an
amount such that the obligations under insurance policies will be fulfilled
with the claimant or beneficiary when they fall due. In principle,

therefore, aneconomic value of the technical provisions exceeds the
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14.7.6

14.7.7

current estimate of the cost of meeting the insurance obligations by an amount
covering this uncertainty. This excess is the MOCE
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Where, for example, capital is required to give the level of confidence required
by the solvency regime, the technical provisions should at minimum also cover
the cost of holding that capital. In these circumstances, the MOCE might be
seen as a provision for rewarding thecapital committed to the business over the
outstanding lifetime of the policy. As the uncertainty reduces over time, so the
MOCE will also reduce, gradually releasing it from the technical provisions.
Equally, as uncertainty reduces, the required capital would also reduce in line
with the revised risk profile
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It may not be necessary, in practice, to determine the current estimate and the
MOCE separately. The solvency regime should require any method by which
technical provisions are valued to be such that the value includes an explicit or
implicit margin over the current estimate. For example, a reliable market
valuation by reference to a sufficiently deep and liquid market may be expected
automatically to include a MOCE
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14.7.8

14.7.9

14.8

14.8.1

A model which includes in its calculations an allowance for uncertainty up to
the level of confidence required by the solvency regime is also capable of
calculating the technical provisions directly. However, in this case, supervisors
should consider whether the current estimate and MOCE should be separately
reported to help ensure that technical provisions are consistent and reliable
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A change in underlying data or assumptions generating a change in current
estimate and MOCE should be disclosed and justified so that consistency,
reliability and relevance may be maintained and arbitrary changes over time are
avoided
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The Current Estimate reflects the expected present value of all relevant future
cash flows that arise in fulfilling insurance obligations, using unbiased, current
assumptions
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The current estimate should reflect all future cash flows under an existing
insurance contract to the extent that they are integral to the fulfilment of the
obligations under that contract. This encompasses all cash flows, including
non-guaranteed optional or discretionary cash flows, where they are established
as stemming from the contractual relationship between the insurer and the
policyholder. This reflects the commercial substance of the contract and
therefore reflects economic reality
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14.8.2

14.8.3

An insurance contract should be considered as a whole. In particular, where the
contract provides for the payment of future premiums, such premiums are
integral to the fulfilment of the obligations under that contract. Neither the
company nor the policyholder is able to deal with one without simultaneously
dealing with the other. To recognise one, the other must also be recognised.
Valuation of the insurance liability requires consideration of all of the associated
cash flows, including the contractual, premium inflows. The uncertainty
associated with those cash flows along with that of the other relevant cash flows
are reflected in the probability weightings applied in calculating the current
estimate

- BERE BT Y EFNEFT R A HAHEY ERRERY 3
LR UL E GRS § ¥ S S U Y ¥ R

BAr? c AHAFGRA SRS R FAEE R FE Y - (RRAER)
Ah R E - T w%mﬁkﬁﬁml%%%&%w@@ﬁmﬁ%%ﬁﬁ
A i

P AR R oR 2 E R S Ee R TR R e RIS o SARE Y -

o W - R T G ARt R AR MR AN E
[y~ »;,:» o ﬁrﬁg£ﬁ:§ﬁ- e~ A FE R R B
PFETEIIREETE (RG] 2 RREIDIPM 2 2 U BEER B
B2 i NP R R T QORPE R ERF o RE -
To give clarity as to what constitutes an insurance contract for solvency
purposes, the supervisory regime should specify the boundaries for insurance
contracts which define the relevant cash flows to be included in determining the
current estimate. The insurance contracts are subject to the following boundary
constraints, if they exist13 :
- contractual termination as extended by any unilateral option
available to the policyholder, or
- the insurer having a unilateral right to cancel or freely re- underwrite the
policy, or
- both the insurer and policyholder being jointly involved in making a bilateral
decision regarding continuation of the policy.
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14.8.4

14.8.5
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The first boundary constraint excludes new business arising from the
“rolling-over” of the existing contract, except where such “roll- over” is due to
the exercising of an explicit option available to the policyholder under the
current contract. Contractual cash flows arising from policyholders’ unilateral
in-the-money options to extend the contractual termination date should be
included. The current estimate should allow for the expected rate of exercising
such options. This boundary constraint also excludes additional voluntary
contributions premiums, except where provided for as a unilateral option under
the contract. For insurance contracts with variable premiums (such as
universal life contracts), the cash-flows should include voluntary contributions
above the minimum required to the extent that there are guarantees, under the
current contract e.g. no- lapse and premium rate guarantees. The current
estimate should reflect the expected rate of payment of additional contributions
and the expected level of such contributions.
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The second boundary constraint clarifies that future cash flows arising from
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14.8.6

events beyond the point where the insurer can unilaterally cancel the contract —
for example, by re-underwriting are not included in the valuation. This is the
case with most non-life insurance contracts which are typically written for only
one year. Although there might be a high expectation that they would be
renewed, the insurer is not bound to do so, and accordingly only cash flows
arising in respect of the currently in-force or in run-off contracts, are included
for valuation purposes, whereas the impact of new business might be considered
in capital requirements or capital resources by the solvency regime. By contrast,
future cash flows under a life or disability contract which the insurer cannot
unilaterally cancel should be included, even if the future premiums under such a
contract are planned to increase, or able to be varied by the insurer in respect of
the entire class of contracts without individual underwriting.
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The third boundary constraint clarifies that even if the policyholder has an

option to continue or increase the contract, if it requires the insurer’s consent

then cash flows arising from events beyond that point should not be included for

valuation purposes, whereas the impact of new business might be considered in

capital requirements or capital resources by the solvency regime
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Discretionary payments p o 4 & i

14.8.7

14.8.8

14.8.9

14.8.10

Some insurance contracts give the policyholder both guaranteed benefits (e.g. a
minimum amount payable on death and/or maturity or any insured event) and
for example, a right to participate in the performance of the relevant class of
contracts, related assets or both. The insurer has some discretion over the
amount or timing of the resulting distributions to policyholders, but there are
often constraints over that discretion.
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When establishing the future cash flows to include in the determination of
technical provisions for solvency purposes, consideration should therefore be
given to all payments whether or not these payments are contractually
guaranteed under an insurance contract. For example, future discretionary
bonuses which the insurer expects to make should be included.
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In view of the wide variety of participating contracts and legal frameworks in
different jurisdictions, supervisors should establish criteria appropriate to their
jurisdictions for the allowance of discretionary elements associated with
participating contracts in the valuation of technical provisions. These should
nonetheless reflect the principles of a consistent, reliable and economic
valuation and those that apply more specifically to technical provisions, as
discussed in this ICP.
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In many jurisdictions, accumulated profits attributable to a class of

policyholders are accounted for separately by the insurer. Where such
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accumulated profits can be used to absorb losses to protect policyholder
interests in a period of stress, they may possess all the characteristics of capital
and may hence be recognised in the determination of capital resources for
solvency purposes. In such a case, it is important to ensure that the criteria
established by the solvency regime for the allowance of future discretionary
benefits in the valuation of technical provisions are compatible with the criteria
for determining capital resources in order to achieve a consistent overall
assessment of the solvency position of the insurer
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Unbiased current assumptions 7# i eI pF B3k

14.8.11

14.8.12

Unbiased current assumptions are derived from a combination of relevant,
credible experience as well as judgment about its expected future development,
e.g. improving mortality rates, inflation of expenses that neither deliberately
overstates nor understates the expected outcome. Reconsideration of data and
assumptions should occur every time the technical provisions are valued, with
revisions made as appropriate to ensure data and assumptions remain
appropriate to current conditions
O enILPEEK o hd ARM T T Sk T AL S WA RIE Y B k| Erer
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Observable data, such as interest rates, financial market prices and inflation
rates may be expected to be different each time the current estimate is
determined. In particular, cash flows are sensitive to inflation rates. Where
assumptions are derived from observed values in the market, these

should be the observed values current at the date of the valuation.
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14.8.13

14.8.14

14.8.15
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Regular experience analysis, considering the individual entity and relevant
industry experience where appropriate,should  be undertaken to support the
assumptions used for insurance technical risks. Where assumptions depend on
the results of such experience analyses, the most recent experience for the
portfolio need not necessarily represent the most credible current assumption for
that portfolio. Greater credibility may be achieved by the analysis of several
years' experience, smoothing out fluctuations in experience and allowing
appropriately for any trends in experience that may be evident. However, care
should also be taken that historical experience remains relevant to current
conditions
T A BT PEFEHRAIT(F RS EF A p LA A F SR T
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Where the credibility of an insurer’s own experience is low, for example
for a small or new portfolio of insurance contracts, assumptions based on the
relevant industry experience are likely to be more decision useful as a basis for
projecting its cash flows
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The assumptions used should, in principle, reflect the characteristics of the
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portfolio rather than those of the particular insurer holding that portfolio.
However, it is important to note that, in practice, the characteristics of the
portfolio underwritten by an insurer may reflect aspects of an insurer’s specific
business practices, particularly with regard its underwriting, claims handling
and expenses. Company- specific information may be appropriate, for example,

where the insurer’s business model and practices are sufficiently substantiated
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14.8.16

14.8.17

14.9

as representative of the portfolio and similar information is used in market
valuations.
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With respect to expenses, the insurer’s own expense experience in managing a
portfolio is likely to be relevant in determining an economic value.

%‘U‘F’ PG B RGA P AFERGEEZFY AR TR ERGE
E AR B2 g B oo

Acquisition costs are typically a major component of an insurer’s expenses. For
most insurance contracts, acquisition costs will already have been incurred so
that future cash flows include only maintenance and claims costs. An
appropriate analysis of the insurer’s expense experience is needed to separate
out acquisition costs in order to model future expenses. Care is needed to allow
for expenses that do not vary directly with the level of new business so that
expenses that will continue to be incurred for a period if new business ceases
are taken into account.
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The MOCE reflects the inherent uncertainty related to all relevant future cash
flows that arise in fulfilling insurance obligations over the full time horizon
thereof
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14.9.1

14.9.2

Different methods may be used in practice to measure risk. For some risks,
observable market prices for risk may be available. In choosing a methodology,
due consideration should be given to the nature of the risks being measured.
Other approaches being considered around the world include quantile,
conditional tail expectation, cost of capital and explicit assumption methods.
Where a mixture of appropriate methods is used, a consistency check should
be considered. Calibration of the methods used should reduce the effect of
methodological differences to a level sufficient to enable reliable solvency
assessment to be undertaken. At present, there is no one common methodology.
In practice, the results from different methods will not be identical and
calibration and consistency checks should be applied so that methodological
differences are reduced to an acceptable level for solvency assessment purposes.
Once established, the methodology should not be changed from one valuation to
the next unless there is a reasonable rationale for change
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The margin over current estimate (MOCE & *& if %) represents an estimated

measure of the uncertainty inherent in the cash flows associated with fulfilling
an insurer’s insurance obligations. To achieve a consistent, reliable and decision
useful valuation, the margin over current estimate should consider all of the
inherent uncertainty attached to the policy obligations over the full period of
those obligations i.e. the variability of all relevant future cash flows to the

extent to which this uncertainty is borne by the insurer and not the policyholder.
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14.9.3

1494

14.9.5
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Only risk inherent to the policy obligations should be reflected in the MOCE.
Other risks should be reflected in regulatory capital requirements. Where risks
are reflected in both the MOCEand regulatory capital requirements to provide
an overall level of safety, double counting should be avoided as far as practical.
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In some jurisdictions it may be considered appropriate, due to inherent
uncertainty in policy obligations and profit, that no component of premium
related to such considerations should be recognized in profit at the inception of
a contract. In those jurisdictions, the inherent uncertainty is effectively
represented by the difference between premium received and the Current
Estimate. Other jurisdictions may take the view that one of the other
methodologies described in this document provides a decision useful separate
estimate of the level of uncertainty in determining the MOCE and may therefore
allow potential gain at issue to be recognised.
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It is important to be clear about the extent to which risk factors should be

reflected when valuing the MOCE and to what extent. It is appropriate to
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14.9.6

14.9.7

differentiate between the risks specific to the portfolio of insurance obligations
and the risks associated with the operations of the particular insurer. Risks that
are portfolio specific are inherent to the policy obligations and should be taken
into account in the MOCE.
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In determining the appropriate methodology for determining the MOCE in a
solvency regime, the supervisor should consider the extent to which possible
methodologies promote transparency and comparability between insurers and
insurance markets.
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An appropriate method for the determination of the MOCE would be expected
to exhibit the following characteristics:

- Insurance obligations with similar risk profiles have similar MOCE;
- The less that is known about the cash flows; the higher the MOCE;
- For the same level of probability, risks with higher impact have higher MOCEs

than those with lower impact;

- Risks with low frequency and high severity will generally have higher MOCE

s than risks with high frequency and low severity;

- For risks of the same or a similar nature, contracts that persist over a longer

timeframe will have higher MOCEs than those of shorter duration;

- Risks with a wide probability distribution have higher MOCE s than those

risks with a narrower distribution; and

- To the extent that emerging experience reduces uncertainty, MOCE s should
decrease, and vice versa.

- % k3 E MOCE b " 5enii § 22 > ¥ e Ak iv £ o 7 S| 5

CAR IR ' ARG F E > G AR e MOCE b & i EBE o
CHMEREHEF G 0 PIMOCE b 'R FHEf < -

242



14.9.8
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In establishing appropriate criteria or methods for determining the MOCE, the
supervisor should consider the diversification of the inherent risk factors

reflected in the MOCE
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Consideration should be given to the segmentation of the insurance policies of
the insurer into separate portfolios and the impact this has on the diversification
of inherent risk factors that is taken into account. Segmentation, e.g. by line of
business, may be undertaken for calculation purposes and may mean that
diversification within portfolios is taken into account in the MOCE but
diversification across portfolios is left out of account. The calculation method
may also mean that diversification within portfolios is only partially taken into
account. Any residual diversification within portfolios and all diversification
across portfolios could for example be addressed as an offset to regulatory
capital requirements, if appropriate. The MOCE s for the total business of the
insurer would simply be the sum of the MOCE s of its portfolios
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14.9.10

14.10

14.10.1
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Where an element of an insurance liability, i.e. an insurance obligation or risk in
whole or in part, can be replicated or hedged by a financial instrument which
has a reliable value, the value of that instrument provides a reliable value for
that element of the liability including an implicit MOCE. In practice, such
hedging is rarely perfect in all scenarios and there are some differences between
the insurance cash flows and those of the replicating instrument which need to
be valued separately. Where a model is used for this valuation, calibration of
the model to the value of hedging instrument used is likely to assist in achieving
overall consistency and reliability. Such practice should be encouraged by
SUpervisors.
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The valuation of technical provisions allows for the time value of money. The
supervisor establishes criteria for the determination of appropriate rates to be
used in the discounting of technical provisions.
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The solvency regime allows for the time value of money to be recognised in the
determination of technical provisions and should establish criteria for the
determination of appropriate interest rates to be used in the discounting of
technical provisions (discount rates). In developing these criteria, the
supervisor should consider the following:

- the economics of the insurance obligations in its jurisdiction including their

nature, structure and term; and
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- the extent (if any) to which benefits are dependent on underlying assets.
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14.10.2 The criteria for determining appropriate interest rates to be used in the
discounting of technical provisions should recognise that the appropriate
interest rates may not be directly observable and apply adjustments based on
observable economic and market data of a general nature as appropriate.
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14.10.3 To the extent that a risk is provided for elsewhere in the balance sheet by
alternative means, there should be no allowance for that risk in the chosen
discount rates.
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14.10.4 As the discount rates should reflect the economics of the insurance obligations,
any observed yield curve should be adjusted to account for differences between
the economics of the observed instrument with those of the insurance
obligations
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14.10.5 The criteria should also allow appropriate interpolation and extrapolation for
non-observable market data and maturities. To provide for consistent, reliable,
economic values, the criteria for discount rates should utilise the entire interest
rate term structure.
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14.10.6

14.11

14.11.1

14.11.2
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In principle, if an investment has a reliable market value and fully replicates or
hedges an element of the insurance obligations or risks, such a value is
presumed to reflect the time value of money.
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The supervisor requires the valuation of technical provisions to make
appropriate allowance for embedded options and guarantees.
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The determination of the current estimate and MOCE should make explicit
allowance for any options of the policyholder or insurer and for guarantees
embedded in the insurance contract, such as guaranteed minimum benefits and
interest rate guarantees. The method used to value embedded options and
guarantees should be appropriate to the nature, scale and complexity of risk and
may include stochastic simulation or simplified methods as appropriate.
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An important policyholder option is the option to lapse and, for some life
products, to receive payment of a surrender value. Explicit allowance for lapses
and surrenders should be incorporated in the projections of future cash flows
that are used to determine technical provisions. The risks of lapse and surrender
need to be considered over the full time horizon of the insurance contract.
Historical experience of lapses and surrenders is decision useful in considering
the setting of assumptions about future experience used for calculating a current
estimate and MOCE. The uncertainty associated with lapses and surrender may
not be fully diversifiable across insurance contracts as the level of lapses and
surrenders may depend on economic conditions or perceptions about the
performance of the insurer which apply generally to policyholders. This is offset
by variations in policyholders’ responses to such conditions or perceptions and

their personal motivation for lapse and surrender. Such factors should be taken
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14.11.3

into account when assessing the risk of lapse and surrender.
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Technical provisions are not required to be subject to a surrender value floor
equal to the total surrender values payable if all policies were to surrender
immediately. Such an approach would not be an economic valuation as the
effect of surrenders is already allowed for in the technical provisions by
incorporating assumptions about the future rate of surrender and associated
risks. However, in the determination of the overall financial requirements for
solvency assessment purposes, a form of surrender value minimum may be
considered appropriate, to provide additional protection in the event of a high
level of surrenders. This should be reflected in regulatory capital requirements,
as appropriate.
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ICP 15 Investment 3 F°

The supervisor establishes requirements for solvency purposes on the investment
activities of insurers in order to address the risks faced by insurers.
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Introductory Guidance # %

15.0.1

This ICP does not directly apply to non-insurance entities (regulated or
unregulated) within an insurance group but it does apply to insurance legal
entities and insurance groups with regard to the risks posed to them by
non-insurance entities.
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Basis for establishing regulatory investment requirements £ * j* T4 7 *FL;FF LA

15.1

15.1.1

15.1.2

The supervisor establishes requirements that are applicable to the investment
activities of the insurer.
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The nature of insurance business necessitates the establishment of technical
provisions and loss-absorbing capital. This, in turn necessitates the investment
in and holding of assets sufficient to cover technical provisions and capital
requirements. The quality and characteristics of an insurer’s asset portfolio and
the interplay and interdependence between the insurer’s assets and its liabilities
are central to an assessment of an insurer’s solvency position, and hence, are
important aspects to be addressed by the supervisor and for an insurer to
manage.
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There are various reasons for insurers to make investments (e.g. capital
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15.1.3

15.1.4

appreciation, hedging or cash flow expectation) and there is a wide variety of
assets that insurers may invest in, with the risk profiles of different investments
varying widely. Some assets, such as equities and property are subject to
unpredictable short term price movements. Other assets such as corporate and
government bonds have fixed or defined income, with uncertainty related to the
price at which these assets can be sold before maturity and the extent to which
the counterparty is able to make fixed income payments and repay the principal.
Unless restricted, derivatives may be used for speculative or hedging purposes
and some may be subject to wide variations in their value and involve unlimited
commitments.
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Financial requirements are not sufficient by themselves to ensure solvency and
should be complemented with appropriate quantitative and/or qualitative
requirements limiting/regulating the investment risks that are taken by the
insurer. This guards against the possibility that the regulatory capital
requirements and the insurer’s own risk and solvency assessments do not fully
cover the risks inherent in those activities.
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In establishing regulatory investment requirements, factors considered may
include:

- the overall quality of risk management and governance frameworks in the

insurance industry in the jurisdiction;
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15.1.5

- the way in which the quality of capital resources is addressed by the

supervisor, including whether or not quantitative requirements are applied to

the composition of capital resources;

- the comprehensiveness and transparency of disclosure frameworks in the

jurisdiction and the ability for markets to exercise sufficient scrutiny and

impose market discipline;

- the development of relevant investment and capital markets locally and

internationally and the range of available financial instruments;

- the cost of compliance, the impact on innovation and the effect on the

efficiency of industry practices keeping in mind that the protection of

policyholders is the main focus of prudential regulation;

- noting that insurers compete with other financial services institutions, the

requirements on the investment activities of other financial services entities,

including banks; and

- the level of prudence and risk-sensitivity of the regulatory solvency

requirements and the risks that they cover.
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Regulatory investment requirements may take many forms and may influence
the investment strategies of the insurer. Requirements may be rules-based,
setting out specific rules or restrictions on the investment activities of the

insurer. For example, the requirements may set out quantitative limits on the
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15.1.6

15.1.7

asset types in which the insurer can invest. Alternatively, requirements may be
principles-based, such that there is no specific restriction on the asset strategy
taken by the insurer, as long as defined principles are met.
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Regulatory investment requirements may be a combination of rules-based and
principles-based requirements, setting out some specific rules or restrictions and
some principles with which the insurer’s investment strategy should comply.
Broadly, regulatory investment requirements should provide the basis and
incentives for the implementation of effective risk management by the insurer.
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Rules-based requirements may be used to prohibit or limit specific classes of
investment. Such requirements may be used, for example, for classes that have
very volatile payouts, such as commodities, certain derivatives, asset classes
where the counterparty is below a certain credit rating, unsecured loans,
unquoted shares and exposures to closely related companies. Rules may also be
defined to restrict exposure to any single counterparty, group, or homogeneous
risk group (such as industry and geographical area) to, for example, a defined
percentage of the total assets or capital base. Such rules or restrictions may
either be applied directly to the investments or lead to charges to or deductions
from available capital which act as a disincentive to investment in risky assets
or high concentrations in particular assets rather than as a prohibition.

HR] A ARG T L KA AU R AT o A TN E R
BRI TRER AR s RL AR ERE S L HE MR
BrR* TR F A%~ g P28 3 L ol A eIt
E o AT AP ﬁi,umﬂﬁﬁﬁa@ﬁ—i¥%i‘%@‘ﬁkﬁ
PR SGEEHWO e ER & B o e U ER T AN T A L AAH D

251



15.1.8

15.1.9
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Rules-based requirements may be relatively easy to enforce by supervisors, as
there is limited scope for different interpretations of the rules. Similarly, they
may be more readily explainable to a court when seeking enforcement of
supervisory action. A further advantage of rules-based requirements is that the
supervisor is able to prohibit or deter the insurer from investing in an asset class
that it believes is not appropriate for it to hold.
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However, rules-based regulatory requirements may stifle innovation and may
restrain the insurer from holding the assets that it believes are most appropriate
for meeting its financial objectives. For example, an insurer may want to use
derivatives in a hedging strategy to protect it from adverse market movements,
but derivatives may be on the list of restricted assets. This may result in an
ineffective risk management process, or prevent the insurer from developing
innovative contracts to meet policyholder needs. Also, since the nature of
business and structure of liabilities differ among insurance companies, a
uniform rule-based regulatory requirement on investment, which is applicable to
all insurers, may discourage insurers from developing their own risk
management.
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15.1.10

15.1.11
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One advantage of principles-based requirements is that there is more flexibility
for the insurer in its choice of particular investments and therefore to follow an
investment strategy that it believes is the most appropriate to its risk profile, risk
tolerance and overall financial objectives. The insurer will be able to select and
follow the investment strategy to best manage its investment risks. Another
advantage of principle-based requirements is that they may not need to be
revised so frequently in response to innovations in the investment market. A
potential disadvantage of a solely principles-based investment regime is that it
may allow certain innovative investments which prove to be riskier than
originally assessed. It may also be more difficult for the supervisor to take
enforcement actions as principles-based investment requirements admit some
scope for differences in interpretation.
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The supervisor should establish investment requirements having regard to such

i

requirements applied in other, non-insurance, financial sectors. It is important
that requirements are consistent to the extent possible, in order to prevent
groups from transferring assets between the entities in the group to take
advantage of regulatory arbitrage. Consistency of regulation between sectors
assists in maintaining a level playing field and enhances fairness. However,
such requirements should take into account the differences in risk profiles and
risk management between sectors.
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Additional guidance for insurance groups & f B <03 *t 45 F R P

15.1.12 For insurance groups, the supervisor should specify how investments should be

15.2

15.2.1

aggregated for the purposes of regulatory investment requirements that apply to
the group and consider appropriate restrictions on intra-group transactions, for
example, to limit contagion or reputational risk. Issues to be considered may
include exposures to related counterparties and the exposures arising from
investments in subsidiaries and interests over which the insurer has some
influence. In stress situations there will tend to be greater restrictions on
movements and realisation of investments within the group. The regulatory
regime may therefore require contractual evidence of the ability to access assets
for solvency purposes before allowing their inclusion for group purposes.
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The supervisor is open and transparent as to the regulatory investment
requirements that apply and is explicit about the objectives of those
requirements.
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Openness and transparency of the supervisory investment requirements are
required to facilitate its effective operation. The supervisor should be explicit as
to the objectives of setting regulatory investment requirements. This is
particularly important with regard to the consistency of such requirements with
other building blocks of the regulatory solvency assessment of the insurer, such

as the valuation of assets and liabilities, the calculation of regulatory capital

254



requirements and the determination of available capital resources.
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15.2.2  Assupervisor for insurance groups should be explicit as to the requirements that
apply both on a group-wide basis as well as to insurance legal entities within the
group and should address issues specific to groups, such as requirements for
liquidity, transferability of assets and fungibility of capital within the group.
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15.2.3 Inrespect of group solvency, transparency allows appropriate comparisons with
other solvency requirements. The openness and transparency of the regulatory
investment requirements in the jurisdictions in which an insurance group
operates also facilitates the effective individual solvency assessment of insurers
which are members of the group and its corresponding group-wide solvency

assessment.
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15.3 The regulatory investment requirements address at a minimum, the

- Security;

- Liquidity; and

- Diversification;

of an insurer’s ponfolio of investments as a whole.
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15.3.1

15.3.2
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The supervisor should require the insurer to invest assets in such a manner that,

for the portfolio as a whole:
- assets are sufficiently secure;
- payments to policyholders or creditors are able to be made as they fall due
(liquidity);
- assets are held in the appropriate location for their availability; and

- assets are sufficiently diversified.
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Insurance legal entities should be able to demonstrate that they meet the
regulatory investment requirements as well as enterprise risk management
requirements.
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15.3.3

1534

In addition to meeting the qualitative and quantitative investment requirements
at an insurance legal entity level, the insurance group should monitor'*
investment risk exposures on an aggregate basis for the group as a whole.
BRI R ERMORE OF R PR TR R B R
B AA Y T8 BRI TR G R G R R o
The investment requirements should consider cases where losses from
investments made by entities of an insurance group have the ability to weaken
another entity or the group as a whole through intra-group investments (for
example if there is explicit or implicit support from another entity).

PFERFRYEFRGERTRE PP FTIA > SEEBP DT 7500

" REFENERYRSHEEENETEE  BELEEARSHEELREEEE  AERIERNTH,

256



15.3.5

Security

15.3.6
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The assets of an entity within an insurance group may include participations or
investments in another entity within the same group. Appropriate investment
requirements should apply to such investments or participations which have
particular regard to their lack of liquidity. Relatively small holdings in another
insurance group entity which does not give the investor control over the
investee may, for example, be subject to the same requirements that apply to
investments in entities external to the group. On the other hand, for larger
holdings which give the investor control or significant influence over the
investee, consideration should be given to aggregating the assets of the investee
with those of the investor for the purposes of applying investment requirements.
This is done so that adequate security, liquidity and diversification are
maintained and that the investor, using its control over the investee, ensures the
investee’s investment activities are consistent with its own investment policy.
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The supervisor requires that the insurer’s investments are sufficiently secure
both individually and for the portfolio as a whole. A sufficient degree of security
of investments is essential so that obligations to policyholders can be met. The
security of an investment is related to the protection of its value and to the
preservation of its economic substance. Hence it may be necessary to establish
regulatory investment requirements to restrict the insurer’s selection of, and/or

exposure to, investments that have low security or whose security is difficult to
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15.3.7

15.3.8

15.3.9

assess reliably.
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The security of an investment is affected by the risk of default of a counterparty
with which the investment is made, as well as the risk that it will lose its value
(including currency risk, discussed in Guidance 15.4.1). Security is also affected
by the safekeeping, custodianship or trusteeship of its investments. The insurer
should ensure that its overall portfolio is sufficiently secure.
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Where external credit ratings of the investment are available, these may assist
the insurer in determining the security of the counterparty and the associated
risk of default. However, the insurer should be aware of the limits of using
credit ratings and, where appropriate, conduct its own due diligence to assess
the counterparty credit risk exposure. The supervisor may also establish
requirements on the appropriate use of credit ratings by the insurer to ensure a
sufficient degree of security of investments.
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To assess the security of its investments, it is important that the insurer is
capable of assessing the nature, scale and complexity of the associated risks.
This may be difficult in cases where there is a lack of transparency as to the
underlying risk profile of an investment. This may be the case for indirect
investments through a collective investment fund or for investments in more

complex financial instruments such as structured asset products. When an
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15.3.10

15.3.11

insurer invests in some markets, there may also be a lack of transparency or
clarity in respect of the market, regulatory and legal systems that apply and the
degree of protection that they provide.
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For those assets which are lacking in transparency, the risk profile should be
carefully analysed by the insurer. The insurer should look through to the
underlying exposure of the investment as far as possible as well as considering
the additional risks introduced by and inherent in the investment structure. For
example, additional legal risks may arise if investments are located outside of
the insurer’s operating jurisdictions. Potential obligations to make future
payments under the assets should be identified and adequately covered.
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The security of derivative products should be evaluated by taking into account
the assets underlying the derivative, as well as the security of the counterparty
providing the derivative, the purpose for which the derivative is held and the
cover (such as collateral) the insurer has for exposures under the derivative
contract. In some cases, counterparties may provide collateral to improve
security by giving the insurer the right to the collateral if the counterparty fails.
Similarly, the security of investments may be improved by guarantees from
more secure third parties.
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15.3.12

15.3.13
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Some investments that are not themselves derivatives may embed a derivative,
thereby having an effect on the insurer corresponding to the derivative itself.
Some commitments may be transacted through Special Purpose Entities (SPEs)
which may be “off-balance sheet” in some jurisdictions. Such commitments
which are similar to derivatives have similar security issues and the regulatory
investment requirements should address these commitments in a consistent
manner.
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When an insurer lends securities, it must consider both the risk inherent in the
counterparty to which the securities are lent and the risk of the securities
themselves. The insurer should seek to ensure that securities lending
transactions are appropriately collateralised (with suitably frequent updating)
and should recognise that lending a security does not mitigate the risk it poses to
the insurer, even if doing so removes the security from the balance sheet. Care
should be taken by the insurer when investing the collateral it holds that it will
continue to cover the lending under adverse market conditions and that it will be
returnable in the required form when due.
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Additional guidance on security for insurance groups ¥ & @& > |4 c%f *F a‘ﬂ P

15.3.14 The supervisor should make appropriate allowance for the possibility of an

aggregation of exposures in an insurance group compounding security issues
that may be relatively less important when considered at individual entity level.
Correspondingly, the supervisor should guard against a group investing in assets
that are not secure and which may then be distributed around the group to avoid
investment restrictions, by requiring appropriate consolidated disclosure.
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Liquidity 7= #%

15.3.15

15.3.16

The insurer is required to pay benefits to the policyholder when the benefits
become due. In order to do so, the insurer needs to have available assets which
can be used to generate cash when it needs to do so. This includes disposal of
assets for an amount (in the relevant currency) equal to the value it ascribes to
that asset in addition to cash from income on assets that the insurer retains.
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The ability of the insurer to remain in a liquid position may be adversely
impacted if, for example, the insurer pledges or hypothecates its assets, it
experiences an unexpectedly large claim, there is an event resulting in many
claims or a derivative needs to be serviced. A large cash outflow may impact the
liquidity of the insurer leaving it with less liquid assets to make other
policyholder payments.
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15.3.17
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The ability to realise or liquidate an investment at any point in time is
important. For example, where an investment is made in a closed fund, it would
usually not be possible to resell the interest in the fund. This may also impede
the security of the investment in terms of its ability to settle obligations towards
policyholders. Similar considerations would need to be given for property used
by the insurer which might be hard to liquidate without disrupting its
operations.
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Additional guidance on liquidity for insurance groups & & Bt & {2 93 *h 3p = B

15.3.18

15.3.19

The legal and practical impediments to cross-border movement of assets should
also receive due regard. It is unlikely that available capital, however liquid
within a jurisdiction, will be perfectly mobile across jurisdictional borders,
particularly in a crisis. Therefore insurers and home and host supervisors should
have due regard to the nature of the potential legal and practical impediments to
cross-border transfer of assets as well as any potential effect those impediments
might have, particularly in a winding up.
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Group issues are also relevant when managing liquidity risk both in terms of the
availability of additional liquidity and the possible need to provide liquidity

support to other parts of the group.
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15.3.20 Very often, the entities within a group engage in intra-group transactions (e.g.

15.3.21

swaps, inter-company loans) in order to offset risks that exist within different
parts of the group, or so that more mature businesses may support growing
businesses within the group. Such transactions should be done using appropriate
transfer pricing based on current market conditions so that there is appropriate
recognition of the impact of these transactions for each of the entities involved

and the group as a whole.
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Liquidity of assets and fungibility of capital are especially important if the
group relies on diversification between entities without each entity being fully
capitalised on a stand-alone basis (where the supervisor allows this scenario).
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Diversification 4 #t{+s% % 4% it

15.3.22

15.3.23

Diversification and pooling of risks is central to the functioning of insurance
business. To mitigate the risk of adverse financial events, it is important that the
insurer ensures that its overall investment portfolio is adequately diversified and
that its asset and counterparty exposures are kept to prudent levels.
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It is useful to draw a distinction between diversification within a risk category
and diversification between risk categories. Diversification within a risk
category occurs where risks of the same type are pooled (e.g. shares relating to
different companies). It is related to the statistical property that the volatility of

the average of independent, identically distributed random variables decreases
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15.3.24

15.3.25

as the number of variables increases. Diversification between risk categories is
achieved through pooling different types of risk. For example, where the insurer
combines two asset portfolios whose performances are not fully correlated, the
exposure to the aggregated risks will generally be lower than the sum of the
exposures to the risks in the individual portfolios.
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With respect to its investment portfolio, the insurer should ensure that it is
diversified both within as well as between risk categories taking into account
the nature of the liabilities. Diversification between investment risk categories
could, for example, be achieved through spreading the investments across
different classes of assets and different markets. To achieve diversification
within a risk category, the insurer needs to ensure that with respect to a given
type of risk the investments are sufficiently uncorrelated so that — through
pooling of individual assets — there is a sufficient degree of diversification of
the portfolio as a whole.
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To ensure that its investment portfolio is adequately diversified, the insurer
should avoid excessive reliance on any specific asset, issuer, counterparty,
group, or market and, in general, any excessive concentration or accumulation
of risk in the portfolio as a whole. As an example the insurer might consider its
asset concentration by type of investment product, by geographical dispersion,

or by credit rating. The insurer should also ensure that its aggregate exposure to
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related entities is considered and that different types of exposure to the same
entity/group are also considered e.g. equity investment in a reinsurer which is

also providing its reinsurance cover.
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15.3.26 Monitoring investments on a group-wide basis is more likely to make

management aware of issues (e.g. asset concentrations) that could be
overlooked if only the individual legal entities are monitored. Groups that are
unaware of their global exposures could end up with an inappropriate level of
exposure to certain investments, creating financial difficulties within the group
if the value or liquidity of these investments decreases.
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Regulatory investment requirements relating to the nature of the liabilities £2 § & #¥ {273
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15.4

15.4.1

The supervisor requires the insurer to invest in a manner that is appropriate to
the nature of its liabilities.
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The assets that are held to cover policyholder liabilities and those covering
regulatory capital requirements should be invested in a manner which is
appropriate to the nature of the liabilities as the insurer will need to use the

proceeds of its investments to pay the policyholders and other creditors, as and

265



154.2

15.4.3

when the payments to them fall due. The insurer’s investment strategies should
take into account the extent to which the cash flows from its investments match
the liability cash flows in both timing and amount and how this changes in
varying conditions. In this context, the insurer should specifically consider
investment guarantees and embedded options that are contained in its policies. It
should also consider the currency or currencies of its liabilities and the extent to
which they are matched by the currencies of the assets. To the extent that assets
and liabilities are not well matched, movements in financial variables (e.g.
interest rates, market values and exchange rates) could affect the value of the
assets and the liabilities differently and result in an adverse economic impact for
the insurer.
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This requirement to take into account the characteristics of the liabilities does
not necessarily place a requirement on the insurer to employ an investment
strategy which matches the assets and the liabilities as closely as possible.
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As liability cash flows are often uncertain, or there are not always assets with
appropriate cash flow characteristics, the insurer is usually not able to adopt a
completely matched position. The insurer may also wish to adopt a mismatched
position deliberately to optimise the return on its business. In such
circumstances, the supervisor may require the insurer to hold additional
technical provisions and/or capital to cover the mismatching risk. The

regulatory investment requirements may also constrain an insurer’s ability to
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mismatch its assets and liabilities as the extent of mismatching should not
expose policyholders to risks that cannot be effectively managed by the insurer.
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15.4.4 However, close matching of assets and liabilities is usually possible and should
be considered as a potential requirement in the case of unit-linked or universal
life policies where there is a direct link between policyholder benefits and
investment funds or indices. It may not otherwise be possible for the
mismatching risk to be covered effectively by capital. Where a regime requires
assets to be closely matched to such liabilities, other restrictions on investments
may be appropriate to contain the investment fund risk being borne directly by

policyholders.

15.4.5 The insurer should manage conflicts of interest (e.g. between the insurer’s
corporate objectives and disclosed insurance policy objectives) to ensure assets
are invested appropriately. For with-profits liabilities, an insurer should hold an
appropriate mix of assets to meet policyholders’ reasonable expectations.
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15.4.6  Investments that back liabilities including those covering regulatory capital
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requirements within one of a group’s legal entities should be tailored to the

characteristics of the liabilities and the needs of the legal entity and not subject

to undue influence from the wider objectives of the group.
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Regulatory investment requirements regarding risk assessability B ** b *& 3% % 5c # 0%
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15.5 The supervisor requires the insurer to invest only in assets whose risks it can

15.5.1

15.5.2

properly assess and manage.
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The insurer should ensure that its investments, including those in collective
investment funds, are sufficiently transparent and should limit its investments to
those where the associated risks of the asset can be properly managed by the
insurer i.e. where the insurer can identify, measure, monitor, control and report
those risks and appropriately take them into account in its own risk and
solvency assessment.
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The insurer should understand all of the risks involved sufficiently well before
any such investments are undertaken. Such an understanding is necessary in
order to assess how material the risk from a proposed investment is to an
insurer. Assessments of risks should take into account the maximum loss
possible in a transaction, including losses that may occur in situations where
assets or derivatives become liabilities for the insurer.
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15.5.3

1554

P SR R ETT AL aff A .

Where the insurer is able to look through the structure of the investments to the
underlying assets, the insurer should consider the risk characteristics of the
underlying assets and how this affects the risk characteristics of the investments
itself. However, where look through is not possible, appropriate techniques
should be developed to assess the risks associated with the investment, e.g. by
assessing the investment manager of an investment fund
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Investments which are not admitted to trading on a regulated financial market
should be kept to prudent levels as the assessment of their risks may be
subjective. This is particularly relevant where standardised approaches to
determining regulatory capital requirements are used, since such standardised
approaches will often be designed to be not unduly complex and thus feasible in
practice for all insurers, whilst delivering capital requirements which reasonably
reflect the overall risk to which the insurer is exposed. Moreover, by its very
nature a standardised approach may not be able to fully and appropriately reflect
the risk profile of the investment portfolio of each individual insurer.
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1554

Investments held by entities within a group are sometimes managed centrally,
with the entities relying on expertise provided by the group head office or

specialist central unit. Such arrangements may be acceptable if the investment
management unit has the requisite knowledge and skills to assess and manage

the risks of these investments and manages the investments with due regard to
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the needs of the entity in addition to the group as a whole.
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Regulatory investment requirements relating to specific financial instruments +F Z_& & 7
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15.6

15.6.1

15.6.2

The supervisor establishes quantitative and qualitative requirements, where
appropriate, on the use of more complex and less transparent classes of assets
and investment in markets or instruments that are subject to less governance or
regulation.
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Complx investments pose additional risks in that large, sudden and/or
unexpected losses can occur. For example, off-balance sheet vehicles have led
to losses arising from implicit obligations of support, structured credit products
have lost value when correlations between assets increased in stress
environments, and unhedged derivatives have produced large liabilities arising
from extreme low-probability market events.
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Similarly, additional considerations need to be given for assets in which
investment is permitted by the regime (because the risk is generally sufficiently
assessable) but which are less transparent compared to other investments. Other
assets could be less well governed in terms of the systems and controls in place
for managing them or the market regulation that applies to them. Such assets
may present operational risks that may arise in adverse conditions which are
difficult to assess reliably. In terms of market regulation, investments in an

unregulated market or a market that is subject to less regulation such as a
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15.6.3

15.6.4

professional securities market need to be given special consideration.
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Supervisors should therefore establish quantitative and qualitative requirements
or restrictions on such investments including those described below. As an
example, where appropriate the regulatory investment requirements might
include the pre-approval of an insurer’s derivative investment plan e.g. a
dynamic hedging program. That pre-approval procedure could require that the
insurer describe its controls over the derivative investment process and the
testing of the process before it is used in a live environment.
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The investments described below do not represent an exhaustive list and
regulatory investment requirements should be flexible (or sufficiently broad) to
take account of the changing environment. The solvency position and the
sophistication of an insurer should also be considered. The amount of available
capital an insurer has could provide additional flexibility to the supervisor in
particular cases.
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Off-balance sheet structures 7 & f f # 7t 1

15.6.5

The supervisor should consider whether investments in off-balance sheet

structures should be permitted under the regulatory investment regime or if the
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15.6.6

15.6.7

investment was set up in order to circumvent any regulatory investment
requirements.
FEERT BT RAT ARTERNAT > vFFT AL fAbahigg
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SPEs are generally set up for a specific purpose to meet specific payments to
investors, who have accepted the risk profile of their payments based on the
cash flows underlying the SPE. The investment strategy for the SPE may need
to be more restrictive than the strategy for the insurer, which may choose to
make more risky investments if it has adequate free assets.
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The investment strategy for the structure may be different from the investment
strategy for the insurer, as there may be a different appetite to take on different
investment risks. However, the investment strategy adopted by the off-balance
sheet structure may have an impact on the ability of the insurer to make
payments to the policyholders, especially if the structure is in a stressed
position.
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Investments in structured credit products 3 * % Tﬁ.i’] 7 &(structured credit product) £
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15.6.8

It may also be the case that the insurer invests in securities or other financial
instruments which have been “repackaged” by an SPE and which may originate
from other financial institutions (including banks or insurers). Examples of such
instruments are asset backed securities (ABS), credit linked notes (CLN) or
insurance linked securities (ILS). In these cases, it may be very difficult for the

insurer to assess the risk inherent in the investment (and in particular the risk
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15.6.9

15.6.10

profile of the underlying reference instruments which in some cases may be of
particularly poor quality e.g. sub-prime mortgages). Where the originator is
another insurer, the investment may also carry insurance related risks (such as
non-life catastrophe risks in the case of a non-life catastrophe bond
securitisation) which may not be transparent to the insurer or else difficult to
assess.
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In order to prevent that the insurer is exposed to an undue level of risk in such
cases, the supervisor may consider establishing qualitative or quantitative
requirements which may relate directly to the insurer investing in such assets, or

which may relate to the originator of the “repackaged” instrument.
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Such requirements may recognise that some structured credit products are

higher risk than others and consider, for example:

- the treatment of such investment in other financial sectors;
- the extent to which the originator has retained an interest in a proportion of the

risk being distributed to the market;

- the definition and soundness of criteria applied by the originator in extending

the original credit and in diversifying its credit portfolio;

- the transparency of the underlying instruments; and
- the procedures the insurer has in place to monitor exposures to securitisations,

including consideration of securitisation tranches, and reporting them to the
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insurer’s Board and Senior Management and supervisor.
Restrictions or prohibition may be applied to investments in structured products
where appropriate conditions are not satisfied.
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Use of derivatives and similar commitments #72 £ & fr#g 02
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15.6.11 A derivative is a financial asset or liability whose value depends on (or is
derived from) other assets, liabilities or indices (the “underlying asset™).
Derivatives are financial contracts and include a wide assortment of
instruments, such as forwards, futures, options, warrants and swaps. Similar
commitments can be embedded in hybrid instruments that are not themselves
derivatives (e.g. a bond whose maturity value is tied to an equity index is a
hybrid instrument that contains a derivative). An insurer choosing to engage in
derivative activities should clearly define its objectives, ensuring that these are

consistent with any legislative restrictions.

ARG EI-fBARTAL ARG o HGEd B FA L Ak
(e )R (E DR i 2 S - AR MIDEH o nE
SRS AR LN K @Y EH W F CEBREBE R
oo BRI 0 A 9?}5’}»’%/\‘5" BRANDESTEMEF SRS ; é_%_ﬁ:ﬁl £
(oo IR BN E b - Azl 5 %-“u—fr'\— Be 7z T HE
SRR R SRS Ve EY L R i R Y &Y
AP TFEREE AT RG] o

15.6.12 Derivatives, used appropriately, can be useful tools in the management of
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15.6.13

portfolio risk of insurers and in efficient portfolio management. In monitoring
the activities of insurers involved in derivatives, the supervisor satisfies itself
that the insurer has the ability to recognise, measure and prudently manage the
risks associated with their use. The supervisor should obtain sufficient
information on the insurer’s policies and procedures on the use of derivatives
and may request information on the purpose for which particular derivatives are
to be used and the rationale for undertaking particular transactions.
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Given the nature of insurance operations, derivatives should preferably be used
as a risk management mechanism rather than for speculative investment.
Supervisors may restrict the use of derivatives (particularly derivatives that
involve the possibility of unlimited commitments) to the reduction of
investment risk or efficient portfolio management. This means that where
derivatives are used it is required that this is for the purpose of reducing risk and
costs or generating additional capital or income with an acceptable level of risk.
Restrictions may also be applied to require the suitability of derivative
counterparties, the cover the insurer has to meet any obligations it has under the
derivative, the tradability of the derivative and, in the case of over-the-counter
derivatives, the ability to value it and to close it out at that value when needed.
Derivatives should be considered in the context of a prudent overall
asset/liability management strategy. This should also apply to financial
instruments that have the economic effect of derivatives.
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ICP 16 Enterprise Risk Management for solvency purposes ! i ic # = P cheh g &
beE e
The supervisor establishes enterprise risk management requirements for solvency

purposes that require insurers to address all relevant and material risks.
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Introductory Guidance # %

16.0.1

This ICP does not directly apply to non-insurance entities (regulated or
unregulated) within an insurance group, but it does apply to insurance legal
entities and insurance groups with regard to the risks posed to them by
non-insurance entities.
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Enterprise Risk Management & ¥ & '& ¥ 12

16.0.2

16.0.3

16.0.4

Several different terms are commonly used to describe the process of
identifying, assessing, measuring, monitoring, controlling and mitigating risks.
This ICP uses the generic term enterprise risk management (ERM) in
describing these activities in respect of the insurance enterprise as a whole.
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This ICP recognises the importance of an enterprise risk management
framework from a supervisory perspective in underpinning robust insurance
legal entity and group-wide solvency assessment.
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The raison d’étre of insurance is the assumption, pooling and spreading of risk
so as to mitigate the risk of adverse financial consequences to individuals and
businesses that are policyholders. For this reason, a thorough understanding of

risk types, their characteristics and interdependencies, the sources of the risks
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16.0.5

and their potential impact on the business is essential for insurers. Insurers
should exhibit an understanding of their enterprise risk issues and show a
willingness and ability to address those issues. Supervisors should, therefore,
seek to require that the insurer has a competent understanding of risk and
implements sound risk management practices. The ultimate aim of insurance is
to create and protect value for policyholders while using capital resources
efficiently. A purpose of both risk and capital management is to protect
policyholders and capital providers from adverse events. It is therefore natural
for insurers to combine the management of risk and capital.
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ERM involves the self-assessment of all reasonably foreseeable and relevant
material risks that an insurer faces and their interrelationships. One outcome of
ERM, which is particularly relevant for this ICP, is that decisions regarding
risk management and capital allocation can be coordinated for maximum
financial efficiency and, from a supervisory viewpoint, the adequate protection
of policyholders. A fundamental aspect of ERM is a primary focus on the
actions that an insurer takes to manage its risks on an ongoing basis, and
specific aspects of those risks, so as to ensure that they are the risks it intends
to retain both individually and in aggregate and that the insurer stays within its
risk tolerance. ERM also involves the rigorous enforcement of risk standards,
policies and limits.
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16.0.6
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ERM is an acknowledged practice and has become an established discipline
and separately identified function assuming a much greater role in many
insurers’ everyday business practices. Originally, risk management only
facilitated the identification of risks, and was not fully developed to provide
satisfactory methods for measuring and managing risks, or for determining
related capital requirements to cover those risks. ERM processes being
developed today by insurers increasingly use internal models and sophisticated
risk metrics to translate risk identification into management actions and capital
needs. Internal models are recognised as powerful tools that may be used,
where it is appropriate to the nature, scale and complexity to do so, to enhance
company risk management and to better embed risk culture in the company.
They can be used to provide a common measurement basis across all risks
(e.g. same methodology, time horizon, risk measure, level of confidence, etc.)
and enhance strategic decision-making, for example capital allocation and
pricing. Such an approach typically adopts a total balance sheet approach
whereby the impact of the totality of material risks is fully recognised on an
economic basis. A total balance sheet approach reflects the interdependence
between assets, liabilities, capital requirements and capital resources, and
identifies a capital allocation, where needed, to protect the insurer and its

policyholders and to optimise returns to the insurer on its capital.
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16.0.7

16.0.8

A L SRR AFRARR > s (D PPl R E I Kk 2 g
BB ILE b T AR LA P T R Y e B

FAED PO RGBSR E R R AR blc dp b n
BB S RCRPIRZE BIOREE S 02 LR AR o F AR
B AR e BRI G RS AR QT AL A TR
PR R R DGR AL % 2R K A
FAAGZABAMONTA QG FAFREFTAFTRZFON G 22
TR L FER Y R R R A 2 H

BT AR o

W IR R AT ASERY B

ERM provides a link between the ongoing operational management of risk and
longer-term business goals and strategies. Appropriate risk management
policies should be set by each insurer according to the nature, scale and
complexity of its business and the risks it bears. This ICP focuses on the link
between risk management and the management of capital adequacy and
solvency. Insurers should integrate their ERM framework in their overall
corporate governance framework as described in ICP 8 Risk Management and
Internal Controls.
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The objective of ERM is not to eliminate risk. Rather, it is to manage risks
within a framework that includes self-imposed limits. In setting limits for risk,
the insurer should consider its solvency position and its risk tolerance. Limits
should be set after careful consideration of corporate objectives and
circumstances, and, where appropriate, should take into account the projected
outcomes of scenarios run using a range of plausible future business
assumptions which reflect sufficiently adverse scenarios. Within these limits,

risks can be reduced if this is cost effective, or increased, if justified by the
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expectation of enhanced returns and the availability of additional capital,
without endangering the capacity of the insurer to meet its commitments to
policyholders.
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16.0.9 The IAIS recognises the different levels of sophistication of supervisors and
insurance markets around the world and acknowledges that this ICP may not
be fully achievable by some insurers and in some markets in the near future.
Nevertheless, the TAIS believes that good risk management practices and
procedures need to be in place for solvency requirements to be effective. ERM
that follows this ICP is expected to enhance confidence in assessing an
insurer's financial strength. The IAIS envisages that solvency requirements
will, over time, be developed towards conformity with the ICPs. The IAIS
nevertheless wishes to emphasise that this ICP does not prescribe a specific
aspect of solvency requirements which is to be applied compulsorily by IAIS
members.
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16.1

The supervisor requires the insurer’s enterprise risk management framework to
provide for the identification and quantification of risk under a sufficiently
wide range of outcomes using techniques which are appropriate to the nature,
scale and complexity of the risks the insurer bears and adequate for risk and
capital management and for solvency purposes.
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Risk identification B *& F¥3s

16.1.1

16.1.2

The ERM framework should identify and address all reasonably foreseeable
and relevant material risks to which an insurer is, or is likely to become,
exposed. Such risks should include, at a minimum, underwriting risk, market
risk, credit risk, operational risk and liquidity risk and may also include, for
example, legal risk and risk to the reputation of the insurer.
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After identification of risks, an insurer should highlight significant risks
together with possible key leading indicators (e.g. a relevant stock market

indicator). This information should be included in regular management

information which is relevant and focussed.
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Causes of risk and the relationship between risks & *& K ik 12 2 b & 2. B chdp B 14

16.1.3

An insurer should consider the causes of different risks and their impacts and
assess the relationship between risk exposures. By doing so, an insurer can
better identify both strengths and weaknesses in governance, business and
control functions, and should use and improve risk management policies,

techniques and practices and change its organisational structure to make these

282



16.1.4

16.1.5

improvements where necessary. The insurer should also assess external risk
factors which, if they were to crystallise, could pose a significant threat to its
business. The insurer should recognise the limitations of the methods it uses to
manage risks, the potential impact these limitations may have, and adapt its
risk management appropriately.
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In assessing the relationship between risk exposures, consideration should be
given to correlations between the tails of risk profiles. For example, risks that
show no strong dependence under normal economic conditions, such as
catastrophe risks and market risks, could be more correlated in a stress
situation.
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As an illustration, insurers should be particularly aware that certain major

TIXRPEGRMIE A

(“

trigger events, such as catastrophes, downgrades from rating agencies or other
events that have an adverse impact on the insurer’s reputation, can result, for
example, in a high level of claims, collateral calls or policyholder terminations,
especially from institutional counterparties or institutional policyholders and
hence lead to serious liquidity issues. The ERM framework should adequately
address the insurer’s options for responding to such trigger events.
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Measuring, analysing and modelling the level of risk B *& A2 & chfir g ~ & 15717 % it

16.1.6

16.1.7

The level of risk is a combination of the impact that the risk will have on the
insurer and the probability of that risk materialising. The level of risk borne by
the insurer should be assessed regularly using appropriate forward-looking
quantitative techniques such as risk modelling , stress testing, including
reverse stress testing, and scenario analysis. An appropriate range of adverse
circumstances and events should be considered, including those that pose a
significant threat to the financial condition of the insurer, and management
actions should be identified together with the appropriate timing of those
actions. Risk measurement techniques should also be used in developing
long-term business and contingency plans, where it is appropriate to the
nature, scale and complexity to do so.

BOGATR Gl b G RG A R B R S i AT & s S e
Foo G AR Y Em PR e R TR R o Ao R
A RS PR RRFE B BREHEFRAE c FRARYE 4

Bk S EES P2 fIFRE 32 TRTFEFEHNE T
B A E R PRS0 bR R BT iR R R RHCE A SR
Bog* LM EBRTEL BEI;EY -

Different approaches may be appropriate depending on the nature, scale and
complexity of a risk and the availability of reliable data on the behaviour of
that risk. For example, a low frequency but high impact risk where there is
limited data, such as catastrophe risk, may require a different approach from a
high frequency, low impact risk for which there is substantial amounts of
experience data available. Stochastic risk modelling may be appropriate to
measure some non-life catastrophe risks for example, whereas relative simple
calculations may be appropriate in other circumstances.
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16.1.8

16.1.9

16.1.10

The measurement of risks should be based on a consistent economic
assessment of the total balance sheet as appropriate to ensure that appropriate
risk management actions are taken. In principle, ERM should take into
consideration the distribution of future cash flows to measure the level of risks.
Care should be taken not to base ERM decisions purely on accounting or
regulatory measures that involve non-economic considerations and
conventions although the constraints on cash flows that they represent should

be taken into account.
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The quantitative assessment of risks the insurer faces provides it with a

disciplined method of monitoring risk exposure. Assessments undertaken at

different times should be produced on a broadly consistent basis overall, so

that any variations in results can be readily explained. Such analysis also aids

an insurer in prioritizing its risk management.
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Where models are used, it must be remembered that, regardless of how

sophisticated they are, they cannot exactly replicate the real world. As such,

the use of models itself generates risk (modeling and parameter risk) which, if

not explicitly quantified, at least needs to be acknowledged and understood as

the insurer implements its ERM framework, including by the insurer’s Board

and Senior Management.
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16.1.11

16.1.12

16.1.13
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Models may be external or internal. External models may be used to assess
external insurance or market risks while internal models may be developed by
an insurer to assess specific material risks or to assess its risks overall where
this cannot be done appropriately by external models.
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Internal models can play an important role in facilitating the risk management
process and supervisors should encourage insurers to make use of such models
for parts or all of their business where it is appropriate to the nature, scale and
complexity to do so. Further guidance on the use of internal models for the
insurers own risk and solvency assessment is contained in paragraphs 16.14.11
- 16.14.19.
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Where a risk is not readily quantifiable, for instance some operational risks or
where there is an impact on the insurer’s reputation, an insurer should make a
qualitative assessment that is appropriate to that risk and sufficiently detailed
to be useful for risk management. An insurer should analyse the controls
needed to manage such risks to ensure that its risk assessments are reliable and
consider events that may result in high operational costs or operational failure.
Such analysis is expected to inform an insurer’s judgments in assessing the
size of the risks and enhancing overall risk management.
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16.1.14

16.1.15

16.1.16

16.1.17
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Stress testing measures the financial impact of stressing one or relatively few
factors affecting the insurer. Scenario analysis considers the impact of a
combination of circumstances which may reflect extreme historical scenarios
which are analysed in the light of current conditions. Scenario analysis may be
conducted deterministically using a range of specified scenarios or
stochastically, using models to simulate many possible scenarios, to derive

statistical distributions of the results.
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Stress testing and scenario analysis should be carried out by the insurer to
validate and understand the limitations of its models. They may also be used to
complement the use of models for risks that are difficult to model, or where
the use of a model may not be appropriate from a cost-benefit perspective.
This may arise, for example, where a range of calculations is urgently required
focusing on specific aspects or going beyond the current parameters of the
model to investigate the effect of proposed management actions.
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Scenario analysis may be particularly useful as an aid to communication in
relation to risk management between the Board and Senior Management and
other parts of the organisation thereby facilitating the integration of the
insurer’s ERM framework with its business operations and culture.

FEAITT G R AT F § 2 PRI AGH R R R bk RE

g

% 1%
ga@ﬁv;&i’mfuﬁ%;ﬁﬁir#* Bpre b BEEN L ERGH I

B

Reverse stress testing, which identifies scenarios that are most likely to cause

287



an insurer to fail, may also be used to enhance risk management. While some
risk of failure is always present, such an approach may help to ensure adequate
focus on the management actions that are appropriate to avoid undue risk of
business failure. The focus of such reverse stress testing is on appropriate risk
management actions rather than the assessment of financial adequacy and so
may be largely qualitative in nature although broad assessment of associated
financial impacts may help in deciding the appropriate action to take.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups

16.1.18
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‘Group risk’ arises for insurance legal entities that are members of groups.
Group risk also arises for an insurance group in respect of the widest group of
which it is part. Group risk includes the risk that an insurance legal entity may
be adversely affected by an occurrence (financial or non-financial) in another
group entity. For instance, losses in one group member may create pressure to
divert the financial resources of other members of the group to that entity or
otherwise lead to a depletion of those financial resources. Group risk also
includes the risk that the financial stability of a group or insurance legal
entities within the group may be adversely affected by an event in a legal
entity, a group-wide occurrence or an event external to the group. For example,
the positive aspects of being a member of a group might be lessened due to
restructuring.
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16.1.19

16.1.20
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Group risk may arise, for example, through contagion, leveraging, double or
multiple gearing, concentrations, large exposures and complexity.
Participations, loans, guarantees, risk transfers, liquidity, outsourcing
arrangements, and off-balance sheet exposures may all give rise to group risk.
Many of these risks may be borne by standalone insurance legal entities and
are not specific to membership of a group. However, the inter-relationships
among group members including aspects of control, influence and
interdependence alter the impact of risks on group members and should
therefore be taken into account in managing the risks of an insurance legal
entity that is a member of an insurance group and in managing the risks of that
insurance group as a whole. To be effective, the management of insurance
group risk needs to take into account risks arising from all parts of an
insurance group including non-insurance entities (regulated or non-regulated)
and partly-owned entities.
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The risks identified and the techniques that are appropriate and adequate for
measuring them, including stress testing, scenario analysis, risk modelling and
reverse stress testing, may differ at insurance group and insurance legal entity
level. Where an insurance legal entity’s ERM framework is an integral part of
the insurance group’s ERM framework, the techniques used to measure risks at

insurance legal entity level should include those that are appropriate and
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16.1.21

16.1.22

adequate at the insurance legal entity level in order to meet the insurance legal
entity’s ERM requirements.
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The ERM of an insurance group should address the direct and indirect
interrelationships between its members. The more clearly defined and
understood such relationships are, the more accurately they can be allowed for
in the group-wide solvency assessment. For example, legally enforceable
capital and risk transfer instruments (CTRI) established between insurance
group members may help to establish the integrity of the insurance group and

the effectiveness of its ERM framework for group-wide solvency assessment

purposes.
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Assumptions that are implicit in the solvency assessment of an insurance legal
entity may not apply at an insurance group level because of the legal
separation of insurance group members. For example, there may be few
constraints on the fungibility of capital and the transferability of assets within
an individual insurance legal entity. An assumption of full fungibility may be
appropriate for such an insurer. However, such constraints may feature much
more prominently for an insurance group and may, for example, restrict the
degree to which benefits of diversification of risks across the group can be
shared among group members. Such constraints should be taken into account
in both the insurance group’s and the insurance legal entity’s ERM
frameworks.
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16.1.23  The following diagram Figure 16.1 illustrates the IAIS standard ERM
framework showing the key features of the framework as described in the
following sections of this ICP.
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Figure 16.1 The IAIS standard ERM framework
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The supervisor requires the insurer’s measurement of risk to be supported by
accurate documentation providing appropriately detailed descriptions and
explanations of the risks covered, the measurement approaches used and the
key assumptions made.
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Enterprise risk management Framework - Risk management policy
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16.3

16.3.1

The supervisor requires the insurer to have a risk management policy which
outlines how all relevant and material categories of risk are managed, both in
the insurer’s business strategy and its day-to-day operations.
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As part of the required ERM framework, an insurer should describe its policy
for managing the risks to which it is exposed, including the processes and
methods for monitoring risk. A risk management policy would be expected to
include a description of the insurer's policies towards risk retention, risk
management strategies including reinsurance and the use of derivatives,
diversification/ specialization and asset-liability management (ALM).
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16.3.2
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An insurer’s risk management policy should clearly address the relationship
between pricing, product development and investment management in order
that product design and pricing and the accompanying investment strategy are
appropriately aligned. In particular, investment and product benchmarks may

need to be established to require that the insurer’s financial objectives continue

to be met.
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Additional guidance for insurance groups and insurance legal entities that are members of
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16.3.3

16.3.4

16.3.5

An insurance group should have a risk management policy which outlines the
way in which it manages all the risks that are relevant and material at
insurance group level, both in its business strategy and its day-to-day
operations. This includes group risk that arises from the insurance group being
part of a wider group.
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The categories of risks covered by the insurance legal entity’s risk
management policy should include the category comprising all of the
additional group risks it faces as a result of its membership of a group. Such
risks may arise from the widest group of which the insurance legal entity is a
member and not only from its insurance group.
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Where an insurance legal entity’s risk management policy is an integral part of
an insurance group’s risk management policy, it is the responsibility of the

Board and Senior Management of the insurance legal entity to make sure that
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16.4

16.4.1

16.4.2

the insurance legal entity’s risk management policy covers all the risks that are
relevant and material at insurance legal entity level and that this policy is
clearly defined and understood.
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The supervisor requires the insurer to have a risk management policy which
describes the relationship between the insurer’s tolerance limits, regulatory
capital requirements, economic capital and the processes and methods for
monitoring risk.

BEREREE ARG E B AR BERERE A F LU
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An insurer's risk management policy should describe how its risk management
links with its management of capital (regulatory capital requirement and
economic capital).
T A2 ' E AR R e R e P R T AMERT AL R2
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As an integral part of its risk management policy, an insurer should also
describe how its risk management links with corporate objectives, strategy and
current circumstances. A reasonably long time horizon, consistent with the
nature of the insurer’s risks and the business planning horizon, should be
considered by the risk management policy so that it maintains relevance to the
insurer's business going forward. This can be done by using methods, such as
scenario models, that produce a range of outcomes based on plausible future
business assumptions which reflect sufficiently adverse scenarios. The insurer
should monitor risks so that the Board and Senior Management are fully aware
of the insurer's risk profile and how it is evolving. Where models are used for
business forecasting insurers should perform back-testing, to the extent

practicable, to validate the accuracy of the model over time. 1% % kb *& ¢ IZ <
W= FRA o G A de R R IR Ae 2 TP R v 2 IR kAR
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16.4.3
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As part of its risk mitigation strategy, an insurer may transfer some of the risk
on its own balance sheet to an off-balance sheet structure, such as a special
purpose vehicle (SPV). SPVs are generally set up for a specific purpose to
meet specific payments to investors, who have accepted the risk profile of their
payments based on the cash flows underlying the SPV. The risk remaining with
the insurer as a result of the off-balance sheet structure should be managed
effectively. For an SPV these may arise as follows:

Even though the SPV’s cash flows are not part of the insurer’s balance sheet,
the insurer may still face pressure to support the payments out of the SPV
during periods of stress, due to reputational damage to the insurer if the
payments to the investors are not made.

Default by an SPV may cause the insurer reputational damage and affect its
ability to raise finance in the future, possibly leading to liquidity issues. In
addition, default by an SPV may have implications on the insurer’s credit
rating, which may further affect the insurer’s ability to raise finance in the
future.

The investment policy of SPV including that for assets transferred from the
insurer may differ from the investment policy of the insurer because of
differences in capital and risk tolerance. However, the investment strategy
adopted by the SPV may have an impact on the insurer’s ability to make
payments to the policyholders, especially if the SPV is in a stressed position.
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16.5

16.5.1
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The supervisor requires the insurer to have a risk management policy which
includes an explicit asset-liability management (ALM) policy which clearly
specifies the nature, role and extent of ALM activities and their relationship
with product development, pricing functions and investment management.
ERFERFERATIAG TR AN R P EOTAL G E
T2 (Asset-Liability Management ; ALM)#c ik » 2 p 3 i £ L& FT AL F
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ALM is the practice of managing a business so that decisions and actions taken
with respect to assets and liabilities are coordinated. To co-ordinate the
management of risks associated with assets and liabilities, the insurer’s risk
management policy should include an explicit ALM policy which is
appropriate to the nature, scale and complexity of those risks to set out how the
investment and liability strategies adopted by the insurer allow for the
interaction between assets and liabilities, how the liability cash flows will be
met by the cash inflows and how the economic valuation of assets and
liabilities will change under an appropriate range of different scenarios. ALM
does not imply that assets should be matched as closely as possible to
liabilities but that mismatches are effectively managed. Not all ALM needs to

use complex techniques. For example, simple, low risk or short term business
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16.5.2

16.5.3

may call for less complex ALM techniques.
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The ALM policy should recognise the interdependence between all of the
insurer’s assets and liabilities and take into account the correlation of risk
between different asset classes as well as the correlations between different
products and business lines, recognising that correlations may not be linear.
The ALM framework should also take into account any off-balance sheet
exposures that the insurer may have and the contingency that risks transferred
may revert to the insurer.
Pt A F AR E AR BB ERRRF AT TAS f LT ade3
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Different strategies may be appropriate for different categories of assets and
liabilities. One possible approach to ALM is to identify separate homogeneous
segments of liabilities and obtain investments for each segment which would
be appropriate if each liability segment was a stand-alone business. Another
possible approach is to manage the insurer’s assets and liabilities together as a
whole. The latter approach may provide greater opportunities for profit and
management of risk than the former. If ALM is practised for each business
segment separately, this is likely to mean that the benefits of scale, hedging,

diversification, and reinsurance that can be gained from managing the different
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16.5.4

16.5.5

segments of assets and liabilities together are ignored or receive less attention.
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However, for some types of insurance business it may not be appropriate to
manage risks by combining liability segments. It may be necessary for the
insurer to devise separate and self-contained ALM policies for particular
portfolios of assets that are “ring fenced” or otherwise not freely available to
cover obligations in other parts of the company.
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Assets and liabilities may be ring-fenced to protect policyholders. For
example, non-life insurance business is normally ring-fenced from life
insurance business, and a separate fund of assets may be used to determine the
benefits under participating business. Some assets may be required by
regulation or the insurer’s risk management policy to be closely matched with
corresponding liabilities, for example equity-linked or indexed-linked benefits
may be closely matched with corresponding assets, and annuities cash
outflows may be closely matched with cash inflows from fixed income
instruments.

B A S RS > T g T A2 | iR ®IE(ring-fenced) o bl4r A
o EEIE 0 AWK PG E e Fara B & A4 o ¥ A (participating
business)™ i & * B ulitdy X2 FAOA L > KA THfIBOF K B

TRRELA TR G EERR > PR EREFLFTALMERDE G P e

298
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16.6
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Some liabilities may have particularly long durations, such as certain types of
liability insurance and whole-life policies and annuities . In these cases, assets
with sufficiently long duration may not be available to match the liabilities,
introducing a significant reinvestment risk, such that the present value of
future net liability cash flows is particularly sensitive to changes in interest
rates. Many financial markets throughout the world do not have long fixed
income assets to back long duration liabilities. There may also be gaps in the
asset durations available. This may be an issue even in the most well
developed markets for some types of liabilities. Risks arising from mismatches
between assets and liabilities require particular attention. The insurer should
give explicit attention within its ALM policy to risks arising from liabilities
with substantially longer durations or other mismatches with assets available
from the corresponding financial markets to ensure that they are effectively
managed by holding adequate capital or having appropriate risk mitigation in
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The supervisor requires the insurer to have a risk management policy which is
reflected in an explicit investment policy which:

specifies the nature, role and extent of the insurer’s investment activities and

how the insurer complies with the regulatory investment requirements
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16.6.1

16.6.2

established by the supervisor.
establishes explicit risk management procedures within its investment policy
with regard to more complex and less transparent classes of asset and
investment in markets or instruments that are subject to less governance or
regulation.
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The insurer’s risk management policy should be reflected in an explicit
investment policy. Such a policy may, for example, set out the insurer’s
strategy for optimising investment returns and specify asset allocation
strategies and authorities for investment activities and how these are related to
the ALM policy. It may also specify how regulatory investment requirements
(see ICP 15 Investment) and other parameters are met.
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The insurer’s investment policy should outline its policy towards inherently
risky financial instruments such as derivatives of various types, hybrid
instruments that embed derivatives, private equity, alternative investment
funds such as hedge funds, insurance linked instruments and commitments
transacted through special purpose vehicles. Consideration of the associated
counterparty credit risk should be included in the investment policy. It should
also set out the policy for the safe-keeping of assets including custodial

arrangements and the conditions under which investments may be pledged or

lent.
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16.6.3

16.6.4
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Similarly, explicit consideration should be given by the insurer to assets for
which the risk is generally sufficiently assessable to be permitted by the
supervisor but, compared to other investments, are more complex, less
transparent, less well regulated in terms of the market regulation that applies to
them or less well governed in terms of the processes required to manage them.
Such assets may present operational risks in adverse conditions which are
difficult to assess reliably. In terms of market regulation, investments in an
unregulated market or a market that is subject to less governance such as a
professional securities market and investments that are not traded on a public
exchange need to be given special consideration.
e, R A S - LT E G Eulhd B A1 BERARR R
Pyl o ftd WEA LTI LAPWRG IV REFRE B P R
Pk 2 AR AR ARG UG Y ARG 1 B R F AR R
CF AR RAPRERY AFR T OALTREL KT AL A
Frm ™ T R TER YR S B R BRI e LR L R

B
@f:féi-fil:’f’] —‘E‘_oﬁ‘fﬁl\’ﬁ }%‘Jﬂ_‘%é ’7\ J'FL_?G )L/r—-r‘g‘;_w:y»’ﬁ

Rl
1>

Brd ¥F X3 3) > NA ORI IR T > PIGRFAE AL

For investment risks in particular, it is important for the insurer to understand
the source, type and amount of risk that it is accepting across all lines of
business. For example, where there is a complex chain of transactions it should
understand who has the ultimate legal risk or basis risk. Similar questions arise
where the investment is via external funds, especially when such funds are not
transparent.
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16.6.5

16.6.6

16.6.7

For insurers in many jurisdictions concentration risk arising from the limited
availability of suitable domestic investment vehicles is an issue. By contrast,
international insurers’ investment strategies may be complex because of a need
to manage and match assets and liabilities in a number of currencies and
different markets. In addition, the need for liquidity resulting from potential
large-scale payments may further complicate an insurer’s investment strategy.
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The insurer should have the competencies necessary to manage the instruments
it is investing in. For complex investment activities (including underwriting
guarantees for such complex securities) robust models of risks that consider all
relevant variables may be needed. It is the insurer’s responsibility to ensure
that the internal expertise and competence necessary are in place at all levels
of the organisation to manage these risks effectively including the expertise to
apply and vet any models used and to assess them against market convention.
Also, an insurer needs explicit procedures to evaluate hidden and non-standard
risks associated with complex structured products, especially new forms of
concentration risk that may not be obvious.
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For complex investment strategies, aspects to consider include liquidity and
responsiveness to sudden market movements. Stress testing, as well as
contingency planning for stressed situations, is essential. Trial operation of

procedures for sufficiently long periods may also be appropriate in advance of
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16.6.8

‘live’ operation.
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For derivatives, for example, there is a wide variation of products. There are

e

also hybrid instruments that embed derivatives such as bonds whose maturity

values are tied to an equity index. The insurer’s risk management policy

should be clear about the purpose of using derivatives and address whether it is
appropriate for it to rule out or restrict the use of some types of derivatives
where, for example:

- the potential exposure cannot be reliably measured,;

- closing out of a derivative is difficult considering the illiquidity of the

market;

- the derivative is not readily marketable as may be the case with- the exposure
to any one counterparty exceeds a specified amount over-the-counter
instruments;

- independent (i.e. external) verification of pricing is not available;

- collateral arrangements do not fully cover the exposure to the counterparty;

- the counterparty is not suitably creditworthy; and

- the exposure to any one counterparty exceeds a specified amount

These factors are particularly important for "over-the-counter" derivatives

which are not effected or issued on or under the rules of a regulated market.

The effectiveness of clearing facilities available may be a relevant

consideration in assessing the counterparty risk associated with some types of

widely traded "over-the-counter” derivatives, such as credit default
swaps.available may be a relevant consideration in assessing the counterparty
risk associated with some types of widely traded ‘over-the-counter’
derivatives, such as credit default swaps.
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16.7.1
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The supervisor requires the insurer to have a risk management policy which
includes explicit policies in relation to underwriting risk.
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The risk management policy should also include explicit policies in relation to
underwriting risk i.e. the specific insurance risk arising from the underwriting
of insurance contracts. Such policies may relate to the underwriting process,
pricing, claims settlement both in terms of timing and amount and expense
control aspects of managing the risks arising from the insurance contracts the
insurer writes. Such policies may include, for example, the terms on which
contracts are written and any exclusions, the procedures and conditions that
need to be satisfied for risks to be accepted, additional premiums for
substandard risks, and procedures and conditions that need to be satisfied for
claims to be paid.
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16.7.2

16.7.3

16.7.4

16.7.5

ALM may be needed to address parts of underwriting risk. The uncertainty of
timing and size of future claim payments, especially for long-tail non-life
business, may require coordination with the management of assets under the

ALM policy.
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The insurer should ensure that the underwriting policy pays particular attention
to risk retention and risk transfer through reinsurance and other forms of risk
transfer as appropriate to the insurer’s risk profile and capital. The policy
should take account of the effectiveness of risk transfer in adverse
circumstances.
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Expense control is an important part of managing risk especially in conditions
of high general rates of inflation. Inflation of claim amounts also tends to be
high in such conditions for some types of risk. Insurers should therefore have
systems in place to control their expenses, including claims handling and
administration expenses. These expenses should be monitored by management
on an ongoing basis.
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Reinsurance arrangements should be adequate and the claims by the insurer on
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its reinsurers should be recoverable. This includes ensuring that:the insurer’s
reinsurance programme provides coverage appropriate to its level of capital,
the profile of the risks it underwrites, its business strategy and risk tolerance;
the protection provided by the reinsurer is secure. This might be addressed by
the insurer by ensuring that the financial strength of the reinsurer is adequate,

obtaining collateral (including trusts, letters of credit or funds withheld),
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limiting exposure to particular reinsurers or holding adequate capital to cover
exposure to the risk of reinsurer default. Insurers should perform their own
assessment of the financial strength of reinsurers and be careful not to place
undue emphasis on external ratings; and the effectiveness of the transfer of risk
should be assessed for particular risk transfer arrangements to ensure that risk
will not revert to the insurer in adverse circumstances. The insurer should
review its arrangements if there is a possibility that it will provide support to
the reinsurer in such circumstances.
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Enterprise risk management Framework - Risk tolerance statement
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16.8

The supervisor requires the insurer to:

establish and maintain a risk tolerance statement which sets out its overall
quantitative and qualitative risk tolerance levels and defines risk tolerance
limits which take into account all relevant and material categories of risk and
the relationships between them;

make use of its risk tolerance levels in its business strategy; and

embed its defined risk tolerance limits in its day-to-day operations via its risk
management policies and procedures.
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16.8.1

16.8.2

ErFAEARGFLREP S oGP R E SO FRTC 2 R
B FLRARER TR GFILRYEF  Z /T E 27T T £

B GATY 0 R ARG M > TRR G F LR U
WOPEBRREY ORFREGFLAEIMNEEERGERALERR B

e F L RUR gt T ivgd o
In parallel with developing its risk management policy, establishing
appropriate tools for analysing, assessing, monitoring and measuring risks and
identifying its risk exposures, an insurer should establish and maintain a risk
tolerance statement. An insurer’s overall risk tolerance statement should set
out the level of risk to which it is willing and able to be exposed, taking into
account its financial strength and the nature, scale and complexity of its
business and risks, the liquidity and transferability of its business, and the
physical resources it needs to adequately manage its risks.
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The risk tolerance statement should define the insurer's ‘tolerance limits’
which give clear guidance to operational management on the level of risk to
which the insurer is prepared to be exposed and the limits of risk to which they
are able to expose the insurer as part of their work. An insurer should consider
how these tolerance limits are to be suitably embedded in its ongoing
operational processes. This can be achieved, for instance, by expressing
tolerance limits in a way that can be measured and monitored as part of
ongoing operations. Stress testing can also provide an insurer with a tool to
help ascertain whether its tolerance limits remain suitable for its business.
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Additional guidance for insurance groups and insurance legal entities that are members of
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16.8.3

16.8.4

An insurance group should establish and maintain a risk tolerance statement
based on its strategy which sets out its overall quantitative and qualitative
tolerance levels and defines tolerance limits which take into account all
categories of risk which are relevant and material to the insurance group and
the relationships between them. The insurance group’s risk tolerance levels
should be actively applied within its ERM framework and risk management
policy.

An insurance legal entity’s risk tolerance statement should define tolerance
limits taking into account the category of risks comprising all of the group
risks it faces as a result of membership of a group to the extent that they are
relevant and material to the insurance legal entity.
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Insurance group tolerance limits should give the Board and Senior
Management of a member insurance legal entity clear guidance on the level of
risk which the insurance group is prepared to take and the limits to which the
insurance legal entity is able to expose the insurance group during the course
of its business. It is the responsibility of the Board and Senior Management of
the insurance legal entity to make sure that their group environment is clearly
defined and understood.
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Enterprise risk management Framework - Risk responsiveness and feedback loop & % k
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16.9

16.9.1

16.10

The supervisor requires the insurer's ERM framework to be responsive to
changes in its risk profile.
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The ERM framework and risk management policy of the insurer should be
responsive to change as a result of both internal and external events. The
framework should include mechanisms to incorporate new risks and new
information on a regular basis. For example, new risks identified from within
the business may include new acquisitions, investment positions, or business
lines. New information may become available from external sources, as a
result of evolution of the environment affecting the nature and size of
underlying risks. Supervisory and legislative requirements, rating agency
concerns (if applicable), political changes, major catastrophes or market
turbulence may all make changes necessary. The framework and policy should
also be responsive to the changing interests and reasonable expectations of
policyholders and other stakeholders.
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The supervisor requires the insurer’s ERM framework to incorporate a
feedback loop, based on appropriate and good quality information,
management processes and objective assessment, which enables it to take the
necessary action in a timely manner in response to changes in its risk profile.
T RE ARG A ER G EREH RATEE T L UEEFaT
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309



16.10.1
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Within the ERM framework there should also be a ‘feedback loop’. This
should ensure that decisions made by the Board and Senior Management are
implemented and their effect monitored and reported in a timely and
sufficiently frequent manner via good management information. The feedback
loop is the process of assessing the effect, within the ERM framework, of
changes in risk leading to changes in risk management policy, tolerance limits
and risk mitigating actions. Without this continual updating process,
complemented by explicit one-off changes in response to major events, the
ERM framework would not remain relevant in assisting the insurer in meeting

its strategic and risk objectives.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups 4%t iRth B B 2 Rtk A R :4#] B 4L

16.10.2

16.10.3

An insurance group’s ERM framework should incorporate a feedback loop,
based on appropriate and good quality information, management processes and
objective assessment, which enables it to take the necessary action in a timely
manner in response to changes in its risk profile.
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Group risk should be included in the feedback loop of the insurance legal
entity’s ERM framework in respect of the widest group of which it is a
member. This means the insurance legal entity should obtain appropriate and
good quality information about changes in the group which affect its risk

profile. It also means the management of the insurance legal entity should
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provide information to an insurance group of which it is a member as part of
the feedback loop of the insurance group’s ERM framework.
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Own risk and solvency assessment (ORSA) p # | *& % '}f{- e ? =i

16.11

16.11.1

16.12

16.12.1

The supervisor requires the insurer to perform its own risk and solvency
assessment (ORSA) regularly to assess the adequacy of its risk management
and current, and likely future, solvency position.
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Every insurer should undertake its own risk and solvency assessment (ORSA)
and document the rationale, calculations and action plans arising from this
assessment. The ability of an insurer to reflect risks in a robust manner in its
own assessment of risk and solvency is supported by an effective overall ERM
framework, and by embedding its risk management policy in its operations. It
is recognised that the nature of the assessment undertaken by a particular
insurer should be appropriate to the nature, scale and complexity of its risks.
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The supervisor requires the insurer’s Board and Senior Management to be
responsible for the ORSA.
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The prime purpose of the ORSA is to assess whether its risk management and
solvency position is currently adequate and is likely to remain so in the future.
Responsibility for the ORSA rests at the top level of the insurer’s organisation,
the insurer’s Board and Senior Management. Where it is appropriate to the

nature, scale and complexity to do so, the effectiveness of the ORS A should be
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16.13

16.13.1

assured through internal or external independent overall review by a suitably
experienced individual, such as a Chief Risk Officer, who reports directly to or
is a member of the Board.
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The supervisor requires the insurer’s ORS A to encompass all reasonably
foreseeable and relevant material risks including, as a minimum, underwriting,
credit, market, operational and liquidity risks and additional risks arising due
to membership of a group. The assessment is required to identify the
relationship between risk management and the level and quality of financial
resources needed and available.
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In its ORSA an insurer should consider all material risks that may have an
impact on its ability to meet its obligations to policyholders, including in that
assessment a consideration of the impact of future changes in economic
conditions or other external factors. An insurer should undertake an ORSA on
a regular basis so that it continues to provide relevant information for its
management and decision making processes. The insurer should regularly
reassess the causes of risk, and the extent to which particular risks are material.
Significant changes in the risk profile of the insurer should prompt it to
undertake a new ORSA. Risk assessment should be done in conjunction with
consideration of the effectiveness of applicable controls to mitigate the risks.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups 4% iRtk B2 g A ﬁv%‘ﬁ‘ﬂjﬁ B 4L

16.13.2

16.13.3

16.13.4

Adequate risk management should be in place within an insurance group and
should be assessed on an insurance group-wide basis to enhance the
assessment of insurance legal entities that are members of the group.
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An insurance group should perform its ORSA to assess the adequacy of the
group’s risk management and current, and likely future, solvency position. The
nature of the assessment should be appropriate to the nature, scale and
complexity of the risks at insurance group level. The risks should include all
reasonably foreseeable and relevant material risks arising from every member
of the insurance group and from the widest group of which the insurance group
is part. The insurance group’s ORS A should make sure that there are no
material risks of the group that are not captured, that the fungibility of capital
and the transferability of assets within the group is taken into account and that
capital is not double counted. It is likely to be appropriate to the nature, scale
and complexity of their risks for particular care to be given to these aspects for
large complex groups.
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Similarly, the insurance legal entity’s ORS A should include all additional risks
arising due to membership of the widest group of which it is a part to the

extent that they impact the insurance legal entity as appropriate to the nature,
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16.13.5

16.13.6

scale and complexity of those risks.
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In both the insurance legal entity’s ORSA and the insurance group’s ORSA, it
may be appropriate to consider scenarios in which a group splits or changes its
structure in other ways. Assessment of current capital adequacy and continuity
analysis should include consideration of relevant possible changes in group
structure and integrity in adverse circumstances and the implications this could
have for group risks, the existence of the group and the support or demands
from the group to or on its members.
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Given the level of complexity at insurance group level compared with that at a
legal entity level, additional analysis and information is likely to be needed in
order to comprehensively address the range of insurance group level risks. It
may, for example, be appropriate to apply a contagion test e.g. by using stress
testing to assess the impact of difficulties in each legal entity which is a
member of the insurance group on the other insurance group entities.
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Own risk and solvency assessment (ORSA) - economic and regulatory capital p 7' k. *&
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16.14
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The supervisor requires the insurer to:
determine, as part of its ORSA, the overall financial resources it needs to

manage its business given its own risk tolerance and business plans, and to
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16.14.1

16.14.2

16.14.3

demonstrate that supervisory requirements are met;
base its risk management actions on consideration of its economic capital,
regulatory capital requirements and financial resources, including its ORSA;
and
assess the quality and adequacy of its capital resources to meet regulatory
capital requirements and any additional capital needs.
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In the context of its overall ERM framework, an insurer should perform its
ORSA and have risk and capital management processes in place to monitor the
level of its financial resources relative to its economic capital and the
regulatory capital requirements set by the supervisor.
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In the context of its own assessment, an insurer should clearly distinguish
between current capital needs and its projected future financial position,

having regard for its longer-term business strategy and, in particular, new
business plans.
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While holding capital is not necessarily the most effective way of managing
risk, it is important that an insurer has regard for how risk management and
capital management relate to and interact with each other. Therefore, an insurer
should determine the overall financial resources it needs, taking into account
its risk tolerance and business plans, based on an assessment of its risks, the
relationship between them and the risk mitigation in place. Determining

economic capital helps an insurer to assess how best to optimise its capital
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16.14.4

16.14.5

base, whether to retain or transfer risk, and how to allow for risks in its pricing.
It also helps to give the supervisor confidence that risks are being well
managed.
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Although the amounts of economic capital and regulatory capital requirements
and the methods used to determine them may differ, an insurer should be
aware of, and be able to analyse and explain, these differences. Such analysis
helps to embed supervisory requirements into an insurer's ORSA and risk and
capital management, so as to ensure that obligations to policyholders continue
to be met as they fall due.
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As part of the ORSA, the insurer should perform its own assessment of the
quality and adequacy of capital resources both in the context of determining its
economic capital and in demonstrating that regulatory capital requirements are
met having regard to the quality criteria established by the supervisor and other
factors which the insurer considers relevant. The scope of this assessment
should be appropriate to the nature, scale and complexity of the insurer’s risks.
The insurer should also assess the appropriateness of its capital resources in
supporting its business strategy and enabling it to continue its operations, with

due regard for its longer term business strategy and in particular new business

plans.
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Re-capitalisation F * £ A*

16.14.6

16.14.7

If an insurer suffers losses that are absorbed by its available capital resources,
it may need to raise new capital to meet ongoing regulatory capital
requirements and to maintain its business strategies. It cannot be assumed that
capital will be readily available at the time it is needed. Therefore, an insurer’s
own assessment of the quality of capital should also consider the issue of
recapitalisation, especially the ability of capital to absorb losses on a
going-concern basis and the extent to which the capital instruments or
structures that the insurer uses may facilitate or hinder future recapitalisation.
For example, if an insurer enters into a funding arrangement where future
profits are cashed immediately, the reduced future earnings potential of the
insurer may make it more difficult to raise capital resources in the future.
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For an insurer to be able to recapitalise in times of financial stress, it is critical
to maintain market confidence at all times, through its solvency and capital
management, investor relationships, robust governance structure/practices and
fair market conduct practices. For example, where an insurer issues preferred
stock without voting rights, this may affect the robustness of the governance
structure and practice of that insurer. The voting rights attached to common
stock can provide an important source of market discipline over an insurer’s
management. Other insurers may issue capital instruments with lower coupons

and fees, sacrificing the economic value of the existing shareholders and
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16.14.8

bondholders.
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When market conditions are good, many insurers should be readily able to
issue sufficient volumes of high quality capital instruments at reasonable levels
of cost. However, when market conditions are stressed, it is likely that only
well capitalised insurers, in terms of both the quality and quantity of capital
resources held, will be able to issue high quality capital instruments. Other
insurers may only be able to issue limited amounts of lower quality capital and
at higher cost. Therefore, supervisors should make sure that insurers have
regard for such variations in market conditions and manage the quality and
quantity of their capital resources in a forward looking manner. In this regard,
it is expected that high quality capital instruments, such as common shares,
should form the substantial part of capital resources in normal market
conditions as that would enable insurers to issue capital instruments even in
stressed situations. Such capital management approaches also help to address
the procyclicality issues that may arise, particularly in risk based solvency
requirements.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups 4% iRt B2 Bt B WS R 2 Rk L AR g 0 4

16.14.9  An insurance group should determine, as part of its ORSA, the overall
financial resources it needs to manage its business given its own risk tolerance
and business plans and demonstrate that its supervisory requirements are met.
The insurance group’s risk management actions should be based on
consideration of its economic capital, regulatory capital requirements and
financial resources. Economic capital should thus be determined by the
insurance group as well as a member insurance legal entity and appropriate
risk tolerances and management actions should be identified for both the
insurance group and the insurance legal entity.
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16.14.10 Key group-wide factors to be addressed in the insurer’s assessment of
group-wide capital resources include multiple gearing, intra-group creation of
capital and reciprocal financing, leverage of the quality of capital and
fungibility of capital and free transferability of assets across group entities.
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Own risk and solvency assessment (ORSA) — using internal models p #% b '& % i it

# 3= P HI(ORSA) — @& * p 3847

16.14.11 An insurer may consider that the assessment of current financial resources and
the calculation of regulatory capital requirements would be better achieved
through the use of internal models.
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16.14.12 Where an internal model is used for the ORSA, it is likely to be an important

16.14.13

16.14.14

strategic and operational decision-making tool and to be most useful if it
enables the insurer to integrate its risk and capital management processes; that
is, assisting with both the assessment of the risks faced within its business and
the determination of the economic capital needed, where appropriate, to meet
those risks.
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An ERM framework should address all reasonably foreseeable and relevant
material risks the insurer faces in accordance with a properly constructed risk
management policy. To be most effective, therefore, an internal model used for
the ORSA needs to address all those identified risks and assess their impact on
the insurer’s business given the possible situations that could occur. The risks
to be considered should include underwriting risk, credit risk, market risk,
operational risk and liquidity risk (including any significant risk
concentrations). The categories of risks considered should be clearly defined.
The methods by which this analysis could be conducted range from simple
stress testing of events to more complex stochastic modelling as appropriate to
the nature, scale and complexity of the risks concerned.
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When used for the ORSA, the insurer’s internal model is likely to be calibrated
on the basis of defined modelling criteria which the insurer believes will
determine the level of capital appropriate and sufficient to meet its business

plan and strategic objectives. These modelling criteria are likely to include the
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16.14.15

16.14.16

basis for valuation of the assets and liabilities, and the confidence level, risk
measure, and time horizon which the insurer considers appropriate to its risk
tolerance and business plans. An insurer is likely to consider various factors in
order to determine the modelling criteria used to determine its economic
capital; for example choosing a level to achieve a certain investment rating, or
to meet other business objectives.
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In constructing its internal model for the ORSA, an insurer is likely to adopt
risk modelling techniques and approaches appropriate to the nature, scale and
complexity of the risks incorporated within its risk strategy and business
objectives. An insurer may consider various inputs to the modelling process,
such as economic scenarios, asset portfolios and liabilities from in-force or
past business. It is likely that the modelling criteria and the various inputs to
the modeling would be established in the context of the insurer continuing to
operate on a going concern basis (unless the insurer is in financial difficulty).
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An internal model used in the ORS A to determine the economic capital
enables the insurer to allocate sufficient financial resources to ensure it can
continue to meet its policyholder liabilities as they fall due, at a confidence
level appropriate to its business objectives. To fully assess policyholder
liabilities in this way, all liabilities that need to be met to avoid putting
policyholder interests at risk need to be considered, including any liabilities for

which a default in payment could trigger the winding up of the insurer.
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16.14.17 An internal model used by an insurer in the context of its ORSA for
determining its own economic capital needs should not need supervisory
approval for that purpose. However, an insurer would be expected to review its
own internal model and validate it so as to satisfy itself of the appropriateness
of the model for use as part of its risk and capital management processes. It
would be expected to calibrate the model according to its own modelling
criteria. As well as internal review, the insurer may wish to consider an
external review of its internal model by appropriate specialists e.g. if the
internal review does not have an appropriate level of independence or the
insurer’s management wishes to have greater assurance about the validity of
the model than can be provided by an internal review.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups on using an internal model for the ORSA 4-%t %' & B 2 £ B+ | 2 ' 2 4
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16.14.18 An insurance group may consider that the assessment of financial resources
and the calculation of regulatory capital requirements would be better achieved
through the use of internal models to enable the range of risks, and their scale

and complexity to be effectively assessed.
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16.14.19

Own risk and solvency assessment (ORSA) - continuity analysis p #% b " % ')f:" % A 4
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All insurance legal entities and insurance groups of which they are members
should be undertaking their ORSA. To carry out its ORSA, an insurance group
should apply a methodology that is best suited to the nature, scale and
complexity of the risk profile of its business. Although this does not
necessarily imply the use of internal models for this purpose, the nature of the
risks may be more diverse and the scale and complexity of the business and
risks of an insurance group may be greater than that of its member legal
entities. It may therefore be appropriate for internal models to be used for the
group’s ORSA even where the use of an internal model is not a approach
appropriate to the nature, scale and complexity for its members.
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16.15

The supervisor requires:

the insurer, as part of its ORSA, to analyse its ability to continue in business,
and the risk management and financial resources required to do so over a
longer time horizon than typically used to determine regulatory capital
requirements;

the insurer’s continuity analysis to address a combination of quantitative and
qualitative elements in the medium and longerterm business strategy of the
insurer and include projections of its future financial position and analysis of
its ability to meet future regulatory capital requirements.
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16.15.1

16.15.2

16.15.3
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An insurer should be able to demonstrate an ability to manage its risk over the
longer term under a range of plausible adverse scenarios. An insurer’s capital
management plans and capital projections are therefore key to its overall risk
management strategy. These should allow the insurer to determine how it
could respond to unexpected changes in markets and economic conditions,
innovations in the industry and other factors such as demographic, legal and
regulatory, medical and social developments.
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Where it is appropriate to the nature, scale and complexity to do so,
supervisors should require an insurer to undertake periodic, forward-looking
continuity analysis and modelling of its future financial position including its
ability to continue to meet its regulatory capital requirements in future under
various conditions. Insurers should ensure that the capital and cash flow
projections (before and after stress), and the management actions included in
their forecasts, are approved at a sufficiently senior level.
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In carrying out its continuity analysis, the insurer should also apply reverse
stress testing to identify scenarios that would be the likely cause of business
failure (e.g. where business would become unviable or the market would lose
confidence in it) and the actions necessary to manage this risk. (See also
paragraph 16.1.17).
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16.15.4

16.15.5
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As a result of continuity analysis, supervisors should encourage insurers to
maintain contingency plans and procedures for use in a going and gone
concern situation. Such plans should identify relevant countervailing measures
and off-setting actions they could realistically take to restore/improve the
insurer’s capital adequacy or cash flow position after some future stress event
and assess whether actions should be taken by the insurer in advance as
precautionary measures.
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A clear distinction should be made between the assessment of the current
financial position and the projections, stress testing and scenario analyses used
to assess an insurer’s financial condition for the purposes of strategic risk
management including maintaining solvency. Continuity analysis helps to
ensure sound, effective, and complete risk management processes, strategies
and systems. It helps to assess and maintain on an ongoing basis the amounts,
types and distribution of financial resources needed to cover the nature and
level of the risks to which an insurer is or might be exposed and to enable the
insurer to identify and manage all reasonably foreseeable and relevant material
risks. In doing so, the insurer assesses the impact of possible changes in
business or risk strategy on the level of economic capital needed as well as the
level of regulatory capital requirements. "% * i 8% 4 D $+ P W pA3R30 1
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16.15.6

16.15.7

16.15.8
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Such continuity analysis should have a time horizon needed for effective
business planning, for example 3 to 5 years, which is longer than typically
used to determine regulatory capital requirements. It should also place greater
emphasis than may be considered in regulatory requirements on new business
plans and product design and pricing, including embedded guarantees and
options, and the assumptions appropriate given the way in which products are
sold. The insurer’s current premium levels and strategy for future premium
levels are a key element in its continuity analysis. In order for continuity
analysis to remain most meaningful, an insurer should also consider changes in
external factors such as possible future events including changes in the
political or economic situation.
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Through the use of continuity analysis an insurer is better able to link its
current financial position with future business plan projections, and ensure its
ability to maintain its financial position in the future. In this way the insurer
further embeds its ERM into its ongoing and future operations.
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An internal model may also be used for the continuity analysis allowing the
insurer to assess the capital consequences of strategic business decisions in
respect of its risk profile. For example, the insurer may decide to reduce its
exposure to certain risks by writing different types of business, in order to
reduce the capital that is needed to be held against such risks, potentially
freeing up resources for use elsewhere. This process of capital management

enables the insurer to change its capital exposure as part of its long term

326



strategic decision making.

NIRFA AT R AL YT oD e A TR RGP T2

3

R gae il PR g T h  Fola 3 o BR AT E7A R

WALNE T K SE AR G PRI PR FIHEGIAT R 6T
"ﬁm%ﬁﬂ.\j"i’%ﬁﬁﬁﬁdﬁﬁm FrArHB RS o T AFIEER TR
A ED %’5’&" APORGHE, X T RL TP R ﬁ\ui I T
% o

16.15.9  As aresult of such strategic changes, the risk profile of an insurer may alter, so
that different risks need to be assessed and quantified within its internal model.
In this way, an internal model may sit within a cycle of strategic risk and
capital management, and provides the link between these two processes.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups ¥t iR'G B WA BB SR 2 e A R b S 4

16.15.10 An insurance group should also analyse its ability to continue in business, and
the risk management and financial resources it requires to do so. The insurance
group’s analysis should consider its ability to continue to exist as an insurance
group, potential changes in group structure, and the ability of its members to
continue in business.
An insurance legal entity’s continuity analysis should analyse the ongoing
support from the group including the availability of financial support in
adverse circumstances as well as the risks that may flow from the group to the
insurance legal entity. Both the insurance legal entity and an insurance group
of which it is a member should thus take into account the business risks they
face including the potential impact of changes in the economic, political and
regulatory environment.
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16.15.11

16.15.12
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In their continuity analysis, insurance groups should pay particular attention to
intra-group cashflows i.e. whether the insurance group will have available
cashflows (e.g. from surpluses released from long-term funds, dividends from
other subsidiaries, etc.) and whether they will be transferable among group
member entities to cover any payments of interest or capital on loans, to
finance new business, and to meet any other anticipated liabilities as they fall
due. Insurance groups should outline what management actions they would
take to manage the potential cashflow implications of a stress scenario (e.g.
reducing new business, cutting dividends, etc).
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The insurance group’s continuity analysis should also consider the distribution
of capital in the insurance group after stress and the possibility that
subsidiaries within the insurance group may require recapitalisation (either due
to breaches of local regulatory requirements, a shortfall in economic capital, or
for other business reasons). The assessment should consider whether sufficient
sources of surplus and transferable capital would exist elsewhere in the
insurance group, and identify what management actions might need to be taken
(e.g. intra-group movements of resources, other intra-group transactions or
group restructuring).
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16.15.13
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The insurance group should also apply reverse stress testing to identify
scenarios that are likely cause business failure within the insurance group and
the actions necessary to manage this risk. (See paragraph 16.1.17)
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Role of supervision in risk management & 3 F b ' g LY 4 d

16.16

16.16.1

16.16.2

The supervisor undertakes reviews of an insurer's risk management processes
and its financial condition, including the ORSA. Where necessary, the
supervisor requires strengthening of the insurer’s risk management, solvency
assessment and capital management processes.
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The output of an insurer’s ORSA should serve as an important tool in the
supervisory review process by helping the supervisor to understand the risk
exposure and solvency position of the insurer.
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The insurer's ERM framework and risk management processes (including
internal controls) are critical to solvency assessment. Supervisors should
therefore assess the adequacy and soundness of the insurer’s framework and
processes by receiving the appropriate information, including the ORSA
regularly. However, company operations are primarily the responsibility of the
Board and Senior Management and the board and management need to be able
to exercise their own discretion or business judgment to carry out these
responsibilities.
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16.16.3

16.16.4
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Supervisors should review an insurer's internal controls and monitor its capital
adequacy, requiring strengthening where necessary. Where internal models are
used to calculate the regulatory capital requirements particularly close
interaction between the supervisor and insurer is important. In these
circumstances, the supervisor may consider the insurer’s internal model, its
inputs and outputs and the validation processes, as a source of insight into the
risk exposure and solvency position of the insurer. (See also ICP 8 Risk
Management and Internal Controls.)
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Supervisors should suitably monitor the techniques employed by the insurer
for risk management and capital adequacy assessment, and intervene where
weaknesses are identified. Supervisors should not take a ‘one-size-fits-all’
approach to insurers’ risk management but base their expectations on the
nature, scale and complexity of its business and risks. In order to do this,
supervisors need to have sufficient and appropriate resources and capabilities.
Supervisors may, for instance, have a risk assessment model or programme
with which they can assess their insurers' overall condition (e.g. risk
management, capital adequacy and solvency position) and ascertain the
likelihood of insurers breaching their regulatory requirements. Supervisors
may also prescribe minimum aspects that an ERM framework should address.
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16.16.5

16.16.6
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Supervisors should require appropriate information on risk management and
risk and solvency assessments from each insurer they regulate. This not only
provides supervisors with a long-term assessment of capital adequacy to aid in
their assessment of insurers, but encourages insurers to use risk management
effectively. This could also be achieved by, for instance, a supervisor requiring
or encouraging insurers to provide a solvency and financial condition report.
Such a report could include a description of the relevant material categories of
risk that the insurer faces, its overall financial resource needs including its
economic capital and regulatory capital requirements as well as the capital
available to meet these requirements, and projections of how such factors will
develop in future. Where, after appropriate request from the supervisor, an
insurer fails to report adequate information about its risk and capital
management practices, processes and procedures from which the supervisor
can monitor the insurer, the supervisor should intervene or apply penalties
appropriately. In addition, an insurer should have a duty to report a breach in
regulatory requirements to the supervisor as soon as it occurs.
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Supervisors should require the results of the most material risk modelling,
stress testing and scenario analysis and the key assumptions underlying them
to be reported to them as appropriate to the nature, scale and complexity of the

risks, and have access to all other results if requested. Where a supervisor
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16.16.7

considers that the calculations conducted by an insurer should be

supplemented with additional calculations, it should be able to require the
insurer to carry out those additional calculations. Where the supervisor
considers that the insurer’s response to the results of its risk modelling, stress
testing and scenario testing are insufficient it should be able to direct the
insurer to develop a more appropriate response. Supervisors should also
consider available reverse stress tests performed by insurers where they wish
to satisfy themselves that appropriate action is being taken to manage the risk
of business failure. (See also paragraph 16.1.17.)
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While insurers should carry out stress testing and scenario analysis and risk
modelling that are most appropriate for their businesses, supervisors may also
develop prescribed or standard tests and require insurers to perform them when
circumstances are appropriate. One purpose of such testing may be to improve
consistency of testing among a group of similar insurers. Another purpose may
be to assess the financial stability of the insurance sector to economic or
market stresses or other stresses that apply to a number of insurers
simultaneously such as pandemics, or major catastrophes. Such tests may be
directed at selected insurers or all insurers. The criteria for scenarios used for
standard tests should be developed as appropriate to the risk environment of
insurers in each jurisdiction.
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16.16.8

16.16.9
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Forward-looking stress testing, scenario analysis and risk modelling of future
capital positions and cash flows whether provided by the insurer’s own
continuity analysis or in response to supervisory requirements is a valuable
tool for supervisors in assessing the financial condition of insurers, Such
testing informs the discussion between supervisors and insurers on appropriate
planning, comparing risk assessments against stress test outcomes, risk
management and management actions and enables supervisors to consider the
dynamic position of insurers and form a high-level assessment of whether the
insurer is adequately capitalised to withstand a range of standardised and
bespoke stresses.
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Supervisors may use insurers’ continuity analyses to increase the attention
insurers pay to the robustness of their future financial position, the information
on which they base decisions and their contingency planning. Such
information enables supervisors to assess whether insurers should improve
their ERM by taking additional countervailing measures and off-setting
actions, either immediately, as a precautionary measure, or including them in
future plans so as to reduce any projected financial inadequacies, improve cash
flows and increase their ability to restore their capital adequacy after stress
events.
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16.16.10

16.16.11

16.16.12
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While an insurer may itself decide to hold additional capital or reduce its risks

=
&

as a direct result of its continuity analysis as well as taking other management
actions, the analysis should not of itself be used as a basis for increasing
current regulatory capital requirements/solvency control levels.
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Publicly disclosing information on risk management should work towards the
IAIS's objective of improving the transparency and comparability of existing
solvency requirements. The IAIS supports the need for balance regarding the
level of information to disclose about an insurer's risk management whilst
producing sufficient information for external and internal stakeholders which
is useful and meaningful. Therefore, the IAIS recognises that the requirements
for public disclosure of information on risk management, including possible
disclosure of elements of a solvency and financial condition report, should be
carefully considered by supervisors taking into account the proprietary nature
of the information, whether it is commercially sensitive and the potential for
its publication to have adverse effects on insurers.
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Where an insurer's risk management practices and processes are not
considered adequate by the supervisor, the supervisor should use its
supervisory powers to take appropriate action. This could be in the form of

further supervisory reporting or additional qualitative and quantitative
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requirements arising from the supervisor's assessment. However, additional
quantitative requirements should only be applied in appropriate circumstances
and subject to a transparent framework. If routinely applied, such measures
may undermine a consistent application of standardised approaches to
regulatory capital requirements.
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16.16.13 Conversely, an insurer that manages its risks and capital well should be
recognised and the level of supervision adapted to be commensurate with a
risk-based supervisory approach. This does not necessarily mean a low level of
supervision, but a level of supervision appropriate to the level of risk to which
the insurer is exposed and its ability to manage the risks. An insurer's effective
management of risk and capital does not necessarily mean the use of complex
internal models, but a degree of risk management appropriate to the nature,
scale and complexity of the insurer’s risks. Importantly, risk sensitive
regulatory financial requirements should provide the incentive for optimal
alignment of the insurer’s risk and capital management and regulatory
requirements.
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Additional guidance for insurance groups and insurance legal entities that are members of
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16.16.14 The group-wide supervisor should undertake reviews of the risk management

processes and financial condition of the insurance group. Where necessary, the
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16.16.15

16.16.16

group-wide supervisor should use its powers to require strengthening of the
insurance group’s risk management, solvency assessment and capital
management processes, as appropriate to the nature, scale and complexity of
risks at group level. The group-wide supervisor should inform the insurance
legal entity supervisors of any action required.
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The supervisory review of an insurance legal entity’s risk management
processes and its financial condition should include group risks. In particular,
the supervisors involved should understand and assess the sources of risk,
including emerging new risks to the insurance group and to insurance legal
entities from any non-regulated entities within the group. Risk mitigation
measures should be considered as possible response in treatment of non
regulated entities where a proper assessment is not possible or non-regulated
entities threaten policyholder protection significantly. For example, the
relevant supervisor could, where legally possible, forbid distribution of
dividends to holding companies, issuance of new guarantees, or new
participations in non-regulated entities. Such measures may also involve ring

fencing, such as portfolio transfers to another legal insurance entity in the
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Questions the group-wide supervisor should consider when assessing the

soundness, appropriateness and strengths and weaknesses of the insurance
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group ERM framework include, but are not be confined to:

- How well is the group’s ERM framework tailored to the group?

- Are decisions influenced appropriately by the group’s ERM framework
outputs?

- How responsive is the group’s ERM framework to changes in individual

businesses and to the group structure?

- How does the framework bring into account intra-group transactions, risk

mitigation and constraints on fungibility of capital/ transferability of
assets/liquidity?
- What is the allocation of responsibilities for ERM in the group and what

oversight is given of any outsourcing?

- What are the internal control systems and audit trails?

- What modelling and stress testing (including reverse stress testing) is done
and how is modelling risk managed?
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16.16.17 The group-wide supervisory review and assessment of the insurance group’s
ERM framework should consider the framework’s soundness and
appropriateness and identify its strengths, weaknesses and suitability as a basis
for group-wide solvency assessment. The arrangements for managing conflicts

of interest across a insurance group should be a particular focus in the

supervisory review and assessment of a insurance group’s ERM framework.
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16.16.18

16.16.19
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The soundness of the insurance group ERM framework may be a factor in the

supervisory assessment of the risks to which the insurance group and its

member insurance legal entities members are subject. This may in turn affect

the level of capital that the insurance group is required to hold for regulatory

purposes and any regulatory restrictions that are applied e.g. in terms of the

recognition of diversification across the insurance group, the allowances made

for operational risk and the allocation of capital within the insurance group.
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Although it is not a requirement in general for an insurance legal entity or an
insurance group to use internal models to carry out its ORS A, it may be
considered appropriate by the supervisor in particular cases that the ORSA
should use internal models in order to achieve a sound ERM framework. The
effectiveness of an insurance group’s ORSA may be affected by the degree of
integration of its internal capital models, the extent to which it takes into
account constraints on fungibility of capital and its ability to model changes in
its structure, the transfer of risks around the insurance group and insurance
group risk mitigation. These factors should be taken into account by the
group-wide supervisor in its review of the insurance group’s ORSA.
BEART R PARNT AR RG22 A AR @& A H ORSA ¥ i * p 3R
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16.16.20
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In considering the insurance group’s financial position, the groupwide
supervisor should review the insurance group’s ORSA, including its continuity
analysis. In addition, supervisors may wish to specify criteria or analyses that
should form part of the supervisory risk assessments so as to achieve effective
supervision and consistency across groups. This may, for example, include
prescribed stress tests that apply to insurance groups that are regarded as
particularly important in terms of meeting supervisory objectives.
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ICP 17 Capital Adequacy 3  if &1+

The supervisor establishes capital adequacy requirements for solvency purposes so
that insurers can absorb significant unforeseen losses and to provide for degrees of

supervisory intervention.
AT ) TRV 3 I R B )
PLARHAE A 0 MR T ITR AP RM BT E R AR 2 RS

PF AT R AR CE
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Introductory Guidance # %

17.0.1 This ICP does not directly apply to non-insurance entities (regulated or
unregulated) within an insurance group, but it does apply to insurance legal
entities and insurance groups with regard to the risks posed to them by
non-insurance entities
TRICP a2 Fg* WiRGg FBP 2 (X ERLF X FIR)ZLRG B

TR OTSLIRG m R e A 2 R B R v e

Capital adequacy in the context of a total balance sheet approach & 3.7 A § G %27

SR R e

17.1 The supervisor requires that a total balance sheet approach is used in the
assessment of solvency to recognise the interdependence between assets,
liabilities, regulatory capital requirements and capital resources and to
require that risks are appropriately recognized.

EREBMBER FENRATALFAZ RFRERAZ GRS UEE
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17.1.1 The overall financial position of an insurer should be based on consistent
measurement of assets and liabilities and explicit identification and
consistent measurement of risks and their potential impact on all components
of the balance sheet. In this context, the IAIS uses the term total balance sheet
approach to refer to the recognition of the interdependence between assets,
liabilities, regulatory capital requirements and capital resources. A total
balance sheet approach should also require that the impacts of relevant
material risks on an insurer’s overall financial position are appropriately and

adequately recognized.
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17.1.2

17.1.3

17.1.4
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The assessment of the financial position of an insurer for supervision purposes
addresses the insurer’s technical provisions, required capital and available
capital resources. These aspects of solvency assessment (namely technical
provisions and capital) are intrinsically inter-related and cannot be considered
in isolation by a supervisor

%-%EEEPJ_B 10 Bl A 2 PARGTEINC e FRE £ 2 T F
KpEIRie > ¥ BE £ T F A& R LPFR o &4
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Technical provisions and capital have distinct roles, requiring a clear and
consistent definition of both elements. Technical provisions represent the
amount that an insurer requires to fulfil its insurance obligations and settle all
commitments to policyholders and other beneficiaries arising over the
lifetime of the portfolio. In this ICP, the term regulatory capital requirements
refers to financial requirements that are set by the supervisor and relates to
the determination of amounts of capital that an insurer must have in addition
to its technical provisions.
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Technical provisions and regulatory capital requirements should be covered by
adequate and appropriate assets, having regard to the nature and quality of
those assets. To allow for the quality of assets, supervisors may consider
applying restrictions or adjustments (such as quantitative limits, asset
eligibility criteria or “prudential filters”) where the risks inherent in certain

asset classes are not adequately covered by the regulatory capital requirements
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17.1.5 Capital resources may be regarded very broadly as the amount of the assets in
excess of the amount of the liabilities. Liabilities in this context includes
technical provisions and other liabilities (to the extent these other
liabilities are not treated as capital resources - for example, liabilities such as
subordinated debt may under certain circumstances be given credit for
regulatory purposes as capital — see Guidance 17.10.8 - 17.10.11). Assets and
liabilities in this context may include contingent assets and contingent
liabilities
FARRTARG FTAACE G300 e o Ine(e FH7 £2 4
F)> A FAMARLFARR o R G - 2B A dosE 2 AR
Frm T w 2IRAIRA ARG T A RR(ERE 17.10.8-17.10.11) » eyt > #7
PeFAZ LG 7w e 7 & F F A (contingent assets) 2 & f if
( contingent liabilities) °

17.1.6 In considering the quality of capital resources the supervisor should have
regard to their characteristics, including the extent to which the capital is
available to absorb losses (including considerations of subordination and
priority), the extent of the permanent and/or perpetual nature of the capital
and the existence of any mandatory servicing costs in relation to the capital
EEETARRL ST 2 f BN BT EF A f ET AT IR
YOI % e ] (2 R MO R BAEA) 0 T AR A LR A A fRengi
Fo28F A MR A o

Additional guidance for insurance groups and insurance legal entities that are members of

groups ' & B 2 H o1 iRrg 2 4 2 gp b R

17.1.7 The capital adequacy assessment of an insurance legal entity which is a
member of an insurance group needs to consider the value of any holdings

the insurance legal entity has in affiliates. Consideration may be given,
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17.1.8

17.1.9

17.1.10

either at the level of the insurance legal entity or the insurance group, to the
risks attached to this value

FREBAT R FTAFENTRTEYREA MR FT AL W
i B4 BT R PR R BB SHT RGP
Sl MR IETIER o

Where the value of holdings in affiliates is included in the capital adequacy
assessment and the insurance legal entity is the parent of the group,
group-wide capital adequacy assessment and legal entity assessment of the
parent may be similar in outcome although the detail of the approach may be
different. For example, a group-wide assessment may consolidate the
business of the parent and its subsidiaries and assess the capital adequacy for
the combined business while a legal entity assessment of the parent may
consider its own business and its investments in its subsidiaries.

R TR T A L e e § AT Al R
FEE A AL R E R O BB 2 Alee o
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There are various possible approaches for group-wide supervision. More
specifically, undertaking a capital adequacy assessment of an insurance group
falls into two broad sets of approaches:

- group level focus and

- legal entity focus.

“Hybrid” orm intermediate approaches which combine elements of
approaches with a group and a legal entity focus may also be used

# B % 12 (group-wide supervision)F % % # [0 F o M AEE R HF
GEBE AFEMPER T UEAGNEBA LB R EL LR
RS AT REDE L FRAREHERY o

The choice of approach would depend on the preconditions in a jurisdiction,
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17.1.11

the legal environment which may specify the level at which the group-wide
capital requirements are set, the structure of the group and the structure of the
supervisory arrangements between the supervisors
%i?ﬁwﬁ%%’%%%ZWﬁi%ﬁﬁ\vﬁ& TEBFT AR oL
B2 2 EERE Ao R EIRASM L B2 FI P

To further describe and compare the various approaches to group- wide
capital adequacy assessment, a two dimensional continuum may be
considered; on one axis — the organisational perspective — consideration is
given to the extent to which a group is considered as a set of interdependent
entities or a single integrated entity; on the other axis — the supervisory
perspective — consideration is given to the relative weight of the roles of
insurance legal entity supervision and group-wide supervision, without
implying that the latter can replace the former in any way. It is recognised
that supervisors around the world have adopted approaches corresponding to
many points of this continuum. The continuum may be split into four
quadrants as shown in Figure 17.1 below
FlE-HRHEEZVREAETFRERT AT RLE T YRS
Bo e o oS itdg et o LEY L FRALAPT 7 M ST X
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Additional guidance for insurance groups and insurance legal entities that are members

of groups - group level focus %' B 2 B #7Jf iFrg 2 A 2 Fp F - B pLEE

17.1.12

Under a group-wide capital adequacy assessment which takes a group level
focus, the insurance group is considered primarily as a single integrated entity
for which a separate assessment is made for the group as a whole on a
consistent basis, including adjustments to reflect constraints on the fungibility
of capital and transferability of assets among group members. Hence under
this approach, a total balance sheet approach to solvency assessment is

followed which is (implicitly or explicitly) based on the balance
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17.1.13

sheet of the insurance group as a whole. However, adjustments may be
necessary appropriately to take into account risks from non- insurance
members of the insurance group, including cross-sector regulated entities and
non-regulated entities.

AR RRLE IR AR T A LET o RGBT H -
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Methods used for approaches with a group level focus may vary in the way in
which group capital requirements are calculated. Either the group’s
consolidated accounts may be used as a basis or an aggregation method may
be used. The former is already adjusted for intra-group holdings and further

adjustments may then need to be made to reflect the fact that the group may

not behave or be allowed to behave as one single entity 27 | This is
particularly the case in stressed conditions. The latter method may sum
surpluses or deficits (i.e. the difference between capital resources and capital
requirements) for each insurance legal entity in the group with relevant
adjustments for intra-group holdings in order to measure an overall surplus or
deficit at group level. Alternatively, it may sum the insurance legal entity
capital requirements and insurance legal entity capital resources separately
in order to measure a group capital requirement and group capital
resources. Where an aggregation approach is used for a cross-border
insurance group, consideration should be given to consistency of valuation
and capital adequacy requirements and of their treatment of intra-group
transactions.
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Additional guidance for insurance groups and insurance legal entities that are members

of groups - legal entity focus %" & B 2 H 7 Jf g i3 A 2 30 ¢ -0 A gLk

17.1.14

Under a group-wide capital adequacy assessment which takes a legal entity
focus, the insurance group is considered primarily as a set  of
interdependent legal entities. The focus is on the capital adequacy of each of
the parent and the other insurance legal entities in the insurance group, taking
into account risks arising from relationships within the group, including those
involving non- insurance membersof the group. The regulatory capital
requirements and resources of the insurance legal entities in the group form a
set of connected results but no overall regulatory group capital requirement
is used for regulatory purposes. This is still consistent with a total balance
sheet approach, but considers the balance sheets of the individual group
entities simultaneously rather than amalgamating them to a single balance
sheet for the group as a whole. Methods used for approaches with a legal
entity focus may vary in the extent to which there is a common basis for the
solvency assessment for all group members and the associated
communication and co-ordination needed among supervisors.
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17.1.15

§F LR -
For insurance legal entities that are members of groups and for insurance
sub-groups that are part of a wider insurance or other sector group, the
additional reasonably foreseeable and relevant material risks arising from
being a part of the group should be taken into account in capital adequacy
assessment.
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Establishing regulatory capital requirementsi¥ T_§ * & $2.1= =

17.2

The supervisor establishes regulatory capital requirements at a sufficient
level so that, in adversity, an insurer’s obligations to policyholders will
continue to be met as they fall due and requires that insurers maintain capital
resources to meet the regulatory capital requirements
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Purpose and role of regulatory capital requirements and resourcesi* T_F * & £2 &k

Z_p ek &4

17.2.1

An insurer's Board and Senior Management have the responsibility to ensure
that the insurer has adequate and appropriate capital to support the risks it
undertakes. Capital serves to reduce the likelihood of failure due to
significantly adverse losses incurred by the insurer over a defined period,
including decreases in the value of the assets and/or increases in the
obligations of the insurer, and to reduce the magnitude of losses to

policyholders in the event that the insurer fails.
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17.2.2

17.2.3

17.2.4

From a regulatory perspective, the purpose of capital is to ensure that, in
adversity, an insurer’s obligations to policyholders will continue to be met as
they fall due. Regulators should establish regulatory capital requirements at
the level necessary to support this objective.

%-“u;‘;f Ba kg FAOPNBRIEEREG A 22 JIEF2RET B
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In the context of its own risk and solvency assessment (ORSA), the insurer
would generally be expected to consider its financial position from a going
concern perspective (that is, assuming that it will carry on its business as a
going concern and continue to take on new business) but may also need to
consider a run-off and/or winding-up perspective (e.g. where the insurer is in

financial difficulty). The determination of regulatory capital requirements

may also have aspects of both a going concern and a run-off 28 or

winding-up perspective. In establishing regulatory capital requirements,

therefore, supervisors should consider the financial position of insurers under

different scenarios of operation.
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From a macro-economic perspective, requiring insurers to maintain adequate
and appropriate capital enhances the safety and soundness of the insurance
sector and the financial system as a whole, while not increasing the cost of
insurance to a level that is beyond its economic value to policyholders or
unduly inhibiting an insurer’s ability to compete in the marketplace. There is a
balance to be struck between the level of risk that policyholder obligations
will not be paid with the cost to policyholders of increased premiums to cover

the costs of servicing additional capital
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17.2.5

17.2.6

17.2.7

FCAM G AEEE R g 0 3 B4 g S A TAQE B IR AR E
R AR REEE A R R T o B R R 2 A
WAF A BT EMER A HEGA LD 22 2 R
M EEERE R AR EET AR TR G BH T AT R
LEEm i&ﬁﬂ%“é,} e LI Jﬂz RF B (BT 7 o
The level of capital resources that insurers need to maintain for regulatory
purposes is determined by the regulatory capital requirements specified by the
supervisor. A deficit of capital resources relative to capital requirements
determines the additional amount of capital that is required for regulatory
purposes.
Frg A ZRAFOT A RRGD I g MR T AR TR
Lol AR T A RREALE LT AR R RGO R T
Capital resources protect the interests of policyholders by meeting the
following two objectives. They:
- reduce the probability of insolvency by absorbing losses on a going-concern

basis or in run-off; and/or
- reduce the loss to policyholders in the event of insolvency or

winding-up.
FhRmBD ZITABR R KRR 2 EE:
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The extent to which elements of capital achieve the above outcomes will vary
depending on their characteristics or “quality”. For example, ordinary share
capital may be viewed as achieving both of the above, whereas
subordinated debt may be viewed largely as only protecting policyholders in
insolvency. Capital which achieves both of the above is sometimes
termed “going-concern capital” and capital which only reduces the loss
to policyholders in insolvency is sometimes termed ‘“wind-up capital” or
“gone concern” capital. It would be expected that the former (i.e.
going-concern capital instruments) should form the substantial part of capital

resources
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17.2.8

17.2.9
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For an insurer, the management and allocation of capital resources is a
fundamental part of its business planning and strategies. In this context,
capital resources typically serve a broader range of objectives than those in
Guidance 17.2.6. For example, an insurer may use capital resources over and
above the regulatory capital requirements to support future growth or to
achieve a targeted credit rating

Hikaging  FARADERAfRYE GL A TEBRTFEZE K H
AAERL - o FT A 1/%!"? 73 w iR ICP17.2.6 2 - AR I P vt > iR
AT R YT ARRY AQEZTFT AL Rz KA FLT AR
S Erraa £ 2 E A p R FarR R

It is noted that an insurer’s capital management (in relation to
regulatoryrequirements and own capital needs) should be supported and
underpinned by establishing and maintaining a sound enterprise risk
management framework, including appropriate risk and capital management
policies, practices and procedures which are applied consistently across its
organisation and are embedded in its processes. Maintaining sufficient capital
resources alone is not sufficient protection for policyholders in the absence of
disciplined and effective risk management policies and procedures. (See ICP
16 Enterprise Risk Management for Solvency Purposes.)
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Additional guidance for insurance groups and insurance legal entities that are members

of groups Yk B B 2 H O iR x4 2 g o B

17.2.10

17.2.11

The supervisor should require insurance groups to maintain capital resources
to meet regulatory capital requirements. These requirements should take into
account the non-insurance activities of the insurance group. For supervisors
that undertake group-wide capital adequacy assessments with a group level
focus this means maintaining insurance group capital resources to meet
insurance group capital requirements for the group as a whole. For
supervisors that undertake group-wide capital adequacy assessments with a
legal entity focus this means maintaining capital resources in each insurance
legal entity based on a set of connected regulatory capital requirements for the
group’s insurance legal entities which fully take the relationships and
interactions between these legal entities and other entities in the
insurance group into account.
ERYRGE ARG ERAE D LR AT AL RPT A LR KR
T8k B Bz 2hiRrg s B o 130 1 B B gL ek (group level focus )i E £ B
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R ARMLE 403 P
It is not the purpose of group-wide capital adequacy assessment to replace
assessment of the capital adequacy of the individual insurance legal entities in
an insurance group. Its purpose is to require that group risks are appropriately
allowed for and the capital adequacy of individual insurers is not overstated,
e.g. as a result of multiple gearing and leverage of the quality of capital or as
a result of risks emanating from the wider group, and that the overall impact
of intra-group transactions is appropriately assessed.
PALEPA BRI E AR AG AR L L LT A
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17.2.12

17.2.13
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Group-wide capital adequacy assessment considers whether the amount and
quality of capital resources relative to required capital is adequate and
appropriate in the context of the balance of risks and opportunities that group
membership brings to the group as a whole and to insurance legal entities
which are members of the group. The assessment should satisfy requirements
relating to the structure of group-wide regulatory capital requirements and
eligible capital resources and should supplement the individual capital
adequacy assessments of insurance legal entities in the group. It should
indicate whether there are sufficient capital resources available in the
group so that, in adversity, obligations to policyholders will continue to be
met as they fall due. If the assessment concludes that  capital resources
are inadequate or inappropriate then corrective action may be triggered either
at a group (e.g. authorised holding or parent company level) or an insurance
legal entity level.
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The quantitative assessment of group-wide capital adequacy is one of a
number of tools available to supervisors for group-wide supervision. If the
overall financial position of a group weakens it may create stress for its
members either directly through financial contagion and/or organizational

effects or indirectly through  reputational  effects.Group-wide  capital
adequacy assessment should be used together with other supervisory tools,
including in particular the capital adequacy assessment of insurance legal

entities in the group. A distinction should be drawn between regulated entities
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17.2.14

(insurance and other sector) and non-regulated entities. It is necessary to
understand the financial positions of both types of entities and their
implications for the capital adequacy of the insurance group but this
does not necessarily imply setting regulatory capital requirements for
non-regulated entities. In addition, supervisors should have regard to the
complexity of intra-group relationships (between both regulated and
non-regulated entities), contingent assets and liabilities and the overall quality
of risk management in assessing whether the overall level of
safety required by the supervisor is being achieved.
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For insurance legal entities that are members of groups and for insurance
sub-groups that are part of a wider insurance or other sector group, capital
requirements and capital resources should take into account all additional

reasonably foreseeable and relevant material risks arising from being a part of

any of the groups.
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Structure of regulatory capital requirements - solvency control levelsi* T_F * & $2_ 3¢
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17.3

Fedlok
The regulatory capital requirements include solvency control levels which

trigger different degrees of intervention by the supervisor with an appropriate
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degree of urgency and requires coherence between the solvency control
levels established and the associated corrective action that may be at the
disposal of the insurer and/or the supervisor

%iﬁiﬂﬁﬁég:ﬂgmﬁ%%?%ﬁﬁ’wﬂﬁ%%#ﬂiﬁﬁ
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Establishing solvency control levels® = i T iv # 4241 -k #

17.3.1

17.3.2

The supervisorshould establish control levels that trigger intervention by the
supervisor in an insurer’s affairs when capital resources fall below these
control levels. The control level may be supported by a specific framework or
by a more general framework providing the supervisor latitude of action. A
supervisor’s goal in establishing control levels is to safeguard policyholders
from loss due to an insurer’s inability to meet its obligations when due.

ERE E D LR WA A Ak )Y e 4 hE A kR MO
i A pd kB PREFRGAETBRLERFIIFER oA a4

TAPKET S EERFHRIFIFERDGTFRFERS e o FRT 2
SF R AR s R GRS A FI R L R R
AR AT N A o

The solvency control levels provide triggers for action by the insurer and
supervisor. Hence they should be set at a level that allows intervention at a
sufficiently early stage in an insurer’s difficulties so that there would be a
realistic prospect for the situation to be rectified in a timely manner with an
appropriate degree of urgency. At the same time, the reasonableness of the
control levels should be examined in relation to the nature of the corrective
measures. The risk tolerance of the supervisor will influence both the level at

which the solvency control levels are set and the intervention actions that are

triggered.
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17.3.3

17.3.4

17.3.5
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When establishing solvency control levels it is recognised that views about the
level that is acceptable may differ from jurisdiction to jurisdiction and by
types of business written and will reflect, amongst other things, the extent to
which the pre-conditions for effective supervision exist within the jurisdiction
and the risk tolerance of the particular supervisor. The IAIS recognises that
jurisdictions will acknowledge that a certain levelof insolvencies maybe
unavoidable and that establishing an acceptable threshold may facilitate a
competitive marketplace for insurers and avoid inappropriate barriers to
market entry
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The criteria used by the supervisor to establish solvency control levels should
be transparent. This is particularly important where legal action may be
taken in response to an insurer violating a control level. In this case, control
levels should generally be simple and readily explainable to a court when

seeking enforcement of supervisory action
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Supervisors may need to consider different solvency control levels for
different modes of operation of the insurer - such as an insurer in run-off or an

insurer operating as a going concern. These different scenarios and
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17.3.6

17.3.7

considerations are discussed in more detail in Guidance 17.6.3 - 17.6.5
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In addition, the supervisor should consider the allowance for management
discretion and future action in response to changing circumstances or
particular events. In allowing for management discretion,
supervisors should only recognise actions which are practical and realistic in
the circumstances being considered.
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Other considerations in establishing solvency control levels include:

- the way in which the quality of capital resources is addressed by the
supervisor;

- the coverage of risks in the determination of technical provisions and
regulatory capital requirements and the extent of the sensitivity or stress
analysis underpinning those requirements;

- the relation between different levels (for example the extent to which a
minimum is set at a conservative level);

- the powers of the supervisor to set and adjust solvency control levels

within the regulatory framework;

- the accounting and actuarial framework that applies in the jurisdiction (in

termsof the valuation basis and assumptions that may be used and their
impact on the values of assets and liabilities that underpin the
determination of regulatory capital requirements);

- the comprehensiveness and transparency of disclosure frameworks in the

jurisdiction and the ability for markets to exercise sufficient scrutiny and
impose market discipline;

- policyholder priority and status under the legal framework relative to other
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creditors in the jurisdiction;

- overall level of capitalisation in the insurance sector in the jurisdiction;

- overall quality of risk management and governance frameworks in the
insurance sector in the jurisdiction;

- the development of capital markets in the jurisdiction and its impact on the
ability of insurers to raise capital; and

- the balance to be struck between protecting policyholders and the impact on

the effective operation of the insurance sector and considerations around
unduly onerous levels and costs of regulatory capital requirements.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups H'g B 2 B AT iR 2 A 2 FE 0 R

17.3.8

While the general considerations in Guidance 17.3.1 to 17.3.7
above on the establishment of solvency control levels apply in a group-wide
context as well as a legal entity context, the supervisory actions triggered at
group level will be likely to differ from those at legal entity level. As a group
is not a legal entity the scope for direct supervisory action in relation to the
group as a whole is more limited and action may need to be taken through

co-ordinated action at insurance legal entity level
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17.3.9

17.3.10

Structure
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Nevertheless, group solvency control levels are a useful tool for identifying a
weakening of the financial position of a group as a whole or of particular
parts of a group, which may, for example, increase contagion risk or
impact reputation which may not otherwise be readily identified or
assessed by supervisors of individual group entities. The resulting timely
identification and mitigation of a weakening of the financial position of a
group may thus address a threat to the stability of the group or its component
insurance legal entities
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Group-wide solvency control levels may trigger a process of coordination and
cooperation between different supervisors of group entities which will
facilitate mitigation and resolution of the impact of group-wide stresses on
insurance legal entities within a group. Group-wide control levels may also
provide a trigger for supervisory dialogue with the group’s management
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of regulatory capital requirements - triggers for supervisory

intervention in the context of legal entity capital adequacy assessment * 7 * & F2_ 2
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17.4

In the context of insurance legal entity capital adequacy assessment, the
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17.4.1

17.4.2

regulatory capital requirements establish:

- a solvency control level above which the supervisor does
not intervene on capital adequacy grounds. This is referred to as the
Prescribed Capital Requirement (PCR). The PCR is defined such that
assets will exceed technical provisions and other liabilities with a specified
level of safety over a defined time horizon.

- a solvency control level at which, if breached, the supervisor would invoke
its strongest actions, in the absence of appropriate corrective action by
the insurance legal entity. This is referred to as the Minimum Capital
Requirement (MCR). The MCR is subject to a minimum bound below
which no insurer isregarded to be viable to operate effectively.
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A range of different intervention actions should be taken by a supervisor
depending on the event or concern that triggers the intervention. Some
of these triggers will be linked to the level of an insurer’s capital resources
relative to the level at which regulatory capital requirements are set.
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In broad terms, the highest regulatory capital requirement, the Prescribed
Capital Requirement (PCR), will be set at the level at which the supervisor

would not require action to increase the capital resources held or reduce the

risks undertaken by the insurer 30 However if the insurer’s capital
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17.4.3

17.4.4

17.4.5

resources were to fall below the level at which the PCR is set, the supervisor
would require some action by the insurer to either restore capital resources to
at least the PCR level or reduce the level of risk undertaken (and hence the

required capital level)
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The regulatory objective to require that, in adversity, an insurer’s obligations

to policyholders will continue to be met as they fall due will be achieved

31
without intervention if technical provisions and other liabilities are expected

to remain covered by assets over a defined period, to a specified level of
safety. As such, the PCR should be determined at a level such that the insurer
is able to absorb the losses from adverse events that may occur over that
defined period and the technical provisions remain covered at the end of the
period.
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The Minimum Capital Requirement (MCR) represents the
supervisory intervention point at which the supervisor would invoke its
strongest actions, if further capital is not made available.
Therefore, the main aim of the MCR is to provide the ultimate safety net for
the protection of the interests of policyholders.
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These actions could include stopping the activities of the insurer, withdrawal
of the insurer’s licence, requiring the insurer to close to new business and
run-off the portfolio, transfer its portfolio to another insurer,

arrange additional reinsurance, or other specified actions. This position is
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17.4.6

17.4.7

different from the accounting concept of insolvency as the MCR would be set
at a level in excess of that at which the assets of the insurer were still expected
to be sufficient to meet the insurer’s obligations to existing policyholders as
they fall due. The PCR cannot be less than the MCR, and therefore the MCR
may also provide the basis of a lower bound for the PCR, which may be
especially appropriate in cases where the PCR is determined on

133

the basis of an insurer’s internal mode approved for use in determining

regulatory capital requirements by the supervisor.
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In establishing a minimum bound on the MCR below which no

insurer is regarded to be viable to operate effectively, the supervisor may,

34 to the

for example, apply a market-wide nominal floor
regulatory capital requirements, based on the need for an insurer to operate
with a certain minimal critical mass and consideration of what may be
required to meet minimum standards of governance and risk management.
Such a nominal floor might vary between lines of business or type of insurer
and is particularly relevant in the context of a new insurer or line of business.
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Regulatory capital requirements may include additional solvency
control levels between the level at which the supervisor takes no intervention
action from a capital perspective and the strongest intervention
point (that is, between the PCR and MCR Ilevels). These

control levels may be set at levels that correspond to a range of different
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17.4.8

intervention actions that may be taken by the supervisor itself or actions
which the supervisor would require of the insurer according to the severity or
level of concern regarding adequacy of the capital held by the insurer. These
additional control levels may be formally established by the supervisor with
explicit intervention actions linked to particular control levels. Alternatively,
these additional control levels may be structured less formally, with a
range of possible intervention actions available to the supervisor depending
on the particular circumstances. In either case the possible triggers and range
of intervention actions should be appropriately disclosed by the supervisor.
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Possible intervention actions include:

-measures that are intended to enable the supervisor to better assess and/or
control the situation, either formally or informally, such as increased
supervision activity or reporting, or requiring auditors or actuaries to
undertake an independent review or extend the scope of their examinations;

- measures to address capital levels such as requesting capital and business
plans for restoration of capital resources to required levels, limitations on
redemption or repurchase of equity or other instruments and/or dividend
payments;

- measures intended to protect policyholders pending strengthening of the
insurer’s capital position, such as restrictions on licences, premium
volumes, investments, types of business, acquisitions, reinsurance
arrangements;

measures that strengthen or replace the insurer’s management and/or risk

362



management framework and overall governance processes;
- measures that reduce or mitigate risks (and hence required capital) such as
requesting reinsurance, hedging and other mechanisms; and/or
- refusing, or imposing conditions on, applications submitted for regulatory
approval such as acquisitions or growth in business
W ERIIFEAHE T F
CH A ER AN AR REFFAPAHEFHE F AR F P
I g b SN g SR 2 PR e A kR
TR R A RNEI AT AL AR TR RE ZF 0 A H
FIREAE W £l B2 fw/Eowr mgle ik
U EE A Z SR R SR FT CERAECATERE V2R
FrEERE S G > VR EE A AT ARG RRE S PR
TR RGN E Y AR g F IR AR D P
ELUN g7 i N
CR R E R FER E2 ] (of R WS H RS )
CHHEEEAEBMNLEFEFTERT Y GRAZFE A RS
FoEERS A
17.4.9 In establishing the respective control levels, consideration should be had for
these possibilities and the scope for an insurer with capital at this level to be
able to increase its capital resources or to be able to access appropriate risk
mitigation tools from the market.
Figure 17.2 below illustrates the concept of solvency control levels in the
context of establishing regulatory capital requirements.
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Structure of regulatory capital requirements - Triggers for supervisory
intervention in the context of group-wide capital adequacy assessment
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17.5 In the context of group-wide capital adequacy assessment, the regulatory
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17.5.1

17.5.2

capital requirements establish solvency control levels that are appropriate in

the context of the approach to group-wide capital adequacy that is

applied.
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The supervisor should establish solvency control levels that are appropriate
in the context of the approach that is adopted for group- wide capital adequacy
assessment. The supervisor should also define the relationship between these
solvency control levels and those at legal entity level for insurers that are
members of the group. The design of solvency control levels depends on a
number of factors. These include the supervisory perspective, i.e. the relative
weight placed on group-wide supervision and legalentity
supervision, and the organisational perspective, i.e. the extent to which a
group is considered as a set of interdependent entities or a single integrated
entity. The solvency control levels are likely to vary according to the particular
group and the supervisors involved. (See Figure 17.1.) The
establishment of group-wide solvency control levels should be such as
to enhance the overall supervision of the insurers in the group.
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Having group-wide solvency control levels does not necessarily mean
establishing a single regulatory capital requirement at group level. For
example, under a legal entity approach consideration of the set of capital
requirements for individual entities (and interrelationships
between them) may enable appropriate decisions to be taken about

supervisory intervention on a group-wide basis. However,  this  requires
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17.5.3

the approach  to be sufficiently  well developed for group
risks to be taken into account on a complete and consistent basis in the
capital adequacy assessment of insurance legal entities in a group. To
achieve consistency for insurance legal entity assessments, it may be
necessary to adjust the capital requirements used for insurance legal entities
so they are suitable for group—wide assessment
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One approach may be to establish a single group-wide PCR or a consistent
set of PCRs for insurance legal entities that are members of the group which,
if met, would mean that no supervisory intervention at group level for capital
reasons would be deemed necessary or appropriate. Such an approach may
assist, for example, in achieving consistency of approach towards similar
organisations with a branch structure and different group structures e.g.
following a change in structure of a group. Where a single group-wide
PCR is determined, it may differ from the sum of insurance legal entity
PCRs because of group factors including group diversification
effects, group risk concentrations and intra- group transactions. Similarly,
where group-wide capital adequacy assessment involves the determination of
a set of PCRs for the insurance legal entities in an insurance group, these
may differ from the insurance legal entity PCRs if group factors are reflected
differently in the group capital assessment process. Differences in the level
of safety established by different jurisdictions in which the group operates
should be considered when establishing group-wide PCR(s)
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17.5.4

17.5.5
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The establishment of a single group-wide MCR might also be considered and
may, for example, trigger supervisory intervention to restructure the control
and/or capital of the group. A possible advantage of this approach is
that it may encourage a group solution where an individual
insurer is in financial difficulty and capital is sufficiently fungible and
assets are transferable around the group. Alternatively, the protection
provided by the supervisory power to intervene at individual
entity level on breach of aninsurance legal entity MCR may be
regarded as sufficient.
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The solvency control levels adopted in the context of group-wide capital
adequacy assessment should be designed so that together with the solvency
control levels at insurance legal entity level they represent a  consistent
ladder of supervisory intervention. For example, a group-wide PCR
should trigger supervisory intervention before a group-wide MCR because the
latter may invoke the supervisor’s strongest actions. Also, if a single
group-wide PCR is used it may be appropriate for it to have a floor equal to
the sum of the legal entity MCRs of the individual entities in the insurance
group. Otherwise, no supervisory intervention into the operation of the group

would be required even though at least one of its member insurers had
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breached its MCR.
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17.5.6 Supervisory intervention triggered by group-wide solvency control levels
should take the form of coordinated action by relevant group supervisors. This
may, for example, involve increasing capital at holding company level or
strategically reducing the risk profile or increasing capital in insurance legal
entities within the group. Such supervisory action may be exercised via the
insurance legal entities within a group and, where insurance holding
companies are authorised, via those holding companies. Supervisory action in
response to breaches of group-wide solvency control levels should not alter
the existing division of statutory responsibilities of the supervisors

responsible for authorising and supervising each individual insurance legal

entity.
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Structure of regulatory capital requirements - approaches to determining regulatory
capital requirements i# T ™ & 2 AU LF AR 222
17.6 The regulatory capital requirements are established in an open and transparent

process, and the objectives of the regulatory capital requirements and the

bases on which they are determined are explicit. In determining regulatory
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17.6.1

17.6.2

17.6.3

capital requirements, the supervisor allows a set of standardised and, if
appropriate, other approved more tailored approaches such as the use of

(partial or full) internal models.
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Transparency as to the regulatory capital requirements that apply is required to
facilitate effective solvency assessment and supports its enhancement,
comparability and convergence internationally
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The supervisor may develop separate approaches for the
determination of different  regulatory capitalrequirements, in
particular for the determination of the MCR and the PCR.
For example, the PCR and MCR may be determined by two separate methods,
or the same methods and approaches may be used but with two different levels
of safety specified. In the latter case, for example, the MCR may be defined as
a simple proportion of the PCR, or the MCR may be determined on different
specified target criteria to those specified for the PCR.
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The PCR would generally be determined on a going concern basis, i.e. in the
context of the insurer continuing its operations. On a going concern basis, an
insurer would be expected to continue to take onnew  risks  during  the
established time horizon. Therefore, in establishing the regulatory
capital level to provide an acceptable level of solvency, the potential growth
in an insurer’s portfolio should be considered.
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17.6.4

17.6.5

17.6.6
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Capital should also be capable of protecting policyholders if the insurer were
to close to new business. Generally, the determination of capital on a going
concern basis would not be expected to be less than would be required if it is
assumed that the insurer were to close to new business. However, this may

not be true in all cases, since some assets may lose some or all of their value
in the event of a winding-up or run-off, for example, because of a forced

sale. Similarly, some liabilities may actually have an increased value if the
business does not continue (e.g. claims handling expenses)
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Usually the MCR would be constructed taking into consideration the
possibility of closure to new business. It is, however, relevant to also consider
the going concern scenario in the context of establishing the level of the
MCR, as an insurer may continue to take on new risks up until the
point at which MCR intervention is ultimately triggered. The
supervisor should consider the appropriate relationship between
the PCR and MCR, establishing a sufficient buffer between these two levels
(including consideration of the basis on which the MCR is generated) within
an appropriate continuum of solvency control levels, having regard for the
different situations of business operation and other relevant considerations.
fiz B MCRPF » 3 % € 4 g bl P 3]0 REERTER T i o Ra > o*
BA5 g § # 4 £ going-concernd® G B (Ao iFre A ¥ oA BKERATE
b % EIMCRERFFAE 2 fadp 5 1) E2 T RYEPCRE
MCRFR i § 2 MBER Elr2 " > ¥4 —*F‘Fé"fﬁ,%_ & i e 1 A
AR U2 A R EBEY RS AT ApH

It should be emphasised that meeting the regulatory capital requirements
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17.6.7

17.6.8

should not be taken to imply that further financial injections will not
be necessary under any circumstances in future

Foho g A EPETFALRF 2 AL AR REIPRRET
AT A

Regulatory capital requirements may be determined using a range of

B
E-)
ER]
o,

approaches, such as standard formulae, or other approaches, more tailored to

the individual insurer (such as partial or full internal models), which are subject

35
to approval by the relevant supervisors. Regardless of the approach

used, the principles and concepts that underpin the objectives for
regulatory capital requirements described in this ICP apply and should be
applied consistently by the supervisor to the various approaches. The approach
adopted for determining regulatory capital requirements should take
account of the nature and materiality of the risks insurers face
generally and, to the extent practicable, should also reflect the nature, scale
and complexity of the risks of the particular insurer.
AT AR RTEE- LI R A B AN N B R SRR
BB E e p IR o R T AT A R E 0 1 A 4F A ICP
AERPZ RRIZ A FET B RMEE BT 2L RIS
SR AR AR R TR R ERE AT BT TRh KA %ﬁ’f ’
i85 3

PR AR F PR L e TR R AT

Standardised approaches, in particular, should be designed to
deliver capital requirements which reasonably reflect the overall risk to which
insurers are exposed, while not being unduly complex. Standardised
approaches  may differ in levelof complexity depending on the
risks covered and the extent to which they are mitigated or may differ in
application based on classes of business (e.g. life and non-life). Standardised
approaches should be appropriate to the nature, scale and complexity of the
risks that insurers face and should include approaches that are feasible in
practice for insurers of all types including small and medium sized insurers
and captives taking into account the technical capacity that insurers need to

manage their businesses effectively.
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17.6.9

17.6.10

AR EBE2 X HEE N ELFPREE AT T o TR0k R0 2 7
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By its very nature a standardised approach may not be able to fully and
appropriately reflect the risk profile of each individual insurer. Therefore,
where appropriate, a supervisor should allow the use of more tailored
approaches subject to approval. In particular, where an insurer has an internal
model (or partial internal model) that appropriately reflects its risks and is
integrated into its risk management and reporting, the supervisor should allow

the use of such a model to determine more tailored regulatory capital

requirements, where appropriate36. The use of the internal model for this
purpose would be subject to prior approval by the supervisor based on a
transparent set of criteria and would need to be evaluated at
regular intervals. In particular, the supervisor would need to be satisfied that
the insurer’s internal model is, and remains, appropriately calibrated relative to
the target criteria established by the supervisor (see Guidance 17.12.1 to
17.12.18)

3.%*3@5 TORBZTREZE AL EPRBUEEA DR GEE TIPS

PR RSP L SR E R c R ARG A S R T

Wy FPREZ PN T IS PEAD c AT R R R REERE
LV NREL R E > HERE R F AR R B O IR (N R A

RFREAD R AL R AT AR R o AP b pOEY

SR F ATF S L APTEERY F LapLa 0 F AW R
oo kA R A R SRR e 8 B SriTen) RARB R B iR

TR A (4R ICP17.12.1 3 ICP17.12.18) -
The supervisor should also be clear on whether an internal model may be used
for the determination of the MCR. In this regard, the supervisor should take

into account the main objective of the MCR (i.e. to provide the ultimate safety
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net for the protection of policyholders) and the ability of the MCR to be
defined in a sufficiently objective and appropriate manner to be
enforceable (refer to Guidance 17.3.4)

ERFS BEZERGEFATEAIRATREGATREHI S 2HE
MCR - & igR38 E2F Y 2 X TMCRZ A & p (T iif i
¥z 2 2pM) N2 MCR vl RREGF 2 T2V %4 (%
i ICP17.3.4) -

17.7 The supervisor addresses all relevant and material categories of risk in

insurers and is explicit as to where risks are addressed, whether solely in
technical provisions, solely in regulatory capital requirements or if addressed
in both, as to the extent to which the risks are addressed in each. The
supervisor is also explicit as to how risks and their aggregation are reflected in
regulatory capital requirements.
TIRERED TG AT i h TR T APM 2 L& PRGN T PR
PEZE R "Giin adrm F ph bl £ 2 L' T A2 F (doifr pat
BH LS WFPRUNRGT A SEMEERES FntE ). FRT
PP L' B 'eebirPip a2 T h'ep ~& K1 o

Types of risks to be addressed & *& 3| i& 2- T

17.7.1 The supervisor should address all relevant and material categories of risk -
including as a minimum underwriting risk, credit risk, market risk, operational
risk and liquidity risk. This should include any significant risk concentrations,
for example, to economic risk factors, market sectors or individual
counterparties, taking into account both direct and indirect exposures and the
potential for exposures in related areas to become more correlated under
stressed circumstances
T RWP EEAT AR IR T ARME LR PRGN ¢ F R
Fh' ~G*RG TP HRGTER G F B ER GO RFET T
FATFE Y IR G o DA G FIF R D SRS RS E D
Buleh b H LA BB EE T RATROF N U A
AT LA R T L R RF ML

Dependencies and interrelations between risks h “& FF2_ip M (22 jp 3 1% B %
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17.7.2

The assessment of the overall risk that an insurer is exposed to should
address the dependencies and interrelationships between risk categories (for
example, between underwriting risk and market risk) as well as within a risk
category (for example, between equity risk and interest rate risk). This should
include an assessment of potential reinforcing effects between different risk
types as well as potential “second order effects”, i.e. indirect effects to an

insurer’s exposure caused by an adverse event or a change in economic or

37
financial market conditions. It should also consider

that dependencies between different risks may vary as general market
conditions change and may significantly increase during periods of stress or
when extreme events occur. “Wrong way risk”, which is defined as the risk
that occurs when exposure to counterparties, such as financial guarantors, is
adversely correlated to the credit quality of those counterparties, should
also be considered as a potential source of significant loss e.g. in
connection with derivative transactions. Where  the determination of an
overall capital requirement takes into account diversification effects
between different risk types, the insurer should be able to explain the
allowance for these effects and ensure that it considers how dependencies
may increase under stressed circumstances
BTG A T o TR R R TR R LR G R (o R RS B
R R)2 AP 4p s (E% Btk o 2 L8R G T O b e A (IR E B
GEFRGF)TRVBRIEL e ke FHA PR GHAUF B
L5 = Py B2 BB (“second order effects”) e ip o T 2 0 iy AN P4
D B2 A IR R A RGN FREE VY - R 5
AR AR R G R M T g2 e R AN A IR
L g7

g

PR EEF A LRGP T S
risk & o b &V Thdg F L B E oM AR e P2 Rreiii g o 5
TRMEIPMETAS b % @32k %4 AL 5 ¥ 4 B LR
- ¥
3

Bp ¥ 3 v 20 075 o “Wrong way

(Pldrkm2 M ERE F2 2 h) AERT LHFFHT AL R ATT TR
PRGN R EAIOTE T R e A RZE LR SE L GR
BATLV SRR G ARCHT AR R iR TR Y R ANy
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Allowance for risk mitigation b "& ¥ 2. 3.7

17.7.3

Any allowance for reinsurance in determining regulatory capital requirements
should consider the possibility of breakdown in the effectiveness of the risk
transfer and the security of the reinsurance counterparty and any measures
used to reduce the reinsurance counterparty exposure. Similar considerations
would also apply for other risk mitigants, for example derivatives
BATETRGT AR L RRh G2 BERGRRT RZT ER G HEL
PR R EGRIHEIRT RGO U ER RO HE Y BRI
ZHFR AT BT LR AR VR GREL L (Pl A R

w) °

Transparency of recognition of risks in regulatory requirements ti* & REHT b *&

ﬁpnu—iﬁ F]g },}

17.7.4

The supervisor should be explicit as to where risks are addressed, whether
solely in technical provisions, solely in regulatory capital requirements or if
addressed in both, as to the extent to which the risks are addressed in each.
The solvency requirements should also clearly  articulate how  risks

are reflected in regulatory capital requirements, specifying and
publishing the level of safety to be applied in determining regulatory capital
requirements, including the established target criteria (refer to Standard 17.8)
M h %2 FWEmNER & FFph Kégfg\d\ SRR S K
PEL A AR GG RN F o TR BT PR TRT
FRARR G AP F P AZ LT AR S DRLE 2F Y AR T

k&2 T 2oRE(E §ICPIT8 #1482 © 28 p RARH) -

Treatment of risks which are difficult to quantify ¥t1 £ 1* b "k 2_ k2

17.7.5

The TAIS recognises that some risks, such as strategic risk, reputational risk,
liquidity risk and operational risk, are less readily quantifiable than the other
main categories of risks. Operational risk, for example, is diverse in its
composition and depends on the quality of systems and controls in place. The
measurement of operational risk, in particular, may suffer from a lack of

sufficiently uniform and robust data and well developed valuation methods.
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17.7.6

17.8

Jurisdictions may choose to base regulatory capital requirements for these less
readily quantifiable risks on some simple proxies for risk exposure and/or
stress and scenario testing. For particular risks (such as liquidity risk), holding
additional capital may not be the most appropriate risk mitigant and it may be
more appropriate for the supervisor to require the insurer to control these risks
via exposure limits and/or qualitative requirements such as additional

systems and controls
TIAIS 3L B R "% b % > TR > B bk TER'GE)E
WHBIERGERAFEIRE AT RR GG LT TP &
T EREE AT ch AR R A o A B (FE R G ehiF
TV AR LGHRFTHE J DGR F AN E Lk e T
T GEA - BT AR ERGT e O F AR 2 A RS S
BRBRATEFEZERL G222 2T A% o VHHE IR GEoind L
“m’ﬂﬁ%%‘%$ﬁ$ﬁ?ﬁii%—amﬁié SRED Sk
o & Rifrg A BEh 'R B)F I A TR b e E TS 2
F)REE R % ‘ﬁswmi ek o
However, the TAIS envisages that the ability to quantify some risks (such as
operational risk) will improve over time as more data become
available or improved valuation methods and modelling approaches are
developed. Further, although it may be difficult to quantify risks, it is

important that an insurer nevertheless addresses all material risks in its own

risk and solvency assessment

AR JAISEBI G LR %ErTER%)2F BV b ' 4 2R LT
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The supervisor sets appropriate target criteria for the
calculation of regulatory capital requirements, which underlie the
calibration of a standardised approach. Where the supervisor allows the use of
approved more tailored approaches such as internal models for the purpose of
determining regulatory capital requirements, the target criteria underlying the

calibration of the standardised approach are also used by those approaches for
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17.8.1

17.8.2

that purpose to require broad consistency among all insurers within the
jurisdiction.
it AT AR KL E  EE iR D R % LA
BB AR o Gl4e T R R R G D E 2 R A
£ Rihp T 2 W o iR T RIGRZ FHET TR P R LR
SRFEL R AN R - FIERT G AR B - R
The level at which regulatory capital requirements are set will reflect the risk
tolerance of the supervisor. Reflecting the IAIS’s principles- based approach,
this ICP does not prescribe any specific methods for determining regulatory
capital requirements. However, the IAIS’s view is that it is important that
individual jurisdictions set appropriate target criteria (such as risk measures,
confidence levels or time horizons) for their regulatory capital requirements.
Further, each jurisdiction should outline clear principles for the key concepts
for determining regulatory capital requirements, considering the factors that
a supervisor should take into account in determining the
relevant parameters as outlined in this ICP.
FEF AL JORBEIRR TR F PR EIRY HL DR o 5 F pJAIS (R
R 23% 5 = 2 (principles- based approach) » # ICP p 7 £ 7 ¢ 4p & ¥ 113+
FR2IF AL RZPFEE AP TAISRG L FiFEL S HEZ LT 4
£ AGTRAE Y PR KD R Glhrh R R ek s A
PRERDEAREL D L F > T80 154~ ICP ik - B ELF &k 2p
B Sl el 2 Fl R BB UE LT AL LA &
AR g N F ERR T 3} ICP #tit 2 4p b Slcil-2 > "4 £ F
WEREALLAFF o
Where a supervisor allows the use of other more tailored approaches to
determine regulatory capital requirements, the target criteria established should
be applied consistentlyto those approaches. In particular, where a
supervisor allows the use of internal models for the determination of
regulatory capital requirements, the supervisor should apply the target
criteria in approving the wuse of an internal model by an
insurer for that purpose. This should achieve broad consistency among all

insurers and a similar level of protection for all policyholders, within
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17.8.3

17.8.4

17.8.5

the jurisdiction.
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With regards to the choice of the risk measure and confidence level to which
regulatory capital requirements are calibrated, the IAIS notes that some
supervisors have set a confidence level for regulatory purposes which s
comparable witha minimum investment grade level. Some examples

have included a 99.5% VaR calibrated confidence level over a one year
timeframe38 , 99% TVaR over one year and 95% TVaR over the term of the
policy obligations
M e REAARZZ LT AL R GHFE 2 G REGER > TAIS
#E2FETIEE S A MALT F s (investment grade) kK T2 TP h2
R B e — BB @ g Ao L E N Var 99.5% e ok S ] E R
9CTE99% % ~ & i'& ¥ FF ¢ CTE95% -
In regards to the choice of an appropriate time horizon, the determination and
calibration of the regulatory capital requirements needs to be based on a more
precise analysis, distinguishing between:
- the period over which a shock is applied to a risk — the “shock period”; and
- the period over which the shock that is applied to a risk will impact the
insurer — the “effect horizon”
wﬁgﬁﬁﬁﬁﬁﬁﬂﬂ’%iﬁiﬁﬁﬁ%iiﬁﬁ%Wﬁiﬁ
A F7o T Fe o b M R 8 H) B (shock period) ¥ Flh g R 8 @ BN RG A )
¥ (effect horizon)e % £ o
For example, a one-off shift in the interest rate term structure during a shock
period of one year has consequences for the discounting of the cash flows over

the full term of the policy obligations (the effect horizon). A judicial opinion

(e.g. on an appropriate level of compensation) in one year (the shock period)
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17.8.6

may have permanent consequences for the value of claims and hence will
change the projected cash flows to be considered over the full term of the
policy obligations (the effect horizon).

blde > - E R GEFHE P E5 - LI FHF SRS H
FHE R ARG HPE(TFRGEFa PREGE L DI F > effect
horizon) 2. L & it B “THR LI F]F A 2 F2 50 o X do— E PN hh g B F I
CEEE B LA R RN OUE S F Tt J R R
ACENRLER S Tt R e R R A R (R-H 2%l 7 (effect horizon)p #rdR F eh
BeEnE -

The impact on cash flows of each stress that is assumed to occur during the
shock period will need to be calculated over the period for which the shock
will affect the relevant cash flows (the effect horizon). In many cases this will
be the full term of the insurance obligations. In some cases, realistic allowance
for offsetting reductions in  discretionary  benefits  to

policyholders or  other offsetting management actions may be
considered, where they could and would be made and would be effective
in reducing policy obligations or in reducing risks in the circumstances of the
stress. In essence, at the end of the shock period, capital has to be sufficient so
that assets cover the technical provisions (and other liabilities) re-determined
at the end of the shock period. The re-determination of the technical
provisions would allow for the impact of the shock on the technical
provisions over the full time horizon of the policy obligations.

Mt b & 78 8 F¥ (shock period)# 78 4 & B/R 4 FHR IR &0 E P
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17.8.7 Figure 17.3 summarises key aspects relevant to the determination of
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17.8.8

regulatory capital requirements B 17.3 & & 1 TR AE R ML &
oo

For the determination of the technical provisions, an insurer is
expected to consider the uncertainty attached to the policy obligations, that is,
the likely (or expected) variation of future experience from what is assumed in
determining the current estimate, over the full period of the policy obligations.
As indicated above, regulatory capital requirements should be calibrated such
that assets exceed the technical provisions (and other liabilities) over a
defined shock period with an appropriately high degree of safety. That is, the
regulatory capital requirements should be set such that the insurer’s capital
resources can withstand a range of predefined shocks or stress scenarios that
are assumed to occur during that shock period (and which lead to significant
unexpected losses over and above the expected losses that are captured in the
technical provisions).
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Calibration and measurement error &1 22 78 %4

17.8.9

The risk of measurement error inherent in any approach used to determine
capital requirements should be considered. This is especially important where
there is a lack of sufficient statistical data or market information to assess the
tail of the underlying risk distribution. To mitigate model error, quantitative
risk calculations should be blended with qualitative assessments, and, where
practicable, multiple risk measurement tools should be used. To help
assess the economic appropriateness of risk-based capital requirements,
information should be sought on the nature, degree and sources of the

uncertainty surrounding the determination of capital requirements in relation to
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17.8.10

the established target criteria
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The degree of measurement error inherent, in particular, in a standardised
approach depends on the degree of sophistication and granularityof the
methodology used. A more sophisticated standardised approach
has the potential to be aligned more closely to the true distribution of risks
across insurers. However, increasing the sophistication of the standardised
approach is likely to imply higher compliance costs for insurers and more
intensive use of supervisory resources (for example, in validating the
calculations). The calibration of the standardised approach therefore needs to
balance the trade-off between risk-sensitivity and implementation costs.
Ful o IR AR R § RATRER 2 RS iR S R o A7
FeerfR B2 ¥ iR G AT B LR G ns T R GAF SR 2
FEREFERAL I FAE ERTRG Y 5%E) &R Ei2 kD F
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Procyclicality # ~ "8+ J5 5%

17.8.11

When applying risk-based regulatory capital requirements, there is a risk that
an economic downturn will trigger supervisory interventions that exacerbate
the economic crises, thus leading to an adverse “procyclical” effect. For
example, a severe downturn in share markets may result in a
depletion of the capital resources of a major proportion of insurers. This in
turn may force insurers to sell shares and to invest in less risky
assets in order to decrease their regulatory capital requirements. A
simultaneous massive selling of shares by insurers could, however ,put
further pressure on the share markets, thus leading to a further drop in
share prices and to a worsening of the economic crises.

FHP 2R GART AL KB P Ao TR Tf AR BT
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17.8.12

17.8.13

17.8.14

BFAFEET I GFE T REBEBLHENERFIFEH F
P ed EREMEER b4 KR FRE ROV ERRG A 2
IRELFA 7»/)5"—”7«#%*°T#&%‘ ERFF R EUREEAE IRE
FTHELFTAEMRGT AL > UHERRGT AR Ko KA > B AR
AREFREZFT N SR RE D R g RoieA FROLGE

TR R EARBEPRL A ET -
However, the system of solvency control levels required enables supervisors
to introduce a more principles-based choice of supervisory interventions in
cases where there may be a violation of the PCR control level and this can
assist in avoiding exacerbation of procyclicality effects: supervisory
intervention is able to be targeted and more flexible in the context of an
overall economic downturn so as to avoid measures that may have adverse
macroeconomic effects.

fo AR EP CRKEZ Mg 4 o G i kI ke R
RVEERFE N IERFRFEHFOERE UFLEEFER 2o 2
EHLH FELT R FRAHERELRROER IR BT

It could be contemplated whether further explicit procyclicality- dampening
measures would be needed. This may include allowing a longer period for
corrective measures or allowance for the calibration of the regulatory
capital requirements to reflect procyclicality dampening measures.
Overall, when such dampening measures are applied, an appropriate balance
needs to be achieved to preserve the risk sensitivity of the regulatory capital
requirements
RFESRLIZRE{LL-HIPREDEERE RPREH L Ew FRD
PE - GLERRETL § ARG FREDF I RE A 5T
%%iﬁﬁﬂﬁmﬁLﬁﬁﬂFmﬁf%«%@fﬁmﬁgoai’%#
R EROR LR FEREE Y TG AR AT AR
Fechh WATRE 2
In considering the impacts of procyclicality, the influence of external factors

(for example, the influence of credit rating agencies) should be given due
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regard. The impacts of procyclicality also heighten the need for supervisory
cooperation and communication.
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Additional guidance for insurance groups and insurance legal entities that are members of

groups

17.8.15

17.8.16

Approaches to determining group-wide regulatory capital
requirements will depend on the overall approach taken to group- wide capital
adequacy assessment. Where a group level approach is used, either the
group’s consolidated accounts may be taken as a basis for calculating
group-wide capital requirements or the requirements of each insurance legal
entity may be aggregated or a mixture of these methods may be used. For
example, if a different treatment is required for a particular entity (for
example, an entity located in a different jurisdiction) it might be disaggregated
from the consolidated accounts and then included in an appropriate way
using a deduction and aggregation approach.

R B T R et ML B B AT A e
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Where consolidated accounts are used, the requirements of the jurisdiction in
which the ultimate parent of the group is located would normally be

applied, consideration should also be given to the scope of the
consolidated accounts used for accounting purposes as compared to the
consolidated balance sheet used as a basis for group-wide capital adequacy
assessment to require, for example, identification and appropriate treatment of

non-insurance group entities.
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17.8.17

(Gl gk A 2 AR AR ) B BT A LR R R
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Where the aggregation method is used (as described in Guidance 17.1.13), or
where a legal entity focus is adopted (as described in Guidance 17.1.14),
consideration should be given as to whether local capital requirements can
be used for insurance legal entities within the group which are located in
other jurisdictions or whether capital requirements should be
recalculated according to the requirements of the jurisdiction in which
the ultimate parent of the group is located.
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Group-specific risks % B 4F7Rx b &

17.8.18

17.8.19

There are a number of group-specific factors which should be taken into
account in determining group-wide capital requirements including
diversification of risk across group entities, intra-group transactions, risks
arising from non-insurance group entities, treatment of group entities located
in other jurisdictions and treatment of partially-owned entities and
minority interests. Particular concerns may arise from a continuous
sequence of internal financing within the group, or closed loops in the
financing scheme of the group.
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Group specific risks posed by each group entity to insurance members of the
group and to the group as a whole are a key factorin an overall
assessment of group-wide capital adequacy. Such risks are typically
difficult to measure and mitigate and include notably contagion risk (financial,

reputational, legal), concentration risk, complexity risk and
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17.8.20

operational/organisational risks. As groups can differ significantly it may not
be possible to address these risks adequately using a standardised approach for
capital requirements. It may therefore be necessary to address
group specific risks through the use of more tailored approaches to capital
requirements including the use of (partial or full) internal models.
Alternatively, supervisors =~ may vary the standardised regulatory

capital requirement so that group-specific risks are adequately provided
for in the insurance legal entity and/or group capital adequacy assessment.
REFERET AR MR R - FEEET LS A T
BRI AL B MBFRR G L B R FIF o dept b G K I
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Group specific risks should be addressed from both an insurance legal entity
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perspective and group-wide perspective ensuring that adequate allowance is
made. Consideration should be given to the potential for duplication or gaps
between insurance legal entity and group-wide approaches
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17.8.21

In the context of a group-wide solvency assessment, there should also be
consideration of dependencies and interrelations of risks across different
members in the group. However, it does not follow that where diversification
effects exist these should be recognised automatically in an assessment of
group-wide capital adequacy. It may, for example, be appropriate to limit the
extent to which group diversification effects are taken into

account for the following reasons:

- Diversification may be difficult to measure at any time and in particular in
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17.8.22

times of stress. Appropriate aggregation of risks is critical to the proper
evaluation of such benefits for solvency purposes.

- There may be constraints on the transfer of diversification benefits across
group entities and jurisdictions because of a lack of fungibility of capital or
transferability of assets.

- Diversification may be offset by concentration/aggregation effects (if this
is not separately addressed in  the assessment of group capital)
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An assessment of group diversification benefits is necessary under whichever
approach used to assess group-wide capital adequacy. Under a legal entity
approach, recognition of diversification benefits will require consideration of
the diversification between the business of an insurance legal entity and other
entities within the group in which it participates and of intra-group
transactions. Under an approach with a consolidation focus which uses the
consolidated accounts method, some diversification benefits will be
recognised automatically at the level of the consolidated group. In this case,
supervisors will need to consider whether it is prudent to recognise such
benefits or whether an adjustment should be made in respect of potential
restrictions on the transferability or sustainability under stress of surplus
resources created by group diversification benefits.
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Intra-group transactions % B 382 %

17.8.23

Intra-group transactions may result in complex and/or opaque intra- group
relationships which give rise to increased risks at both insurance legal entity
and group level. In a group-wide context, credit for risk mitigation should
only be recognised in group capital requirements to the extent that risk is
transferred outside the group. For example, the transfer of risk to a captive
reinsurer or to an intra- group insurance special purpose vehicle should not
result in a reduction of overall group capital requirements.
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17.8.24

In addition to insurance legal entities, an insurance group may
include a range of different types of non-insurance entity, either subject  to
no financial regulation (non-regulated entities) or regulated
under other financial sector regulation. The impact of all such entities should
be taken into account in the overall assessment of group-wide solvency but the
extent to which they can be captured in a  group-wide capital
adequacy measure as such will vary according to the type of
non-insurance entity, the degree of control/influence on that entity and the
approach taken to group- wide supervision
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17.8.25

17.8.26

17.8.27

17.8.28
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Risks from non-regulated entities are typically difficult to measure and
mitigate. Insurance supervisors may not have direct access to information on
such entities but it is important that supervisors are able to assess the risks
they pose in order to apply appropriate mitigation measures. Measures taken to
address risks from non- regulated entities do not imply active supervision of
such entities
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There are different approaches to addressing risks stemming from
non-regulated entities such as capital measures, non-capital measures or a

combination thereof
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One approach may be to increase capital requirements in order that the group
holds sufficient capital. If the activities of the non- regulated
entities have similar risk characteristics to insurance activities (e.g. certain
credit ~ enhancement mechanisms as compared to traditional bond
insurance) it may be possible to calculate an equivalent capital charge.
Another approach might be to deduct the value of holdings in non-regulated
entities from the capital resources of the insurance legal entities in the group,
but this on its own may not be sufficient to cover the risks involved
LREMAEG AT A - B R T AL R BrAL T
FEA SRR EIG AR R G AP R ARG deAp BB A KRR T 2
T v IR SR F AR 2P LT e ¥ o 5 R
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Non-capital measures may include, for example, limits on exposures and

requirements on risk management and governance applied to insurance legal
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entities with respect to non-regulated entities within the group
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Cross-jurisdictional entities ¥4 % % *

17.8.29  Group-wide capital adequacy assessments should, to the extent possible, be
based on consistent application of ICPs across jurisdictions. In addition,
consideration should be given to the capital adequacy and transferability of
assets in entities located in different jurisdictions
BB EBAT ARG Um0 R 7 A S E & ICP R - RILPAA
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Partial ownership and minority interests358 % *t3 % > | &

17.8.30  An assessment of group-wide capital adequacy should include an appropriate
treatment of partially-owned or controlled group entities and minority
interests. Such treatment should take into account the nature of the
relationships of the partially-owned entities within the group and the risks and
opportunities they bring to the group. The accounting treatment may provide a
starting point. Consideration should be given to the availability of any
minority interest’s share in the net equity in excess of regulatory capital

requirements of a partially-owned entity.
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Variation of regulatory capital requirementsi® T_§ *~ & $.2_ g &

17.9 Any variations to the regulatory capital requirement imposed
by the supervisor are made within a transparent framework, are appropriate
to the nature, scale and complexity according to the target criteria and are
only expected to be required in limited circumstances.
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17.9.1

17.9.2

B RHC S R ATRER o AR A LA LR T

As has already been noted, a standardised approach, by its very nature, may
not be able to fully and appropriately reflect the risk profile of each
individual insurer. In cases where the standardised approach established
for determining regulatory capital requirements is  materially
inappropriate for the risk profile of the insurer, the supervisor should have
the flexibility to increase the regulatory capital requirement calculated by the
standard approach. For example, some insurers using the standard
formula may warrant a  higher PCR and/or group-wide regulatory
capital requirement if they are undertaking higher risks, such as new products
where credible experience is not available to establish technical
provisions, or if they are undertaking significant risks that are not specifically
covered by the regulatory capital requirements.
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Similarly, in some circumstances when an approved more tailored approach
is used for regulatory capital purposes, it may be appropriate for the
supervisor to have some flexibility to increase the capital requirement
calculated using that approach. In particular, where an internal model or
partial internal model is used for regulatory capital purposes, the supervisor
may increase the capital requirement where it considers the internal model
does not adequately capture certain risks, until the identified weaknesses
have been addressed. This may arise, for example, even though the model has
been approved where there has been a change in the business of the insurer
and there has been insufficient time to fully reflect this change in the model
and for a new model to be approved by the supervisor
iy > A7 R SRR EFEZ AT AL R FARTO
F
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17.9.3

17.9.4
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In addition, supervisory requirements may be designed to allow the
supervisor to decrease the regulatory capital requirement for an individual
insurer where the standardised requirement materially overestimates
the capital required according to the target criteria. However, such an
approach may require a more intensive use of supervisory resources due to

requests from insurers for consideration of a decrease in their
regulatory capital requirement. Therefore, the IAIS appreciates that not all
jurisdictions may wish to include such an option for their supervisor.
Further, this reinforces the need for such variations in regulatory capital
requirements to only be expected to be made in limited circumstances.
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Any variations made by the supervisor to the regulatory capital
requirement calculated by the insurer should be made in a transparent
framework and be appropriate to the nature, scale and complexity in terms
of the target criteria. The supervisor may, for example, develop criteria
to be applied in determining such variations and appropriate
discussions between the supervisor and the insurer may occur. Variations in
regulatory capital requirements following  supervisory review from

those calculated using standardised approaches or approved

more tailored approaches should be expected to be made only in limited
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17.9.5

circumstances.
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In undertaking its ORSA, the insurer considers the extent to which the
regulatory capital requirements (in particular, any standardised formula)
adequately reflect its particular risk profile. In this regard, the ORSA
undertaken by an insurer can be a useful source of information to the
supervisor in reviewing the adequacy of the regulatory capital requirements
of the insurer and in assessing the need for variation in those requirements.
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ldentification of capital resources potentially available for solvency purposesi&%

f?f B /%E‘f’f_? ;ﬁ%-)» ) ~ KRz E’.p.u.

17.10

17.10.1

The supervisor defines the approach to determining the capital resources
eligible to meet regulatory capital requirements and their value, consistent
with a total balance sheet approach for solvency assessment and having
regard to the quality and suitability of capital elements.
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The following outlines a number of approaches a supervisor could use for
the determination of capital resources in line with this
requirement. The determination of capital resources would generally require
the following steps:

- the amount of capital resources potentially available for solvency purposes
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17.10.2

is identified (see Guidance 17.10.3 -17.10.21);

- an assessment of the quality and suitability of the capital instruments
comprising the total amount of capital resources identified is
then carried (see Guidance 17.11.1 -17.11.29); and

- on the basis of this assessment, the final capital resources eligible to meet
regulatory capital requirements and their value are determined (see
Guidance 17.11.30- 17.11.44)
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In addition, the insurer is required to carry out its own assessment of its
capital resources to meet regulatory capital requirements and any additional

capital needs (see Standard 16.14)
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Capital resources under total balance sheet approach’3. 5 A . § # 2 T e F &~ &Kk

17.10.3

17.10.4

The IAIS supports the use of a total balance sheet approach in the assessment
of solvency to recognise the interdependence between assets, liabilities,
regulatory capital requirements and capital resources so that risks are
appropriately recognized.
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Such an approach requires that the determination of available and required
capital is based on consistent assumptions for the recognition and valuation of
assets and liabilities for solvency purposes.
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17.10.5

17.10.6

17.10.7

From a regulatory perspective, the purpose of regulatory capital requirements
is to require that, in adversity, an insurer’s obligations to policyholders will
continue to be met as they fall due. This aim will be achieved if technical
provisions and other liabilities are expected to remain covered by assets over a
defined period, to a specified level of safety.
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To achieve consistency with this economic approach to setting capital
requirements in the context of a total balance sheet approach,
capital resources should broadly be regarded as the difference
between assets and liabilities on the basis of their recognition and valuation for
solvency purposes.
AERRMRTALRAZTRIFT AR R LRS- REF
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When regarding available capital resources as the difference between assets
and liabilities, the following issues should be considered:

the extent to which certain liabilities other than technical provisions may

be treated as capital for solvency purposes (Guidance 17.10.8 - 17.10.10);

- whether contingent assets could be included (Guidancel7.10.11);
- the treatment of assets which may not be fully realisable in the normal

course of business or under a wind-up scenario (Guidance 17.10.12 -
17.10.19); and

- reconciliation  of such a  “top down” approach to
determining capital resources with a “bottom up” approach which sums up
individual items of capital to derive the overall amount of capital resources
(Guidance 17.10.20).
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Treatment of liabilities §. T P32

17.10.8

17.10.9

17.10.10

Liabilities include technical provisions and other liabilities. Certain items such
as other liabilities in the balance sheet may be treated as capital resources for
solvency purposes.
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For example, perpetual subordinated debt, although usually classified as a
liability under the relevant accounting standards, could be classified as a
capital resource for solvency purposes. This is because of its availability to act
as a buffer to reduce the loss to policyholders and senior creditors through
subordination in the event of insolvency. More generally, subordinated debt
instruments (whether perpetual or not) may be treated as capital resources for
solvency purposes if they satisfy the criteria established by the supervisor.
Other liabilities that are not subordinated would not be considered as part of
the capital resources; examples include liabilities such as deferred tax
liabilities and pension liabilities.
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It may, therefore, be appropriate to exclude some elements of

funding from liabilities and so include them in capital to the extent
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appropriate. This would be appropriate if these elements have characteristics
which protect policyholders by meeting one or both of the objectives set out in
Guidance 17.2.6 above.
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Treatment of contingent assets & F F * el

17.10.11 It may be appropriate to include contingent elements which are not considered
as assets under the relevant accounting standards, where the likelihood of
payment if needed is sufficiently high according to criteria specified by the
supervisor. Such contingent capital may include, for example, letters of credit,
members’ calls by a mutual insurer or the unpaid element of partly paid
capital and may be subject to prior approval by the supervisor
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Treatment of assets which may not be fully realisable on a going- concern or wind-up
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17.10.12 Supervisors should consider that, for certain assets in the balance sheet, the
realisable value under a wind-up scenario may become significantly lower
than the economic value which is attributable under going-concern
conditions. Similarly, even under normal business conditions, some assets
may not be realisable at full economic value, or at any value, at the
time they are needed. This may render such assets unsuitable for
inclusion at their full economic value for the purpose of meeting required
capital.
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17.10.13 Examples of such assets include:

- own shares directly held by the insurer: the insurer has bought and is

holding its own shares thereby reducing the amount of capital available to

absorb losses under going concern or in a wind-up scenario;

- intangible assets: their realisable value may be uncertain even during

normal business conditions and may have no significant marketable value

in run-off or winding-up; Goodwill is a common example;

- future income tax credits: such credits may only be

realisable if there are future taxable profits, which is improbable in the

event of insolvency or winding-up;

- implicit accounting assets: under some accounting models, certain  items

regarding future income are included, implicitly or explicitly, as asset
values. In the event of run- off or winding-up, such future income may be

reduced;
43

- investments  in other insurers or financial institutions: such investments

may have uncertain realisable value because of contagion risk between
entities; also there is the risk of “double gearing” where such investments
lead to a recognition of the same amount of available capital resources in

several financial entities; and

- company-related assets: certain assets carried in the

J
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accounting statements of the insurer could lose some of their value in
the event of run-off or winding-up, for example physical assets
used by the insurer in conducting its business which may reduce in value if
there is a need for the forced sale of such assets. Also, certain assets may
not be fully accessible to the insurer e.g. surplus in a corporate
pension arrangement.
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17.10.14 The treatment of such assets for capital adequacy purposes may need to
reflect an adjustment to its economic value. Generally, such an adjustment
may be effected either:
- directly, by not admitting a portion of the economic value of the asset for
solvency purposes (deduction approach); or
- indirectly, through anaddition to regulatory capital requirements

(capital charge approach).
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Deduction approach - "f pES
17.10.15 Under the deduction approach, the economic value of the asset is reduced for
solvency purposes. This results in capital resources being reduced by the same
amount. The partial (or full) exclusion of such an asset may occur for a variety
of reasons, for example, to reflect an expectation that it would have only
limited value in the event of insolvency or winding-up to absorb
losses. No further adjustment would normally be needed in the
determination of regulatory capital requirements for the risk of holding such
assets.
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17.10.16 Under the capital charge approach, an economic value is placed on the asset
for the purpose of determining available capital resources. The risk associated
with the asset — i.e. a potential deterioration of the economic value of the asset
due to an adverse event which may occur during the defined solvency time
horizon - would then need to be reflected in the determination of regulatory

capital requirements. This should take into account the estimation

44
uncertainty inherent in the determination of the economic value.
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17.10.17  As outlined above, an application of the deduction approach would lead to a
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reduction in the amount of available capital resources, whereas an application
of the capital charge approach would result in an increase in regulatory capital
requirements. Provided the two approaches are based on a consistent economic
assessment of the risk associated with the relevant assets, they would be
expected to produce broadly similar results regarding the overall assessment of
the solvency position of the insurer
Jo b AR alpr;; SR TR EERVEIFTALNRDRE S R b % T
A RF T T EREZ LT AL Rl 4o Bdries A0 2 4 H
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17.10.18 For some asset classes, it may be difficult to determine a sufficiently reliable
economic value or to assess the associated risks. Such difficulties may also
arise where there is a high concentration of exposure to a particular asset or
type of assets or to a particular counterparty or group of counterparties.
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17.10.19 A supervisor should choose the approach which is best suited to the
organisation and sophistication of the insurance sector and the
nature of the asset class and asset exposure considered. It may also combine
different approaches for different classes of assets. Whatever approach is
chosen, it should be transparent and consistently applied. It is also important
that any material double counting or omission of risks under the calculations
for determining the amounts of required and available regulatory capital is
avoided
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17.10.20 The approach to determining available capital resources as broadly the amount
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of assets over liabilities (with the potential adjustments as discussed above)
may be described as a “top-down” approach - i.e. starting with the high level
capital as reported in the balance sheet and adjusting it in the context of the
relevant solvency control level. An alternative approach which is also applied
in practice is tosum up the amounts of particular items of
capital which are specified as being acceptable. Such a “bottom-up”
approach should be reconcilable to the “top-down” approach on the basis that
the allowable capital items under the “bottom-up approach” should ordinarily
include all items which contribute to the excess of assets over liabilities in the
balance sheet, with the addition or exclusion of items as per the discussion in
Guidance 17.10.8 - 17.10.19.
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Other considerations 2 ¢ 4 £

17.10.21 A number of factors may be considered by the supervisor in identifying what
may be regarded as capital resources for solvency purposes, including the
following:

- the way in which the quality of capital resources is addressed by the
supervisor, including whether or not quantitative requirements are applied
to the composition of capital resources and/or whether or not a
categorisation or continuum- based approach is used;

- the coverage of risks in the determination of technical

provisions and regulatory capital requirements;

- the assumptions in the valuation of assets and liabilities (including

technical provisions) and the determination of regulatory capital
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requirements, e.g. going-concern basis or wind-up basis, before tax or after
tax, etc;

- policyholder priority and status under the legal framework relative to other
creditors in the jurisdiction;

- overall quality of risk management  and governance
frameworks in the insurance sector in the jurisdiction;

- the comprehensiveness and transparency of disclosure frameworks
in the jurisdiction and the ability for markets to exercise sufficient scrutiny
and impose market discipline;

- the development of the capital market in the jurisdiction and its impact on
the ability of insurers to raise capital,;

- the balance to be struck between protecting policyholders and the impact on
the effective operation of the insurance sector and considerations around
unduly onerous levels and costs of regulatory capital requirements;

- the relationship between risks faced by insurers and those faced by other

financial services entities, including banks

BFERRE P FARLFH R L FTARAPF O ERF VT REYERS D
3l SR A
CHMERFPARETARRETO O BT RECE LT FEY &
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AEREE T e Eau 4

CRERF RN FMT AT FOFEZ ARG A BRI T AN A D
BE
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Additional guidance for insurance groups and insurance legal entities that are members of

groups W' B 2 B O iR 4 2 g B

17.10.22 The considerations set out in Guidance 17.10.3 - 17.10.21 above apply
equally to insurance legal entity and group-wide supervision. The practical
application of these considerations will differ according to whether a legal
entity focus or a group level focus is taken to group-wide supervision.
Whichever approach is taken, key group- wide factors to be addressed in the
determination of group-wide capital resources include multiple gearing,
intra-group creation of capital and reciprocal financing, leverage of the
quality of capital and fungibility of capital and free transferability of assets
across group entities. There may be particular concerns where such factors
involve less transparent transactions e.g. because they involve both regulated
and non-regulated entities or where there is a continuous sequence of internal
financing within the group, or closed loops in the financing of the group
F i ICP17.103 2 ICP17.1031 th¥ & » Vi * ARG 2 L 28 @
TI o A FBMEIET > Bt R P RE Y M L RIS B BRI
AR BB A Z O AATERFTARAFT Y ROEETE
FETAERVRCBBPANTASREE P IRT T ASTEF AR
Rtz i ie* > 2 PRZEARFTALELHSE - F0H 2RI EEP
REDFF VR FEAFRDTE c TSR E Y R EHE TR
FEABALEEL R KT GG BEPN R P\%Kﬁaﬁ?" e )
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Criteria for the assessment of the quality and suitability of capital resources §7& 7 * %

GRS SN

17.11 The supervisor establishes criteria for assessing the quality and suitability of
capital resources, having regard to their ability to absorb losses on both a
going-concern and wind-up basis
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17.11.1

17.11.2

ERAHET (o FEy ¥ FAAIEFT A RIRT S TIp 4 a4 o
In view of the two objectives of capital resources set out in Guidance 17.2.6,
the following questions need to be considered when establishing criteria to
determine the suitability of capital resources for regulatory purposes:

- To what extent can the capital element be used to absorb losses on a
going-concern basis or in run-off?
- To what extent can the capital element be used to reduce the loss to
policyholders in the event of insolvency or winding-up?#.% & ICP
1726 #t# 2 3 M F A KiRehz AP HRET » § b Han 4 p oz
ﬁi%%ﬁ%ﬁ%’%%fiTﬂy%I
& A 5 ¥ (Going Concern) % #3554 § »c %8 & 3 357 % 5+(run-off)

SERLEET o FREF AL F T H itvlv;’(:fﬁ’% ?

Cp R AR FrR a4 B sk E(wind-up) o RS RS ER D S
Pens FREF AL ZV % R k2 gFHF T
Some capital elements are available to absorb losses in all circumstances i.e.
on a going concern basis, in run-off, in winding- up and insolvency. For
example, common shareholders' funds (ordinary shares and reserves) allow an
insurer to absorb losses on an ongoing basis, are permanently available and
rank as the most subordinate instruments in a winding-up. Further, this
element of capital best allows insurers to conserve resources when they are
under stress because it provides an insurer with full discretion as to the amount
and timing of distributions. Consequently, common shareholders' funds are a
core element of capital resources for the purpose of solvency assessment.
FEF A A ATEY YOy oo FRE L2 BATER A gr«-;%t ¥ i
AZREFEIFRT S BL G AN ESEER T Pt o
me%i&iﬁéwﬁi&’?%\fw¢ﬁﬁ%4ﬁkﬁﬁﬁﬁﬁ
TR UG A A AR ERF O PRI T H R s LD
KA oo BT AR AR A G AN LY RE TR BGE T
AR FAEAT AL MR EEGAT AR ITEE TR0 2L
FH Aol 2 PR I FURAF LG AFHa A =RD D
THFARRZ PR F o

Y
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17.11.3

17.11.4

17.11.5

17.11.6

The extent of loss absorbency of other capital elements can vary considerably.
Hence, a supervisor should take a holistic approach to evaluating the extent
of loss absorbency overall and should establish criteria that should
be applied to evaluate capital elements in this regard, taking into account
empirical evidence that capital elements have absorbed losses in practice,
where available

B FARZadFadfond L3RS o Fpt o BT - A2 7%k
FAB AT A PP O RBEFALZTR L 2R RBLHR > T
ERPOFIUAFEGFAEEELETAR ATV R L LG R
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To complement the structure of regulatory capital requirements, the supervisor
may choose to vary the criteria for capital resources suitable for covering the
different solvency control levels established by the supervisor. Where such an
approach is chosen, the criteria relating to capital resources suitable
for covering an individual control level should have regard to the
supervisory intervention that may arise if the level is breached and the
objective of policyholder protection
RAI AT ARROEN ERE TR G EREHT R F R Bk
U O At N SET AR S LR SRR o o A Rl 1M R
PR A KRR A ORI B A RS E
2P it Ry B FpTd o
For example, considering that the main aim of the MCR is to provide the
ultimate safety net for the protection of the interests of policyholders, the
supervisor may decide to establish more stringent quality criteria for
capital resources suitable to cover the MCR (regarding such
resources as a “last line of defence” for the insurer both during normal times
and in wind-up) than for capital resources to cover the PCR.
lde:f EMCRANL B P e W R EFRFZIRE DB E 2P R &
ERFHYMCRKETHEZ FRT > KRS TREQS T A LR
EAFEF IR LY EDRE PR KX 2P ) 0 v PCR K ET
SRR e B -
Alternatively, a common set of regulatory criteria for capital

resources could be applied at all solvency control levels, with regulatory
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17.11.7

17.11.8

capital requirements reflecting the different nature of the various solvency
control levels

RS SRR B S DRI i SR R SUES

RS R F PRI RS R I RE NS FRE P
B LR

in assessing the ability of elements of capital to absorb losses, the following
characteristics are usually considered:

- the extent to which and in what circumstances the capital element is
subordinated to the rights of policyholders in an insolvency or winding-up
(subordination);

- The extent to which the capital element is fully paid and available to
absorb losses (availability);

- the period for which the capital element is available(permanence); and

- the extent to which the capital element is free from mandatory payments or
encumbrances (absence of encumbrances and mandatory servicing costs).

L3R F AR RO RAp A i A PO YV LY E T E T

C RN A A frr a4 S M E(wind-up)PF o R ERRT 0 RS h
BETERFASNRR > N ERORE SR CHRE)

CEAF S E L GF A UE G EOFT AT Y KIS B A (F
2 1)

CFARFT UG AT RORAR)

CFRERLELG AR AL B BR(AE 302 PR
= A)

In the first bullet of Guidance 17.11.7 above, this characteristic is inherently
linked to the ability of the capital item to absorb losses in the event of
insolvency or winding-up. The characteristics of permanence and availability
are relevant for loss absorbency under both going-concern and winding-up;
taken together, they could be described as being able to absorb losses when
needed. The fourth characteristic is related to the degree to which the capital is

conserved until needed, and in the case of absence of mandatory serving costs

is primarily relevant for ensuring loss absorbency on a going-concern basis.
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17.11.9

17.11.10

FY ¥
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The relationship between these characteristics is illustrated below: 3 B iz & 4%
Hrerip B M > Mt 4o B 17.5 © Figure 17.5

In the following Guidance, we examine how the characteristics of capital
resources described above may be used to establish criteria for an assessment
of the quality of capital elements for regulatory purposes. It is recognized
that views about the specific characteristics that are acceptable may differ
from jurisdiction to jurisdiction and will reflect, amongst other things, the
extent to which the pre-conditions for effective supervision exist within the

jurisdiction and the risk tolerance of the par[icular Supervisor.
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17.11.11

To require that a capital element is available to protect policyholders, it must
be legally subordinated to the rights of policyholders and senior creditors of
the insurer in an insolvency or winding-up. This means that the holder of
a capital instrument is not entitled to repayment, dividends or
interest once insolvency or winding-up proceedings have been started
until all obligations to the insurer’s policyholders have been satisfied.
PRV ELDOT AL Fa g EERS R AR A XA A

FET AT AR AL U TR R S RE S g A gl
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17.11.12

17.11.13

Tt EE R L R T AR F R AIRRI R E LS
ER L2 FRE -

In addition, there should be no encumbrances that undermine the
subordination or render it ineffective. One example of this would be applying

rights of offset where creditors are able to set off amounts they owe the insurer

45
against the subordinated capital instrument . Further, the instrument should

not be guaranteed by either the insurer or another related entity unless
it is clear that the guarantee is available subject to the policyholder priority. In
some jurisdictions subordination to other creditors may also need to be taken
into account.

FHOZIFT ARG AR EE > RRERE ORGP RS BT

P A o Gldeig G FR A2 ”'é_l“lﬁmlﬁ‘}gl\\? e FRA-L

SR G AT 6 TR T R EERES S KN T
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7 £

FLEFEE B FHRCARCHFRALE TR FRRATE o
Each jurisdiction is governed by its own laws regarding insolvency and
winding-up. Common equity shareholders normally have the lowest priority in
any liquidating distribution of assets, immediately following preferred
shareholders. In some jurisdictions, insurers can issue subordinated debt that
provides protection to policyholders and creditors in insolvency. While
policyholders are often given a legal priority above other creditors such as
bondholders, this is not always the case; some jurisdictions treat policyholders
and other creditors equally. Some jurisdictions rank obligations to the
government (e.g. taxes) and obligations to employees, ahead of policyholders
and other creditors. Where creditors have secured claims, they may rank
before policyholders. The determination of suitable  capital elements

forsolvency  purposes is critically dependent upon the legal
environment of the relevant jurisdiction.
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17.11.14
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The supervisor should evaluate each potential capital element in the context
that its value and suitability, and hence an insurer’s solvency
position may change significantly in a  wind-up or insolvency
scenario. In most jurisdictions the payment priority in a wind-up situation is

clearly stated in law.
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17.11.15

17.11.16

In order to satisfy the primary requirement that capital resources are available
to absorb unforeseen losses, it is important that capital elements are fully paid.
FREFARRR G OB HPFASILFT R FTALFT IR 2
o AL & oo
However, in some circumstances, a capital element may be paid for “in kind”
i.e. issued for non-cash. The supervisor should define the extent to which
payment other than cash is acceptable for a capital element to be treated as
fully paid without prior approval by the supervisor and the circumstances
where payment for non-cash consideration may be considered as suitable
subject to approval by the supervisor. There may, for example, be issues about
the valuation of the non-cash components or the interests of parties other
than the insurer.
R - BIERTFAEFIRNTFS 2 NFHTIARE )
ERT R ARELH AT REPTALE L AFEERT B
B2 ERTVARGHEE G TARR 2GR X T AR R 2
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17.11.17

17.11.18

It may also be appropriate to treat certain contingent elements of capital as
available capital resources in cases where the probability of payment is
expected to be sufficiently high (for example, the unpaid part of partly paid
capital, contributions from members of a mutual insurer or letters of credit, see
Guidance 17.10.11).

FFAY RIS RADHERATTHET AF A b ABIE
PR RS T A KRG S © HF R A
I A8 R end s T R 2 -4 & Guidance ICP 17.10.11) -
Where a supervisor allows contingent elements of capital to be
included in the determination of capital resources, such inclusion would be
expected to be subject to meeting specific supervisory requirements or prior
supervisory approval. When assessing the appropriateness of inclusion of
a contingent element of capital, regard should be had to:

- the ability and willingness of the counterparty concerned to pay the relevant
amount;

- the recoverability of the funds, taking into account any conditions
which would prevent the item from being successfully paid in or called up;
and

- any information on the outcome of past calls which have been made in
comparable circumstances by other insurers, which may be used as an

indication of future availability.
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17.11.19 The availability of capital instruments may also be impaired when capital is
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17.11.20

not fully fungible within an insurer to cover losses arising from the insurer’s
business. Whereas the fungibility of capital and transferability of assets is
primarily an issue in the context of group solvency assessment, it may also be
relevant for the supervision of an insurer as a legal entity.

BREAEZADY RS A S EDRF AR ZF AL L5
Bd TR BN F A F AL F AT @A GRS
PRle 2 3 RRAL - R R R A 2 FRS LG AR e

For example, this is the case where — as applies to certain forms of with-profit
business in life insurance — part of the assets or surplus of the insurer is
segregated from the rest of its operations in a ring- fenced fund. In such cases,
assets in the fund may only be able to be used to meet obligations to
policyholders with respect to which the fund has been established. In these
circumstances, the insurer’s available capital resources relating to the
ring-fenced fund can only be used to cover losses stemming from risks
associated with the fund (until transferred out of that fund) and cannot be
transferred to meet the insurer’s other obligations.

FUALFEGE2 N FEERGEAZ VD B AFT AN FRO- WL €
v A gtk 2 3 3N (ring- fenced fund) F FE o fip il R o e A A ALRE 2
E A RRET R USRS YR S AT AT R SR TR A A R o B
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Permanence < A 4

17.11.21

17.11.22

To provide suitable protection for policyholders for solvency purposes, a
capital element must be available to protect against losses for a sufficiently
long period to ensure that it is available to the insurer when needed.
Supervisors may want to determine a minimum period that capital should be
outstanding to be regarded as capital resources for solvency purposes.
FRERSFFFHERS P AL EE T AL F LR AL DD
PR BTG A A CcERE T - B2 TAEIFL LT A
BHENFTAEZFSRRGER DT AR KDL o
When assessing the extent of permanence of a capital element, regard should

be had to:
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46
- the duration of the insurer’s obligations to policyholders;

- contractual features of the capital instrument which have an effect on the
period for which the capital is available, e.g. lock-in clauses, step-up options
or call options;

- any supervisory powers to restrict the redemption of capital resources; and

- the time it might take to replace the capital element on suitable terms as it
approaches maturity.

PR T AR R KA 0 YR
R ROREHRE
CRFTAFRYER o ERT AL AL Fr R QRN [P Y iEK
(lock-in clauses )~ 1£.3% i #¥ 1#( step-up options ) ~ 2 § 1#( call options )]
CERT G A RIRZ G EIHERES
" FR AR FARBINIFNGFALEABLEPRRET AR ZZIFR -
17.11.23 Similarly, if a capital element has no fixed maturity date, the notice required
for repayment should be assessed against the same criteria.
iy > BArF A& F13 AP p o #rEaLdaE Ll ok
F R A P T R
17.11.24 It is important to take into account incentives to redeem a capital element
prior to its maturity date which may exist in a capital
element and may effectively reduce the period for which the capital is
available. For example, a capital instrument which features a coupon rate
which increases from its initial level at a specified date after issue, may give
rise to an expectation that the instrument will be paid back at that future
specified date.
Grery Rl P 2 H G oonp R E R %ﬁt‘fﬁff_m? AEZORY RE ATIH P
B ¥ g F o blde D SRR AR L F AT AL E > R AT R A
EENE F TS
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Absence from mandatory servicing requirements or encumbrances %.% 5 4] i 4, & f %
%
17.11.25 The extent to which capital elements require servicing in the form of interest

payments, shareholder dividend payments and principal repayments should
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17.11.26

17.11.27

17.11.28

be considered, as it will affect the insurer’s ability to absorb losses

on a going-concern basis.
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Capital elements that have a fixed maturity date may have fixed servicing

costs that cannot be waived or deferred before maturity. The presence of such

features also affects the insurer’s ability to absorb losses on a going-concern

basis and may accelerate insolvency if the payment of a servicing cost results

in the insurer breaching its regulatory capital requirements.
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A further consideration is the extent to which payments to capital providers or
redemption of capital elements should be restricted or subject to supervisory
approval. For example, the supervisor may have the ability to restrict the
payment of dividends or interest and any redemption of capital resources
where considered appropriate to preserve the solvency position of the insurer.
Insurers may also issue capital instruments for which payments and
redemptions are fully discretionary or subject to supervisory approval
according to the contractual terms.

- AL RLETACEF PR AT ARAPEBFLE LT P
SRR o GlAe E IR T RG] e A L BRI L s o R iR
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Some capital instruments are structured so as to restrict the
payment of dividends or interest and any redemption of capital
resources where an insurer is breaching or near to breaching its regulatory
capital requirements and/or is incurring loss.  The payment
of dividends or interest may also be subordinated to policyholder interests in

case of winding-up or insolvency. Such features will contribute to the
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ability of the capital instrument to absorb losses on a wind-up basis provided
that any claims to unpaid dividends or interest are similarly subordinated.
FEEAEFARTEFAZAFT AL R S H e FAFARE -
EFALE S AP L B S JILEH > 0 i faﬁ * Kiken
ko B L FENAIrF RS PFRT o Fig A Lév\j‘a_.f‘.{:frjz\lﬂfll‘é,..f‘.{:
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17.11.29 It should also be considered whether the capital elements contain
encumbrances which may restrict their ability to absorb losses, such as
guarantees of payment to the capital provider or other third parties,
hypothecation or any other restrictions or charges which may prevent the
insurer from using the capital resource when needed. Where the capital
element includes guarantees of payment to the capital provider or other
third parties, the priority of that guarantee in relation to policyholders’
rights should be assessed. Encumbrances may also undermine other
characteristics such as permanence or availability of capital.
FRABF AR FAT PR RE UG L fdf 2 chic 4 0 bl
-mﬁﬁi%@ﬁﬁ BEZALHOERFER S FEEZOGERE T
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Determination of capital resources to meet regulatory capital requirements # & i T_F *
&£ T\~ P ~ KR E
17.11.30 Based on the assessment of the quality of the capital elements comprising the
total capital resources potentially available to the insurer, the final capital
resources suitable to meet the regulatory capital requirements can be
determined
BAYEHIRE A T AT AT A RRTIEFR T AR B LR

BT oBT AR ASL LR AT AL R T A KR o
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17.11.31

17.11.32

Capital elements that are fully loss absorbent under both a going- concern and
a wind-up perspective would generally be allowed to cover any of the
different levels of regulatory capital requirements. However, the supervisor
may choose to restrict the extent to which the stronger solvency control levels
(i.e. control levels which trigger more severe supervisory interventions) may
be covered by lower quality capital resources or to establish minimum
levels for the extent to which these stronger requirements should be
covered by the highest quality capital resources. In particular, this applies to
amounts of capital resources which are intended to cover the MCR.
FHEATEY 2 S LY ERBTIOE 37 2 2 df 2 FHEHT AR
ZoUF G ATFR NN A RTR AR DT AR LKRY oK TR
VoA E e sa i a4 AR (T A s R B IR T e ehi ok
YU TR A DT A KR P PRILT ARR > & F EHEE RS
“4ﬁﬂ¢§@2éiﬁ%&%§?ﬁﬁ$%%ﬁﬂ Bk £ H F
* EMCR*TZ F KR o
To determine the amount of an insurer’s capital resources, supervisors may
choose a variety of approaches:

- Approaches which categorise capital resources into different quality

classes (“tiers”) andapply certain limits/restrictions with respect to these
tiers(tiering approaches);
- approaches which rank capital elements on the basis of the identified
quality characteristics (continuum-based approaches); or
- approaches which do not attempt to categorise or rank capital elements,
butapply individual restrictions or charges where necessary.
To accommodate the quality of assets and quality of capital elements,
combinations of the above approaches have been widely used in various
jurisdictions for solvency purposes for insurance and other financial sectors.
PTG AT ARBEF  EET T ER LM B
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Determination of capital resources to meet regulatory capital requirements - tiering
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17.11.33

17.11.34

To take into account the quality of capital instruments, a tiering approach is
commonly used in many jurisdictions and in other financial sectors. Under
a tiering approach, the composition of capital resources is based on the
categorisation of elements of capital according to the quality criteria set by

the supervisor

FEEF AR Tk Br @Y a3 FERRE A &0
AELARRET O FAARDEIRATRT T AT ARTRET R

FREAE RSN
In many jurisdictions, capital elements are categorised into two or three
distinct levels of quality when considering criteria for, and limits on,

those capital elements for solvency purposes. For example, one

47
broad categorisation may be as follows -

- Highest quality capital - permanent capital that is fully available to
cover losses of the insurer at all times on a going-concern and a wind-up
basis;

- Medium quality capital - capital that lacks some of the characteristics

of highest quality capital, but which provides a degree of loss absorbency
during ongoing operationsand is  subordinated to the rights
(and reasonable expectations) of policyholders; and

- Lowest quality capital-capital that provides loss absorbency in insolvency/
winding—up only
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17.11.35

17.11.36
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Under a tiering approach, the supervisor would set minimum or upper
levels for the extent to which required capital should comprise the various

categories or tiers (for example, high, medium, low) of capital elements.

Where established, the level may be expressed as a percentage of required

48 49
capital ~ (for example, a minimum level of 50% of required capital for

high quality capital elements and/or an upper limit for lowest quality
capital might be 25% of required regulatory capital). There may
also be limits set on the extent to which required capital may be comprised of
certain specific types of «capital elements (for example, perpetual
subordinated loan capital and perpetual cumulative preference share capital

may be limited to 50% of required capital.)
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What constitutes an adequate minimum or upper level may depend on the
nature of the insurance business and how the requirement interacts with the
various solvency control levels. A separation into tiers as set out above
assumes that all elements of capital can clearly be identified as belonging to
one of the specified tiers and that elements falling into an individual tier will
all be of the same quality. In reality, such distinctions between elements of
capital may not be clear cut and different elements of capital will exhibit the
above quality characteristics in varying degrees
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17.11.37

17.11.38
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There are two potential policy responses to this fact. One is to set minimum
quality thresholds on the characteristics the capital must have to be included in
the relevant tier - as long as these thresholds are met for a given element then
it can be included in the relevant tier of capital without limit. The other
approach is to set minimum quality thresholds for limited inclusion in the
relevant tier, but to set additional higher quality thresholds for elements to be
permitted to be included in that tier without limit. This approach effectively
sub- divides the tiers. It permits greater recognition within a given tier for
elements of capital which are more likely to fulfil the quality targets specified

for that tier
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Where a tiering approach is applied, this should ideally follow the distinction
between going-concern capital and wind-up capital. Dividing capital into these
tiers is an approach that is also used in the context of regulatory capital
requirements for the banking sector.

GRETHRYAKELEFARTO LS BRUALAKLY F A
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Determination of capital resources to meet regulatory capital requirements —

continuum-based approach # & % TF * & K2 F A Kihead -2 FR A2

17.11.39 In other jurisdictions a continuum-based approach may be used in recognising

the differential quality of capital elements. Under this approach, elements of
capital are not categorised, but rather ranked, relative to other elements of

capital on the basis of identified quality characteristics set by the supervisor.
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The supervisor also defines the minimum acceptable level of quality of capital
for solvency purposes and perhaps for different solvency control levels. In this
way the capital elements are classified from highest to lowest quality on a
continuous basis; only capital elements sitting above this defined minimum
level on the continuum, would be accepted as capital resources for solvency
purposes. Due consideration should again be given to the quality of capital
elements to ensure that there is an appropriate balance of going-concern and
wind-up capital.
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Determination of capital resources to meet regulatory capital requirements - other

approaches on determination of capital resources & & 2 T F » & £2 F * K heid2
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17.11.40
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The supervisor may also apply approaches that are not based on an explicit
categorisation of capital instruments, but more on an assessment of the quality
of individual capital instruments and their specific features. For example, the
terms of a hybrid capital instrument may not provide enough certainty that
coupon payments will be deferred in times of stress. In such a case, the
supervisor’s approach may limit (possibly taking into account further quality

criteria) the ability of that instrument to cover the regulatory capital

requirements.
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Determination of capital resources to meet regulatory capital requirements - choice and

combination of approaches # & i TF * & K2 FTA Ripend a2 2 duEH 2 v b o

17.11.41

17.11.42

17.11.43

Each approach has advantages and disadvantages. Jurisdictions should
consider the organisation and sophistication of the insurance sector and
choose the best approach appropriate  to the circumstances. Whatever
approach is used overall, it should be transparent and be consistently
applied so that capital resources are of sufficient quality on a going-concern
and a wind-up basis.
SRR TOEE TEREE ) S LU E LR LY P
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It is recognised that in some markets, only a limited range of instruments (for
example, pure equity) may meet the quality criteria set out above.
Accordingly, supervisors in such markets may wish to restrict the range of
instruments that may be included in capital resources for solvency purposes or
to apply procedures for prior approval as appropriate.
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It is also important that the approach to the determination of capital resources
for solvency purposes is consistent with the framework and principles
underlying the determination of regulatory capital requirements. This
includes not only the implemented range of solvency control levels
but is also relevant with regard to the target criteria underlying the regulatory
capital requirements. In particular, the target criteria for regulatory capital
requirements and hence the approach to determining capital resources should
be consistent with the way in which the supervisor addresses the two broad
aims of capital from a regulatory perspective as described in
Guidancel7.2.6.
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17.11.44
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GuidancelICP 17.2.6) & 3 — &+ -
To illustrate this, suppose that in setting regulatory capital requirements  the
supervisor would consider the maximum probability over a specified
time period with which they are willing to let unforeseen losses cause the
insolvency of an insurer. In such a case, insurers would need to maintain
sufficient capital resources to absorb losses before insolvency or winding-up
occurs. Hence the determination of capital resources would need to lay
sufficient emphasis on the first objective stated in Guidance 17.2.6
(loss absorbency under going concern), and could not entirely rely on the
second objective (loss absorbency solely under insolvency or winding-up).
Bk BRERT AT IABAFAERPF PR g5 - KPFT
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Additional guidance for insurance groups and insurance legal entities that are members of

groups W' B 2 B AT G A 2 FE b R

17.11.45

The considerations set out in Guidance 17.11.1 - 17.11.44 above apply equally
to insurance legal entity and group-wide supervision. See Guidance 17.10.22
for additional guidance on the criteria for the assessment of the quality and
suitability of capital resources for insurance groups and insurance legal entities
that are members of groups.
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Multiple gearing and intra-group creation of capital £ 4F 3+ & f B F & g3
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17.11.46 Double gearing may occur if an insurer invests in a capital
instrument that counts as regulatory capital of its subsidiary, its parent or
another group entity. Multiple gearing may occur if a series of such
transactions exists.

BACF G ARFTOFT AL LFFET R A 0P v HA D7 N H B JE & a2

17.11.47 Intra-group creation of capital may arise from reciprocal financing between
members of a group. Reciprocal financing may occur if an insurance legal
entity holds shares in or makes loans to another legal entity (either an
insurance legal entity or otherwise) which, directly or indirectly, holds a

capital instrument that counts as regulatory capital of the first insurance legal

entity.
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17.11.48 For group-wide capital adequacy assessment with a group level focus, a
consolidated accounts method would normally eliminate intra-group
transactions and consequently multiple gearing and other intra-group
creation of capital whereas, without appropriate adjustment, a legal entity
focus may not. Whatever approach is used, multiple gearing and
other intra-group creation of capital should be identified and treated in

a manner deemed appropriate by the supervisor to largely prevent the

duplicative use of capital.
HrERpE FRFTAGUEFR - &a g FREH IR FL
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Leverage 115 it %

17.11.49 Leverage arises where a parent, either a regulated company or an unregulated

421



holding company, issues debt or other instruments which are
ineligible as regulatory capital or the eligibility of which is restricted and
down-streams the proceeds as regulatory capital to a subsidiary. Depending on
the degree of leverage, this may give rise to the risk that undue stress is
placed on a regulated entity as a result of the obligation on the parent to

service its debt.
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17.11.50 In the context of a group-wide solvency assessment, excess capital in an

17.11.51

insurance legal entity above the level needed to cover its own capital
requirements may not always be available to cover losses or capital
requirements in other insurance legal entities in the group. Free transfer of
assets and capital may be restricted by either operational or legal limitations.
Some examples of such legal restrictions are exchange controls in some
jurisdictions, surpluses in with-profits funds of life insurers which are
earmarked for the benefit of policyholders and rights that holders of certain
instruments may have over the assets of the legal entity. In normal conditions,
surplus capital at the top of a group can be down-streamed to cover losses in
group entities lower down the chain. However, in times of stress such parental
support may not always be forthcoming or permitted.
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The group-wide capital adequacy assessment should identify and appropriately

address restrictions on the fungibility of capital and transferability of
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assets  within the group in both “normal” and “stress” conditions. A legal
entity approach which identifies the location of capital and takes into account
legally enforceable intra- group risk and capital transfer instruments may
facilitate the accurate identification of, and provision for, restricted availability
of funds. Conversely an approach with a consolidation focus using a
consolidated accounts method which starts by assuming that capital and assets
are readily fungible/transferable around the group will need to be adjusted to
provide for the restricted availability of funds.
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General provisions on the use of an internal model to determine regulatory capital

requirements - €% T A& R0 pIRER R F - SR T

17.12 Where a supervisor allows the use of internal models to determine
regulatory capital requirements, the supervisor:

- establishes appropriate modelling criteria to be used for the determination of

regulatory capital requirements, which require broad consistency among all
insurers within the jurisdiction; and

-identifies the different levels of regulatory capital requirements for which the
use of internal models is allowed
LR DRI B R T AR R BFA R R
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17.12.1 Internal models can be considered in the dual contexts of:

50
- a method by which an insurer determines its own economic capital needs;

and

- ameans to determine an insurer's regulatory capital resources and
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equirements, where appropriate.

In either case, the quality of the insurer’s risk management and governance is
vital to the effective use of internal models. If the insurer has supervisory
approval, internal models can be used to determine the amount of the
insurer’s regulatory capital requirements. However, an insurer should not
need supervisory approval, initial or ongoing, for the use of its internal
model in determining its own economic capital needs or management.
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17.12.2  One of the main purposes of an internal model is to better integrate the
processes of risk and capital management within the insurer. Among other
uses, internal models can be used to determine the economic capital needed
by the insurer and, if an insurer has supervisory approval, to
determine the amount of the insurer’s regulatory capital requirements. As a
basic principle, an internal model that is to be used for regulatory capital
purposes should already be in established use for determining economic
capital. The methodologies and assumptions used for the two purposes should
be consistent, any differences being explainable in terms of the difference in
purposes.
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17.12.3

17.12.4

17.12.5

SRR B R B o
Where the supervisor allows a range of standardised and more tailored
approaches for regulatory capital purposes, including internal

models, an insurer should have a choice as to which approach it  adopts,

51
subject to satisfying certain conditions established by the

supervisor on the use of internal models for regulatory capital purposes.
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Where there is a choice of approach allowed by a supervisor, it is

inappropriate for an insurer to be able to adopt a process of “cherry- picking”

between those approaches5 2 _for example, by choosing to use its model for
regulatory capital purposes only when the model results in a lower capital
requirement than a standardised approach. The IAIS supports the use of
internal models where appropriate as they can be a more realistic,
risk-responsive method of calculating capital requirements, but discourages
any “cherry-picking” practices by insurers.
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In particular, where the risk profile of an insurer which is using a standardized
approach for calculating its regulatory capital requirements is such
that the assumptions underlying this approach are inappropriate, the supervisor
may use its powers to increase the insurer's capital requirement, or to require
the insurer to reduce the risks it bears. However, in such
circumstances the supervisor should also consider encouraging the insurer

to develop a full or partial internal model which might enable its risk profile
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to be better reflected in its regulatory capital requirements.
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17.12.6 Where the supervisor is aware that an insurer has an existing

internal model but has not sought approval to use it to calculate the regulatory

capital requirement, the supervisor should discuss this decision with the

insurer.
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17.12.7  Effective use of internal models by an insurer for regulatory capital purposes
should lead to a better alignment of risk and capital management by providing
incentives for insurers to adopt better risk management procedures which can:

- produce regulatory capital requirements that are more risk sensitive and

better reflect the supervisor’s target criteria; and

- assist the integration of the internal model fully into the insurer's strategic,
operational and governance processes, systems and controls.
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Criteria for the use of an internal model to determine an insurer's regulatory capital
requirements & * P IRECAE B E T F AR R R gf,e
17.12.8  Where a supervisor allows the use of internal models to determine regulatory

capital requirements, the supervisor should determine modelling criteria,
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17.12.9

17.12.10

based upon the level of safety required by the supervisor, to be used by an
insurer adopting an internal model for that purpose. These criteria should
require broad consistency between all insurers within the jurisdiction being
based on the same broad level of safety requirements applied to the overall
design and calibration of the standardised approach to determining regulatory
capital requirements. Discussions with the insurance industry in a jurisdiction
may also assist in achieving consistency. The supervisor should set out for
which of the different levels of regulatory capital requirements the use of
internal models is allowed and determine the modelling criteria for each level.
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In particular, when considering whether an internal model may be used in
determining the MCR, the supervisor should take into account the main
objective of the MCR (i.e. to provide the ultimate safety net for the protection
of policyholders) and the ability of the MCR to be defined in a
sufficiently objective and appropriate manner to be enforceable. If
internal models are allowed for determining the MCR, particular care should
be taken so that the strongest supervisory action that may be necessary if the
MCR is breached can be enforced, for example if the internal model is
challenged in a court of law
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The TAIS does not prescribe specific solvency requirements which are
compulsory to all IAIS members. Notwithstanding this, the supervisor will

need to establish the appropriate modelling criteria to be used by insurers to
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17.12.11

meet its regulatory capital requirements, and the insurer’s internal models will
need to be calibrated accordingly if used for that purpose. The IAIS notes that
some supervisors who allow the use of internal models to determine
regulatory capital requirements have set a confidence level for regulatory

purposes, which is comparable with a minimum investment grade level. Some
examples of modelling criteria include a 99.5% VaR>3  calibrated

confidence level over a one year timeframe,5 4 a 99% TVaR5 S over one

year5 6 and a 95% TVaR over the term of the policy obligations. Different

criteria apply for PCR and MCR
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If an internal model is used for regulatory capital purposes, the insurer should
ensure that its regulatory capital requirements determined by the model are
calculated in a way that is consistent with the objectives, principles and
criteria used by the supervisor. For example, the insurer may be able to apply
the confidence level specified in the supervisors’ modelling criteria directly to
the probability distribution ~ forecasts usedin its internal model.
Alternatively, depending on the insurer’s own modelling criteria for its
economic capital, an insurer may have to recalibrate its internal model to the
modelling criteria required by the supervisor in order to use it for regulatory
capital purposes. This will allow internal models to have a degree of
comparability to enable supervisors to make a meaningful assessment of an
insurer's capital adequacy, without sacrificing the flexibility needed to make it
a useful internal capital model in the operation of the insurer's business.

Further elaboration is provided in Guidance 17.15.1 - 17.15.2

428



17.12.12
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It is noted that, due to the insurer-specific nature of each internal model,
internal models can be very different from each other.
Supervisors, in allowing the use of an internal model for regulatory capital
purposes, should preserve broad consistency of capital requirements between

insurers with broadly similar risks.
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Partial internal models %4 P ¥R 47

17.12.13 'The IAIS supports the use of partial internal models for regulatory capital

purposes, where appropriate. A partial internal model typically
involves the use of internal modelling to substitute parts of a standardised
approach for the determination of regulatory capital requirements. For
example, an insurer could decide to categorise its insurance contracts along
business lines for modelling purposes. If the regulatory capital requirements
for some of these categories are determined by modelling techniques, while
the capital requirements for other categories are determined using a
standardised approach, then this would constitute the insurer using a partial
internal model to calculate regulatory capital.
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17.12.14

AR FRECA]ATB R o BlAen TR PR e R A T R € R SRR
R T A BACE G L SR A L AR R IR
CREFPE AR FSRUNLT RRR LR LY R
BB INA N IRECAEE G AT A

Partial internal models are often used to smooth an insurer's transition to full
use of an internal model or to deal with instances such as the merger of two
insurers, one of which uses an internal model, and the other which uses a
standardised approach. Given the potential complexity of a full internal model,
use of a partial internal model could be a satisfactory approach provided its
scope is properly defined (and approved by the supervisor). Provided the
reduced scope of the internal model is soundly justified, the use of a partial
internal model could be allowed as a permanent solution. However, as
discussed above, there could be a tendency for an insurer to adopt a
“cherry-picking” approach in the use of internal models. This particularly
applies where partial modelling is allowed. The supervisor should place the
onus on the insurer to justify why it has chosen to only use internal models for
certain risks or business lines. Where this justification is not sound enough, the
supervisor should take appropriate action e.g. refuse or withdraw approval of
the model or impose a capital add-on until the model has developed to a
sufficient degree.
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17.12.15
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This ICP should be applied to both partial and full internal models. Partial
models should therefore be subject, as appropriate, to the full range of tests: the

LT

“statistical quality test”, “calibration test” and “use test” (see Guidance
17.13.1 - 17.17.8). In particular, an insurer should assess how the partial
internal model achieves consistency with the modelling criteria specified by
the supervisor for regulatory purposes. As part of the approval process for
regulatory capital use, an insurer should be required to justify the limited
scope of the model and why it considers that using partial internal modelling
for determining regulatory capital requirements is more consistent with the
risk profile of the business than the standardised approach or why it
sufficiently matches regulatory capital requirements. The insurer should
clearly document the reasons behind its decision to use partial internal
models. If, for example, this is to ease transition towards full internal models,
the insurer should outline a transitional plan, considering the implications for
risk and capital management of the transition. Such plans and use of
partial internal models should be reviewed by the supervisor, who may decide
to impose certain restrictions on the partial model’s use for calculating
regulatory capital (for example, introducing a capital add-on during the
transitional period).
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Additional guidance for group-wide internal models % B 38827 egg ok 8 p

171216 where a supervisor allows the use of group-wide internal models

17.12.17

17.12.18

57 o

determine regulatory capital requirements, the supervisor should determine
modelling criteria for such models, based upon the level of safety required
by the supervisor applicable to an insurance group or an insurance
legal entity adopting an internal model for that purpose.
EERET RAFRY FEANKEAEZIFT AL RZRAREH ROER
FRAGTE TR R T N N IR L 4 B WA G A hd 2ok
o kA HA R
The modelling criteria for internal models for regulatory capital purposes and
the process for internal model approval that a supervisor establishes should
require broad consistency between group-wide regulatory capital requirements
and regulatory capital requirements of individual insurance legal entities.
TPt pECIARE R FPARRRTAR LY & RERZ B R
AT B2 - R
Group-wide internal models can vary greatly depending on their
group-specific nature. In allowing the use of group-wide internal models for
regulatory capital purposes, supervisors should preserve broad consistency
between insurance groups and insurers with broadly similar risks e.g.
insurance legal entities and insurance groups operating through a branch
structure in a jurisdiction. The supervisor should design modelling criteria
and the process for model approval so as to maintain broad consistency
between the regulatory capital requirements determined using internal
models and standardised approaches.
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17.12.19 The IAIS recognises that modelling criteria may differ among supervisors. For

Insurance groups operating in multiple jurisdictions, the degree of consistency

in regulatory capital requirements across group members may vary.
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17.12.20 Each supervisor should set out for which group-wide regulatory

capital requirements, corresponding to the solvency control level or levels

which apply to an insurance group, the use of group-wide internal models is

allowed.
FoBERTIRREF G E R RS A ER Y f
B RRHCAT T Y 2 R e Wk 2 BB AR
17.12.21 In particular, when the supervisor considers allowing the use of internal
models for the purpose of determining group-wide regulatory capital
requirements at the MCR level, the issues relating to possible legal challenges
may differ from those encountered in respect of individual insurance
legal entities.For example, supervisors may need to work together to establish
and co-ordinate grounds for legal action in respect of the different insurance

legal entities within a group.
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17.13 Where a supervisor allows the wuse of internal models

to determine regulatory capital requirements, the supervisor requires:

- prior supervisory approval for the insurer’s use of an internal model for the

purpose of calculating regulatory capital requirements;

- the insurer to adopt risk modelling techniques and approaches

appropriate to the nature, scale and complexity of its current risks and

those incorporated within its risk strategy and business objectives in
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constructing its internal model for regulatory capital purposes;

- the insurer to validate an internal model to be used for regulatory capital

purposes by subjecting it, as a minimum, to three tests: “statistical quality

9

test”, “calibration test” and “use test’’; and

- the insurer to demonstrate that the model is appropriate for regulatory

capital purposes and to demonstrate the results of each of the three tests.
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Approval of the use of an internal model for determination of regulatory capital
requirements 3= 8 2 T F A& FoArE P IV R ¥ hE 1
17.13.1  Where insurers may be permitted to use internal models for calculating
regulatory capital requirements, the models used for that purpose should be
subject to prior supervisory approval. The onus should be placed on the
insurer to validate a model that is to be used for regulatory capital purposes
and provide evidence that the model is appropriate for those purposes. The
TAIS considers that an insurer should not need supervisory approval for the
use of internal models in determining its own economic capital needs.
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17.13.2  The supervisor may prescribe requirements which will allow it to assess

different models fairly and facilitate comparison between insurers within its
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17.13.3

jurisdiction. However, overly prescriptive rules on internal model construction
may be counter-productive in creating models which are risk-sensitive and
useful for insurers. Therefore, although a certain level of comparability can be
achieved by the calibration requirements, full and effective comparison across
jurisdictions to align best practice may be best achieved by dialogue between
supervisors and industry.
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The supervisor should require that in granting approval for the use of an
internal model to calculate regulatory capital requirements, it has sufficient
confidence that the results being produced by the model provide adequate and
appropriate measures of risk and capital. Although the supervisor may
encourage insurers to develop internal models that better reflect their risks as
soon as possible, this should not lead to models being approved until there is
confidence that they are calibrated correctly. The supervisor may therefore feel
it necessary to evaluate an internal model over a specified period of time, for
example a few years, prior to approval. For supervisors, approval of an
internal model could require considerable expertise (depending on the
sophistication of the model) which may need to be developed. In addition, it
may be necessary to introduce different supervisory powers to allow the
approval of internal models.
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17.13.4

17.13.5

The supervisor should use, at a minimum, the “statistical quality test”,
“calibration test” and “use test”, as the basis of its approval process. While a
broad range of internal model approaches may be suitable for internal
economic capital assessment purposes, and this should not be subject to
supervisory approval, supervisors may want to place requirements on the
internal model approaches that would be regarded as acceptable for regulatory
capital purposes. In approving the use of an internal model for calculating
regulatory capital requirements, the supervisor should consider the primary
role of the model as part of the insurer's risk management procedures. Any
requirements imposed by the supervisor on the approval of a model for use in
determining regulatory capital requirements should not prevent the model
from being sufficiently flexible to be a useful strategic decision making tool
which reflects the insurer's wunique risk profile. Consistent

standards for the approval of an insurer’s internal model should be applied
by the supervisor, regardless of whether the model is developed in-house by
the insurer or by an external party.
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The “statistical quality test” and the “use test” are envisaged to be more
insurer-specific measures which should allow the supervisor to gain an
understanding of how a particular insurer has embedded its internal model
within its business. The “calibration test” would be used by the supervisor to
assess the results from the internal model in comparison to the insurer’s
regulatory capital requirements and to those of other insurers.
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17.13.6
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In addition, the insurer should review its own internal model and validate it so

as to satisfy itself of the appropriateness of the model for use as part of its risk

58
and capital management processes. As well as internal revie , the insurer

may wish to consider a regular independent, external review of its internal
model by appropriate specialists.
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Additional guidance for group-wide internal models B B R3] chgp oF & p

17.13.7

Each supervisor who permits the wuse of internal models for
regulatory capital purposes at legal entity and/or group level should require
prior supervisory approval for that purpose. If an insurance group wishes to
use its group-wide internal model for regulatory capital purposes in more than
one jurisdiction in which it operates, the group may be subject to
requirements that differ in a number of ways. Examples of some areas of
possible variation may include:

- modelling criteria (risk measure, time horizon, level of
safety);
- valuation bases for regulatory capital purposes;
- the risks that have to be modelled;
- treatment of intra-group transactions;
- approach to group-wide capital adequacy (e.g. group level or legal entity
focus); and
- recognition of diversification across the group.
A group-wide internal model therefore needs to be sufficiently
flexible to meet the differing requirements of each jurisdiction in which it is to
be used for regulatory capital purposes.
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17.13.8

17.13.9
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The supervisors of an insurance group that conducts insurance
business in more than one jurisdiction may consider their joint and common
interests for the joint approval of the use of a group-wide internal model for
regulatory capital purposes. If so, it may improve the efficiency and
effectiveness of the approval process if the supervisors agree on common
requirements for the process e.g. standardised language or languages for the
application process.
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Alternatively, the supervisors may independently approve the use of a
group-wide internal model. Therefore, an insurance group seeking approval for
a group-wide internal model may receive permission from one supervisor to
use the model in that jurisdiction, while not receiving approval in another
jurisdiction.
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17.13.10

17.13.11

17.13.12

PALBEER T E LR BREHE L LR SpOL Y p A

Similarly, where an insurance legal entity operates in other jurisdictions
through a branch structure, the supervisors in those branch jurisdictions will
have an interest in the solvency of the insurance legal entity. If local
branch supervisors in these jurisdictions are not satisfied with the capital
requirements of the home supervisor, possibly because they are determined
using internal models, the local branch supervisors may impose limitations on
the branch operations. The home supervisor, however, does not need to have
the approval of the local branch supervisors in order to approve the use of the
insurance legal entity’s internal model for its own purposes.
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The degree of involvement of different supervisors in the approval process
depends on a number of factors as illustrated in Guidance 17.13.12-17.13.16
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In the simplest case, an insurance group operates in one jurisdiction only.
Clearly only the supervisor in that jurisdiction needs to be involved in the
group-wide internal model approval process. Where there is more than one
supervisor in a jurisdiction, e.g. where different insurance activities of a group
are supervised separately, then both may need to be involved depending on the
scope of the model. Nevertheless, some liaison with supervisors in other
jurisdictions may be mutually beneficial to facilitate convergence and
comparability across jurisdictions in respect of internal model standards and
practice.
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17.13.13

17.13.14

17.13.15
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In the case of an insurance group that operates in more than one jurisdiction
but only applies to use its group-wide internal model for regulatory capital
purposes in one jurisdiction, e.g. the parent’s jurisdiction, the group
does not need group-wide internal model approval of other jurisdictions
provided that it is using other approaches to meet the capital requirements of
those other jurisdictions. However, the supervisor considering approval of the
group-wide internal model may wish to consult the other supervisors about the
relevant insurance markets, the group’s operations in those markets and the

standard of modeling.
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In the case of an insurance group that wishes to use its group-wide internal
model in more than one jurisdiction (e.g. to calculate insurance legal entity
PCRys), the supervisor of each of those jurisdictions should consider approval
of the specific application of the group-wide internal model in its jurisdiction,
having regard to the considerations in Guidance 17.13.15 - 17.13.18 below.
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When considering approval of the wuse of a group-wide internal
model for group-wide regulatory capital purposes, each supervisor should

consider:

440



- its group-wide regulatory capital requirements;

- whether and the extent to which its jurisdiction allows the use of internal
models for regulatory capital purposes (e.g. PCR or both PCR and MCR);

- how its jurisdiction interacts with the other jurisdictions potentially
involved when supervisory intervention is being considered; and

- the arrangements for collaboration between the supervisors of the entities

within the insurance group.
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17.13.16 A supervisor may delegate the approval process to another supervisor or
agree to be bound by its decision while retaining supervisory
responsibility.  Alternatively, a group-wide supervisor may have
ultimate decision-making authority over some or all of the supervisors
involved. If more than one jurisdiction is concerned, making such authority
legally binding may require a treaty between these jurisdictions. To be
effective, each arrangement requires a high level of collaboration
between supervisors. To require the model appropriately addresses all
categories of risk, the supervisor making the decision needs sufficient
knowledge of the local circumstances in which the group operates.
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17.13.17

17.13.18

TRFIEFVUREEBMEPET RO TR
Supervisors should require that the approval process for the use of a
group-wide internal model for regulatory capital purposes is sufficiently
flexible to achieve an approach appropriate to the nature, scale and complexity
at each organisational level in an insurance group (group/sub-group/individual
insurance legal entity). Risks which may have a large impact at insurance
legal entity level may have much smaller significance at insurance
group  level. Conversely, risks that may have a small impact at
insurance legal entity level may aggregate to have a larger impact on risk at
the group level. The nature and complexity of risks may also vary at different
levels in the insurance group.
$rE AT AR 2 FEPA VAR Y hB AR TIT RE KRR
EREMaE - w R R FRAT 0 LA S D g
P E PTG BB E - m R (B B/ RS B R L)
RF CRPEAFFER W ERZ AR T R AL RS FFDR G T
RETRREEA G AL R FREAF S HT R K TR
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Whether the group-wide internal model is appropriate for regulatory purposes
given the nature, scale and complexity of the risks depends on
the regulatory capital requirements of a jurisdiction. While the risk coverage
by an internal model may look reasonable from a group-wide perspective, it
may not be reasonable from the point of view of each member of the
insurance group. For example, in a group of many non-life insurers and one
small life insurer it may be appropriate from an overall perspective to place
less emphasis on the modelling of the life insurance risks. However this may
not be appropriate from the life insurer’s or supervisor’s perspective. In such
circumstances, it may be necessary for the group to upgrade its model to
include an adequate life insurance risk component or to set up a self-contained
internal model for the life insurer in order to gain approval.
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Statistical quality test for internal models P 38 #3) 2. 53+ & F RIS

17.14

17.14.1

Where a supervisor allows the wuse of internal models
to determine regulatory capital requirements, the supervisor requires:

- the insurer to conduct a “statistical quality test” which assesses the base
gantitative methodology of the internal model, to demonstrate the
appropriateness of this methodology, including the choice of model inputs
and parameters, and to justify the assumptions underlying the model; and

- that the determination of the regulatory capital requirement using an internal
model addresses the overall risk position of the insurer and that the
underlying data used in the model is accurate and complete.
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Given the importance of an embedded internal model to an insurer's risk
management policy and operations, an internal model would generally be
constructed to deliver a probability distribution of the required risk capital
rather than a “point estimate”. A range of approaches could constitute an
effective internal model for risk and capital management purposes, and
supervisors should encourage the use of a range of different approaches
appropriate to the nature, scale and complexity of different insurers and

different risk exposures. There are several different techniques to quantify risk
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17.14.2

which could be used by an insurer to construct its internal model. In broad
terms, these could range from basic deterministic scenarios to  complex
stochastic  models.  Deterministic  scenarios  would typically involve
the use of stress and scenario testing reflecting an event, or a change in
conditions, with a set probability to model the effect of certain events (such as
a drop in equity prices) on the insurer's capital position, in which the
underlying assumptions would be fixed. In contrast, stochastic modelling often
involves simulating very large numbers of scenarios in order to reflect the
likely distributions of the capital required by, and the different risk exposures
of, the insurer.
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The TAIS recognises that there are numerous methodologies which an insurer
could use as part of its stress and scenario testing. For example, an insurer
may decide to model the effect of various economic scenarios, such
as a fall in equity prices or a change in interest rates, on its assets and
liabilities. Alternatively, an insurer could consider a run-off approach, where
the effect of various scenarios on a specific portfolio of business as it is
run-off is examined. The insurer should use scenarios which it regards as
most appropriate for its business. Where the internal model is used for
regulatory capital purposes, the onus is on the insurer to demonstrate to the
supervisor that the chosen methodology is appropriate to capture the relevant

risks for its business. This includes testing of the model to require that it
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17.14.3

can replicate its results on request and that its response to variation in input
data is adequate such as that corresponding to changes in base or stress
scenarios. Overall capital requirements derived from an internal
model can be highly sensitive to assumptions on the effect of diversification
across  risks. Supervisors and insurers should therefore give
particular consideration to aggregation issues. Conducting stress and scenario
testing to determine the effect of shocks may be a suitable tool to validate
statistical assumptions.
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Where an internal model is established to assess risks at a modular level, i.e.

~

on a risk-by-risk basis, in order to conduct an overall risk assessment, the
insurer should aggregate the results for each of these risks both within and
across business lines. Several methods exist to aggregate the separate results
allowing for diversification effects. The IAIS considers that an insurer would
generally be expected to decide how best to aggregate and account for the
risks to the whole of its business. The determination of overall regulatory
capital requirements  bythe internal model should consider
dependencies within, as well as across, risk categories. Where the internal
model allows for diversification effects, the insurer should be able  to

justify its allowance for diversification effects and
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17.14.4

demonstrate that it has considered how dependencies may increase under
stressed circumstances.
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Internal models need high quality data in order to produce
sufficiently reliable results. The data used for an internal model should be
current and sufficiently credible, accurate, complete and appropriate. Hence, a
“statistical quality test” should examine the appropriateness of the underlying
data used in the construction of the internal model. A “statistical quality test”
would include the examination of the aggregation of data, the modelling
assumptions and the statistical measures used to construct the internal model.
This could include an annual (or more frequent) review of
the various items that are being measured (claims, lapses, etc.)
updated for the additional data available together with a scrutiny of data from
previous periods to determine whether this data continues to be relevant. Older
data may no longer be relevant possibly due to changes in risks covered,
secular trends or policy conditions and guarantees attaching. Similarly, new
data may not be of substantive use when modelling items that
require a long-term view of experience (such as testing the predictions
of cash flows for catastrophic events).
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An insurer may not always have sufficient reliable data in-house. In instances
where an insurer lacks fully credible data it may rely on industry or other
sufficiently credible data sources to supplement its own data. For example, a
new company may lack its own historical data and so could use
market data sources in constructing its internal model. Some

supervisors have published jurisdictional data which may be of some use.
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Another possible source of data may be from reinsurers - whose data pool is
typically larger and covers a wider spectrum of the market. It is, however,
important to consider that such industry data may not be entirely appropriate
for all insurers. Reinsurers often only receive data in aggregated form and
sometimes are only informed of larger claims or from smaller insurers whose
market may not be applicable for all or many insurers. Therefore, any data not
specific to the insurer would need to be carefully considered before deciding
it was appropriate for use as the basis for aninsurer's
“statistical quality test”. Even where deemed appropriate, it may still be
necessary to adjust the data to allow for differences in features between the
data source and the insurer.
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In assessing suitability of data and of other inputs, e.g. assumptions, to the
internal model, expert judgment should be applied and supported by proper
justification, documentation and validation.
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As part of the “statistical quality test”, the insurer should be able to
demonstrate that the base quantitative methodology used to construct its
internal model is sound and sufficiently reliable to support  the
model's use, bothas a  strategic and capital management tool,
and to calculate the insurer's regulatory capital requirements, if appropriate.
The methodology should also be consistent with the methods used to calculate
technical provisions.
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A “statistical quality test” should also include a review of the internal model to
determine whether the assets and products as represented in the model truly
reflect the insurer's actual assets and products. This ~ should include
an analysis of whether all reasonably foreseeable and relevant
material risks have been incorporated, including any financial guarantees and
embedded options. Insurers should also consider whether the algorithms used
are able to take into account the action of management and the reasonable
expectation of policyholders. Testing should include future
projections within the model and to the extent practicable “back- testing” (the
process of comparing the predictions from the model with actual experience).
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